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Doing business in California can involve
many legal and tax hazardsand hurdles. This
newdetter discussesthreeissueswe havedealt
withinour businesspracticethat demonsirate
such hazardsand hurdles.

Jon Karp'sarticlediscussesoneof the poten-
tial pitfallsaclient faced during the sale of its
businessin Californiaasaresult of the dif-
ferencesinthefederal and California WARN
acts. Jon also providesa creative solution to
the problemthat satisfied thelawwithout cre-
ating additional transaction costsfor either
thebuyer or thesdller.

In the second article, Gary Wexler summa-
rizesarecent Supreme Court caseinvolving
theinducement of at-will employeesto quit
their current employment to comework for a
competing company. Gary'sarticlepointsout
that the mere solicitation and/or hiring of a
competitor’s employeeisnot actionablein
California, however, a defendant may beheld
liableif the solicitation was coupled with an
independent unlawful action. Unfortunately,
the Court did not specify what that unlawful
action was, therefore, one needsto exercise
great careinthe hiring of a competitor’'sem-
ployees.

CaliforniaUsury lawsregulate the maximum
amount that can be charged onaloan. These
rules are very complicated and may apply
evenif thelender or the borrowdidn’t know
the interest rate exceeded the maximum
amount prescribed by law Althoughthereare
many exceptionsto the Usury laws, the defi-
nition of interest is broader than you might
think. If thelaw applies, aborrower has sev-
eral remediesagainst the lender.

Asalways, if you have a question about an
articleinthisnewsl etter, please contact the

author or me.
Brad Cohen

BradCohen@Reish.com
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By Jonathan Karp (JonKarp@Reish.com)

Problem: One con-
sequence of selling the
assets of a business
may be the relocation
and/or termination of
many, if not al, of the
seller’s employees. If not properly
handled, this can result in significant un-
anticipated expense to the seller. A busi-
ness client recently sold their assets to
another company, which was consider-
ing hiring many, but not al, of the seller’s
80 full and part time employees. Since the
buyer wanted free rein to decide which
employees to hire, it required the seller to
fire all the employees on the closing. How-
ever, in order not to disrupt the business
operations prior to the sale and to keep the
transaction confidential, the seller did not
want to inform employees that the sale
was occurring until the closing date. Un-
der this scenario, the seller was liable to
pay its employees 60 days wages as are-
sult of their termination.

Solution: Because the buyer and seller
were on cooperative terms, we were able
to restructure the transaction to alow the
employees to remain employed by the
seller for 60 days after the closing and have
the buyer “lease” those employees from
the seller, reimbursing the seller for all
costs associated with these employees.
Thisarrangement saved the seller from the
obligation to pay 60 days wages for ter-
minated employees, and didn’t cost the
buyer any additional money.

Discussion: The Federal Worker Ad-
justment and Retraining Notification
(WARN) Act and its California counter-
part, California Labor Code Sections
1400-1408 require 60 days advance no-
tice if there will be a loss of employment
for a significant number of employees.

In our client’s situation, the federal law,
which applies to “business enterprises’
that employ more than 100 full time em-
ployees, would not apply. Even if our
client’s business met this criteria, the fed-
eral WARN act excuses the seller from
compliance with the law assuming the
buyer hires substantially al of the employ-
ees after the close. The burden of com-
pliance is shifted to the buyer.

Unfortunately, the California WARN Act
differs in significant ways from the Fed-
eral WARN Act. First, it applies to busi-
nesses with 75 or more employees, and
doesn’t exclude part time employees.
Second, and worse from the seller’s point
of view, California has no corresponding
“shift of liability” provision. The Califor-
nia WARN Act is silent on what happens
if the buyer assumes employment of the
seller’s employees. Although our client
was not required to comply with the Fed-
eral WARN Act due to the number of af-
fected employees, it was subject to the
CaliforniaWARN Act. Under theliteral in-
terpretation of the California WARN Act,
the seller isresponsible for giving 60 days

continued on page 4
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Company Held Liable for Inducing
Competitor's Employee to Quit

By Gary Wexler (GaryWexler @Reish.com)

Recently, the Cdlifor-
nia Supreme Court
unanimoudly ruled in
Reevesv. Hanlon that
a defendant “may be
held liable for inten-
tional interference for having induced a
competitor’s at-will employee to quit and
jointhe defendants’ if the plaintiff proves
that the defendant engaged in an indepen-
dently wrongful act —i.e., an act “pro-
scribed by some congtitutional, statutory,
regulatory, common law, or other deter-
minable legal standard.”

The Supreme Court re-emphasized that
one commits no actionable wrong by
merely soliciting or hiring the at-will
employee of another. It is only when the
defendant’ s solicitation is accompanied
by an independently wrongful act that
there may be liability for intentional in-
terference.

In so ruling, the Supreme Court rejected
ayear 2000 Appellate Court decision in
Gab Business Services, Inc. v. Lindsey
& Newsom Claim Services, Inc., which
held that a company could not sue for
interference with its at-will employment
contracts, even if the company had le-
gitimate claims for breaches of fiduciary
duty and unfair competition. In Gab, the
Appellate Court noted a lack of case law
allowing employers, as opposed to em-
ployees, to file tortious interference
claims and declined to “expand” the tort
to include employer claimsasinviting in-
numerable lawsuits and thereby under-
mining California’s public policy
supporting mobility and betterment of
employees and as chilling employment
opportunities.

In Reeves, the Supreme Court disagreed
with the ruling in Gab and held that in-
ducing the termination of an at-will em-
ployment relationship may be actionable
under the genera standard applicable un-
der @l claims for intentional interference
with prospective economic advantage.
The Supreme Court concluded that
adopting this standard of recovery in the
context of at-will employment relations
was particularly appropriate because not
only will it guard against unlawful meth-
ods of competition in the job market, but
it will promote public policies support-
ing the right of at-will employeesto pur-
sue opportunities for economic
betterment and the right of employers to
compete for talented work. The Su-
preme Court found it strikes the “proper
balance between society’ sinterest in fos-
tering robust competition in the job mar-
ket and its interest in protecting against
unlawful methods of competition.”

The facts in Reeves were particularly
egregious. It was either undisputed or
there was substantial evidence that nine
employees who had left plaintiff’s com-
pany, including the six who joined the
defendant, had employment relations that
they could terminate at-will; that defen-
dants “mounted a campaign against the
[plaintiff company] involving destruction
of computer records, misuse of confi-
dential information and unethical con-
duct, of which the cultivation of employee
discontent was only a component. This
campaign unfairly impaired the
[plaintiff’s company’ g ability toretainits
employees; and that the record contained
substantial evidence that plaintiffs in-
curred expenses, well-above the histori-
cal baseline for employee recruitment to

mitigate damages.” The Court concluded
that defendants “did not simply extend
job offers to plaintiff’s at-will employ-
ees. Rather, defendants purposefully en-
gaged in unlawful acts and crippled
plaintiffs business operations and caused
plaintiffs' personnel to terminate their at-
will employment contracts....”

It remains clear after Reeves that one
commits no actionable wrong by merely
soliciting or hiring the at-will employee
of another. However, a defendant may be
held liable under an intentional interfer-
ence theory for having induced an at-will
employee of a competitor to quit work-
ing and join the defendant. Inducing the
termination of an at-will employment
relations may be actionable under the
general standard applicable to claims for
international interference with prospec-
tive economic advantage. Accordingly, to
recover for a defendant’s interference
with an at-will employment relation, the
plaintiff must prove that the defendant
engaged in an independently wrongful
act. The Supreme Court did not clearly
define what is an “independently wrong-
ful act” since there the conduct was so
egregious. The independently wrongful
conduct was defined as “an act pro-
scribed by some constitutional, statu-
tory, regulatory, common law, or other
determinable legal standard.”

Reeves does not define all the rules of the
game for employers. However, clearly
there are certain things one cannot do
when soliciting an at-will employee of
another. The law is now clear, however,
that a company may be held liable for in-
tentional interference for inducing a
competitor’s at-will employees to quit
and join the company if the company en-
gaged in an independently wrongful
act. <
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Usury: A Weapon or a Tool

By Jonathan Karp (JonKarp@Reish.com) and
Adam Cohen (AdamCohen@Reish.com)

Problem: A busi-
ness owner is ap-
proached by one of
his largest long term
customers, who
claims to be experi-
encing financia diffi-
culties and requests a
short term loan of
$100,000. The cus-
tomer promises to re-
pay $112,000 in six
months and threatens
to take his business elsewhere if the busi-
ness owner won't loan him the money.
The business owner, facing the loss of a
magjor customer if he doesn’t make the
loan, agreesto do so. Amazingly, the cus-
tomer repays the loan as scheduled.
However, one week later, the customer
calls the business owner and says that
he found out this loan was usurious and
states that he will be seeking the recov-
ery of $36,000, as damages for the usu-
rious loan. Must the business owner pay
the customer $36,000?

Solution: Unfortunately, in this case,
the business owner must pay the cus-
tomer $36,000. California’s usury laws,
contained in Article XV, Section 1 of the
Cdifornia Congtitution, are very intricate
and complicated and are borrower ori-
ented, although there are many excep-
tions to the general rules; to ignore these
rulesisto risk the entire loss of income
or the capital laid out.

Discussion: California’'s Usury Law
regulates the maximum amount of “in-
terest” which may be charged on any
loan or forbearance of money at the time
the loan is made. In other words, it re-
stricts a lender’ s freedom to enter into
loan arrangements that call for interest
in excess of the maximum legal rate.

Generally, the maximum rate of “inter-
est” alender can chargeis (i) 10 percent
for money, goods or things used prima-
rily for personal, family or household pur-
poses, and (ii) for other loans, the higher
of 10 percent or 5 percent plus the Fed-
eral Reserve Bank of San Francisco’'s
discount rate on the 25th day of the
month preceding the earlier of the date
the loan is contracted for or executed.
California courts have deemed “interest”
to include anything of value that is re-
ceived directly or indirectly by the lender
from the borrower regardless of the na-
ture or form of the consideration-such
as fees, bonuses, commissions, and
other miscellaneous charges.

Many loans bear interest greater than
10 percent; why aren’t they subject to
these same rules? There are numerous
constitutional and statutory exemptions
to theseinterest limitations. Banks, credit
unions, pawnbrokers, and issuers of
credit cards are a few examples of these
exceptions.

A frequent question arisesrelating to pay-
ment terms (for example, 2 percent/10,
net 30). These terms indicate that there
is a two percent discount for payment
within 10 days on the amount due a ven-
dor for payment within 10 days, with the
full amount due if it is not paid within
those two days. Does that constitute
usury? The answer is no, since usury
only appliesif there is a “borrowing or
lending or forbearance of money,” which
is not present under these circum-
stances.

A loan will be deemed to be usurious
when it can be shown that the interest
charged exceeds the maximum amount
prescribed by law, regardless of whether
or not the lender realized that such inter-

est was usurious. In the event that aloan
is deemed to be usurious, a borrower is
generally provided with the following
several cumulative remedies: (1) the bor-
rower can bring an action for money has
and received to collect the past interest
paid during the two year period prior to
the filing of an action; (2) the borrower
can seek to recover damages equal to
three times the interest paid during the
oneyear period prior to thefiling of alaw-
suit; (3) the borrower can recover ajudg-
ment to cancel all future interest that will
become due for the remainder of the term
of theloan; and (4); in appropriate cases,
where the lender’s conduct is oppres-
sive, fraudulent or malicious, the bor-
rower may be able to recover punitive
damages.

Additionally, any violation of the usury
laws may be a violation of Business &
Professions Code Section 17000, et.
seq., which would expose the lender to
criminal liability. The result isthat a usu-
rious loan may turn into an interest free
loan and subject the lender to potentialy
costly damages and potentia criminal li-
ability. However, the lender is till entitled
to receive payment of the principal
amount of the loan, can retain any secu-
rity for the loan and can enforce the se-
curity for the collection of the loan.

If you are a borrower, you should exam-
ine all loans received from non financial
institutions to determine whether the
usury laws can be used for your eco-
nomic benefit.

Therefore, a simple loan can turn into a
disastrous event, even if there was no
actual intent to violate the usury laws.
Before borrowing or, more importantly,
lending money, you should consider the
impact of the usury laws on the trans-
action. A little bit of planning and fore-
thought can save hefty legal bills and
headaches. <
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WARN in California

continued from page 1

advance warning before the closing date.
If it doesn’t give that warning, and al the
employees are terminated on the close of
the sale, the seller must pay employees
60 days wages, even if they get another
job (and that job could be with the buyer).
Furthermore, at least one court has held
that the purchaser of the business may
be responsible for compliance with the
CaliforniaWARN Act if it hiresthese em-
ployees and then terminates them in a
short period, perhaps due to arelocation
of the business operations. In the ex-
treme case, employees could receive an
unexpected windfall of 60 days wages
from the seller upon their termination,
normal wages for any work they did for
the buyer after the closing and another
60 days wages from the buyer upon ter-
mination. Due to the ambiguity in Cali-
fornia, both the purchaser and seller
should be aware of their potential liabil-
ity if they fail to give employees 60 days
notice prior to termination.

Penalties for failure to give notice can be
severe and costly. Under both WARN
Acts, the penalty for failure to give ad-
equate noticeis back pay to the employee
for each day he or she was entitled to no-
tice, for a maximum of 60 days. Also,
the employee may be entitled to any ben-
efits they would have received if they had
been employed during the advance no-
tice period. Along with the penalties to
be paid to the employee, the employer
will also be required to pay acivil pen-
alty of $500 day for each day that the
employee failed to give notice to the reg-
uisite local government. This includes,
but is not limited to, the Employment De-
velopment Department, the Local
Workforce Investment Board, or the
chief elected official of the affected city
and county.

One way to avoid incurring these penal-
tiesisto deal with them in advance. Our
solution for our client was to structure
an employee leasing agreement. As of the
sale of the business, the seller continues
employment of the employees and lease
them to the buyer for the requisite 60 day
period. Notice of termination should be
given to the employees and the required
regulatory agencies and government
agencies at the start of the 60 day period.
This arrangement will protect both the
seller and the purchaser by complying
with the provisions of the Californialaw.
Another solution, at least from the
seller’s perspective, is to structure the
transaction as a sale of stock rather than
a sale of assets. Since the corporation
being sold would continue to employ the
employees, there would be no termina-
tion to require notice or payment. While
stock sales have significant tax advan-
tages for sellers, there are correspond-
ing tax disadvantages for the buyer.
These are beyond the scope of this ar-
ticle, but provide one more reason why
sellers may want to structure the trans-
action as a stock sale.

In conclusion, although there are many
considerations when deciding to pur-
chase, sell or merge businesses, one im-
portant and costly mistake that can be
made is ignorance of the provision of the
California WARN Act. Just because the
transaction is exempt from the federal
WARN Act does not mean that
California’ s law won’t come into play.
Creative solutions, such as those we uti-
lized for the above described client, can
minimizeaseller’ sliability under the Cali-
fornia WARN Act. <

Confiscatory New
California Tax on
Punitive Damage
Awards

California Governor Arnold
Schwarzenegger has signed into law
a new 75 percent tax on punitive
damage awards with respect to
cases filed on or after August 16, 2004
and which becomes final (including
resolution of all appeals) before July
1, 2006.

The law, new Civil Code section
3294.5, provides that California and
the plaintiff’s attorney are to split 75
percent of the punitive damage
award (one-quarter of which is pay-
able to the attorney and the remain-
ing amount retained by the State).
The plaintiff is to receive 25 percent
of the total award, subject to the
plaintiff’s fee agreement with his or
her attorney (typically a one-third
contingency fee). For example, of a
$1 million punitive damage award,
California could receive $562,500
(three-fourths of the 75 percent tax
on $1 million), the plaintiff’s attorney
could receive $270,833 (one-quarter
of the 75 percent tax on $1 million,
plus a one-third contingency fee on
the 25 percent received by the
plaintiff) and the plaintiff could re-
ceive only $166,667 (two-thirds of 25
percent of $1 million).

The law was purportedly enacted
to address California’s “extraordinary
and dire budgetary needs” and is
anticipated by State budget officials
to yield $450 million in tax revenue.
However, the new tax would not
apply to a situation where plaintiffs
and defendants settle their dispute
and characterize the ultimate
award as other than punitive dam-
ages. This possibility can create a
conflict of interest between the
plaintiff’s attorney and his or her cli-
ent because the attorney will likely
receive a larger fee if the award is
subject to the new tax, while the
plaintiff will likely receive a larger
amount if settlement proceeds
avoid the tax.
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Around the Firm

Jon Karp was recently elected to serve as Vice President of the Los Angeles Chapter of the California Society of CPAs
for the 2005-2006 term. Jon previously served as Treasurer.

Brad Cohen gave a seminar on “Current Developments in Transfer Tax Law” to business managers in Los Angeles in May.
Jon spoke to accountants in Santa Monica in May on “Ten Biggest Mistakes in Selling a Business.” Jon also gave
presentations on “Debriefing Tax Season” to the CPA/Law Forum on May 24th in Los Angeles and on May 26th in Pasadena.

Mark Terman will be speaking on “Managing the Workplace to Avoid Employee Claims” on June 15th to the Management
of Accounting Practice Committee of the Los Angeles Chapter California Society of CPAs. Jon will be speaking in July at
the California CPA Education Foundation’s Pass-Through Entities Conference in Los Angeles and San Francisco. In
August, Jon will be teaching an all day course in Monterey for the CPA Education Foundation on “Succession Planning
for the CPA Firm.” In September, Brad will be a co-presenter with Mike Foster at the CPA Education Foundation’s
Entertainment Industry Conference and Jon will speak at the CPA Education Foundation’s Succession Planning for the
CPA Firm Conference.
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