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PREFACE

Entrepreneurial ventures range from the small start-up operating on a shoe-
string budget to a fully developed enterprise ready to take advantage of the
public equity markets. Yet, most entrepreneurs face common issues, ranging
from “Should I incorporate?” “Where can I raise money?” “Are my workers
employees or independent contractors?” and “How can I protect my intel-
lectual property?” to “Should I sell my company or try to take it public?”

This book identifies many of the legal challenges inherent in entrepre-
neurial activities and suggests strategies for meeting those challenges while
achieving the core business objectives. Yet, overcoming legal challenges
and staying out of trouble are only part of the picture. The law offers a
variety of legal tools legally astute! entrepreneurs can use to increase
realizable value and grow the business while managing the attendant risks
and keeping legal costs under control. Table P.1 provides a nonexclusive
list of techniques entrepreneurs can use to create and capture value and to
manage risk during various stages of business development and indicates
the chapters in this book in which they are addressed.

PuURrRPOSE AND INTENDED AUDIENCE

The purpose of The Entrepreneur’s Guide to Business Law is to help
founders, managers, and other businesspersons become more legally astute
so they can spot legal issues before they become legal problems and use the
law and the legal system to grow the business and manage the firm more
effectively. This book is intended not only for entrepreneurs but also for
investors, attorneys, accountants, consultants, advisers, and board mem-
bers who work with growing companies. The Entrepreneur’s Guide both
provides guidance regarding the legal issues that entrepreneurs should
consider when launching a new enterprise and serves as a reference book

! Legal astuteness is a managerial capability that enables the top management team to work
effectively with counsel to solve complex problems and to protect and leverage firm resources. There
are four components: (1) a set of value-laden attitudes, (2) a proactive approach, (3) the exercise of
informed judgment, and (4) context-specific knowledge of the law and legal tools. See Constance
E. Bagley, Winning Legally: The Value of Legal Astuteness, AcAD. MGT. REv. (forthcoming); Constance
E. Bagley, Winning Legally: Using the Law to Create Value, Marshal Resources, and Manage Risk,
Harv. Bus. ScH. Pus. No. 806-138 (2006).

Xiv



Preface XV

and resource for those who are already active in the entrepreneurial world.
Itis not intended to take the place of an attorney but to help the entrepreneur
select one with whom he or she can work in an intelligent, informed,
efficient, and economical manner.

WHAT DisTINGUISHES THIS Book FRom OTHERS

Numerous other self-help and reference books for entrepreneurs cover a
host of legal issues, and many are quite good. Often, however, the available
literature is too general or too technical, impractical, or incomplete. Fre-
quently the authors are not acknowledged experts in their fields and may
have unproven track records. This book satisfies the need for a single
definitive source that covers the main legal aspects of starting and growing
a business, written in a manner that allows the reader to learn about the
relevant law and at the same time benefit from practical tips based on
years of experience.

In particular, The Entrepreneur’s Guide to Business Law distinguishes
itself from the current literature in the following ways:

e Integration of Law and Management Much of the relevant literature
treats the legal aspects of business as distinct from other aspects such
as sources of capital and marketing. Because we see the law as integral
to business success, we have interwoven the law and its business appli-
cations by including real-life business examples that illustrate how in
practice the law directly affects business success.

e FromtheTrenches Throughout this book,anumber of examples appear
in a boxed feature called “From the Trenches.” When the example is
based on a reported court case, we have provided the citation to the
legal reporter in which the case can be found. However, many exam-
ples are drawn from our own practice representing entrepreneurs and
venture capitalists. Sensitivity to confidentiality often required us to
use fictitious names, but rest assured that the entrepreneurs and com-
panies involved are real and that everything described in “From the
Trenches” actually occurred. Our hope is that our readers will avoid
traps others failed to recognize.
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TABLE P.1

LeGAL Tools FoRr INCREASING REALIZABLE VALUE WHILE MANAGING Risk

The Entrepreneur’s Guide to Business Law

STAGES OF BUSINESS DEVELOPMENT

MANAGERIAL | EVALUATING THE ASSEMBLING THE Team Raising CAPITAL
Ojectives | OPPORTUNITY AND
DEFINING THE VALUE
ProposiTION
CREATE AND | ® Ask whether ¢ Choose appropriate form @ Be prepared to negoti-
CAPTURE idea is of business entity and ate downside and
pafentable issue equity fo founders sideways protection
VALue or otherwise early (Chs. 4 & 5). and upside rights for
protectable e Structure appropriate preferred stock
(Ch. 14). equity incentives for (Ch. 13).

Manace Risk

e Examine brand-
ing possibilities
(Ch. 14).

® Determine
whether anyone
else has rights
to opportunity
(Chs. 2 & 14).

e Analyze any covenants not

employees (Chs. 5 & 10).

Secure intellectual prop-
erly protection and enter
into nondisclosure agree-
ments and assignments of
inventions (Ch. 14).

Document founder
arrangements and subject
their shares to vesting

(Chs. 5 & 13).

fo compete or trade secret
issues (Chs. 2 & 14).
Require arbitration or
mediation of disputes
(Ch. T1).

Comply with anti-discrimi-
nation laws in hiring and
firing. Institute antiharass-
ment policy (Ch. 10).
Avoid wrongful termina-
tion by documenting
performance issues

(Ch. 10).

Caution employees on
discoverability of e-mail

and provide whistleblower

protection (Ch. 10).

Be prepared to subject
at least some founder
stock fo vesting

(Chs. 5 & 13).

Sell stock in exempt

transaction (Ch. /).

Be prepared to make
representations and
warranfies in stock pur-
chase agreement

with or without knowl-
edge qualifiers

(Ch. 16).

Choose business entity
w/ limited liability
(Ch. 4).

Respect corporate form
fo avoid piercing of
corporate veil (Ch. 4).

Source: Adapted from CONSTANCE E. BAGIEY, VWINNING LEGALLY: How TO USE THE Law TO CREATE VAIUE,
MarsHAL RESOURCES, AND MANAGE Risk 16-17 (2005).
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TABLE P.1 (CONTINUED)

Xvii

LEGAL TooLs FoR INCREASING ReALIZABLE VALUE WHILE MANAGING Risk

STAGES OF BUSINESS DEVELOPMENT

DeveLorinG, Probucing,
MARKETING, AND SELLING THE
PRoDuUCT OR SERVICE

HARVESTING

e Profect intellectual property: Implement
frade-secret policy. Consider patent pro-
fection for new business processes and
other inventions. Select a strong frade-
mark and profect it. Register copyrights
(Ch. 14).

e Consider entering into licensing agree-
ments. Create options fo buy and sell.
Secure disfribution rights. Decide whether
fo buy or build, then enter info appropri-
ate contracts (Ch. 8).

Enter info purchase and sale

contracts (Ch. 8).

® Impose limitations on liability and use
releases (Ch. 8).

® Recall unsafe products. Buy insurance for
product liability (Ch. T1).

e Create safe workplace (Ch. 10).

¢ Install compliance system (Ch. 11).

¢ Conduct due diligence before buying or
leasing property to avoid environmental
problems (Ch. T1).

* Avoid antitrust violations:

* No tying or horizontal price fixing. Infegrate
products; no boliing (Ch. 11).

® Be active in finding business solutions to
legal disputes (Ch. 3).

* Avoid misleading advertising (Ch. 11).

® Do fax planning. File fax returns on time

and pay faxes when due (Ch. 7).

e Defermine whether employee vesfing
accelerates on an initial public offering
orsale (Chs. 5, 10, & 17).

e |f investor, exercise demand registration
rights or board control if necessary to
force IPO or sale of company
(Chs. 13 & 17).

® Rely on exemptions for sale of restricted

stock (Ch. /).

Negotiate and document arrangements

with underwriter or investment banker

[Ch. 17).

® When doing an acquisition: be mindful

of difference between lefter of infent and
contract of sale. Consider entering into no-
shop agreement if buyer. Negotiate fiduci-
ary out if seller (Ch. 16).

Allocate risk of unknown (Ch. 8).

e Secure indemnity rights (Ch. 16).
Disclose fully in prospectus or acquisition
agreement (Chs. 16 & 17).

Perform due diligence (Chs. 16 & 17).
Make sure board of directors is informed
and disinterested (Ch. 6).

Ban insider frading and police

trades (Ch. 17).
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e Examples That Challenge the Nuances of the Law We use examples from
the high-tech arena that push the edge of the envelope as the law is
applied to new products and services.

¢ Running Hypothetical A hypothetical presented at the end of each chap-
ter under the heading “Putting It into Practice” follows the progress
of Peter Holt and Akiko Yoshida as they leave their former places of
employment, start a photovoltaics “clean tech” company, raise money
from venture capitalists, and ultimately take the company public in an
initial public offering. Much of working effectively with the law entails
knowing the appropriate questions and when to ask them. This hypo-
thetical highlights the key concerns founders need to contemplate as
the business progresses. By following the thought processes and prog-
ress of these hypothetical entrepreneurs, the reader learns how to spot
legal issues and put them in a factual context.

e Getting It In Writing Samples of certain key legal documents appear in
a feature called “Getting It In Writing.” They include a venture capital
term sheet and an independent contractor services agreement.

CONTENTS

This book is intended to encompass all phases of the entrepreneurial
journey. Its 17 chapters follow the progression of a start-up and anticipate
its legal concerns from inception to an initial public offering. Each chapter
is self-contained and may be read on its own.

We begin with a brief description of the rewards and risks of entrepre-
neurship and introduce the hypothetical that will be discussed throughout
the book. Chapter 2 explores the steps that an entrepreneur who is
contemplating leaving an employer can take to make the departure
amicable, and it offers guidance regarding the significance of documents
(such as a noncompete clause or an assignment of inventions) that the
entrepreneur may have signed. The chapter also offers insights into the
intellectual property issues involved in leaving a company to form a new
venture and suggests ways the entrepreneur can safely (i.e., legally) go
about recruiting colleagues.



Preface Xix

Chapter 3 focuses on the role of an attorney and provides practical tips
for selecting and working effectively with counsel. The next two chapters
detail the considerations entailed in choosing an appropriate legal form
for the business and offer suggestions on how to structure the ownership
of the business among the founders and the investors. Chapter 6 deals with
the proper governance structure for the entrepreneurial venture and
examines the role of the board of directors. Chapter 7 discusses the pros
and cons of different ways of raising money and the steps necessary to
comply with federal and state securities laws.

Chapter 8 explains what constitutes a legally binding agreement and
highlights ways entrepreneurs can use formal contracts as complements to
trust-building and other relational governance techniques to strengthen
business relationships. Chapter 9 highlights special issues associated with
the sale of goods and services and electronic commerce. Chapter 10
considers a growing company’s relationship with its employees and
independent contractors, including sexual harassment and executive
compensation. Chapter 11 discusses a variety of business torts and regulatory
issues that an entrepreneur may face and suggests ways to manage risk.
Chapter 12 deals with creditors’ rights and provides an overview of
bankruptcy. Chapter 13 explores venture capital in depth and highlights
the aspects of the term sheet and other venture capital documents of great-
est importance to the entrepreneur. Chapter 14 takes an in-depth look at
intellectual property, the lifeblood of many entrepreneurial ventures.

Chapter 15 discusses factors to consider when expanding internation-
ally, including tax considerations and employment issues. Chapter 16
explores the processes of buying and selling a business. Sale of a company is
a frequent exit strategy for growing companies, and acquisitions are often a
way to accelerate growth and increase market share. Chapter 17 concludes
the book with insights on another exit strategy, an initial public offering.

New 10 THIs EDITION

The third edition both updates and improves upon its predecessor. Signifi-
cant developments in the business law landscape, including the broad
impact of the Sarbanes-Oxley Act, changes in the tax and accounting
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treatment of stock options, and new SEC regulations governing initial
public offerings, are discussed throughout. The running hypothetical
“Putting It into Practice” is new, as are many of the “From the Trenches.”
Finally, the third edition includes an expanded list of Internet sources.
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CoNCLUSION

This area of the law is exciting and challenging. We have done our best to
bring to life the power of the law and the strategies necessary to make the
law work for the entrepreneur. We had a lot of fun writing this book, and
we hope the reader will have just as much fun using the book as a guide
when embarking on the exciting but sometimes perilous journey of entre-
preneurship. Please remember, however, that the application of law to a
particular situation may vary depending on the particular facts and cir-
cumstances. As a result, nothing contained in this book is to be considered
as the rendering of legal advice for specific cases. Readers are responsible
for obtaining such advice from their own legal counsel. This book is
intended for educational and informational purposes only, but our hope is
that it will help entrepreneurs and venture capitalists work more effec-
tively with counsel as partners in value creation and risk management.
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TAKING THE PLUNGE

Individuals start businesses for any number and combination of reasons:
to be their own boss, to pursue a passion, to achieve financial rewards,
to establish a new livelihood after corporate downsizing, to fill an unmet
need with an innovative product or service, or to create something enduring.
Despite the vast variety of entrepreneurs and their companies, once
individuals decide to become entrepreneurs, they will encounter many of
the same issues. These issues will include whether to work alone or with
one or more partners, what products or services to provide, and where to
obtain the necessary capital.

One recent example of a highly successful entrepreneur is Mohamed
“Mo” Ibrahim, the founder and chairman of Celtel, the leading mobile
telecommunications company in Africa. Born in 1946, Ibrahim studied
engineering at the University of Alexandria in Egypt before returning to his
home country of Sudan.! After working for Sudan Telecom, Ibrahim spent
several years at the University of Birmingham in the United Kingdom—
first as a Ph.D. student, then as a research fellow. British Telecom (BT) then
hired him to oversee its foray into mobile communications. As technical
director, Ibrahim helped develop the world’s first cellular network, which
began operating in England in 1985.

After Europe opened the cellular communications industry to com-
petition in 1989, companies were attracted by the growth opportuni-
ties but often lacked the knowledge to design and implement their own
networks. Recognizing the demand for his expertise and wanting to deter-
mine his own fate, Ibrahim left BT to found Mobile Systems International
(MSI) in 1989. In addition to consulting, MSI developed novel software
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that simulated network installations and operating conditions. MSI took
equity positions in some of their clients, building an investment portfo-
lio that was eventually placed in an Amsterdam holding company, MSI —
Cellular Investments. The company was subsequently renamed Celtel
International.

Celtel began building its multi-nation network in Africa in 1998.2
Although this business faced numerous unique obstacles, includ-
ing lack of infrastructure in some areas and rampant corruption,
Ibrahim was convinced that cellular communications would help
African countries expand their economies and build their infrastruc-
tures by leapfrogging the installation of landlines. He also wanted
his company to be an example of a business that could succeed with-
out stooping to paying kickbacks and bribes. By 2005, when MTC, a
Kuwaiti mobile telecommunications concern, purchased 85% of Celtel
for $3.4 billion, Celtel was operating in 13 sub-Saharan countries and
had more than five million customers.? Ibrahim remained as chairman
of Celtel and through his Mo Ibrahim Foundation increased his com-
mitment to battling corruption in his home continent. The Foundation
funds the Mo Ibrahim Award for Achievement in African Leadership,
a $5 million prize awarded to the outgoing president of a sub-Saharan
nation who has demonstrated the greatest commitment to democracy
and good governance.*

Before taking the plunge, the would-be entrepreneur should consider
the sacrifices, both professional and personal, that will be required. These
sacrifices may include accepting several years of low pay and long hours
in exchange for a large potential payoff later. Successful entrepreneurship
also requires a willingness to take risks. As Sandra Kurtzig, founder of Ask
Computer Systems (a company she grew to more than $400 million in
sales), points out, the act of quitting one’s job and starting a new business
is only the beginning.’ An entrepreneur must continually take risks and be
prepared to make the bet-the-company decisions that will determine the
venture’s ultimate success or failure.

Regardless of how carefully one deliberates before making decisions,
an entrepreneur will make mistakes. As Kurtzig puts it, “Screwing up is
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In the early 1980s, Ron Kipp left a $100,000-ayear job at IBM to acquire a
nearly moribund scuba diving shop on Grand Cayman Island. He initially paid
himself $12,000 a year and lived in a converted warehouse with no bathtub
or sfove. Although Kipp spent long hours filling tanks, leading tours, and sweep-
ing floors, they were his floors. Twenty years later, Kipp was a millionaire and
the owner of the largest dive shop on Grand Cayman, with seven boats, five
locations, and forty-five employees. When asked when he planned to retire,
Kipp responded, “Never....How could 12 Ninety-nine percent of the poor slobs
in the world wish they could do this.”

Source: Mark Henricks, Soulful Proprietors, Am. Way, Jan. 15, 2002, at 63.

part of the process.”” One key to being successful is to make fewer mistakes
than the competition.

Most entrepreneurs and their backers are not risk seekers; rather,
they are risk takers who attempt to manage the risks inherent in pursu-
ing new opportunities by making staged commitments and conducting
a series of experiments.® In selecting an opportunity to pursue, savvy
entrepreneurs look for an attractive risk/reward ratio, that is, the set
of possible negative and positive cash flows and the likelihood of each
possible outcome.’

When harnessed correctly, the law and the legal system can be a posi-
tive force that can help entrepreneurs increase predictability, maximize
realizable value, marshal the human and capital resources needed to
pursue opportunities, and manage risk.!” Failure to comply with the law
can result in crippling lawsuits, devastating fines, and, in egregious cases,
imprisonment for the individuals involved. Because legal risks are among
the most important of the many risks faced by a young company, an entre-
preneur can increase the likelihood of success by understanding and man-
aging legal risk, that is, by spotting legal issues before they become legal
problems.
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PuttiNGg IT INTO PRACTICE

Peter Holt (our fictitious entrepreneur) had been an employee of Sun Spot Cells,
Inc. (SSC), a Delaware corporation headquartered in Massachusetts, for the
past eight years. SSC manufactured crystalline silicon solar cells for use in two
types of photovoltaic systems for converting sunlight directly into electricity:
(1) basic flat panel modules, which expose semiconductor materials directly to
the sun; and (2) concentrator modules, which use mirrors to direct sunlight onto
the solar cell material. Silicon is the primary raw material used to make these
solar cells. Though silicon is widely available, using it for solar cells is expensive
because it must be refined to almost 100% purity. Increased demand, as well as
projected shortages of this purified silicon, had further driven up the cost of this
element. Comparative production costs made concentrator solar cells, which
require less silicon than flat panel solar cells, an attractive advance in photovol-
taic technology, but there was little room to further reduce those costs. Founded
in 1998, SSC had become the world’s third largest producer of photovoltaic
cells in just three years, with revenues of more than $260 million in 2006. Even
though SSC had increased production each year, the lack of usable silicon made
it impossible for SSC to satisfy demand over that same period.

Peter began his career at SSC as an engineer in the quality control depart-
ment. After making use of the company reimbursement program to attend
Harvard Business School from 2003 through 2005, he was hired to oversee the
development of next generation concentrator cells. He spent the majority of his
time designing and testing new mirror arrangements in an attempt to further
diminish the amount of silicon required in each cell, while maintaining the cell’s
level of electrical output. His work was also aimed at developing less fragile
concentrator cells. Decreasing the breakage rate would allow arrays of concen-
trator cells to be installed in a wider variety of locations, including industrial
building rooftops.

Peter graduated from Stanford University in 1999 with an environmental
engineering degree. While attending his fifth reunion in 2004, he bumped into
an engineering classmate, Akiko Yoshida. While Peter had chosen to work for
SSC after college, Akiko had joined Kyosharpa, a large Japanese industrial firm
outside Tokyo that was the world’s foremost producer of silicon. Akiko had
just finished the first year of the MBA program at Stanford University’s Gradu-
ate School of Business. Following a presentation at the reunion on the need for
increasing alternative energy sources in the United States, the two discussed
developments in photovoltaics that might enhance the viability of solar power
use in everyday life.

continued...
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continued...

Reducing the cost of producing photovoltaic cells was key. Most traditional
photovoltaic cells produce electricity at a rate of about $3.50 per watt and cap-
ture 10-20% of the sunlight energy striking the cell. Peter and Akiko thought
that thin film technology was a promising alternative to traditional and con-
centrator cells for three reasons. First, thin film solar cells use less semiconduc-
tor materials than flat panel and concentrator cells. Thin film cells are created
by pouring extremely fine layers of semiconductor materials upon one another
until they have a combined thickness of between 1 and 10 micrometers. Very
little of the material is wasted. Traditional cells, which are made by slicing
wafers from pure silicon ingot, use a layer of silicon that is between 100 to
300 micrometers thick. A significant amount of the expensive element is lost
during production. Second, alternative semiconductor materials, which are less
costly than purified silicon, can be incorporated into thin film cells. Third,
unlike purified silicon, which is a solid that is typically produced in a fairly
uniform wafer shape and size, thin film cells are initially in liquid form, so they
can be molded into any size or shape. This makes it easier to blend them into
existing product designs.

Peter and Akiko also discussed alternative uses for photovoltaics. In the
course of their work prior to business school, both had recognized that effi-
cient solar cells would be attractive to many industries, including home build-
ing, automobile manufacturing, and electronics production. Demand for “clean
technology,” or “cleantech,” had increased as consumers sought to lessen their
dependence on fossil fuels. As long as a clean power source could be inex-
pensively incorporated into products without drastically altering production
methods or the object’s appearance, and without diminishing its performance,
companies would be interested. The two also expressed a mutual desire to work
for themselves one day. They promised to stay in touch and not wait until their
10™ reunion to meet again.

Following business school, both Peter and Akiko returned to their previous
employers. But inspired by their fifth reunion conversation, Peter spent much of
his spare time over the next two years using computer models to test a variety
of designs for improving thin film technology. In particular, he was interested
in replacing silicon with another semiconductor material, cadmium. Cadmium
has an almost perfect bandgap, which is the minimum level of energy at which
a material converts sunlight into electricity. Additionally, cadmium absorbs a
relatively high level of the sunlight to which it is exposed. The more sunlight a
semiconductor material absorbs, the more electricity it can produce. Peter occa-
sionally borrowed technical manuals from work and attended SSC in-house
presentations on related topics.

continued...
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continued...

Peter frequently called Akiko to discuss his findings, and she made several
helpful suggestions for tweaking the tests. Peter and Akiko were careful not to
discuss their outside project with coworkers. By the time both had been out of
business school for a year, they felt they had a viable design for a cadmium-
based thin film that increased the efficiency of previous cadmium-based designs
by significantly reducing the amount of energy lost to internal resistance.

Peter and Akiko knew that if they were going to take the next step with their
product, they would need to test their theoretical design with actual physical
components. Faced with the prospect of investing money in addition to time,
the two decided they should commit their business relationship to writing. They
signed a brief, handwritten agreement to form a company to develop what Peter
had taken to calling the CadWatt Solar Cell (CSC). The agreement stated that
they would “divide any profits fairly.”

Peter took a two-month leave of absence to thoroughly test their design in
rented laboratory space. He and Akiko split the rental cost equally. He dis-
covered that his projections were accurate. The design was efficient, absorbing
nearly 20% of the sunlight energy striking the cell, and retaining nearly 75%
of the electrical energy that was lost in other cadmium-based designs. Addition-
ally, he discovered that the superstrate of conductive material that he laid over
the cadmium was strong enough to hold the entire structure together, eliminat-
ing the need for a backing material. He and Akiko had envisioned affixing these
cells onto other objects, so he had estimated that the cells would not need as
much support as the traditional cells used on rooftop panels. With the increased
efficiency and reduced raw material needs, Peter calculated that the cell pro-
duced electricity at a rate of roughly $1.50 per watt. A dramatic improve-
ment over previous photovoltaic technology, this diminished cost increased the
chance that manufacturers and consumers would be interested in integrating
photovoltaic cells into their products and lives.

While Peter was testing cell design, Akiko prepared a presentation for poten-
tial investors and completed plans for commercializing the technology. She envi-
sioned creating a company that would develop and sell thin film photovoltaic
panels based on Peter’s breakthrough technology. She estimated that they would
need $8 million to purchase the necessary production equipment and materials
and eventually to hire employees. In addition, they would need to conduct further
tests to ensure that the design was pliable enough to be incorporated in a variety
of products. She believed that the success of the design would depend on its ability
to adapt to existing products rather than forcing manufacturers to change their
construction methods.

continued...
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continued...

Peter believed that it was important to get their new venture under way as
soon as possible, and he realized that to do so, he would have to leave SSC. For
economic and family reasons, Peter and Akiko decided to set up their new busi-
ness in the San Francisco Bay area. In addition to the city being familiar to both
of them, California had recently instituted the California Solar Initiative, which
provided $3.2 billion in incentives for solar power installations over an 11-year
period. In preparation for his departure, Peter asked to review his personnel file
to determine what agreements he had signed when he joined SSC.

Peter vaguely remembered being given a stack of papers to sign and return
in conjunction with his post-business school promotion to head of concentra-
tor cell development. In his file, he found forms for health insurance and tax
withholdings, along with a long nondisclosure agreement that he had signed
without reading. After reviewing the agreement, he realized that it contained
provisions assigning his inventions to SSC, a nondisclosure provision, a one-
year covenant not to compete, and a no-raid provision, which prohibited him
from actively hiring the company’s employees. (For a further discussion of these
provisions, see Chapter 2.)

Before taking any action, Peter knew that he needed to investigate a number
of crucial issues. Below are some of the questions Peter and Akiko will confront
in the initial and later stages of forming their business and the corresponding
chapters of this book in which his questions are addressed.

1. Who owns the CadWatt Solar Cell technology? What rights, if any, can SSC
claim to it? (Chapter 2: Leaving Your Employer)

2. What can Peter do to make his departure from SSC amicable? Should he
have left sooner? What ongoing obligations does he have to SSC? (Chapter 2:
Leaving Your Employer)

3. Can Peter ask several of his colleagues at SSC to join his new enterprise?
(Chapter 2: Leaving Your Employer)

4. Should Peter hire an attorney? How does he select the right one? (Chapter 3:
Selecting and Working with an Attorney)

5. Given his limited budget, can Peter afford an attorney? Can he afford not to
have one? (Chapter 3: Selecting and Working with an Attorney)

6. What would be an appropriate legal form for the business from a liability
and tax standpoint? (Chapter 4: Deciding Whether to Incorporate)

7. How should Peter and Akiko approach the issue of splitting the equity in the new
venture between the two founders? (Chapter 5: Structuring the Ownership)

continued...
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continued...

8. How will they manage the venture? What happens if one of the founders
leaves? (Chapter 5: Structuring the Ownership)

9. What are the advantages and disadvantages of having an active board of
directors? Who should sit on the board, and what should Peter expect the
directors to do? (Chapter 6: Forming and Working with the Board)

10. What are the founders’ options for financing the new venture? (Chapter 7:
Raising Money and Securities Regulation)

11. How can they ensure that the company’s customers pay it on time and that
its suppliers ship goods in the quantity and of the quality they need for the
business? What should they consider before signing a standard-form lease for
office, laboratory, or manufacturing space? (Chapter 8: Contracts and Leases)

12. What warranties are implied when the company sells a product? Can the
company disclaim all warranties and limit its liability to replacement of
the product or refund of the purchase price? Can the company imply in its
advertising that plants with large electricity demands can run exclusively on
solar power collected with CadWatt Solar Cells? (Chapter 9: E-Commerce
and the Sales of Goods and Services)

13. Does the company have to pay laboratory engineers the minimum wage
and overtime? When is the company required to withhold taxes from a
worker’s check and pay Social Security taxes? What accommodations
must the company make for workers with physical or mental disabilities?
How should the company resolve a claim by a 41-year-old Muslim man
that he was laid off because of his age, national origin, and religion, and
how can the company protect itself against such claims in the future? How
should the company resolve a sexual harassment claim brought by a male
employee against a female supervisor? (Chapter 10: Marshaling Human
Resources)

14. Does the company need to be concerned that the property it is considering
leasing for manufacturing is near a river? (Chapter 11: Operational Liabili-
ties and Insurance)

15. How should the company resolve a claim for assault, battery, and false
imprisonment arising out of an altercation with one of the company’s
employees, and how can the company protect itself against such claims in
the future? (Chapter 11: Operational Liabilities and Insurance)

16. What happens if the company runs out of cash and cannot pay its debts?
(Chapter 12: Creditors’ Rights and Bankrupicy)

continued...
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continued...

17.

18.

19.

20.

21.

. See Interview with Mo Ibrahim, founder and Chairman of Celtel, From Jeune Afrique — Patrick
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10.

If Peter and Akiko seek venture capital financing, how should they approach
the venture community? What business and legal provisions in the term
sheet and other financing documents should concern them? What is nego-
tiable? Are any of the terms a deal breaker? (Chapter 13: Venture Capital)

How can the company protect its proprietary technology? Does the com-
pany need to worry about violating other companies’ patents or copyrights?
(Chapter 14: Intellectual Property and Cyberlaw)

Should the company expand beyond the United States? What are the advan-
tages and disadvantages of going global? (Chapter 15: Going Global)

What risks are involved in growing the business by acquisition? Is it better
to grow the business internally? When should entrepreneurs consider selling
their business to a larger competitor? (Chapter 16: Buying and Selling a
Business)

When is an initial public offering an appropriate exit strategy? What is
involved in going public? What does it mean to be a public company?
(Chapter 17: Going Public)
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LEAVING YOUR EMPLOYER

Sometimes an entrepreneur will start a new business right out of school or
while between jobs. More often, a person decides to start his or her own
company while still employed by a more established company. The idea
for a new business may come from a project the person was working on
for the current employer. Depending on the agreements the entrepreneur
has with the current employer, the entrepreneur’s position, and the nature
of the proposed new business, the entrepreneur may not be free to work on
the venture while still employed or for some time thereafter.

For example, the employee may have signed an agreement contain-
ing a no-moonlighting clause, which prohibits the employee from engag-
ing in any business activities (even after-hours activities) unrelated to
the employee’s job with the employer. A signed nondisclosure agreement
(discussed later) prohibits the entrepreneur from using or disclosing any of
the employer’s trade secrets (such as a customer list) unless the employer
authorizes it. The prohibition often continues even after the entrepreneur
quits. In some cases, the entrepreneur may have signed an agreement in
which he or she agreed not to compete with the former employer for some
period of time after leaving the employer (a covenant not to compete).
The entrepreneur’s ability to recruit former coworkers to join the new
enterprise may also be restricted.

Awareness of these restrictions is crucial. A lawsuit arising out of the
entrepreneur’s duties to a former employer can be so expensive and occupy
so much management time that it sinks the venture. At a minimum, the
new company would be greatly impeded by the threat of a lawsuit by the
former employer. The departing employee should review all forms and

10
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materials in his or her personnel file for provisions that may limit future
entrepreneurial activities.

This chapter discusses both restrictions that are applicable while
a person is still employed by another and postemployment restrictions,
including covenants not to compete. It then presents strategies for leaving
on good terms.

REsTRICTIONS WHILE STILL EMPLOYED

The employer-employee relationship is based on confidence and trust, which
give rise to certain legal duties. For example, the employer has a duty to
maintain a good working environment and to compensate employees for
their efforts. In return, the employees have a duty to use their best efforts
on behalf of the employer and not to act in any way that is adverse to the
employer’s interests. The extent of an employee’s duties to a former employer
depends on the position held at the company and whether the new venture
will compete with the employer. In addition, the employee needs to consider
the issue of solicitation of coworkers.

Position with the Company

Absent a covenant not to compete and a no-moonlighting clause, the
employee’s position will largely determine what he or he can legally do
while contemplating starting a new business. In large part, employees’
rights and duties depend on whether they are classified as key employees,
skilled employees, or unskilled employees.

Key employees (such as officers, directors, and managers) and skilled
employees (such as software engineers, marketing specialists, and sales rep-
resentatives) owe a duty of loyalty to the company. This duty, which exists
regardless of whether there is an employment contract, prohibits an employee
from doing anything that would harm the employer while he or she is
still employed. This includes operating a business that competes with the
employer or that usurps any business opportunities that the employer might
be interested in exploring. During the period of employment, a key or skilled
employee may make plans to compete with an employer but may neither
actually compete nor solicit employees to work for the new business.
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The duties of unskilled employees (and other employees not in posi-
tions of trust) are generally confined to the period of time during which
they are actually working. Their off-hour activities are not restricted unless
these activities are detrimental to the employer’s interests. However, even
unskilled employees can be restricted from competing with the com-
pany during their nonworking hours by a covenant not to compete or a
no-moonlighting clause in an employment agreement.

Type of New Venture

The activities in which an employee may engage to further a new ven-
ture while still employed also depend on whether the venture will compete
with the current employer. If the new enterprise is a noncompeting busi-
ness, the employee (whether a key employee, skilled employee, or unskilled
employee) is essentially free to establish and operate the new venture as long
as it does not interfere with current job performance or violate any pro-
visions (such as a no-moonlighting clause) in any employment agreement.
An employee may make telephone calls, rent an office, hire employees
(but not coworkers, except as explained below), and retain attorneys and
accountants for the noncompeting business provided that two conditions
are met. First, the employee may not use any of the employer’s resources
(e.g., telephone, fax machine, printer, copying machine, laptop or home
computer supplied by the employer, or conference room). Second, all activ-
ities must be conducted after hours.

What constitutes after hours is not always clear. For an employee with
specified work hours, defining what is after hours may be easy. It becomes
more difficult when the entrepreneur is a key employee whose working
hours are not strictly defined and who has a duty to use best efforts to
further the interests of the employer. For example, software engineers are
famous for doing their best work between midnight and dawn. For them,
there may be no clear after hours during the workweek. Instead, vacations
may provide the only truly free time to develop an outside venture.

If the new venture will compete directly with the current employer, the
entrepreneur’s actions are significantly more restricted. Key employees and
skilled employees may not prepare for or plan the new venture if doing
so would interfere with their job responsibilities. Under no circumstances
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When cofounder Steve Jobs left Apple Computer, Inc. in 1985, he outraged
Apple’s board by persuading five fop Apple managers fo join in staring NeXT,
Inc. Jobs had been chairman and CEO of Apple but was stripped of the CEO
position and control over daytoday operations in May 1985. Thereafter, he
began planning his new company. Five days before resigning as chairman, Jobs
gave the newly-appointed CEO John Scully a list of the five employees who would
be joining him af NeXT. Jobs also inquired about the possibility of licensing Apple
technology for his new venture. Apple responded by suing Jobs for breach of his
fiduciary responsibilities as chairman and for misappropriation of confidential and
proprietary information. Four months later, Apple agreed to sefile the suit in return
for Jobs's promise that NeXT would not hire any additional Apple employees for
a sixmonth period and would not solicit Apple employees for a year. NeXT also
granted Apple the right to inspect NeXT's products before they were marketed.
Ironically, Apple Computer bought NeXT in 1996 for $402 million and hired
Jobs as CEO of Apple in 1997.

may they be involved in the actual operation of a competing venture while
still employed by the employer.

Once plans for the competing business are in place, it is almost always
advisable to terminate the employment relationship. Although it may be
tempting to continue working, the potential liability and the time required
to straighten out any legal or business conflicts that may arise will probably
outweigh the benefit of the extra income.

These rules are summarized in Table 2.1.

Solicitation of Coworkers

Solicitation of coworkers to leave their employment and come to work for
the new company can be a sensitive issue. If the coworker has an employ-
ment contract for a definite term (e.g., two years), the entrepreneur seeking
to lure the coworker away may be liable for damages for intentionally and
improperly encouraging the coworker to break that contract and to leave the
employer before the specified term is over. The employer could sue for inten-
tional interference with contract, a tort discussed further in Chapter 11.
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TABLE 2.1
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SUMMARY OF PERMISSIBLE ACTIVITIES WHILE STILL EMPLOYED BY ANOTHER

Type oF EmPLOYEE

Type oF VENTURE

NONCOMPETING VENTURE

CoMPETING VENTURE

Key employee
Skilled employee

Unskilled employee

Can prepare for and operate
the venture as long as it does
not interfere with responsibilities
or fiduciary duty. If subject to

a nomoonlighting clause, the
employee cannot operate it.

Can prepare for and operate
the venture as long as it does
not interfere with responsibihﬁes

Can prepare for the venture
as long as it does not infer-
fere with responsibilities or

fiduciary duty.
Cannot operate it.
Can prepare for the venture

as long as it does not interfere
with responsibilities.

or fiduciary duty. If subject fo
a nomoonlighting clause, the
employee cannot operate it.

If under a covenant not fo
compete or a no-moonlighting
clause, the employee cannot
operate if.

Even if the coworkers do not have a written employment contract and
their employment is terminable az-will (i.e., at any time, by either party, for
any reason), an entrepreneur can still be held liable if his or her conduct leads
coworkers to violate any applicable restrictive covenants. For example, an
entrepreneur may want to hire away a coworker who has access to the com-
pany’s confidential information or who has developed special expertise that
could be of great value to the new business. Doing so, however, may result
in the violation of the coworker’s nondisclosure agreement or of a covenant
not to compete. (As discussed below, even in the absence of a nondisclosure
agreement, the entrepreneur and the coworker may be opening themselves
up to liability for misappropriation of trade secrets.)

Often employees are asked to sign an agreement expressly prohibiting
them from soliciting coworkers, inducing coworkers to leave, or hiring
them for some stated period of time after leaving the former employer.
Such a provision is referred to as an antipiracy or no-raid clause. If the
entrepreneur has signed such an agreement and solicits or hires in viola-
tion of it, the former employer could successfully sue for breach of con-
tract and perhaps even obtain an injunction or court order preventing
the former coworkers from working for the entrepreneur. A distinction
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is generally drawn between soliciting coworkers and telling them about
future plans. Although pretermination solicitation may be problematic,
some courts would not prevent an entrepreneur from discussing future
plans with coworkers. If coworkers are interested, they can contact the
entrepreneur later and discuss any potential job opportunities.

Key employees are even more restricted in how they may approach
coworkers. Generally, even in the absence of a no-raid clause, a key
employee who induces another employee to move to a competitor is liable
for breach of fiduciary duty if the inducement is willfully kept from the
employer. Everyone who has participated in or benefited from that breach
may be held liable. In one case, several key management employees induced
several coworkers to leave their employer and enter into employment with
their newly formed competing air-freight forwarding company. The man-
agement employees were held liable to the former employer for breach of
fiduciary duty, fraud, and interference with contractual relations. The fact
that none of the employees had an employment contract was irrelevant.

PosTEMPLOYMENT RESTRICTIONS AND THE COVENANT
Not 10 COMPETE

Once an entrepreneur leaves the former place of employment, he or she
may still be restricted by an antipiracy clause (discussed above) or by a cov-
enant not to compete (also known as a noncompete covenant). A covenant
not to compete is an agreement between an employer and an employee
that is designed to protect the employer from potentially unfair compe-
tition from a former employee. Prohibited competition usually includes
dealing with or soliciting business from the former employer’s customers,
or using the former employer’s confidential business information for the
benefit of the new employer.

To be binding and legally enforceable, the covenant not to compete
must meet certain requirements. It must be ancillary to some other agree-
ment; designed to protect a legitimate interest of the employer; reasonably
limited in scope, geography, and duration; and not contrary to the interests
of the public. In addition, it must be supported by adequate consideration;
that is, the person agreeing to the covenant must receive something of



16 The Entrepreneur’s Guide to Business Law

value from the other party. If a court finds that a legally valid covenant
has been breached, the court may issue an injunction ordering the entre-
preneur to stop the offending activities, award damages, or both.

Ancillary to Another Agreement

A stand-alone covenant not to compete is a naked restraint on trade,
which, in many states, is per se, or by itself, invalid. For a noncompete
covenant to be valid, it must be subordinate to some lawful contract that
describes the relationship between the parties. Although a formal employ-
ment agreement, a sale-of-business contract, or an agreement dissolving a
partnership satisfies this requirement, jurisdictions disagree about whether
an at-will employment relationship is sufficient to support a covenant not
to compete.

For example, the Texas Supreme Court refused to enforce a noncompete
covenant executed during an employment-at-will relationship (which was
characterized by the absence of an employment contract) because the cov-
enant was not ancillary to an otherwise enforceable agreement.! In Illinois,
in contrast, the appellate court held that at-will employment agreements
were sufficient to support covenants not to compete.> The court reasoned
that “although an at-will employment agreement... might not be considered
‘enforceable’ in the strictest sense of the term, it is nonetheless an agreement
and relationship with numerous legal consequences, imposing rights and
obligations on both parties.”3

Legitimate Interests

A noncompete covenant may legally protect only legitimate interests of the
employer. A general interest in restricting competition is insufficient. For
the employer to enforce a restrictive covenant, the employee must present
a substantial risk either to the employer’s customer base or to confiden-
tial business information. Employer interests that have been found to be
legitimate include protection of trade secrets and other confidential infor-
mation, long-term customer relationships, and customer lists and other
confidential customer information, as well as protection of the goodwill,
business reputation, and unique skills associated with the company. Courts
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have also ruled that “the ‘efforts and moneys’ invested by an employer to
provide to its employees specialized training in the methods of the employer’s
business,” qualify as legitimate interests worthy of protection.*

Limited in Scope

The restrictions imposed by the noncompete covenant must be reasonably
related to the interests protected. To be valid, these restrictions must be
limited in time, geographic area, and scope of activities affected. In a dis-
pute, the court will closely scrutinize the imposed restrictions to determine
how they relate to the employer’s business. If the court finds the restrictions
overly broad, it will typically either modify some terms of the covenant
to make them reasonable (e.g., shorten the duration) or declare the whole
covenant invalid. For example, the Nevada Supreme Court invalidated a
noncompete agreement restricting a lighting-retrofitting employee from
competing with his former employer within a 100-mile radius of the former

Jeffrey Hirshberg was employed in the Buffalo, New York office of BDO Seid-
man, a national accounting firm. As a condition of receiving a promotion fo the
position of manager, Hirshberg was required to sign a “Manager's Agreement,”
which provided that if, within 18 months following the termination of his employ-
ment, Hirshberg served any former client of BDO Seidman'’s Buffalo office, he
would be required to compensate BDO Seidman “for the loss and damages
suffered” in an amount equal to one-and-a-half times the fees BDO Seidman
had charged that client over the last fiscal year of the client's patronage. After
Hirshberg resigned from BDO Seidman, the accounting firm claimed that it lost
100 former clients to Hirshberg who were billed a total of $138,000 in the
year he left the firm.

The New York Court of Appeals ruled that the agreement was reasonable
and enforceable except to the extent that it required Hirshberg to compensate
BDO Seidman for fees paid by (1) the personal clients whom he had brought
to the firm through his own contacts or (2] clients with whom he had never
acquired a relationship through his employment at BDO Seidman.

Source: BDO Seidman v. Hirshberg, 712 N.E.2d 1220 (N.Y. 1999).
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employer’s site for five years. The duration placed a great hardship on
the employee and was not necessary to protect the former employer’s
interests. A well-drafted covenant will contain a provision that invites the
court to enforce the covenant to the greatest extent possible under appli-
cable law and to modify the covenant as needed to make it enforceable.
This is called a blue-lining clause.

The determination of the validity of restrictions varies greatly from
case to case and is very fact specific. For example, one court upheld a
two-year covenant not to compete that prohibited a dermatologist from
practicing dermatology within a 30-mile radius of the offices of the
doctor for whom he had worked. Two years was considered reasonable
to erase from the public’s mind any identification of the dermatologist
with his former employer’s practice and to allow the former employer to
reestablish his relationship with patients who had been referred to the
dermatologist. The 30-mile radius covered the territory from which the
dermatologist’s former employer drew most of his patients.’

With respect to the time restriction, courts have generally found one
year or less to be a reasonable limitation; a court probably would never
enforce a covenant for a period of more than five years, except perhaps in
connection with the sale of a business. In some states, the geographic limi-
tations of a noncompete covenant are only enforced to the extent that they
correlate with the employee’s territory. One court held that a clause pro-
hibiting an employee from competing with his former employer anywhere
within the United States, Puerto Rico, or Canada was excessive because the
employee had only worked in Colorado, Kansas, Missouri, Nebraska, and
Wyoming. The court modified the clause to cover only those five states.®

Interests of the Public

In determining the validity of a noncompete covenant, a court will also
look at the interests of the public affected by the covenant. Noncom-
pete covenants can prevent the uninhibited flow of labor necessary for
a competitive market. The public policy of preserving free labor markets
disfavors any such restraints on trade and puts limits on the use of restric-
tive covenants. In addition, there is a basic belief that a person must be
able to ply his or her trade to earn a living. But covenants not to compete
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also help deter unethical business practices, such as stealing trade secrets.
If companies cannot adequately protect legitimate interests, entrepreneurs
may be less likely to start new businesses and spend time and money devel-
oping and marketing better and cheaper products that increase consumer
wealth. The balance struck between these competing public policies varies
from state to state and is reflected in each state’s legislation and judicially
created law (called common law).

State Legislation A number of states have enacted legislation restricting
the enforceability of noncompete covenants. Such legislation generally
falls into three categories. Some states, such as California, have statutes
that broadly prohibit covenants restraining anyone from engaging in a
lawful profession, trade, or business. Some credit this California law with
providing part of the impetus for the growth of Silicon Valley, as many
companies were founded by former employees of existing companies.
Other states, such as Oregon, have statutes that regulate some aspects of
noncompete covenants without broadly prohibiting them. Texas and a
number of other states have taken yet another approach, adopting statu-
tory reasonableness standards that must be satisfied for the covenants to
be enforced. Some states prohibit enforcement of noncompete covenants
in their state constitutions. States that do not have special legislation or a
constitutional provision governing the use of covenants not to compete
usually have common-law rules of reason for determining the validity and
enforceability of such covenants.

Exceptions to Legislation Many states that have broad prohibitions against
covenants not to compete have exceptions permitting such covenants in
certain limited circumstances. For example, California has statutory
exceptions permitting reasonable restrictions, not to exceed five years in
duration, when the covenantor sells all of his or her shares in a corpora-
tion in a transaction in which the company is sold as a going concern. The
covenantor is typically the owner selling the business and, upon the sale,
may be restricted from starting a similar business in a certain location.
Restrictions are also permissible in the case of a partnership dissolution
or the sale of a limited liability company. California’s statutory exceptions
have been further narrowed by judicial rulings that limit restraints against
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the pursuit of an entire or substantial part of a profession, trade, or busi-
ness and allow restrictions only if the effect is not significant.

Choice of Law With the high degree of employee mobility in the informa-
tion economy, it is common for employees to move from state to state for a
transfer or a new job. Such moves may affect the enforceability of noncom-
petition agreements. In particular, some provisions may be enforceable in
the state where the employee began working but not in the state to which
the employee moves. It may be difficult for any company with employees
in many different states to use a single noncompetition agreement that will
be enforceable in every state where employees are located.

Companies can use forum selection clauses and consents to personal
jurisdiction—agreements to litigate any dispute in a specifically named
jurisdiction—as well as choice-of-law provisions to achieve more predict-
ability about the enforceability of their noncompetition agreements, but
these clauses will not always be honored. In particular, even when an
employment agreement specifies that the law of the employer’s principal
place of business should govern disputes, a state may refuse to enforce a
covenant not to compete if the covenant is not consistent with the state’s
own law. For example a California state court would probably not enforce
a covenant not to compete against a California resident even though
the employer’s principal place of business was in Massachusetts (which
does honor reasonable postemployment covenants) and the employment
agreement provided that Massachusetts law would apply.” Similarly, the
U.S. Court of Appeals for the Eighth Circuit refused to enforce against
Nebraska employees a noncompete agreement entered into and to be per-
formed in Nebraska that provided that Ohio law would govern disputes
arising from the contract. The employer, which had its corporate head-
quarters in Ohio, had sued the employees for breach of contract in federal
court in Nebraska. The federal district court applied Nebraska’s choice-of-
law statute, which prohibits applying the law of another state where that
application would violate a fundamental Nebraska policy. Recognizing
Nebraska’s interest in the employment of its citizens and that Nebraska
and Ohio have “materially different approaches to the reformation of
unreasonable noncompete agreements,”® the court ruled that Nebraska
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law should be used to resolve the case. Unlike Ohio law, Nebraska law
does not allow courts to modify restrictive covenants to make them rea-
sonable. As a result, the noncompete agreement was struck down in its
entirety because it was overbroad.

On the other hand, if the employer secured a money judgment against
an employee who had consented to jurisdiction in the employer’s principal
place of business, then the employer might be able to invoke the Full Faith
and Credit Clause of the U.S. Constitution to require that the employee’s
home state court enforce the judgment. Federal courts may also be willing
to enforce provisions forfeiting an executive’s rights to retain profits from
the exercise of stock options if the executive leaves the firm a short time
thereafter. For example, the U.S. Court of Appeals for the Ninth Circuit
upheld provisions requiring Dr. Bajorek, an executive to whom IBM had
granted stock options worth more than $500,000, to return any profits he
obtained from the options if he worked for a competitor within six months
after exercising the options.” Although the stock option agreement stated
that New York law should apply to any disputes, Bajorek sued IBM in
federal district court in California and argued that California law should
apply. The district court agreed, after finding that applying New York law
would violate California public policy against both recoupment of wages
paid to employees and employee noncompetition agreements. The appeals
court reversed on the grounds that these California policies were inap-
plicable. In addition to finding that stock options were not wages, the
appeals court ruled that California restricts only agreements that com-
pletely restrain an individual from pursuing his or her profession. The
court commented:

It is one thing to tell a man that if he wants his pension, he cannot ever
work in bis trade again ... and quite another to tell him that if he wants
a million dollars from his stock options, be has to refrain from going to
work for a competitor for six months.’”

Sometimes, noncompetition issues involve a “race to the courthouse,” in
which the person who files the first lawsuit in a jurisdiction with favorable
law may prevail in the dispute.
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Manuel was hired by Convergys in 1999. In connection with a 2003 promotion,
he signed a noncompete agreement that provided for disputes o be resolved
under the laws of Ohio, where the company was based. In April 2004, Manuel
fook a job with Mellon Financial in Atlanta, Georgia. On April 20, Manuel filed
suit in Georgia state court seeking a declaration that the noncompete agreement
was unenforceable. After a series of procedural motions, the case was assigned
to a federal court sitting in Georgia. On May 10, Convergys filed its own suit in
Ohio state court claiming that (1) Manuel had breached his noncompete agree-
ment and misappropriated frade secrefs and (2) Mellon Financial had intention-
ally interfered with a confractual relationship. That suit was ultimately assigned to
a federal court sitting in Ohio. The Ohio federal court reserved action pending
the decision by the Georgia federal court regarding which court had jurisdiction
over the dispute. The Georgia federal court concluded that Georgia federal
court was the proper forum to resolve the disputes between the parties, because
the first suit related to the controversy had been filed in Georgia and there was
no compelling reason fo make an exception fo the general rule that the law of
the state where the first case was filed should govern a dispute.

This procedural decision essentially defermined the outcome of the case.
Ceorgia’s choice-oFHaw provisions prohibited applications of law that would
violate Georgia public policy. Although restrictive covenants were enforceable
under Ohio law, Georgia law viewed them as violations of public policy. After
concluding that Georgia law should be used to resolve the dispute, the Georgia
federal court refused to enforce the choice-oflaw provision in the confract and
struck down the noncompete agreement.

Source: Manuel v. Convergys Corp., 430 F.3d 1132 (11th Cir. 2005).

Dismissal for Refusal to Sign an Unenforceable Covenant Not to
Compete The California Court of Appeal held that Playhut, Inc. could
not legally discharge an at-will employee for refusing to sign a confiden-
tiality agreement that contained an unenforceable covenant not to com-
pete.!! Other jurisdictions have reached the opposite result, arguing that
the employee should sign the covenant, then assert its invalidity if later
sued by the company for violating it.!?
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Breach of a Noncompete Clause

If a court finds that an employee breached a valid noncompete covenant,
it will impose liability on the offender. The most common form of relief
for an employee’s breach of a noncompete covenant is an injunction that
requires the employee to stop competing against the former employer.
In some cases, actual damages may be assessed against an employee in an
amount calculated to put the employer in the same position that it would
have been in had there been no breach.

TRADE SECRETS

Most states expressly prohibit the misappropriation of trade secrets as a
matter of law, regardless of whether the employee signed an agreement pro-
hibiting use or disclosure. Unauthorized use or disclosure of the employer’s
trade secrets is generally prohibited both during and after employment.
Even if a particular state will not enforce a covenant not to compete, all
courts will generally enforce an agreement by an employee not to disclose
or use trade secrets belonging to the former employer.

What Is a Trade Secret?

A trade secret is information used in one’s business that is neither gener-
ally known nor readily ascertainable in the industry and that provides
the business owner a competitive advantage over competitors who do
not have access to this information. (Trade secrets and programs for
their protection are discussed further in Chapter 14.) A trade secret
can be a formula, pattern, program, device, method, technique, process,
or customer list. What constitutes a trade secret is not always evident.
The two critical factors in determining whether a trade secret exists are
(1) the value of the information to the business owner and competi-
tors and (2) the amount of effort made to maintain the secrecy of the
information. These two factors are closely related: the more valuable a
certain piece of information is to a business owner, the more likely he or
she will make efforts to keep it secret.
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Misappropriation of Trade Secrets

A prohibition on the use or disclosure of trade secrets and confiden-
tial information is usually included in a specialized agreement called a
nondisclosure agreement (NDA). (Nondisclosure agreements are discussed
in detail in Chapter 14.) The purpose of an NDA is to put employees on
notice that they are exposed to trade secret information in their work, to
inform employees about their duties with regard to such information, and
to create a covenant restricting their disclosure or use of trade secrets or
other confidential information after the termination of their employment.
The validity of an NDA is conditioned on the existence of the trade secrets
it is designed to protect. If trade secrets do exist, then a reasonable NDA
will be upheld even in states (such as California) that will not enforce post-
employment covenants not to compete.

Peak Computer maintained computer systems, including MAI Systems Corpora-
fion computers, for ifs clienfs. Peak’s maintenance of MAI computers accounted
for between 50% and 70% of Peak’s business. MAI also maintained MAI
computers for ifs customers. MAl's customer service manager and three other
employees left to join Peak. Thereafter, MAI began to lose maintenance busi-
ness to Peak. MAI sued Peak and its former employees for, among other things,
copyright infringement, misappropriafion of trade secrets, frademark infringe-
ment, and unfair competition.

MAI sought and received a temporary restraining order and preliminary
injunction. The preliminary injunction was ultimately converted to a permanent
injunction. The permanent injunction enjoined Peak from infringing on MAI
copyrights, misappropriating MAI frade secrets, maintaining MAI computers,
soliciting MAI customers, and making certain MAI customer contacts.

The court determined that MAl's customer dafabase was a protectable trade
secret that had potential economic value because it allowed a competitor such
as Peak fo direct its sales efforts to those potential customers that were already
using MAl's computer system. The court was not swayed by Peak’s contention
that the former customer service manager did not take MAI's customer database
or put such information into the Peak database.

Source: MAI Sys. Corp. v. Peak Computer, Inc., 991 F.2d 511 (9th Cir. 1993).
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Under the inevitable disclosure doctrine, some courts will enjoin
a former employee from working for a competitor firm for a limited
period of time if the former employer is able to prove that the employee’s
new employment will inevitably lead him or her to rely on the former
employer’s trade secrets. The leading case involved a former PepsiCo
marketing manager who was privy to sensitive, confidential, strategic
plans for the marketing, distribution, and pricing of PepsiCo’s sports
drink All Sport and its ready-to-drink tea products and fruit drinks.
The employee left PepsiCo to work for Quaker Oats, seller of market
leaders Gatorade and Snapple. The court concluded that the former
employee would necessarily rely on his knowledge of PepsiCo’s trade
secrets when making decisions at Quaker Oats about Gatorade and
Snapple. This put PepsiCo “in the position of a coach, one of whose
players has left, playbook in hand, to join the opposing team before the
big game.”!* The court prohibited him from working at Quaker Oats for
a period of six months.

Criminal Liability

People who steal trade secrets risk not only civil liability but also may
be subject to criminal penalties. For example, facing a maximum penalty
of 15 years in prison and $500,000 in fines and restitution, Guillermo
“Bill” Gaede, a former Intel Corp. software engineer, pled guilty in March
1996 to mail fraud and interstate transportation of stolen property for
stealing copies of Intel’s designs for its 486 and Pentium microprocessors
and sending them to Advanced Micro Devices, Inc. (AMD), a rival micro-
processor company. Gaede received a 33-month prison sentence.'* AMD
had returned the plans to Intel and contacted the Federal Bureau of Inves-
tigation. Theft of trade secrets may be prosecuted as a federal crime under
the Economic Espionage Act.

Even if there is no nondisclosure agreement, most states have passed
statutes, such as the Uniform Trade Secrets Act (UTSA), that prohibit an
employee from disclosing or using trade secrets belonging to the former
employer. In those states that have not adopted the UTSA or comparable
legislation, judges have developed common-law rules that prohibit misap-
propriation of trade secrets.
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Peak Computer maintained computer systems, including MAI Systems Corporat
General Motors Corp. (GM) became involved in a heated dispute with Volk-
swagen AG (VW) over the defection of GM'’s former purchasing chief fo the
German carmaker. GM filed suit in March 1996 against VWV, Jose Ignacio
Llopez de Arriortua, and 10 former GM managers, alleging that Lopez and the
other former employees took numerous boxes of secret GM documents when
they quit GM to join VW. The documents in question allegedly contained con-
fidential GM information about prices for parts, new models, and marketing
strategies. The parties sefiled in early 1997, with VW agreeing to pay GM
$100 million and to buy at least $1 billion worth of GM parts over seven years.
Llopez resigned from VW and was criminally indicted by German authorities.

Source: Brian S. Akre, VW to Pay GM $ 100 Million to Settle Suit Alleging Theft of Secrets, WasH.
Posr, Jan. 10, 1997.

INVENTION ASSIGNMENT AGREEMENT AND WORKS FOR HIRE

An invention assignment agreement is another type of agreement an
employee is often asked to sign. This document requires the employee to
assign to the employer all inventions conceived, developed, or reduced to
practice by the employee while employed by the company. Some states
restrict the scope of such agreements. California, for example, prohibits
the application of such agreements to inventions that the employee devel-
oped entirely on his or her own time without using the employer’s equip-
ment, supplies, facilities, or trade secret information, except when such
inventions relate to the employer’s business or to current or demonstrably
anticipated research and development, or result from any work performed
by the employee for the employer. Thus, if, for example, an employee of a
software development company involved in developing database manage-
ment software creates, on her own time and using her own home computer,
a new and improved way to input files, that new program will belong to
her employer because it is related to her employer’s business.

Invention assignment agreements may provide for the assignment of
inventions not only during the period of employment but also within a
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certain time, typically one year, after the termination of employment. Such
agreements are not per se invalid. One court found, for example, that an
agreement was valid and enforceable as it related to ideas and concepts
based on secrets or confidential information of the employer even if con-
ceived of within one year after the termination of employment.

It is important that any restriction on an employee’s future inventive
activities be limited in time. Thus, although some agreements providing
for assignment of inventions made within one year of employment ter-
mination have been found valid, other agreements requiring assignments
for longer periods have not been enforced. One court, for example, found
a contract provision requiring an employee to assign ideas and improve-
ments conceived by him for five years after termination of employment to
be unreasonable and void as against public policy.

As explained further in Chapter 14, even if there is no assignment of
inventions agreement, the patent to any invention by a person expressly
“hired to invent” belongs, as a matter of law, to the employer. The courts
construe this narrowly, holding, for example, that a person “hired to
improve” is not subject to this rule. Similarly, as a matter of copyright
law, the copyright to any work created by an employee acting within the
scope of employment belongs to the employer, even if the employee has
not signed an assignment-of-inventions agreement.

STRATEGIES FOR LEAVING ON GooD TErms

To the extent possible, an employee should try to leave the current employer
on good terms. To do this, the employee must be honest with the employer
about the real reasons for leaving. The employer is likely to think the worst
of former employees who say they are going to set up a noncompeting
business but then in fact start a competing company. Such behavior will
spark fears of stolen trade secrets and other misdeeds.

When the employee tells the employer of his or her future plans, it may
be appropriate to offer the employer an opportunity to invest in the new
venture. The employer will be most likely to invest if the entrepreneur’s
prospective business will make products that are complementary to the
employer’s products. Complementary products can increase a product’s
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Two employees of a software company told their employer that they were leav-
ing to start a resfaurant. In fact, they founded a competing software company.
Their former employer was furious—in part because he had been lied to and
in part because he suspected misappropriation of frade secrets—and was suc-
cessful in gefting a court fo issue an injunction that prevented the closing of the
startup’s financing arrangement.

market and help establish it as an industry standard. For example, one rea-
son Autodesk’s AutoCAD (Computer Aided Design) program has been so
successful is that it contains “hooks” that allow other software companies
to design applications for AutoCAD. The availability of these additional
applications has helped make AutoCAD an industry standard.

Having the employer invest in the new business offers several bene-
fits. First, it may provide an easy source of funding for the entrepreneur.
In addition to money, the employer may contribute technology, com-
mercial expertise, and industry contacts. Second, it generates goodwill
between the parties by aligning the interests of the employer with those
of the entrepreneur.

This alignment is important because the employer may be a valuable
customer or supplier of the entrepreneur’s business. Additionally, with an
equity interest in the new enterprise, the employer may be more willing to
allow the entrepreneur to hire other current employees. The entrepreneur
should be careful, however, about how much of an ownership stake and
control is given to the former employer. Allowing the former employer
to be more than a passive investor may create the same situation that the
employee left in the first place—namely, that the entrepreneur will again
be working for someone else.

Entrepreneurs should avoid soliciting coworkers while still employed.
Active solicitation of employees by a skilled or key employee during
employment constitutes a breach of the entrepreneur’s duty of loyalty
and could lead to an injunction preventing the entrepreneur from hiring
anyone from the prior employer. A good strategy is for entrepreneurs to
tell people that they are leaving. If people ask about their future plans,
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When Chiron Corp., a leading biotechnology company, bought Cetus Corp.,
a neighboring biotechnology firm, for $300 million in 1992, it did so based
largely on the strength of Cetus's cancer research. Shortly after the acquisition,
Frank McCormick, the head of cancer research, and his staff decided to leave
Chiron to start a new cancer research company financed with venture capital.
When Chiron learned of the pending defection, it persuaded McCormick and
the venture backers to restructure the deal to give Chiron a noncontrolling
42 .8% stake in the new company, named Onyx Pharmaceutical. In refumn
for the equity stake and first rights to diagnostics and vaccines developed by
Onyx, Chiron contributed $4 million and technology to the new venture.

entrepreneurs are permitted to tell them that they plan to start a new busi-
ness and to give them a phone number where they can be reached. Because
Donna Dubinsky, cofounder of Palm Computing, had kept a copy of the
e-mails from co-workers soliciting her for a job when she left Palm in 1998
to form Handspring, she was able to prove that she had not initiated the
contacts so had not actively solicited any Palm employees to leave and join
Handspring.
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PuttiNGg IT INTO PRACTICE

Peter decided that the time had come to inform his boss at Sun Spot Cells, Inc.
(SSC) of his future plans. Before discussing his departure, he contacted Thomas
Bell, a college roommate who had graduated from Yale Law School, for advice
on the enforceability of the agreement that he had signed. Thomas told him
that the agreement specified that Massachusetts law governed its interpretation
and enforcement. However, Thomas believed that a California court would not
enforce a posttermination noncompete covenant against a California resident,
even though the contract stated that Massachusetts law governed the employ-
ment relationship.

Thomas told Peter that he was bound by the provisions covering the assign-
ment of inventions, however, and by the no-moonlighting, nondisclosure, and
no-raid clauses. Of the four provisions, the one covering assignment of inventions
was potentially the most problematic. Even though Peter had developed the
CadWatt Solar Cell (CSC) technology on his own time, SSC probably owned
the technology, because the invention related to SSC’s business and he had used
some of SSC’s resources (namely, his SSC computer and SSC training sessions).

Thomas explained that the no-moonlighting clause prohibited Peter from start-
ing his business while employed at SSC. Peter breached this agreement when he
and Akiko Yoshida signed an agreement to develop the CSC technology. Although
it would have been all right for Peter to make plans for his new venture before
quitting, he should not have begun operating until he left. The nondisclosure pro-
vision prohibited Peter from using or disclosing any confidential information that
he learned while working for SSC. The no-raid clause prohibited Peter from solic-
iting employees from SSC. He was permitted, however, to hire employees if they
contacted him about a potential job. Peter and Akiko did not plan to hire any
other employees in the initial phases, so this was not an issue.

Armed with this advice, Peter went to see his supervisor. After he informed
her of his plans, the supervisor told him that he would need to speak to the
director of research regarding the rights to the CSC technology. A few days later
Peter and Thomas met with the director of research and SSC’s corporate counsel.
After some negotiating, both parties agreed that SSC would transfer all of its
rights to the CSC technology to Peter’s new company and release all claims
against Peter and his co-founder Akiko in exchange for 15% of the equity.

Satisfied with the agreement he had reached, Peter gave official notice of
his resignation. If people asked about his plans, he informed them that he was

leaving to start a new business and gave them a phone number where he could
be reached.

continued...
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continued...

Peter realized that if he took any SSC documents, disks, or other proprietary
items, he could be accused of stealing trade secrets. He returned all non-CSC-
related documents, disks, and concentrator cell raw materials to his supervisor,
deleted all non-CSC-related information on the hard drives of his office and
home computers, and walked out of SSC carrying only his personal effects.

Although Thomas had been helpful in advising Peter about issues related to
leaving SSC (and seemed willing to do so for little or no fee), he was not expe-
rienced in representing start-ups. Peter and Akiko next turned their attention to
selecting a lawyer for their new venture.
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SELECTING AND WORKING
WITH AN ATTORNEY

Early in the development of the business, the entrepreneur should consider
the need for an attorney. Depending on what the entrepreneur is looking
for and the ability of the attorney, a corporate attorney can play a variety
of roles. In some cases, the corporate attorney is called on only periodi-
cally to address a potential legal issue; at the other extreme, the attorney
may provide invaluable assistance by acting as a sounding board for both
business and legal issues. In the long run, a good attorney can enhance the
bottom line of the enterprise by providing sound advice and preventing
unforeseen liabilities. Yet, no matter what role the attorney plays, the costs
associated with retaining legal counsel can be substantial. Most attorneys
charge hundreds of dollars per hour for legal guidance.

This chapter explains the need for an attorney and suggests how to
choose the right one. It addresses the challenge of deciding when and to
what extent to work with an attorney, given the financial constraints of
the new enterprise. It summarizes typical billing options and provides sug-
gestions for keeping fees under control. The chapter concludes with a brief
description of the attorney-client privilege, which is key to keeping com-
munications with an attorney confidential.

THE NEED FOR AN ATTORNEY

Although there is no scarcity of published legal guides and prefabricated
forms on the market, it is highly advisable that the entrepreneur not rely
on these materials to the exclusion of expert legal guidance. The law can

32
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be quite complicated, and mistakes are costly. Although an entrepreneur
may feel that he or she can turn to published sources for specific answers,
often the most valuable service a corporate attorney can perform is point-
ing out issues that the entrepreneur may not have even considered.

Furthermore, at a certain stage, most start-ups need attorneys. Certain
matters require the legal experience and skills that only an attorney can
provide. In addition, as the business grows, issues related to real estate,
employment, intellectual property, securities, tax, and other areas of spe-
cialty may arise. They can be very complicated and are best delegated to
an outside expert so that the entrepreneur can focus on the day-to-day
running of the business.

In assessing when to start looking for an attorney, an entrepreneur
must weigh the financial costs and administrative hassle of finding an
attorney against the potential benefits of business and legal advice and
document production. Although certain law firms may offer reduced rates
and deferred-payment plans until the entrepreneur gets started, typically
the costs are significant.

CHOOSING AN ATTORNEY

As is the case with finding an appropriate doctor, finding an appropriate
attorney is not as easy as looking in the yellow pages of the local telephone
book. Although any attorney licensed to practice in the state can theo-
retically fulfill many of the legal requirements of the entrepreneur, only a
small percentage of the attorneys will have the experience and expertise
necessary to provide adequate legal guidance.

.................................................................

One entrepreneur knew the time was ripe for hiring an attorney when he attempted
fo put together a financing package and sfructure a founders’ agreement that
reflected the value of each of the founder’s contributions. VWhen the business was
just starting, the four founders put in different amounts of time because of their
diverse areas of expertise. The cofounders wanted to capture the value that each
was adding fo the business during its different stages of operational risk.
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Researching an attorney requires diligence on the part of the entrepre-
neur. First, the entrepreneur should consider whether he or she wants to
work with a large or a small law firm and then identify through referrals
several attorneys to investigate. Next, the entrepreneur should interview as
many attorneys as possible to ensure a good fit.

Large Firm or Small Firm

A large law firm and a small law firm will differ mainly in two ways.
First, large firms will offer specialists, while smaller firms often feature
generalists. Second, large and small firms will also differ in their costs and
billing procedures.

Large firms typically have many groups of attorneys who specialize
in discrete areas of law. Smaller firms, on the other hand, typically have
practitioners who have a greater breadth of knowledge. However, there
are also small boutique firms that specialize in a specific area, such as
patents. Thus, the trade-off may be seen as depth versus breadth.

In a large firm, however, each attorney has access to many specialists,
so the entrepreneur will have access to a vast amount of internal know-
ledge. Also, some large firms have attorneys who specialize in representing
entrepreneurs and thus have the breadth of knowledge found in smaller
firms. For the young start-up with general and common business issues,

.................................................................

A small entertainment company that wanted fo incorporate and have owner-
ship agreements draffed went to a major San Francisco Bay area law firm.
The founders were directed to a second-year associate who was assigned the
work. After a few weeks, it was apparent that the associate was listening to
one founder and not the other. When the entrepreneurs complained to a part-
ner, they were told that the firm usually did not handle clients as small as their
company. The partner also said, however, that the firm was not used to people
being dissafisfied with its work and so would not charge the entrepreneurs. The
entrepreneurs went fo a solo practitioner who was able to meet their needs.
They confinue to use the solo practitioner.
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the difference may be inconsequential. Initially, an entrepreneur may want
to focus on finding an attorney who has experience in meeting the entre-
preneur’s immediate concerns in an efficient and timely manner.

The cost and billing structure of large and small firms may differ
greatly. Larger firms tend to charge more per hour but may be better able
to accommodate a deferred-payment structure and may be more efficient
(thereby spending fewer billable hours) because of their expertise. In addi-
tion, attorneys from larger firms have lower-paid assistants helping them,
which, again, brings down the cost of services. On the flip side, although
an entrepreneur may benefit from this cheaper-by-the-hour help, the ineffi-
ciencies of involving more persons who are also less experienced may out-
weigh the benefits.

Referrals

Although it may seem that the numerous lawyer referral services or law
directories could help the entrepreneur make a good decision, these sources
are usually inadequate. Choosing an attorney is a very personal decision,
and these sources are impersonal and often untested. The choice of the
best attorney depends on the entrepreneur’s type of business and his or
her own business expertise, personality, and skills. One of the best ways to
find a good lead is to ask friends, colleagues, and other entrepreneurs in
the geographic area who have used a particular law firm and attorney for
similar purposes. Venture capitalists can also be a good source of referrals.
For example, an entrepreneur starting a high-tech company should find an
attorney with prior experience in the high-tech realm. The entrepreneur
should find out what others like or do not like about their attorneys and
what they consider the most important factors in an effective working
relationship. The entrepreneur should also ask whether they have had any
bad experiences.

Local community groups or universities may be able to provide good
leads to find the right attorney. Attorneys who specialize in working with
start-ups often frequent local entrepreneur conventions or meetings. An
entrepreneur should consider attending these conventions and meeting with
these attorneys. An entrepreneur could also attend classes on entrepreneur-
ship at local colleges, which often feature attorneys as guest speakers.
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The director of the state bar association’s continuing legal education
(CLE) program, the local chamber of commerce, accountants, or the local
bar committee for business lawyers may also provide some good leads
to find an attorney. In addition, entrepreneurs should keep an eye on the
trade journals or newspapers for articles written about or by attorneys
who have the experience they seek.

Shopping Around

It is important to sit down with various attorneys to determine which one
best meets the entrepreneur’s needs for a provider of legal work and legal
(and perhaps business) advice, as well as a potential information broker.
Personality and a compatible working relationship are among the most
important factors entrepreneurs should look for when choosing an attorney.
If a person has not worked with an attorney before, it makes sense to bring
along someone who has. When first exploring a relationship with an attorney,
the entrepreneur should take advantage of an opportunity to have lunch
with members of the law firm to become better acquainted with its attorneys
and to obtain some free legal advice.

Factors many entrepreneurs consider important in deciding which
attorney to retain include:

e Expertise. It is especially important for cash-constrained entrepreneurs
to ensure that the attorney they select has experience representing
entrepreneurs and start-ups and the requisite expertise. For example,
counsel who know what provisions are considered “standard” in a
venture-capital term sheet at any given time will not waste time trying
to negotiate significant changes in such terms.

®  Personality. Most entrepreneurs look for an attorney who is a good
listener, can communicate, understands what the entrepreneur wants
from the relationship, and is trustworthy.

* A Compatible Working Relationship. It is important to determine
whether the attorney uses assistants and if so, how. If assistants are
used extensively, the entrepreneur should ask to meet with them also.
An effective working relationship between the entrepreneur and the
law firm may involve a legal team comprising an experienced partner
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and a more junior associate who would do most of the actual drafting.
In this case, the entrepreneur should focus on whether there is a good
personality fit with the associate. Some tasks, such as registration of
a trademark, state securities filings, and drafting of minutes, are best
done by a legal assistant or paralegal.

e Use of Technology. The level of technology at a law firm can make a
significant difference in the choice of an attorney. Having up-to-date
computer systems and software allows attorneys to rapidly retrieve
and modify documents and easily customize standard agreements and
forms, thereby creating significant cost savings for the entrepreneur.
For companies that have divisions in different time zones, or are inter-
national or contemplating international expansion, it scarcely matters
where the attorney is located. The entrepreneur should confirm that
the firm uses e-mail with appropriate security safeguards to ensure
confidentiality. Entrepreneurs who use e-mail find it very efficient, as
it is often difficult to reach attorneys over the telephone, and leaving a
long voice message can be awkward. Correspondence via e-mail is less
interruptive, responses typically come within the day, and the entre-
preneur (and the attorney) have written documentation for reference.
Using e-mail may also reduce legal fees, as many attorneys do not bill
the time they spend reading e-mail but start the meter running as soon
as they pick up the phone.

o Timeliness in Returning Telephone Calls. Often an entrepreneur needs
to resolve a legal question or issue quickly. A timely response from an
attorney, ideally within a dayj, is critical. To some clients, a prompt reply
reflects the importance of the entrepreneur to the attorney. If the attorney
does not return phone calls promptly, the entrepreneur may conclude
that his or her business is not a high priority for the attorney.

e General Business Acumen and Understanding of Industry. Some
entrepreneurs view their attorneys solely as legal consultants, whereas
others view them as an important source of business acumen and, in
some cases, as coaches or partners. For some entrepreneurs, espe-
cially those who do not have a business partner, it is important to
have an attorney with whom they can discuss ideas and go over the
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business plan. For entrepreneurs involved in very technical ventures,
it is important to have an attorney who understands the technology
and the industry involved. Such an understanding typically implies
that the attorney has contacts in the industry. In addition, it shows
that the attorney knows how to view the business and which contin-
gencies to consider. On a more practical level, familiarity with the
industry jargon helps minimize the legal costs.

Information Brokerage and Network with Potential Investors and
Venture Capitalists. Attorneys can serve an important information bro-
kerage function and provide a path to potential investors and venture
capital funds. They have the personal and business connections in the
industry that an entrepreneur may need to tap into later to finance the
business. For the entrepreneur considering venture capital, it is advan-
tageous to work with a firm that has good relations with the venture
capital community and can provide introductions. Attorneys who
have done prior work with entrepreneurs may also be able to provide
other good networking leads such as commercial bankers, accountants,
business partners, and investment bankers.

Cost Sensitivity. It is important to have an attorney who understands
the business in terms of budgetary constraints. Having an attorney
who watches costs carefully and has a good sense of the appropriate
amount of time to spend on a matter is important.

Cost. Attorneys charge different rates per hour and per task. These
rates can appear to differ vastly. Sometimes, however, an attorney
who charges significantly less by the hour may take significantly
longer to accomplish the task because he or she is moving up the
learning curve on the start-up’s dime. In that event, the “cheaper”
lawyer ends up costing more than the “expensive,” but experienced,
lawyer. An appropriate way to assess this component is to compari-
son shop and ask each candidate how much the firm typically charges
to do certain basic legal work such as drafting incorporation docu-
ments and shareholder agreements. The entrepreneur should also ask
the candidate about his or her recent experience in drafting such
documents.
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WORKING CoST-EFFICIENTLY WITH AN ATTORNEY

Most start-ups monitor their spending carefully, so it can be daunt-
ing for the entrepreneur to be faced with thousands of dollars in legal
fees. Although many law firms will negotiate a fee arrangement with an
entrepreneur, the legal fees can still be a significant component of the
start-up’s operating expenses. Nevertheless, an entrepreneur can take
several steps to prevent unpleasant surprises and to keep the fees at a
manageable level.

The cost of an attorney can be broken into time- and non-time-related
costs. Although non-time-related costs can be substantial, the bulk of the
costs come from being billed for someone’s time.

The Structure of Billing Time Costs

A clientis typically charged for the time spent by attorneys and legal assistants
on the client’s affairs. Generally, fees fall into one of four categories: hourly
fees, flat fees, contingent and deferred fees, and retainers. Firms differ in how
they structure fees, and entrepreneurs should insist on a written engagement
letter that spells out the billing arrangements.

Law firms generally charge by the hour. Depending on the firm and
the seniority of the attorneys working with the entrepreneur, prices can
range from $150 to $800 per hour. It is important for the entrepreneur to
inquire about what services are considered billable because billing prac-
tices can vary significantly from firm to firm. For example, some firms
will agree that a partner will attend one board meeting each month at no
charge. Unless the engagement letter specifies otherwise, any time that an
attorney or other staff member spends on the entrepreneur’s affairs may
be considered billable time. Thus, for example, the clock may be running
for the time spent in meetings or on the telephone, researching a topic or
writing a memo or e-mail message, traveling, and discussing matters with
other attorneys or legal assistants in the firm.

Flat fees often can be arranged for discrete tasks such as drafting a
specific contract or registering a trademark. In this case, the attorney will
charge a fixed rate, barring unforeseen circumstances, no matter how
much time is spent on the matter.
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.................................................................

In 1980, three venture capitalists and a UCLA scientist met at the law firm,
Cooley Godward Kronish, for the purpose of starting a biotechnology com-
pany to be called Amgen. Cooley’s partners aided Amgen in recruiting a
Scientific Advisory Board for the company and Dr. George B. Rathmann as
CEQO. In January 1981, Cooley helped Amgen obtain $18.9 million in its
only round of venture capital financing. The firm designed Amgen's equity
program, dealt with several critical personnel matters, and assisted in prepar-
ing Amgen to go public in 1983, which resulted in $39 million in capital
being raised. Within 10 years, Amgen had become the nation’s leading
independent biopharmaceutical company.

For noncriminal cases, an attorney may be willing to arrange a contin-
gent fee structure, whereby the attorney receives a fixed payment or a certain
percentage of some potential cash flow when a certain event occurs. A contin-
gent payment structure is not uncommon in a trial setting (such as a personal
injury case), where, for example, an attorney may receive 40% of the settle-
ment. An entrepreneur may wish to structure the fee so that the attorney can
continue to bill at the normal high hourly rates but will not expect payment
for the bulk of the fee until (and perhaps unless) venture capital or other
investor funding is provided. This type of fee structure may be ideal for the
entrepreneur who is still testing the feasibility of the venture.

An attorney may agree to defer billing but not make payment contin-
gent on financing. For example, one large Silicon Valley law firm gave a
start-up client a break on the up-front time charged and agreed that the
entrepreneur could defer all payments without interest for up to nine
months. Sometimes, a firm will ask for stock in the enterprise in exchange
for deferring its billing. This can create a conflict of interest, however, as
the law firm, itself, becomes an investor, so the entrepreneur should pro-
ceed cautiously.! Equity is often a start-up’s most precious asset. If the
entrepreneur is willing to offer the law firm stock, it is usually prefer-
able to give the firm the right to invest in the first round of financing on
the same terms and conditions as the outside investors rather than giving
the firm stock for free or at the founders’ price.
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Some attorneys will request an up-front payment, called a retainer,
to ensure that they get paid. Because cash is tight in start-ups, the
entrepreneur should resist this arrangement and agree to advance only
out-of-pocket costs (such as filing fees) as incurred.

The entrepreneur can use the attorney more economically and minimize
the time the attorney spends on the work by being organized, preparing
an outline for a term sheet, doing a rough draft of some documents, and
otherwise remaining proactive in all legal affairs. As mentioned earlier,
sometimes an attorney will agree to attend one board meeting each month
at no charge. This keeps the attorney abreast of business developments and
available for a certain amount of free legal advice without bankrupting the
start-up.

Non-Time-Related Costs Besides charging for the time spent directly on
legal matters, law firms typically will bill for other costs that the entre-
preneur may not expect to pay for separately. Non-time-related costs
may include charges for photocopying, word processing, online research,
faxing, long-distance telephone calls, messenger service, and travel, as well
as filing fees. Firms usually bill these costs directly to each client rather than
absorbing them and raising rates for all clients to cover the added expense.
The entrepreneur should determine the protocol of the firm and negotiate
how he or she will be billed for these incidental costs. The entrepreneur
can try to negotiate better rates or terms—to pay only for faxing and not
photocopying, for example—or propose paying a fixed monthly fee or a fee
based on a percentage of the professional fees incurred that month.

Hidden Head Counts Even though the entrepreneur may have spoken ini-
tially only to a particular attorneyj, it is likely that some of the work will be
farmed out to others in the firm. This delegation has positive and negative
aspects. Senior attorneys are typically more adept at looking at the big
picture and setting up business structures, whereas mid-level associates
are typically more efficient at preparing documentation. The junior associ-
ates gain experience by working on assignments under the supervision of
more experienced attorneys. Although this process is beneficial to junior
associates, the cash-poor entrepreneur needs to be careful that he or she
is not financing this training. The entrepreneur may find junior associates
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sitting in at meetings and on conference calls. In that case, the entrepre-
neur should find out whether anyone is unnecessarily involved and, if so,
whether the entrepreneur is being charged for that person’s presence. The
entrepreneur may wish to establish a policy that no new person may be
brought in without the entrepreneur’s approval. The entrepreneur should
not hesitate to say that he or she thinks a certain person should not be on
the clock.

In most law firms, each attorney is responsible for billing a certain
number of hours per month and per year. Attorneys record how they spend
their time, often in six-minute increments, and then the firm bills the indi-
vidual clients for the attorneys’ time. Junior attorneys bill out at lower
rates than the more senior attorneys. Many entrepreneurs prefer working
with partners because of the prestige and because they believe they are
in more knowledgeable hands. However, seniority does not necessarily
ensure that the best or ideal person is handling a certain transaction. Use
of junior associates, who are cheaper per hour and often have more free
time to focus on the entrepreneur’s concerns and to return phone calls, is
often appropriate.

Sometimes, however, the cheaper per-hour rate is not worth the extra
time that a less experienced person may take. Usually, first-year associ-
ates are not cost-efficient unless the billing partner is willing to write off
substantial blocks of time as training. Once associates have two or three
years’ training, they usually will have a level of competency that, coupled
with the lower rate, makes them a good choice for drafting and negotiat-
ing documents.

Drafting

Accurately drafting a document that includes all the necessary nuances
and covers all possible contingencies can be difficult and time-consuming.
Typically, the entrepreneur knows the company’s business issues, and
the lawyer knows the legal issues. A thorough understanding of both is
critical to drafting ce