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Legal Risks and Rewards of Small Business Ownership
Starting or Growing a Business
Covering Legal Issues & Business Issues For Entrepreneurs, Start-Ups, Early Stage, and Growing Companies 
[Nancy will do intro]

We will cover legal issues and risks for existing small businesses, those recently started and those about to be started. We’ll discuss how to protect against and minimize risks. We’ll cover the documentation and compliance requirements required for small business to be formed and operate: 
We will cover the corporate, compliance, and tax filings are required during entity formation and ongoing operations  How do you structure corporate ownership and management to allow for growth and cutbacks, infusion of capital by loans, or future investors? How do you conduct effective name searches for businesses, DBAs, and product names, tag lines and domain names?  

We’ll also cover piercing the corporate veil, classification of workers as employees or contractors. We’ll cover how to protect intellectual property such as domain names, trade secrets, trademarks, and copyrights. How can you avoid infringing on others’ IP rights and avoid getting sued.  If time, Use of contracts, nondisclosure and non-compete agreements and what to include. 
1. Do You Have the Legal Rights to Start This Business?

A.  Noncompete with Your Current or Former Employer?

[Nancy, with impromptu input by Elizabeth]

· Does your current, or former, employer’s Noncompete Agreement or Employment Agreement impede your starting your business ? Or if started, from continuing or expanding your business?  To what degree? Prohibit altogether? Limit as to geographic scope? Time limit? Prohibited customers? Applicable after you leave?

· Employer may be willing to renegotiate or amend the agreement that would allow you to start your business, compete in their space, to a limited degree?

· But not steal their customers, or employees

· Not say anything bad about them. (“nondisparagement clause” or “gag clause”)

· Don’t approach, contact, or sell to, your former employer’s customers: You will tick them off and trigger a lawsuit.  If you don’t hit them in the pocketbook, they may leave you alone.

[Elizabeth to cover noncompetes in detail later]

B.   Who Owns Intellectual Property Being Used to Start & Run Business? 
[Nancy, with impromptu input by Elizabeth]

Before starting, or expanding, a business, using an idea, product, process, strategy, customer list, name, tag line, consider the following:

· Where was the idea Developed? While employed elsewhere? Might employer have claim to it?
· Co-developed with another party?  Does the other party own part? If so, are the legal rights all assigned to you? If not, it’s not yours to further develop.
· Protection of  Intellectual Property

· Is protection of your IP Possible? Patented? Business Process Patent option?  Have you blown that protection by putting your ides in the public domain? [Intellectual Property Lawyer, Elizabeth will address these points in detail later]
· You don’t own the business idea til you own the IP

· Use Nondisclosure Agreements for Employees and Partners

· Name selection and trademark (see below and [IP attorney])

· Balance how much to disclose in discussions with business partners, alliance partners, customers, vendors, and investors, and in business plan, investor documents and offering memos. Protect proprietary Info.
· Business Plan Narrative about IP: Types, what owned, state what, who owns, how protected. All IP info in the disclosure document / offering memo.
2. Name Search & Trademark Issues: Start with Name Check Before Starting Sole Prop, Forming Business Entity or Buying Domain Name
[Nancy, with impromptu input by Elizabeth]
[Hand out – Name Search & Selection Checklist], including search vehicles & techniques for “knock out” name search]

· Critical to conduct name check before business formation or growth. Importance of global name check, given the global use (and surveillance) of business names through Internet.

· Search all business names, DBAs, product names, logos, Service Tag Line.  (This applies to existing businesses as well as to starting a new Business Names.) Each must be search separately. 

· Use of the Internet changes the landscape and scope needs for search.

· Name Search and Selection Pitfalls under Trademark Law  

· Details of how to conduct a proper name search. [handout]
· All Info about rights to business name, logos, product name, web logo, must be secured. Use it, or loose it.
[Elizabeth will cover trademarks in depth next and how to file one.]
3.  Risks of Sole Proprietorship vs Business Entity
[Nancy]

Risks and detriments of operating as a Sole Prop, vs forming a business entity (Corp or LLC) around your business:

· Separation of liability and risk between personal and business: You will have personal liability for your business in a sole prop. Sole prop risks your personal assets if lawsuit, claim, debt, contractual obligation, bankruptcy. 
· Personal liability not present in a corp or LLC, unless:

· You signed to be personally liable (like a personal guarantee on a lease or a loan, which is often required and cannot be avoided) or
· You commit fraud or gross negligence.

· Separation of income, expense, financial records, tax matters, and tax returns:  All easier and more professional-looking, if you are a corp or LLC vs sole prop.
· Separation of contractual obligation – if business should cease or become liquidated, the contracts do too (unless you agreed to personal guarantee)
· Insurance Difficult to Obtain for sole prop, 

· Larger companies (your clients or customers) require corps or LLCs around business owners, so that the individual is not deemed to be the employee of the larger company.
· Perception of customers/clients that you are serious, and that your business is well-funded enough to have spent the money to form a proper entity. Many customers/clients will not hire you or entrust you with their business if they perceive that you are operating on a shoe string. (BTW, don’t mention it to them if you are on shoestring, unless they ask you, and then admit it.) 
· Easier to obtain a bank Loan if you look like a "real business", 

· Separation of debt (unless personal guarantee, which is often required.)

· Due Diligence by customers, suppliers and potential business alliance partners, goes more professionally and easily if people can conduct Due diligence on your entity right on the Secretary of State website. The can also check your company’s credit on DNB. 

· If you ever want to add a partner or issue stock to employees, it can’t be done with a sole prop.

· If you will ever raise capital by issuing stock to investors, it can't be done with a sole prop; 

· Doesn’t save as much $ as you’d think:  Must file a DBA with IL SOS, and County and a REG-1, therefore much of the time consuming cost of forming a corp must also be done for a sole prop, therefore there isn't a big difference in cost; 

· Liquidation and insolvency of an entity takes a clearly defined path, while sole prop can be a confusing mess. Entity keeps your personal assets out of the mix (unless you signed personal guarantees.)

4. Proper incorporation or LLC formation is important, risks of botched entity formation.  
· Issues with having a non-lawyer form a business entity (including an online incorporation service, accountant, divorce or real estate lawyer, or yourself):

· Common mistakes made, and items omitted, by them, without the advice of business lawyer and accountant, include: Mistakes in # of authorized shares, par value, # of issued shares, thin capitalization mistake,  name not fully searched, registered agent in wrong county (RA should be you); mistakes in board or managing members, 

· No stock issued, no Organizing Resolutions prepared (The company does not actually legally operate, and agreements cannot be signed until Organizing Resolutions adopted).

· Issues with splitting up a corp or LLC later when the

· Doesn’t save money to use online service, accountant or do it yourself – A botched incorporation or LLLC formation costs about $2,500 or $3,000 to correct by filing amendments, re-documenting process, correcting tax ID errors, name change.

5. Forming a Business Entity – Corporations & LLCs  
[Nancy]

For outline and bullet points, see [Hand Outs:
 “ LLC vs S Corp - Corporate Law and brief Tax Law Issues”,
 “Income Tax - What Income and Employer Tax Will I Pay as an Owner of an S Corp,  LLC, or C Corp“,
 “Incorporation or LLC Formation Checklist”,
“Legal Items Needed for Incorporation”.

 “Filing Fees and Expenses For Business Formation” (One for Corps one for LLCs);
Licensing, Tax, Sales Tax: Regulatory & Corporate Compliance 
[Nancy]
Whether Incorporated or unincorporated businesses:  The business must make Business License filings, county filing, professional licensing, qualifying to do business in other states, annual corporate report filings, sales tax and use tax reporting, employment and payroll tax reporting, insurance, contracts. [Handout: Refer to “Incorporation or LLC Formation Checklist” and to “Corporate Maintenance Checklist”.]
6. Corporate Formalities; Avoiding “Piercing the Corporate Veil”; Two Businesses = Two Entities
[Nancy, with impromptu input by Elizabeth]
· Operate the company like a business, keep separate from personal. Keep corporate records straight.
· Follow Corporate Formalities to Avoid “Piercing the Corporate Veil” (PCV means a court says “The business was being operated like a sole prop, it looked like a sole prop, so we are calling it a sole prop, therefore personal liability to the owner”:

· Sign all docs in the name of the company (not in personal name)

· Don’t cross mix payments personal to business and business to personal (See “Separate finances” below”

· Issue Stock Certificates (or LLC certificates) and keep ownership records straight (Ownership records particularly important if there is more than one owner.)
· Prepare Stock ledger /LLC ledger – Record share issued and who owns what percentage. This is you corporate check book for you company’s bank account of shares
· Elect Officers and Directors

· Organizing/Operating Resolutions at outset, and keep Resolutions if the initial set doesn’t current

· Keep annual report current with the state – Don’t let it lapse or the state will dissolve your entity!
· Keep up with all corporate, legal and tax issues on the entity. [Hand out: “Corporate Maintenance Checklist”]. Customers, suppliers, lenders, alliance partners, and investor will conduct due diligence on these items.
· Separate finances and keep diligent accounting records:

· Separate from personal and separate from other businesses
· When withdrawing cash, do a paycheck or a distribution check, booked into QuickBooks as such

· If you deposit personal money into business, book it as a loan in the corporate records in QB

· Don’t deposit business money into personal account. Run it through the corp. Yes, you will have to pay taxes on it. But that’s how it is. 
· Separate actions, identity, contracts:

· From personal and from other businesses

· Two businesses? Use two business entities then, for the same reason that you’d use an entity instead of a sole prop – separation of income expense, liability, risk, debt, contractual obligation, liquidation, insolvency.
 [Hand out – “Two Businesses – Two Corporations”]
7.  Corporate Structure – Owners and Managers
[Nancy]
For outline and bullet points, see handout:

[Handout – “Owners, Board Members, Managers, Officers in a Corporation vs LLC”]

Discussion of:  

· Shareholders vs Board Members

· LLC Members vs Managing Members

· Roles of Each

· Who Elects Whom?
· Establishing relationship, financial and legal, with your partner:  

· Who contributes what in the way of cash and property

· Who will contribute what aspects of the sweat equity? Who will do what portions of the work? Who will bring in business?

· Who owns what percentage

· What voting rights will each person have?

· Who will get what when the company dissolves or splits up, include possibly a noncompete agreement.

· Capital contributions must be commensurate with the percentage of ownership. Must plan for the possibility of a “corproate split up” or “corproate divorce” and have this documented in advance

· Important to determine UP FRONT who will own what percentage of the company and who will contribute what to the company: Cash, property, intellectual property, services.
8. Partner & Shares – Dos and Don’ts; Shareholder Agreement Agreement Among Owners
[Nancy, with impromptu input by Elizabeth]

· No spouses

· Shareholder agreement between you and your business partners – founding partners
· If you are in business with someone and a corp or LLC is not formed, a de facto Partnership is created by default. Partnership case law applies, rather than corproate or LLC case law

· Be Careful who you give out equity to

· CANT FIRE AN OWNER, YOU MUST BUY THEM OUT

· Business Partners vs Alliance Partners and relationship.

 [Hand out available by email, Checklist of discussion items among partners in corp] 

9. Fiduciary Duty and Conflicts of Interest
[Nancy, with impromptu input by Elizabeth]
· Duty to the company you own, duty to other shareholders

· Duty to all the companies you own

· Avoid Conflicts of Interest, disclose them those who should know them who would scrutinize them, or who would later object to them if they found out.
· You can take referral fees, but disclose that to your client; Make sure there isn’t a conflict of interest in the referral fees.

· Pricing and price fixing – Antitrust laws: Groups in an industry can’t get together to determine pricing. But it is fine to talk to your peers about what they charge and charge the same.

10. Worker Classification – Employee vs. Contractor
[Nancy]
A.  Classification of Employees vs Contractors.  Scary Issue right now! Hot issue with IRS and IDES. The Distinction between Employee and Contractor, and the IRS presumption of "Employee" Status.  The legal conclusion revolves mainly around control, and who has it? Location of work, hours dictated other clients of the consultant.  (There are several points the IRS uses to determine worker classification. See [Handouts: “IRS Audit Focus on Worker Classification - Employee or Contractor” and “Employee or Independent Contractor CCH-EXP”]  
Hiring employees for the Small Business is the Catch 22 of Small Business. Even if you can afford to hire them, you probably need to categorize them as employees, then the payroll taxes are costly. Allow in your budget of what you will pay workers, enough to pay payroll taxes.
War stories:

1.
Unemployment claims filed by, and granted by state Illinois IDES to, “independent contractors”

2.
IRS going back and retroactively reclassifying “independent contractors” as employees, and retroactively imposing payroll tax, interest and penalties on all prior wages paid.

B.
Illinois employer laws may be even stricter than federal in the classifying contractors as employees, for unemployment tax, and UE claims, purposes. 
C
Illinois Directory of New Hires: Employers required to report all new employees, and their personal information within 20 days of their first day of work.
D.
Some legal issues that can arise from hiring employees, such as Unemployment Liability (Importance of terminating someone within 30 working days if they don’t work out, to avoid UE claim.) 

11. Employment Law
A. Many Federal and state laws that apply when you have over 10, or over 15, or over 20 employees, depending on the act.  There are many statues and very specific provisions that can apply to employing employees.  [Hand out available by email from NFH, written by my colleague Durga Burham, employment lawyer].

B. Harassment and discrimination suits can apply to even the smallest of businesses and financial liability when you open up your shop to someone else. Importance of documenting employee behavior and using written reviews, and documenting and holding the interviews under the same standards for everyone. 

12. Intellectual Property: Trademark, Copyright, Patent, Domain Names, Trade Secrets, Infringement of Rights
[Elizabeth]
13. Website Use; Email Distribution and Spam

[Elizabeth and Nancy]

Business Side: Website is a powerful took to generate business. Pay website developer to obtain “search engine optimization”, so are on the “hit list” of people searching the web. Think of all the buzz words folks might use when searching for your type business.

Legal side, high level rules are simple: Don’t Lie, Don’t Steal, Don’t Spam, and Don’t Trick Kids:

· What you say on your site about your company must be true

· You must own the intellectual property on the site, or instead must have permission to use it. (Up in the air about using content of others and links to content) Simply always credit the writer

· Can’t allow minors to use a site not appropriate for kids

· It’s illegal to spam people who don’t want advertising emails, even your newsletters! Ask permission of each recipient first.

14. Business Contracts:   Why Use them; Tips & Tricks to Negotiating
[Elizabeth, with impromptu input by Nancy]

· Contracts must be in writing to be enforceable

· Email is a writing, make it clear who is saying what

· Oral Relationships – Lenders, Investors and Alliance partners will not invest on deal built on them, not matter how solid. Make the deal, but eventually paper it

· Realistic Expectations as to Cost, Timing, Involvement –

· Expensive to paper all agreements retroactively.

· No such thing as a “template” that works.

· Must summarize all material contracts in the Business Plan or Disclosure Document / Offering Memo for Lenders or Investors. Deal must be papered in order for securities lawyer to summarize it.
· Read the contact and understand it
· If a “Reps and Warranty” says you will do, or do, or have, or will not….make sure the rep is true at the time you sign the agreement, not “later”. i.e. You have insurance
· Do’s and Don’ts in Negotiations
· When to Involve Counsel
· Bullet Point list of business points you want, for the lawyer, but don’t try to write the whole contract
· Do’s and Don’ts Before Bringing the Contract to Counsel. 
· Common trips in legal agreements:
· Release of Claim, 

· Indemnification for Liabilities and Breach, 

· Insurance Requirements, 

· “Complied With All Laws” provision, 

· Reps and Warranties with breach = breach of the entire contract

15. Due Diligence – 

[Nancy, with impromptu input by Elizabeth]

· Due Diligence Others Conduct on You – 

· Your Clean Background is Key on:

· Principals: Shareholders/Owners, Directors, Officers
· The entity itself, and 
· Prior business (you can run but you can’t hide, but forming new entity)
· Due Diligence will be conducted by: Lenders, Alliance Partners, Investors
· Background checks, criminal, regulatory, tax liens, bankruptcy
· More and more often, a credit check as well
· Legal history (litigation)
· Business reputation
· All material info about the principals must be in the business plan/disclosure  doc [Hand out  Available on our website or by email: “Due Diligence Questionnaire for Private Placements”]

· [Hand outs available on our website or by email – Article “Is Your Business Investor Ready”? and [“20 Questions VCs Will Ask”]

· Due Diligence You Conduct on Others 
· Conducting Due Diligence on Clients, Alliance Partners, Suppliers and Lenders: 

· You are judged by the Company You keep

· Bad people often prey on small businesses or new businesses, or woman owned or minority owned businesses. Watch out for crooks, scammers, deadbeats, toxic clients. If THEY found YOU, instead of YOU finding THEM, be especially careful, probably a scam.  Be aware of your surroundings and who you do business with, if too good to be true it is.

· How to Avoid the Toxic Client, and their collection problems. 

· In a rush, not planning ahead, wants a discount, wants custom items, doesn’t have money up front

· Owes other people money, 

· Changed suppliers or service providers to you (who before you? Any money outstanding?)

· Moved from Out of State

· Costs more to litigate than most small business contracts are worth,

· Make sure you know your bed mate before jumping into bed with them. 

· Protect yourself against non-payment with a contract (not assurance of getting paid, but at least you have a document that could be litigated if a dispute arises.)

16. Use of Noncompete and Nondisclosure Agreements with Employees, Customers, Contractors, Consultants; Trade Secrets   

[Elizabeth – Will use her outline, rather than this]

· Basic Noncompete and Nonsolicitation Provisions; 

· Protecting your Intellectual property. 

· What are the consequences of intellectual Property or Trade Secrets "leaking out"? For example, former employees or contactors, or business alliance partners, or competitors, taking customers from your customer list or stealing your employees.

Address the reverse issues if you are an employee or contractor asked to sign a noncompete / nonsolicitation agreement.

17. Litigation Prevention
[Elizabeth]

18. Issues Involved in Selling or Buying a Business (Brief Points only)
[Nancy]

Due Diligence Points to plan years in advance to sell your business: Keep your business records in top shape in case a buyer comes around. (Corporate records, legal and accounting. Very, very costly to go backwards and retroactively paper.) 

Have realistic expectations as to selling price and timing. Yes you have built with blood, sweat and tears over the years, but when you leave to sell it, it will not be worth as much.  And the time you put in to date is not as valuable to buyer as it was to you.

Caution about using business brokers (there are phonies out there). 
Use a lawyer and an accountant before sealing the deal (both need to be experienced at doing business transactions). [Handout “Due Diligence Questions for Seller for Asset Purchase or Stock Purchase - Selling or Buying a Business”]
[The Following Sections will be covered only in very brief points, but outline is for your reading]

19. Borrowing From Lender vs Investor Capital Raising - Equity vs Debt:

[Nancy]

· Debt – usually personally liable.

· Equity Investors - you are not personally liable (However, you are personally liable in equity raise, if you have in any way, misled investors or misstated any fact, or even a shade of meaning in the disclosure, and they sue you in a securities fraud lawsuit)

· Debt is cheaper to obtain – there is a high cost to preparing the securities documentation to do a capital raise from investors

· Equity broadens the company’s horizons because decisions will now be made by “committee” of investors and larger board. While with a bank loan, narrower decision factors are determined by bank loan officer, and you and your small, closely held board. 

· Equity - Access to capital not based on loan-to-value, or personal collateral available for security. Theoretically then, there is not a limit on the amount of equity capital that can be raised from investors. This is especially attractive for early stage companies who don’t qualify for debt. But investors will limit what they will give you as well.
· Investors share fully in your losses (and profits!). While bank lender does not share in your profits and losses; they put the loss responsibility on you to pay back the loan, no matter what happens to the business.
20. Raising Equity Capital – Raising Money From Investors
[Nancy]

The capital raising process is not for most small businesses. Very costly up front as to money and time, as securities laws apply.  Appropriate only if you have a business that can grow large enough to be able to cash out the investors with a very lucrative payback. Or if can grow large enough to be able to do additional capital raises in the future that will provide a very lucrative payback to all the stages of the investors.
· Investor capital-raising is done in a series of cash infusion events in several stages over the course of many years.  
· Very rarely does a company ever go “IPO” any more. In any event, no such thing as 12 months to IPO. It’s a myth that a company can “go public” on its first capital raise, or even within 5 years of start-up.  Generally 5 to 10 years to IPO, generally companies with 300+ employees. Must have at least $1 million in net income (that’s NET INCOME, not gross revenue) to even list on a public exchange.

· Normal route is that a company is funded in the many stages:

· Seed capital from founders’ personal savings & credit cards

· Family & close friends

· Angels / friends/ business associates

· VC round

· More VC rounds

· Then “liquidity” event:

· Continued self-funding by the businesses revenue

· Acquisition

· Merger 

· IPO, or

· Management buy-out of investors.

_ 

21. Use Technology to Operate Your Business
[Nancy]

· Or you’ll be left in the dust. Must use email, electronic brochures, website for due diligence. Not acceptable to have a website say, “Under Construction”, at least have your name, address, location, phone, type of business stated. Rest can be added later.
· No such thing as “I’m not good at technology” or “I don’t use email”. Will make you look foolish
22. Business Ducks in a Row – 

[Nancy]

· Research and Know your industry, 

· No such thing as “no competitors”. What are customers using as the current substitute?

· Daily or weekly Internet searches to keep your info current

· Suppliers in place

· Letters of intent or contract if borrowing from lender or seeking investors.

· Customers in place, if appropriate or possible, even one or two customers

· Industry Compliance – hire industry experts to assist you 

· Due Diligence on Company you Keep – Those you partner with can affect your business reputation (judged by the company you keep)
· You get what you pay for. The days are gone of “I built a business on $100 and getting services for free from people” Makes you appear cheaping out, foolish, unrealistic, 
· Make sure you have enough money to take the business forward before you start it.

_________________________________________________________

The Remainder of this outline will not be covered in today’s presentation, but is here for your reading. We also have a more expansive outline available on this topic.

__________________________________________________________

23. Securities Sales and Laws
[Nancy]

· Issuing any equity interest in your company, in exchange for cash, property, or services, or a vendor/supplier contract, is a securities issuance. Even selling stock to your mother is a securities sale.  

· Any share of stock, LLC interest, or LP interest,
· An “investor” is any person who gives you money, property, or free services, in exchange for equity, with intention of making return or profit on their investment in your company. Such a transaction is the issuance of a security.

· Even issuing, or giving, equity interests to employees, board members, advisors, or consultants, in exchange for services, is a securities issuance.

· A “Securities” issuance includes shares, options, warrants, any employee plan interest, (employees and advisers), even for services and no cash
· If we have the issuance of a security, then registration or exemption required.

· Key to find exemptions from registration.

· However, there are no exemptions from disclosure – the “Offering Memo”
Common Mistakes:
· Salaries to Founders, or paying back founder loans, early in the game
· Pie-in-the-sky projections, or 

· only one set of projections or 

· no back up for the projections
· excel sheet that does not add up

· Using AOL or hot mail or as your business email account,

· looks unprofessional and 
· emails of any size will bounce, 
· can’t store emails to keep as business records
· Spend on technology
· Unrealistic expectations about % of equity give-up for the funding you so desperately need.
· Ignoring Due Diligence Issues in backgrounds of principals, officers and directors

· Dispensing stock loosely, to everyone including the cleaning lady

· Waiting too long to start preparation for a capital raise, creating an emergency out of it.

· Desperate will be written all over your face and your financials

· Intention is to overlap between the next capital raise and the end of the current money.

· Allow 12 to 18 months to do the preparation, find the money and close the deal.

· Wrong Motivation for doing capital raise – to Cash you out

· Examine your motivation 
· Not a get rich quick scheme based on exit quick strategy – long haul

· Believing that your lawyer or accountant will find your investors for you

· Definition of private placement

· Believing that your lawyer, accountant and other professionals can be paid out of proceeds of offering

· Thinking that a Business plan is an offering memo;
· Not realizing that Sophisticated Investors will negotiate terms, you can raise a lot from them, but they will hold you hostage to their terms. Friends and family will not negotiate terms, but you can’t raise much from them. 

[See more info in other NFH Handouts “Securities and Corproate Law Issues in Raising Capital”, available by email.]
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