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Corporate counsel can help an early-stage company prepare for success by avoiding certain mistakes. Some errors involve the failure to discover, protect, or properly license intellectual property; others entail corporate governance and equity distribution.
Overview: Reviews the mistakes that early-stage companies commonly make regarding corporate governance, equity distribution, and intellectual property. Advises on simple steps counsel can take to avoid those mistakes.
A real company with real records. Corporate counsel can help an early-stage company prepare for success by avoiding certain mistakes.Some errors involve the failure to discover, protect, or properly license intellectual property; others entail corporate governance and equity distribution. One of the most common lapses by early-stage companies is failing to maintain the corporate records properly. Courts examine whether a company has observed the formalities of corporate governance when deciding whether to pierce the corporate veil and impose personal liability on the shareholders. Failing to keep good records of outstanding equity can also cause confusion at the time of an attempted IPO. A good shareholder agreement is invaluable. Majority shareholders will benefit from a drag-along provision, under which they can force all other shareholders to sell their shares to a third party at the same time. 

Equity mistakes. If the company grants below-market options or restricted stock, it may face a cheap-stock problem when it tries to go public. Should the SEC decide that the company has not accounted for the fair market value of stock and option awards, it will demand that the company restate earnings to reflect a higher compensation expense. This restatement can devastate the company's attempt to go public. To avoid the problem, carefully document the value of any stock or option grants at the time they are made. Compare option prices to those of contemporaneous sales to outside investors, and chronicle events that caused the share price to increase from the time of the option grant to the date of the IPO. Granting options or restricted stock before adopting a proper stock option plan is an error. The company can reduce its tax burden and that of its employees by adopting a qualified incentive stock option plan. ISOs permit an employee to postpone recognizing income until the employee actually sells the underlying stock. 

The 83(b) election. Companies sometimes err by precluding their employees from making an IRC Section 83(b) election, which reduces the tax burden on restricted stock grants. Normally, recipients are taxed on the value of restricted stock at the time it vests, usually over a period of time. However, because the stock's value (hopefully) increases during that period, the tax burden may be significant and, since the stock may still be illiquid, the recipient may have no means to pay the tax. Under Section 83(b), the recipient can choose to be taxed on the grant immediately, when the share value is low (although the employee will still be paying tax on the gain when selling the restricted stock). To elect under Section 83(b), file a written election with the IRS within 30 days following receipt of the restricted stock; missing the deadline waives the election forever. Curiously, employees and counsel to technology companies miss this requirement with astonishing regularity. 

Sailing out of the safe harbor. Early-stage companies create trouble for themselves by selling stock to unaccredited investors. Most early-stage firms try to take advantage of Regulation D's safe harbor, but it imposes particularly stringent conditions on securities sold to unaccredited investors. Rule 501 of the regulation states that someone is an unaccredited investor unless the person is a director, executive officer, or general partner of the issuer; has a net worth over $1 million; or has income in excess of $200,000 ($300,000 for joint returns) in each of the two most recent years. In an offering exceeding $1 million, the issuing company must provide unaccredited investors with specific, extensive, written information about the company and about the offering. Companies can sell stock to unaccredited investors under other 1933 Act exemptions, but none gives the certainty of a safe harbor.  
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