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 Checking In
In this series, Practical Law Advisory Board members discuss their 
current work and key legal developments in their practice area.

Education: 1978: J.D., Columbia Law 
School (Stone Scholar); 1975: A.B., 
magna cum laude and Phi Beta Kappa, 
Brandeis University.

Career in Brief: 2008–present: Willkie Farr 
& Gallagher LLP, Partner and Co-Chair 
of Finance Practice Group; 2001–2007: 
Shearman & Sterling LLP, Partner 
and Leveraged Finance Coordinator; 
1985–2000: Mayer Brown & Platt 
(1986–2000: Partner and Co-Head of 
Global Finance; 1985–1986: Associate); 
1978–1984: Simpson Thacher & Bartlett 
LLP, Associate.

What do you think is currently the 
biggest challenge facing finance 
attorneys? Clients are increasingly 
demanding the delivery of sophisticated 
legal services on tighter time frames 
and with increasing complexity of 
terms. The biggest challenge I see is 
the effective harnessing of technology 
to assist in the delivery of these services 
on the demanded time frames. The 
use of computerized searching and the 
importation of complex clauses from 
other agreements addressing similar 
concepts have become an absolute 
necessity. The further refinement of the 
use of technology to assist in the prompt 
crafting of complicated agreements 
will result in a separation between law 
firms that can be fully responsive to their 
clients, needs and those that cannot.

Have any recent legal or market 
developments had a significant impact 
on your practice? In the acquisition 
finance and leveraged lending areas, 
the issuance by bank regulators of the 
so-called Leveraged Lending Guidance, 
as well as the Leveraged Lending 
FAQs, the November 2014 Leveraged 
Loan Supplement and the February 
2015 teleconference held by the bank 
regulators, have had a significant impact 
on my practice. 

These regulatory constraints have 
significantly reduced the availability 
of ready debt capital from traditional 
bank sources for highly leveraged 
transactions. When combined with 
very high market prices for acquisition 
candidates, these constraints have led 
to a real cooling in certain segments of 
the market and reduced deal flow. On 
the other hand, in part as a result of 
those constraints and valuations, there 
has been a significant uptick in dividend 
recapitalization transactions this year.

In addition, various non-bank “alternative” 
lenders have become much more 
prominent in these areas and are 
participating in and leading many new 
debt financings. We have been pleased 
to represent a number of these lenders 
in both some very large and medium-
sized transactions, as well as to utilize 
their financings on behalf of many of our 
sponsor and corporate clients.

Are there any changes on the horizon 
that you think will significantly affect 
the finance practice? Refinancings will 
be greatly affected by the Leveraged 
Lending Guidance. Many financings 
were executed before the Leveraged 
Lending Guidance became effective, and 
the follow-up admonitions make it clear 
that refinancings must take into account 
the Leveraged Lending Guidance. As 
those older deals near maturity, simple 
extensions or refinancing on similar 
terms will not work. This may present 
another great opportunity for alternative 
lenders to step into the breach.

If not an attorney, what would you 
wish to be? Probably a record producer. 
I played guitar in bands in high school 
and college, and even broke out the 
“axe” at a client event when I was a 
young partner and played 70’s and 80’s 
songs with some of my fellow partners 
at the time, much to the astonishment 

of our colleagues and clients. While not 
a particularly talented musician, I always 
had a good ear for music. I still play for 
my own enjoyment, and encourage other 
attorneys to develop and sustain outside 
interests despite our very busy and 
demanding practices.

What was your first job? My first real 
job was a summer leasing associate for a 
residential apartment complex owner on 
the east side of Manhattan. I very much 
enjoyed meeting and discussing the 
needs of apartment hunters (much as I 
do with clients in my finance practice). 
Fortunately, I had a pretty good product 
(the apartments were nice and clean), 
and I really enjoyed putting together and 
closing successful transactions. It was 
actually good training for what I do today.

What is the best career advice you 
have ever received? The best career 
advice I received was to understand 
that attorneys are in a service business 
and the key to success is to achieve the 
goals of your client. There should be 
no personal ego involved. You should 
not be seeking to accomplish your own 
agenda (for example, achieving “best 
precedent” document in a particular 
area). I was encouraged to develop my 
listening and analytical skills, and learn 
how to translate the client’s goals and 
objectives into a clearly and carefully 
drafted document.

What one piece of advice would you 
give to a junior attorney considering 
specializing in finance law? Successful 
finance attorneys tend to have two 
strong skills: the ability to critically 
analyze complex concepts and discuss 
and draft them in user-friendly ways, and 
the ability to pay great attention to detail 
and draft precisely and carefully. It is an 
exciting and fast-moving area, but these 
skill sets are key.

MICHAEL I. ZINDER
Partner, Co-Chair of 
Finance Practice Group
Willkie Farr & 
Gallagher LLP

 Q&A



 GC AGENDA

ANTITRUST 

GUIDANCE ON SECTION 5 OF THE FTC ACT

The FTC issued a policy statement on the principles it will 
consider when deciding whether conduct is an unfair method 
of competition in violation of Section 5 of the FTC Act, in a step 
towards increased clarity for companies on the proper scope of 
Section 5. The lack of formal guidelines and jurisprudence has 
made it difficult for companies to predict the circumstances 
under which the FTC may use Section 5 to challenge 
standalone violations (that is, conduct that does not violate 
other antitrust laws).

According to the policy statement, when evaluating potential 
Section 5 violations, the FTC:

�� Will be guided by the promotion of consumer welfare.

�� Will evaluate the conduct in question using a method 
similar to the rule of reason, and challenge conduct that is 
likely to harm competition after accounting for any business 
justifications.

�� Is less likely to bring a standalone Section 5 challenge for 
conduct that falls under the Sherman Act or the Clayton Act.

The policy statement formally commits the FTC to certain 
traditional antitrust concepts when relying on Section 5, such as 
the rule of reason and the consumer welfare standard. However, 
Commissioner Ohlhausen noted in a dissenting statement that 
the policy statement lacks concrete guidance, and companies 

will continue to face a measure of unpredictability regarding the 
FTC’s use of its Section 5 authority. 

 Search FTC Act Section 5: Overview for more on Section 5 and  
its scope.

CAPITAL MARKETS & CORPORATE GOVERNANCE

PLANNING FOR PAY RATIO DISCLOSURE

Public companies should begin early-stage planning for the 
SEC’s new pay ratio disclosure requirement.

New Item 402(u) of Regulation S-K requires a company to 
compare the annual total compensation of its CEO to the median 
annual total compensation of all employees. While disclosure is 
not required until the 2018 proxy season, significant lead time 
will be needed to tackle the complex legal and logistical issues 
related to the:

�� Collection of the underlying compensation data. 

�� Selection of a methodology for identifying the “median employee.” 

�� Crafting of appropriate disclosure. 

In-house counsel should begin preparing now by: 

�� Carefully reviewing Item 402(u) and the SEC’s adopting release.

�� Forming a working group with representatives from the 
compensation committee and the legal, compliance, HR and 
IT departments. 
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�� Developing a preliminary timeline and action plan for 
gathering and processing the necessary data.

�� Explaining the disclosure requirement and presenting the 
timeline and action plan to the compensation committee or 
the full board. 

Companies with overseas operations will need additional lead 
time to:

�� Consider hiring local counsel in each jurisdiction where 
employees reside, to determine whether data privacy or other 
laws prohibit the sharing of compensation information.

�� Where necessary, obtain an exemption or waiver from foreign 
laws or an opinion of counsel describing the legal barriers to 
the sharing of data.

Companies should consider conducting a dry run of their new 
pay ratio processes using 2016 compensation data to identify 
potential problems and test alternative methodologies for 
identifying their median employee. Companies should also 
consider whether to engage compensation consultants or other 
advisors to assist in their preparations.

COMMERCIAL TRANSACTIONS

FCPA FINES FOR HIRING INTERNS

Companies should review their policies and training materials 
to ensure their hiring policies are compliant with Foreign Corrupt 
Practices Act (FCPA) regulations. The SEC recently announced 
that The Bank of New York Melon (BNY) agreed to pay $14.8 
million to settle charges that it violated the anti-bribery and 
internal control provisions of the FCPA because it provided 
valuable internships in exchange for doing business with a 
foreign wealth fund. 

BNY approved and provided valuable internships to relatives 
of foreign government officials in order to obtain and retain 
business with a Middle Eastern sovereign wealth fund. The 
internships were unusual and suspect because:

�� Foreign government officials specifically requested that BNY 
hire their relatives.

�� BNY did not evaluate or hire the interns through its existing 
internship programs.

�� BNY did not meet or interview the interns prior to hiring.

�� The interns did not meet the rigorous criteria and standards 
BNY normally used to evaluate potential interns.

�� The internships were customized, one-of-a-kind training 
programs.

The SEC concluded that the internships were an “expensive 
favor” for the foreign government officials, who derived personal 
value from being able to confer this benefit on their relatives.

Simply having an FCPA policy is not enough. Companies 
should ensure:

�� Their hiring policies provide sufficient guidance for FCPA 
compliance.

�� Employees receive training on and understand FCPA policies.

�� There are specific controls in place related to hiring relatives 
of customers.

�� The HR department is trained to flag hires that might be 
problematic.

�� Legal or compliance personnel are made aware of potential 
hiring issues.

 Search The Foreign Corrupt Practices Act: Overview for more on 
complying with the FCPA. 

CORPORATE AND M&A 

FAIRER PRICE FOR BREACH OF DUTY OF LOYALTY  
BASED ON FRAUD

The Delaware Court of Chancery recently held that stockholders 
were entitled to a “fairer price,” not just an “arguably fair price,” 
because of the fraud committed by a corporation’s controlling 
stockholder and its COO in connection with a going private 
transaction.

In In re Dole Food Co., Inc. Stockholder Litigation, David H. 
Murdock, the Chairman, CEO and 40% stockholder of Dole 
Food, acquired all the remaining shares of the company. To 
qualify for business judgment review under MFW, Murdock 
conditioned the acquisition on the approval of a special 
committee of independent directors and a majority of the 
unaffiliated stockholders. Despite the offer’s nominal adherence 
to MFW, Murdock and the COO took action to drive down the 
stock price before making the offer and manufactured false 
projections to convince the special committee’s financial advisor 
that the offer price was fair. The court therefore subjected the 
transaction to entire fairness review, which it failed to satisfy.

The court found that the special committee and its financial 
advisor had done the best they could to negotiate a strong deal 
for the stockholders. The court also acknowledged that the offer 
price may arguably have been fair, as it exceeded the financial 
advisor’s range of fairness reached through some of its valuation 
analyses. However, the court ruled that when a transaction fails 
entire fairness review because of a breach of the fiduciary duty of 
loyalty that stems from fraud, the stockholders are entitled to a 
“fairer price” that strips out the benefits of the breach. 

Although the court found Murdock and the COO joint and 
severally liable, it rejected the plaintiff stockholders’ argument 
that Murdock’s financial advisor should be held liable for 
aiding and abetting the breach. In doing so, the court applied a 
standard of “knowing participation” in the acts that gave rise to 
the defendants’ breaches of their fiduciary duty. Although the 
financial advisor assisted in various steps of the offer process, it 
did not participate in the breaches themselves.

 Search In re Dole Food: Delaware Court of Chancery Awards “Fairer 
Price” under Entire Fairness Review where Breach of Duty of Loyalty 
Was Based on Fraud for more on this decision.
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DIRECTOR PRIMACY IN RECENT DELAWARE DECISIONS

Three recent Delaware Court of Chancery decisions emphasize 
for companies and their boards that the directors, not the 
stockholders, have the final say over management of a 
corporation. 

In Fox v. CDX Holdings, Inc., the holders of stock options of a 
corporation that underwent a merger complained that the 
cash-out value assigned to their options was arrived at through 
an arbitrary and capricious process. The court found that the 
directors had barely involved themselves in the valuation 
process, essentially offloading the decision to the corporation’s 
controlling stockholder. The court emphasized that under the 
“bedrock statutory principle of director primacy,” the board must 
make these types of findings and does not merely advise the 
controlling stockholder.

In Gorman v. Salamone, a corporation’s majority stockholder 
acted by written consent to amend the corporation’s by-laws 
to allow stockholders to remove and replace corporate officers. 
Having approved the by-law, the stockholder immediately 
sought to implement it by removing the defendant as CEO and 
appointing himself to that role. The court held that the by-law, 
though passed by a stockholder majority, was invalid and of no 
effect. The court reasoned that the by-law would have interfered 
with the directors’ ability to manage the corporation by 
preventing them from discharging one of their most important 
functions, to appoint officers.

In OptimisCorp v. Waite, a corporation’s CEO, majority 
stockholder and director posited that under Delaware precedent, 
if the board intends to remove such a “super director” as CEO, 
the individual is entitled to advance notice so that he can 
first act to replace the board. The court acknowledged that a 
line of decisions supports this theory, but declined to follow 
them, holding that they threaten the fundamental premise of 
Delaware law that a corporation is managed by its board. The 
court emphasized that in appropriate instances, the fiduciary 
duties of directors may enable a board to take action against a 
controlling stockholder.

EMPLOYEE BENEFITS & EXECUTIVE COMPENSATION 

PLANNING FOR PAY RATIO DISCLOSURE

Public companies will be required to comply with the SEC’s new 
pay ratio disclosure requirement for the 2018 proxy season and 
should begin preparing accordingly. For more information, see 
above Capital Markets & Corporate Governance: Planning for Pay 
Ratio Disclosure.

FINANCE & BANKRUPTCY 

EXTINGUISHING LIENS IN CHAPTER 11 PLANS

A recent Second Circuit decision clarifies the standard for 
debtors seeking to extinguish liens under Chapter 11 plans. 

In City of Concord, N.H. v. Northern New England Telephone 
Operations, LLC (In re Northern New England Telephone 

Operations, LLC), NNETO filed for relief under Chapter 11 in the 
US Bankruptcy Court for the Southern District of New York, 
which confirmed a plan. The city of Concord, New Hampshire 
filed proofs of claim for prepetition Q1 and Q2 taxes related to 
real property owned by NNETO, but it did not file proofs of claim 
for postpetition Q3 and Q4 taxes. Concord moved to allow its 
claims on the Q3 and Q4 taxes, arguing that they were secured 
by a lien that was not discharged by the plan. The bankruptcy 
court denied the motion and the district court affirmed. 

The Second Circuit held as a matter of first impression that 
under section 1141(c) of the Bankruptcy Code, a lien on property 
that is “dealt with” by a confirmed plan of reorganization that 
does not preserve the lien is extinguished by the plan if the 
lienholder participated in the bankruptcy proceedings. Although 
it noted the “longstanding background rule” that “liens pass 
through bankruptcy unaffected,” the Second Circuit found that 
the express wording of section 1141(c) provides that a lien is 
extinguished if:

�� The plan is confirmed.

�� Neither the plan nor the confirmation order preserves the lien.

�� The property subject to the lien is dealt with by the plan.

The Second Circuit found that: 

�� The free and clear provision of the plan dealt with the property 
subject to Concord’s lien. 

�� Concord participated with respect to the Q3 and Q4 tax bills 
and the lien when it filed proofs of claim for the Q1 and Q2 tax 
bills for the same property. 

 Search Chapter 11 Plan Process: Overview for more on the Chapter 11 
plan process.

INTELLECTUAL PROPERTY & TECHNOLOGY 

CYBER INSURANCE

Companies should consider securing cyber insurance coverage 
or evaluating their existing cyber coverage in light of continuing 
data security risks and the trend away from coverage for data 
breaches under traditional business insurance policies.

In considering cyber coverage, companies should analyze 
their specific data risks to effectively identify coverage needs. 
While most companies recognize the expenses associated with 
investigating and responding to an incident, they should not 
underestimate business interruption costs, which are often 
substantial. 

In evaluating policies, companies should pay particular 
attention to:

�� Exclusions that may undercut needed coverage.

�� Whether policies require using particular service providers 
when responding to an incident. 

Insurers are moving toward using a managed services model 
where insureds must use technical or legal vendors designated 
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by the insurer, such as forensic investigators and attorneys. 
Companies should carefully review the vendor panel before 
choosing a policy. Once the company selects a policy, it should 
work to develop relationships with the chosen vendors in 
advance of any incident. 

In applying for cyber coverage, companies should also be aware 
that insurers may require extensive information regarding 
security and breach readiness as part of the application process, 
including:

�� Copies of relevant policies, such as the company’s incident 
response plan.

�� Details about ongoing efforts to prepare for and respond to 
a breach.

Companies should also understand that some policies may 
include coverage exclusions when the company fails to take 
certain security measures. 

 Search Cyber Insurance: Insuring for Data Breach Risk for more on 
cyber coverage.

LABOR & EMPLOYMENT

NLRB NEW JOINT EMPLOYER STANDARD

Entities (whether unionized or not) should be aware that their 
commercial contracts can render them joint employers in some 
circumstances. 

In Browning-Ferris Industries of California, Inc., the National 
Labor Relations Board (NLRB) found that modern workplace 
arrangements require a new standard for determining whether 
multiple entities jointly employ workers who petition for union 
representation. Under the new standard, the NLRB will look at 
the extent to which an entity shares or codetermines control 
over workers’ employment terms and conditions, even if that 
control is not direct or exercised. Many commercial contracts 
reserve rights to the entities with bargaining leverage that the 
entities never exercise. Those provisions may now render the 
entity a joint employer under the National Labor Relations Act. 

The new standard is likely to impact many arrangements, such 
as subcontracting, employee leasing, temporary staffing and 
franchising. Entities should:

�� Consider whether they:
�z want to initiate or continue arrangements with staffing 
providers; and
�z are willing to be found a joint employer with subcontractors 
or staffing providers.

�� Review contract terms in staffing or franchise agreements 
and determine the minimal terms of control the entity must 
have in those agreements. The entity should not reserve 
superfluous terms that it would not enforce. If terms are 
necessary, entities should include a business reason for the 
term in the contract (for example, requiring drug testing 
because of industry requirements).

�� Ensure that employees and contractors or temporary workers 
can be readily distinguished by, for example, different color 
hardhats, uniforms or badges.

�� Review contract indemnity clauses and ensure they address a 
finding of joint employment.

�� Ensure that subcontractors are directly responsible for 
managing their workers, preferably with an onsite supervisor. 

�� Train managers and supervisors on how to implement 
subcontracting agreements in the workplace. 

Other administrative agencies may also adopt the NLRB’s new 
standard.

 Search NLRB Issues New Joint Employer Standard, Blends  
Economic Realities Elements into Control Test for more on the  
joint employer standard.

LITIGATION & ADR

STANDARD OF REVIEW FOR DISMISSALS OF  
DERIVATIVE ACTIONS

A recent Second Circuit decision makes it significantly more 
difficult for companies defending against shareholder derivative 
actions to justify dismissal of the action on appeal. The Second 
Circuit adopted a de novo standard of review for dismissals of 
derivative actions, discarding its former, more deferential abuse 
of discretion standard.

In Espinoza ex rel. JPMorgan Chase & Co. v. Dimon, Espinoza, 
a JPMorgan shareholder, demanded that JPMorgan’s board 
investigate both the alleged wrongdoing in the London Whale 
trading debacle and later misstatements by corporate officers 
about that wrongdoing, which resulted in JPMorgan losing 
billions of dollars. After JPMorgan rejected the demand, 
Espinoza filed a lawsuit claiming that the investigation was 
unreasonably narrow and overlooked the alleged misstatements 
about the scale of JPMorgan’s losses. The district court 
dismissed the lawsuit, finding that Espinoza’s complaint did 
not show that the board failed to exercise appropriate business 
judgment in rejecting the demand.

In overruling the district court’s decision, the Second Circuit:

�� Adopted the de novo standard of review for the dismissal of 
shareholder derivative actions, reasoning that like the review 
of a dismissal in any other type of action, no evidence is 
considered, no credibility determinations are made and no 
reasons to defer to a district court are present. 

�� Certified to the Delaware Supreme Court the legal question 
of what factors a court should consider in deciding whether 
a board impermissibly focuses an investigation solely 
on alleged wrongdoing when the shareholder demands 
investigation of both wrongdoing and later misstatements by 
corporate officers. 

 Search Shareholder Derivative Litigation for more on shareholder 
derivative lawsuits.
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 GC AGENDA

DELEGATION OF AUTHORITY IN ARBITRATION CLAUSES

A recent Ninth Circuit decision stresses the importance of 
precise and deliberate drafting of delegation provisions in 
arbitration clauses. 

In Brennan v. Opus Bank, the plaintiff sued his former employer 
for wrongful termination of his employment contract and 
challenged the contract’s arbitration provision as substantively 
and procedurally unconscionable. The district court dismissed 
the action in favor of arbitration. The Ninth Circuit affirmed, 
holding that:

�� Absent a clear and unmistakable designation of another body 
of law, the Federal Arbitration Act governed the employment 
agreement. 

�� Incorporation of American Arbitration Association (AAA) rules 
in an arbitration provision constitutes clear and unmistakable 
evidence of an intention to delegate the question of 
arbitrability to the arbitrator because AAA rules provide that 
arbitrators decide issues concerning their own jurisdiction, 
including objections to the arbitration agreement’s validity. 

�� A claimant challenging a provision of the arbitration clause 
or agreement (here, delegation) as unconscionable must 
challenge that particular provision rather than the entire 
arbitration agreement. 

After Brennan, employers in the Ninth Circuit may choose to 
adopt express language delegating the question of arbitrability 
to the arbitrator. This practice would provide more certainty than 
merely incorporating AAA rules because: 

�� The rules may change over time, creating a question as to 
which version of the rules should apply. 

�� Employers might need to enforce the arbitration provision in 
state courts, which may be more willing to retain the authority 
over the question of arbitrability. 

Counsel for employers may want to make the delegation 
provision separate from the rest of the arbitration clause.

This decision also highlights a broader point that counsel 
drafting arbitration provisions should expressly delegate the 
authority to decide other important issues to the arbitrator or 
the courts, as desired. For instance, given that most employers 
would prefer that courts decide the question of enforceability of 
classwide arbitration waivers, counsel should explicitly reserve 
that issue for the courts. 

 Search Incorporation of AAA Rules Evinces Intent for Arbitrator to 
Decide Arbitrability: Ninth Circuit for more on the Brennan decision. 

Search AAA Arbitration: A Step-By-Step Guide for more on conducting 
arbitration under the rules of the AAA. 
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 OF NOTE CAPITAL MARKETS & CORPORATE GOVERNANCE

The proliferation of social media and the liberalization of the securities laws have given rise to an increasing 
use of equity crowdfunding offerings to raise capital. These offerings are made over the internet to a large 
group of people, with each investor investing a relatively small amount. For a startup company, crowdfunding 
can provide additional capital to supplement what the company can raise from its network of friends and 
family and can also offer an alternative to working with professional investors. Practical Law asked Sara Hanks 
of CrowdCheck, Inc. to weigh in on trends in equity crowdfunding and key issues for companies considering a 
crowdfunding offering.

Expert Q&A on Equity Crowdfunding

SARA HANKS
CHIEF EXECUTIVE OFFICER
CROWDCHECK, INC.

Sara is the co-founder and CEO of CrowdCheck, Inc. 
and a corporate and securities attorney with over 
30 years of experience. CrowdCheck offers due 
diligence and compliance services to intermediaries, 
entrepreneurs and investors in crowdfunding offerings. 
Sara previously practiced law at several international 
law firms, including for many years as a partner at 
Clifford Chance LLP. She is also a former SEC staff 
member and worked on Capitol Hill on bailout 
oversight issues during the financial crisis.

What are some common types of equity crowdfunding 
offerings, including the types of companies, types of 
investors and status under the federal securities laws?
There are quite a few different types of securities offerings being 
called crowdfunding. Since there is no real “legal” definition of 
crowdfunding, I personally define it as offering securities:

�� Over the internet.

�� In relatively small amounts.

�� To a large number of potential investors. 

This was theoretically possible before the passage of the 
Jumpstart Our Business Startups Act (JOBS Act) in 2012, 
but only in circumstances where the platforms acting as 
intermediaries took steps to avoid “general solicitation,” 
such as making offering information available only behind a 
password-protected firewall. 

Since the passage of the JOBS Act, we are seeing:

�� “Accredited” crowdfunding on the unrestricted internet.

�� “Registered” crowdfunding.

�� “True” crowdfunding, although this is not yet available at the 
federal level.

Accredited crowdfunding using general solicitation has been 
legal since September 2013, when amendments to Regulation D 
under the Securities Act of 1933 (Securities Act) mandated by the 
JOBS Act became effective. These offerings rely on Rule 506(c) 
of Regulation D, which permits Regulation D offerings sold only 
to accredited investors to use general solicitation, and therefore 
the unrestricted internet, to attract investors. 
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Currently, there are many online investment platforms available 
to issuers seeking to use general solicitation to offer securities 
to accredited investors under Rule 506(c). Some platforms 
specialize in offerings by early-stage companies, especially 
tech companies, and many platforms have sprung up to offer 
investments in real estate projects. Real estate crowdfunding is 
a separate asset class and appeals to a different type of investor. 
Potential returns from early-stage companies (at least those 
that survive) may be large but are typically realized only after 
a number of years, whereas real estate projects may achieve 
annual returns of 8% or more over a much shorter period.

Notably, some accredited crowdfunding offerings rely instead 
on Rule 506(b), the pre-JOBS Act private offering safe harbor 
that prohibits general solicitation. In Rule 506(b) accredited 
crowdfunding offerings, platforms make offering information 
available only behind a password-protected firewall and comply 
with other requirements. This is similar to how pre-JOBS Act 
online funding platforms operated.

 Search General Solicitation and Startup Capital Raising: Guidance 
and Questions for more on Rule 506(c) and general solicitation under 
the securities laws.

Amendments to Regulation A (often referred to as Regulation A+) 
under the Securities Act, also required by the JOBS Act, became 
effective in June 2015. Some offerings under amended Regulation A 
are referred to colloquially as registered crowdfunding, even though 
Regulation A, which requires offering documents to be reviewed 
and qualified by the SEC, is technically an exemption from full 
SEC registration. Additionally, Regulation A can be used for 
traditional capital raising that does not use the internet at all.

Offerings under Regulation A can be made to all investors, not just 
accredited investors. There are two tiers of Regulation A offerings:

�� Tier 1 permits offerings of up to $20 million and requires 
review by both the SEC and state securities regulators.

�� Tier 2 permits offerings of up to $50 million and requires SEC 
review only. However, unlike in Tier 1, Tier 2 issuers must make 
ongoing reports with the SEC and there are limits on the 
amount of money non-accredited investors may invest. 

There have been some public filings under Regulation A, but 
many of those were immediately amended due to filing errors. 
It is still too early to predict what type of company will use 
amended Regulation A the most.

The JOBS Act mandated that the SEC implement regulations to 
permit crowdfunding offerings of up to $1 million under a new 
exemption from registration under the Securities Act, Section 4(a)(6). 
The SEC published its proposals for Regulation Crowdfunding 
(Regulation CF) in October 2014, but those proposals have not 
yet been adopted. It remains to be seen whether Regulation A 
might eventually prove more popular than Regulation CF. 

In the meantime, many state securities regulators have taken 
advantage of the Securities Act Section 3(a)(11) exemption from 
registration at the federal level for intrastate offerings, and created 
their own state law versions of the federal crowdfunding exemption. 

The companies making intrastate crowdfunding offerings have 
tended to be “main street” businesses with a local focus.

 Search Crowdfunding Under Section 4(a)(6) for more on 
Section 4(a)(6) and proposed Regulation CF.

What factors make equity crowdfunding a compelling 
option for a company, as opposed to more traditional 
ways to raise capital?
In short, the crowd. There are many companies out there that do 
not appeal to traditional venture capital (VC) or angel investors. 
Those investors are generally focused on investing in companies:

�� In a narrow range of industries (such as software-as-a-service, 
social media or life sciences).

�� In specific geographies (for example, no more than one hour’s 
drive from Silicon Valley, Boston or New York City).

�� With the potential to scale massively and achieve a 
successful exit. 

Some companies, such as personal services firms, cannot scale 
the way a software business can. And not every company wants 
to move to Palo Alto. But there may be some great investment 
opportunities among the 98% or so of companies that do not 
get VC or angel funding. Companies with a built-in fan base, 
such as devoted consumers of a retail product or enthusiastic 
players of a video game, should certainly consider equity 
crowdfunding.

It is also important not to regard this as an “either/or” decision, 
at least when Regulation D offerings are involved. It is quite 
possible, and increasingly popular, for a company that is raising 
funds from traditional sources to offer a portion of the offering 
to the accredited crowd. In some ways, an offering under 
Regulation A to individual retail investors (as opposed to an 
initial public offering to large institutions), is a return to the most 
traditional type of offering of securities.

What corporate housekeeping items should a startup 
think about before it launches a crowdfunding offering? 
A startup should make sure that it has paid its franchise taxes 
and is still in good standing with its state of incorporation. It is 
surprising how many companies fail to do this. It should also 
make sure it has properly documented all its previous securities 
issuances. In other words, the company should be able to show 
that for every entry on its cap table, the corresponding issuance 
of securities was authorized, approved by the board and properly 
documented. 

There is a lot of sloppy record-keeping by startups, which is 
understandable given the many demands on their resources. 
However, companies need to understand that selling securities 
to strangers over the internet (which is what crowdfunding 
is) is not the same as selling to friendly angel investors who 
are closely involved with the company and can help sort out 
the paperwork later if necessary. Startups need to have their 
paperwork in order before they start crowdfunding.
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What role do crowdfunding platforms play in helping 
companies identify housekeeping priorities?
The role that platforms play tends to vary according to 
their regulatory status. Platforms that are broker-dealers or 
affiliated with broker-dealers have liabilities and due diligence 
obligations, and because of this they have compelling incentives 
to make sure that the startups they list have their paperwork 
in order. Some platforms do their own due diligence and some 
outsource the process to providers like CrowdCheck. 

Some platforms that host Rule 506(c) offerings on their site are not 
broker-dealers, but instead are what the SEC refers to as “bulletin 
boards.” They operate on more of a “buyer beware” principle and 
alert investors that they should do their own due diligence.

Generally speaking, what company disclosure is 
provided to investors in crowdfunding offerings?
It varies, especially in Rule 506 offerings. Regulation A and 
Regulation CF both mandate specific disclosure, and in 
Regulation A offerings the SEC (and in Tier 1 offerings, also state 
securities regulators) will review that disclosure. In Regulation A 
offerings at least, there will be consistent disclosure.

In Regulation D offerings, practice varies widely. Some platforms 
insist that companies they feature provide full private placement 
memoranda (PPMs), although the quality of those PPMs also varies 
widely, and many consist mainly of boilerplate. Some platforms 
require only a video and an investor slide deck. Some traditionally 
minded attorneys have denigrated that sort of information as 
“comic-book disclosure,” although it could be argued that the 
best disclosure is disclosure that is read and understood. It does 
seem that scant attention is being given to financial statements 
and risk factors when that type of disclosure is used.

What role are attorneys playing in crowdfunding offerings?  
This is another area where the answer varies depending on the 
type of offering. A company cannot conduct a Regulation A 
offering without an attorney (and an experienced securities 
attorney at that). The first batch of Form 1-A filings included 
several that were immediately amended because of obvious 
errors (such as checking the box indicating audited financial 
statements and attaching unaudited financial statements).

Not only is Regulation A fairly complex in itself, but there are 
certain other requirements that apply generally to SEC filings that 
are almost unwritten, in that they are published but you have to 
know where to find them. While these rules are second nature to 
experienced securities attorneys, they might not be apparent to 
other attorneys. For example, experienced securities attorneys 
know that the SEC staff will decline to review a filing made without 
complete financial statements and an auditor’s consent, on the 
grounds the filing is not “substantially complete.” And yet several 
recent Regulation A offering circulars were filed without financials. 

In theory, companies should be able to make Regulation CF 
filings without attorneys. However, given the experience so far 
with Regulation A filings, the SEC may monitor these types of 
filings carefully. 

Rule 506(c) offerings are frequently completed without attorneys, 
at least on the issuers’ side. This sometimes leads to problems, 
and CrowdCheck has encountered a number of companies that 
are no longer in good standing, and in some cases that do not 
even technically validly exist as entities. Many companies come 
to us without board minutes, even when their by-laws say they 
must keep them. Some companies seem to think they have an 
attorney looking after their affairs, when in fact the attorney was 
only engaged for a specific task that is now complete. 

It is clear that there are a lot of companies making offerings of 
securities to strangers over the internet without the assistance of 
counsel, which may lead to problems later.

What are some key legal issues for equity crowdfunding 
offerings involving overseas investors?
I have seen a lot of US startups looking to raise funds overseas 
and just assuming that whatever they do in the US will work 
overseas. That is not necessarily the case. Every offering, 
wherever it is made, has to be registered under the Securities Act 
or be eligible for an exemption from registration. 

A startup could make Rule 506(c) offerings to overseas investors, 
if it can find a way of establishing their accredited status (and 
non-US investors are often leery of disclosing personal data). 
Some companies say they are relying on Regulation S under 
the Securities Act to make unregistered offerings outside the 
US, but Category 3 of Regulation S (the section of Regulation S 
that generally applies to US startups) imposes significant 
requirements on companies seeking to rely on it, including, in 
some cases, the adoption of changes to the company’s by-laws. 
But companies are not doing that.

There is also the issue of broker-dealer or equivalent regulation 
in the investors’ home country. If a foreign investor just happens 
to find a US startup and asks to invest, that is one thing. 
However, if the company or its agents are making offers into 
another country, they had better be doing so through an entity 
that is complying with local requirements as to the registration 
of financial intermediaries and the making of offers of securities.

In addition to CrowdCheck, what resources would you 
recommend to startups considering raising capital 
through crowdfunding?
Engage an accountant as early as the company can afford 
one. Even if it cannot pay for an audit, an accountant can help 
the company compile its financial statements in a way that 
looks professional and might help mitigate liability. If you are a 
founder of a startup you might not have any experience in, for 
example, how to recognize revenue. When you do eventually get 
your financials audited, early investors, if they have invested on 
the basis of inadequate financials, might get a nasty surprise.

QuickBooks, while used by many companies, is only a temporary 
solution and does not provide a good picture of how the 
company is doing. I spend hours at the close of each month 
taking CrowdCheck’s QuickBooks accounts and manually 
transposing information into an Excel spreadsheet which more 
closely tracks US GAAP. Essentially, get a real accountant.
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PARTNER
FARKAS & NEURMAN, PLLC

Jeff’s practice focuses on assisting venture capital firms, investment platforms, non-US businesses, 
investment and real estate funds and companies in all stages of their lifecycles, from formation 
to entry into the public markets and beyond. He also has substantial experience advising clients 
on debt and equity financings, legal structure, fund formation, secured lending, mergers and 
acquisitions, corporate governance and employment issues.
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Esther’s practice focuses on representing venture funds and assisting small and emerging growth 
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Confidentiality Agreement: Early-stage 
Business (Pro-discloser)
This excerpt of a Standard Document is for a confidentiality agreement for use by a startup 
company preparing to disclose information to a third party, such as a prospective investor or 
commercial partner. It has integrated notes, with important explanations and drafting and 
negotiating tips. For the complete, online version of this resource, visit Practical Law.
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PRE-DRAFTING CONSIDERATIONS
This Standard Document is for a 
confidentiality agreement, or non-disclosure 
agreement (NDA), intended for use by a 
startup or small business preparing to 
disclose information to a third party, such as 
a service provider or commercial partner in 
connection with its ongoing operations, or 
to a prospective investor or lender as part of 
a capital-raising transaction. This Standard 
Document has been drafted with terms 
favorable to the party disclosing confidential 
information.

This Standard Document is significantly less 
detailed than similar agreements typically 
used outside the startup and small business 
environment. The aim of this relative 
conciseness is to provide an agreement that 
can be easily understood by non-attorneys. 

Importance of NDAs in the Early-stage 
Business Context

A growing company may share confidential 
or sensitive information about its business 
or business plan with third parties in various 
contexts. Sharing business information can 
raise particular concerns in the startup 
world, because a startup’s main asset is often 
its business idea. A narrowly tailored NDA 
can be an effective means to help safeguard 
this asset. 

Specifically, a company seeking capital to 
fund its venture must determine whether to 
propose that a prospective investor or lender 
enter into an NDA before that party receives 
confidential or sensitive information. Also, 
many startups outsource website and mobile 
app design to third parties, and as part of 
this process provide them access to sensitive 
information and concepts. It is equally 

important to ensure that these parties keep 
company information confidential, especially 
considering that service providers often 
receive sensitive business information even 
earlier in a company’s business cycle than 
prospective investors would. Therefore, it 
often makes sense for a company to enter 
into an NDA with these service providers.

Before Suggesting an NDA to  
Prospective Investors

Sophisticated investors and lenders, 
including venture capital and private equity 
firms, have historically been reluctant to 
enter into NDAs. Examples of reasons these 
investors have given for this include:

�� They are likely to be approached by 
multiple startup founders with similar 
ideas in any given time period, and may 
eventually choose one founder over 
another based on that founder’s ability 
to execute the idea, as opposed to the 
idea itself. Entering into an NDA with 
each founder could potentially expose an 
investor to litigation if it decided to pursue 
a relationship with a founder who had a 
similar idea, even in the absence of any 
wrongdoing by the investor.

�� It would be prohibitively expensive and 
time-consuming to negotiate, execute and 
monitor compliance with an NDA for each 
startup that approaches them.

As a result of this, some practitioners advise 
their clients not to request NDAs from 
investors, taking the position that merely 
broaching the topic of an NDA with prospective 
investors (and, in particular, early-stage 
venture funds) will betray a startup founder 
as unsophisticated or end the opportunity to 
secure financing from the investor.

DRAFTING NOTE

SELECTED PROVISIONS AND DRAFTING NOTES 

Confidentiality Agreement

This Confidentiality Agreement (this ”Agreement”), dated as of [DATE], is by and between 
[NAME OF DISCLOSING PARTY], a [DISCLOSING PARTY’S STATE OF ORGANIZATION] [ENTITY 
TYPE] (the “Company”), and [NAME OF RECEIVING PARTY], a [RECEIVING PARTY’S STATE 
OF ORGANIZATION] [ENTITY TYPE] (the ”Receiving Party”). Each of the Company and the 
Receiving Party is a “Party” and, together, the “Parties.”
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1. Confidential Information.

1.1 The Parties wish to explore a possible business relationship or transaction between the 
Receiving Party and the Company (the “Relationship”) in connection with which the Company 
has disclosed and/or may further disclose its Confidential Information (as defined below) to 
the Receiving Party. This Agreement is intended to allow the Parties to continue to discuss and 
evaluate the Relationship while protecting the Company’s Confidential Information (including 
Confidential Information previously disclosed to the Receiving Party) against unauthorized use 
or disclosure.

1.2 The Parties hereby acknowledge that by virtue of this Agreement, the Receiving Party will 
have access to Confidential Information of the Company and that the communication of such 
Confidential Information to any third party could irreparably injure the business of the Company. 
Accordingly, the Receiving Party agrees that during the term of this Agreement (the ”Holding 
Period”), the Receiving Party shall treat and safeguard, and shall cause its affiliates, directors, 
officers, employees, managing members, general partners, agents and consultants (including 
attorneys, financial advisors and accountants) (collectively, the ”Representatives”) to treat and 
safeguard, as confidential and secret all Confidential Information received by the Receiving Party 
at any time, and that the Receiving Party shall not and shall not permit its Representatives to, 
without the prior written consent of the Company, disclose or reveal any Confidential Information 
or the fact that it has received Confidential Information, or that any discussions or negotiations 
are or were ongoing between the Parties, to any third party whatsoever or use the Confidential 
Information in any manner except in connection with the Relationship.

DEFINITION OF RELATIONSHIP
Generally speaking, it is in the company’s 
interest to describe the relationship as 
broadly as possible, as in the language 
above. This makes it less likely that the 
receiving party will be able to later claim 
that certain information was provided to 
it in the course of a separate arrangement 
between the parties, and therefore that 
information is not covered by the NDA. For 
example, over many months of negotiations 
a transaction structure initially proposed 
may drastically change. In this situation, the 
company must ensure that information it 
shared early on in the process is still covered 
by the NDA.

However, companies should consider that 
an overly broad definition of the relationship 
could permit the receiving party to use the 

confidential information more widely than 
the company intends. This is a particular 
concern if the parties are pursuing a 
relationship other than an investment in the 
company by the receiving party (for example, 
if the parties are competitors discussing a 
possible joint venture). In that situation, the 
clause defining the relationship could be 
revised to read:

[The Parties wish to explore a 
possible [DESCRIBE SPECIFIC 
BUSINESS OBJECTIVE, FOR 
EXAMPLE, JOINT VENTURE 
TO PURSUE INTERNATIONAL 
SALES OPPORTUNITIES] (the 
“Relationship”) in connection with 
which the Company has disclosed 
and/or may further disclose its 
Confidential Information (as defined 
below) to the Receiving Party.]

DRAFTING NOTE
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NON-DISCLOSURE OBLIGATION
This provision is drafted in favor of the 
company. A receiving party might suggest 
modifying its obligation so that instead of:

�� A flat obligation to treat as confidential and 
safeguard the confidential information, the 
receiving party must do so “with the same 
degree of care that the receiving party 
maintains its own sensitive information.” 
The company should generally resist this 
change, since there is often no simple 
way to verify the appropriateness of the 
receiving party’s confidentiality protection 
processes. A compromise position is to 
agree to this modification, but to add 
a qualifier that the degree of care the 
receiving party uses “shall be no less than 
a commercially reasonable degree of care.”

�� Being obligated to cause its 
representatives to treat as confidential 
and safeguard the confidential 
information, the receiving party must 
simply instruct or direct them to do so.

Permitted Disclosures

A receiving party may ask for certain 
exceptions to the non-disclosure obligation, 
which may be acceptable to the company 
assuming that they are narrowly tailored. 
These exceptions may include:

�� Permitting disclosure to a receiving 
party’s advisors.

�� Terminating the confidentiality obligation 
for information that has become public, 
unless the information became public as a 
result of a breach of the NDA.

�� Disclosure that is required by law.

�� Information that was not sourced from 
the company.

Disclosure to the Receiving Party’s Advisors

A receiving party may request that this 
provision be modified to allow the receiving 
party to provide confidential information 
to advisors, such as its attorneys and 
accountants. This exception is typically not 
objectionable so long as:

�� The category of individuals that may receive 
the information is as narrow as possible.

�� The additional recipients are themselves 
bound by confidentiality obligations.

This can be accomplished by including 
additional language requiring the receiving 
party to:

�� Only provide confidential information to 
parties that are subject to confidentiality 
obligations no less stringent than those 
in the NDA (known as a “back-to-back” 
confidentiality agreement).

�� Inform the additional recipients, in 
writing, of the confidential nature of the 
information, and in certain cases request 
that they also sign the NDA.

Information Becomes Public

NDAs often include language terminating 
the receiving party’s confidentiality 
obligation regarding confidential 
information that has become public through 
no fault of the receiving party. This type of 
provision should typically be acceptable 
to the company as long as it is drafted 
appropriately. A key concept to include is 
that the obligation should not fall away if 
the information becomes public as a result 
of the receiving party’s or a third party’s 
breach of a confidentiality obligation.

Disclosure Required by Law

A receiving party is likely to request a 
provision permitting it to disclose confidential 
information if it is required to do so by law, 
a regulation or a court order. This provision 
should typically be acceptable to the company. 
The provision should, however, require the 
receiving party to notify the company, in 
writing, before disclosing the confidential 
information. This will allow the company to:

�� Prepare for the disclosure.

�� If necessary, use its own resources to contest 
the disclosure obligation or court order.

Information Not Sourced from the Company

Receiving parties also commonly request a 
provision excluding from the scope of the 
NDA information that was:

�� Independently developed.

�� Obtained by the receiving party from 
sources other than the company.

This provision should typically be 
acceptable to the company. It should be 
drafted to allow disclosure of this type of 

DRAFTING NOTE
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1.3 For the purposes of this Agreement, ”Confidential Information” means any information not 
generally known to the public or recognized as standard industry practice, including, without 
limiting the generality of the foregoing, [any data; reports; studies; interpretations; forecasts; know-
how; compositions; plans; strategies; strategic partnerships and the existence of the discussions 
between the Parties; employee information; financial records and inventory records of the Company; 
intellectual property; trade secrets; product development plans; research; ideas; concepts; designs; 
formulas; technology; devices; inventions; methods or processes, whether or not patented or 
patentable; the substance of agreements with clients, suppliers and any third party; customer lists; 
supplier lists; marketing arrangements; channels of distribution; pricing policies and records], 
and such other information normally understood to be confidential or otherwise designated as 
such in writing by the Company, as well as information discerned from, based on or relating to any 
of the foregoing which may be prepared by the Receiving Party, all of which the Receiving Party 
expressly acknowledges and agrees shall be confidential and proprietary information belonging 
to the Company. Confidential Information shall also include any other document or information 
(whether of the Company or of any supplier or customer of the Company or any third party with 
whom or which the Company has an agreement concerning the confidentiality of information) 
which comes into the Receiving Party’s possession as a result of this Agreement.

CONFIDENTIAL INFORMATION
This definition of confidential information 
is long and relatively exhaustive. To make 
the NDA as concise as possible, counsel 
should consider deleting any of the items 
listed in the brackets that are clearly not 
relevant to the company’s business or the 
type of information expected to be provided. 
However, if there is any doubt about whether 
an item may become relevant, it should 
generally be included.

The clause immediately following the 
bracketed list is an important catchall 
provision. Generally, it is in the company’s 
interest to include the catchall. The receiving 
party may ask that the catchall be removed 
because it makes the definition overly vague. 

Deleting the catchall may be acceptable if 
the company is confident that it has listed 
all the possible types of information it may 
provide to the receiving party.

DERIVATIVE DOCUMENTS
A receiving party might use the company’s 
confidential information to create its own 
internal documents, such as financial models 
or other analyses of the company. Even 
though analyses of this type are produced 
by the receiving party, their disclosure 
could effectively constitute disclosure of 
the underlying confidential information. 
This provision includes a clause designed 
to protect the company from indirect 
disclosures of this type.

DRAFTING NOTE

information so long as the information  
was not:

�� Developed as a result of a breach of  
the NDA.

�� Received from a source that was itself in 
breach of a confidentiality obligation.

KEEPING DISCUSSIONS WITH THE 
RECEIVING PARTY CONFIDENTIAL
It is typically in the company’s interest to 
keep the fact that it is having discussions 

with the receiving party confidential. The 
penultimate clause in this provision is 
intended to prevent the receiving party from 
revealing that discussions with the company 
are ongoing. This is intended to, for example:

�� Prohibit the receiving party from 
publicizing the substance of negotiations 
to gain leverage over the company.

�� Avoid causing premature concern about 
a potential transaction among the 
company’s customers, employees and 
other investors.
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1.4 Upon termination of the Holding Period, the Receiving Party shall promptly return to the 
Company all documents and papers relating to the Company, including any Confidential 
Information, together with any copies thereof; provided that if either Party decides not to proceed 
with the Relationship and provides written notice to that effect to the other Party, the Receiving 
Party will promptly deliver or cause to be delivered to the Company all documents or other 
matter furnished by the Company or its agents or representatives to the Receiving Party or the 
Representatives constituting Confidential Information, together with all copies thereof in the 
possession of the Receiving Party or the Representatives.

1.5 The Receiving Party further agrees that it shall:

 (a) immediately notify the Company, in writing, of any breach of this Agreement;

 (b) fully cooperate with the Company to mitigate the effect of such breach; and

 (c)  be responsible for any breach of this Agreement caused by any of its Representatives or 
any third party to whom or to which it has provided or given access to the Confidential 
Information.

1.6 The Receiving Party, and any third party to whom or to which the Receiving Party provides 
the Confidential Information, will comply with all applicable laws with respect to the use and 
maintenance of the Confidential Information, including without limitation any applicable data 
protection laws.

2. Term and Termination. 

2.1 Each Party’s rights and obligations under this Agreement shall commence on the date first 
written above and expire on the date that is the earlier of (a) [NUMBER] year[s] from such date 
and (b) any termination pursuant to Section 1.4 above, unless in either case any applicable 
privacy law requires a longer period. Notwithstanding anything to the contrary in this Agreement, 
each Party’s rights and obligations pursuant to this Agreement shall survive the expiration 
or termination of this Agreement for a period of [NUMBER] year[s] after such expiration or 
termination, even after the return of such Confidential Information by the Receiving Party.

RETURN OF CONFIDENTIAL  
INFORMATION
It is important that the NDA specify 
what the receiving party must do with 
the confidential information at the end 
of the holding period. Generally, it is the 
most favorable to the company if the 
receiving party must return the confidential 
information to the company. The company 
should resist including language that 
would require it to request return of the 
information (in other words, the obligation 
should arise automatically at the end of the 
holding period).

However, receiving parties often ask for 
the option to destroy materials instead of 
returning them. A receiving party might be 
particularly concerned about not agreeing to 
“return” confidential information contained 
in the receiving party’s own derivative 
documents containing confidential 
information. This generally should be 
acceptable to the company, and can be 
accomplished through the following clause:

[or destroy such documents 
and papers (including any held 
electronically) and certify in writing 
to the Company that they have been 
destroyed.]

DRAFTING NOTE
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TERM
There are several options for the term of an 
NDA of this type:

�� An indefinite term. This will generally be 
rejected by the receiving party.

�� A fixed term, beginning on the date 
of the NDA. This is the approach taken 
by this provision. A term of one year 
is common, although a longer term is 
preferable to the company.

�� A fixed term beginning after conclusion 
of the relationship. The relationship may 
end because the parties decide to proceed 

with a transaction and complete that 
transaction, or because the parties decide 
to end the relationship. 

If the parties want to continue the term 
of the NDA beyond the point that they 
enter into the principal agreement for 
the investment in the company or other 
transaction, that new agreement can include 
a confidentiality provision that references or 
incorporates this NDA.

The NDA should include a survival clause 
with a definitive survival period. A term of 
two years is common.

DRAFTING NOTE

3. Additional Provisions. 

[. . .]

 Search Confidentiality Agreement: Early-stage Business (Pro-discloser) 
for the complete, online version of this resource, including additional 
provisions and related drafting notes.
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 Holly counsels clients on a full range of governance 
issues, including fiduciary duties, risk oversight, 
conflicts of interest, board and committee structure, 
board leadership structures, special committee 
investigations, board audits and self-evaluations, 
shareholder initiatives, proxy contests, relationships 
with shareholders and proxy advisors, compliance with 
legislative, regulatory and listing rule requirements, 
and governance best practice.

Results from the 2015 proxy season highlight the various 
ways different types of investors approach their ability to 
influence the governance of a corporation. Companies 
seeking to gain support for board and management 

positions are well-advised to understand these distinctions and 
differentiate their strategies as they consider how best to engage 
shareholders. 

While large, long-term institutional investors tend to focus on 
shareholder rights and board composition, as evidenced by their 
support for shareholder proposals for proxy access and majority 
voting, individual shareholders show far less support for these 
reforms (outside of the handful of individual shareholders who 
account for a significant number of the shareholder proposals 
brought each year). In contrast, hedge funds appear more 
focused on achieving actual board composition change to help 
further their specific near-term financial goals. 

The continuing increase in institutional investor influence, evident 
in the success of the proxy access campaign by New York City 
Comptroller Scott Stringer, was the defining trend of the 2015 
proxy season and is likely to drive how companies respond to other 
shareholder initiatives in 2016. Institutional investor influence is 
also likely to impact company efforts to engage with individual 
shareholders as it becomes clearer that individual shareholders, 
who are more likely to vote against proxy access proposals and 

Hot Topics for the 2016 Proxy Season
In her regular column on corporate governance issues, Holly Gregory outlines the issues that 
are likely to define the 2016 proxy season based on trends from the 2015 proxy season.
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otherwise support board and management positions when they 
do vote, are voting at lower rates than ever before. 

Companies should begin preparing now for the 2016 proxy season 
to ensure that they are well-positioned to engage with shareholders 
on any issue that received significant support in the 2015 proxy 
season at the company, any executive compensation concerns 
that became apparent through the say on pay vote and any other 
issues that could arise in the coming proxy season. Counsel 
should be ready to advise and update the board on:

�� Distinct voting patterns of institutional and retail investors.

�� Trends in shareholder activism and engagement.

�� The most prevalent shareholder proposals from the 2015 proxy 
season, including proxy access and other Rule 14a-8 proposals. 

�� Areas of focus for the 2016 proxy season.

�� Steps the board and management should take now to 
prepare for next year. 

DISTINCT VOTING PATTERNS OF INSTITUTIONAL  
AND RETAIL INVESTORS
The proportion of stock in US public companies held by 
individuals has fallen precipitously from as high as 92% in 1950 
to approximately 33% in 2010, as more individuals have shifted 
their investments from direct share ownership to intermediary 
investment vehicles, such as pension funds, mutual funds and 
exchange traded funds (see Luis A. Aguilar, SEC Commissioner, 
Speech at Georgia State University (April 19, 2013)). This shift, 
combined with a host of other factors including rule changes 
that prohibit brokers from voting uninstructed shares on a wide 
range of matters, has led to a decline in support for board and 
management positions on matters brought to a shareholder vote. 

According to a recent report from Broadridge and 
PricewaterhouseCoopers, not only the proportion of individual 
ownership has declined, but individual shareholder participation 
in proxy voting has also declined (Proxy Pulse, 2015 Proxy 
Season Wrap-up, Third Edition 2015 (Proxy Pulse Report)). In 
2015, individual shareholders voted just 28% of their shares, 
continuing a downward trend in individual shareholder voting. 
In sharp contrast, institutional investors voted more than 90% of 
their shares in the 2015 proxy season. 

This trend is worth focusing on because institutional investors 
are less likely than individual shareholders to support the board 
and management in voting on shareholder proposals. The 
Proxy Pulse Report observes that among those investors who 
vote, institutional investors are four times more likely to support 
proxy access than are individual shareholders (61% of votes cast 
by institutional investors were in favor of proxy access in 2015, 
compared with only 15% of votes cast by retail investors). This 
suggests that companies facing a proxy access vote should 
consider ways to encourage their retail investors to vote. 

However, although individual shareholders tend as a group to 
support the board and management in their voting patterns, a 
very small group of individual shareholders continue to account 
for a disproportionate number of shareholder proposals. 
According to Proxy Monitor’s 2015 Proxy Season Wrap-up, just 

three individuals and their close family members accounted for 
approximately one-third of all shareholder proposals filed in the 
2015 proxy season at Fortune 250 companies. 

In 2015, the number of shareholder proposals filed by institutional 
investors increased due to the 75 proxy access proposals filed 
by Comptroller Stringer on behalf of various New York City 
pension funds. Notably, the identity of shareholder proponents 
continues to gradually shift. While individual shareholders 
account for the majority of shareholder proposals, followed by 
public pension funds and labor unions, the number of proposals 
sponsored by other institutional investors rose.

TRENDS IN SHAREHOLDER ACTIVISM
Shareholder activism aimed at obtaining board representation and 
influencing particular corporate strategic and financial decisions 
has been at record highs for several years and shows little 
sign of abating. This trend is attributed to a number of factors, 
including the flow of money into activist hedge funds. These 
funds had less than $50 billion in assets under management in 
2010, compared to more than $200 billion in 2015. 

Companies are negotiating settlements in significant proportion. 
As a result, the percentage of total proxy contests going to a 
vote has fallen to approximately 24% of the 91 proxy contests 
so far in 2015, compared to 35% in 2014. Interestingly, proxy 
advisor support for the board in contests for board representation 
has increased. It is estimated that Institutional Shareholder 
Services Inc. (ISS) has supported the board in approximately 
50% of proxy contests in 2015, compared to approximately 33% 
of proxy contests the previous year. Shareholder activists have 
succeeded in a significant majority of cases (approximately 65%) 
if settlements and partial victories are counted.

The DuPont challenge this year shows that even the largest, 
most respected and successful companies can be targets. In 
this environment of heightened shareholder activism, corporate 
preparedness is critical, as well as establishing stable, positive 
relationships with large, long-term shareholders and a faithful 
retail investor base.

SHAREHOLDER ENGAGEMENT DEVELOPMENTS
In the 2015 proxy season, the trend of significant engagement 
between companies and their shareholders continued as 
companies increased their efforts to understand and respond to 
shareholder concerns. According to analysis by the EY Center for 
Board Matters, while only 6% of S&P 500 companies disclosed 
in their proxy statements information about shareholder 
engagement in 2010, 56% included this disclosure in 2015 (EY 
Center for Board Matters, Four Takeaways from Proxy Season 2015, 
June 2015 (EY Proxy Season Analysis)). Clearly, shareholder 
engagement continues to provide a valve for releasing tensions. 

Shareholder engagement efforts are driven by a host of factors, 
including concerns about shareholder votes on say on pay and 
other proposals, and concerns about hedge fund activism. This 
is evident in the topics that companies are discussing with their 
shareholders, including:
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�� Executive compensation.

�� Shareholder rights, such as proxy access and majority voting.

�� Board structure and composition, including independent 
board leadership, director qualifications, tenure, evaluation 
and diversity.

�� CEO performance, compensation and succession planning.

�� Strategic direction and risk oversight.

�� Audit committee reporting.

�� Sustainability practices and reporting.

Companies should be mindful that large institutional investors 
have limited resources to devote to engagement efforts relative 
to the number of companies in their portfolios. Therefore, 
large institutional investors may prefer to engage only when 
circumstances necessitate it during the proxy season, reserving 
more general engagement for the off season. Often companies 
will organize engagement into two distinct categories: 

�� An off-season effort to reach out to and hear from investors 
about the matters that were on the prior ballot and any 
issues that are likely to come up in the upcoming season. 
This is aimed largely at learning about shareholder views 
and perspectives, and establishing relationships. Companies 
should keep track of these efforts and what is learned since 
this may provide the basis for helpful disclosure in the next 
proxy statement.

�� Outreach closer to or during the proxy season about specific 
issues that have arisen.

Shareholder engagement takes various forms, including 
in-person meetings and phone calls with one or more significant 
or influential shareholders, and group meetings or conference 
calls with a like-minded coalition. An important component of 
effective engagement is paying attention to the thoughts and 
interests of the particular shareholder.

Depending on the circumstances and the topic, investors may 
appreciate hearing directly from a director, but this is not necessary 
in many instances. Where directors do engage directly, they must 
do so carefully to ensure that the engagement complies with 
prohibitions on selective disclosure and is consistent with the board’s 
viewpoints. Absent highly unusual circumstances, management 
should also participate in these sessions. As with management 
engagement efforts, preparation and careful listening are important 
to ensure that participants are knowledgeable about the issue. 

KEY 2015 SHAREHOLDER PROPOSALS
As in past proxy seasons, S&P 500 companies received the most 
significant proportion of shareholder proposals on governance 
and compensation, and environmental, social and political (ESP) 
issues. These issues also appear to be trickling down to the 
broader Russell 3000. 

Most governance-related proposals sought to increase 
shareholder rights through:

�� Proxy access (approximately 35% of governance proposals).

�� The ability to act by written consent (approximately 15% of 
governance proposals).

�� The ability to call special meetings (approximately 9% of 
governance proposals). 

�� Majority voting in uncontested elections (approximately 5% of 
governance proposals).

In addition, the topic of independent board leadership garnered 
significant attention as the second most common governance 
proposal after proxy access (approximately 26% of governance 
proposals).

PROXY ACCESS PROPOSALS

Proxy access was the defining issue of the 2015 proxy season 
as the campaign by shareholder rights proponents, led by 
Comptroller Stringer, for the ability of shareholders to nominate 
director candidates in the company’s proxy statement at the 
company’s expense gained momentum. This is evidenced by: 

�� The number of shareholder proxy access proposals going to a 
vote (87 proposals, compared to 18 in 2014).

�� The average vote in favor of these proposals (54%, compared 
to 34% in 2014).

�� The rate at which these proposals have achieved majority 
support (59%, compared to 28% in 2014).

�� The number of companies that have adopted proxy access in 
2015 to date (32 companies, compared to seven in 2014).

A fair degree of consensus about the terms on which proxy 
access should be available is also developing. All shareholder 
proposals, including the 75 proposals brought by Comptroller 
Stringer, sought an ownership threshold of 3% of outstanding 
shares held for three years as a condition to bringing forward 
a proxy access candidate. Those companies that have adopted 
proxy access in 2015 have done so on fairly similar terms with 
respect to the primary issues (although there continues to be 
some variation on the details of implementation). 

Of the 32 companies that adopted proxy access in 2015: 

�� All require a nominating shareholder or group to beneficially 
own either 3% or 5% of the company’s outstanding shares for 
three years, with:
�z 26 companies (81%) requiring 3%; and
�z 6 companies (19%) requiring 5%.

�� All limit the maximum percentage of board seats for proxy 
access candidates to either 20% or 25%, with:
�z 23 companies (72%) limiting to 20%; and 
�z 9 companies (28%) limiting to 25%.

�� Most limit the number of shareholders that may comprise 
the nominating group, with a limit of 20 shareholders as 
the most common limit (23 of the 32 companies, or 72%), 
but companies have adopted limits of one, five, ten or 15 
shareholders, and a small number have adopted no limit. 

James McRitchie, a shareholder activist who regularly brings 
shareholder proposals at a number of companies, has indicated 
that he will consider submitting shareholder proposals in 2016 
to remove limits on the number of shareholders who can join 
together to satisfy the ownership threshold. Similarly, the 
Council of Institutional Investors stated that it disfavors any limit 
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or cap on the number of shareholders in the nominating group 
(Council of Institutional Investors, Proxy Access: Best Practices, 
August 2015). 

Adopting companies also usually specify other procedural and 
disclosure requirements. Typical provisions include:

�� A deadline for nominations.

�� A requirement that nominating shareholders commit to 
continue to hold shares through the meeting (and even beyond).

�� A requirement that nominating shareholders possess both full 
voting and investment rights.

�� Disclosure requirements from both the nominating 
shareholders and proxy access nominees.

�� Circumstances in which proxy access nominees may be 
excluded from the proxy card or disqualified from board 
service, for example: 
�z restrictions on renomination in year two if the candidate did 
not receive a certain percentage of favorable votes; and
�z disqualification if compensation is received from a third 
party for serving as a director. 

In addition, at some companies the cap on the number of board 
seats available for proxy access candidates is adjusted depending on 
whether other director candidates are nominated by shareholders 
pursuant to the company’s advance notice by-law provision. The 
available proxy access seats in any given year may also be limited 
by a board decision to renominate a director who originally joined 
the board as a proxy access candidate. It is also typical to require 
nominating shareholders to make representations that they have no 
control intent and are not participating in any solicitation other than 
related to the proxy access candidate or the board’s nominees.

To date, no shareholder has used proxy access to include a 
director nominee in the proxy materials of a US company.

OTHER RULE 14a-8 PROPOSALS AND VOTING RESULTS 

The following results are based on research using the ISS Voting 
Analytics Database for the number of proposals that went to a 
vote and the Alliance Advisors 2015 Proxy Season Review for the 
approximate number of shareholder proposals submitted. While 
proxy access was the most common shareholder proposal to 
come to a vote (87 voted on out of approximately 117 submitted), 
other key shareholder proposals that came to a vote in high 
numbers related to:

�� Sustainability and the environment (84 voted on out of 
approximately 164 submitted).

�� Executive compensation (80 voted on out of approximately 
136 submitted).

�� Political spending and lobbying activities (65 voted on out of 
approximately 121 submitted). 

�� Independent board leadership (63 voted on out of 
approximately 82 submitted).

�� Shareholder action by written consent (36 voted on out of 
approximately 44 submitted).

The percentage of shareholder proposals withdrawn was 
down slightly from 2014, and although the number of requests 

for no-action relief to the SEC was greater than in 2014, the 
percentage of successful petitions fell from slightly over 59% in 
2014 to just over 44% in 2015.

While proxy access was the big news story, it came in third place 
in terms of the types of shareholder proposals receiving the 
highest average votes in support. The shareholder proposals 
with the highest average support were:

�� Board declassification (average support of 71.3%, passed at 
14 of 15 companies).

�� Majority voting in uncontested director elections (average 
support of 69.3%, passed at eight of 11 companies).

�� Proxy access (average support of 54.3%, passed at 51 of 87 
companies).

�� Elimination or reduction of supermajority vote requirements 
(average support of 59.8%, passed at seven of 11 companies).

Other shareholder proposals that showed significant levels of 
shareholder support were: 

�� Shareholder ability to call special meetings or to lower the 
threshold (average support of 42.4%, passed at four of 21 
companies). 

�� Shareholder ability to act by written consent or to lower the 
threshold (average support of 39.4%, passed at two of 36 
companies). 

Although there were a significant number of shareholder proposals 
seeking an independent chair that went to a vote, the proposal 
passed at only two of 63 companies in 2015, with average 
support of 29.1% (a five-year low). While the change in ISS vote 
recommendation policy to a more case-by-case approach rather 
than a fairly well-defined standard appears to have led to an 
increase in favorable ISS recommendations for independent 
chair proposals, the change does not appear to have had any 
meaningful impact. 

Executive compensation shareholder proposals have become a 
smaller proportion of shareholder proposals in the wake of the 
mandatory say on pay vote opportunity implemented in 2011. Of 
the 80 compensation-related shareholder proposals voted on 
in the 2015 proxy season, most related to accelerated vesting of 
equity awards (27 proposals).

As in the past few years, ESP topics accounted for a significant 
proportion of shareholder proposals filed and voted on, but it 
remains rare for these proposals to achieve majority support. 
To date in 2015, although one ESP proposal achieved majority 
support, no ESP proposal has passed. 

While ESP proposals overall tended to achieve relatively low 
levels of support (on average around 22%), depending on the 
circumstances it was not unusual for shareholder proposals 
relating to political spending and lobbying activity to achieve votes 
of more than 35%. Political spending and lobbying proposals 
comprised almost 32% of ESP proposals voted on in 2015, and 
achieved average support of 27%. The highest votes received on 
average for ESP proposals (where the proposal was voted on at 
more than one or two companies) were on sustainability reporting 
proposals, which achieved average support of 31%.
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DIRECTOR ELECTIONS

In the vast majority of director elections in the 2015 proxy season, 
shareholders supported the directors nominated by the board, 
with average levels of support greater than 96%. According to 
the EY Proxy Season Analysis, opposition to director nominees 
reached its lowest level in seven years. It concludes that, “For 
now, it appears that long-term institutional investors’ concerns 
about board composition and accountability are playing 
out primarily through the support of structural governance 
changes.” However, the EY Proxy Season Analysis notes that 
this approach is in direct contrast to activist hedge fund investors 
looking for changes in the board slate to seek greater control. 

In the unusual cases where directors have not achieved majority 
support in an uncontested election, contributing factors include:

�� Perceived lack of responsiveness to majority-supported 
shareholder proposals or to a failed director vote in the 
prior year.

�� Perceived lack of responsiveness to a failed say on pay vote in 
the prior year or persistent pay for performance concerns. 

�� Concerns about unilateral board action in adopting a poison 
pill or by-law amendment involving shareholder rights.

�� Overboarded directors.

These are all factors that may contribute to a negative vote 
recommendation from proxy advisors. The 2015 proxy season 
was the second in which ISS applied its policy of recommending 
against directors for the board’s failure to substantially implement 
a non-binding shareholder proposal that received majority support 
in the prior year. While ISS claimed that this policy would be applied 
in a nuanced and company-specific way, application of the policy 
led to a number of negative vote recommendations for directors in 
both the 2014 and 2015 proxy seasons. As in 2014, it appears that 
ISS negative vote recommendations based on the perceived lack 
of board responsiveness to shareholder concerns, as evidenced 
by a failure to implement a successful shareholder proposal, was 
the leading factor associated with directors who failed to receive 
majority support in an uncontested election in 2015. 

Proxy advisor policies that seek to discourage re-election of 
directors who have engaged in conduct they disfavor, when 
combined with the broad adoption of majority voting as the voting 
standard in uncontested elections and rules that prohibit brokers 
from voting uninstructed shares, gives rise to some risk for director 
re-election should the board act in a manner that does not 
conform to proxy advisors’ views. While directors cannot abdicate 
their fiduciary judgment, it is not prudent to ignore the concerns of 
a majority of the voting shareholders. Companies should carefully 
consider how to respond to any non-binding shareholder proposal 
that received significant support. Where a shareholder proposal 
received majority support, special care should be taken to 
engage with the proponent and other shareholders on the issue 
and consider whether and how to take responsive action. 

AREAS OF FOCUS FOR THE 2016 PROXY SEASON
In addition to reviewing the most prevalent shareholder 
proposals and voting results from the 2015 proxy season, 

counsel should assess and review with the board the most likely 
subjects of shareholder proposals for the 2016 proxy season. 
Issues relating to shareholder rights will likely continue to be a 
focus of 2016 shareholder proposals, including:

�� Proxy access.

�� Elimination of supermajority provisions to amend by-laws.

�� Annual election of directors (board declassification).

�� Majority voting in director elections.

�� Shareholder ability to call special meetings.

�� Shareholder ability to act by written consent.

�� Independent board leadership. 

�� Director tenure.

For ESP topics, companies should expect shareholder proposals on:

�� Political spending and lobbying activity.

�� Environmental sustainability and risks.

�� Human rights policies and impacts.

�� Diversity.

On August 4, 2015, ISS released its 2016 Annual Policy Survey 
designed to elicit input for ISS consideration in determining its voting 
policies for the 2016 proxy season (available at issgovernance.com). 
The survey topics provide insight into policies that ISS may adopt or 
amend for the 2016 proxy season. Counsel should watch for draft 
policy revisions to be released in October 2015 for comment, and 
for final release of the policy updates in November 2015. 

Additionally, compensation issues are likely to be a subject 
of much discussion in boardrooms in the coming months as 
companies prepare for new disclosures given recent SEC action 
on several mandated Dodd-Frank Act compensation-related 
provisions. Attending to shareholders’ views on say on pay will 
also continue to be important for those companies that did not 
achieve shareholder support higher than 80%. 

Search Hot Topics for Compensation Committees for 2016 for more on 
key issues for compensation committees in 2016.

PREPARING FOR THE 2016 PROXY SEASON
The following are actions the board and management can begin 
taking now to prepare for the next proxy season:

ENGAGE SHAREHOLDERS

�� Identify the company’s top 20 to 25 shareholders. Find 
out whether those shareholders rely on proxy advisors, have 
established voting guidelines and have any concerns about 
the company’s governance practices.

�� Review the demographic of the shareholder base. It is 
important to understand who owns the company and how 
they voted, including:
�z the proportion of institutional voters to retail voters;
�z the participation levels for various groups; and 
�z any trends regarding distinctions in how the various 
groups voted. 
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�� Consider how to encourage retail voters. Given the higher 
rates at which individual shareholders will support management 
and board positions in voting on shareholder proposals, 
consider whether there are actions that the company can take to 
encourage greater vote participation by individual shareholders. 

�� View the company through an activist hedge fund lens. It 
is helpful to periodically consider how an activist hedge fund 
might propose to unlock value. Should an activist appear, it is 
critical to keep an open mind and evaluate the proposal on the 
merits. This review can help illuminate the degree to which the 
company is vulnerable to activist critiques and whether it would 
be appropriate to make any modifications to the company’s 
strategy and operations in light of these weaknesses.

�� Preparing in advance for shareholder activism without 
presuming a negative view. Advance preparation can be 
valuable with respect to information flow and communications 
plans. However, avoid plans that assume that the board will 
resist an overture.

�� Review, but do not over-rely on, structural takeover defenses. 
Although periodic review of structural takeover defenses is 
important, these provisions do little to protect against an 
activist who seeks only a minority position on the board. 

�� Oversee shareholder communication and engagement 
efforts. The board should consult with management on 
shareholder communication and engagement plans and take 
steps to develop an effective shareholder engagement program 
and policies. Consider both the content of communications 
and an appropriate spokesperson. Communications with 
shareholders should articulate the rationale for board decisions 
and, as appropriate, emphasize active board involvement in 
providing fiduciary oversight, as well as the lack of performance 
problems and other red flags. While very often one or 
more members of management will undertake the primary 
engagement with key shareholders, there are occasions where 
involvement by a director can be highly effective. 

TRACK SHAREHOLDER PROPOSAL DEVELOPMENTS

�� Analyze 2015 shareholder proposals. Evaluate shareholder 
proposals submitted to the company for the 2015 proxy 
season, including the outcome of negotiations, challenges 
made by the company and voting results. The voting results 
on management proposals should also be reviewed.

�� Determine whether action is necessary given the 2015 proxy 
season voting results and any other developments. Carefully 
consider how to respond to any non-binding shareholder 
proposal that received significant support. Where a proposal 
received majority support, carefully engage with the proponent 
and other shareholders on the issue and consider whether and 
how to take responsive action (keeping in mind the board’s 
responsibility to apply its own judgment to the matter).

�� Consider proxy access strategies. Follow proxy access 
developments closely and discuss with the board the various 
proxy access terms and the options, including adopting proxy 
access without receiving a shareholder proposal versus taking 
a wait and see approach. Under a wait and see approach, the 
board should also consider the various options if the company 
receives a shareholder proposal. 

�� Monitor hot topics and compare governance practices. 
Obtain regular reports on shareholder hot topics, and keep 
track of and compare governance developments and emerging 
practices, including changes to proxy advisor voting policies.

CONSIDER COMPENSATION-RELATED MATTERS

�� Continue to apply rigor in the design of compensation 
programs. Assure alignment between pay and performance in 
both good and bad times. Avoid undue complexity and create 
meaningful metrics to enable straightforward disclosure 
regarding compensation decisions and rationales. 

�� Prepare for new compensation disclosures. Discuss with 
the compensation consultant, the compensation committee 
and human resources the implications of the new SEC 
compensation-related rules, and the timetables and steps 
involved in preparing the disclosures. 

EVALUATE BOARD COMPOSITION

�� Review board composition and director qualifications. 
Assess the board’s composition relative to the company’s 
needs and consider whether additional experience, skill sets or 
viewpoints are required or desired. Review individual director 
qualifications and analyze how the disclosure of the director’s 
attributes is likely to look and whether the director meets the 
appropriate independence standards.

�� Identify and assess director candidates. Identify which 
directors will be recommended for renomination and 
reevaluate the director’s performance and qualifications. 
Determine whether the board needs new director candidates 
and, if so, what attributes should be sought.

REVIEW GENERAL CORPORATE GOVERNANCE PRACTICES

�� Articulate the rationale for governance practices. Discuss 
and agree on, and record as appropriate, the rationale behind 
governance decisions. 

�� Review governance documents. Review the company’s 
charter, by-laws, shareholder meeting procedures, corporate 
governance guidelines, committee charters and board policies 
to ensure that they are up to date and appropriately reflect 
the company’s governance practices.

�� Monitor proxy advisor policies and specific reports 
relating to the company. Register to take advantage of any 
opportunity to preview and review proxy advisor reports about 
the company.

�� Reserve time for proxy review. Ensure there is adequate time 
to review the proxy statement and engage in discussions with 
management on how to make the proxy statement a more 
effective communication tool.

For a calendar that outlines how a board may wish to organize 
its activities taking into account applicable SEC rules, listing 
standards and general governance principles, see The Sidley 
Best Practices Calendar for Corporate Boards and Committees, 
available at sidley.com. 

The views stated above are solely attributable to Ms. Gregory and 
do not necessarily reflect the views of Sidley Austin LLP or its clients.
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MARKET OVERVIEW

Following an exceptional year in 2014, initial public 
offering (IPO) activity in the US slowed substantially in the 
first two quarters of 2015. There were 80 US IPOs in the 
first two quarters of 2015 by domestic and foreign private 

issuers (FPIs), raising more than $11.5 billion (see Figure A). By 
comparison, 135 IPOs priced during the same period in 2014, 
raising more than $26.6 billion. In 2014, there were 75 IPOs in 
the second quarter alone. 

The slowdown was more pronounced in the first quarter, during 
which only 27 IPOs went to market. The first quarter of 2015 was 
the least active quarter by number of IPOs since the first quarter 
of 2013 and the smallest quarter by proceeds raised since the 
third quarter of 2011, according to Renaissance Capital - manager 
of IPO-focused ETFs. 

In the second quarter of 2015, the number of IPOs rebounded 
to 53, nearly double that of the first quarter. Average deal size, 
however, remained significantly lower than in recent years. The 
average deal size for the first two quarters of 2015 was $144.3 
million, down from $197.5 million for the first half of 2014 and 
$235.6 million for the first half of 2013. In the first half of 2015 
there were no IPOs over $1 billion (the highest was Univar Inc.’s 
$770 million IPO), compared to five and two IPOs over $1 billion 
in the first half of 2014 and 2013, respectively.

Factors influencing the drop in the number of IPOs and average 
deal size in the first two quarters of 2015 include:

�� The ready availability of private financing from venture capital 
and private equity sponsors at high valuations, allowing 
companies to delay going public.

�� Fewer large-scale IPOs with private equity sponsors. There were 
fewer private equity IPO exits in the first quarter of 2015 than in 
any quarter since 2009, according to Renaissance Capital.

�� An active M&A market in the first half of 2015, offering an 
attractive alternative exit path for financial sponsors.

Q1 AND Q2 US IPO DEVELOPMENTS
A review of the first and second quarter IPO filings by all US 
domestic issuers (excluding REITs, special purpose acquisition 
companies (SPACs) and unit offerings) and FPIs that completed 
an IPO (or a first-time US issuance for an FPI on an F-series 
registration statement) revealed the following trends:

�� The vast majority of issuers confidentially submitted their 
draft registration statement to the Securities and Exchange 
Commission (SEC) before making any public filing.

�� FPIs continued to exercise the flexibility permitted by SEC 
rules to use financial statements prepared under accounting 
principles other than US GAAP (Generally Accepted 
Accounting Principles). 

Mid-year IPO Round-up
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�� Underwriting discounts did not vary greatly, with 75% of all 
IPOs paying an underwriting discount of 7%.

�� 56 IPO issuers (70%) chose to list their securities on NASDAQ.

�� IPOs by companies in the services and pharmaceuticals/
biotechnology industries accounted for over 58% of all offerings.

�� 93.8% of IPO issuers had a lock-up period of 180 days for the 
company and 91.3% had a lock-up period of 180 days for their 
directors, officers and shareholders.

CONFIDENTIAL SUBMISSIONS AND REDUCED  
FINANCIAL DISCLOSURE

Since the passage of the Jumpstart Our Business Startups Act 
(JOBS Act), one of the principal advantages for an emerging 
growth company (EGC) conducting an IPO is the ability to submit 
a draft registration statement and later amendments to the SEC 
for confidential nonpublic review prior to any public filing. 

While an FPI can also qualify as an EGC, the SEC’s Division 
of Corporation Finance has historically maintained a policy 
permitting certain FPIs to submit drafts of a first-time 
registration statement to the SEC for nonpublic review. 

In the first half of 2015: 

�� 73 IPO issuers (91.3%) identified themselves as EGCs, 
including all 27 issuers in the first quarter.

�� 68 IPO issuers (85%) confidentially submitted a draft 
registration statement to the SEC. On average, these issuers 
took 92 days from the first confidential filing to the first public 
filing of the draft registration statement.

�� Only five IPO issuers (6.8%) that identified themselves as 
EGCs opted not to confidentially submit their draft registration 
statement to the SEC.

A review of the first and second quarter IPO filings shows that 13 
IPO issuers were FPIs. All 13 FPI issuers identified themselves as 
EGCs and confidentially submitted a draft registration statement 
to the SEC. 

 Search Filing Documents with the SEC for more on the process for 
confidentially submitting a draft registration statement (submission 
types “DRS” and “DRS/A”) via EDGAR.

The JOBS Act also permits EGCs to include in the IPO 
registration statement only: 

�� Two years of audited financial statements (instead of the three 
years required for non-EGCs). 

�� Two years of selected financial data (instead of the five years 
required for non-EGCs).

As a result, the MD&A (Management’s Discussion and Analysis 
of Financial Condition and Results of Operations) section in an 
EGC’s IPO prospectus need only include a discussion of two 
years of financial information (instead of the three years required 
for non-EGCs). 

Despite these accommodations, an EGC may elect to include 
three full years of audited financial statements in its IPO 
registration statement. Among other reasons, an EGC may 
include three years to:

�� Show medium- to long-term trends in the issuer’s results of 
operations.

�� Make it easier for investors to compare the IPO issuer to its 
non-EGC peer companies.

ABOUT PRACTICAL LAW WHAT’S MARKET

Issuer’s and underwriters’ counsel working on an IPO often review recent precedents to 
gauge market practice and support their negotiating positions. Use the What’s Market 
Initial Public Offerings database to instantly retrieve and compare the latest filings. You can 
sort by issuer industry sector, securities exchange, deal size, underwriting discount, counsel 
and more. Visit What’s Market on Practical Law.
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FIGURE A: PERCENTAGE OF US IPOs BY DOMESTIC 
ISSUERS AND FPIs IN Q1 AND Q2 OF 2015 
(EXCLUDING REITs, SPACs AND UNIT OFFERINGS)
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�� Avoid potential claims that omitting the third year is a 
material omission under the anti-fraud provisions of the 
federal securities laws, especially where the results for the 
third, oldest fiscal year are less favorable than the two most 
recent years.

In the first half of 2015:

�� 40 EGCs (54.8%) included two years of audited financial 
statements.

�� 27 EGCs (37%) chose not to take advantage of the 
accommodation and included three years of audited financial 
statements. 

�� Six EGCs (8.2%) included just one year of audited financial 
statements.

(See Figure B.)

PRESENTATION OF FINANCIAL STATEMENTS BY FPIs

SEC rules give FPIs more flexibility than US issuers when it 
comes to the accounting principles they can use to prepare 
the financial statements required in their SEC filings. While US 
domestic companies must use US GAAP, FPIs are permitted to 
use any of the following:

�� US GAAP.

�� IFRS (International Financial Reporting Standards) as issued 
by the IASB (International Accounting Standards Board).

�� Another comprehensive set of accounting principles, for 
example, their own country’s GAAP, accompanied by a 
reconciliation to US GAAP.

In the first half of 2015, more FPIs chose IFRS over US GAAP, 
with nine FPIs (69.2%) opting to use IFRS and four FPIs (30.8%) 
choosing to use US GAAP. None of the FPIs prepared their 
financial statements under their home-country GAAP.

 Search Annual Report on Form 20-F for more on financial statement 
requirements for FPIs.

UNDERWRITING DISCOUNTS

In a typical IPO, at the time of pricing the underwriters 
commit to purchase the offered securities for resale to 
investors (firm commitment basis). This is distinguished from 
conditional arrangements, such as best efforts (or agency) 
commitments. Historically, the underwriting discount for a firm 
commitment IPO typically ranges from 5% to 7% of the gross 
proceeds, although lower and higher underwriting discounts 
are not uncommon.

Unlike in recent years, IPO underwriting discounts did not vary 
widely in the first two quarters of 2015. Underwriting discounts 
generally ranged from 5% (in XBiotech, Inc.’s $76 million 
IPO) to 7.33% (in Viking Therapeutics’ $24 million IPO) (see 
Figure C). In contrast, the underwriting discounts in the first 
two quarters of 2014 were spread across a wider range, from 
0.75% to 8.42%.

In the first half of 2015, 60 IPOs (75%) featured an underwriting 
discount of 7%. This benchmark discount was particularly 
pronounced for pharmaceuticals/biotechnology IPOs, where 
over 90% of IPOs had a 7% discount. 

54.8%

8.2%

37%

FIGURE B: NUMBER OF YEARS OF FINANCIAL  
STATEMENTS INCLUDED BY EGCs
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One IPO featured an innovative bifurcated approach to the 
underwriting compensation. In its $40 million IPO, Wowo 
Limited, an FPI and EGC, offered the underwriters a: 

�� 3.5% discount for sales to investors introduced by the issuer.

�� 6.5% discount for sales to investors introduced by the 
underwriters.

CHOICE OF SECURITIES EXCHANGE

Of the 80 US IPOs in the first half of 2015, far more issuers chose 
to list their securities on NASDAQ (70%) than on the NYSE 
(27.5%) or NYSE MKT (2.5%):

�� 22 issuers (27.5%) listed on the NASDAQ Global Select Market.

�� 28 issuers (35%) listed on the NASDAQ Global Market.

�� 6 issuers (7.5%) listed on the NASDAQ Capital Market.

�� 22 issuers (27.5%) listed on the NYSE.

�� 2 issuers (2.5%) listed on the NYSE MKT. 

Of the 32 pharmaceuticals/biotechnology companies that went 
public in the first half of 2015, 30 of them (93.8%) listed their 
securities on one of the NASDAQ exchanges. Similarly, of the 
seven retailers that went public in the first half of 2015, five of 
them (71.4%) listed on one of the NASDAQ exchanges. Services 
companies, on the other hand, were split fairly evenly between 
the NYSE and NASDAQ (eight versus seven companies). 

 Search Selecting a US Securities Exchange for a discussion of the 
quantitative and qualitative listing requirements for the NYSE and 
NASDAQ and descriptions of other US securities exchanges.

Search Comparative Corporate Governance Standards Chart: NYSE 
vs. NASDAQ for a comparison of the corporate governance listing 
requirements of the NYSE and NASDAQ.

ACTIVE INDUSTRY SECTORS

In the first half of 2015, the services and pharmaceuticals/
biotechnology industries dominated the IPO markets in terms 
of the total number of IPOs (15 and 32, respectively). Offerings 
by these types of companies represented 58.8% of all IPOs 
and raised a total of over $6.3 billion (54.8% of the proceeds 
raised in all IPOs). The largest services company IPO was by 
TransUnion for $664.8 million. The largest pharmaceuticals/
biotechnology company IPO was by Axovant Sciences Ltd. for 
$315 million.

The services industry also achieved the highest average deal 
value in the first two quarters, with average proceeds of more 
than $232.8 million per IPO. The pharmaceuticals/biotechnology 
industry, by contrast, averaged just $88.6 million per IPO, while 
the retail industry averaged $147 million per IPO. The average 
deal value for all industry sectors was $144.3 million.

The retail industry represented 8.8% of all completed IPOs, 
raising a total of over $1 billion (8.9% of the proceeds raised 
in all IPOs). High-profile IPOs completed by retailers included 
offerings by:

�� Party City Holdco Inc. for $371.9 million.

�� Shake Shack Inc. for $105 million.

Other high-profile IPOs in the first half of 2015 included:

�� In the services industry: 
�z Etsy, Inc. for $266.7 million;
�z GoDaddy Inc. for $410 million; and 
�z Box, Inc. for $175 million.

�� In the computer and electronics industry, Fitbit, Inc. for  
$731.5 million. 

Overall, there was a wide range of construction, consumer, 
technology, healthcare and banking IPOs throughout the first 
half of 2015. Figure D shows the number of completed IPOs 
broken down by the issuers’ Standard Industrial Classification 
(SIC) codes, which are assigned to an issuer by the SEC based on 
the business activity that generates the most significant portion 
of its revenues.

LOCK-UP AGREEMENTS

Lock-up agreements in the first two quarters of 2015 showed 
little variation among issuers and industry sectors. Nearly all 
IPOs (93.8%) had a lock-up period of 180 days for the company. 
Similarly, 91.3% of IPOs had a lock-up period of 180 days for the 
company’s directors, officers and shareholders. 

Etsy, Inc. imposed a general lock-up period of 180 days for its 
directors, officers and shareholders, but also imposed lock-up 
periods of 270 days and 360 days for a portion of their shares. 
In addition, Viking Therapeutics, Inc. imposed a general lock-up 
period of 180 days for its directors, officers and shareholders, 
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but also imposed a lock-up period of nine months for a specified 
significant shareholder that is also a key business partner.

WHAT’S NEXT
Following a record year for IPOs in 2014, the market started slowly 
in the first quarter of 2015 and rebounded in the second quarter. 

While 2015 is not on pace to match 2014’s results, the total 
number of IPOs in the first two quarters of 2015 did exceed the 
number of IPOs in the first two quarters of 2013, which was the 
second strongest year for IPOs since the 2008 financial crisis. 

However, due to a substantially lower average deal size, total 
proceeds in the first half of 2015 were almost 25% lower than in 
the first half of 2013, despite there being 15 more offerings in the 
first half of 2015.

Extraordinary volatility in the global markets beginning in 
mid-August 2015 complicates any predictions about the IPO 
market for the remainder of 2015. Before the turmoil that hit 
the markets late this summer, the number of IPOs in the third 
quarter was on pace to meet or exceed the total for the second 
quarter, with 19 IPOs closing in July 2015 and 15 in August 2015.

Deanna reviews recent trends in IPOs, including the impact 
of the JOBS Act on emerging growth companies (EGCs) and 
activity in the pharmaceuticals and biotechnology sector:

Title I of the JOBS Act, often referred to as the “IPO on-
ramp,” was intended to reinvigorate the US IPO market by 
easing the costs and burdens of going public and becoming 
a reporting company. Do you think it has achieved this 
goal? Based on your experience, what is the single most 
effective reform introduced by the JOBS Act?

The JOBS Act has changed the IPO landscape dramatically 
for EGCs, with a number of accommodations designed 
to both facilitate the process of going public and ease 
the burden of becoming a reporting company. These 
accommodations include confidential SEC review, the 
ability to “test the waters” with prospective investors 
and scaled financial and executive compensation 
disclosure requirements, which allow these smaller 
companies to access the US capital markets in a more 
cost-effective manner.

Possibly the most significant JOBS Act reforms are the 
ability of EGCs to submit IPO registration statements 
confidentially, which has become a nearly universal 
practice, and the ability to test the waters with prospective 
investors, which has gained momentum across all 
industries. Testing the waters has become particularly 

prevalent in certain sectors, such as biotechnology, where 
companies tend to have shorter operating histories, face 
unique funding, regulatory and clinical development 
challenges, and often need to communicate highly 
complex scientific or technical information to potential 
investors. In this sector, in particular, it is often critical for a 
company to engage with prospective investors as early as 
possible in the IPO process.

Together, the ability to file confidentially and to test the 
waters enables companies to educate, and gain useful 
feedback from, prospective investors while maintaining 
confidentiality as they await both clearance from industry 
regulators and market conditions that are favorable to 
the offering. These reforms can also facilitate dual-track 
IPO/M&A discussions as well.

Permitting EGCs to submit a draft registration statement 
to the SEC confidentially allows the company to delay 
the public spotlight while fine-tuning its prospectus 
disclosure and preparing for its IPO and public listing. Yet 
some companies issue a press release to announce they 
have made a confidential filing with the SEC. What is the 
thinking behind a press release like this and what are the 
pros and cons of this approach? 

While the ability to submit an IPO registration 
statement confidentially offers many benefits to EGCs, 

DEANNA L. KIRKPATRICK
PARTNER
DAVIS POLK & WARDWELL LLP

Deanna is a partner in the firm’s Corporate Department and is a senior member of the 
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exchangeable securities offerings. 
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Despite the recent turbulence, there are reasons to be cautiously 
optimistic. US economic fundamentals remain strong, the JOBS 
Act has brought needed improvements to the IPO process and 
the IPO pipeline appears to be recovering from the shock of 
recent volatility, all of which is good news for pre-IPO companies 
seeking to go public in the second half of 2015.

situations arise from time to time where an EGC 
may choose to issue a press release announcing its 
confidential submission. However, this practice remains 
infrequent, and any such press release must comply 
with the limitations imposed by the Securities Act on 
“gun-jumping.”

An EGC may elect to publicly announce its confidential 
submission for strategic reasons, particularly if it is 
engaged in a dual-track IPO/M&A process. This is 
a process where a company pursues an IPO while 
simultaneously running a confidential private auction to 
look for interested acquirers. To create leverage in the M&A 
context, an EGC may seek to attract bidders by signaling 
to the market the potential for an IPO. The press release 
enables an EGC to announce the fact of a proposed IPO 
without having to file publicly, and therefore without 
prematurely revealing potentially sensitive financial or 
competitive information. 

In addition, an EGC may be required to issue a press 
release announcing its confidential submission or 
publicly file its registration statement as a way to 
cleanse existing securityholders of material non-
public information (MNPI). This situation may arise 
where existing investors are wall-crossed so that they 
may participate in the company’s testing the waters 
presentations. A company can obtain valuable feedback 
from its existing investors as they are already familiar 
with the company’s business and industry. In order to 
permit those investors to subsequently trade in the 
company’s securities, however, a press release or public 
filing is required to cleanse them of any MNPI disclosed 
to them during the testing the waters process, which may 
include the fact that the company is contemplating a 
potential IPO.

Pharmaceuticals and biotechnology IPOs have been at or 
near the top of the IPO market in recent periods both in 
number of completed IPOs and in total proceeds raised. 
What is behind this trend and do you expect it to continue 
in the near term? What do you see in the future for other key 
industry sectors? 

It would be difficult to argue that the rise in the number of 
pharmaceuticals and biotechnology IPOs is not in some 
way tied to the implementation of the JOBS Act, which 
has lessened regulatory burdens and eased access to 
important public growth capital for smaller companies. 
In the first half of this year, companies in the healthcare 
sector represented more than half of all EGC IPOs we have 
worked on at Davis Polk, and we have seen an overall 
upward trend in pharmaceuticals and biotechnology EGC 
clients looking to the public markets since 2012, the year 
the JOBS Act was enacted.

In the near term, it is likely that the prominence of these 
sectors in the IPO market will continue. There is intense 
competition and innovation at work in this industry, and 
cost-effective access to public capital (which offers the 
potential for far greater returns than the private markets) 
is critical to support the significant costs of research and 
clinical development needed to bring new drugs to market. 
Biotechnology is becoming a more stable and mature 
industry, and the strong pipeline of drugs in late-stage 
trials should continue to drive investor interest and help 
sustain high-quality deal flow.

Regarding other sectors, recently we have seen an increase 
in retail and restaurant chain IPOs. Following several 
successful IPOs in this industry and in light of a gradual 
increase and stability associated with consumer spending 
in general, we expect to see more retail and restaurant 
chains accessing the public markets.
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To make the best use of an equity compensation program, a startup 
company must understand the legal implications, tax consequences 
and accounting treatment of granting each type of equity award. 
Failure to do so may result in tax problems for its employees that 
could have been avoided by using a different type of equity award.

CHOOSING the RIGHT 
T Y P E  o f  E Q U I T Y 
COMPENSATION for 
STARTUP COMPANY 

EMPLOYEES
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Grants of equity compensation awards (equity 
awards) provide an excellent opportunity for 
employees to earn additional income beyond salary 
and acquire an ownership interest in the company. 
Equity awards can be particularly useful to a 

startup company because it may not have the cash necessary to 
adequately attract, retain and motivate employees with market-
rate salaries.

In certain industries, it is standard practice for a startup 
company to include equity awards as a part of every employee’s 
compensation package. Common equity awards include:

�� Restricted stock.

�� Stock options (non-qualified stock options and incentive stock 
options (ISOs)).

�� Restricted stock units (RSUs).

This article examines these equity awards, in particular:

�� The basic characteristics, federal tax consequences, 
accounting treatment and advantages and disadvantages of 
granting each type of equity award.

�� The types of equity awards typically used by a startup 
company at each stage of its development.

�� Other issues a startup company should consider when granting 
equity awards, including appropriate valuation methods.

In considering the best equity award approach for a startup 
company, this article considers two different scenarios:

�� The successful startup company. In this scenario, the stock price 
of the startup company is initially a nominal amount ($0.001 per 
share), which rises gradually over time as the company develops 
its product, finds its market and begins to bring in revenue. 
Finally, the company is cash-flow break-even and achieves a 
liquidity event, in the form of an acquisition or an initial public 
offering, at which time the employee equity award holders are 
either cashed out (in the case of an acquisition) or can choose 
to sell their equity awards in a public market for a price greater 
than the price the employee paid for the shares. Other liquidity 
scenarios are possible, but are not considered in this article.

�� The startup company that fails. In this scenario, the common 
stock of the startup company becomes worthless and the 
startup company is abandoned. Although not a happy fate, 
this outcome must be considered when deciding on the 
potential value of equity awards.

This article assumes that until a liquidity event occurs, and in 
some instances, for a certain period of time after the liquidity 
event, the holder of the equity award has no way to liquidate the 
equity award or a portion of the equity award to pay taxes that 
become due on the equity award because:

�� The startup company’s stock is subject to resale restrictions 
and is not publicly traded (and, therefore, no public market for 
the stock exists).

�� The startup company’s stock is subject to restrictions on 
transfer due to an equity award agreement, federal or state 
securities laws, the company’s by-laws or a stockholder 
agreement to which the holder is a party. Many private 
companies restrict any transfer of shares acquired under 
employee plans to:

�z avoid transferring the shares to a hostile stockholder;
�z prevent access to financial or other proprietary information 
that must be made available to stockholders; and
�z avoid the business disruption that can ensue when 
private company shares are traded on the types of private 
markets that have been created in recent years, such as 
SecondMarket.

�� If the startup company goes public, a market stand-off or 
lock-up will apply (usually during the six-month period after 
an effective registration statement is filed under the Securities 
Act of 1933) during which the sale of shares awarded under 
the employee equity plan will be prohibited.

 Search Management Equity Incentives: Rights and Restrictions for 
more on transfer restrictions that are applicable in the private equity 
context, and that are sometimes seen in the startup space.

RESTRICTED STOCK
Restricted stock is stock that is subject to certain contractual 
restrictions on its ownership, typically including restrictions 
on transfer or resale and the company’s right to repurchase 
the stock for a certain period of time after the employee’s 
termination of employment. These restrictions remain in 
place until the restricted stock vests, based on the employee’s 
continuous employment. The vesting requirement is important 
because it creates a strong incentive for an employee to remain 
with the company.

A vesting period typically used by a startup company is four 
or five years with a one-year cliff, followed by ratable monthly 
vesting. For example, restricted stock that vests over a four-year 
period with a one-year cliff vests as follows: 

�� One quarter of the restricted stock vests one year after the 
grant date.

�� 1/48th of the restricted stock vests each month thereafter. 

If the employee’s employment terminates before the end of 
the vesting period, the company may exercise its repurchase 
right within a certain period of time following the employee’s 
termination of employment (typically 90 days). The repurchase 
price for unvested shares is typically the original cost of the 
equity or, in some instances (such as a termination for cause), 
the lower of the original cost of the equity or the fair market 
value of the shares on the date of termination. 

In unusual circumstances, vested shares can also be subject 
to repurchase, and the repurchase price can vary depending 
on the circumstances surrounding the employee’s termination 
of employment. If the employee is terminated for cause, the 
repurchase price is typically the lower of the original cost of 
the equity or the fair market value of the shares on the date of 
termination. Where vested shares are subject to repurchase in 
case of a resignation or termination without cause, the repurchase 
price would typically be the fair market value of the shares. 

FEDERAL TAX CONSEQUENCES OF RESTRICTED STOCK

On the date restricted stock is granted, the employee becomes 
the owner of record of the restricted stock. For federal tax 
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purposes, the employee who acquires restricted stock as 
compensation is subject to Section 83 of the Internal Revenue 
Code (Code). 

 Search Overview of the Taxation of Equity Compensation Awards for 
more on Code Section 83 and the transfer of property.

Unless the employee files a Section 83(b) election, the employee 
is not taxed on the grant date. However, in the year the restricted 
stock vests, the employee must include as ordinary income the 
excess of the fair market value of the stock on the date of vesting 
over the amount paid for the stock on the grant date, if any. For a 
startup company employee, paying taxes as the shares vest may 
prove to be an insurmountable financial obligation, assuming 
that the value of the shares increases over time.

For example, assume an employee is awarded 300,000 shares 
of restricted stock in consideration of services with a grant date 
fair market value of $0.03 per share and a four-year vesting 
schedule with annual vesting (although, as described above, a 
one-year cliff with ratable monthly vesting after the cliff is more 
typical). If the stock price is $10.00 per share when the first 25% 
installment vests after one year of employment, those shares 
would be worth $750,000 (300,000 shares x 0.25 x $10.00) and 
the employee would be required to recognize that amount in 
ordinary income (assuming the employee did not pay anything 
for the shares when they were granted). 

After one more year of vesting, if the stock price is $20.00 
per share, then those additional 75,000 shares would be 
worth $1,500,000 (300,000 shares x 0.25 x $20.00) and 
the employee would be required to recognize that amount in 
ordinary income. If the employee cannot sell the shares as the 
shares vest (due to transfer restrictions and the lack of a market) 
to cover the cost of the taxes, then the inclusion of income in 
these amounts could prove to be a significant financial burden 
to the employee.

To avoid this outcome, the employee could file, within 30 days 
of transfer of the restricted stock, a Section 83(b) election with 
the Internal Revenue Service (IRS). If the employee timely files 
a Section 83(b) election, the employee recognizes ordinary 
income in the year of grant in an amount equal to the excess 
of the grant date fair market value of the stock over the 
purchase price paid for the stock, if any. If the employee pays 

the grant date fair market value for the stock and timely files a 
Section 83(b) election:

�� No ordinary income would be realized as of the grant date.

�� Any future gain or loss recognized from selling the stock 
would be capital gain or loss. 

If the shares are held for more than 12 months, the employee 
may be eligible for long-term capital gains treatment. 

 Search Internal Revenue Code Section 83(b) Election: Restricted Stock 
for an example of a Section 83(b) election.

The company is generally entitled to a tax deduction in the 
amount, and at the time, the employee recognizes ordinary 
income. Therefore, if an employee files a Section 83(b) election, 
the company can deduct the award as a compensation expense 
at the time of grant, rather than waiting until vesting.

Restricted stock awards constitute remuneration for services and 
are treated as wages subject to tax withholding by the company. 
If an employee does not file a Section 83(b) election, on each 
vesting date the company must collect income and employment 
taxes and remit those taxes to the IRS and any state tax 
authority. If a company does not receive proof that the employee 
timely filed a Section 83(b) election, it must report and withhold 
as though a Section 83(b) election had not been made. 

 Search Overview of the Taxation of Equity Compensation Awards for 
more on the taxation of restricted stock.

ACCOUNTING TREATMENT OF RESTRICTED STOCK

Assuming the startup company uses the typical vesting 
provisions described above, the grant date fair market value of 
the award (less any value paid for the shares) generally must be 
reflected as a compensation expense for financial accounting 
purposes and expensed over the expected vesting period. 

ADVANTAGES AND DISADVANTAGES OF RESTRICTED STOCK

The primary advantage of awarding restricted stock is the ability 
to freeze the ordinary income recognition to zero by paying 
the fair market value of the shares at the time of grant and 
filing a Section 83(b) election within 30 days after the shares 
are transferred to the employee in consideration of services. 

The primary advantage of awarding restricted 
stock is the ability to freeze the ordinary income 
recognition to zero by paying the fair market 
value of the shares at the time of grant and filing 
a Section 83(b) election.



October 2015 | Practical Law46

After properly filing a Section 83(b) election, any future gain or 
loss recognized from selling the stock is capital gain or loss. In 
addition, shares held more than 12 months may benefit from 
long-term capital gains treatment. 

Another advantage of awarding restricted stock is that the 
company is not required to conduct an independent valuation 
when granting restricted stock (unlike when granting stock 
options). Although accurate reporting is important for tax 
purposes, it is not typical for a startup company to have an 
independent valuation conducted to determine the value of 
restricted stock.

The challenge of awarding restricted stock to an employee is the 
employee’s ability to provide the cash to either purchase the stock 
for fair market value (if the employee plans to file a Section 83(b) 
election) or to pay for income taxes recognized at the time of 
vesting (if the employee does not file a Section 83(b) election).

For example, if a startup company awards an employee 
300,000 shares of restricted stock, with a grant date fair 
market value of $0.30 per share, the employee must pay 
$90,000 to purchase the shares. This amount may be difficult 
for an employee to afford, particularly an employee who may 
be working for a below-market salary. The company may 
award the shares for no cost or par value depending on state 
corporate law, but then the employee must pay ordinary income 
taxes on receipt or vesting of the shares, as applicable. In the 
example above, the employee’s tax bill on receipt of $90,000 
worth of shares (assuming the employee files a Section 83(b) 
election) would be approximately $40,000 (depending on state 
taxes and other factors). Receiving “free” stock is therefore 
still prohibitive for many startup company employees. An 
employee must be able to provide cash either to buy the 
shares or pay the taxes.

COMMON USE OF RESTRICTED STOCK

Restricted stock is most commonly awarded to a startup 
company’s founders or during the initial startup phase of a 
company. Founders and other initial employees of the company 
typically buy restricted stock for a nominal cost, because the 
value of the shares is exceedingly low when the company is just 
being formed. 

At a later stage, the common stock value is typically higher 
and, even if still low per share, an employee may not be able to 
afford to purchase the shares for their fair market value. Even 
if the employee can afford to purchase the restricted stock for 
fair market value the employee incurs an immediate cash cost, 
which puts the purchase money at risk of potential loss. Further, 
purchasing the stock eliminates the employee’s ability to use 
the purchase money for other investments (that is, the employee 
incurs an opportunity cost in purchasing the restricted stock).

In certain limited instances, a startup company may award 
restricted stock to an employee at a later stage of development. 
For example, a company recruiting a high-level executive may 
award the executive restricted stock at no cost to the executive. 
Although the executive must pay taxes for the receipt of the free 
stock, this may be attractive because the executive can benefit 
from long-term capital gains treatment.

STOCK OPTIONS
A stock option gives the holder (the optionee) the right to 
purchase a designated number of shares of stock at a fixed 
exercise price at the end of a specified vesting period. Even if 
the fair market value of the stock rises after the stock option 
is granted, the optionee may purchase the stock at the fixed 
exercise price set at grant and reflected in the stock option 
agreement. 

To be exempt from Code Section 409A, stock options must 
be granted with an exercise price at least equal to the fair 
market value of a share on the grant date. Exemption from 
Section 409A is necessary to give the optionee the flexibility 
to exercise the option when the optionee chooses. Because 
the stock of a startup company is not readily tradeable on an 
established market, determining the fair market value of a 
share of stock on any given date must be done in accordance 
with Section 409A for the stock option to be exempt from 
Section 409A (see below Section 409A and Valuation Issues).

Stock options typically become exercisable in installments over 
a period of time, provided the optionee continues to render 
services to the company. Options typically expire five to ten 
years after the grant date or earlier on separation from service 
with the company.

Restricted stock is most commonly awarded 
to a startup company’s founders or during the 
initial startup phase of a company.
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These equity awards are called stock options because the 
optionee has the choice to buy the stock for its specified exercise 
price. The optionee bears no investment risk unless and until the 
optionee exercises the stock option and buys the stock.

From a tax perspective, a stock option has three important 
events in its lifecycle:

�� The first event occurs when a company awards the stock 
option (the option grant). 

�� The second event occurs when the optionee purchases the 
optioned stock from the company at the guaranteed price 
(the option exercise). 

�� The third event occurs when the stockholder sells the stock or 
transfers the stock to another person (the sale).

NON-QUALIFIED STOCK OPTIONS

A non-qualified stock option (sometimes called a non-statutory 
stock option) is any stock option, other than an ISO (see 
below Incentive Stock Options), that is granted to a person in 
connection with the performance of services. Non-qualified stock 
options may be granted to employees, independent contractors 
and non-employee directors.

Federal Tax Consequences of Non-qualified Stock Options

A non-qualified stock option is not taxed at grant or when it 
vests. However, as with restricted stock, the purchase of stock 
on the exercise of a non-qualified stock option is subject to Code 
Section 83. Therefore, an optionee who exercises a non-qualified 
stock option to purchase stock that is vested at the time of 
exercise is taxed at ordinary income tax rates on the excess, if any, 
of the fair market value of the stock on the date of exercise over 
the exercise price paid for the stock (the spread) and the company 
is obligated to withhold taxes based on this spread. The optionee’s 
capital gains holding period begins on the date of exercise.

Although relatively uncommon outside of the startup space, 
some startup companies choose to grant options to purchase 
stock that is not vested. These equity awards are sometimes 
referred to as early exercise options or California-style 
options. If the stock is not vested at the time of exercise (for 
example, if the stock remains subject to the company’s right 
to repurchase the stock for the original cost of the equity if the 
optionee’s employment is terminated) both taxation and the 
commencement of the capital gains holding period are deferred 
until the date the stock vests, unless the optionee files a Section 
83(b) election within 30 days of exercise. 

If the optionee timely files a Section 83(b) election:

�� The optionee includes as ordinary income in the year of exercise 
the excess of the fair market value of the stock purchased on 
the exercise date over the exercise price paid for the stock.

�� No additional income is recognized when the stock 
eventually vests.

�� The capital gains holding period begins on the exercise date.

Accounting Treatment of Non-qualified Stock Options

Assuming the startup company uses the typical vesting 
provisions described above, the fair market value of a non-
qualified stock option (including an early exercise option) 

granted to an employee generally must be reflected as a 
compensation expense for financial accounting purposes as of 
the grant date and expensed over the expected vesting period. 
The expense equals the fair market value of the option that is 
granted using a recognized valuation method. 

 Search Drafting an Equity Incentive Plan for a Private Company for 
more on the accounting treatment of equity awards.

Advantages and Disadvantages of Non-qualified Stock Options

An advantage of non-qualified stock options over ISOs is that 
the option exercise starts the capital gains holding period 
and, one year later, the optionee will have long-term capital 
gains treatment. For early exercise non-qualified stock options, 
the capital gains holding period can start as early as grant, 
assuming the optionee exercises the option on grant and timely 
files a Section 83(b) election. Non-qualified stock options also 
provide the company with a tax deduction that is not available 
with ISOs unless the optionee makes a disqualifying disposition.

Another advantage of non-qualified stock options over ISOs 
is that they may be granted to non-employee directors and 
independent contractors, while ISOs may only be granted to 
employees.

A disadvantage of non-qualified stock options is the need for 
the company to either conduct or rely on a recently conducted 
valuation in accordance with Section 409A to grant stock 
options that are exempt from Section 409A. Another major 
disadvantage from the company’s perspective is the company’s 
obligation (if the optionee is an employee) to withhold the taxes 
due at ordinary income tax rates on the spread between the fair 
market value of the purchased stock at the time of exercise over 
the exercise price paid for the stock. The obligation to collect or 
withhold income and employment taxes can be a substantial 
detriment to a startup company with limited infrastructure, since 
failure to withhold taxes can result in penalties for the company 
or for individuals within the company.

INCENTIVE STOCK OPTIONS

An ISO is a special type of stock option granted to a company’s 
employees that receives favorable tax treatment if two holding 
periods are met and other requirements of Code Section 422 
are satisfied. 

 Search Incentive Stock Options Checklist for a description of the 
requirements for an option to qualify as an ISO.

Federal Tax Consequences of Incentive Stock Options

Regular federal income tax is not due on the grant or exercise of 
an ISO. If the stock that is purchased is held for more than one 
year after the exercise date and for more than two years after the 
grant date, any gain or loss on the sale or other disposition is a 
long-term capital gain or loss. An earlier sale or other disposition 
(a disqualifying disposition) disqualifies the ISO and generally 
results in ordinary income tax on the difference between the fair 
market value of the stock on the exercise date over the exercise 
price paid for the stock.
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If an employee realizes ordinary income in connection with a 
disqualifying disposition, the company may take a corresponding 
deduction for compensation deemed paid. Most importantly, the 
company has no obligation to collect employment taxes on the 
exercise of an ISO. This also means that neither the company 
nor the employee pays the Federal Insurance Contributions Act 
(FICA) tax or the Federal Unemployment Tax Act (FUTA) tax on 
the exercise of an ISO.

Although ordinary income tax is not due on the exercise of an 
ISO, the excess of the fair market value of the stock underlying 
an ISO on the exercise date over the exercise price is subject to 
the alternative minimum tax (AMT). The AMT paid in connection 
with ISOs is generally creditable against future years’ income tax 
in excess of the years’ AMT.

In the dot-com boom and crash of the early 2000s, many 
employees were subject to the AMT on shares that they either 
could not sell or chose not to sell. Later, when the tax bills 
came due, the shares had declined in value to such an extent 
that the employees could not sell the shares for an amount 
sufficient to cover the tax bill. This scenario can be avoided with 
proper planning, but the AMT is something startup company 
employees fear.

An ISO (like a non-qualified stock option) may be granted as an 
immediately exercisable stock option subject to the company’s 
right of repurchase that lapses as time passes (that is, an 
early-exercise or California-style ISO). This type of ISO is typically 
granted in conjunction with the employee filing a Section 83(b) 
election to limit the exposure to the AMT. However, if there is a 
later disqualifying disposition before the ISO holding periods 
are met, the optionee must include in income the difference 
between the fair market value on the later of the exercise date 
or the vesting date, and the exercise price. Even if the Section 
83(b) election is made on early exercise of an ISO, the IRS takes 
the position that the Section 83(b) election does not lock in the 
amount of ordinary income tax at the time of exercise when a 
later disqualifying disposition is made (the Section 83(b) election 
only locks in the amount of AMT on the exercise date).

Accounting Treatment of Incentive Stock Options

ISOs generally receive the same accounting treatment as non-
qualified stock options.

Advantages and Disadvantages of Incentive Stock Options

The primary advantage of ISOs over non-qualified stock options 
is the exemption from regular income tax on option exercise. 
Also, the company is not required to withhold employment taxes 
on the exercise of an ISO. This is a major advantage for a startup 
company with limited infrastructure, since failure to withhold 
taxes can result in penalties for the company or for individuals 
within the company.

However, the AMT can be a significant disadvantage where the 
spread on exercise is substantial. The AMT rate is lower than the 
ordinary income tax rate on a non-qualified stock option, so the 
optionee can still pay less tax in the year of exercise of an ISO 
than it would pay in the year of exercise of a non-qualified stock 
option. This can be important for a startup company employee 
who cannot sell shares to fund taxes.

Finally, for mature companies, the company can be at a 
disadvantage if an optionee holds an ISO for the full statutory 
holding periods because it will not then be entitled to a tax 
deduction for the value of the spread. However, the company 
can use the tax deduction on exercise in the case of disqualifying 
dispositions, and most startup companies have net operating 
losses that minimize the value of the tax deduction for options.

COMMON USAGE OF STOCK OPTIONS

Although a startup company often grants restricted stock to 
founders and initial employees, as the value of the company’s 
common stock rises, stock options are the most common form 
of equity compensation granted to employees. The obligation to 
collect or withhold income and employment taxes on exercise 
of a non-qualified stock option can be a substantial detriment 
to the company, particularly for startup companies with limited 
infrastructure. This is because failure to withhold taxes can 
result in penalties for the company or for individuals within the 
company. Therefore, startup companies often grant ISOs to 
their employees as the price of their common stock rises, but 
before they become profitable and can use the compensation 
deduction that would be available on the exercise of non-
qualified stock options.

SECTION 409A AND VALUATION ISSUES

A startup company must determine the fair market value of 
a share of stock on a specific date to grant stock options with 
an exercise price equal to or greater than the fair market value 
of the stock at the time of grant so that the stock options are 
exempt from Section 409A. The consequences are severe for 
granting a stock option with an exercise price that is less than 
the fair market value of a share of stock on the grant date.

Under Section 409A, the holder of a stock option having an 
exercise price below fair market value at the time of grant must 
recognize taxable income each calendar year equal to the 
spread between the exercise price and the fair market value of 
the shares when they vest. Therefore, the optionee is taxed on 
income the optionee does not actually receive, from shares that 
may not then or ever be saleable.

In addition to regular federal income and employment taxes, an 
additional 20% federal tax applies. Certain states (for example, 
California) have parallel statutes that impose an additional 
state tax. If a startup company fails to withhold income and 
employment taxes (but not the additional Section 409A 
tax), it is then liable for those amounts and may be subject to 
additional penalties and interest. Therefore, a company should 
be certain that:

�� It conducts valuations in a manner that complies with 
Section 409A.

�� The grant of stock options is made only based on a valuation 
method that is acceptable under Section 409A.

Section 409A provides that the fair market value of the stock 
of a company that is not readily tradeable on an established 
securities market may be determined by the consistent 
application of a reasonable valuation method. Whether a 
valuation method is reasonable or whether the application of the 
valuation method is reasonable is determined based on the facts 
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and circumstances as of the given valuation date. Section 409A 
identifies the following three safe harbor methods for valuation:

�� Independent appraisal.

�� Formula valuation.

�� Startup company valuation.

 Search Determining Fair Market Value of Equity Awards under 
Section 409A for more on the safe harbor valuation methods.

Most venture-backed companies routinely rely on professional 
independent appraisals to determine fair market value and set 
the corresponding exercise prices of compensatory stock options. 
The startup company valuation method is rarely used due to:

�� The burdensome requirement to memorialize the analysis  
in writing.

�� The fear of exposing the startup company’s internal finance 
experts to liability.

If the company consistently uses a safe harbor valuation 
method, the company does not have the burden of proving 
that the fair market value determination is reasonable. Rather, 
the burden shifts to the IRS to prove that the fair market value 
determination is grossly unreasonable, reducing the likelihood 
of a successful challenge.

An independent valuation can be relied on for up to 12 months 
unless there are intervening events that may reasonably and 
materially impact the fair market value, such as a financing or 
receipt of a term sheet for an acquisition.

RESTRICTED STOCK UNITS
An RSU provides the employee with the right to receive from the 
company, after the satisfaction of vesting requirements, either:

�� A specified number of shares of common stock.

�� Cash equal to the value of a specified number of shares of 
common stock.

If the employee fails to satisfy the vesting requirements, the 
RSU is simply forfeited. If the employee satisfies the vesting 
requirements, the company issues shares of common stock 
following the vesting date or, in certain cases, pays cash (which 
in either case is referred to as settlement).

A holder of an RSU is not the beneficial owner of the underlying 
shares. Unlike a restricted stock award, which is considered a 
transfer of property on grant, property is not transferred when 
an RSU is granted, and the RSU is not taxed until the RSU vests 
and is settled. Settlement can be delayed beyond the vesting 
date, which allows for some tax planning, but this may make the 
RSU subject to Section 409A, which:

�� Significantly limits the settlement date options.

�� Can lead to severe tax penalties if the complex payment rules 
of Section 409A are violated.

 Search Equity Pitfalls under Section 409A Checklist for more on 
Section 409A and potential penalties if a violation occurs.

RSUs retain value regardless of the performance of the startup 
company’s stock price (unless the stock price falls to zero). 
Therefore, RSUs are considered more valuable than stock 
options, the value of which is dependent on the company’s 
stock price exceeding the stock option’s exercise price. 
Accordingly, an award of RSUs typically covers fewer shares 
than a stock option grant.

FEDERAL TAX CONSEQUENCES OF RESTRICTED STOCK UNITS

RSUs that are either exempt from or comply with Section 409A 
are generally taxed at ordinary income rates on settlement. Any 
payment of cash or stock on settlement is characterized as gross 
income from compensation for services under Code Section 61. 
As gross income, the fair market value of the shares or the 
amount of cash received on settlement is subject to federal 
income tax at ordinary income rates. Because this gross income 
is considered wages, the company must withhold or collect the 
taxes due on settlement. When the employee sells the shares, 
the employee is then subject to capital gain or loss on the 
difference between the sale proceeds over the fair market value 
of the shares at the time of settlement.

Although federal income taxes are not recognized until 
settlement (assuming the RSU is either exempt from or 
complies with Section 409A), employment taxes, including 
FICA and FUTA taxes, are due on vesting of the RSU. The 
amount includible in income is based on the value on vesting 
for FICA and FUTA purposes and the value on settlement for 
income tax purposes.

Most venture-backed companies routinely rely on 
professional independent appraisals to determine 
fair market value and set the corresponding 
exercise prices of compensatory stock options.
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RSUs are generally treated as nonqualified deferred 
compensation plans for purposes of FICA and FUTA. Under a 
special timing rule in Code Section 3121(v)(2)(A) (for FICA) and 
Code Section 3306(r)(2) (for FUTA), an amount deferred under a 
nonqualified deferred compensation plan (in this case, the RSU) 
must be taken into account as income for purposes of FICA and 
FUTA as of the later of when:

�� The services are performed.

�� The right to the amount deferred is no longer subject to a 
substantial risk of forfeiture (that is, vesting).

For purposes of FICA and FUTA, services creating the right to an 
amount deferred are considered performed when, considering 
the relevant facts and circumstances and the terms of the plan 
or agreement, the employee has performed all of the services 
necessary to obtain a legally binding right to the amount 
deferred, disregarding any substantial risk of forfeiture. For 
RSUs, this occurs at vesting. Under a nonduplication rule in 
Code Section 3121(v)(2)(B), because the RSUs are taken into 
account as wages under the special timing rule, the value of 
the RSUs is not subject to FICA or FUTA taxes again when the 
RSUs are actually settled and become subject to federal income 
taxation, assuming those taxes are paid on vesting.

Property is not considered transferred at the time an RSU is 
granted and, therefore, an employee is not able to make a 
Section 83(b) election and be taxed on receipt of the RSU. In the 
case of stock-settled RSUs, long-term capital gains treatment 
is possible on the later increase in the value of shares after 
settlement, but most holders sell all shares on settlement if 
the shares are saleable. The company is generally entitled to 
a tax deduction in the amount, and at the time, the employee 
recognizes ordinary income.

ACCOUNTING TREATMENT OF RESTRICTED STOCK UNITS

Assuming the startup company uses the typical vesting 
provisions described above, the fair market value of a stock-
settled RSU granted to an employee generally must be reflected 
as a compensation expense for financial accounting purposes on 
grant and expensed over the expected vesting period. 

ADVANTAGES AND DISADVANTAGES OF  
RESTRICTED STOCK UNITS

Key advantages of granting stock-settled RSUs are:

�� The company is not required to make any cash payments.

�� No appraisal is required to grant RSUs, unlike stock options.

A key disadvantage of granting RSUs is that the employee 
does not control the timing of the tax event, unlike with stock 
options or, to some extent, restricted stock awards (to the 
extent a Section 83(b) election is made). Also, RSUs vesting and 
settlement must be structured to be exempt from or compliant 
with Section 409A.

COMMON USAGE OF RESTRICTED STOCK UNITS

RSUs are not often granted by a startup company in its early 
stages. Due to tax complexities, issuing RSUs requires the 
company or the employee to have sufficient cash to fund the 
taxes that are due on settlement or postpone vesting until 

sufficient cash is available to fund the taxes. As a result, RSUs 
are rarely granted by startup companies, except in one-off 
situations, until the startup company has sufficient cash and a 
reliable income stream. 

RSUs are usually granted by mature, highly valuable companies 
typically when the fair market value of the common stock is too 
high for stock options to be motivating to employees. RSUs do 
not offer employees the opportunity to obtain long-term capital 
gains treatment, but when the value of the common stock is 
high, the opportunity to eventually acquire stock for no purchase 
price can be attractive for employees.
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Joint development arrangements enable unaffiliated 
parties to leverage their combined technical expertise 
to more quickly develop new products or technology 
for commercialization. The parties typically come to the 

collaboration with different, but complementary, background 
intellectual property (IP) for the joint development project and 
the commercialization of the resulting product or technology.

To adequately capture the benefits of the joint development 
arrangement, the parties must ensure that the joint 
development agreement adequately protects their rights, 
particularly in both background and developed IP. Without a 
thoughtful agreement, the parties could lose significant value 
in their joint development project.

Joint development agreements may take a variety of forms. 
When structuring their agreement, the parties should 
anticipate and appropriately consider:

�� The goals and challenges of the specific joint  
development project.

�� Their respective roles and contributions.

�� The close manner in which they must work together during 
the joint development project.

This article addresses the main issues for parties entering into 
a joint development agreement, also known as a collaboration, 
strategic alliance or strategic partnership agreement. In particular, 
it discusses important preliminary considerations and common 
joint development agreement provisions, including:

�� The scope of the joint development project.

�� Cost allocation and budget.

�� Commercialization.

�� The transfer of relevant information and materials.

�� Background IP licenses and IP ownership allocation.

�� Confidentiality and publication.

�� Other key provisions.

 This article is an excerpt of a resource on Practical Law. For the 
complete, online version, which includes additional information on 
joint development agreements, search Joint Development 
Agreements. 

PRELIMINARY CONSIDERATIONS
Before entering into a joint development agreement, each 
party should: 

�� Identify the joint development objectives.

�� Evaluate their potential joint development agreement partner.

JOINT DEVELOPMENT OBJECTIVES

As a threshold matter, each party should: 

�� Identify its objectives for entering into the joint development 
arrangement.

�� Evaluate whether a joint development arrangement is necessary 
or if an alternative approach may be preferable, such as:
�z a more straightforward licensing arrangement; or 
�z a joint venture. 

�� Determine the scope of the joint development project and the 
intended pathway to commercialization.

JOINT DEVELOPMENT AGREEMENT PARTNER

Based on its objectives, each party must also identify the 
appropriate partner for engaging in the joint development 
project. In choosing an appropriate partner, each party should 
consider its potential partner’s:

�� Financial resources. 

�� Technical capabilities, including relevant background IP and 
how the background IP differs from its own. 

�� Track record in similar types of research and development work, 
which may provide some insight into the potential partner’s ability 
to fulfill its obligations under the joint development agreement. 

�� Commitment to the joint development project.

Evaluating these issues may assist a party in determining 
whether the potential partner is a suitable candidate for a 
joint development arrangement, which may help minimize the 
inherent risk in joint development projects. 

 Search Joint Development Agreement for a sample joint development 
agreement, with explanatory notes and drafting and negotiating tips.

SCOPE OF JOINT DEVELOPMENT PROJECT
The parties to a joint development agreement should clearly 
define the joint development project’s scope. Depending on its 
nature, it may be appropriate to describe the project as targeted 
toward the development of a specific joint development product. 
In other cases, it may be appropriate to describe it as a general 
collaboration between the parties.

The parties should also identify: 

�� Their respective performance obligations. 

�� Any management oversight needed for the joint 
development project. 

PERFORMANCE OBLIGATIONS

The joint development agreement should set out specific:

�� Objectives for each party, which may include: 
�z the particular activities each party will undertake; and
�z any resources that each party will contribute under the 
agreement.

�� Timelines for each activity.

�� Milestones or benchmarks for each party or the overall 
joint development project, along with any feasibility testing 
requirements.

By including, at a minimum, a detailed description of the 
joint development project identifying multiple milestones 
and feasibility testing requirements, the parties will have the 
flexibility to terminate the collaboration if the milestones or 
requirements are not met.

Statements of Work and Master Agreements

The parties can use a single joint development agreement 
defining the joint development project. This may be 
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accompanied by an appropriate statement of work or project 
plan setting out each party’s commitments and obligations. This 
format is best for single, focused joint development projects.

Alternatively, the parties may consider using a master 
agreement arrangement. With this approach, the master joint 
development agreement is used to summarize:

�� The basic structure of the joint development arrangement. 

�� The major legal obligations of the parties. 

Different joint development projects are then set out in separate 
statements of work or project plans. These may be exhibits 
to the master joint development agreement that the parties 
can prepare after they execute the master joint development 
agreement. This structure allows the parties to: 

�� Contract for a broad range of collaborative research, 
development and other projects through the issuance of 
multiple project plan documents that describe the different 
services that each party will perform for each specific project, 
with distinct timelines, target dates and milestones. 

�� Avoid the need over the course of a longer-term relationship 
to renegotiate general terms and conditions, such as IP, 
confidentiality, risk allocation and other standard provisions. 

Resource Allocation

Each party should consider including appropriate mechanisms 
in the joint development agreement to ensure that the other 
party allocates sufficient resources and personnel to perform 
the required activities. If there is a concern that a party will 
not commit appropriate resources or personnel to the joint 
development project, the parties may consider requiring each 
party to contribute a specific: 

�� Amount of its employees’ time. 

�� Dollar amount of resources. 

The parties may also determine that there are specific personnel 
from one or both parties who should be identified and required 
to participate in the joint development project. In particular, 
there may be personnel with certain technical expertise who are 
uniquely capable of ensuring the success of the collaboration. 

MANAGING THE PROJECT

Short-term or narrow joint development projects may not 
require any special management structure or arrangement. In 
these joint development arrangements, it may be sufficient for 
the joint development agreement merely to require that the 
parties diligently perform their obligations related to the joint 
development project. 

However, joint development arrangements typically include 
some form of management structure designed to oversee 
and manage the joint development project. For example, 
if the project involves a significant undertaking requiring 
the involvement of a number of different people in different 
functional areas, the joint development structure may include a:

�� Steering committee that provides oversight and overall 
management of the parties.

�� Joint project team that performs the actual work 
contemplated under the joint development agreement.

�� Joint patent team that handles any routine patent matters 
that arise in connection with the joint development project.

This type of structure may allow the parties to work more 
efficiently. In certain collaborations, the parties may also find it 
useful to include teams to address:

�� Regulatory matters, for example in pharmaceutical collaborations.

�� Commercialization matters, including manufacturing.

�� Financial matters.

Where the parties include various project teams for the joint 
development project, the joint development agreement should 
set out: 

�� The identity and composition of each joint project team, as 
well as the qualifications for the participants.

�� Whether each party, a joint project team or a steering 
committee will determine the number of full-time employees 
or equivalent representatives who will participate on the joint 
project team.

COST ALLOCATION AND BUDGET
In many joint development arrangements, each party pays for its 
own costs and expenses to perform its obligations. This type of 
financial arrangement is usually appropriate where each party: 

�� Has generally equal bargaining power. 

�� Performs technical development activities under the joint 
development agreement.

�� Brings technical expertise to the collaboration that is 
generally of equal importance to the development of the joint 
development product. 

However, in other circumstances, the parties may instead agree 
that they should equally share the development costs or that 
one party should fund a certain portion of the other party’s joint 
development costs and expenses. This may be appropriate, for 
example, where one party either: 

�� Has certain expertise that requires it to expend more 
resources during the joint development project. 

�� Will be performing more of the development activities. 

In many joint development 
arrangements, each party 
pays for its own costs and 
expenses to perform its 
obligations.
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When allocating development costs, the parties should consider: 

�� Employee time. For example, if one party must recruit 
graduate students, technicians or other personnel, then salary 
and benefit costs for the new staff should be included in the 
joint development budget. 

�� The use of tangible resources, such as space and equipment, 
that will be required to support the joint development project. 

�� Other contributions that a party to the joint development 
agreement may be able to provide, such as:
�z expertise; 
�z formulation technology; or 
�z access to facilities that may be costly for the other party to 
obtain or access on its own.

The parties may agree to formally recognize the value of these 
types of contributions by noting them in the joint development 
budget and may also agree that the contributing party will in 
exchange either be: 

�� Reimbursed at least a portion of its time, effort and materials 
in developing the joint development product. 

�� Paid certain product development milestone payments. 

COMMERCIALIZATION
The parties should consider their commercialization plan 
for the joint development product and factor it into the joint 
development agreement. For example: 

�� If one party has significantly higher development costs and 
expenses, these can be offset during commercialization 
by providing that party with additional income under the 
commercialization agreement.

�� The commercialization plan may affect the extent of any 
licenses granted under either party’s background and 
developed IP.

The commercialization plan for any products the parties develop 
from the collaboration should consider the parties’ individual 
and joint responsibilities and rights concerning: 

�� Any necessary regulatory approvals. 

�� Supply, distribution and manufacturing. 

�� Marketing and sales. 

�� Licensing and related royalty and other income allocation. 

INFORMATION AND MATERIALS TRANSFER
Parties often include a provision specifically addressing the 
exchange of relevant information or materials necessary for a 
successful outcome to the joint development project, as well as 
the parameters for the use of and obligations concerning this 
information and materials.

Each party often has certain know-how and other information 
the other party needs to perform its obligations under the joint 
development agreement.

In addition, each party may need information about the other 
party’s background IP to address joint development IP issues. 
Therefore, the parties should consider requiring that they each 

be kept informed about the other party’s patent application 
activities concerning any developed IP. 

The parties should also consider whether either party should 
provide to the other party any materials to allow that party 
to perform its obligations under the joint development 
agreement, such as:

�� Biological materials.

�� Chemical compounds.

�� Other research materials or equipment.

If so, the joint development agreement should include 
appropriate provisions addressing the format, timing and 
amount of transfer of these materials.

INTELLECTUAL PROPERTY
The IP provisions in a joint development agreement can be the 
most heavily negotiated aspects of the agreement. The parties 
should consider:

�� Each party’s access to the other party’s relevant background IP.

�� Ownership of developed IP. 

�� Prior art issues affecting developed IP.

�� For any developed IP, responsibility for: 
�z patent application preparation and prosecution; and
�z enforcement.

Although the parties to most joint development arrangements are 
mostly concerned about joint development patent applications 
and the resulting patents, the parties should also consider: 

�� Whether copyrightable material, trade secrets or know-how 
may be created during the joint development project.

�� Ownership of, securing rights to, and enforcement of the 
copyrights, trade secrets or know-how.

 Search Patent: Overview for more on US patent law. 

LICENSES TO BACKGROUND IP

By cross-licensing their relevant background IP, the joint 
development parties can allow one another to perform freely 
their respective obligations under the joint development 
agreement. The license from each party may be consistent or 
differ based on the nature of each party’s IP and the parties’ 
respective obligations under the joint development agreement.

 Search Patent License Agreements for more on patent licenses generally.

Search Patent and Know-how License Agreement (Pro-licensor) and 
Patent License Agreement (Pro-licensee) for sample patent license 
agreements.
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OWNERSHIP OF DEVELOPED IP

A key challenge in structuring joint development agreements 
is allocating ownership of IP developed or acquired during 
the course of the joint development project. It is challenging 
in part because the parties often do not know what IP may be 
developed or acquired, or how valuable it will be. In addition, 
the parties may have different, or even conflicting, agendas, 
both during the term of the joint development project and in 
termination and transition scenarios. 

Without an agreement to the contrary, under US patent law, if 
a patentable invention is made by two or more joint inventors, 
each joint inventor: 

�� Is a joint owner of the resulting patent. 

�� Presumptively owns an undivided interest in the entire patent. 

In collaborative development efforts between two companies, 
therefore, joint ownership of patentable inventions may arise by 
operation of law if at least one employee of each company is a 
joint inventor. In that case, each company will be a joint owner of 
the patent generally if its respective inventor-employee signed 
an IP assignment, unless there is some express agreement 
between the parties to the contrary. 

Even where these default rules appear consistent with the 
parties’ intent, it is still advisable to define the parties’ rights 
explicitly in the joint development agreement to: 

�� Minimize surprises or unintended results. 

�� Avoid ambiguity if there are jointly owned IP rights in different 
countries, which may have different default rules than the US. 

For example, in the US, each joint owner of a patent:

�� Is allowed to:
�z make, use, offer to sell, sell and import the patented 
invention without the consent of and without accounting to 
the other joint owners for any share of any resulting income 
(which is different than copyright law where a joint copyright 
owner must account to the other joint owners); and
�z freely license the patent to any third party without the 
consent of the other joint owners.

�� Must be a party to any patent litigation enforcing the patent.

In addition, ownership in a patent may not be divided on a 
claim-by-claim basis, it must be of an undivided interest in the 
entire patent (see Lucent Technologies, Inc. v. Gateway, Inc. 543 
F.3d 710, 720-21 (Fed. Cir. 2008)).

Given these complications, rather than agreeing to joint 
ownership of developed IP, the parties may decide that one party 
solely owns all of the newly developed IP. They can also consider 
allocating ownership of developed IP by: 

�� Inventorship, authorship or other origination. 

�� Subject matter. 

�� Both inventorship, authorship and other origination and 
subject matter.

In any of these approaches, the party who does not obtain 
ownership of the IP can receive a paid-up, non-exclusive license 
to the IP, including any resulting patents, which may be limited 

to the licensee’s field. This approach provides a mechanism 
for equitably allocating sole ownership of jointly developed 
IP between the parties, while avoiding the pitfalls of joint 
ownership.

PRIOR ART ISSUES FOR DEVELOPED IP

Under certain circumstances, a party’s IP may not be used as 
prior art for evaluating the patentability of developed IP. Counsel 
should understand this issue because it may impact the scope 
of patent protection available for joint development inventions 
and affect how the parties structure their respective rights to the 
developed IP.

For patent applications and patents issued from patent 
applications, filed on or after November 29, 1999, Section 103(c) 
of the Patent Act did not allow subject matter that otherwise 
qualifies as prior art under Sections 102(e), (f) or (g) from 
precluding the patentability of the claimed invention based on 
obviousness if the subject matter and the claimed invention 
were, at the time the claimed invention was made, owned by the 
same person or subject to an obligation of assignment to the 
same person. 

Except for patents and patent applications subject to the first-
inventor-to-file provisions of the Leahy-Smith America Invents 
Act (AIA), for patents granted on or after December 10, 2004, 
the common ownership provision generally applies in joint 
development arrangements if:

�� The claimed invention was made by or on behalf of parties to 
a joint research agreement that was in effect on or before the 
date the claimed invention was made.

�� The claimed invention was made as a result of activities 
undertaken within the scope of the joint research agreement.

�� The patent application covering the claimed invention 
discloses or is amended to disclose the names of the parties to 
the joint research agreement. 

For patent applications and patents issued from patent 
applications filed on or after March 16, 2013, when the 
first-inventor-to-file provisions of the AIA took effect, 
Section 102(b)(2)(C) (35 U.S.C. § 102(b)(2)(C)) creates a similar 
prior art exception. Specifically, a disclosure appearing in 
a patent or patent application is not prior art to a claimed 
invention under Section 102(a)(2) (35 U.S.C. § 102(a)(2)) for 
both novelty and obviousness purposes if the disclosure’s 
subject matter and the claimed invention, not later than the 
effective filing date of the claimed invention, were owned by 
the same person or subject to an obligation of assignment to 
the same person. This exception is therefore broader than the 
exception under pre-AIA law.

In joint development arrangements, the first-inventor-to-file 
common ownership prior art exception requires that:

�� The disclosed subject matter was developed and the claimed 
invention was made by, or on behalf of, one or more parties to 
a joint research agreement that was in effect on or before the 
claimed invention’s effective filing date.

�� The claimed invention was made as a result of activities 
undertaken within the scope of the joint research agreement.
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�� The patent application for the claimed invention discloses or 
is amended to disclose the names of the parties to the joint 
research agreement.

(35 U.S.C. § 102(c).)

PATENT PROSECUTION

A key consideration for jointly owned IP is specifying how the 
parties will conduct the patent application process. For example, 
the parties should consider:

�� The scope and content of any patent applications.

�� The claiming strategy.

�� Whether and how to amend claims during patent prosecution.

�� The patentability arguments and any characterization of the 
invention during prosecution.

�� Other aspects of the application process that may determine 
the scope of patent protection, validity and enforceability.

�� The use and selection of patent counsel to prepare, file and 
prosecute the patent application.

�� The scope and extent of corresponding foreign patent 
application filings.

Often, the most practical approach is to designate one party 
to control patent prosecution, while the other party is given 
reasonable opportunities to provide suggestions concerning the 
prosecution. However, sometimes neither party may be willing to 
cede control to the other party and may insist on approval rights 
for major patent prosecution decisions. Therefore, the parties 
should consider how they will proceed if they disagree on any 
aspect of the preparation, filing or prosecution of a jointly owned 
patent application. 

Joint patent owners may also have different views on the 
importance of foreign filings or in which jurisdictions to seek 
protection. One common approach to foreign filings is to provide 
that if one of the joint owners wishes to file in a foreign jurisdiction, 
and the other owner does not, the non-filing owner will assign its 
interest in the patent application, and any resulting patent, in that 
jurisdiction to the filing party. The non-filing party can in turn be 
granted a paid-up, non-exclusive license to, or covenant not to sue 
based on, the resulting patent in that jurisdiction.

The parties should also consider patent prosecution cost 
allocation, including US and foreign: 

�� Filing fees. 

�� Prosecution fees. 

�� Issue fees. 

�� Maintenance fees. 

PATENT ENFORCEMENT AND DEFENSE

The parties should consider including a provision in their joint 
development agreement addressing enforcement and defense 
of developed IP. However, potentially infringing activity may 
not occur until well after the joint development work has been 
completed and the parties have begun commercializing the 
joint development product. Therefore, an enforcement provision 
may not be necessary in the joint development agreement and 
instead may be included in the commercialization agreement. 

CONFIDENTIALITY AND PUBLICATION
Any joint development agreement should include a confidentiality 
provision and sometimes a provision addressing the publication of 
any information developed during the collaboration. 

CONFIDENTIALITY

At a minimum, the confidentiality provision in a joint development 
agreement should prohibit the receiving party from: 

�� Generally disclosing the disclosing party’s confidential 
information to third parties.

�� Using the disclosing party’s confidential information 
except in connection with the joint development project. If 
an agreement only restricts the disclosure of confidential 
information, the receiving party may be able to use the 
disclosing party’s confidential information:
�z internally (without any disclosure to third parties) to gain a 
competitive advantage against the disclosing party; or 
�z in other ways that may diminish the proprietary value of the 
information or otherwise negatively affect the disclosing 
party’s business.

A receiving party engaged in a joint development project usually 
must share the disclosing party’s confidential information with 
its representatives, which may include third-party advisors. 
The agreement should specify the limited circumstances under 
which the receiving party may share information with these 
persons and carve those circumstances out of the general non-
disclosure obligation. 

Disclosure typically should only be permitted on a need-to-know 
basis where the receiving party must disclose the confidential 
information to its representatives to fulfill its obligations under 
the joint development agreement. In addition, the receiving 
party’s representatives should be obligated to the receiving 
party by nondisclosure restrictions at least as restrictive as those 
set out in the joint development agreement. 

 Search Confidentiality and Nondisclosure Agreements for more on 
confidentiality obligations.

PUBLICATION

In certain joint development projects, the employees or 
consultants participating in the project for one or both parties 
may seek to publish articles concerning their activities. This is 
typical for scientific employees or consultants who are evaluated 
to some extent on their publication activity, for example, 
the academic staff of a university that is a party to the joint 
development agreement. 

However, even if the parties are sensitive to this desire, they 
should balance this against their requirements to maintain the 
confidentiality of certain information. For example, publication 
of data and other information concerning the development of 
certain products may be prior art to any subsequent patent 
application filed covering the product. In addition, the parties 
may seek to prohibit publication of any information about 
certain aspects of the joint development project or its results to 
maintain the value of this information. 
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To address these issues, the parties may include a procedure 
for controlling the publication activity of the other party. One 
procedure is a pre-publication review by the non-publishing 
party to ensure that:

�� The description and any results are accurately stated.

�� Any confidential information is redacted.

�� Publication is delayed for some period to allow the appropriate 
party to file any desired patent application before publication.

The parties should consider whether to provide each party with the 
absolute authority to prevent publication. This may be important 
where, for example, the joint development results are disappointing 
or otherwise put some aspect of one of the parties’ businesses in 
a bad light, whether to potential investors or the general public.

OTHER KEY PROVISIONS
Additional key provisions that may be included in a joint 
development agreement include: 

�� Regulatory matters. 

�� Representations and warranties.

�� Liability exclusions and limitations, indemnification and insurance.

�� Term, termination and transition.

�� Dispute resolution.

�� Assignment and change of control. 

REGULATORY MATTERS

If the joint development project or products are within a regulated 
field, the parties should consider the regulatory strategy for the joint 
development product and whether regulatory provisions should 
be included in the joint development agreement or instead in a 
separate clinical trial or commercialization agreement. 

For example, Food and Drug Administration and other (such as 
the European Medicines Agency) regulatory requirements for 
drugs and medical devices are complex and require the input of 
specialized regulatory counsel to ensure compliance.

REPRESENTATIONS AND WARRANTIES

Each party to a joint development agreement will likely 
represent that they are organizations in good standing that have 
the right to enter into the agreement.

The parties may also consider including additional representations 
and warranties addressing certain IP issues relevant to the 
agreement. In particular, the representations may cover:

�� The licensor’s ownership or other right to the licensed 
background IP.

�� The licensor’s right to license the IP for use in connection with 
the joint development project.

�� Non-infringement of third-party IP. 

These representations can apply mutually to both parties as 
licensors or may apply only to one party because that party is 
predominantly contributing valuable IP. These representations 
may also be limited as appropriate, for example, by geography 
and substantive scope or limitations on time.

LIABILITY EXCLUSIONS AND LIMITATIONS,  
INDEMNIFICATION AND INSURANCE

The parties should consider risk allocation and ensure the joint 
development agreement addresses any:

�� Exclusions of liability, for example, for consequential, 
incidental and other special damages from certain claims, 
such as breach of contract or tort.

�� Limitations on liability, such as a cap on damages and any carve-
outs from the cap, for example, for a party’s indemnification 
obligations or breaches of its confidentiality obligations.

�� Indemnity obligations, such as indemnification for infringement 
claims arising out of the joint development product.

�� Insurance requirements to cover third-party claims and any 
indemnity obligations.

TERM, TERMINATION AND TRANSITION

A joint development agreement should address not only the 
term of the agreement and rights of termination but the ability 
of the non-terminating party to continue work on the project.

Term

The term of a joint development agreement is typically the 
period the parties believe is necessary to successfully complete 
the joint development project. This may be measured through 
any of the following:

�� The achievement of a specific technical milestone.

�� The joint development project plan objectives.

�� The last set of activities set out in the joint development 
project plan. 

Alternatively, the term of the joint development agreement 
can be based on a specific period of time, which may be the 
estimated time it will take to complete the joint development 

A joint development agreement should address 
not only the term of the agreement and rights of 
termination but the ability of the non-terminating 
party to continue work on the project.
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project. In this situation, the parties can consider including 
language specifically allowing them to extend the term of the 
agreement if they have not completed the joint development 
project by the stated date. However, the parties can later agree 
to extend the term of the joint development agreement in a 
written amendment to the agreement signed by both parties.

Termination Rights

The termination provisions in a joint development agreement 
typically operate in a balanced fashion and do not necessarily 
operate in favor of either party. For example, most commercial 
agreements include a right to terminate the agreement if the 
other party breaches the agreement and, if curable, has not 
cured that breach within a specified period. 

In certain joint development agreements, the parties may 
agree that one party should have the right to terminate the 
agreement for any or no reason. This type of termination 
for convenience provision provides greater freedom to the 
party with the termination right to minimize its risk in certain 
circumstances if: 

�� The joint development project is not proceeding as expected.

�� A potentially better technology or joint development partner 
becomes available.

To minimize the risk to the non-terminating party, the joint 
development agreement can allow termination for convenience 
only after a certain period of time after the effective date to 
ensure that the parties actually begin work on the project and 
make some attempt to develop the joint development product. 
In addition, a termination for convenience provision can be tied 
to the terminating party’s payment of a termination fee. The 
amount of this fee may be chosen to:

�� Compensate the non-terminating party for any expenses 
incurred in performing its obligations under the joint 
development agreement. 

�� Act as a disincentive to the terminating party and to 
otherwise encourage the parties to make good faith efforts to 
successfully complete the project. 

The parties should carefully consider the risks of allowing one 
or both of them to terminate for convenience. It may be more 
appropriate to omit the termination for convenience provision and 
instead include certain exclusivity provisions to ensure that both 
parties work diligently, or otherwise use commercially reasonable 
efforts, to make the joint development project a success. 

The joint development agreement may also contain other 
provisions that allow termination, for example, if a party:

�� Becomes insolvent.

�� Undergoes a change in control.

Transition Plan

On termination of a joint development agreement, the parties 
typically should stop all activities under the agreement and 
settle any financial obligations they may have to each other. 
In addition, any licenses to each party’s background IP and 
developed IP should also terminate. If the parties granted each 
other the right to grant sublicenses under their background 

IP, the parties should include a provision that terminates all 
sublicenses that the party may have granted, effective as of the 
joint development agreement termination date.

However, the parties may choose to specify that where a party 
terminates the joint development agreement for convenience or 
breaches the agreement, the other party may elect to: 

�� Continue to work toward developing the joint  
development product. 

�� Require the non-continuing or breaching party to transfer 
its information and work product concerning the joint 
development product to the continuing party.

If this type of provision is included in the joint development 
agreement, the parties should consider:

�� The transition plan, including the scope and form of transition 
assistance to be provided by the non-continuing or breaching 
party and its employees.

�� The rights under background and developed IP that the non-
continuing or breaching party must grant to the continuing party.

�� Whether the non-continuing or breaching party should be 
required to assign its rights or grant sufficient rights under 
third-party agreements to the continuing party.

A transition plan may also serve as a disincentive for a party 
to breach the joint development agreement and motivation 
to both parties to make reasonable efforts to finish the joint 
development project.

DISPUTE RESOLUTION

Since disputes frequently arise during a joint development 
project, the parties should specify a dispute resolution 
mechanism to quickly resolve the matter and allow the parties 
to continue working together to achieve the desired outcome 
for the joint development project. Any dispute resolution 
mechanism should aim to resolve disputes without resorting to 
litigation because litigation typically: 

�� Is slow. 

�� Is expensive. 

�� Decreases the possibility that the two parties can remain 
partners in a collaborative effort. 

�� Does not provide a satisfactory result for either party.

Joint development agreements typically include an escalating 
alternative dispute resolution (ADR) provision for resolving the 
dispute. In this provision, the parties attempt to resolve the 
dispute by proceeding through each of the following steps in the 
following order if the parties are unsuccessful in resolving the 
dispute in the previous step:

�� Negotiation. 

�� Mediation. 

�� Arbitration. 

The escalating mechanism works well in a joint development 
arrangement because the ongoing business relationship 
typically is not adversarial and both parties desire to maintain 
ongoing good relations.
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Alternatively, the parties may consider “baseball arbitration” for 
resolving certain disputes arising under the joint development 
agreement. This type of arbitration requires each party to 
provide its proposal for resolving the dispute to one or more 
arbitrators who then resolve the dispute by selecting one party’s 
proposed resolution for the dispute. This may provide a quicker 
resolution to the dispute and may be more likely to preserve the 
parties’ ongoing working relationship. 

ASSIGNMENT AND CHANGE OF CONTROL

The parties should determine whether either or both parties 
should be allowed to assign their rights and obligations under 
the joint development agreement to a third party. In addition, the 
parties should consider:

�� Any restrictions on assignment, including whether assignment 
is subject to the other party’s approval and whether that 
approval may be unreasonably withheld.

�� Whether to include a provision placing restrictions on either or 
both parties if they undergo a change of control. In particular, 
each party should consider including a change-of-control 
limitation if there are concerns that a change of control of the 
other party may result in the joint development agreement 
falling into the hands of its direct competitor.

 This article is an excerpt of a resource on Practical Law. For the 
complete, online version, which includes additional information on 
joint development agreements, search Joint Development 
Agreements.

Eric M. Lee joined the Intellectual Property & Technology team 
from Medtronic, Inc., where he was principal patent counsel. 
Previously he was chief counsel – patent for Georgia-Pacific LLC, 
associate chief intellectual property counsel at Becton, Dickinson 
and Company, patent counsel at Pfizer Inc. and an associate at 
Dorsey & Whitney LLP and at Fish & Neave LLP.
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Entrepreneurs and startup business owners often focus their 
time and energy on financing the business and developing 
and marketing their core products or services. As their 
businesses grow and they hire more employees, complying 

with the numerous federal, state and local employment laws is 
not generally of primary concern as they attend to other business 
demands. However, non-compliance with these laws can pose 
substantial risks. Determining who will oversee employment and 
human resources-related issues, and how to handle them, should 
be among the key considerations for startups. 

This Practice Note provides an overview of the employment laws, 
practices and policies of particular concern for startups, including:

�� Employment-related filing, reporting and insurance 
requirements.

�� Offer letters and employment contracts.

�� Hiring considerations. 

�� Wage and hour issues, including administering payroll.

 Search Employment Law Issues for Startups, Entrepreneurs and 
Growing Businesses: Overview for the complete, online version of this 
Practice Note, including information on employee benefits and 
incentive compensation, protecting intellectual property, and 
workplace policies, procedures, postings and notices. 

EMPLOYMENT-RELATED FILING, REPORTING AND 
INSURANCE REQUIREMENTS
When hiring their first employees, even startups must comply 
with numerous filing, reporting and insurance requirements. In 

addition to federal requirements, many states require businesses 
to report information about their employees. For example, 
before hiring any employees, a business owner must: 

�� Obtain a federal Employer Identification Number (EIN) with 
the Internal Revenue Service (IRS). 

�� Require each new employee to complete and return an IRS 
Form W-4 designating the appropriate federal tax withholding.

�� Retain each W-4 for at least four years. 

State and local tax authorities typically require similar forms and 
withholding information. Additionally, most states require some 
form of employee registration for purposes of tracking child 
support obligations, state taxes, workers’ compensation and 
unemployment insurance. More than a dozen states, including 
California, Connecticut, Illinois, New Jersey, New York and the 
District of Columbia, also require businesses to comply with 
state Wage Theft Prevention Acts. Employers should review and 
comply with the new hire reporting requirements in any state 
where the business will operate or employ workers.

 Search Hiring Requirements: State Q&A Tool for information about 
state-specific laws requiring employers to provide certain kinds of 
information to newly hired employees.

IMMIGRATION ISSUES AND FORM I-9 COMPLIANCE

The federal Immigration Reform and Control Act of 1986 (IRCA) 
prohibits: 

�� All employers from hiring or continuing to employ workers 
who are not legally authorized to work in the US.

Employment Law Issues for Startups, 
Entrepreneurs and Growing Businesses
This excerpt of a Practice Note provides an overview of the numerous employment laws and 
human resources issues facing startups, entrepreneurs and expanding businesses. It applies to 
private companies and is jurisdiction neutral, but highlights areas where state and local issues 
commonly arise. For the complete, online version of this resource, visit Practical Law.

Practical Law Labor & Employment
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�� Employers with four or more employees from discriminating 
based on: 
�z national origin; or 
�z citizenship.

To comply with IRCA, all employers must: 

�� Have each new employee complete Section 1 of Form I-9, an 
employment eligibility verification form, by the first day of work.

�� Review original documents presented by the employee to 
establish identity and employment authorization.

�� Complete Section 2 of Form I-9, generally within three days 
of hire.

�� Retain Form I-9 on file for each current employee for the 
longer of: 
�z three years from the date of hire; or 
�z one year after the employment ends. 

�� Make all Form I-9s available for inspection by the US 
government in the event of a request.

�� Determine whether the business:
�z operates in a state or an industry which requires the use of 
the E-Verify system; or 
�z should use E-Verify on a voluntary basis.

Employers do not need to file Form I-9s with any federal or state 
government agency, but must maintain proper records.

 Search Completing Form I-9 for Employees Checklist for more on 
Form I-9 requirements. 

Employers must strictly comply with Form I-9 requirements or 
risk penalties. For paperwork errors, penalties range from $110 
to $1,100 for each violation. For knowingly hiring or continuing to 
employ an unauthorized worker, penalties can include:

�� A cease and desist order.

�� Fines of:
�z $375 to $3,200 for each unauthorized worker, for a first offense;
�z $3,200 to $6,500 for each unauthorized worker, for a 
second offense; and
�z $5,300 to $16,000 for each unauthorized worker, for a third 
and any subsequent offenses.

(8 C.F.R. § 274a.10(b)(1).)

 Search Demonstrating the Right to Work in the United States for more 
on employers’ legal obligations under IRCA to document employees’ 
eligibility to work in the US. 

Search IRCA Violations: Employer Liability Assessment Chart for a list 
of IRCA violations, possible employer remediation of certain Form I-9 
failures and the assessment of employer liability under IRCA.

Employers seeking to hire foreign workers may need to offer 
immigration sponsorship for the individuals to begin working for 
the employer, or to remain authorized to work in the US after a 
period of time. 

EMPLOYMENT-RELATED INSURANCE REQUIREMENTS

In most states, businesses are required to maintain or pay into 
funds to support insurance to protect their workforce, including:

�� Workers’ compensation insurance.

�� Unemployment insurance.

�� State disability insurance. 

These insurance schemes are administered by state law, and 
apply in all jurisdictions where a business has employees.

 Search Employment Law Issues for Startups, Entrepreneurs and 
Growing Businesses: Overview for the complete, online version of this 
Practice Note, including a more detailed discussion of employment-
related insurance requirements.

FORMING AND DOCUMENTING AN  
EMPLOYMENT RELATIONSHIP
At the outset of the employment relationship, startup business 
owners must determine the terms and conditions on which they 
will hire and employ individuals. Specifically, employers have to 
decide issues such as: 

�� Whether an individual being hired is an employee or retained 
as an independent contractor.

�� Whether the employee will be employed on an at-will basis, or 
will enter into an employment contract for a fixed term. 

�� What types of screening methods will be used. 

�� How the employee will be compensated.

�� What types of agreements they will ask employees to sign to 
protect employers’ intellectual property.

Employment-related Filing, Reporting and Insurance 
Requirements

Forming and Documenting an Employment 
Relationship

Risks in the Hiring and Interview Process

Wage and Hour Issues

Employee Benefits and Incentive Compensation

Protecting Intellectual Property and Goodwill

Workplace Policies and Procedures:  
Best Practices

Workplace Postings and Notices

Online Contents
This Practice Note comes from our online resources. To access 
this resource and others, visit Practical Law.
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AT-WILL EMPLOYMENT STATUS PRESUMED

Employers must decide if their employees are being hired on 
an at-will or some other basis. The default rule in the US is 
at-will employment. This means that either the employer or the 
employee can terminate the employment relationship at any 
time, with or without notice, for any reason or for no reason, as 
long as it is not a discriminatory reason. 

Startups without formal employment policies should make sure 
that any employee policy communication reaffirms the at-will 
relationship and disclaims the intent to form any contract that is 
inconsistent with an at-will relationship. 

OFFER LETTERS

Startups hire the majority of their workers without formal 
employment contracts. Some hire employees and retain service 
providers, such as independent contractors, without any written 
documentation. Although federal law and most state laws do 
not require any specific contract terms to be in writing, there are 
some state law exceptions, such as California and New York laws 
that require all commission agreements to be in writing and 
contain certain information.

Even when not required to do so, startups should memorialize 
the employment relationship with a simple offer letter to be 
signed by the employee containing the key terms and conditions 
of employment, including the employee’s:

�� Title or position. 

�� Reporting relationship. 

�� Start date. 

�� Term of employment, if any.

�� Rate and frequency of pay.

�� Manner of pay (such as salary, wage or commission, including 
whether the employee is exempt or nonexempt from federal 
minimum wage and overtime requirements).

�� Hours of work, including whether full-time or part-time, and 
whether the employee can continue working in any capacity 
with another employer during the initial stages of the startup. 

�� Eligibility for benefits (often spelled out in detail in a separate 
policy or plan).

�� Conditions of employment, including:
�z Form I-9 compliance;
�z successful completion of background and reference checks 
(if used);
�z confirmation that their employment does not violate a non-
compete agreement or restrictive covenant with another 
employer; and
�z signing a confidentiality or non-compete agreement.

�� At-will employment confirmation.

Employers also should document any independent contractor 
relationships, but these agreements should not be carbon 
copies of offer letters or employment contracts. Instead, they 
should emphasize the factors that distinguish them from 

an employer-employee relationship (see below Independent 
Contractors and the Risks of Misclassification).

 Search Offer Letter/Short-form Employment Agreement for a 
Non-executive for a sample offer letter.

Search Independent Contractor/Consultant Agreement (Pro-client) for 
a sample independent contractor agreement.

EMPLOYMENT CONTRACTS

Formal employment contracts generally are reserved for more 
senior executives and management personnel. In addition to 
the standard terms in offer letters, executive agreements are 
typically lengthier and may include provisions addressing:

�� Employment for a term of years.

�� Notice of termination or garden leave.

�� Severance benefits, if the executive is terminated without 
good cause (as defined in the agreement). 

�� Bonus compensation.

�� Profit sharing or equity grants.

�� Accelerated vesting provisions if there is a change in control.

 Search Executive Employment Agreement for a sample employment 
agreement, with explanatory notes and drafting tips. 

SPECIAL CONSIDERATIONS FOR FOUNDERS AND 
MANAGEMENT EXECUTIVES

Compensation decisions may have a dramatic impact on a 
startup’s ability to attract investors and raise capital. Research 
suggests that most founders and CEOs of startups are paid less 
than $100,000 in annual salary, with many receiving $50,000 
or less. Lower salaries for founders and senior executives set 
similar expectations for other employees. Before any significant 
fundraising efforts begin, business owners should determine 
the nature and amount of compensation for founders and 
management executives, considering that: 

�� The more modest the salaries (and therefore monthly 
overhead for personnel), the more attractive the business may 
appear to investors. 

�� Higher salaries may be justified:
�z at later fundraising rounds or after certain funding 
milestones are met; or
�z as the business begins to generate revenue or become 
profitable. 

�� Lower salaries may be counterbalanced with one or more of 
the following:
�z equity grants; 
�z incentive compensation; or
�z other forms of benefits, such as insurance or retirement plans.

 Search Choosing the Right Type of Equity Compensation for Startup 
Company Employees or see page 42 in this issue for information on 
the types of equity compensation awards commonly used by startups.
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RISKS IN THE HIRING AND INTERVIEW PROCESS
Employers, including startups, face potential liability risks in the 
hiring process. Key areas of exposure include: 

�� Discrimination and retaliation claims based on an applicant’s 
membership in one or more protected classes under federal, 
state or local laws.

�� Hiring an employee who may have stolen trade secrets or 
confidential information of a prior employer, or does not have 
the rights to use information being brought to the startup. 

�� Immigration audits and fines.

�� Wage and hour violations, including the misclassification of 
employees and independent contractors.

�� Conducting background checks, including those delving into 
criminal records and credit history, that may violate state law.

�� Conducting social media searches of applicants during the 
hiring process.

DISCRIMINATION IN THE HIRING PROCESS

Many aspects of the recruiting process may trigger an 
employment discrimination claim, including: 

�� Advertising and describing a job vacancy.

�� Conducting an interview.

�� Making an offer of employment. 

�� Rejecting an applicant.

�� Setting compensation in a discriminatory manner.

Most federal anti-discrimination laws do not apply to businesses 
with fewer than 15 employees, though federal immigration 
law prohibits employers with four to 14 employees from 
discriminating on the basis of citizenship or national origin. 
However, state and local laws often apply to smaller businesses 
and cover a wider range of protected classes. For example, 
California’s state anti-discrimination laws apply to employers 
with five or more employees, and for harassment purposes, 
the laws apply to employers in California with one or more 
employees. Similarly, New York’s state anti-discrimination laws 
apply to employers with four or more employees. 

While early-stage startups without funding may not be 
the prime targets of the Equal Employment Opportunity 
Commission or plaintiffs’ counsel, as these companies grow and 
gain in public recognition the risk of legal challenges increases. 
Businesses in the traditionally male-dominated technology 
sector, such as Twitter, Facebook and Gravity4, all have been 
sued for sex discrimination. Pinterest recently joined a group of 
startups initiating self-audits of their compensation practices for 
pay equality. 

To minimize the risk of a discrimination claim in the hiring 
process, employers should:

�� Determine the applicable federal, state and local laws, and 
the protected classes covered by each. 

�� Ensure that the individuals involved in the recruitment process 
are trained to identify and avoid potentially discriminatory 
practices. 

�� Identify the essential qualifications and functions of each position.

�� Focus on objective criteria in the interview and selection process.

 Search Recruiting and Interviewing: Minimizing Legal Risk for more on 
reducing the legal risks in recruiting and interviewing.

Search Hiring Requirements: State Q&A Tool for state-specific hiring 
requirements.

SOCIAL MEDIA ISSUES IN HIRING

Social media is integral to many startups, and serves as a 
primary tool for communication and information-gathering by 
both business owners and employees. Many employers search 
social media for information about prospective employees, even 
if not officially part of the formal hiring process. While searching 
social media can help employers gather information about an 
individual’s education and employment experience relevant 
to hiring decisions, personal information and photos on social 
media sites may reveal information about an applicant that 
would be beyond the scope of legal inquiry during an interview. 
For example, an employer may glean information about an 
applicant’s membership in or affiliation with certain protected 
categories, including:

�� Religious affiliations or beliefs.

�� Genetic conditions.

�� Sexual orientation.

�� National origin.

�� Age.

The law on permissible use of social media during the hiring 
process is still developing. Employers can minimize potential 
legal liability by either:

�� Not conducting social media searches at all during the hiring 
process, which is the most conservative approach.

�� Using someone other than the interviewer, such as a human 
resources professional, to conduct social media screening, 
and ensure that person only passes lawful information to the 
interviewer.

However, many startups pride themselves on having a distinct 
company culture, and finding the right fit with employees may 
be as important as finding someone with the right resume. 
Foregoing social media as a hiring tool may not be feasible. If a 
startup conducts social media searches of applicants, employers 
can protect against any potential discrimination claims by non-
hired applicants by training its hiring managers to comply with:

�� Anti-discrimination and lawful off-duty conduct laws. 

�� The Fair Credit Reporting Act.

�� Password protection laws. Many states have enacted laws that 
prohibit employers from requesting password and username 
information or otherwise accessing the password protected 
portions of a prospective or current employee’s personal social 
media accounts, with certain exceptions.

�� Lawful interview practices.
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 Search Social Media in the Hiring Process for more on employers’ use 
of social media in hiring.

WAGE AND HOUR ISSUES
Wage and hour issues can be especially difficult for startups. 
In the startup environment, most employees work long hours. 
They also do not necessarily operate within clearly delineated 
roles or traditional job titles, often performing the functions of 
multiple jobs within a given day or week. Compensation may 
be primarily comprised of stock or equity grants, with little cash 
flow available for base wages. Many startups never contemplate 
paying overtime to their employees, operating under the false 
assumption that the overtime laws are inapplicable to startups. 

Nonetheless, startups remain vulnerable to potential wage 
and hour liability arising from employee claims and agency 
audits. Therefore, they should take time to consider wage and 
hour compliance as part of their initial business planning and 
strategy. These concerns become increasingly important as 
the company’s workforce expands, or as the business positions 
itself for additional rounds of financing, a public offering or an 
acquisition. Key considerations include:

�� Determining how payroll will be administered.

�� Properly classifying workers as exempt or nonexempt.

�� Complying with minimum wage and overtime laws.

ADMINISTERING PAYROLL

Before hiring any employees, an employer should determine:

�� Who will be responsible for payroll (for example, a chief 
financial officer, human resources professional, professional 
employer organization or payroll company). 

�� How often it will pay its employees.

�� How much and in what manner it will pay its employees (such 
as on a salary, hourly or commission basis).

Employers generally should communicate this information to 
their employees, either in an offer letter or a state wage payment 
act notice. Some employers adopt a uniform policy for payroll 
practices. Even if hiring friends or former colleagues during a 
startup’s early stages, employers should document their pay 
practices in some manner to avoid future disputes or liability 
under wage payment laws.

COMPLYING WITH MINIMUM WAGE AND OVERTIME LAWS

Both federal and state law impose strict requirements on 
the payment of minimum wage and overtime pay for most 
employees. Unless the employer can demonstrate that an 
employee qualifies for an exemption from the overtime 
requirements under the federal Fair Labor Standards Act 
(FLSA) and applicable state law, the employer must pay all 
nonexempt employees at least minimum wage and overtime in 
accordance with applicable wage and hour laws. 

Employers also must keep records of all hours worked by 
nonexempt employees, or suffer harsh penalties for non-
compliance. For example, in 2014, LinkedIn paid nearly 

$6 million in settlement of a Department of Labor (DOL) audit 
for overtime and record-keeping violations. 

The FLSA applies to all private employers and employees who in 
any workweek are either:

�� Engaged in interstate commerce or in the production of goods 
for commerce (individual coverage). 

�� Employed by an enterprise engaged in commerce or the 
production of goods for commerce with gross annual sales or 
business of at least $500,000 (enterprise coverage). 

(29 U.S.C. §§ 203(r), (s), 206(a) and 207(a).) 

Each of the above tests is interpreted broadly. Most private 
and public employers, with the exception of family businesses, 
are covered (for example, see Reich v. Stewart, 121 F.3d 400 
(8th Cir. 1997) and 29 U.S.C. § 203(d) and (e)).

There is no catchall exception for startups or entrepreneurs. If 
a business otherwise meets the test for enterprise or individual 
coverage, the employer cannot avoid liability for wage and hour 
violations by citing common industry practice of working more 
than 40 hours per week with no payment of overtime. 

Some early-stage startups may not meet the minimum 
annual sales threshold for enterprise coverage. In limited 
circumstances, employees working for early-stage startups or 
local family-owned businesses may not qualify for individual 
coverage because they are not sufficiently engaged in interstate 
commerce (see Jian Long Li v. Li Qin Zhao, 35 F. Supp. 3d 300, 
308 (E.D.N.Y. 2014)). However, employees who regularly use 
“instrumentalities of commerce,” such as the telephone, mail 
and internet for interstate communication are covered by the 
FLSA (29 C.F.R. § 776.10). Most startup employees regularly use 
the internet and other interstate communications to conduct 
business and therefore qualify for individual coverage. 

Even if not technically covered by the FLSA, an employer forced 
to defend a claim for wage and hour violations likely will incur 
significant costs, even if it prevails on the merits. Moreover, 
business owners and management executives such as CEOs may 
be held individually liable as an “employer” under the FLSA if they 
exercise a sufficient level of operational control over the employees 
(see, for example, Irizarry v. Catsimitidis, 722 F.3d 99 (2d Cir. 2013)). 

Employers must also comply with state wage and hour laws with 
regard to nonexempt employees because the laws often impose:
�� A higher minimum wage.

�� More stringent overtime payment requirements.

�� Required meal and rest break periods. 

For example, in California, nonexempt employees are entitled 
to overtime pay if they work more than eight hours in one day. 
In other words, the overtime rate in California is calculated on a 
daily, rather than weekly, basis. 

 Search Wage and Hour Law: Overview for more on employers’ rights 
and obligations under federal wage and hour law.

Search Wage and Hour Laws: State Q&A Tool for state-specific wage 
and hour laws. 
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CLASSIFYING WORKERS AS EXEMPT OR NONEXEMPT 

The classification of employees as exempt or nonexempt is a 
hotly litigated issue and poses a serious risk to businesses that 
get it wrong, including the individuals who own the businesses.

Under the FLSA, employers must pay covered employees at 
least the minimum wage. Employees must also receive overtime 
payments for hours worked in excess of 40 hours per week 
unless their job duties exempt them from those requirements 
under one of the statutory exemptions. The most common 
exemptions include those for:

�� Administrative employees. 

�� Executive employees, including learned professionals and 
creative professionals.

�� Computer professionals. 

�� Outside sales employees. 

�� Highly compensated employees. 

(29 C.F.R. §§ 541.0-541.710.)

To qualify under the administrative, executive, professional, 
computer professional or highly compensated exemptions under 
federal law, employees must meet both:

�� The applicable exempt duties test, meaning the employee 
must spend a sufficient amount of time performing duties 
that qualify as exempt from the FLSA’s overtime provisions. 
Each exemption classification requires certain types of 
exempt duties.

�� The salary basis requirement or, for certain exemptions, the 
fee basis requirement, unless the employee is:
�z a business owner; 
�z a teacher; 
�z practicing law or medicine; or 
�z a computer professional earning at least $27.63 per hour for 
every hour worked.

The test for determining exempt status may be different under 
state law. For example, the highly compensated employees 
exemption does not apply in California or Pennsylvania.

A common misconception is that a salaried employee does not 
get overtime and therefore is exempt. However, merely paying 
an employee on a salary basis is not sufficient to qualify for an 
exemption. Proper classification requires a factual analysis of the 
duties and responsibilities actually performed by the employee 
and not just those listed on a job description. This is especially 
challenging for startups where employees serve multiple 
functions without clearly defined roles or job descriptions.

In addition, the DOL has proposed new rules that, if adopted, 
will substantially increase the minimum salary requirement for 
many exemptions. Under the new rules, fewer startup workers 
will qualify as exempt employees. 

Although many startups outsource payroll and certain human 
resources functions to third-party providers, doing so does not 
eliminate the risks of misclassification or overtime liability. As 
the entity that primarily controls the terms and conditions of the 

workers’ employment, the startup likely remains responsible as 
an employer under the FLSA. 

FLSA EXEMPTION FOR BUSINESS OWNERS

Despite minimum wage, overtime requirements and the 
minimum salary necessary to qualify for most white collar 
exemptions under the FLSA, many startup business owners 
agree to work for free or take an annual salary of $1 while putting 
in long hours well in excess of 40 hours per week. Business 
owners should not automatically assume this is permissible, but 
rather should determine whether the arrangement complies 
with the FLSA, taking into consideration that:

�� If the business is covered by the FLSA, working for free (or $1) 
violates the minimum wage and overtime requirements unless 
the employee falls within an enumerated exemption.

�� Most white-collar exemptions, such as the executive and 
administrative exemptions, require the employee to be paid at 
least $455 per week on a salary basis (although the DOL has 
proposed new regulations substantially increasing this threshold).

�� However, many founders may qualify as an exempt 
executive employee under the business owners’ exemption 
(29 CFR § 541.101) if they:
�z own at least 20% equity interest in the business (whether a 
corporation, partnership or other entity); and
�z are actively engaged in the management of the business.

The business owners’ exemption may apply even if the owner 
is not paid a salary. However, an individual with a 20% or 
greater interest in a business who is required to work long 
hours but makes no management decisions, supervises no one 
and has no authority over personnel does not qualify for the 
business owners’ exemption. An arrangement that complies 
with the FLSA may also still violate state or local law. Startup 
business owners should check the applicable exemptions in the 
jurisdictions where they work. 

If a company agrees to pay a salary, but lacks funds to pay it, 
some businesses have treated that payment as a salary deferral 
for accounting purposes. However, this arrangement may: 

�� Violate state law provisions that require payment of any wages 
at certain intervals.

�� Have negative tax consequences for the business or the founder.

INDEPENDENT CONTRACTORS AND THE RISKS OF 
MISCLASSIFICATION

Many businesses attempt to avoid significant tax and other 
liabilities every year by classifying certain workers as independent 
contractors instead of employees. Some business models in the 
new on-demand economy have been built on using independent 
contractors as their primary service providers instead of relying 
on the traditional employer-employee relationship.

Many startups use independent contractors to help build their 
business or design a product, especially in the early financing 
stages. While some of these individuals may be properly 
classified as independent contractors, simply referring to a 
worker as an independent contractor in a written agreement or 
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otherwise does not protect a business from a legal challenge 
to their status. Further, a worker is not properly classified as 
an independent contractor just because the work is part-time, 
seasonal or for a trial period. 

Improper classification of workers as independent contractors 
can result in steep penalties. Recent federal and state 
enforcement efforts have resulted in a steady increase in agency 
audits and class action lawsuits, including lawsuits against Uber, 
Lyft, Shyp, Washio and Postmates. Other startups have failed 
primarily because of similar legal challenges. 

There are several tests used to determine whether independent 
contractors are properly classified. Although no one factor is 
determinative, the IRS test considers several factors grouped 
into three general categories:

�� Behavioral control (the greater degree of control the business 
has over the individual the less likely the individual is an 
independent contractor), including factors such as:
�z type and degree of instructions given; 
�z dictating where and when work is performed; 
�z requiring the use of company equipment, such as 
computers and e-mails; 
�z application of employee policies and procedures; and
�z degree of training. 

�� Financial control, including factors such as:
�z the contractor’s degree of investment; 
�z reimbursement of business expenses; 
�z the contractor’s opportunity for profit or loss; 
�z the contractor’s ability to service multiple clients; and
�z method of payment.

�� The relationship between the parties, including factors such as: 
�z written contracts; 
�z employee benefits; 
�z permanency of the relationship; 
�z whether the services are provided through a corporate entity 
or through an individual service provider; and
�z whether the services provided are key aspects of the 
business (a major issue raised in the Uber and Lyft suits).

Many states consider similar factors, though the tests may 
be enumerated differently than the IRS test. Some states, 
such as California, require employers to report their hiring of 
independent contractors in certain situations.

Consequences of Improper Classification

Although the benefits of properly classifying a worker as an 
independent contractor are significant, the financial costs and 
penalties of improperly making that classification can be serious. 
Classification lawsuits are costly to defend and potentially could 
disrupt or destroy a company’s business model built on using 
independent contractors. Because independent contractors 
avoid many of the tax and other employment law requirements 
of an employment relationship, the IRS, state government 

agencies and courts construe independent contractor status 
narrowly and impose large penalties for improper classification. 

The IRS typically requires a company to reclassify the worker as 
an employee, making the company liable for any financial and 
litigation liability concerning that employee, including:

�� Back wages and overtime pay. 

�� Tax and insurance obligations. 

�� Employment law compliance. 

�� Employee benefits.

 Search Using Independent Contractors and Outside Firms: Avoiding 
Employee Misclassification Checklist for steps a company can take to 
minimize the risk of misclassification of employees as independent 
contractors.

Owners’ FLSA and Misclassification Liability May  
Survive Business Closure

Some startup business owners are cavalier about liability for 
wage and hour and misclassification violations. They mistakenly 
believe that if the business does not succeed or lacks funds to 
pay employees or service providers, they can close down the 
business and walk away (often restarting the same or a similar 
venture under another name). However, startup founders and 
equity stakeholders may incur liability post-closure as:

�� An individual who exercised sufficient control over the terms 
and conditions of employment to qualify as an “employer” 
under the FLSA (see Irizarry v. Catsimitidis, 722 F.3d 99 
(2d Cir. 2013)).

�� The owner of a new business, formed after the closure of the 
first, with the same owners and operating essentially for the 
same purpose, under the Uniform Voidable Transfer Act, if the 
new business was formed to avoid a debt.

Therefore, even when funds are limited, business owners have a 
vested interest in ensuring that:

�� Employees are properly classified as exempt (or, more 
importantly, as potentially nonexempt) from minimum wage 
and overtime requirements.

�� All employees are paid their wages, including overtime, if 
applicable, in a timely manner.

�� Independent contractors are appropriately classified.

 Search Employment Law Issues for Startups, Entrepreneurs and 
Growing Businesses: Overview for the complete, online version of this 
Practice Note, including information on employee benefits and 
incentive compensation, protecting intellectual property, and 
workplace policies, procedures, postings and notices. 
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Entrepreneurs, startups and established companies must 
each consider many of the same business and legal 
issues before setting up a new business. This Checklist 
addresses issues related to:

�� Developing a business plan.

�� Selecting a legal structure.

�� Financing the business.

�� Selecting a business name.

�� Choosing a business location.

�� Recruiting and hiring employees.

�� Obtaining business licenses and permits.

�� Identifying suppliers, distributors, logistics providers and 
customers.

�� Developing advertising and marketing strategies.

�� Acquiring and protecting intellectual property (IP).

�� Evaluating insurance needs. 

DEVELOP A BUSINESS PLAN
Although it is not a legal requirement, at the outset of a new 
business venture, management should clearly define the 
business’ objectives in a concise, dynamic business plan to better 
communicate these goals to key stakeholders, including:

�� Lenders and equity investors.

�� Customers.

�� Suppliers and distributors.

�� Management.

�� Employees.

A business plan should:

�� Include an executive summary.

�� Describe the products or services to be offered.

�� Summarize business history, management and goals.

�� Profile the target customer.

�� Analyze the competition and market trends.

�� Provide advertising and marketing strategies.

�� List assets, liabilities, budgets and timelines.

�� Forecast sales growth and profits.

Before disclosing the business plan to outside parties, a 
confidentiality agreement (also called a nondisclosure 
agreement or NDA) should be signed to protect sensitive 
business information such as: 

�� Marketing plans.

�� Budgets.

�� Customer and vendor lists.

�� Other IP.

 Search Confidentiality and Nondisclosure Agreements Toolkit for 
resources to assist counsel in protecting company and third-party 
confidential business information.

SELECT A LEGAL STRUCTURE
One of the most important decisions in forming a new  
business is selecting the appropriate legal structure, which 
impacts choice of entity, management, liability, taxation, 
financing and other key issues. Management may decide that 
it will operate a new business as a division within the existing 
company, or as a new legal entity. Three common types of 
business entities are:

�� Limited partnerships.

�� Limited liability companies.

�� Corporations.

Setting Up a New Business 
This Checklist outlines key business and legal issues for counsel to consider when establishing 
a new business in the US.
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Counsel should be aware that formation of an entity can trigger 
a filing under the Hart-Scott-Rodino Antitrust Improvements 
Act of 1976. The new business also may consider entering into 
a joint venture with another party to spread costs and risks and 
improve access to financial resources. 

FINANCE THE BUSINESS
Depending on the type of business entity selected and its financial 
goals, financing can be done in several ways, including by: 

�� Obtaining loans from a bank or other lender.

�� Issuing short- or long-term debt securities. 

�� Issuing equity securities. 

Factors affecting the choice between debt and equity include:

�� The company’s need to retain control over the business. If 
retaining control is a concern, but the company is unwilling 
or unable to take on debt, the company may consider raising 
capital through a minority investment.

�� The company’s existing capital structure. If the company 
already has a lot of debt, is subject to restrictive financial 
covenants or does not want to provide a guaranty or other 
credit support, it may only be able to obtain funding through 
the issuance of equity.

�� The company’s status as a reporting company versus 
a non-reporting company. If the company has already 
completed an initial public offering, it has much more 
flexibility in raising capital than a private company.

�� The availability of debt versus equity financing. Lenders 
may be unwilling to lend to the company, or suitable investors 
may be difficult to find.

�� The costs of issuing debt versus equity. If lenders are 
unwilling to lend to the company, the interest rate offered may 
be too expensive. The proposed terms of equity investors may 
be too onerous. In addition, the costs of conducting a public 
offering typically exceed the costs of an unregistered offering, 
unless the company is already a reporting company. 

�� Tax considerations. The company should ensure it 
understands the tax consequences of choosing debt or equity 
to finance the business.

SELECT A BUSINESS NAME
A new business name should be legally cleared before its first 
use. Preliminary name clearance involves:

�� Checking name availability with relevant secretary of state 
databases.

�� Performing a trademark search for the name at the state and 
federal levels.

�� Conducting internet searches to disclose common law uses of 
the same name or similar names.

�� Verifying name availability with domain name registrars.

If the preliminary search does not reveal any obvious conflicts, as 
a best practice, the business should engage an outside vendor to 
perform a comprehensive search. 

 Search Trademark Searching and Clearance for more on searching 
and clearing a trademark for use in the US.

Once the business name is cleared for use, it should be protected by:

�� Filing the name with the relevant secretary of state office.

�� Registering the name as an internet domain name.

�� Filing an application for federal or state registration of the 
name, if it will be used as a trademark or service mark.

�� Filing applications for foreign trademark and service mark 
registrations in key international markets, if the new business 
plans to operate outside of the US.

 Search Registering a Trademark Checklist for key issues to consider 
when registering a trademark or service mark.

Additional naming considerations include: 

�� Fictional name filings, like registering “doing business as” (or 
DBA) names where relevant. 

�� Foreign qualification of the business, if it will conduct 
business in states other than its state of formation.

CHOOSE A BUSINESS LOCATION
Some factors to consider when choosing a business location 
include:

�� Proximity to customers, suppliers and distributors, as well as 
competing businesses near the proposed location.

�� Minimum business requirements, such as office square footage, 
accessibility to public transportation and parking facilities.

�� Buying real estate. 

�� Renting real estate.

�� Real estate, sales and other tax considerations.

�� Compliance with local zoning and other regulations. 

�� Availability of qualified employees and the going rate  
for wages.

�� State or local laws regulating various employment-related 
issues like:
�z wage and hour;
�z paid and unpaid employee leaves; and
�z new hire requirements.

�� Nexus to the state for choice of law and choice of forum.

�� Compliance with US international trade laws and local country 
laws, if the new business will be located outside of the US.

After the purchase or lease of office space, but before commencing 
operations, the new business may need to contract with:

�� Architects, designers, general contractors and builders to 
modify the office space.

�� Facilities-related services, such as cleaning and gardening.

�� Utility companies.

The business also may need to lease equipment and a 
warehouse. 
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RECRUIT AND HIRE EMPLOYEES
Recruiting and hiring employees creates new legal obligations 
for the business to consider, including:

�� Complying with federal, state and local anti-discrimination 
laws in the hiring, interviewing and selection process.

�� Satisfying Form I-9 requirements.

�� Providing employees with the requisite notices on hiring.

�� Properly classifying individuals as:
�z exempt or nonexempt employees; or
�z independent contractors.

�� Complying with employment-related filing, reporting and 
insurance requirements.

�� Maintaining the at-will status of employees, unless an 
employment agreement states otherwise.

�� Documenting various aspects of the employment 
relationship through:
�z offer letters;
�z employment agreements;
�z confidentiality and inventions assignment agreements;
�z non-competition and non-solicitation agreements, to the 
extent allowed by state law; or 
�z mandatory arbitration agreements.

�� Complying with wage and hour laws, including minimum 
wage and overtime.

�� Determining the employee benefits to provide and 
administering payroll and employee benefit plans.

�� Complying with the Employee Retirement Income Security 
Act of 1974 (ERISA), Department of Labor, Internal Revenue 
Service (IRS) and Pension Benefit Guaranty Corporation rules 
and regulations.

�� Drafting and maintaining employee policies or an employee 
handbook.

�� Posting required workplace posters in the office.

Search Employment Law Issues for Start-ups, Entrepreneurs and Growing 
Businesses or see page 62 in this issue for more on the employment 
issues facing startups, entrepreneurs and expanding businesses.

OBTAIN BUSINESS LICENSES AND PERMITS
The nature and location of the business will determine whether 
licenses and permits are necessary under: 

�� Federal law for businesses that are federally regulated. 

�� State and local laws and regulations, which vary by 
jurisdiction.

Additional licenses and permits may be necessary to comply 
with federal, state and local environmental regulations. 

For tax filing and reporting purposes, the new business also 
will need to apply for an employer identification number (EIN) 
with the IRS.

IDENTIFY SUPPLIERS, DISTRIBUTORS, LOGISTICS 
PROVIDERS AND CUSTOMERS
Depending on the type of new business and the kinds of goods 
and services provided, the business will need to identify and 
contract with:

�� Suppliers. 

�� Distributors. 

�� Logistics providers. 

�� Customers. 

There may also be antitrust risks associated with establishing 
supplier, distributor and customer relationships.

 Search Supply Chain Overview for information on the commercial 
supply chain, distribution channels and key supply chain legal issues.

Businesses often use letters of credit to finance transactions with 
their suppliers, distributors and customers. Some businesses sell 
or assign their receivables to factoring companies.

DEVELOP ADVERTISING AND MARKETING STRATEGIES
Comprehensive advertising and marketing strategies:

�� Promote new business success.

�� Increase brand awareness of the products and services offered.

 Search Advertising and Marketing Toolkit for resources to assist 
counsel in identifying key legal and business issues when undertaking 
advertising and marketing activities.

Some elements of a successful advertising and marketing 
program include: 

�� Product packaging that complies with product labeling laws.

�� Traditional print and media advertising.

�� Direct marketing.

�� Sponsorship arrangements.

�� Sales promotions, contests and sweepstakes.

�� A website.

�� Online advertising and marketing, including social media.

�� Mobile apps.

ACQUIRE AND PROTECT IP
Many new businesses create IP to be used in connection with 
the manufacture, marketing, advertising and sale of their goods 
and services. 

IP assets include:

�� Trademarks.

�� Copyrights.

�� Trade secrets.

�� Patents.
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Before exploiting IP, these assets should be:

�� Cleared for use.

�� Protected. 

Businesses should conduct a freedom to operate review before 
launching any new product, process or feature, ideally early 
in the development and design phase. To ensure that patent 
protection remains available for a business’ innovations, the 
patent application process generally should begin before any 
public disclosure of the information. Further, when sharing 
any proprietary information, parties should enter into a 
confidentiality agreement.

EVALUATE INSURANCE NEEDS
All new businesses need insurance. Factors to consider when 
deciding what insurance to buy, and how much is necessary, 
include the scope of:

�� Exposure to suppliers and customers.

�� Activities of employees and independent contractors.

�� Corporate activity, including inherently dangerous activities.

At a minimum, the new business should consider obtaining the 
following types of insurance coverage:

�� Commercial general liability, including property damage, 
personal injury and advertising injury.

�� Workers’ compensation and employer liability.

�� Key man or key person.

�� Insurance for ERISA fiduciaries, including:
�z ERISA bonds;
�z fiduciary liability insurance;
�z errors and omissions insurance; and
�z directors and officers liability insurance.

ADDITIONAL RESOURCES
More information related to each of the issues discussed in this Checklist is available on Practical Law.  
Simply search online using the resource titles below. 

SELECT A LEGAL STRUCTURE

Practices Notes
�� Choice of Entity: Tax Issues
�� Forming and Organizing a Corporation
�� Best Practices in Corporate Subsidiary 
Management
�� Determining HSR Reportability of an  
Entity Formation 
�� Joint Ventures: Overview

Checklists
�� Choosing an Entity Comparison Chart
�� Forming an LLC Checklist
�� Forming a Limited Partnership Checklist
�� Forming a Joint Venture Checklist 
�� Joint Venture Antitrust Compliance 
Checklist

FINANCE THE BUSINESS

Practices Notes
�� Lending: Overview
�� Debt Securities: Overview
�� Debt Finance: Debt Securities Versus 
Syndicated Loans
�� Minority Investments: Overview
�� Deciding to Go Public
�� Unregistered Offerings: Overview
�� Follow-on and Secondary Registered 
Offerings: Overview
�� Debt v. Equity: US Tax Classification of 
Securities

Checklists
�� Comparative Analysis of Methods of 
Accessing the Equity Capital Markets: Chart

CHOOSE A BUSINESS LOCATION

Toolkits
�� Purchasing and Selling Commercial  
Real Estate Toolkit
�� Office Leasing Toolkit
�� International Trade Toolkit

Practices Notes
�� Commercial Real Estate Loans: Overview
�� Real Estate Purchase and Sale 
Agreements: Purchaser Due Diligence
�� Commercial Real Estate Loans: Due 
Diligence
�� Construction Industry Standard 
Documents: Overview

IDENTIFY SUPPLIERS, DISTRIBUTORS, 
LOGISTICS PROVIDERS AND 
CUSTOMERS

Toolkits
�� Supply of Goods and Services  
Agreements Toolkit

Practices Notes
�� Distributors and Dealers
�� Logistics: Freight Forwarding 
�� Logistics: Transportation Service Providers 
Overview
�� Exclusive Dealing Arrangements
�� Most Favored Nation Clauses

�� Customer Loyalty Programs in the US
�� Vertical Price Restraints in the US
�� Commercial Letters of Credit
�� Fundamentals of Factoring
�� Credit Support in Sale of Goods 
Transactions

Checklists 
�� Drafting and Negotiating a Sale of Goods 
Agreement Checklist
�� Entering into a Minimum Resale Price 
Maintenance Agreement Checklist

DEVELOP ADVERTISING AND 
MARKETING STRATEGIES

Toolkits
�� Social Media Usage Toolkit

Practices Notes
�� Product Labeling
�� Advertising: Overview
�� Direct Marketing 
�� CAN-SPAM Act Compliance
�� Sponsorship Arrangements in the US
�� Sales Promotions, Contests and 
Sweepstakes
�� Setting Up and Operating a Website: 
Contractual Issues
�� Mobile App Development and Distribution

Checklists
�� Product Labeling Checklist
�� Sales Promotions, Contests and 
Sweepstakes Checklist
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Effective trademark portfolio development and 
management are critical to maximizing and protecting 
the value of a company’s brands, which are among its 
most valuable business assets. If a trademark portfolio is 

not properly developed and managed, the company may:

�� Face an increased risk of infringement claims and other objections.

�� Be unable to fully exploit and obtain value for its trademarks.

�� Have difficulty enforcing its rights against infringers.

�� Lose rights.

A startup, in particular, will generally have a lot riding on its 
trademarks. Being able to show that the company protects the 
value of its brands can help it:

�� Attract investors, who are more likely to support a company with 
intellectual property assets that are off limits to competitors.

�� Generate much-needed income through licensing.

�� Protect the company’s new business identity and support 
its growth. 

This article discusses key considerations for effectively 
developing and managing a US trademark portfolio, including:

�� Identifying the elements of a trademark portfolio.

�� Developing trademark rights.

�� Maintaining trademark rights.

�� Exploiting trademark rights.

�� Establishing a trademark policing and enforcement strategy.

�� Conducting periodic trademark audits.

 This article is based on a Practice Note on Practical Law. For the 
complete, online version of this resource, which includes more on 
filing federal trademark applications and considerations for 
companies that own trademarks outside the US, search Trademark 
Portfolio Development and Management.

IDENTIFYING THE ELEMENTS OF A  
TRADEMARK PORTFOLIO
To develop and manage a trademark portfolio, the company must 
first identify the portfolio’s elements. These typically include:

Trademark Portfolio Development  
and Management
Companies, particularly startup companies, must effectively develop and manage their 
trademark portfolios to maximize and protect the value of their brands. 

Practical Law Intellectual Property & Technology
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�� Trademarks, including service marks, collective marks and 
certification marks. 

�� Trade dress. 

�� Trade names.

�� Domain names. 

Trademarks (including trade dress) may be:

�� Registered at the federal or state level.

�� Unregistered and protected under common law.

�� Developed by the company or acquired from third parties. A 
company may acquire trademark rights from a third party as part of: 
�z a corporate merger;
�z an acquisition; or
�z trademark clearance, where a conflicting mark is purchased 
and rights in the mark are transferred through an assignment. 

DEVELOPING TRADEMARK RIGHTS
The main elements of developing trademark rights include 
implementing policies and procedures for:

�� Selecting legally protectable marks.

�� Searching and clearing:
�z new marks; and 
�z expanded or modified uses of existing marks.

�� Protecting new marks and expanded or modified uses of 
existing marks by filing federal trademark applications. 

�� Ensuring that marks are properly used in commerce.

�� Registering new domain names.

The company’s counsel should get involved early in the 
trademark selection and clearance process. Otherwise the 
company may make a significant business commitment to a 
mark that it cannot protect or that presents an infringement risk.

SELECTING LEGALLY PROTECTABLE MARKS

To develop trademark rights, the company must select marks 
that are legally protectable. Marks should be:

�� Inherently distinctive.

�� Eligible for federal registration with the US Patent and 
Trademark Office (USPTO).

If a mark is not legally protectable, third parties, including 
competitors, will be free to use the mark.

Inherently Distinctive Marks

To be protectable, a mark must be distinctive, which means 
it identifies a good or service as originating from a particular 
source. Distinctiveness is evaluated along a continuum ranging 
from highly distinctive marks to terms that cannot be protected 
because they are generic for the category or type of goods or 
services for which the mark is used. The five general categories 
along this continuum are:

�� Fanciful.

�� Arbitrary. 

�� Suggestive.

�� Descriptive.

�� Generic.

Fanciful, arbitrary and suggestive marks, which are considered 
inherently distinctive, can immediately identify the source of 
a specific product or service. They can be registered on the 
USPTO’s Principal Register without a specific showing that they 
are recognized as identifying the source of a good or service. 

Descriptive terms can be protected as trademarks only after 
they acquire distinctiveness, or secondary meaning, through 
use in commerce. Generic terms are never entitled to trademark 
protection. A generic term defines or is the dictionary term 
for a product or service. A generic term cannot function as a 
trademark because it cannot designate a particular source. 

Business personnel frequently seek to adopt marks that 
communicate to consumers characteristics or attributes about 
a particular product or service. However, by selecting a mark 
with descriptive characteristics, the company runs the risk that 
the mark will not be protectable, at least without establishing 
secondary meaning, or that the mark’s scope of protection will 
be limited. The company should obtain the advice of counsel 
about the risks associated with choosing a descriptive mark and, 
where possible, suggest adjustments to enhance the mark’s 
distinctiveness and potential for gaining at least some level of 
protection, for example, by: 

�� Adding a distinctive design element to the mark.

�� Presenting the mark in a distinctive format.

 Search Acquiring Trademark Rights and Registrations for more on 
distinctiveness.

Marks Eligible for Federal Registration

Sometimes, federal registration of a mark may not be necessary, 
for example, if the mark will be used in a limited manner or for 
a short time. However, federal registration is usually important 
to maximize the mark’s protection. If the company intends to 
seek federal registration, it should have its counsel confirm that 
the proposed mark is eligible for federal registration under the 
Lanham Trademark Act (Lanham Act). 

Certain types of subject matter cannot be registered at all.  
This includes:

�� Marks that are confusingly similar to a prior mark 
(15 U.S.C. § 1052(d)).

�� Deceptive terms (15 U.S.C. § 1052(a)).

�� Immoral, scandalous and disparaging matter (15 U.S.C. § 1052(a)).

�� Generic terms.

Other types of subject matter may only be registered if certain 
requirements are met, including:

�� Descriptive terms, which may only be registered on the 
Principal Register once they have developed secondary 
meaning (15 U.S.C. § 1052(f)). 

�� Names, portraits and signatures of a living individual, which 
require the individual’s written consent (15 U.S.C. § 1052(c)).
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SEARCHING AND CLEARANCE

Once the company selects a legally protectable mark, it 
must take steps to secure rights in the mark. The first step is 
conducting searching and clearance to ensure that the mark 
is available for use and, where applicable, registration. The 
company’s counsel should ensure that proper procedures are in 
place for searching and clearing:

�� New trademarks. 

�� Expanded use of existing trademarks, including use of an 
existing mark:
�z for new or expanded goods or services;
�z in new trade channels; and 
�z in new geographic regions.

�� Material modifications to existing trademarks, for example, 
the addition of new associated graphics or words to an 
existing trademark.

 Search Trademark Searching and Clearance for more on conducting 
trademark searching and clearance.

The company can be exposed to significant risks if it does 
not conduct proper trademark searching and clearance 
before adopting a new mark or expanding the use of, or 
materially modifying, an existing mark. These risks include 
infringement claims from third parties with superior rights in 
the same or a similar mark. Successful claims can result in an 
injunction against continued use of the mark and an award of 
monetary relief. 

Appropriate searching and clearance may start with the company’s 
business personnel completing a questionnaire to provide 
information necessary for an informed trademark search. The 
responses to the internal questionnaire are commonly provided 
to in-house counsel, who then conducts the relevant search or 
engages outside trademark counsel to conduct the search. 

FILING FEDERAL TRADEMARK APPLICATIONS

Companies should establish parameters and criteria for filing federal 
trademark applications for new marks or expanded uses or material 
modifications of current marks, considering factors such as:

�� The importance of the mark to the company’s business.

�� The extent to which the company’s business is brand driven.

�� The nature and extent of the intended use of the mark, for 
example, use as a: 
�z primary brand name;
�z secondary mark; or 
�z promotional tagline (slogan).

�� The time period during which the mark will be used, for example, 
for a short-term promotion or a long-term product name.

�� The geographic scope of the mark’s anticipated use.

Sometimes, a mark may not justify the resources needed to 
prosecute a trademark application, for example, where the mark 
will be used in a limited manner or for a short time. However, where 
the mark will be used as a primary brand name for a product or 
service, obtaining a trademark registration is generally warranted.

Companies should also consider whether to file for protection of 
the mark in different formats, for example, in:

�� Block letters.

�� Stylized letters.

�� Logo format.

For more important brands, companies should seek registration 
for the mark in multiple formats to secure the widest scope of 
protection.

 Search Trademark Portfolio Development and Management for the 
complete, online version of this Practice Note, which includes 
information on use-based and intent-to-use applications, prosecuting 
trademark applications to registration and ensuring that marks are 
properly used in commerce.

ENSURING THAT MARKS ARE PROPERLY USED IN COMMERCE

While registering a trademark can be critical to strengthening 
and protecting the company’s rights in the mark, in the US, 
unlike some countries, trademark rights stem from actual use of 
the mark. Even the trademark priority of a company’s intent-to-
use application is merely anticipatory until the company both: 

�� Uses the mark in commerce.

�� Files a statement of use.

For this reason, it is important that the company use its 
trademarks properly and without jeopardizing its rights in those 
marks (see below Use in Commerce and Proper Use). 

Fanciful Arbitrary Suggestive Descriptive Generic

KODAK for cameras and 
photographic products.

APPLE for computers. COPPERTONE for 
suntan oil.

THE HISTORY CHANNEL 
for a cable television 
network about history.

MILK for milk.

Most protectable. Almost always protectable. Generally protectable. Protectable only with 
secondary meaning.

Not protectable. A generic 
term cannot function as  
a mark because it is 
unable to designate a 
particular source.

Trademark Distinctiveness Examples
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REGISTERING NEW DOMAIN NAMES

Because companies often own domain names incorporating 
their marks, or at least their key marks, domain names are 
regularly included in trademark portfolio management. 
If a company has a separate domain name management 
department, that department should cooperate with in-house 
counsel to ensure consistency.

Domain names incorporating a mark generally should be 
registered before filing any trademark application for the 
mark. Trademark applications are public records. Not seeking 
registration of a domain name until after filing a trademark 
application for the mark creates the risk of a cybersquatter 
registering the domain name after learning of the application. 

Some cybersquatters routinely monitor trademark application 
filings and then register domain names incorporating the 
applied-for marks, which they then try to sell to the company 
that is the trademark owner. Even with legal options against the 
cybersquatter, often it is more cost effective for the company to 
pay the cybersquatter a small sum for the domain name (typically 
through a third party, such as an investigator, to retain the 
cybersquatter’s anonymity). This is particularly true if the company 
intends to immediately use the domain name. Even if the company 
does not intend to use the domain name for a live website, it may 
be prudent to register the domain name as a defensive measure. 

Companies should also consider registering domain names 
incorporating existing marks that may be attractive to third 
parties. This includes, for example, domain names that someone 
may want to use for a “gripe” website, such as “[brand]sucks.com.” 
This type of defensive domain name registration can save the 
company from the expense of trying to either:

�� Recover the domain name after it has been registered by a 
third party.

�� Shut down an associated website. 

In this situation, the company typically does not have a strong 
legal position because the domain name registrant may have 
a First Amendment or fair use defense, for example, where it is 
operating a site to criticize the company or its brand.

 Search Internet Brand Protection for more on legal options against 
cybersquatters. 

MAINTAINING TRADEMARK RIGHTS
Trademark rights, once acquired, must be properly maintained. 
Essential aspects of trademark maintenance include ensuring that:

�� The marks are used in commerce.

�� The marks are used properly.

�� Trademark registrations are maintained.

�� Domain names are maintained.

Trademark maintenance tasks are typically undertaken by either:

�� In-house counsel.

�� Outside trademark counsel.

USE IN COMMERCE

Common law trademark rights are maintained through bona 
fide use of the mark in commerce as a source identifier for 
the relevant goods or services. Without federal registration, 
trademark rights are generally limited to the geographic area 
in which the mark is used. Non-use of a mark may result in 
abandonment of the mark. 

The Lanham Act presumes abandonment if a mark has not been 
in use for three consecutive years (15 U.S.C. § 1127). Use of a mark 
in commerce is also required to maintain a federal trademark 
registration.

 Search Loss of Trademark Rights for more on how trademark rights 
may be lost through non-use.

PROPER USE

While trademark rights (and associated registrations) may 
be lost through non-use, rights may also be lost or weakened 
through misuse of the mark. Misuse of a mark, by a trademark 
owner or others, can erode the mark’s ability to function as a 
source identifier for the trademark owner’s goods or services. In 
a worst-case scenario, trademark rights may be lost if the mark 
loses its source-identifying significance, including by becoming a 
generic term for the relevant goods or services. 

As part of trademark portfolio management, the company 
should consider developing processes for ensuring proper 
trademark use, such as: 

�� Internal and external trademark usage guidelines for 
its employees and third parties about proper use of the 
company’s marks.

�� In-person training for business personnel on proper 
trademark use.

�� Educational advertising campaigns for the public highlighting 
the brand name significance of the company’s marks.

�� Enforcement actions against third parties that misuse the 
company’s marks.

 Search Trademark Use and Protection Training: Presentation Materials 
for a customizable presentation for employees on proper trademark 
protection and usage.

REGISTRATION MAINTENANCE

Proper trademark portfolio management entails ensuring that 
the company’s trademark registrations are properly maintained. 
A federal trademark registration is maintained by:

�� Using the mark in commerce continuously and consistently.

�� Complying with registration maintenance requirements, 
including timely filing with the USPTO of: 
�z declarations of continued use or excusable non-use; and 
�z renewal applications.

For marks registered on the Principal Register, a registration 
owner may seek incontestable status for the mark by filing a 
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Declaration of Incontestability. Incontestable status confers 
significant benefits on the trademark owner. For example, an 
incontestable registration can be conclusive evidence of the 
trademark owner’s exclusive right to use the mark for the goods 
or services listed in the registration. 

Procedures for registration maintenance and renewal typically 
include maintaining a database that:

�� Tracks the maintenance and renewal requirements and 
deadlines for each registration.

�� Electronically notifies the trademark owner or its counsel of 
upcoming deadlines.

This database can also be used to track application deadlines.

DOMAIN NAME MAINTENANCE

Domain names are usually maintained as part of the trademark 
portfolio. Domain name management frequently includes:

�� Maintaining a database to: 
�z track renewal deadlines; and
�z electronically notify the trademark owner or its counsel of 
upcoming deadlines.

�� Establishing a procedure to obtain business input before 
deciding which domain names should be:
�z renewed; or 
�z allowed to lapse because they are no longer of business interest.

For example, some companies circulate lists of domain names 
to the relevant business personnel, asking them to identify the 
domain names that should be renewed or allowed to lapse.

EXPLOITING TRADEMARK RIGHTS
Trademarks are property and are transferable. The value of a 
trademark is based on its goodwill and the ability to exclude 
others from using similar marks. In addition to actively using 
its marks in commerce, a company may be able to exploit its 
trademarks in various ways, for example by: 

�� Licensing its marks. 

�� Selling its marks. 

�� Using its marks as collateral to secure financing. State 
Uniform Commercial Code Article 9 provisions govern 
perfection of security interests over trademarks. 

The company should discuss the tax considerations of trademark 
ownership with counsel, including the tax implications of:

�� Corporate structure and trademark ownership, including the 
use of trademark holding companies.

�� Trademark licensing.

TRADEMARK POLICING AND ENFORCEMENT STRATEGY
In managing a trademark portfolio, it is important to establish 
a trademark policing and enforcement strategy to protect the 
trademarks from infringement and misuse. Without proper 
enforcement, trademark rights may be weakened or even lost.

An effective trademark policing and enforcement strategy 
typically includes procedures for:

�� Monitoring the marketplace for infringement and misuse.

�� Investigating suspected infringement and misuse.

�� Taking appropriate action against identified infringement 
and misuse.

�� Protecting against cyberpiracy.

�� Protecting against counterfeiting and gray market goods.

MONITORING THE MARKETPLACE FOR  
INFRINGEMENT AND MISUSE

An effective trademark policing and enforcement strategy includes 
a system for monitoring the marketplace to identify infringement 
and misuse of the company’s trademarks as soon as possible. In 
infringement cases, unreasonable delay may bar awards of:

�� Injunctive relief, particularly temporary and preliminary relief.

�� Monetary relief.

It is also important to quickly identify and act on suspected 
infringement because a court may find that long-term marketplace 
coexistence between two marks without actual confusion is 
evidence that confusion between the two marks is not likely.

Marketplace monitoring options include:

�� In-house counsel conducting periodic searches of the USPTO 
trademark database and the internet to identify third-party 
infringement and misuse.

�� Engaging commercial vendors to provide monitoring services 
to identify:
�z new trademark applications for marks that could cause 
confusion with or dilute the company’s marks;
�z online content for infringement and misuse of the 
company’s marks; and
�z new registrations for domain names that infringe or misuse 
the company’s marks.

�� Instructing the relevant business personnel and employees 
(for example, the sales staff) to promptly report suspected 
infringement and misuse to the company’s in-house counsel.

INVESTIGATING SUSPECTED INFRINGEMENT AND MISUSE

Proper trademark policing and enforcement require investigating 
suspected infringement and misuse of the company’s marks. 
Sometimes the nature and scope of the infringing activity 
is obvious from readily accessible public information, for 
example, the infringer’s website. However, the full extent of the 
infringer’s activity is often difficult to discern. In these cases, the 
company should consider engaging an experienced trademark 
investigator to obtain relevant information, including: 

�� How long the suspected infringer has used the mark. 

�� The nature and extent of the infringing use or misuse, for example: 
�z as a primary brand; 
�z on packaging; or 
�z in advertising and promotional materials.

�� The geographic scope of the infringing use or misuse. 
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�� The size and resources of the suspected infringer. 

�� The suspected infringer’s plans for the infringing mark. 

The results of the investigation may dictate a particular course of 
action, or may suggest taking no action at all. 

TAKING APPROPRIATE ACTION AGAINST  
INFRINGEMENT AND MISUSE

With the advice of counsel, the company should establish 
internal parameters and criteria for determining what, if any, 
action to take against identified infringement and misuse of the 
company’s marks. Appropriate action may include:

�� Sending a cease and desist letter or making a verbal objection.

�� Commencing an infringement action.

�� Commencing an opposition or cancellation proceeding before 
the Trademark Trial and Appeal Board (TTAB).

�� Monitoring for any expansion of the infringing use or misuse.

The appropriate action for the company to take, if any, depends 
on many factors. These may include:

�� The strength of the company’s claims and the alleged 
infringer’s defenses and counterclaims. If the company’s 
legal position is strong, it may be able to pursue more 
aggressive action. However, if its position is weak or the 
alleged infringer has viable defenses or counterclaims, the 
company may pursue a less aggressive strategy that may 
involve compromising in order to reach a settlement.

�� The importance of the particular mark to the company. 
High-value brands typically merit more aggressive and 
widespread protective efforts than lesser brands.

�� The company’s resources. Some companies have large 
trademark enforcement budgets that permit broader 
measures to protect company brands.

�� The nature and extent of the infringement or misuse. A 
serious infringement may warrant aggressive action, such as 
an infringement lawsuit, while a minor misuse may call for: 
�z a measured response such as a gentle letter (or phone call) 
educating the other party about its improper use;
�z monitoring for any expansion of the infringing use or misuse; or 
�z no action at all.

PROTECTING AGAINST CYBERPIRACY

Proper trademark policing and enforcement include 
implementing policies for identifying and taking appropriate 
action against cybersquatters (also known as cyberpirates) 
who may register in bad faith domain names incorporating the 
company’s trademarks.

Various commercial services offer domain name watch services 
that notify clients of new third-party registrations for domain 
names that are identical or similar to the company’s trademarks.

Enforcement action may include:

�� Uniform Domain-Name Dispute-Resolution Policy 
proceedings.

�� Cyberpiracy litigation under the Lanham Act.

PROTECTING AGAINST COUNTERFEITING AND  
GRAY MARKET GOODS

In some industries, for example luxury goods, counterfeit 
and gray market goods may present particular challenges 
requiring specific enforcement policies and procedures, including 
recordation of key marks with US Customs and Border Protection. 

 Search Protecting Against Counterfeit Trademarks and Gray Market 
Goods for more on counterfeit and gray market goods.

CONDUCTING PERIODIC TRADEMARK AUDITS
Periodic auditing is an important component of managing a 
trademark portfolio. A proper trademark audit: 

�� Provides the company with a complete picture of its existing 
trademark portfolio.

�� Helps ensure compliance with requirements and deadlines for 
acquiring and maintaining rights.

�� Identifies potential risks to the company’s marks, including from:
�z non-use;
�z improper use; 
�z chain-of-title issues; and
�z third-party conflicts.

�� Enables the company to make informed decisions about 
managing its trademark portfolio, including identifying:
�z gaps in trademark registration coverage, which may warrant 
filing new applications; and
�z marks no longer of business interest.

Normally, a trademark audit includes:

�� Taking an inventory of the company’s existing marks and 
associated registrations and applications.

�� Assessing ownership and chain-of-title of the company’s 
marks and taking any necessary corrective action.

�� Evaluating the use status of the company’s marks and taking 
any necessary corrective action.

�� Identifying marks no longer of business interest to the 
company and assessing potential disposition of those marks.

�� Assessing the company’s existing and potential trademark 
conflicts and determining the company’s strategy going forward.

�� Reviewing the company’s trademark agreements for 
compliance with deadlines and key requirements.

�� Assessing the adequacy of the company’s internal trademark 
records and taking any necessary corrective action.

�� Assessing trademark-related policies and procedures.

How frequently to conduct a trademark audit depends on many 
factors, including the number of marks in the trademark portfolio 
and the importance of those marks to the company’s business. 
An annual audit is generally appropriate for most trademark owners.

 Search Trademark Audits for more on conducting an audit of a US 
trademark portfolio.
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Education: 1990: J.D., The George 
Washington University Law School; 1987: 
B.A. (Political Science), Rutgers University.

Career in Brief: 2012–present: Pernod 
Ricard USA, Inc. (2013–present: Senior Vice 
President & General Counsel; 2012–2013: 
Deputy General Counsel); 1998–2012: 
Unilever United States, Inc. (2000–2012: 
Deputy General Counsel - Ice Cream/
Litigation; 1998–2000: Assistant General 
Counsel - Litigation); 1996–1998: Herrick, 
Feinstein LLP, Litigation Associate; 
1990–1996: Shearman & Sterling LLP, 
Litigation Associate. 

Location of Company HQ: New York, NY.

Primary Industry Sector: Beverage Alcohol.

Revenues in the Last Financial Year:  
$10 billion global revenue.

Number of Employees Worldwide: 18,000.

Number of Attorneys Worldwide: 
Approximately 80.

Law Department Locations: US, France, 
Australia, Brazil, Colombia, India, Ireland, 
Russia, Spain, UK and a number of other 
countries. 

How is the legal function structured? 
There is a group of attorneys in the global 
HQ in Paris, France, where the global GC is 
based. There are three regional attorneys 
located in Asia, Europe and the US. 
Attorneys are also located in key market 
countries around the world, including New 
York as the HQ for the US business.

Are there any innovative ideas your law 
department has adopted to further its 
goals? Innovation for our law department 
is being up to speed on all the new digital 
and other emerging technology that 
our business is participating in, so the 
business can win in the marketplace. By 
understanding what is happening in the 

digital world, we can help the business 
effectively navigate the highly complex 
regulatory framework for beverage alcohol. 
Embracing technology allows us to be 
more efficient as a legal team so we are 
able to spend more time on strategic, 
game-changing legal work. 

In addition, we are using proven legal 
technologies like Serengeti e-billing/
matter management software. We are 
also beginning to look at contract software 
and apps to improve workflow and timely 
advice to the business. We are excited 
about a new five-year strategic plan called 
Legal 2020 that will employ the most 
cutting-edge ways of delivering legal 
services for a fast-moving, innovative 
company like Pernod.

We are significant players in the Advance 
Law legal initiative, which gives GCs access 
to a highly select group of law firms in the 
US and around the world that offer very 
competitive rates and extremely high-
level legal services. This unique initiative 
represents the future of outside legal 
services and allows companies to manage 
their legal costs and obtain the best value 
for their money.

How does the law department avoid 
being perceived as the “office of no” 
while still ensuring it helps the client 
avoid liability? It is in our DNA as a law 
department to find solutions to business 
problems. Our first response to a difficult 
problem is to put our heads together with 
the business to find a creative solution. The 
business appreciates this solution-oriented 
mindset and our willingness to, as we say 
at Pernod, “get our hands dirty” to solve 
problems.

At the same time, we train internally on how 
to have productive conversations with our 
clients so they understand the risks they 
are taking. If the risk-reward balance for a 
proposed transaction is not acceptable, we 
work together to find alternatives that still 
achieve the business purposes.

How do you align the incentives of 
external law firms with the objectives 
of the law department? By working with 
groups like Advance Law, being selective 
in the firms we use, and enforcing our 
Outside Counsel Guidelines, we build 
very solid relationships with our firms. As 
long-term partners, they understand our 
main objective is reaching cost-effective, 
practical solutions to legal problems. 
When you work closely with the same 
attorneys over the years, they get to 
know your risk tolerance and approach 
to resolving matters. Firms that want to 
have a continuing, mutually beneficial 
relationship will change their behavior to 
make you happy. 

What three things does a law firm need 
to do to impress you? First, embrace 
and proactively suggest alternative fee 
arrangements. Second, be able to quickly 
analyze a matter and have the experience 
to predict the likely outcome and potential 
settlement options before having all the 
facts and spending a lot of money. Finally, 
be smarter than and one step ahead of the 
opposing attorneys. 

If not an attorney, what would you wish 
to be? I would compose music scores for 
motion pictures. 

What is the best career advice you have 
ever received? Be yourself and make sure 
that your clients want to have a drink with 
you because they want to, not because they 
have to.

What one piece of advice would you give 
to a prospective GC? Try to become a 
generalist and get experience in as many 
different legal areas as possible. Finally, 
work closely with the senior business team 
so you acquire the three “C’s” for success—
credibility, charisma and confidence.

BRIAN S. CHEVLIN
Senior Vice President & 
General Counsel
Pernod Ricard USA, Inc. 
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