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FOREWORD


Much of the economic success the United States enjoys has come from the innovative work of entrepreneurs from Henry Ford to Bill Gates. And our continued success will come from the new and exciting entrepreneurs and innovative companies that will keep us competitive in this rapidly changing world.


Serving as a US senator, I had the opportunity to know many men and women who dreamed of starting their own business. I watched some succeed and build large, profitable businesses, and saw some fail. And I wondered, what was the difference? It seemed to me it was having the knowledge you needed to build the business. That is exactly what this book is about.


I also understood the connection between private sector businesses risking their capital to create jobs, building products, and providing services and the public sector establishing the rules to help guide those businesses. I know the public and private sectors must work as partners to continue building the American economic engine and our standard of living. Businesses also need help understanding the tools they need to succeed.


This book provides those tools. While most business executives have expertise in some areas, it takes much more to grow a successful company. They need to create a team, understand marketing, hire personnel, and raise capital—all while re-engineering their product. And they face a barrage of basic questions such as:


• How to divide equity among partners?


• How to compensate workers; and


• How to raise capital within the SEC’s rules?


That’s where this book comes in. This is not your uncle’s or aunt’s business book. The 7 Secret Keys to Startup Success makes a unique contribution. It breaks the mold by providing more of the essential, practical, legal, and business information that growing businesses need to succeed.


It covers the basics like incorporating and raising money. Then it shows you step-by-step what, when, and how to do each task. It’s like having a seasoned lawyer and business consultant by your side all the way from concept to commercialization and beyond.


As many as eight-out-of-ten new companies fail in the first year. So it’s amazing that so little attention has been paid to why companies fail. David Muchow has worked with hundreds of startups and other companies over decades and unlocked the major reasons for these failures. These include mistakes that CEOs don’t even know they’re making, like giving away too much equity and not putting agreements in writing. So, this book also tells you what not to do as well as what to do. In short, it helps you to avoid what David calls “Startup Suicide.”


It also contains new, useful information you won’t get in business school, law school, or anywhere else; and is packed with charts, model legal forms, and other information, such as how to calculate rate of return and reduce legal fees.


At the policy level, it discusses the need for a national dialogue to better support new businesses. It’s a call to action so they can go from a concept to commercialization in months, not years.


The 7 Secret Keys to Startup Success covers more ground than other books because the author has worked in every area of business development, from the shop floor to being an inventor, a serial CEO, attorney, and teaching law, business, and entrepreneurship at Georgetown University. 


Finally, business books should be fun to read. So, at the end of each chapter there are fictional stories inspired by actual cases, illustrating the principles in the chapter. These involve the adventures of Professor Scooter Magee, a business expert who travels around fixing failing companies. 


I enjoyed this trailblazing book that’s packed with the critical business and legal information you need to succeed—and is lots of fun as well! 


—US Senator Byron Dorgan (ret.)


Sen. Byron Dorgan (ret.), served in the US House and Senate for three decades. He is a New York Times bestselling author of five books, has been a visiting professor at Georgetown University, and is a senior policy advisor at a premier Washington, DC law firm.




PREFACE


When I was a law student at Georgetown, my favorite professor was Sam Dash who taught criminal law. He had a mastery of the subject matter and had lived it as the district attorney in Philadelphia and senate chief Watergate counsel in President Nixon’s impeachment hearings. His exciting stories vividly illustrated legal principles and kept us riveted. When teaching Law, Business, and Entrepreneurship at Georgetown, I found the same thing. Students were eager to learn but they particularly liked the stories about the characters and cases I’d encountered over decades of law practice and business.


The result is a new kind of startup book. The one book you need to succeed that’s also fun to read!


• It has more of what you really need to know to succeed. Most startup books cover the same topics—build a team, create a business plan, etc. The 7 Secret Keys to Startup Success covers those basic topics and guides you step-by-step through the startup process. But it breaks the mold by providing so much more.


• Practical advice in more key startup areas. It gives you more of the practical keys to success in every area—from marketing and finance to protecting your intellectual property, cryptocurrency, and managing startup chaos.


• Legal and business advice. It provides legal as well as business tips, tricks, and advice to keep you from violating the many complex laws in hiring, fundraising, and other areas. You’ll gain practical advice from my years as a corporate lawyer and federal prosecutor.


• Prevents “Startup Suicide™.” Most startups fail in the first year. This book shows you not just what to do, but also what not to do so you can to avoid the big mistakes that lead to Startup Suicide.


• Information you can’t get anywhere else. You’ll gain real-life legal and business insights and advice not available anywhere else, from my working with hundreds of startups and major companies for over thirty years.


• Charts, model forms, and more. The 7 Secret Keys to Startup Success is packed with charts, tables, and model forms to get you up and running faster.


• The first startup book that’s fun to read. It’s filled with interesting legal cases and business lessons involving figures like Ivanka Trump, Oprah, and others that illustrate key things you need to know. Then, after each chapter there is a fun short story, inspired by real cases, which drives home The 7 Secret Keys to Startup Success.


• Building a national entrepreneurship eco-system (NESS) to support entrepreneurs. Finally, with a call to action, we discuss how to create a new national support system for entrepreneurs that can help them go from a concept to commercialization in ninety days.


Your feedback is always welcome! Contact me at
info@davidmuchowauthor.com..
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Chapter 1


PLAN FOR SUCCESS


If you don’t know where you are going, you’ll end up someplace else.


—Yogi Berra


THE 7 SECRET KEYS TO STARTUP SUCCESS


The 7 Secret Keys to Startup Success are the seven key areas of operation in which startups must make smarter decisions to avoid failure and achieve success. They are:


• Plan For Success


• Manage Your Startup’s Risks


• Lock Up Your Intellectual Property


• Be Smarter About Personnel Management


• How to Shake the Money Tree … Legally


• The Smarter Roadmap to Marketing and Sales


• Use “Management Zen” to Reduce Startup Chaos


Each of these keys is a chapter in this book. Each chapter then details the specific steps to be taken and not taken. Other keys could be added but based on my experience in working with hundreds of startups and larger companies over many years these are the most important ones for startups.


I’ve seen many startup successes and failures. Unfortunately, many of the lessons aren’t taught in B-schools, found in books, or used. That’s why I call them “secret” keys. Nevertheless, they’re critically important. They include things you may only learn by making costly mistakes or when it’s already too late, like how to save money on legal fees, how to raise money without violating SEC rules, protecting your intellectual property, and how to fire your partners without getting sued.


PREVENTING “STARTUP SUICIDE”


For startups, knowing what not to do—the dangerous mistakes that startups often make—can be as important as knowing what to do. Think about learning to ski in the winter. The first things an instructor tells you are things not to do: “Don’t fall forward, and don’t put your skis pointing downhill or you’ll go there.” Startups with no prior experience are easy prey for big mistakes that lead to “Startup Suicide™.” Most startups fail. Sometimes the founders never understand what really happened. But they gave away too much equity, failed to get insurance, didn’t write down their oral agreements, and stumbled into a downward cycle of failure—sometimes topped off with a devastating lawsuit. This book shows how to avoid these common mistakes and increase your odds of success.


THE PRACTICAL BUSINESS AND LEGAL THINGS YOU NEED TO KNOW TO WIN 


Think of this book as your expert business consultant and lawyer to guide you step-by-step on the road to success. While it has the basics found in other startup books, such as how to raise money and prepare a business plan, we won’t spend much time on the well-plowed ground of other books. Rather, the focus is on the many critical, practical things you need to know to survive and succeed that you won’t find anywhere else.


Many business books deal with general information on management or “motivation.” That’s fine, but I’ve never had a client ask about motivation. Entrepreneurs are some of the most highly motivated people on the planet. Rather, they ask me about practical things like, “Should I incorporate in Delaware? How can I cut my legal fees and when do I need a non-disclosure agreement?”


FINALLY, A STARTUP BOOK THAT’S FUN TO READ!


Let’s face it, many business books are boring—they read like encyclopedias. Startups are innovative—so startup books should be innovative, too, and not just useful but also fun to read. So there are interesting cases and stories throughout the book. Then at the end of each chapter there’s a fun example and story to illustrate the lessons in the chapter. The stories are inspired by real cases and revolve around Professor Scooter Magee, the “Startup Expert.” Scooter travels around in his old Austin Healey and fixes broken startups. Along the way he fights off the CIA and deals with a wide variety of characters and inventors. Think Harrison Ford in Raiders of the Lost Ark meets Silicon Valley or Bar Rescue. You can skip the stories if you want but try a few.


Important Legal Caveats: While this book discusses some general legal and financial principals, it can’t provide legal or financial advice to you. The appendices contain parts of contracts and other documents, but don’t use those as-is. The laws and facts are different in each jurisdiction. So, on any legal and financial matters, be sure to seek advice from your attorney and financial advisor. Finally, any relationship between real people and events is purely coincidental.


YOUR BASIC STARTUP PLAN: STEP-BY-STEP


Building a startup is like running through the jungle in the dark. You could end up as someone’s dinner. You need to be very careful or you’ll be committing “Startup Suicide.”


The other day I was reviewing a contract for a client that had some very dangerous language buried in a boring heading called “Section 44, Assignment Clause.” An assignment is a transfer of the rights and benefits in a contract from one party to another. But this language wasn’t even assignment language. It made the founder personally liable for everything under the contract, including all of the founder’s personal assets: “Assignment … The Parties signing as officers of entities also agree that by their signatures, they shall also bind themselves personally to the terms set forth in this Agreement.” (emphasis added)


In addition to having a lawyer review your contracts, try to avoid being personally liable in any business matter unless you’re doing something like getting a bank loan. Banks often require personal guarantees for startup loans. I once talked with a US senator whose family owned a string of banks and even his own banks required him to personally guarantee his loans. Except in the case of loans, if it’s a commercial deal, just the company and not you should assume liability. So, as you create your new venture, be careful!


Most startups begin with an idea. Maybe you’ve seen something that doesn’t work and you have a better idea. Or someone asks you to join their startup. But there are lots of challenging steps to get from an idea to commercialization. Before you know it, you’ll be drinking from a firehose with everything coming at you at once—legal problems, partner issues, vendor agreements, raising money, marketing problems with your product or service, and more. So, you’ll really need a plan to stay focused. Otherwise, you’ll be held hostage by fighting the crisis of the moment and never reach your goals.


You can think of the major steps in a company’s life in three stages:


• Stage 1 is “Beachhead.” This is where you organize the company and personnel and take steps to protect it, like hiring a lawyer to draft non-disclosure, non-compete agreements. and locking up your intellectual property.


• Stage 2 is “Operations.” This includes managing and growing the company.


• Stage 3 is “Exit,” where you cash out.


While many of the 7 Secret Keys apply to any stage in a business, because this is a startup book, it’s focused on the startup stage, Stage 1, Beachhead. This first chapter will give you a high-level overview of the startup process. Then, the following chapters will go deeper into many of the most critical areas discussed. The steps listed below can be done in a different order or in parallel, but make sure you at least consider doing all of them.


[image: image]


WHAT IS YOUR BUSINESS?


Peter Drucker, the renowned business expert, has said that there are just two questions to ask regarding business success. First, “What business will you be in?” and “How’s business?”1 Sometimes startups only think about building and selling their product or service— I’ll often use the term “product” to include “service” as well. But there is a whole spectrum of things you could do with your product, from just licensing the use of it by others to sales and maintenance. And maybe it’s not a product at all, just a leased service or a Software as a Service (SaaS) in which software is licensed on a subscription basis and hosted from a central server.


Select Your Slice of the Pie


If your invention is patentable and has some real market value—a patent lawyer and others can help you determine that—you could simply license the intellectual property, such as a patent or copyright from your invention and hand off everything else to others, such as the manufacturing, marketing, distribution, sales, etc. If that worked, you could collect a royalty and sit on your yacht. This would save a lot of headaches. Do you really want to worry about running a factory and Occupational Safety and Health Administration (OSHA) regulations? You could also finance the sale of the products and make money from the financing fees, or you could consider offering a maintenance agreement to provide another source of income. This is the frosting on the sales cake. Here’s how maintenance plans work. You create a spread sheet and drop in the labor and parts costs and the failure rates for the equipment. Then you price the maintenance plan so that—given a typical failure rate of the product—you’ve still got enough money to cover it, plus a 25–50 percent profit on it. You can even get an insurance policy behind that to protect yourself from a big failure. Maintenance plans can be an excellent source of income.


Exit Strategy


What do you want to do and by when? Would you like to grow the company and raise its value? Do you like running a company? Or would you like to get sales up and running, add value, and then cash out with a greater profit after some time, say, three-to-five years?


So, think about these different options, which will help focus on the best options for you as you take the following first startup steps.


FIND PARTNERS FOR EARLY FUNDING


Let’s get real. As James Hunt, managing partner of the MITA Group, a private equity fund, once told me, “The number one reason companies fail is that they run out of money.” Sure, that’s obvious, so obvious that it’s often overlooked. But it’s also very true. So, your first job is to make sure that never happens. Running a business is a bumpy ride. A partner or other source of money like a big line of credit or high net worth investors provides the shock absorbers you need to survive the ride. Even Thomas Edison, one of the world’s most successful investors, continuously had to raise money for his many projects. There are an unlimited number of ways to run out of money, which we’ll discuss, but it comes down to always having enough money to stay in business. One solution that’s obvious but frequently overlooked is to get one or more partners or investors as soon as possible who have enough money to support you when your cash flow hasn’t started or is inadequate.


I learned this lesson in 2005. I was a founder and CEO of Sky-Built Power, a startup company that produced the first rapidly deployable solar and wind power systems for the military and intelligence community. These plug-and-play units in freight containers provided power with no fuel and minimal maintenance to remote areas for the Iraq war effort and Homeland Security. In-Q-Tel, the CIA’s venture capital firm, provided SkyBuilt with critical financial support and our first sales. In-Q-Tel’s mission is to identify and support startups with transformational technologies that can be used by the military and intelligence agencies. The name came from “intel” for intelligence and “Q” because CIA Director George Tenet liked “Q,” the crusty quartermaster and research director in the early James Bond movies.


Building these cutting-edge systems required hundreds of thousands of dollars to solve complex engineering challenges. Fortunately, my good friends and SkyBuilt board members, Bill Buck, Ken Schweers, S. Kinnie Smith, and Bob Hahne, were kind enough to invest and lend money essential to launching the company and maintaining cash flow, while Scott Sklar provided expertise on solar systems. We never could have gotten off the ground and kept going without their critical financial and other support. Make sure you focus on having enough financial backing to keep going. One common metric is to raise enough funding to last twelve to eighteen months. Then you’ll be freer to concentrate on developing the product and getting to profitability.


SELECT AN EXPERIENCED LAWYER TO AVOID RAZOR BLADES IN THE SOUP


Be sure to get a lawyer right away. Your lawyer will help you with typical startup matters, including creating the company and putting personnel agreements in place. Having a good lawyer right off the bat will help you avoid big mistakes that can kill your company. Your lawyer should be able to use experience to see the razor blades in the soup that can cripple a startup. Look for a lawyer who’s experienced in startups as well as a broad range of business matters. When hiring a lawyer, consider using smaller or mid-size firms. Bigger firms frequently have higher overheads. Most of the startup work is routine, so you don’t need the highest paid, specialized attorneys to do it. Your lawyer should review all contracts until they become routine, to protect you from making bad deals. Contract language can be very tricky and often just a few words you don’t understand can leave you with a costly mistake or a deal that’s too hard to get out of if it goes bad.




TIP: NEVER SIGN A CONTRACT WITHOUT HAVING A LAWYER LOOK AT IT, UNLESS IT’S FAMILIAR AND YOU FULLY UNDERTAND IT. CONTRACTS ARE LIKE WARS: EASY TO GET INTO AND HARD TO ESCAPE.





BUILD A SOLID CORE TEAM


Be Humble, Ask for Help, and Listen


Understand that you need help. As the startup’s CEO, you’re probably good at some things, even amazingly good. But that doesn’t mean you are good at all things. And the job of CEO is like drinking out of a firehose. You’ll need to work on more than one thing at a time while maintaining a reasonable balance in managing all parts of the company, from product development to marketing, legal, fundraising, and personnel. If you don’t put a well-qualified team together to help, you’ll be overwhelmed and unable to focus on the bigger issues that are more important and strategic.


Every entrepreneur usually has a strong suit that’s also a weakness. For example, software entrepreneur gurus just can’t stop trying to improve their software. There’s always one more feature to add and some code to tweak. It’s the fun part for them. We all like to spend more time on the things we enjoy doing and understand. To make it worse, entrepreneurs tend to be creative folks, so for them, creative activities are a lot more fun than the routine, boring tasks like paperwork, legal contracts, and petty personnel issues. But you can’t let any of those balls drop or the company will go down with them. This goes double for personnel matters. One of the biggest reasons that startups fail in the first year is personnel issues. People need attention. They want to feel like a part of the company; and when they don’t they quit, and you not only have to spend time and money getting someone else, but sometimes they get so mad that they find a lawyer and sue you. It’s extremely difficult to raise money from investors when you’re a defendant in a lawsuit (See chapter 4 for more personnel tips).


How do you keep on top of all the things your company needs at once? I’ll get back to that later (See chapter 7 for some answers to this problem).


No Sycophants


Another big reason to create a solid, core team is to keep you balanced and allow you to thrash out options and ideas before running off in the wrong direction. Pick your core team carefully. A startup can be all consuming and you may be spending more time with your team than with your significant others. You don’t want any sycophants. Get talented people dedicated to the company who will feel comfortable arguing with you. Their ideas can help you get to a better result.


Who Should Be on Your Core Team?


The core team must be people that you trust and have the skills and experience you need, perhaps five people or so. In a typical startup you might have the sparkplug—the CEO, who has produced the ideas for the company—a technical expert like a chief technology officer (CTO), a chief financial officer (CFO) or treasurer, and a marketing person. Other duties like developing software and building a web page can be outsourced, which will save overhead.


SELECT THE RIGHT BUSINESS ENTITY AND STATE FOR REGISTRATION


Having a company in place rather than doing everything personally in your name makes you look more professional and ready to do business. It also provides liability protection. In case there’s a lawsuit or claim against the company, you want the company, not you personally, to absorb the liability. If things get really bad, the company—instead of you—can file for bankruptcy.


Company Formation Steps


Here’s a high-level view of the basic company formation steps. They will vary by state and local rules. In creating a company, your attorney will walk you through the different types of entities, like a sole proprietorship, partnership, limited liability company (LLC), a corporation (called a Corp. or C Corp. or simply a corporation), S corporation (S corp), and benefit corporation, and whether the company should be “for profit” or “non-profit” (also called “not-for-profit”). Each of these entities has its pros and cons, including different tax impacts on you and any other equity owners in the company and on the company itself.


In What State Should I Form My Company?


You should discuss with your lawyer in which state your entity should be registered. States vary in their efficiency, registration fees, tax policies, shareholder protections, and privacy provisions. For example, Delaware is a popular state for startups. It offers flexibility in structuring your company. Only one person needs to be a director and officers don’t need to be residents. Directors’ names don’t need to be required on formation documents, and there’s no state income tax. Its Court of Chancery has expertise in the most complex corporate legal matters. Because over half of the Fortune 500 companies are registered there, it has additional prestige. However, other states have many of those features. For example, Nevada, Florida, Wyoming, South Dakota, and others have no state income tax.


However, if you register in any state but aren’t a resident, then you need a third party in that state to act as your “resident agent” to receive service of process in case of a lawsuit or to handle any other legal matters for your company in that state. That registered agent service costs money. And you’ll also need to be registered in the state in which you are actually running the business. That means that you have to pay twice and need to comply with both states’ reporting requirements. Because of this, I often recommend incorporating in the state in which you live and do business to keep things simple and inexpensive. You can always register in a different state later. For example, some major investors might want to have you registered in Delaware or another state where they’re located.


Types of Business Entities


Here are just a few of the more popular business entities and some key features for you to consider.


Sole Proprietorship


A sole proprietorship is what you have when you’re engaged in business but haven’t formed a separate legal entity. It’s the default position. The advantage is that you don’t need to do as much to start your business and you could get a trade name. It might be a fit for a very low risk business that you want to explore. The downside is that your personal and business matters are totally intermingled. If your business is sued, you’re personally liable as well! Your business liabilities become your personal liabilities. It also appears to potential investors and customers that you’re engaged in something more like a hobby rather than a “real” business. So, they are hesitant to invest in or provide business loans to sole proprietorships.


Partnerships


A partnership is a simple business form for two or more people. There are various kinds.


General Partnership (GP)


A general partnership can be formed in most states simply by signing a partnership agreement. You do not even need to register as a business entity with the state. Profits, losses, and liabilities flow directly through to the owners’ personal income for tax purposes. Each partner can bind the partnership unless otherwise specified in the partnership agreement. That leaves the door open for potential liability.


Limited Partnership (LP)


LPs often have one general partner who has unlimited liability and controls the business, while the other partner(s) have limited liability. The limited liability partners may have various degrees of control over the company as described in a partnership agreement. Profits and losses flow through to the partners’ personal income tax, and the general partner pays self-employment taxes.2


Limited Liability Partnership (LLP)


LLPs are like general partnerships (GPs) but provide limited liability to all the partners; and absent unusual situations, partners are not responsible for the actions of other partners.3


Limited Liability Company (LLC)


Often, startups choose an LLC as their first entity. All the income and expenses from an LLC flow directly through to the equity holders and their personal income tax returns. Because startups often lose money at first, those losses can reduce your taxable income. The entity itself is a “pass through entity” for income and expense purposes and is not separately taxed.


Another advantage of LLCs is that they can be less expensive to form and simpler to operate and maintain. For example, there typically is a flat state annual registration fee of fifty to a hundred dollars from the state in which you operate the LLC, regardless of how many members there are. With a corporation, however, fees tend to be higher and are frequently based on the number of shares, which can make your annual registration fees much more expensive. For example, in Virginia, an LLC’s annual registration fee is fifty dollars, but for a corporation with 270,000 or more authorized shares (even if the shares were just “authorized” and not “issued” yet), it would be $1,700.4


In LLCs, the equity holders are called “members” and the equity share is called a “membership interest.” This contrasts with corporations where the equity holders are called “shareholders” or “stockholders.” In practice, however, people often refer to members of LLCs as stockholders or shareholders as well.


C Corp


A C corp is also very popular. It is a separate legal entity from its owners and can be taxed, have its own profits and losses, and be separately legally liable. It is more expensive to set up and requires more record keeping and reporting than LLCs.


One advantage is that C corps can have “qualified stock option plans” with “incentive stock options.” This provides more favorable tax treatment for the recipients because the profits they make when the options are exercised are taxed at the capital gains rate which typically is lower than the ordinary income tax rate. Because LLCs don’t have “stock,” just “membership interests,” they can’t have stock options. LLCs can, however, issue equity in the form of membership interests to employees and officers and others as an incentive or provide “warrants,” which operate in a similar manner to stock options.


On the minus side with a C corp, there is double taxation. First, the corporation is taxed on its earnings. Then, if it distributes its earnings in the form of dividends to shareholders, those earnings become taxable income to the shareholders. In order to “go public” and be listed on a public stock exchange, you must be a C corp.


As with other entities, if you sell your shares after holding them for at least a year, the difference between the acquisition price (called the “basis”) and the sale price creates a “capital gain” (if the sale price is higher than your acquisition price) or a “capital loss” for tax purposes (if the shares are sold for less than the basis or acquisition price). If they are sold in less than a year, the gain or loss is treated as “ordinary income.”



S-Corp



An S-Corp or S Corporation is not a different legal structure; rather it’s an Internal Revenue Service (IRS) tax election that allows more favorable tax treatment for an entity. For example, a single-member LLC is taxed by the IRS as a sole proprietorship by default. This means that the LLC pays a Federal Insurance Contributions Act (FICA) self-employment tax on all income one earns from the business, plus personal income tax based on your personal tax rate. Like a corporation, an S corp has a separate life so if a stockholder leaves the company the S corp continues in existence.


On the other hand, if the LLC files with the IRS and receives S-Corp tax treatment, it can reduce taxes. Here’s how that could work. You can pay yourself a salary which has to be “reasonable compensation,” similar to what a typical employee would make for your job. Then you would only pay one-half of the usual payroll tax amount, plus a Federal Unemployment Tax Act (FUTA) unemployment tax and personal income taxes on your salary. The business would pay the other one-half of the payroll taxes which can be written off as a tax deduction. Profits would not be subject to payroll taxes.5 Another advantage is that an S-Corp can have stock options.


The downside is that the IRS places restrictions on S-Corps. For example, you will need to pay yourself a paycheck, deduct payroll taxes, and file quarterly estimated returns. Also, to qualify for S corporation status, the corporation must meet the following requirements:


• Be a domestic corporation;


• Have only certain types of shareholders (They may be individuals, certain trusts, and estates but may not be partnerships, corporations, or non-resident alien shareholders);


• Have no more than one hundred shareholders;


• Have only one class of stock; and


• Not be an ineligible corporation (i.e., certain financial institutions, insurance companies, and domestic international sales corporations).


So, if you’re not going to have income for some time, the additional steps to create an S Corp might not be worth it because there won’t be any tax savings. You can always convert to an S Corp in the future. Tax laws change, so be sure to consult your tax advisor before selecting an entity and its tax treatment.


Benefit Corporation (B corp)


A benefit corporation, also called a “public benefit corporation” or “B corp,” is a for-profit entity that requires the company to have a positive impact on society, workers, the community, and the environment in addition to its usual business activities. Startups might choose to create a benefit corporation because it fits with their corporate goals to provide societal benefits. In some states, a C corporation may change to a benefit corporation just by changing its bylaws, while in others it may have to file with the state to change its name. In a benefit corporation, directors must consider the public benefits in addition to profits and the company publishes annual benefit reports. These reports typically have twelve or so third-party standards to be followed to satisfy state reporting standards, but third-party certification of compliance to those standards is not required.6


Close Corporation


A close corporation (or “closely held corporation”) is a less formal corporation, used by a small group of shareholders, usually not more than thirty-five. It can be run by the members without a board of directors and without an annual meeting, but it cannot be publicly traded. The shareholders are treated like a general partnership, but if they run the company they keep their limited liability and assume the fiduciary duties of a fiduciary and may be held liable for violation of those duties.7


Nonprofit Corporation


A nonprofit corporation is a corporation that has received a tax exemption from the IRS. Nonprofits must perform work that benefits society such as educational, religious, literary, charity, scientific, or trade association work. Their rules of operation are set by the IRS and are more restrictive than those of for-profit corporations. For example, a nonprofit’s lobbying activities may be restricted; they can’t distribute profits to members or to political campaigns.


Cooperative


A cooperative (“co-op” or “coop”) is “an autonomous association of persons united voluntarily to meet their common economic, social, and cultural needs and aspirations through a jointly-owned enterprise.”8 Cooperatives are owned by their members, with each member having one vote (unrelated to the value of their holdings) when electing the board of directors. Cooperatives are commonly used in New York City for residential housing, and nationally by electric and gas utility companies, including “rural electric cooperatives.”


GET YOUR COMPANY’S PAPERWORK IN ORDER


Pick a Name


To form a legal entity, the first step is to pick a name. You’re not naming your first born, so don’t go crazy figuring out a name. You can always change it later, although this will take more time and expense the longer you wait to do so because more documents will need changing. And, you’ll lose the brand name identity you might have created.


Your products can have different names. For example, your company could be named IBC Corp, but you could name your products anything else.


When you’ve picked a name, you can do an online search at the appropriate office in your state where you’re going to register the company and make sure you’re not infringing on someone else’s name. The state’s registration office might be called the Department of State (New York) or the State Corporation Commission (in Virginia). To be more certain that the name isn’t infringing on another name, you can have a more extensive trademark search done by a trademark agent. These are usually non-lawyers specifically trained in such searches. They might charge hundreds of dollars for that.


Tax ID Number


You’ll need to get a Tax ID number or “Employee Identification Number” (EIN or FEIN) from the IRS. You will need it when you open a bank account, file your tax return, and for other transactions. You can simply go online to IRS.gov and search for “EIN.” It only takes a few minutes. This Federal EIN is used for state tax filings as well.


Bylaws and Operating Agreement


Remember to adopt in writing the basic rules under which the company must operate. They’re called bylaws for a corporation and an operating agreement for LLCs. When you enter into agreements with other parties and raise money from investors, they often will want to see them. Not having them or having inferior ones are a signal to others that you don’t know how to run your own railroad.


They include such things as:


• the address of the company;


• procedures for annual and special meetings;


• elections and voting requirements;


• quorum requirements;


• creating the board of directors and its procedures;


• election and duties of officers;


• stockholder’s rights; and


• indemnification of officers by the company.


Although you can get form bylaws documents from the internet for under fifty dollars, they usually provide very thin coverage for the many situations in which a company can find itself. I think of those three-to-to-five-page documents like wearing summer clothes in the arctic—they’re clothes, but sometimes they don’t give you adequate protection. So have a lawyer draft them up for you. Lawyers can be expensive but fixing problems from inferior corporate documents can be even more expensive. For an outline of a bylaws document and some typical terms, see Appendix 1.


Authorizing Resolutions


Adopt organizational resolutions, which appoint officers, authorize the opening of financial accounts, appoint a law firm and/or accounting firm, issue equity, and approve all prior actions of the founders, etc. Sometimes these resolutions are called “organizational actions in writing in lieu of a meeting,” or something similar. They are the written versions of the resolutions that the company would normally adopt if it held an in-person organizational meeting. Or you can hold an in-person meeting and orally pass the resolutions instead. But then they should be written, signed by an officer, and placed in the minutes of the company. See an example of an organizational action in writing at Appendix 2.


Get a Business License


These are usually not expensive. The state or local governments want to know what kind of a business you have and whether there will be any zoning (how many parking spaces, etc.) or other issues regarding the business.


Zoning


Get a zoning permit, if required by local authorities. This is sometimes included in the business license filing.


Tax Filing


Register with federal, state, and/or local tax authorities.


Open Financial Accounts


Once you have done some of these basics, you can open a checking or other financial accounts. Banks typically require that you bring in your state-issued certificate of incorporation (and some will confirm that online with the issuing state office), bylaws, and resolutions appointing a treasurer.


Create a Legally Compliant Webpage


When you’re setting up a webpage, there are a number of things you should consider, including a separate webpage tab for legal notices. Some of these are required and some are optional.



Terms and Conditions



Terms and Conditions are optional and include your company’s requirements for use of the website. They provide information on protecting your intellectual property rights to the information on the site, detail prohibited uses of the site, provide consents for the site to use information that the user provides, describe payments of fees, and limit your company’s liability while using the site.


Cookies Policy


Cookies are text files that a hosting company places on the user’s computer to collect information, provide communication with the user, offer focused advertising, and other services. A cookies policy is not generally required except in special situations, such as if your site engages with European Union (EU) users (see the General Data Protection Regulation section next). A cookies policy discloses what cookies are used, who provides them, how the site places and uses them, and how preferences for them can be changed by the user.


Privacy Policy


A privacy policy describes the company’s practices for collecting, using, protecting, and disclosing “personal information” that the user provides to the site, and a policy regarding their use is required by the Federal Trade Commission and state privacy laws. “Personal information” includes an e-mail address, physical address, phone numbers and names, and biometric or other personal identifiers.


General Data Protection Regulation (GDPR)


This is an EU regulation that governs the protection of data and privacy on the web in the European Union and European Economic Area (EEA).9 You need a website policy regarding these matters when data is transferred in or out of those jurisdictions, such as when a user in the European Union uses a website in the United States.


California Privacy Rights Act


This California law10 imposes privacy protections on certain companies doing business in California. If your business is located in California or has substantial transactions there (as defined in the Act) you must include language on your site to comply with the required consumer rights imposed by the Act.


Other Requirements


Other privacy regulations are being added from time to time as well, so be sure to have your attorney check for those on a regular basis.


Other Steps


Set up your letterhead, get business cards if you wish, and you’re in business.


USE NON-DISCLOSURE (NDA) AND NON-COMPETE AGREEMENTS


The business world can be a dangerous jungle. People steal ideas and products all the time. Someone once took marketing materials off my website and put it on theirs so that they could sell my products. So, how can you protect your ideas from being stolen but still talk about them to those you need to, like investors and potential customers?


One answer is a non-disclosure agreement or NDA. That requires the parties who sign it not to disclose any confidential or proprietary information about the existence of the NDA, your business dealings, and the products and services being discussed. There are exceptions to non-disclosure agreements, such as instances where the information is already publicly available, cases in which you need to disclose information to your agents or advisors to perform duties for the business, or if a court requires disclosure.


Some investors and others won’t sign NDAs. They’ll tell you that they don’t want to remember what’s confidential and what’s not and from whom. If they have negotiating power in the transaction, you may have to go along with that. A good NDA also has other provisions such as language preventing the recipient from competing against you (a “non-compete”) and a provision that prevents one party from circumventing the other on a deal (“non-circumvention” provision) such as bypassing the agent to take control of the deal. Sometimes they’re referred to as “a non-compete, non-disclosure Agreement” (NCNDA). A good NCNDA should have all these provisions: an NDA and non-compete and non-circumvention language. For an example, see Appendix 3.


Another way to protect your proprietary information and data is simply not to disclose them. When raising investment capital or getting a customer, you have to tell the other party something. But you can start by telling what your product or service does, but not the all-important secret sauce of how it does it. Once you get into more serious discussions, you can reveal more information as required and under an NCNDA. That leads us into how to protect your intellectual property.


PROTECT YOUR INTELLECTUAL PROPERTY




TIP: DON’T BLOG ABOUT YOUR SECRET SAUCE OR YOU MIGHT NOT BE ABLE TO GET A PATENT ON IT!





You may develop valuable intellectual property that you’ll want to protect.


Intellectual property includes: “…creations of the mind, such as inventions; literary and artistic works; designs; and symbols, names and images used in commerce.”11


It can include customer lists, software, trade secrets, patents, inventions, franchises, patents, copyrights, and trademarks. It’s sometimes distinguished from other more tangible property such as “real property” (real estate) and “personal property” such as computers or desks.


There are various ways to protect your intellectual property. You could keep the information secret. That creates a trade secret, which is any proprietary, commercially valuable information or data kept secret by not telling anyone (or only disclosing it under the protection of an NDA). You also can file for a copyright, patent, or a trademark. (See chapter 3 for a full discussion of each of these.)


Startups sometimes make a big mistake by publicly disclosing their invention before they patent it. Once it’s out in the public, you may not be able to get a patent, even if you’re the one that invented it and made it public. This is because you can only get a patent from the U.S. Patent and Trademark office (US PTO) for what is novel (meaning new), non-obvious, and useful. So, (subject to certain exemptions, such as if you file for a patent within one year of any disclosure12) if the invention is already public, such as if you blog about it before you file for a patent, it’s not “novel” anymore because it’s in the public domain and you may be denied a patent.


CREATE PERSONNEL AND OFFERING DOCUMENTS




TIP: YOU’RE VIRTUALLY “MARRIED” TO YOUR STARTUP PARTNERS SO BE SURE TO GET A “PRENUPTIAL” PARTNERS AGREEMENT!





Get Personnel Documents in Place


While the proof is elusive, most startups probably fail in the first year. One of the major reasons is that the partners don’t get along. You might end up spending more time with your startup partners than your significant others. You’re “married” to them, so you need the business version of a prenuptial agreement. To protect each other and your company, you should have a written agreement with every employee or independent contractor working for the company. This should spell out how the person is compensated, what their duties are, how their engagement with the company can be terminated, what happens if they get equity and then leave the company, etc. (See chapter 4 for more partnership information). One of my clients started a company without any personnel documents in place. Then his partner wanted to leave. A one-year battle followed with lawyers and accountants over how much money that partner was due from past business income and his oral claim of a 30 percent equity stake. We finally got a settlement, but this expensive mess was totally avoidable. Don’t let this happen to you.
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BASIC STARTUP STEPS, 0-60

Develop a Plan.
Get a Partner With Money.
Build a Balanced Core Team.
Form a Business Entity.
v’ Use Non-Disclosure (NDA) and Non-Compete
Agreements.
v’ Protect Your Intellectual property (IP).
v’ Get Personnel Documents In Place.
v Choose The Best Way To Compensate Employees.
v’ Create a Board Of Directors, Board of Advisors.
v’ Extensive Market Research — Define What “It” Is.
v’ Design a Minimum Viable Product, Field Test it.

Note: These are the Earliest Startup Steps Before Marketing and Sales. Many steps
can be done in parallel or different order.
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