
  

xiii 

 

Table of Contents 

PREFACE ......................................................................................................................................... V 

ACKNOWLEDGMENTS ................................................................................................................. IX 

ABOUT THE AUTHORS ................................................................................................................ XI 

Chapter 1. Hiring a Lawyer to Help Protect the Enterprise .......................................... 1 
A. Introduction .......................................................................................................................... 1 
B. Choosing an Attorney ......................................................................................................... 2 

1. Gathering Recommendations .................................................................................. 2 
2. Interviewing the Attorneys ....................................................................................... 5 
3. Hiring the Attorney .................................................................................................... 7 
4. Large Law Firms or Smaller Firms ........................................................................ 10 

C. Using a Lawyer Effectively .............................................................................................. 11 
D. Using Legal Specialists ...................................................................................................... 14 
E. How Much Will the Attorney Cost? ............................................................................... 17 
F. Billing Practices of Law Firms ......................................................................................... 17 
G. Attorney-Client Privilege .................................................................................................. 18 
H. Final Thoughts ................................................................................................................... 19 

Application Questions ...................................................................................................... 20 
Summary ............................................................................................................................. 20 
Key Terms .......................................................................................................................... 21 
End-of-Chapter Questions .............................................................................................. 21 
Suggested Activities ........................................................................................................... 22 

Chapter 2. Avoiding Litigation ............................................................................................ 23 
A. Introduction ........................................................................................................................ 23 
B. Litigation ............................................................................................................................. 25 

1. The Pre-Trial Stage .................................................................................................. 26 
2. The Trial .................................................................................................................... 28 
3. The Post-Trial Stage ................................................................................................ 29 

C. Alternative Dispute Resolution (ADR) .......................................................................... 30 
1. Negotiation ................................................................................................................ 31 
2. Mediation ................................................................................................................... 34 
3. Arbitration ................................................................................................................. 36 
4. Online Dispute Resolution ..................................................................................... 37 

D. Avoiding Litigation ............................................................................................................ 39 
1. Things to Consider .................................................................................................. 40 
2. Things to Avoid ........................................................................................................ 41 
Application Questions ...................................................................................................... 43 
Summary ............................................................................................................................. 43 
Key Terms .......................................................................................................................... 44 
End-of-Chapter Questions .............................................................................................. 45 
Suggested Activities ........................................................................................................... 45 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900928
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900930
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900948
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900950


xiv Table of Contents 
 

 

Chapter 3. Selecting the Proper Business Form ............................................................. 47 
A. Introduction ........................................................................................................................ 47 
B. Steps to Forming Most Business Entities ...................................................................... 53 

1. Step 1 .......................................................................................................................... 54 
2. Step 2 .......................................................................................................................... 55 
3. Step 3 .......................................................................................................................... 55 
4. Step 4 .......................................................................................................................... 56 
5. Step 5 .......................................................................................................................... 56 
6. Step 6 .......................................................................................................................... 57 
7. Step 7 .......................................................................................................................... 57 
8. Step 8 .......................................................................................................................... 57 
9. Step 9 .......................................................................................................................... 57 
10. Step 10 ........................................................................................................................ 57 
11. Step 11 ........................................................................................................................ 58 
12. Step 12 ........................................................................................................................ 59 

C. Being Alone in a Sole Proprietorship ............................................................................... 59 
D. Forming a Partnership with Others ................................................................................ 60 
E. Limited Partnerships ......................................................................................................... 63 
F. Limited Liability Partnerships (LLP) .............................................................................. 65 
G. Corporations ....................................................................................................................... 65 
H. S Corporations .................................................................................................................... 69 
I. Limited Liability Companies (LLC) ................................................................................ 70 
J. Personal Liability of the Entrepreneur ........................................................................... 75 
K. Piercing the Corporate Veil .............................................................................................. 76 
L. Declaring Illegal Dividends .............................................................................................. 79 
M. Federal Income Taxation .................................................................................................. 79 
N. State Income Taxation ...................................................................................................... 82 
O. Choosing a Legal Home ................................................................................................... 83 

Application Questions ....................................................................................................... 85 
Summary .............................................................................................................................. 86 
Key Terms ........................................................................................................................... 87 
End-of-Chapter Questions ............................................................................................... 87 
Suggested Activities ........................................................................................................... 87 

Chapter 4. Establishing and Serving on Boards of Directors ..................................... 89 
A. Introduction ........................................................................................................................ 89 
B. Fiduciary Duties ................................................................................................................. 91 
C. Duties and Responsibilities of the Board of Directors ................................................ 92 

1. Establishing the Board of Directors ...................................................................... 92 
2. Selecting Members to Serve on the Board of Directors .................................... 93 
3. Rights of the Directors ............................................................................................ 97 
4. Responsibilities of the Directors ............................................................................ 98 

D. The Sarbanes-Oxley Act (SOX) .................................................................................... 100 
E. Who Should Serve on the Board of Directors for the Venture? ............................. 105 
F. Advantages and Disadvantages of Outside Directors ............................................... 107 
G. Attracting People to the Board of Directors ............................................................... 110 
H. Board Meetings ................................................................................................................. 112 
I. Committees ....................................................................................................................... 113 

1. Audit Committee .................................................................................................... 114 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900982
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480900984


Table of Contents xv 
 

 

2. Compensation Committee .................................................................................... 115 
3. Executive Committee ............................................................................................ 116 
4. Investment Committee .......................................................................................... 116 
5. Litigation Committee ............................................................................................. 116 
6. Nominating Committee ........................................................................................ 117 

J. Should the Entrepreneur Serve on the Boards of Other Companies? ................... 117 
Application Questions .................................................................................................... 119 
Summary ........................................................................................................................... 119 
Key Terms ........................................................................................................................ 120 
End-of-Chapter Questions ............................................................................................ 121 
Suggested Activities ......................................................................................................... 121 

Chapter 5. Operating Through Agents and Officers .................................................. 123 
A. Introduction ...................................................................................................................... 123 
B. Using Agents to Act on Behalf of the Venture .......................................................... 124 

1. Liability of the Agent ............................................................................................. 128 
a. Agent’s Commitment to the Third Party .................................................. 128 
b. Agent’s Warranties of Authority ................................................................ 129 

2. Promoters ................................................................................................................ 129 
C. Fiduciary Duties ............................................................................................................... 130 

1. Who Is Owed Fiduciary Duties? ......................................................................... 132 
2. Duty of Care ........................................................................................................... 133 
3. Business Judgment Rule (BJR) ............................................................................. 133 
4. Additional Protections for the Directors and Officers .................................... 135 
5. Duty of Loyalty ....................................................................................................... 136 
6. Self-Dealing ............................................................................................................. 136 
7. Business Opportunities ......................................................................................... 137 
8. Criminal Liability .................................................................................................... 138 

D. Officers .............................................................................................................................. 138 
E. The Sarbanes-Oxley Act (SOX) .................................................................................... 140 

1. Disclosure Committee ........................................................................................... 140 
2. Proxies ...................................................................................................................... 141 
Application Questions .................................................................................................... 142 
Summary ........................................................................................................................... 142 
Key Terms ........................................................................................................................ 143 
End-of-Chapter Questions ............................................................................................ 143 
Suggested Activities ......................................................................................................... 144 

Chapter 6. Raising Funds for the Venture ...................................................................... 145 
A. Introduction ...................................................................................................................... 145 
B. Bootstrapping ................................................................................................................... 148 
C. Family and Friends .......................................................................................................... 150 
D. Commercial Banks and Lenders ................................................................................... 152 
E. Small Business Administration ...................................................................................... 155 
F. “Angels” as Investors ...................................................................................................... 158 
G. Venture Capitalists ........................................................................................................... 163 
H. Equity Funding ................................................................................................................ 165 
I. Securities Laws and the Entrepreneur ......................................................................... 167 
J. JOBS Act and Crowdfunding ........................................................................................ 168 

Application Questions .................................................................................................... 169 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901010
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901011
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901035
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901037
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901052


xvi Table of Contents 
 

 

Summary ............................................................................................................................ 170 
Key Terms ......................................................................................................................... 171 
End-of-Chapter Questions ............................................................................................. 171 
Suggested Activities ......................................................................................................... 172 

Chapter 7. Avoiding Torts and Minimizing Risks ....................................................... 173 
A. Introduction ...................................................................................................................... 173 
B. Torts Defined ................................................................................................................... 175 
C. Negligence ......................................................................................................................... 178 

1. Negligent Hiring ..................................................................................................... 179 
2. Negligent Retention ............................................................................................... 183 
3. Negligent Promotion ............................................................................................. 183 
4. Negligent Supervision ............................................................................................ 184 

D. Intentional Torts .............................................................................................................. 184 
1. Assault and Battery ................................................................................................. 185 
2. False Imprisonment ............................................................................................... 185 
3. Interference with Contractual Relations ............................................................. 186 
4. Interference with Prospective Advantage .......................................................... 187 
5. Invasion of Privacy ................................................................................................. 188 
6. Privacy Issues .......................................................................................................... 189 

E. Strict Liability .................................................................................................................... 192 
F. Respondeat Superior ............................................................................................................ 192 
G. How to Reduce the Risks ............................................................................................... 195 

1. Provide Training and Instructions to Employees ............................................. 195 
2. Prepare Operations Manuals ................................................................................ 195 
3. Safety Committee ................................................................................................... 196 
4. Monitor Employees ................................................................................................ 196 

H. Beware of Bored Employees .......................................................................................... 197 
I. Set a Good Example ........................................................................................................ 198 
J. Managing the Risks .......................................................................................................... 198 

Application Questions ..................................................................................................... 200 
Summary ............................................................................................................................ 200 
Key Terms ......................................................................................................................... 201 
End-of-Chapter Questions ............................................................................................. 201 
Suggested Activities ......................................................................................................... 202 

Chapter 8. Supervising Workers to Reduce the Risks ................................................. 203 
A. Introduction ...................................................................................................................... 203 
B. Hiring and Supervising Employees ............................................................................... 207 

1. Should Employees Be Hired at Will, or Should There Be a Contract  
for a Period of Time? ............................................................................................. 210 

2. How to Reduce Risks Associated with Hiring and Supervising  
Employees ................................................................................................................ 214 
a. Performance Reviews ................................................................................... 214 
b. Inventions ....................................................................................................... 214 
c. Trade Secrets and Non-Disclosure Agreements ...................................... 215 

3. How to Reduce the Risks Associated with Firing Employees ........................ 216 
C. Using Independent Contractors to Reduce Costs and Risks .................................... 219 

1. What Is the Difference Between an Independent Contractor and an 
Employee? ................................................................................................................ 219 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901054
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901083
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901085


Table of Contents xvii 
 

 

2. Why Does It Matter if the Worker Is an Independent Contractor or an 
Employee? ............................................................................................................... 223 

3. Advantages and Disadvantages of Independent Contractors ........................ 224 
4. Statutory Employees and Statutory Nonemployees ......................................... 227 
5. Misclassified Workers ............................................................................................ 228 
6. Liability for the Physical Acts of Independent Contractors ........................... 229 

D. Gratuitous Employees and Agents ............................................................................... 230 
E. Employee Handbooks .................................................................................................... 231 
F. Employment Policies ...................................................................................................... 234 

1. Non-Solicitation and Antipiracy Agreements ................................................... 235 
2. Nepotism Policy ..................................................................................................... 236 
3. No-Moonlighting Clause ...................................................................................... 237 
Application Questions .................................................................................................... 237 
Summary ........................................................................................................................... 238 
Key Terms ........................................................................................................................ 239 
End-of-Chapter Questions ............................................................................................ 239 
Suggested Activities ......................................................................................................... 239 

Chapter 9. Complying with Employment Laws ........................................................... 241 
A. Introduction ...................................................................................................................... 241 
B. Discrimination .................................................................................................................. 242 

1. Legal and Illegal Discrimination .......................................................................... 242 
2. Disparate Treatment and Disparate Impact ...................................................... 245 
3. Bona Fide Occupational Qualifications (BFOQs) ........................................... 245 
4. Discrimination Based on Religion ....................................................................... 247 
5. Sexual Harassment ................................................................................................. 249 
6. Once a Discrimination Complaint Is Filed ........................................................ 253 

C. Workplace Romances ..................................................................................................... 253 
D. Americans with Disabilities Act (ADA) ...................................................................... 254 

1. Public Accommodations Provisions of the ADA ............................................ 254 
2. Employment Provisions of the ADA ................................................................. 256 

E. Providing a Safe Place to Work and Workers’ Compensation ................................ 259 
1. Rights of the Injured Worker ............................................................................... 261 
2. Workers’ Compensation ....................................................................................... 262 
3. Workplace Violence ............................................................................................... 264 

F. Drug Testing ..................................................................................................................... 265 
G. Wages ................................................................................................................................. 266 

1. Minimum Wage ...................................................................................................... 266 
2. Overtime .................................................................................................................. 269 

H. Required Breaks ............................................................................................................... 270 
I. Whistle-Blower Protection ............................................................................................. 271 
J. Unions ............................................................................................................................... 272 

Application Questions .................................................................................................... 275 
Summary ........................................................................................................................... 276 
Key Terms ........................................................................................................................ 277 
End-of-Chapter Questions ............................................................................................ 277 
Suggested Activities ......................................................................................................... 277 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901111
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901113
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901141
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901144


xviii Table of Contents 
 

 

Chapter 10. Protecting the Venture’s Name and Reputation ................................... 279 
A. Introduction ...................................................................................................................... 279 
B. Defamation ....................................................................................................................... 281 
C. Disparagement .................................................................................................................. 284 
D. Palming Off....................................................................................................................... 288 
E. Product Liability ............................................................................................................... 289 

1. Warranties ................................................................................................................ 291 
2. Negligence ............................................................................................................... 295 
3. Strict Liability .......................................................................................................... 296 

F. Final Thoughts ................................................................................................................. 298 
Application Questions ..................................................................................................... 300 
Summary ............................................................................................................................ 301 
Key Terms ......................................................................................................................... 302 
End-of-Chapter Questions ............................................................................................. 302 
Suggested Activities ......................................................................................................... 303 

Chapter 11. Protecting What Makes the Venture Unique .......................................... 305 
A. Introduction ...................................................................................................................... 305 
B. Intellectual Property ........................................................................................................ 306 

1. Patents ...................................................................................................................... 307 
2. Trademarks and Service Marks ............................................................................ 312 
3. Trade Dress ............................................................................................................. 314 
4. Trade Secrets ........................................................................................................... 315 
5. Copyright ................................................................................................................. 319 

C. The Internet ...................................................................................................................... 321 
1. Domain Names ....................................................................................................... 322 
2. Internet Practices and Policies ............................................................................. 323 
Application Questions ..................................................................................................... 325 
Summary ............................................................................................................................ 325 
Key Terms ......................................................................................................................... 327 
End-of-Chapter Questions ............................................................................................. 327 
Suggested Activities ......................................................................................................... 328 

Chapter 12. Minimizing and Shifting Risks Through Contracts ............................. 329 
A. Introduction ...................................................................................................................... 329 
B. Contract Formation ......................................................................................................... 333 
C. Terminating an Offer ...................................................................................................... 337 
D. Affirmative Defenses to Contracts ............................................................................... 339 

1. Reality of Consent .................................................................................................. 340 
2. Capacity to Contract .............................................................................................. 340 
3. Legality ..................................................................................................................... 342 
4. Proper Form ............................................................................................................ 342 

E. Special Terms and Clauses .............................................................................................. 343 
1. Non-Disclosure Agreements ................................................................................ 344 
2. Covenant Not to Compete ................................................................................... 346 
3. Saving Clause ........................................................................................................... 348 
4. Arbitration Clause ................................................................................................... 349 
5. Force Majeure Clause ............................................................................................... 350 

F. Battle of the Forms .......................................................................................................... 350 
Application Questions ..................................................................................................... 353 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901157
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901159
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901174
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901176
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901196


Table of Contents xix 
 

 

Summary ........................................................................................................................... 353 
Key Terms ........................................................................................................................ 355 
End-of-Chapter Questions ............................................................................................ 355 
Suggested Activities ......................................................................................................... 356 

Chapter 13. Obtaining Insurance to Protect the Enterprise from Risks ............... 357 
A. Managing Risk with Insurance ...................................................................................... 357 
B. Insurance Vocabulary ..................................................................................................... 361 
C. Insurable Risks and Events ............................................................................................ 364 
D. Purchasing Insurance Policies ....................................................................................... 365 

1. Selecting an Insurance Company ......................................................................... 365 
2. Paying of Commissions to Agents and Employees .......................................... 367 

E. Homeowner’s Insurance Versus Business Insurance ................................................ 367 
F. Techniques to Reduce Insurance Premiums ............................................................... 368 
G. Property Insurance .......................................................................................................... 369 

1. Types of Property Covered .................................................................................. 369 
2. Types of Events Covered ..................................................................................... 369 
3. Premiums for Property Insurance ....................................................................... 370 
4. Replacement Cost, Actual Cash Value, or Policy Limits Insurance .............. 371 

H. Liability Insurance ........................................................................................................... 372 
1. Product Liability Insurance .................................................................................. 374 
2. Workers’ Compensation Insurance ..................................................................... 375 

I. Automobile Insurance .................................................................................................... 376 
J. Intellectual Property Insurance ..................................................................................... 378 
K. Business Interruption Insurance ................................................................................... 379 
L. Special Types of Coverage ............................................................................................. 380 
M. Make a Claim Timely ...................................................................................................... 383 
N. Insurance as an Employee Benefit ............................................................................... 383 
O. Life Insurance on Founders and Key Personnel ........................................................ 387 
P. Techniques for Saving Money on Insurance .............................................................. 388 

Application Questions .................................................................................................... 390 
Summary ........................................................................................................................... 391 
Key Terms ........................................................................................................................ 391 
End-of-Chapter Questions ............................................................................................ 391 
Suggested Activities ......................................................................................................... 392 

Chapter 14. Identifying Legal Risks Before They Become Legal Problems ....... 393 
A. The Importance of Preventive Law ............................................................................. 393 
B. Resolving Legal Problems .............................................................................................. 394 
C. Preventing Legal Problems ............................................................................................ 395 

1. Workers, a Potential Source of Liability ............................................................. 396 
2. Contracts, the First Line of Prevention .............................................................. 397 
3. Identifying Legal Problems ................................................................................... 399 
4. Knowledge Is Power ............................................................................................. 399 
Application Questions .................................................................................................... 401 
Summary ........................................................................................................................... 401 
Key Terms ........................................................................................................................ 402 
End-of-Chapter Questions ............................................................................................ 402 

file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901199
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901227
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901229
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901241
file:///C:/Users/Michele.Bassett/Desktop/Davidson%20and%20Forsythe/Davidson_Entrep_Leg_Comp_1st_Course.docx%23_Toc480901244


xx Table of Contents 
 

 

Appendix. Resources for the Future ................................................................................. 403 

INDEX .......................................................................................................................................... 415 

 


