VENTURE CAPITAL REVIEW

ISSUE 21 [ SPRING 2008

PRODUCED BY TH




INJVIC A

National Venture Capital Association

National Venture Capital Association (NVCA)

The National Venture Capital Association (NVCA) represents more than 450 venture
capital and private equity organizations. NVCA's mission is to foster the understanding
of the importance of venture capital to the vitality of the U.S. and global economies,

to stimulate the flow of equity capital to emerging growth companies by representing
the public policy interests of the venture capital and private equity communities at
all levels of government, to maintain high professional standards, facilitate networking
opportunities and to provide research data and professional development for its members.

National Venture Capital Association

1655 Fort Myer Drive Phone: 703.524.2549
Suite 850 Fax: 703.524.3940
Arlington, VA 22209 Web site: www.nvca.org




Contents

Ell ERNST & YOUNG

PROSKAUER ROSE LLP*

- . =0
bonnenschem.{
Venture) Technology.

Global Breadth. Laser Focus.»

FOLEY
HOAG LLP

Driving Business Advantage

m TotalSource

Bottom Line. Your team just got better...

GD

GUNDERSON DETTMER

Making Sense of the Renewable Energy Incentive
Landscape and Tax Credit Monetization Options
BY FRED COPEMAN AND MICHAEL BERNIER

Best Practices for Managing Litigation Risks Facing
Private Investment Funds
BY HAL S. SHAFTEL AND DANIEL P. GOLDBERGER

The 21st Century Term Sheet
BY JoSEPH W. BARTLETT

Five Common Employment Law Hazards for Start-Ups
BY MICHAEL L. RoSEN

VCs Uncover the Power of PEOs
BY MARK BENJAMIN

Avoiding U.S. Tax Pitfalls Presented by Foreign
Investments
By DaN Love

Please send comments about articles in this issue or suggestions regarding
topics you would like to see covered in future issues to Jeanne Metzger,
NVCA's Director of Marketing at jmetzger@nvca.org.







PROSKAUER ROSE LLP*

Best Practices for Managing
Litigation Risks Facing
Private Investment Funds

By

HAL S. SHAFTEL
AND DANIEL P.
GOLDBERGER

As managers of private investment funds go about
applying their business expertise, they should operate
within a framework of organizational rules thoughtfully
designed to manage potential litigation risks. Although
it is necessary to customize risk management procedures
to account for a particular fund’s structure and
goals, common issues involve how best to handle and
preserve the enormous quantities of information that
flow through funds; how best to structure the fund’s
relationships with its portfolio companies or other
investment ventures; and how best to define the
substantive and procedural rights governing internal
disputes with limited partner investors and/or outgoing
fund managers. The tail can't wag the dog; likewise,
the risks of future litigation can't alone dictate how a
business operates. However, prudent steps can be taken
to minimize the threat of litigation and to maximize a
party’s position if litigation does arise.
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Hal S. Shaftel is a partner at Proskauer Rose LLP, based in
its New York office, where he specializes in major commercial
litigation, including cases involving the financial services
industry. Daniel P. Goldberger is an associate in the firm’s

litigation department, concentrating on complex litigation.

Handling and Preserving Important
Information

To intelligently manage the diverse categories of
information involved in a fund’s operations, it is
important to establish policies intended to (1) preserve
information corroborating the fund’s proper decision
making and conduct in the event of future disputes; and
(2) safeguard commercially or competitively sensitive
information.

Information Preservation: The global economy
generates inordinate numbers of emails each day,
and fund managers contribute and receive their fair
share. Given the huge volume of electronic and other
written information, funds like virtually all businesses
find themselves facing tough questions about what
information to preserve, and for what period of time.
Regardless of the size of the entity, it generally is
preferable to promulgate document retention protocols
rather than rely on a patchwork of individualized
practices within a firm. That said, the protocols can be
framed, at least in part, as providing advisory guidance
so that, in particular instances, the protocols can be
overridden without leaving a misimpression of having
violated sacrosanct rules. Even if advisory in certain
respects, a retention policy will need to require,
without qualification, the preservation of information
consistent with any applicable securities, employment
or other industry-specific regulatory requirements.




Notice of litigation also triggers judicial rules that
require preservation of relevant information.

To decide what voluntarily should be preserved apart
from information subject to mandatory retention,
fund managers need to identify the types of disputes
the fund potentially could face and the nature of
the information it then likely would want available.
In the private equity realm, for example, several
recent lawsuits have challenged attempts by firms to
terminate proposed acquisitions (or investments) based
on alleged material adverse events unfavorably effecting
the target companies. Other lawsuits have challenged
on antitrust grounds “club” or joint bidding practices
among firms for allegedly depressing the levels of bids
for target companies. Given the risk of disputes over
negotiations and understandings surrounding proposed
takeovers or investments, a firm should memorialize
and then preserve the documentation evidencing
its good faith conduct, its communications with the
counterparty about expectations, and its reasonable
reliance on the counterparty’s statements. To that end,
policies can require maintaining all transaction-related

information (including emails at least on back-up

tapes) for a discrete period of (perhaps one year or
eighteen months) after closing or terminating a deal;
thereafter, the firm can limit the information it retains
on a longer-term/semi-permanent basis to defined
items such as summary-type business plans, memoranda
or meeting minutes reflecting internal strategy and
decision making; email communications and other
correspondence directly with the counterparty; and
drafts of transactional documents that were exchanged
with the other side.

Another potential area of litigation involves investors
challenging fund managers’ investment decisions on
grounds of alleged violation of investment criteria or
alleged breaches of duty of care or conflicts of interest
standards. Claims of these kinds can be brought years
after the investment decisions are made. Rather than
maintain every scrap of paper involved in the analysis
underlying an investment decision, a sensible practice
for a firm can be to prepare a summary memorandum
outlining the basis for the ultimate decision to make or
to not make investments; thereafter, it can maintain, on

a long-term basis, the summary memorandum together
with only the key supporting material.

The information involved in a fund’s operations does
not exist only in written form, but also in the
mental impressions and recollections of the fund’s
personnel. It therefore also may be helpful to access,
in the future, the testimony of personnel, including
personnel no longer working on behalf of the fund.
As part of standard employment practices, consider
structuring compensation or employment agreements,
including with respect to the payment of severance
benefits, so as to impose obligations on the part of
outgoing personnel to cooperate in the future and make
themselves reasonably available in the event the firm
requires assistance in a dispute.

Protecting Confidential Information: In daily activities,
the persons operating private investment funds
generate and receive extensive amounts of confidential,
commercially sensitive information: some of it relates to
their firms” own business models and strategies; some
of it relates to information received from potential
target companies during due diligence activities; and
some of it relates to the trade secrets and private
business plans of portfolio companies. Depending
on the type of information at issue, the failure to
respect legal confidentiality obligations can expose
fund managers to liability to various parties, including
limited partner investors of the fund, third party target
companies, co-investors in a portfolio company, or civil
claimants and governmental regulators particularly if
confidential information is wrongfully disseminated
among competitors.

Because the prevalence of confidential information will
only grow given the critical role of intellectual property
rights in the economy, it is prudent to adopt written
procedures governing the handling of confidential
information. These controls should be set forth in
written policies signed at reqular intervals by personnel
to acknowledge awareness and consent, including
the signatory’s recognition of ongoing obligations to
protect confidentiality even after departing from the
investment firm. Furthermore, confidential information
should not be generally accessible in databases or




computer systems open to a large number of users. The
same safeguards also should apply to where and how
information is stored in hard copy form.

One scenario giving rise to confidentiality issues is
where a fund manager is designated to serve as a board
member or executive at a portfolio company, and that
person receives at the private investment firm’s offices
confidential information from the portfolio company.
It is important to implement practices that take
account of the formal separation between the person’s
responsibilities on behalf of the private investment
fund, on the one hand, and the person’s distinct
responsibilities on behalf of the portfolio company, on
the other. Colleagues at the private investment fund
do not necessarily have the same level of fiduciary and
other duties owing to the portfolio company and are not
entitled to access the same confidential information.
Indeed, risks exist that other fund personnel are
involved in activities directly, indirectly or potentially
in competition with the portfolio company. In light of
these varying roles for fund personnel, the portfolio
company’s confidential information must not be
impermissibly shared even within the investment firm
itself. Consideration should be given to the advantages
of separate email addresses or at least electronic and
hard copy document repositories dedicated to the
portfolio company’s private information.

Structuring Relationships With Portfolio
Companies

The relationship between a private investment fund
and its portfolio companies should be structured in
order to avoid the fund assuming liability for the
acts of the portfolio companies. In designating board
members for portfolio companies, the fund also should
protect against the risk of triggering antitrust liability
to the extent the portfolio companies arguably are
in competition with each other. In circumstances,
however, where members of senior management of
a portfolio company are subject to legal claims, the
investment fund’s board designees (and other affiliated
executives) should be the beneficiaries of sufficient
insurance protection maintained by the portfolio
company. That protection for official corporate acts

can be supplemented by insurance obtained by the
investment fund itself.

Respect Corporate Formalities to Avoid Control Person
Liabilities: Private investment funds face increased
legal risks if they become intimately involved in the
day-to-day management of their portfolio companies.
To the extent a fund regularly is involved in routine
decisions involving the portfolio company’s personnel,
accounting, or other operational/administrative matters,
it then may expose itself to liability for the portfolio
company’s actions under a control person theory. Funds
can best insulate themselves from that liability by
respecting corporate formalities and allowing portfolio
company management to take charge of running the
routine activities of the company.

Under limited circumstances, courts have allowed
aggrieved parties to seek compensation from a portfolio
company’s shareholders (i.e., private investment funds)
when they have taken an active role in managing
the company. In Vogt v. Greenmarine Holding, LLC,
recently laid off employees of Outboard Marine Company
(“OMC”), a portfolio company in bankruptcy, brought
suit in the federal court for the Southern District of
New York against several private investment funds that
held a majority interest in OMC for federal employment
law violations. The plaintiffs sought compensation
directly from the private investment funds, rather than
OMC itself. They alleged that the private investment
funds and OMC were controlled by interlocking board
members, who actually made the decision for OMC
to file for bankruptcy. The court identified several
factors to determine if the claims against the private
investment funds could proceed, including whether the
funds exercised substantial control over the portfolio
company’s daily activities and the inter-dependency
of operations. Applying these factors, the court found
that some of the private investment funds in the case
potentially could be held liable, while others clearly
could not as a matter of law and were dismissed from
the case. The funds which potentially could be held
liable were the funds that played a direct role in OMC's
decision to declare bankruptcy and impose lay offs.
That type of direct participation can be shown by
tracing a chain of substantive deliberations about the




portfolio company’s operations at the investment fund
itself, followed by directions to the personnel running
the portfolio company.

Similarly, in Dole v. Simpson, brought in the Southern
District of Indiana, the court found an individual
venture capitalist could be held personally liable as a
statutory employer for violations under the Fair Labor
Standards Act. The lawsuit, based on a control person
theory, alleged that the individual defendant should
be held liable for unpaid wages of portfolio company
employees. The defendant was an equity partner in
the portfolio company, and as the portfolio company
began to struggle financially, he personally invested
substantial time and capital into the business. The
court held that the venture capitalist could potentially
be subject to liability as a statutory employer because
he exercised substantial control over the portfolio
company’s day-to-day management and that he was not
“merely a passive investor.”

Private investment funds may also face liability for
securities law violations by their portfolio companies.
In such circumstances, a plaintiff must show a securities
violation by the portfolio company, control of the
primary violator by the defendant firm, and that the firm
was a culpable participant in the violation. In Mishkin v.
Ageloff, a case from the Southern District of New York,
a court appointed trustee sought to recover against
one outside director under a control person theory for
securities violations. The court recognized that a director
involved in routine details of the company’s operations
could be subject to securities law liability arising out
of those operations. But on the record in the case, the
court refused to find control person liability due to the
lack of particularized facts demonstrating the manner in
which the outside director exercised control personally
and participated in the alleged violations.

These cases exemplify why a private investment
fund must take steps upholding corporate formalities
between itself and its portfolio companies. The
corporate formalities include, for example, keeping
separate the investment fund and portfolio company’s
books and records, their respective board meetings and
management discussions, and their banking accounts.

Even though corporate formalities must be respected,
as a matter of routine practice, private investment
funds still will want to have individuals at the firm
take on a meaningful role in portfolio company
management. Standing alone, nothing is inappropriate
about that practice. To protect the interests of the
private investment fund, it is not necessary to preclude
personnel from taking on dual roles at the fund and
portfolio company. However, it is important for such
individuals to recognize their dual roles - that they are
wearing two hats and to take steps to bifurcate their
responsibilities to each entity, such as conducting
portfolio company business at the portfolio company
rather than the fund; maintaining separate expense
records; and keeping separate files to avoid the
intermingling of confidential information.

In recognition of the risks facing private investment funds
arising out of its relationships with portfolio companies,
it may want to obtain insurance coverage applicable to
claims involving portfolio company operations. There are
specialty insurance products available to investment fund,
which, while typically expensive, should be evaluated as
part of responsible risk management practices.

Selecting Board Nominees to Avoid Antitrust Issues:
U.S. antitrust laws prohibit any “person” from serving
as a director or officer of competing corporations at
the same time. This prohibition has a unique impact
on private investment funds that place their own
members on the boards of their portfolio companies.
A case brought against the private equity firm Oaktree
Capital Management underscores the impact on private
investment funds when their portfolio companies have
interlocking directorates. In Reading International, Inc.
v. Oaktree Capital Management, brought in the Southern
District of New York, the plaintiffs alleged antitrust
violations against Oaktree because it appointed two
separate individual directors to the boards of two of its
competing portfolio companies. Even though Oaktree
appointed different individual directors to the boards of
the competing portfolio companies, the court allowed
the claim to proceed. First, the court found that a
corporation can be considered a “person” under the law.
Next, the court had to decide whether the appointed
directors had been “deputized” by Oaktree - if the




directors “acted as the puppets or instrumentalities of
[Oaktree’s] will.” If so, then Oaktree could be found liable
for having itself “served” as a director for two competing
companies, in violation of the antitrust laws.

The Oaktree decision identifies significant issues
facing private investment funds, namely, that a private
investment fund can be held liable for antitrust violations
when the fund appoints different directors to competing
portfolio companies. This is an important concern
because many private investment funds are industry
focused, which raises the likelihood that they will
make substantial investments in portfolio companies
sharing the same industry space, and potentially deemed
competitors. However, there are numerous measures that
private investment funds can adopt to minimize these
risks and ensure the independence of the boards of
portfolio companies in competition.

For example, private investment funds can nominate
separate individuals to sit on competing portfolio
company boards. If these individuals are not directly
affiliated with the regular and day-to-day operations
of the fund, it helps to dispel any allegations that the
board nominees have been “deputized” by their fund. In
addition, this will likely minimize the contact that the
private investment funds” board designees have with
each other, thus decreasing the chances of information
sharing. As an extra level of security, private investment
funds can set forth written guidelines advising all board
nominees that they may not share any of the portfolio
company’s privileged or sensitive information with their
colleagues. As a related measure, a private investment
fund should expressly disclose the relationships that its
board nominees have with the private investment fund,
as well as any of its other portfolio companies that
compete with the portfolio company at issue.

Furthermore,
themselves when board discussions cover topics that
may jeopardize the board member’s duty of loyalty or
care. If a board member does not participate in board
discussions, it will be extremely difficult to claim that
the board member violated his duty of care or loyalty.
However, if recusals occur too frequently, such that the
board member can not adequately perform his duties to

board members can always recuse

both the board and the portfolio company, the private
investment fund may want nominate non-voting board
overseers instead. A non-voting board overseer does
not face the same level of conflict prohibitions, and
will be able to monitor the operations of the portfolio
company without exposing himself or his employer to
antitrust or other liability.

Director and Officer (D&O0) Liability Insurance: When
a private investment fund places a member or partner
on the boards of the fund’s portfolio companies, the
individual will face the risk of personal liability for acts
committed as a director. Accordingly, it is imperative
that any designee that sits on the board of a portfolio
company obtain adequate D&O liability insurance.
D&0 liability insurance protects individual directors
and officers from personal liability arising out of the
corporation’s business operations; and obtaining the
right kind of D&O liability insurance will make it more
likely that the protection is available when it is most
needed, in times of financial distress.

Generally, there are three types of coverages under
D&O liability insurance: Side A, Side B and Side C
coverage. Side A coverage provides defense indemnity
to a director when the portfolio company is unable
to. This may occur when the portfolio company is in
bankruptcy or where, as a matter of law, the claim is
not indemnifiable. Side B coverage is triggered when
the company is required to indemnify the director. The

insurer will then reimburse the company for any losses
that the company had to pay on behalf of the director’s
conduct. Finally, side C coverage covers the company
itself.

In order to minimize potential personal exposure,
directors should make sure that the portfolio company
purchases and maintains adequate D&O insurance. As
additional protection, a private investment fund can
purchase a secondary policy. This secondary policy,
referred to as “double excess”, coverage protects against
any judgments where the portfolio company’s insurance
is unable to cover the director’s losses. A basic risk
management strategy for any private investment fund
requires its portfolio companies to obtain suitable D&0O
and other types of insurance.

Continued on page 40
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Continued from page 13

When purchasing D&O liability insurance, a private
investment fund should consider retaining a coverage
attorney or a specialized insurance broker to review the
scope of the coverage and any relevant policy exclusions.
D&O liability insurance should be tailored to the needs
of the insured, as there are unique risks facing each
individual fund or company, depending on the industry,
the size of the fund or company, its past litigation history,
as well as any other factors that may not be covered by a
generic D&O policy.

Defining Rights and Remedies Governing
Internal Fund Disputes

Internally within funds, the potential exists for disputes
between fund managers and outgoing members of the
management team, and between fund managers and
limited partners or other investors. At the creation of
funds and adoption of their governance documents,
careful attention routinely is given to defining the
rights and obligations of the parties. Under Delaware
and other state laws, it is permissible to draft limitations
on the scope of fiduciary duties owing either among the
managers to each other, or owing from the managers
to the investors. For example, common provisions in
management partnerships state managers do not owe
fiduciary duties to each other when making decisions
to expel persons from the management team. Similarly,
in agreements with investors, provisions can limit the
duty of loyalty owed by managers to investors so the
managers are free to engage in activities that exploit
potential opportunities for the benefit of the managers
or other ventures in which they are involved.

In the event of an internal dispute at a fund, it often
is preferable from the perspective of fund managers
to require, under the governance agreements, that
the parties engage in mandatory alternative dispute
resolution (ADR) procedures such as arbitration or
mediation instead of public court proceedings. That
said, ADR processes vary widely: sometimes agreements
carefully define the prerequisite credentials for an

arbitrator, which is necessary if the parties want to
ensure that the dispute is presented to a person well
experienced with fund management issues; sometimes
agreements call for a panel of multiple arbitrators
rather than a single arbitrator, which can effect both
the timing and cost of the process. Increasingly,
parties also are contractually requiring a pre-arbitration
mediation process, which, given the extra procedural
layer and time it adds, often puts further pressure on
the parties to reach an early settlement. Certain types
of disputes can be isolated for accelerated resolution,
such as, for example, disputes over calls for capital
contributions from investors.

Particularly from the perspective of fund managers,
the benefit of ADR instead of public court proceedings
includes confidentiality so allegations of improprieties
are, in theory, kept out of the media. ADR also avoids
the dynamics of a jury trial, with jurors in contrast to
industry-experienced arbitrators often viewed as being
more sympathetic to investors rather than fund mangers.
To the extent that rule of thumb exists, it is questionable.
But ADR also can be favorable to fund managers because
it likely results in more limited discovery compared
to court proceedings, particularly as related to third
parties. It therefore can make it harder for investors to
obtain information from target companies, bankers or
other third parties. Discovery from third party sources
like these conceivably could be useful to investors trying
to develop a case against fund managers.

Conclusion

When it comes to risk management “best practices”
for private investment funds, no one size fits all types
of organizations. But as the magnitude of private
fund investments in virtually all sectors of the global
economy continues to grow, funds increasingly need to
be aware of their exposure to significant legal liabilities
and to take affirmative steps to manage their risks
related to potential litigation. To do so effectively
requires thoughtful attention to establishing internal
practices and controls that will best position the fund
to avoid, minimize or rebut the legal claims potentially
facing it.
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Ernst & Young, a global leader in professional services, is committed to restoring the public’s trust in professional services firms and in
the quality of financial reporting. Its 114,000 people in 140 countries pursue the highest levels of integrity, quality, and professionalism
in providing a range of sophisticated services centered on our core competencies of auditing, accounting, tax, and transactions. Further
information about Ernst & Young and its approach to a variety of business issues can be found at www.ey.com/perspectives. Ernst &
Young refers to the global organization of member firms of Ernst & Young Global Limited, each of which is a separate legal entity. Ernst
& Young Global Limited does not provide services to clients.

About Ernst & Young's Venture Capital Advisory Group

Ernst & Young’s Venture Capital Advisory Group is a global team of professionals dedicated to serving the needs of the venture capital
community. Acting as a single point of contact for venture capital funds, Ernst & Young can marshall its global resources to create
solutions that benefit venture capital funds, their partners and portfolio companies.

Proskauer is an international law firm with over 750 lawyers serving clients around the world in all areas of practice important to businesses
and individuals. Our lawyers are established leaders in the venture capital and private equity sectors and practice in strategic business cen-
ters that allow us to represent fund sponsors and institutional investors worldwide in a range of activities including fund formation, internal
governance and succession planning, investment transactions, acquisitions or sales of interests on the secondary market, liquidity events,
distributions, tax planning, regulatory compliance, portfolio company dispositions, management buyouts and leveraged recapitalizations,
risk management, and compensation and estate planning for partners.

Headquartered in New York since 1875, the firm has offices in Boca Raton, Boston, London, Los Angeles, New Orleans, Newark, Paris, Sdo
Paulo and Washington D.C. www.proskauer.com

A global law firm with offices from Silicon Valley to the East Coast and Europe, Sonnenschein Nath & Rosenthal represents emerging growth
and established Fortune 500 companies in many sectors including IT, life sciences, telecommunications, new media, and cleantech. The
firm’s Venture Technology Group plays an active role helping emerging growth companies access venture and other capital markets through
relationships, experience and expertise. Sonnenschein’s integrated technology practice crosses venture capital and capital markets, M&A,
internet security, Asia-Pacific, intellectual property and patent litigation, public policy and healthcare. In addition to providing strategic,
financial and legal advice, the firm brings insight to emerging technology entrepreneurs and VCs through programs including Venture Con-
nection RoundtablesSM, “CEQ Bootcamps,” and our Executive Series. Sonnenschein was ranked in the Top 15 for venture capital and private
equity deals nationally by Private Equity Analyst

Foley Hoag LLP is a leading law firm in the areas of dispute resolution, intellectual property, and corporate transactions for emerg-
ing, middle-market, and large-cap companies. With a deep understanding of clients’ strategic priorities, operational imperatives, and
marketplace realities, the firm helps companies in the biopharma, high technology, energy technology, financial services and manufac-
turing sectors gain competitive advantage. Each year, our venture capital practice handles a large number of financing transactions,
from seed rounds to much larger, later-stage investments. We advise venture capital clients on many other matters relating to their
portfolio investments, including protection of intellectual property, employment issues, duties of investor-appointed directors, and
issues related to the sale or disposition of portfolio companies. Located in Boston, Washington, and the Emerging Enterprise Center in
Waltham, Massachusetts, our lawyers join with the Lex Mundi network to provide global support for our clients. For more information
visit www.foleyhoag.com.

ADP TotalSource, the Professional Employer Organization (PEO) of ADP, Inc., provides small and mid-size venture-backed businesses
with innovative solutions to managing the complexities, costs and administrative burdens of human resources management. ADP
TotalSource’s integrated suite of services incorporates both traditional and Web-based products, which collectively span the entire
employee life cycle, from recruitment to termination. Major components of the suite of services include human resources administra-
tion, employee recruiting and selection assistance, professional development training, requlatory and compliance management, safety
and risk management, payroll and tax administration and reporting, retirement plan services, workers’ compensation and benefits
administration, and access to a leading edge HRMS and robust employee benefit packages that might otherwise be unavailable to a
smaller employer.

Gunderson Dettmer is a leading law firm for entrepreneurs, emerging growth companies and the venture capital firms that support them.
With 125 lawyers in four offices - Silicon Valley, Boston, New York, and San Diego - we represent companies in every stage of develop-
ment from inception through entry into public markets and beyond. We provide practical, business oriented counsel on general corpo-
rate and securities law, mergers and acquisitions, venture capital services, intellectual property, strategic alliances, and tax matters.

The Firm is a recognized international leader in the representation of venture capital and private equity investment funds. Providing
general counsel, formation and investor representation services, our venture capital practice is consistently ranked amongst the most
active in the world. For more information about the Firm and our areas of expertise please visit www.gunder.com.
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