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Disputes between the owners of privately held companies can lead to 
complex, expensive and heavily litigated breakups that can harm, or 
even destroy the business and its owners. In “business divorce,” as in 
marital breakups, emotions are charged, loyalties conflict, and lives and 
finances are intermingled. Proper planning at various stages in a business 
life can help owners and their attorneys successfully negotiate this 
difficult transition. 

The panelists will discuss the life cycle of a privately owned business, 
with a focus on: 

* Managing attorney ethical issues at various stages in the cycle 

- Upfront planning and drafting for future owner disputes and break-ups 

* Managing owner conflict through the life of a business 

- Handling the break-up through negotiated separation, litigation, 
or other means 
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Anticipating Disputes when Drafting Owner Agreements 

Joanne M. Murray, Esq. 
Antheil Maslow & MacMinn, LLP 

jmurray@ammlaw.com 
215-230-7500 

1. Addressing Potentially Disparate Interests at Formation 

(a) Handling Differing Capital Contributions. Entrepreneurs seeking to 
form an entity for their new business sometimes bring differing resources to the 
venture. Often, this disparity is presented as one class of owners who are the 
“money” behind the venture, with another class who are the “doers.” The disparity 

can be addressed in a number of ways, such as: 

e Issue shares/membership units based strictly on capital 
contribution, with the result that the owners may or may not have 

equal equity interest in the company. Remember that under 
Pennsylvania law, consideration for shares may take many forms, 
including cash, services, or any tangible or intangible property or 

benefit to the company. 

e Issue different classes of shares/units with differing economic 
and/or voting rights. For example, one class might enjoy a 
preference with regard to distributions (including or limited to 
distributions upon dissolution) or one class may have no or 
disproportionate voting rights with regard to the other class. 

e Treat a portion of the capital contribution as a loan to the company 
so as to preserve proportionate equity interests. 

(b) Ethical Considerations. Variations in capital contributions by the 

business owners may present ethical issues for the attorney depending on who the 
client is. Consequently, the attorney must decide whether there is an ethical 

obligation to bring certain issues to the attention of one or more of the owners for



further discussion. For example, how the owners’ capital contributions are paid 
and/or categorized may have different tax consequences for each owner. The 
entrepreneur who contributes services rather than cash as his capital contribution 
may have income tax consequences in that the discrepancy between his cash 
infusion and that of his partner could be deemed taxable phantom income as 
compensation for services. The entrepreneur who designates a portion of her cash 
infusion as a loan to the company could be taxed on the interest on the loan 
payments, and losses funded by the loan may not be deductible for the lending 
owner. Attorneys should carefully review Rule 1.7 and ensure that appropriate 
informed consent is obtained. 

2. Dealing with Deadlock 

Deadlock can be disastrous to any business, but is particularly devastating to the 
small business because it shifts the owners’ focus to resolving a particular issue and 
diverts their attention from running the business in the ordinary course. Prolonged 
deadlock can result in employees taking sides or leaving the company. Most 
entrepreneurs will see the value in discussing possible alternatives to deal with 
deadlock when the potential effects of an impasse are properly explained. There 
following are several drafting approaches to deal with deadlock: 

(a) Management Consultant. One approach to help resolve deadlock is to 
engage a management consultant to work with the business owners to resolve the 
conflict in an informal setting. This approach is akin to mediation but with less 
formality and perhaps with more active involvement from the neutral third party. 

(b) Supermajority Voting. Business owners with different areas of 
expertise will sometimes agree to permit a decision in a particular area to be made 
by the owner with the expertise in that area or, alternatively, to allow the owner 
with the expertise to have veto power over a decision in that specific area. 

(c) Designate a_Tie-Breaker. Another approach to resolve deadlock is to 
designate in advance a trusted, neutral individual such as the Board Chair or the 
company’s accountant to whom the owners will provide a tie-breaking vote for 
issues that do not involve fundamental changes. One problem with this approach is 
that the parties may find it difficult to locate a trusted individual who is willing to 
take on this responsibility because of the potential exposure to liability without an 
upside. See Annex A for sample language for this provision. 

(d) Include an Alternative Dispute Resolution Mechanism. Owners will 
often agree to resolve certain business disputes by using an alternate dispute 
resolution, such as mediation. The owners’ agreement could require the parties to 
attempt to resolve such disputes informally by negotiation before seeking outside 
assistance. Owners should clearly define the types of disputes that are subject to



the ADR provision. For example, disputes involving a breach of a restrictive 
covenant such as a non-compete should not be submitted to a mediator or arbitrator 
but rather the company should be permitted to seek judicial intervention. See 
discussion at Section 4 below and sample language in Annex A. 

(e) Dissolution. Some agreements provide that in the event of deadlock, an 
owner seeking to withdraw from the business may make an offer to sell his shares 
to the other owner. Alternatively, a member may seek to buy his partners’ shares. 

In either case, if the parties cannot agree on terms, the company would be dissolved. 
Owners know that dissolution is the least profitable way to end their business 
venture, so they may be more inclined to find ways to resolve the dispute through 

negotiation. 

(f) Forced Buy-Out. As a last resort and in an effort to avoid dissolution, 
some owners’ agreements include a buy-sell provision pursuant to which one 
partner buys the other partner out in the event they are unable to resolve a conflict. 
There are a variety of approaches that can be used, including: 

e Russian roulette: One partner serves notice to the other stating the 
notifying partner’s all-cash price per share. The receiving partner 
has the option to buy the notifying partner’s shares at that price 
per share or to sell his shares to the notifying partner at the stated 

price. 

e Texas shoot-out: Each partner submits a sealed bid containing his 
perceived value per share. The sealed bids are opened together and 
the highest sealed bid wins (i.e., the submitter of that bid must buy 

the shares of the other partner at that price, and the “losing” 

partner must sell his shares at that price). 

e Dutch auction: In this variation of the Texas shoot-out, each 

partner submits a sealed bid containing the lowest price per share 
at which he would be prepared to sell his shares. The sealed bid 
with the higher value wins, and the submitter must buy out his 
partner at the stated price per share. 

(g) Ethical Considerations. If the business owners have unequal resources 
available to them, they will have differing views as to which deadlock remedies are 
most meaningful to them. For example, a partner with greater cash resources may 
favor a forced buy-out provision that enables him to squeeze out a partner with 
whom he is having a disagreement. A partner who is more intimately involved in 
the business’s operations and finances may be at an advantage in assessing the 
appropriate share price and may have an additional advantage to the extent his 

 



services are required for the ongoing success of the business. Attorneys should be 
careful to consider Rule 1.7 in light of the client interests involved. 

3. Anticipating Departure Issues 

(a) 

(b) 

Redemption/Cross-Purchase Rights. Most owners’ agreements include 
provisions that govern the transfer of an owner’s interest. These provisions will 

dictate whether an owner may freely transfer his interest to third parties (including 
family members). They will also include other events that may trigger a redemption 

or cross-purchase right or obligation, such as: 

A desire to withdraw from the business 
" Essentially a put right 
" Do parties want to allow this? 

« Will there be any negative consequences for the partner 
exercising this put right (e.g., discounted purchase price, option 
for non-terminating party to dissolve the company, etc.)? 

» Wul the remaining members have the option to dissolve the 
business, rather than continue? 

Retirement 

" Retirement age? 

« What notice should be required? 

» Will non-compete and/or non-solicitation covenants apply? 

Termination for Cause 
« What actions constitute “cause”? 
« Will a discounted purchase price be imposed? 

« Should stricter penalties be imposed for certain types of actions, 
such as fraud or embezzlement? 

Involuntary Transfers, such as divorce and bankruptcy 
" Domestic relations court may award shares to a non-owner 

spouse. If the shares are a significant part of the marital assets, 
the divorcing shareholder might object to her spouse getting all 
other assets while she keeps the shares. The other shareholders; 
however, might object to the spouse becoming an owner. 

" It is important to make sure that creditors are limited to 
acquiring economic rights only and not voting rights 

« Will a discounted purchase price be imposed? 

Valuation and Payment 

Methods



« Appraisal 
« Agreed Value 
" Formula 
« Combination 

e Discounts 
« Lack of control 
« Lack of marketability 
« Courts in divorce proceedings sometimes disregard the valuation 

methodology provided in the owners’ agreement in favor of an 
alternative means of assessing fair market value 

e Payment Terms . 
« Will an initial cash payment be required? 
« Installments — duration and frequency 
« Interest rate 

(c) Restrictive Covenants 

e Confidentiality 
e Non-solicitation of employees, customers, trade partners 

e Non-compete 

(d) Ethical Considerations. Most transfer issues involve theoretical 
conflicts at the start since no one is affected personally until the event occurs. Thus, 
for example, a provision addressing the effect of a partner’s termination for cause 
affects all partners equally at the start of the drafting process. The most notable 
exception is retirement, which could present a conflict from the start because the 

ages of the partners are known and if one is younger than the other, they may have 
differing views of what retirement age is appropriate and how the purchase price 

should be paid. 

4. Alternative Dispute Resolution 

(a) Generally. Alternative dispute resolution mechanisms are usually 
preferred by businesspeople, who take a practical approach to resolving disputes 
and are loathe to spend money on litigation. But like litigation, arbitration can be 
expensive and disruptive to the business. The longer the dispute resolution process 
takes, the more devastating the impact on the business will be, as employees take 
sides or leave the company altogether, and company funds and other assets could 
have a way of disappearing. 

(b) Mediation. Many business owners and practitioners favor mediation as 
a dispute resolution mechanism. Mediation may not be appropriate, however, for



complex disputes, such as whether to admit a new strategic partner or enter into a 
new line of business. Additionally, because mediators do not have the power to 
grant injunctive relief, judicial intervention should be available for the enforcement 

of covenants not to compete and other restrictive covenants. 

Over the years, practitioners and their clients have crafted a variety of 
mediation approaches, including: 

e Traditional mediation: the partners jointly select a third party to 

hear each partner's position and that third party renders a decision. 
A sample traditional mediation provision is included in Annex A. 

e Baseball mediation: each partner writes down his final position and 
the mediator picks one (presumably each side writes down his most 
reasonable position in order to be picked). 

e Golf mediation: mediator writes down the most equitable solution 
and whichever partner presents a solution closest to the mediator’s 
wins 

(c) Contractual Right of Contribution. In most cases, when a small 
business borrows funds from an institutional lender, the lender will require the 
company’s owners to sign personal guaranties. The owners should consider 
including a provision in their owners’ agreement to allow an owner who has been 

called upon to pay a disproportionate amount of the debt to seek reimbursement 
from his co-owners. In effect, this provides the overpaying owner with a contractual 
cause of action to supplement any common law right of contribution that may be 
available. A sample clause is included in Annex A. . 

(d) Other Provisions. Some owners’ agreements include provisions 
pursuant to which the partners agree on certain “ground rules” that will apply in 
the event a dispute arises. For example, some agreements include a jury trial 
waiver in judicially resolved disputes. Some agreements require the partners to 
waive any right of partition because of its effect on the business. 

(e) Ethical Considerations. As with the deadlock issue, a partner’s view of 
available dispute resolution mechanisms will be impacted by his resources. An 
owner with large cash reserves will be less intimidated by the prospect of litigating 
a dispute than his less well-heeled partner. 

5. Documenting Your Role 

Attorneys helping entrepreneurs must be mindful of the ethical issues arising 

‘at various points in the representation and the importance of identifying the



client(s) and the scope of the engagement. Obviously, these matters must be 
documented in the initial engagement letter, which should be supplemented from 
time to time as necessary. Practitioners should consider including a provision in the 

owners’ agreement itself to clarify the role of counsel in preparing the document. 
Sample language is included in Annex A. 

 



Ethical Issues for Business Attorneys - 

Drafting Engagement Letters 

Michael E. Adler, Esquire 

Law Office of Michael E. Adler 

(215) 485-0542 

Email: madierQ000@yahoo.com 

www. linkedin.com/in/madier 

An attorney representing the organizers of a small unincorporated business should 

first clearly determine who the client is, this determination should be clearly communicated 

to the client and any non-clients who may be misled, and should be cautious of potential 

actions on the part of the client that may constitute a breach of fiduciary duty owed by the 

client to other owners. Generally, if the lawyer Is representing only the partner or member, 

there should be no direct responsibility to the association. Thus, the information obtained 

should be maintained in confidence from the association and the other owners. An attorney 

representing an association owes duties to the association. 

1. Representation of an Owner. If the attorney is only representing an individual 

owner, the engagement letter should reflect that fact: 

In doing our work for you, you will be our client, and we will not 

represent the Partnership or the Corporation or any other partner, 

shareholder, officer or director of any of those organizations. We assume 

these entities and individuals have independent counsel and do not look to 

us as their counsel. It is possible that your best interest may differ from what 

is in the best interests of these organizations or of other partners, 

shareholders, officers or directors of these organizations. In those situations 

those organizations must seek and obtain advice from their own independent 

counsel and not look to us for advice as to what is in their best interest. Of 

course, you, as a partner, officer, or director may owe fiduciary duties to 

these organizations, and we will be happy to discuss those duties with you. 

2. Representation of the Association and an Owner. If the attorney is 

representing both the association and one of the owners, that fact should be made clear in 

the engagement letter, as should the effect of that on the attorney client privilege: 

 



In general, information learned by lawyers about their clients and 

communications between lawyers and their clients are privileged and 

confidential and may not be disclosed to third parties without the client's 

consent. Because both of you [The engagement letter would have been 

addressed to both the partner and the partnership] and each of you is our 

client, information we learn about either of you and confidential 

communications between us and either of you will be privileged and 

confidential and may not be disclosed to persons. However, as your lawyers 

we may be ethically required to disclose to either of any of you any 

information or any problem concerning either of you which is disclosed to us 

or which we discover in the course of our work for either of you. For example, 

a matter disclosed by the Partner may have to be disclosed to the 

Partnership and other partners. 

At this time, neither you nor we perceive any conflicting or differing 

interests between you. Accordingly, it appears to be entirely proper for our 

firm to represent each of you in this case, and you have retained us to do so. 

If during the course of this representation, we perceive any conflicting or 

differing interests between you, we will advise you of that fact at once. 

Similarly, you will advise us at once if you come across differing or conflicting 

interests of which we are not aware, now or later during the course of the 

representation. In that event, we may not participate in the resolution of any 

such conflict between you; rather you will attempt to resolve your differences 

between yourselves in such manner as you determine to be proper. In the 

event you are unable to resolve such differences, it may be necessary for our 

firm to withdraw from the representation of either or both of you, depending 

on the circumstances. 

3. Representation of More than One Owner. Finally, if the attorney is 

representing all (or at least more than one) of the owners, in the capacity of being an 

intermediary, the letter should be fairly explicit on the limitations to be imposed on the 

attorney: : 

As we discussed, we will represent all of you with respect to the 

Matter. In particular, we anticipate that we will advise you with respect to the 

law applicable to the Matter, make suggestions as to the appropriate steps 

to be taken, and provide such additional advice with respect to the Matter as 

you request. We do not anticipate mediating or arbitrating any disputes 

between you. Because we have a duty as attorney for each of you, we do not



anticipate that as between the you, the attorney client privilege will attach with 

respect to communications from any of you. Hence, it must be assumed that 

if litigation or other dispute arises among you, the privilege will not attach to 

such communications. Nonetheless, because the assistance from us you are 

seeking is not in the nature of resolving differences among yourselves, and 

because your discussions among yourselves are neither antagonistic nor 

contentious, you have requested us to represent you both. We will endeavor 

to do so both impartially and efficiently, and we will consult with each of you 

so that each of you may make an adequately informed decision. Your 

interests on dissolution are, of course, different, and each of you understands 

that to the extent that you are not able to resolve differences between 

yourselves, it may be necessary for the firm to withdraw from the 

representation of any or all of you, depending on the circumstances. Further, 

if we determine that we are incapable of complying with this, or if any of you 

requests, we are required to withdraw, in which event we are prohibited from 

representing any of you with respect to the matters described above. 

Note that if a dispute arises and either party requests, the attorney must “quit the 

field.” If a dispute arises, it is probably a safe assumption that a nonrepresented client will 

request that the attorney withdraw. 

4. Unengagement Letter . Finally, the attorney should consider, under appropriate 

circumstances, an “unengagement” letter to a person who might believe that the attorney is 

representing them. While this may seem peculiar and antagonistic in the otherwise 

congenial atmosphere of the association of business, such a letter may not only clarify the 

attorney’s position in the negotiation but also emphasize that the parties may have different 

interests that they should be considering in the association. While this may make the 

negotiation more spirited at the outset, it is often easier to resolve the differences that are 

considered in the abstract on when the parties do not know which side of the deal (such as 

a “buy-sell” arrangement) they will be on than when there are actual dollars at stake and 

each party has a financial stake in the outcome of the issue. An “unengagement” provision 

might read as follows: 

This letter is simply to formally inform you that we will be representing only 

Client in the Matter, and not either you or the Partnership. We made this 

determination based upon the potential complexity of trying to represent 

more than one party in a situation in which the interests of each of you may 

be quite different. | know that it is Client's desire, and | understand yours, that 

the resolution of the Matter be as beneficial, and accompanied by as much 

10



goodwill, as is possible. | hope you will not take our representing Client as 

reflecting in any way on you but simply as our desire to try to maintain a 

reasonably clear relationship with regard to confidentiality and advice. You 

should understand that any communication between Client and us will be 

privileged, and that we may not disclose such communication to either you or 

the Partnership without client’s authorization. You, the Partnership or both 

may want to retain independent counsel for advice with respect to the Matter. 

Obviously, this sort of letter should be carefully drafted, taking into account the non- 

client’s level of understanding of the role of an attorney and the dynamics of the transaction 

and the relationship of the client and the non-client. 

5. Engagement Letters for Representing Partnerships: [these paragraphs can 

be added to comprehensive engagement letter and fee agreement] 

As we have discussed, our firm has been retained to represent the 

partnership as an entity, rather than act as legal counsel for any individual partner. 

The Rules of Professional Conduct in the Commonwealth of Pennsylvania requires 

that we explain fully the implications of this arrangement and that we assist the 

individual partners in evaluating the need to obtain separate counsel. The fact that 

we will be representing the partnership means that it is our duty to place the 

partnership’s welfare and interests ahead of the interests of any partner. While in 

many cases what is best for the partnership will be best for all partners, there are 

invariably a great number of matters as to which the interest of the partners will 

differ. 

For example, partners may have different views with respect to: (i) the 

valuation of property and services to be contributed to the partnership; (ii) the 

financing of additional capital requirements by partnership borrowings or further 

contributions by individual partners; (iii) the avoidance of individual liability on 

partnership borrowings; (iv) the treatment of partners voluntarily or involuntarily 

withdrawing from the partnership; (v) long-term operation of the partnership as 

opposed to more rapid realization of values by sale of the business; (vi) buy-sell, or 

“shotgun” provisions; and (vii) changes in the nature of the business or business 

expansion. The foregoing are merely illustrative of the many ways in which the 

partners’ interests, objectives and estate planning may diverge. 

Disputes which arise between partners frequently raise issues that cannot be 

resolved by the partnership, but must be resolved between individual partners, with 

11



or without separate counsel. If there were matters of substantial difference between 

you now, we would strongly recommend that you retain separate counsel now to 

advise you fully of your alternatives and to assist you in resolving the differences. 

Resolving differences now would help to avoid unnecessary expense, delay or 

acrimony at a later time. 

We are undertaking representation of the partnership in reliance upon our 

understanding that no substantial differences now exist among the partners, and that 

you are generally in agreement with respect to the structure, management, and 

financial plans of the partnership. We are also acting in reliance upon the 

understanding that each of you has disclosed to us fully your own objectives and 

requirements with respect to the partnership. If we are not correct in this 

understanding, please advise us immediately so that we can re-evaluate existing or 

potential conflicts among the partners and between individual partners and the 

partnership. 

In general, communications between lawyers and their clients are privileged 

and may not be disclosed to third parties without the clients’ consent. Because the 

partnership is our client, confidential communications between us and individual 

partners with respect to matters within the scope of our representation will be 

privileged as to non-partners. However, as the partnership’s lawyers, we cannot 

ethically conceal from any partner a problem concerning the partnership or other 

partners which is disclosed to us or which we discover in the course of our 

representation of the partnership. We will be required to disclose any such 

information to all partners, even though the disclosure might be detrimental to one or 

more of the partners. The attorney-client privilege does not extend to 

communications between partners outside of the presence of the partnership’s 

lawyers, communications to third parties, or communications with a lawyer that are 

subsequently disclosed to third parties. 
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1. Whois your client? 

Scenario 1: 

Two entrepreneurs come to your office to hire you to help them form an entity for a new 

business venture. They want help choosing the appropriate form of entity, issuing equity to 

each of them, assigning certain tangible and intangible assets to the business, and creating 

a founders or shareholders agreement to govern their relationship with each other. 

Scenario 2: 

One entrepreneur comes to your office to hire you to help her and her co-founder form an 

entity for a new business venture. She wants help choosing the appropriate form of entity, 

issuing equity to each of them, assigning certain tangible and intangible assets to the 

business, and creating a founders or shareholders agreement to govern their relationship 

with each other. 

Who is your client? This is likely to be the first question you must answer in order to begin a 

representation. The answer to this question will have significant implications not only in 

your initial work on the entity organization project, but also on future representation of the 

parties, especially if they ever have a falling out with each other or if future equity 

participants obtain control of the company and want to fire one or both of the co-founders. 
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There are several representation options, depending on the specific facts. In either 

scenario, you can potentially represent: 

* each of the founders jointly; 

¢ the entity exclusively; 

¢ the two founders and the entity jointly; 

¢ the controlling founder (if there is one) and the entity jointly; or 

¢ only one of the founders. 

Before a corporation or LLC is organized, is there even an entity to represent? Perhaps the 

founders have already begun cooperating and expending resources (financial or labor) to 

develop the business, acquire or create tangible or intangible business assets, and/or 

pursue business relationships with third parties. They may be using a business name, 

whether registered with the state or not, and may have created a simple website, Facebook 

page, or other social media presence for the business. In these cases, there may bea 

partnership in existence in which the two founders are partners. The ABA issued a formal 

opinion in 1991 that when the scope of representation so provides, a lawyer for a 

partnership represents the entity rather than the individual partners. ABA Formal Op. 91- 

361 (1991). 

An attorney-client relationship does not have to be in writing to create a relationship. The 

initial interview with the clients should include a clear discussion of the nature and scope 

of the relationship, including who you will represent. The understanding that comes out of 

the discussion should be confirmed and supplemented by a written engagement letter. 

Lets look at the issues raised by each potential choice of client: 

A. Represent each ofthe founders jointly 

The Pennsylvania Rules of Professional Conduct (RPC) Rule 1.7 prohibits a lawyer from 

representing a client if the representation involves a concurrent conflict of interest, i.e. 

where the representation of a client will be directly adverse to another client or will be 

materially limited by the lawyer’s responsibilities to another client. However, the lawyer 

may represent the client if she can provide competent representation to each client and she 

obtains informed consent from the clients. 

The notes to Rule 1.7 state: 

Directly adverse conflicts can also arise in transactional matters. For 

example, if a lawyer is asked to represent the seller of a business in 

negotiations with a buyer represented by the lawyer, not in the same 
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transaction but in another, unrelated matter, the lawyer could not undertake 

the representation without the informed consent of each client. 

Even where there is no direct adverseness, a conflict of interest exists if there 

is a significant risk that a lawyer's ability to consider, recommend or carry 

out an appropriate course of action for the client will be materially limited as 

a result of the lawyer's other responsibilities or interests. For example, a 

lawyer asked to represent several individuals seeking to form a joint venture 

is likely to be materially limited in the lawyer's ability to recommend or 

advocate all possible positions that each might take because of the lawyer's 

duty of loyalty to the others. The conflict in effect forecloses alternatives that 

would otherwise be available to the client. The mere possibility of 

subsequent harm does not itself require disclosure and consent. The critical 

questions are the likelihood that a difference in interests will eventuate and, 

if it does, whether it will materially interfere with the lawyer's independent 

professional judgment in considering alternatives or foreclose courses of 

action that reasonably should be pursued on behalf of the client. 

The language of this note suggests that a lawyer may take on a joint representation in our 

scenarios, but must analyze the likelihood and potential materiality of both current and 

future conflicts between clients in order to determine whether to inform the clients of the 

conflict issues and obtain their consent to a joint representation. This may be a perilous 

path for the lawyer to follow, as hindsight will not be in his favor if he decides not to obtain 

informed consent and a dispute later materializes between the parties. The safer path for 

the lawyer is to obtain informed consent if he decides to represent more than one party, 

even when, at the outset, all parties proclaim their everlasting cooperation. 

The Notes to Section 121 of The Restatement (Third) of Law Governing Lawyers (the 

“Restatement”) go into greater specificity: 

Likelihood of effect. There is no conflict of interest within the meaning of this 

Section unless there is a “substantial risk” that a material adverse effect will 

occur. In many cases the material adverse effect on the representation will be 

immediate, actual, and apparent. Other situations, however, might present a 

risk that is only potential or contingent. In this context, “substantial risk” 

means that in the circumstances the risk is significant and plausible, even if it 

is not certain or even probable that it will occur. The standard requires more 

than a mere possibility of adverse effect. 

Iilustration: 
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° Clients A and B have come to Lawyer for help in organizing a new 

business. Lawyer is satisfied that both clients are committed to forming the 

enterprise and that an agreement can be prepared that will embody their 

common undertaking. Nonetheless, because a substantial risk of future 

conflict exists in any such arrangement, Lawyer must explain to the clients 

that because of future economic uncertainties inherent in any such 

undertaking, the clients’ interests could differ in material ways in the future. 

Lawyer must obtain informed consent pursuant to § 122 before undertaking 

the common representation. 

Potential conflicts can arise at any stage in the representation. You may discover that the 

co-founders have different positions on issues that should be covered in the initial 

agreements, such as how to resolve deadlocks, how to split economic rights and decision- 

making, what form of buy-sell provision to adopt, etc. Major issues in the future such as 

whether to expand the business, raise additional equity or debt financing, acquire other 

businesses, and of course, sell the business, all present ripe opportunities for future conflict 

between the founders. 

If you choose to represent the co-founders jointly, you should discuss with the founders the 

potential areas of conflict, and recommend that they each seek independent counsel to 

represent them in negotiating the organizational agreements. Of course, they will often not 

take that advice in order to keep the legal costs to a minimum, but it is important to have 

them expressly waive that opportunity. You may also wish to address up front what will 

happen if a dispute arises in the future between the co-founders or between a founder and 

the company, and obtain consent up front to that result. It is likely that you will be 

restricted by the RPC from representing either founder in a dispute between them. 

However, if you do not take the company as a client, you may be able to represent a 

founder in a dispute with the company. 

California’s Rules of Professional Conduct contains a specific requirement that the lawyer 

obtain further informed consent from the clients in order to continue representing either of 

them if and when a potential conflict flowers into an actual conflict. 

Section 75. “The Privilege of Co-Clients” in the Restatement states: 

(1) If two or more persons are jointly represented by the same lawyer ina 

matter, a communication of either co-client that otherwise qualifies as 

privileged . . . andrelates to matters of common interest is privileged as 

against third persons, and any co-client may invoke the privilege, unless it 

has been waived by the client who made the communication. 
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(2) Unless the co-clients have agreed otherwise, a communication 

described in Subsection (1) is not privileged as between the co-clients ina 

subsequent adverse proceeding between them. 

The Note provides this explanation of the reasoning behind this rule: 

Rules governing the co-client privilege are premised on an assumption that 

co-clients usually understand that all information is to be disclosed to all of 

them. Courts sometimes refer to this as a presumed intent that there should 

be no confidentiality between co-clients. Fairness and candor between the 

co-clients and with the lawyer generally precludes the lawyer from keeping 

information secret from any one of them, unless they have agreed otherwise. 

Thus, you should discuss with the co-founders whether or not to follow this general rule 

that you will share all confidences of either co-founder with the other, and should make the 

decision clear in the engagement letter. The default result of sharing the privilege among 

co-founders is that all communications, whether or not actually shared at the time, will be 

discoverable by each co-founder in the event of a future dispute between them arising out 

of the business relationship. See Loutzenhiser v. Doddo, 436 Pa. 512, 260 A.2d 745 (1970); 

Southeastern Pa. Trans. Auth. v. Transit Cas. Co., 55 F.R.D. 553 (E.D.Pa.1972). 

B. Represent the company exclusively. 

RPC Rule 1.13. Organization as Client. 

(a) A lawyer employed or retained by an organization represents the 

‘organization acting through its duly authorized constituents. 

(d) In dealing with an organization's directors, officers, employees, members, 

shareholders or other constituents, a lawyer shall explain the identity of the 

client when the lawyer knows or reasonably should know that the 

organization's interests are adverse to those of the constituents with whom 

the lawyer is dealing. 

If you represent only the entity and not either founder, it is critical that you make that clear 

to the founders. During the time before incorporation or organization of an LLC, the entity 

may be a partnership. You must advise the founders that you are not representing either of 

them personally, and recommend that they each seek independent counsel to represent 

them in negotiating the organizational agreements. You can advise them as to appropriate 

mutual terms for the organizational agreements, but you should not act as an advocate for 

either of them against the other. 
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In the event of a subsequent dispute between the company and a founder, you may 

represent the company, but not the founder. In the event of a dispute between the two 

founders, you will have to determine which one, if any, of the founders has the authority to 

speak for the company. If they are equal owners and managers of the company, and the 

dispute is between the founders over control of the company, you may choose sides so long 

as you can do so without acting in any way that could be determined to be adverse to the 

company’s interests. 

Where you have represented only the company, all confidences shared with you by either 

founder are considered to have been shared in their official capacity as a partner, owner, or 

manager of the company. The confidences, and the privilege, belong to the company and 

not to either founder individually. . 

C. Represent the founders and the company jointly. 

Subsection (e} of RPC Rule 1.13 provides: 

A lawyer representing an organization may also represent any of its 

directors, officers, employees, members, shareholders or other constituents, 

subject to the provisions of Rule 1.7. If the organization's consent to the dual 

representation is required by Rule 1.7, the consent shall be given by an 

appropriate official of the organization other than the individual who is to be 

represented, or by the shareholders. 

This choice presents all of the conflict issues discussed in A. above. In addition, a future 

conflict between a founder and the company will also present the potential obligation for 

the lawyer to refrain from representing either party in a future dispute between any of the 

parties in the absence of informed consent to the contrary. This situation will also result in 

the sharing of the confidential information and the attorney-client privilege among the 

company and the founders, so that each party will have access to the information in a 

future dispute between any of the parties. 

Dz. Represent the controlling founder (if there is one) and the entity 

jointly. 

This choice leaves the minority founder unrepresented. The lawyer choosing this option 

must make that clear to the minority founder up front and strongly recommend that she 

obtain independent counsel to represent her in the negotiation of the organizational 

agreements. Her position as a “founder” may cause her to believe, more so than would a 

mere employee, consultant, or even director, that the company counsel also represents her 

interests, and so your disclaimer should be more salient than in the situations discussed 
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above. You should also expressly disclose to the minority founder that you will not share 

with her any confidential information given to you by your client founder except for 

information given in his capacity as an agent of the company (and you will share that 

information with her only to the extent appropriate to enable her to fulfill her role as an 

agent of the company), but you will share with your client, the controlling founder, any 

information she shares with you, whether confidential or not. . 

Since this is a joint representation between the controlling founder and the company, the 

lawyer may represent either of them in a dispute with the minority founder, but may be 

restricted from representing either of her joint clients in a dispute between them. 

E. Represent only one founder. 

This is the simplest option from a conflicts and privilege standpoint. Again, the lawyer 

must clearly disclose to the other founder who her client is, and, for the same reasons 

mentioned above, should strongly recommend that the other founder obtain independent 

counsel. 

2. Scope of Representation 

Another aspect of representation that is important to define in the engagement letter is the 

scope. What work will the lawyer do for the client? This is especially true when 

representing a business entity, as there may be any number of legal issues that the 

company may have to deal with over time, not all of which the client may be aware. 

RPC Rule 1.2(c) provides that “A lawyer may limit the scope of the representation if the 

limitation is reasonable under the circumstances and the client gives informed consent.” 

Unless you limit the scope of representation of a business entity to specific transactions, 

you may be deemed to be the client’s general counsel, representing the client with respect 

to all business activities and all legal issues arising in the course of business. This could 

import to the lawyer a duty of care to represent the client’s interests in all regards, 

including a duty to be diligent in discovering and addressing legal issues that may 

materially affect the client. 

3. Equity for Fees? 

Startup clients often have little cash to pay legal fees, and situations can easily arise where 

one or the other party suggests that the lawyer take stock or other equity as payment. 
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RPC Rule 1.8 (a) states: 

A lawyer shall not enter into a business transaction with a client or knowingly acquire an 

ownership, possessory, security or other pecuniary interest adverse to a client unless: 

(1) the transaction and terms on which the lawyer acquires the interest are fair and 

reasonable to the client and are fully disclosed and transmitted in writing in a manner that 

can be reasonably understood by the client; 

(2) the client is advised in writing of the desirability of seeking and is given a 

reasonable opportunity to seek the advice of independent legal counsel on the transaction; 

and 

(3) the client gives informed consent in a writing signed by the client, to the essential 

terms of the transaction and the lawyer's role in the transaction, including whether the 

lawyer is representing the client in the transaction. 

If the lawyer becomes a stockholder or debtholder of the client company, the lawyer must 

be scrupulous to avoid allowing his personal stake in the company to affect his 

representation of the company to the best of his ability. This relationship is particularly 

fraught with risk when the lawyer represents the company in raising equity capital in a 

securities offering. The fact that the lawyer has an equity interest in the company is likely 

to be used by the plaintiff's attorney for an investor who becomes disappointed in his 

investment to claim that the company lawyer did not fulfill his obligation to ensure that the 

company provided full disclosure to the investor in accordance with securities law 

requirements. This is a common enough occurrence that malpractice insurance carriers 

will often either deny coverage or renewal of policy or raise its premiums for a lawyer 

(especially a lawyer practicing securities law) who holds an equity stake in a business 

client. 
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SAMPLE ENGAGEMENT LETTER 

April 30, 2014 

Mark Zuckerman 

Bill Swings 
Lightyear Industries 
3711 Market Street 

Philadelphia, PA 19104 

Gentlemen: 

It was a pleasure to meet with you to discuss you plans to organize you business venture, 

tentatively to be named Lightyear Industries. We are looking forward to working with you to 
address the legal needs of your venture. 

The purpose of this engagement letter is to document the professional relationship between the 
Entrepreneurial Law Firm, LLC (“ELF”) and the Business. The best attorney-client relationship 

is built on a clear understanding of the terms and scope of that relationship. We ask that you 

read this letter with care and then either confirm your agreement or propose changes for us to 
consider. 

If you agree, please sign and return one copy of this letter to me. 

Scope of Representation 

ELF agrees to represent you in the following matters: 

1. 

2. 

3. 

ELF’s representation pursuant to this engagement letter is limited to the legal matters described 
above. ELF is not your general counsel and our acceptance of this engagement does not involve 
an undertaking to represent you or your interests in any matter other than those described 
above. However, should you require additional services, we are happy to consider expanding the 
scope of our engagement by written amendment to this engagement letter. 

Conflicts of Interest 

For purposes of this engagement, the business entity is ELF’s sole “client.” As fictitious 

persons, businesses necessarily act through their individual agents. Therefore, when we refer in 

this letter to ELF’s representation of you, we are referring to our work with you in your capacity 

as a representative or agent of the business. 

While each person involved has the right to loyal and diligent representation, our role will not be 
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that of a partisan advocate often expected in other circumstances. Thus, each of you individually 

may be required to assume greater responsibility for decisions than if each of you were 

separately represented. Our goal will be to facilitate an agreement that respects the interests you 

each express and is satisfactory to each of you. However, this is not always possible. Even when 

people believe that their interests are generally aligned, they often still have at least some 

potential, if not actual, conflicting interests. Ideally, clients in your situation would each want a 
separate attorney or firm to represent their interests. However, we recognize that each having 

your own attorney may be prohibitively expensive for you, and that you have thus expressed a 

preference for ELF to represent all of you. 

You have a right to be informed of anything that has a bearing on the representation that may 

affect your interests and the right to expect that we will use that information for your benefit. As 

such, we may be obligated to share with all of you everything we learn, even if one of you wants 

it to be kept confidential from the other(s). Similarly, we will need to discuss with all of you all 

material decisions regarding the Business. 

If litigation would later arise between or among you, the attorney-client privilege will likely not 

protect any such communications from disclosure and use in the litigation. 

If any of you begin to disagree about some issue, a conflict develops between you, or ELF 

determines that your individual interests are fundamentally antagonistic, ELF might have to 

terminate representation of all of you, at least on that issue, and you would each have to seek 

another attorney to assist you. On the other hand, if a conflict develops in the future between you 

and the company, we may, as counsel for the company, proceed to represent the company in 

connection with that conflict with you. All confidential information you have given us in the 

course of our representation will be deemed to be the proprietary property of the company, and 

only the company will have the protection of the attorney-client privilege with respect to that 

information. 

Fees and Expenses 

My fees for legal services will be billed and payable based upon an hourly rate of $325 per hour. 

I will send you bills monthly, itemizing the services rendered and the amount of time expended, 

and reimbursable expenses, if any. 

If upon receipt of our billings, you have any questions, we request you to raise them promptly so 

that we can address and resolve them in a timely manner. We cannot guarantee the successful 

resolution of the matters for which we have been retained. Regardless of the outcome, you will 

be obligated for payment of our fees and expenses. 

Client Duties 

In order to provide you with legal services, ELF will occasionally require information from 
you. You agree to: 

1. identify a primary contact person with whom ELF may communicate; 
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Annex A 

Sample Owner Agreement Provisions 

Section 2(a): Designated Tie-Breaker Provision 

In the event the Members are unable to resolve an issue other than a 
Fundamental Issue (hereinafter defined) by the vote required under this 

Agreement within [twenty (20)] days (a “Deadlock”), the Members agree that 
the matter shall be decided by Andrew Accountant, CPA, the Company’s 
accountant, or another person whom the Members may unanimously 
designate. If Andrew Accountant or such other person is unavailable or 

unwilling to render a decision on the matter, the parties agree to submit the 
matter to mediation in accordance with Section __. During the continuation of 
any such Deadlock, the Company shall continue to operate in a@ manner 
consistent with prior practices and this Agreement until such time as the 
Deadlock has been resolved. 

As used herein the term “Fundamental Issue” means any issue relating to 
the negotiation or consummation of any of the following transactions: 

(i) engage in a merger or consolidation with or into any corporation, 
partnership, limited liability company, or any other entity, whether or not the 
Company shall be the surviving entity of such merger or consolidation; 

(it) sell all or substantially all of its assets to any person or entity, 

(iit) divide into two or more limited liability companies; or 

(tv) engage in any similar business transaction. 

Section 3(a): Voluntary Withdrawal Other Than Retirement 

A Member may withdraw from the Company by giving no less than one 
hundred twenty (120) days’ written notice (“Notice”) thereof to the other 
Member (the “Remaining Member’). Upon service of Notice, the withdrawal 
of the voluntarily departing Member (the “Departing Member”) shall 
become automatically effective on the last day of the month after the passage of 
the one hundred twenty (120) days following the date of Notice unless the 
Remaining Member elects to terminate and dissolve the Company. The 

Remaining Member shall inform the Departing Member of his decision in 
writing within ninety (90) days following the date of Notice. 
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(a) Election to Continue Business. If the Remaining Member elects to 
continue the business of the Company, the Departing Member will be obligated 
to sell his Membership Interest to the Remaining Member, or to the Company, 
as the Remaining. Member may elect, on the date of departure (the 
“Departure Date”) at the price equal to the Purchase Price payable in ___ 
[monthly/quarterly} installments with interest thereon in accordance with a 
promissory note to be executed by the Remaining Member in favor of the 
Departing Member. In the event of a sale of his Membership Interest in its 
entirety hereunder, the Departing Member shall immediately deliver to the 
Company his resignation as an officer, manager and/or employee of the 
Company. 

(b) Dissolution. Unless the Remaining Member, within ninety (90) 
days after receipt of Notice from a Departing Member, elects to continue the 
‘business of the Company pursuant to the terms of this Agreement, the 
Company shall be dissolved. No Member shall be permitted to withdraw and 
no Member’s Membership Interest shall be purchased by another Member or 
the Company and, in lieu thereof, the Company shall wind up tts affairs and 
distribute its assets. 

Section 3(a): Termination for Cause 

(a) Termination for Malfeasance. In the event that a Member’s employment 
with the Company is terminated by the Company for Malfeasance (as defined 
below), the Company shall have the right, but not the obligation, to purchase 
the Membership Interest owned by such Member (the “Terminated 
Member’) at a price equal to fifty percent (50%) of the Purchase Price payable 
in __ [monthly/quarterly] payments with interest thereon in accordance with 
a promissory note to be executed by the Company in favor of the Terminated 
Member. “Malfeasance” shall mean: (t) conduct by the Terminated Member 
involving fraud or dishonesty in business dealings; (tt) conviction of the 
Terminated Member involving a felony charge of a financial nature or that 
substantially interferes with the Member’s ability to continue to perform 
services for the Company, (it) chronic alcoholism or drug addiction on the 

part of the Terminated Member and_ refusal to actively participate in an 
appropriate rehabilitation program; or (iv) repeated, substantiated charges of 
sexual harassment 

(b) Termination for Cause. In the event that a Member’s employment with 
the Company is terminated by the Company for Cause (as defined below), the 
Company shall have the right, but not the obligation, to purchase the 
Membership Interest owned by such Member (the “Terminated Member”) at 

a price equal to seventy-five percent (75%) of the Purchase Price payable in __ 
[monthly/quarterly] payments with interest thereon in accordance with a 
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promissory note to be executed by the Company in favor of the Terminated 
Member. “Cause” for termination shall have the meaning set forth in an 

' Employment Agreement entered into between the Terminated Member and the 
Company, and in the absence of any such Employment Agreement, or the 
absence of a definition of Cause therein, Cause be deemed to include the 
failure or inability of the Terminated Member to perform, for reasons other 
than disability, duties of an executive nature consistent with his previous 
services for Company for a period of more than one hundred twenty (120) 
days, whether or not consecutive, during any three hundred sixty (860) day 
period during the Term and failure to cure such breach within thirty (80) days 
after written notice from Company of the occurrence thereof. 

Section 3(a): Involuntary Transfer 

Any Member (a “Withdrawing Member”) who has any information that 
would reasonably lead him or her to expect that an Involuntary Transfer 

(hereinafter defined) is foreseeable must promptly send a notice (a 
“Withdrawal Notice”) to the other Members and the Company. The 
Company shall have the option to purchase such Membership Interest at a 
price equal to the Purchase Price, payable in __ [monthly/quarterly] 
installments with interest thereon in accordance with a promissory note to be 
executed by the Company in favor of the Withdrawing Member. As used 
herein, “Involuntary Transfer” means, with respect to any Member, any 

transfer made or to be made as a result of a court order or otherwise by 
operation of law, including but not limited to (i) any transfer incident to any 
divorce or marital property settlement or any transfer pursuant to applicable 
community property, quasi-community property or similar state law; and (ii) 
any transfer anticipated after a petition in bankruptcy (or if any insolvency 
proceeding) is filed by or against a Member (which petition is not dismissed 
within thirty (80) days from the date of filing), or if a Member makes an 
assignment for the benefti of creditors, or if all or substantially all of the real 
or personal property of a Member is levied upon or sold in any judicial 

proceedings. 

Section 4: Mediation 

Except as provided below, any and all disputes arising under or related to this 
Agreement which cannot be resolved through negotiations between the parties 
must be submitted to mediation according to this section. Completion of such 
mediation will be a condition precedent to bringing any action pursuant to 
this Agreement. If the parties fail to reach a settlement of their dispute within 
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fifteen (15) Business Days after the earliest date upon which one of the parties 
notified the other(s) of its desire to attempt to resolve the dispute, then the 
dispute will be promptly submitted to mediation by a single mediator chosen 
by the mutual consent of the Members. If the parties are unable to agree on a 
mediator, each Member will nominate a mediator, and those two individuals 

jointly will choose a mediator. The mediation will take place in Philadelphia 
County, Pennsylvania. The obligation of the parties to submit any dispute 
arising under or related to this Agreement to mediation as provided in this 
section will survive the expiration or earlier termination of this Agreement. 
Notwithstanding the foregoing: (A) either party may seek and obtain an 
injunction or other appropriate relief from a court to preserve the status quo 
with respect to any matter pending conclusion of the mediation, but no such 
application to a court will in any way be permitted to stay or otherwise impede 

the progress of the mediation; and (B) the mediation procedure described 
above shall not apply to a Member’s or the Company’s right to enforce the 
restrictive covenants set forth in Section __ of this Agreement, and the 
Members and the Company hereby confer exclusive jurisdiction to enforce such 

covenants upon the Courts of the Commonwealth of Pennsylvania, 
Philadelphia County or the United States District Court for the Eastern 
District of Pennsylvania and waive any objections to such jurisdiction and 

venue, including objection as to an inconvenient forum. 

Section 4: Contractual Right of Contribution 

Any Member may personally guarantee a loan made to the Company provided 

that such loan has been authorized by the Members in accordance with this 
Agreement. It is the intention of the Members that any payments by a 
guarantor in satisfaction of a loan made to the Company should be 
reimbursed to the guarantor by each of the Members to the extent of his 
Percentage Interest. Therefore, if a Member (the “Paying Member”) 

personally guarantees a loan made to the Company and is required to make 
payment to the lender pursuant to such guarantee, the other Members agree to 
indemnify and hold harmless the Paying Member to the extent the amount 
paid by the Paying Member exceeds the Paying Member’s proportionate share 

of the loan based on his Percentage Interest. 

Section 5: Role of Draftsperson 

The parties acknowledge and agree that the law firm of Entrepreneurial Law 
Firm, LLC (“ELF”) has acted as counsel to the Company in preparing this 
Agreement and as scrivener in the drafting process. All of the decisions 
relating to the preparation of this Agreement were made by the Members, and 

_ ELF did not represent or otherwise offer advice to any of such Members 
individually in such process. The Members acknowledge that they each had 
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the opportunity to retain separate counsel to review this Agreement on their 
behalf and have either done so or have elected not to do so. Accordingly, each 
of the Members waives any right it have or may have to object to the . 
representation by ELF of the Company based on ELF’s representation of the 
Company as aforesaid in any dispute between any such Member and the 
Company.




