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. Overview

Form of Entity
Protect your IP
Establish your Management Team
Manage your Employees
Draft Business Plan
Private Company Investment
. Angel Investment

nTmoow>

»  Usually common stock
»  Preferred stock becoming more typical

. Venture Capital Investment

>  Preferred stock
»  Convertible securities
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Starting a company is an exciting yet challenging proposition. Countless hours
are spent planning and detailing the nature of the business, potential financing
sources, and even the name of the company. However, despite the enormous
amount of time and energy devoted to launching a company, one of the most
important decisions is often overlooked or marginalized as simply a
tax-planning decision - choosing how to legally structure the new business.

The choice of legal entity can have a significant impact on the future of the
company, ranging from tax and liability implications to the number and types of
investors that are eligible to, or willing to, participate. As a result, it is critical to
carefully consider the various alternative types of entities in order to choose the
most advantageous structure for the particular business venture.

Unfortunately, no one legal structure is correct for all companies. However,
understanding the advantages and disadvantages of each type of legal entity
will help to determine the most beneficial structure for a particular company.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

There are five common forms of business entities:

C corporation

S corporation

General partnership
Limited partnership
Limited liability company

o~ LN~

The following is a brief discussion of the various entities and some of
the primary advantages and disadvantages of each.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

C Corporation

The C corporation is a simple, familiar type of entity that has the
ability to go public. There are no restrictions on the number or type of
investors who can be stockholders in a C corporation. In addition, the
corporate structure is favorable because, in general, the stockholders
are not responsible for the liabilities of the corporation. However, the
primary drawback of the C corporation is a double level of taxation. Not
only is the C corporation itself taxed on its profits, but also the stock
holders are taxed on distributions received from the C corporation and
on gains from a sale of stock in the C corporation.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

S Corporation

The S corporation is similar to the C corporation in that the
stockholders are generally not responsible for the corporation’s
liabilities. However, unlike the C corporation, the S corporation is tax
efficient because it is not required to pay taxes on its profits (although
certain state franchise taxes may apply). As a result, there is only one
level of tax at the stockholder level. A significant disadvantage of the
S corporation structure is that the number of stockholders is limited to
75. Additionally, only U.S. residents and citizens and certain trusts
are allowed to be stockholders.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

General Partnership

The general partnership is an association of two or more partners.
A general partnership is tax efficient because there is only one level of
tax at the partner level. In addition, the general partnership is flexible
with respect to allocation of losses and profits and management of the
partnership. However, the primary drawback of the general
partnership is that all of the partners are personally responsible for the
liabilities of the partnership. Thus, rarely will the general partnership be
the preferred structure for a sophisticated business.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Limited Partnership

The limited partnership is similar to the general partnership in that it
IS an association of two or more partners. However, the limited
partnership must have at least one general partner who is responsible
for the general management of the company (note that the general
partner may be an entity). The other partners are referred to as limited
partners. The limited partnership also is similar to the general
partnership with respect to tax efficiency as there is only one level of
tax at the partner level. However, with respect to liability, the general
partner is fully responsible for the liabilities of the partnership, while the
limited partners are generally protected from the partnership’s liabilities
so long as they do not actively participate in the management of the
business.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Limited Liability Company

The limited liability company is a hybrid between a partnership and
a corporation. The limited liability company is similar to a corporation in
that all of the owners are protected from the liabilities of the company,
and, in general, there are no restrictions on the number or types of
investors who may be owners. The limited liability company is similar to
a partnership in that there is only one level of tax at the owner level
(although certain state franchise taxes may apply). In the event that the
limited liability company wants to go public, it can generally be
converted into a corporation. However, there may be additional taxes
imposed in the event of such a conversion.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Conclusion

Because most life sciences companies will require significant
capital, it is also important to consider the needs and desires of
potential investors when choosing an entity structure. In particular,

most venture capital firms prefer to invest in C corporations over other
types of entities for three legitimate reasons:

(i) the limited partner investors of venture capital firms are often
tax-exempt entities that have limits on their ability to receive
unrelated business taxable income, which is how income from a
limited liability company or limited partnership is treated, and
therefore may place absolute restrictions on a venture capital
investor’s ability to invest in low-through entities;
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Conclusion (cont’d)

(ii) even if there is no absolute restriction, venture capital
investors are often not able to use flow-through losses directly
and would prefer for the C corporation to retain any such
losses to offset future taxable gains (thus creating lower
aggregate tax); and

(iii) a typical venture capital firm will invest in 15 to 20 companies
and must provide a Schedule K-1 to its investors within 90
days after the end of the year to account for these
investments.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Conclusion (cont’d)

As a result, to the extent a venture capital firm invests in limited
liability companies or limited partnerships, it must wait for and
incorporate the K-1s from its underlying investments, which creates an
administrative hassle that often leads to delayed fulfillment of the
venture capital firm’s K-1 obligations to its investors, as well as
unhappy venture capital limited partners.

As a result of the different attributes of the various types of entities,
it is important to determine which structure would be most
advantageous over the long run for the applicable business venture -
not only at the time of formation but also in anticipation of future rounds
of investment and a future exit event.
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Il. Choosing the Ideal Structure for your

Business Entity (continued)

Conclusion (cont’d)

The table starting on the next page provides a side-by-side
comparison of the different types of entities and sets forth some
additional characteristics of each. Please note that the information
contained in this table is based upon the state law applicable to
companies that are formed in Delaware, which is the most popular
jurisdiction for entity formation, but additional considerations may be
applicable if a company is formed in a different state.
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DELAWARE D-ELAW.FLHE DELAWARE DELAWARE LIMITED DELAWARE LIMITED
G CORPORATHON S CORPORATION GEMERAL PARTHERSHIP | PARTHNERSHIP LIABILITY COMPANY

I-hmi:nr of Hl:- raam-:l:nm on O to 78 stockholders | At laast two partners At least two pariners Mo restriction on members
(at least two members
required in some siates,
although DE allows a single
meamibser]

Types of Cwners | Mo restrictions Cram ip limited fo Mo restrictions; UBIT Mo restrictions, Mo restrictions; UBIT izswe

individual UL5. residents | issue for tax-exempt although must have for tax-axempt entities
and citizens, and certain | entities at lezst one general

LS. trusts, IRAs, partner; UBIT issue for

ESOPe, and charitable tax-ewempt entities

organizations; UBIT
issue for tax-sxempt

entities
Classes of Multiple clzsses are Oinez; howeyer, thera Multiple clazess are Multiple classes are Miultiple clzsses are
Cwmership parmitted can be differences in permitted permitted parmitted
Interests woting rights
Limited Liabiliy All stockholdars have All stockholdars have Pariners hawe unlimited Limited ars All members have protection
protecton from thea protection from tha lkability for business generally have fram the LLC s liabilities
corporation's lizbilities corporation’s liahilities debis; LLP status can prodecton from the
imit a general partner’s partnership's labilities,
liability tor fortious acts of | while general parinere
others (unless under such | do not; electing LLP
a partner’s supErvision) status can limit a
Fenarﬂ pariners
iahility for tortious
ascta of othars (unless
under such a partner's
ELEETVESIon)
Participation In Mo restricfions Mo restrictions Mo restrictions Diirect participation Mo restrictions
Management by general pariners
only; limited

may, in increasingly
nanmow circumstances,
loee limited Rability it
they partici in tha
control of the business
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DELAWARE DELAWARE
C CORPORATION 5 CORPORATION

Levels of Federal | Corporaie level and

Income Tax stockholder laval
Levels of State leye] and
Income Tax stockholder leval

Emmﬁnf e

Income and Loss

Dividend Income @ CGan exclude 70% of

dividends from taxahble
income
Excacs BAccumulzted Ezrmings
Accumulated Tax
Eamnings
Deeductbiliy of Loeses are only
Lossas deductible to offset
tuture corporate gaine
Capftal Losses Cian only be usad to
ofiteet capital gains
Fiscal Year Ay
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ly at the
Elu-:khd-:lner lewel only

Stockholder lewel only,
excopt certain stats
tranchisa taxes apply

Mo

Flows throwgh to the
siockholders and can

be taxed =3 low as 109

Mone

Stockholders may
generally dedoect ther
allecable ehares of the
S conporation’s losses
only to the axtent of
their tax basis in their 5
conporation shares. “At
misk” rules and “passive
activity koss” rules can,
howewer, limit thase
deduciions.

Flows throwgh to the
siockholders

Ganarally calendar

DELAWARE
GEMERAL PAHTHERSHIP

DELAWARE LIMITEL DELAWARE LIMITED
PARTHMERSHIP LIABILITY COMPANY

Fariner l=vel only Pariner lewel onby Member level only
{zzzuming parinership
treatmeant olbtained)

Fariner lavel only Pariner kevel only Member level only, except
certain state franchise taxes
pply

Yea g feg

Flows throwgh fo the Fows through to the Hows through to the

members and can be members and can be | members and can be taxed

taxed a3 low ag 10% tamed as low as 10%% | s low as 109%

Momne Maomne Maome

Fariners may Pariners may Members may generally

generally daduect their generally deduct their | deduct their allocabls ehares

allocable hares of the allocable ehares of the | of the LG losses only to
partnership's losses only | partnership's losses the extent of their tax basis
to the extent of their tax only to the extent of in their LLC interest, which
basisz in their partnership | their tax basis intheir | includes their sllocabls
intarast, which includes partnership interast, ehares of LLIC debt. “At rigk”

their allozable shares of which includes their rules and “passive activity
partnership debt. At risk”™ | allocable shares of lo=s™ rules spply.
rules and “passive activity hip debt.
loess™ rules spply. t risk” rules mnd
“paseve sctivity lo=s”
rules apply.

Fowe through to the
memiers

HAows through to the
membsers

Flows throwgh fo the
memkbers

Ganarally tollows fiscal Genarally tollows fiscal | Genarally tollows tiscal year
year of majority parbner year of general partner | of majority member
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DELAWARE DELAWARE DELAWARE DELAWARE LIMITED DELAWARE LIMITED
C CORPORATION S CORPORATION GEMERAL PAHTHERSHIP | PARTHERSHIP LABILITY COMPANY

ResirictHons Limited to ccrueal None Limited to accreal Limited to sconeal method in
In Accounting method in zome method in some Eome circumstances (e.q.,
Method circumstances (e.g., circumetances (e.g., more than 32% of lossas
more than 3%% of mire than 3%% of allocable to members who
ghares cwned by lneses allocable fo do not actively participate in
persons who do not limited pariners) management)
actively participate in
management]
Effect of Golng Maone Taxad as C comporation | Never happens due to Taxed as G Taxed as G corporation
Publi: liability concerns corporation, except
certain grandrathered
public: limited
ips in certain
e
Transferability Any restrictions Any restrictions Any rastrictions Any restrictions Arny restrictions are imposed
of Owrniership are im are im are imposed by the are impoaed by the by the operating agresment
Interests a Earl:lls."Ir a mﬁir‘? partnership agresment partnership agreement

agresment agresment; desrable to
resftrict transfers only to

eligible 5 conporation

stockholders
Fringe Benefiis Micst tavorable tax Less tawvorable Less tavorable Less favorable Less tawvorable
treatmant for cwner
employees
Fixed Term Pempetual Perpetual Geanarally, yas Genarally, yes Gener““.zlg yes, but can be
parpe
Cash Distributlons | Tzxable Genarally nontaxable Montaxable to the extent | Montaxabla to the Montaxable to the axtent
to the extent of a of a pariner's tax basis in | exteni of a pariner’s of a member's fax basis in
stockholders tax basia | i= parnership interest tax basis in its member's LLC interast
in his or her stock partnership intarast
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DELAWARE DELAWARE DELAWARE DELAWARE LIMITED DELAWARE LIMITED
C CORPORATION 5 CORPORATION GENERAL PARTHERSHIP | PARTHERSHIP LABILITY COMPANY

Liguidation Taxahle on gain at enarally nontaxabla Cash montaxable to the Cash nontaxahle Cash montaxable to the
corporate level and at corporate lawal extent of a partner’s tax to the extent of a extent of a member's tax
taable at stockholder and taxable at bazsis in its partnarship partner’s tax basis in basi in mamber’s LLC
lewel to the extent etnckholder level intarast; :anif remaining its partnership interast; | imterest; remaining
distributions excead a thircusgh flowthinouegh tax biacis allocated among | any remaining tae tax basis allocated amaong
etockholder’s basis in of corporate gain noncash asseis received | base allocated among | noncash aseate received in
the stock redlized on lguidating in distribution noncash asesis distributicn

distribution by received in distribution
corporation

Primary Simple, tamiliar; entity Corporate tamilisrity; Mist flewdble Tax efficient; Emited Hybrid; tax efficient; limited

Advantages can go public; no eingle taxation lizhility tor investors; lizhility tor all cwners
IJHI'FHE-:in: lowr = nlaarrt;ummﬂy of E
sdministrative cost fo general pariner
stockholders; losees
camed forwand and
ehared by all and valead
upon IPO

Primary Dipuble taxation of Limitations on owners; L:ahiuq_lr of ownears for More complex tax and | Hybrid (Note: LLGe with

Disadvantages cash flow in excess one class of stock; all of the debts of the accounting issues than | pnncipal place of business in
of rezsonabla all tockholders business numwaﬁnna;&nmﬂ PA are El.i:l_llmt to PA State
compensation fo must conssnt to the partner has ited | Franchize Tax); generally,

incipals and wpon sale | Subchapter 5 fax lizbility; megative image | venture funds do not desire
Efnattﬁanthlj_:;ﬂ of the | election duaEg 1850 tax ! K1 or UBIT; in certain
aseets of the business eheliers instances, later comversion
bo te tiorm may be
tovable !

Documents Certificate of Same 38 G ticn; | Partnership Certificate of Limited | Certificate of Formation

[n;:hdrgn Incorporation publicly authorize Su and, i applicable, Partnarship publicly publicly filad and Ckperating

Federal Employer | filed and bylaws S tax election in Staterment of L ion | filed and Limited Agraement

Identification organizational minutes | as LLP publicly Parinarship Agraemsent

Mumber

application)
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lll. Venture Capital Investment in 2010

Statistics

Challenges

Lessons Learned

Opportunities
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U.S. VC Fundraising Drops in 2009

Commitments to Venture Capital Funds

(based on multiple closings)
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Median VC Fund Size Lower in 2009

Median VC Fund Size

(based on final closing and for funds greater than 520M)
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VC Deal Flow Rises in 4Q ‘09

Equity Investment into Venture-Backed Companies, VC Rounds Only
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Later Stage Median Valuation Falls in 2009 vs. 2008

Median Premoney Valuations by Round Class (Annual)
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Later Rounds Continue to Receive Most Dollars

Investment Allocation by Round Class
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Emilio Ragosa, Esq.
Morgan, Lewis & Bockius LLP
502 Carnegie Center

Princeton, NJ 08540
Telephone: 609.919.6633 / Email: eragosa@morganlewis.com

Emilio Ragosa is a partner in Morgan Lewis's Business and
Finance Practice.

Mr. Ragosa focuses primarily on securities, mergers and acquisitions,
corporate transactions and technology transactions. He represents
both private and public high technology and biotechnology
companies, as well as venture capital firms and underwriters. Mr.
Ragosa also has handled numerous corporate transactions ranging
from corporate formations/restructuring and private placements to
public offerings.

Prior to joining Morgan Lewis, Mr. Ragosa was a junior partner with a
prestigious national law firm. While in law school, he worked at the
New York Stock Exchange; prior to law school, he was an intern with
Merrill Lynch.
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