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THE TERM SHEET
A term sheet is used whnen the founders
of a company intend to raise capital
directly from a few investors. In this sit-
uation, the investors are typically either
angels or venture capitalists (i.e., profes-
sional investors), which before the trans-
action are unknown or not well-known
to the entrepreneurs. These private, pro-
fessional investors are different from fri-
ends and family, or public investors.

Private Professional
Investors are Different

With friends and family, the terms of
sale of the company’s stock are rudi-
mentary and usually negotiated infor-
mally. Rather than governed by the
strict terms of a contractual relation-
ship, this type of transaction is really
governed by the pre-existing close rela-
tionship of trust and confidence be-
tween the parties, and not much else.
As a result, it's a possible breach of this
inherent relationship of trust and confi-
dence which leads Shakespeare in
Hamlet to caution not to invest in frie-
nds because the investment “oft loses
both itself and friend.”

A nublic offering on the ather hand is an
impersonal transaction between people
who never previously met and will likely
never meet in the future. There are no
natural ties of affection and no expecta-
tion that one group will look out for the
other beyond what’s imposed by the cor-
porate and securities laws. Furthermore,
in a public offering, there is no opportuni-
ty to negotiate terms. The transaction is
presented on a take-it-or-leave-it basis. In

he nnhlm investors and n

egotiate with
the company on their hehalf The purpose
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f the Federal securities laws and the

Division of Corporation Finance at the
Securities and Exchange Commission is to
ensure that all the material TEITIS Ui the
transaction are fully and fairly disclosed in
a prospectus so that, at least, investors
have the basic information about the com-

pany, its management and the deal.

Professional, private investors are differ-
ent. They are not friends and family that
invest on the basis of a prior, close rela-
tionship with the entrepreneurs. Nor are
they public investors who purchase thr-
ough the impersonal markets upon rel-
iance of the corporate and securities laws
without ever meeting the business owners.
These investors fall somewhere in-bet-
ween. They rely on their own due diligence
and contract law to protect themselves, so
they meet with the founders and rigorous-
ly negotiate the transaction face-to-face.

The term sheet forms the basis for that
negotiation. The negotiating points in
the term sheet are haggled back and
forth until agreed upon (if at all), at
which point they form the basis for a
formal stock purchase agreement.

Entrepreneurs at a
Disadvantage

Generally, entrepreneurs are at a disad-
vantage in the negotiations with profes-
sional investors. First, there’s the Golden
Rule: “He who has the gold makes the
rules.” And, second, professional investors
are repeat players in this game and by
experience (good or bad) know how to
slant the term sheet to their advantage.
The good thing with professional in-
vestors, however, is that they often bring
along useful business contacts and practi-
cal experience. This ultimately makes suc-
cess for the entire venture more likely and
an eventual TPO more nrobabhle, so that all
parties may be better off in the end.




Some Important
Issues in the Term Sheet

Valuation of the
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most important issue. However, in
reality, valuation of the whole compa-
ny is only one factor in the value and
risk of what the founders keen and,
conversely, what they give away. The
hasket of all rights and obligations
negotiated in the term sheet is far
maore 1mnm1'nnf than any one IT.P‘I'I"[

even the company’s uutlal valuation.
Vesting of Founders’ Stock

Often a highly contentious point of dis-
cussion in the negotiations is the vesi-
ing of the founders’ stock. Venture
investors often request that the stock

owned by the fou.nders vest in stages.
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execuite a vesiing agreementi wiich
gives the company a right to repur-
chase at cost a portion of the shares
held by that person in the event that
employment with the company is ter-
minated. This ensures that the foun-
ders’ stake in the company increases in
proportion over time to the entrepre-
neurs’ efforts in the company.

Staged Installments by Investors

Professional investors generally only
invest enough money to get the compa-
ny to the next milestone. Staging their
investments over time and only if pre-
determined milestones are met allows
the investors to monitor and control
thecompany as it develops. Entre-
preneurs should, however, be mindful
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: that their overly
© optimistic projec-
| tions are often
' used by clever in-
- vestors to set the
milestones. When
" those milestones
are not met, the
entrepreneurs
are in an embar-
rassing position with few good alter-
natives. Often this results in the
investors ending up with a better
deal than was originally anticipated
by the founders, because the in-
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Exit Strategies

Professional investors alwavs have
an eye to liquidating their invest-
ment at some future time_As a resnlt
they commonly insist on registration
rights (demand and niggvhack) co-

sale rights and redemption rights.

Registration Rights

Only the company can elect to file a
regisiration statement with the Sec-
urities and Exchange Commission to
register the company’s securities for
pubic sale. As such, professional
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can compel the company to file a regis-
tration statement so that their stock
can become publicly tradable.

Registration rights come in two types:
demand and piggyback. Demand rights
provide the investors the right to
demand that the company prepare, pay
for and file a registration statement for
the securities owned by the investor.
Piggyback rights provide the right to
include the securities of the venture
investors in any registration statement
that the company may be filing on its
own initiative or for someone else.
There is usually an exception in piggy-
back rights provisions for registration
under Form S-8 employee stock benefit
plans and for Form S-4 issuances used

in mergers and acquisitions, since these
registrations don’t raise capital. To
avoid embarrassment with the under-
writer when the company wants to go
public in the future (and to avoid costly
corporate clean up work at that time),
care must be exercised to ensure that
the registration rights are consistent
with any lock-up provisions (see, infra).

Co-Sale Righis

Co-sale rights give the professional
investors the right to participate in
any later sale of stock by the foun-
UETS. GEnerally, tiis provisivil aiuows

each investor to sell a portion of his
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right always terminates on the com-
pany’s initial public offering.

This

Reodempntion Righte
Another exif strategy for investors
is to include redemption rights.
Sometimes, these provisions give
the investor the right to put the
securities back to the company at a
pre-determined time (or event) for a
pre-determined price. Since the
company often will not have the
assets to buyout the investors at the
time, these provisions are put in
place to allow the investors to be in
a very strong bargaining position to
ﬂl"‘(’ﬂlil‘P a ]RI‘D’PT‘ nprr‘pni‘adp or ont-
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redemption period.
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“ t0 include the right to call the preferred
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‘stock to convert their holdings mto com-
_I_non stock, rather than to receive cash.

Lock-Ups

~ Underwriters usually require company

- insiders to abstain from selling any
~ stock for a period of time (sometimes,
~ up to 180 days) after the IPO to ensure
- that the market price does not immedi-
‘ately come under undue selling pres-
sure from insider sales. In anticipation
of this, professional investors in their
negotiations demand that founders and
any later private investors agree that
'th'ey" will abide by any requirement of
an underwnter not to sell their securi-
hes for a certmn period of time,
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ally request convertible preferred
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oﬁen:a]so'oonverbble at the option of the
holder into common stock at a pre-deter-
mmed, favorable rate. For corporate
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sion pnce of the stock is not adversely
aﬁ'ected by stock sphts and other
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mvesbors the nght to convert propor-
+in n+.-.1.. mare o 1
pre}udzclal to the fou.nders ownershlp,
since they receive no adjustment. Con-
sequently, this innocent looking provi-
sion must be scrutinized with care to

ensure that the founders are fully
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case scenario, which could be extremely
punitive for them. It may also be advis-

able that the antidilution clanse pro-
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their conversion pnce

Preemptive Rights

Investors generally want preemptive
rights to ensure that they will maintain
a certain percentage ownership of the
company even when the company
issues further securities. To ensure that
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any subsequent equity offerings. This
nght however should exclude employ-

Control of the Company
and Its Assets
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ag'reementa These agreements are gen—

thh the stock purchase agreement The
material terms, however, are usually
negotiated in the term sheet.

As a general rule, investors will intrude
on the management of the company in
some way or another. If the company is
well run, they may be less intrusive. If
the company is poorly run or not making
its projections, the investors often have
provisions in the agreements to become
much more activist and domineering.

Founders should be aware up front
that it is not uncommon for founders
to be terminated from “their” company
and replaced with outside manage-
ment when things go wrong. Fur-
thermore, employment agreements
not only usually provide for such an
eventuality, but commonly also pro-
vide that the entrepreneur may not
CompEte With the Compauy fur a rea-
sonable time within a reasonable geo-

graphic area thereafter. Moreover,
assets that are needed to run tha hugi-
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comnany at tha incictansa of tha nra

fessmnal investors. These asset assign-
is generally incinde frade secretg,
customer lists, patents, copyrights and
irademaris As a result, the founders
are often not in a position to effective-
ly compete with the company, even in
the absence of an explicit non-compete

provision in any agreements.
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Non-Binding

As a technical legal matter, it should be
remembered throughout the negotia-
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tion to this general rule is that provi-
sions for confidentiality, exclusivity
durmg the due d.lllgence perlod and
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poses of
intended to be binding until the defini-
tive document, the stock purchase
agreement, is drafted and executed by
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