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Overview of Poyner Spruill LLP
Poyner Spruill LLP is one of North Carolina’s oldest and largest law firms, 
tracing its origin to 1883. The firm’s attorneys bring to their clients’ needs 
a wide range of experience, talents and knowledge. They have extensive 
involvement in the State’s business, governmental, judicial, political and 
civic life and have provided and continue to provide leadership in profes-
sional and civic organizations across the state.

Poyner Spruill has offices in Charlotte, Raleigh, Rocky Mount, and South-
ern Pines, North Carolina, giving it a statewide presence. The firm’s size 
enables it to foster individual attorney excellence in meeting the unique 
legal needs of emerging technology companies and also in such diverse 
practice areas as bankruptcy, workouts, creditors’ rights, employment law, 
commercial real estate, employee benefits, nonprofit law, banking law, 
venture capital, public utilities, health care law, governmental relations, 
environmental law, intellectual property, securities law, municipal law, 
construction law, white collar criminal defense, as well as trials and ap-
peals in all state, federal and administrative courts and tribunals and alter-
nate dispute resolution. The firm brings to bear the resources, talent and 
experience of all four offices to serve the needs of its clients. In addition, 
its reputation, size, and client base enable Poyner Spruill to effectively 
represent the national and regional interests of its clients.
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Disclaimer
This Venture Capital Guide is intended to be a general guide to the way 
in which venture capital investments typically are structured. However, 
every company and investment is unique, and the issues involved in each 
situation may vary significantly. Therefore, this Venture Capital Guide is 
not intended to be specific legal or business advice. We urge you to seek 
the counsel of an experienced business attorney before negotiating the 
terms of a venture capital investment.
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Glossary of Frequently Used Terms*

BASIC EQUITY TERMS
Authorized Shares: The total number of shares of capital stock that a com-
pany is authorized to issue in its Certificate of Incorporation.

Capitalization Chart: A spreadsheet or table that shows the ownership, on 
a particular date, of a company’s issued and outstanding shares of capital stock 
and other securities that are convertible into or exercisable for shares of capital 
stock.

Common Stock: Common Stock is the basic ownership interest in a com-
pany. Common stockholders have voting rights, dividend rights, and liquida-
tion rights that are proportionate to the number of shares that they own. The 
liquidation rights of the holders of Common Stock are subordinate to those of 
the company’s secured and unsecured creditors as well as to the holders of the 
company’s Preferred Stock. The dividend rights of the company’s Common 
Stock may be subject to the Dividend Preference of the company’s Preferred 
Stock.

Convertible Stock: Convertible Stock is stock (generally Preferred Stock) 
that is convertible into another type of stock (generally Common Stock) at a 
predetermined Conversion Price or Conversion Ratio.

Founders’ Stock: Founders’ Stock refers to the shares of the Common Stock 
that are issued to the founders of a company upon its establishment. The 
Founders’ Stock may be subject to a Stock Restriction Agreement that provides 
for vesting of the Founders’ Stock over time.
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Fully-Diluted Shares: A company’s Fully-Diluted Shares refers to the total 
number of shares of Common Stock that the company has issued; plus all 
shares of Common Stock that would be issued if all outstanding Options, War-
rants, convertible Preferred Stock, and convertible debt were exercised or con-
verted; plus all shares of Common Stock that are reserved under the Option 
Pool.

Incentive Stock Options (ISOs): Incentive Stock Options are Options that 
satisfy certain criteria under the Internal Revenue Code. Principal among these 
is that ISOs may be granted to employees only and the exercise price must be 
equal to or greater than the fair market value of the underlying stock on the 
grant date. The advantage of ISOs is that there generally is no tax to the option 
holder until the underlying stock is sold, provided that the option holder satis-
fies certain holding periods that are imposed by the Internal Revenue Code. 
(However, the option holder may be subject to alternative minimum tax when 
the Option is exercised.)

Issued and Outstanding Shares: A company’s issued and outstanding 
shares refers to the total number of shares of stock that the company has actu-
ally issued to stockholders on a particular date.

Non-Qualified Stock Options (NQSOs): Non-Qualified Stock Options are 
Options that do not satisfy one or more of the criteria to be ISOs. A company 
can issue NQSOs to non-employees and the exercise price may be less than 
the fair market value of the underlying stock on the grant date. Unlike ISOs, 
when NQSOs are exercised, the option holder is subject to ordinary income 
tax on the difference between the exercise price and the fair market value of 
the underlying stock on the date of exercise. When the stock is sold, the option 
holder is subject to capital gains tax on the difference between the sales price 
and the fair market value of the underlying stock on the date of exercise.

Option Pool: The Option Pool refers to the total number of shares of stock 
(generally Common Stock) that a company has reserved for issuance to em-
ployees, directors, and advisors under its stock option plan. The size of the 
Option Pool will depend on the number of shares that the company and the 
investors determine to be necessary to hire the employees that the company 
will need to execute its business plan.

Options: Options are securities that permit the holder to purchase a specified 
number of shares of the company’s stock (generally Common Stock) at a pre-
determined price (the exercise price) and for a certain period of time. Gener-
ally, the right to purchase the shares vests and the Option becomes exercisable 
over a period of time.

Preferred Stock: Preferred Stock is a class of stock that has rights and prefer-
ences that are superior to those of the company’s Common Stock. Generally, 
these rights and preferences include Affirmative Covenants, Anti-Dilution Pro-
tection, Conversion Rights, Co-Sale Rights, Dividend Preference, Drag-Along 
Rights, Liquidation Preference, Preemptive Rights, Price Protection, Protective 
Provisions or Negative Covenants, Redemption Rights or Put Rights, Registra-
tion Rights, and Rights of First Refusal. Preferred Stock is designated by Series 
such as Series A, Series B, and so forth.

Stock Restriction Agreement: A Stock Restriction Agreement gives the 
company the right to purchase a decreasing number of the shares of Com-
mon Stock owned by a founder over a period of generally three to four years 
if the founder’s employment with the company is terminated. Generally, the 
repurchase price of the shares is the same price that the founder paid for the 
shares. Under a Stock Restriction Agreement, a founder’s shares will vest as 
the company’s repurchase rights lapse over the term of the agreement. Even 
though the unvested shares are subject to the company’s repurchase rights, 
the founder has full voting and other rights with respect to all the shares.

Warrants: Warrants are securities that permit the holder to purchase a spe-
cific number of shares of the company’s capital stock at a predetermined price 
(the exercise price) and for a certain period of time. Generally, a company will 
issue Warrants to investors, lenders, or strategic partners as an “equity sweet-
ener” to enhance the underlying investment, credit facility, or other business 
arrangement.

VENTURE CAPITAL TERMS
Affirmative Covenants: Affirmative Covenants require a company to pro-
vide certain information to its investors on a regular basis or to take or maintain 
certain corporate actions. Typical Affirmative Covenants give the investors the 
right to receive monthly, quarterly, and annual financial statements and annual 
budgets, or require the company to maintain certain insurance (including key-
man life insurance on the founders) or to maintain the size and composition of 
the company’s board of directors.

Anti-Dilution Protection: Anti-Dilution Protection adjusts the investors’ 
ownership percentages if the company effects a stock split, stock dividend, or 
recapitalization.

Board Observation Rights or Board Visitation Rights: Major investors 
in a company will require the right to one or more seats on the company’s 
board of directors. Other investors in the company may require the right to 
have a representative attend meetings of a company’s board of directors as a 
non-voting observer.

Conversion Price or Conversion Ratio: The Conversion Price or the Con-
version Ratio determines the number of shares of Common Stock into which 
each share of Preferred Stock is convertible and is adjusted based on the inves-
tors’ Anti-Dilution Protection and Price Protection.

Conversion Rights: Investors generally have the right to convert their shares 
of Preferred Stock into shares of Common Stock at any time at the applicable 
Conversion Price or Conversion Ratio.

Co-Sale Rights: Co-Sale Rights give the investors the right to sell all or a por-
tion of their shares as a condition to the founders of the company selling any of 
their shares. This protects the investors from being locked into an investment 
if the founders have sold their shares.

Cram Down Round: Generally, a Cram Down Round is a Down Round in 
which the new investors require the previous round investors to waive all or 
a portion of their Price Protection. A Cram Down Round also may be effected 
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by the new investors requiring the previous round investors to convert their 
shares of Preferred Stock into shares of Common Stock or by recapitalizing 
the previous round investors’ shares of Preferred Stock into a lesser number 
of shares. In a Cram Down Round, the equity interests of the previous round 
investors are diluted, and the new investors own a greater equity interest in 
the company.

Cumulative Dividends: Cumulative Dividends mean that if the dividend is 
not declared during the applicable time period, it accrues and is payable at a 
later time.

Dilution: Dilution refers to a decrease in the percentage ownership of a stock-
holder as a result of the issuance by the company of additional equity securities.

Dividend Preference: The payment of dividends on the Preferred Stock that 
a company issues to its investors will have priority over Common Stock divi-
dends. Generally, the investment documents will provide that the company 
cannot pay any dividends on the Common Stock unless the company pays 
equivalent dividends on the Preferred Stock. Often, the Preferred Stock will 
bear a fixed dividend rate, and, due to the cash constraints of early-stage com-
panies, the dividends will not be payable currently but will accrue and become 
part of the Liquidation Preference that is payable upon the Liquidation of the 
company.

Down Round: A Down Round is a financing in which the Pre-Money Valu-
ation of the company is less than the Post-Money Valuation of the company 
in the company’s previous round of financing. A Down Round will trigger the 
Price Protection of the investors in the previous rounds of financing.

Drag Along Rights: Drag Along Rights give the investors the right to require 
the founders of the company (and possibly other key stockholders) to sell their 
shares if the investors decide to sell their shares. Generally, the buyer of the 
company wants to ensure that it will be able to purchase all the stock of the 
company. Drag Along Rights protect the investors by preventing the founders 
(and possibly other key stockholders) from blocking a sale of the company that 
the investors desire.

Due Diligence Review: The Due Diligence Review refers to the analysis by a 
potential investor of a possible investment in a company. Among other things, 
the potential investor will evaluate the company’s technology, products, busi-
ness strategy, potential markets, management, corporate and legal documents 
and affairs, and accounting and financial matters.

Exit Strategy: A company’s Exit Strategy is the method by which it intends to 
achieve a return for its investors, founders, and employee option holders. The 
most common exit strategies are the sale of the company or an Initial Public 
Offering.

Full Ratchet: A Full Ratchet is a form of Price Protection that adjusts the 
Conversion Price to the lowest price at which the company subsequently sells 
shares of its stock, regardless of the number of shares that the company sells 
at that price.

Liquidation: A Liquidation typically means the sale of the company, whether 
through a sale of the voting control of its stock, a merger, or sale of all or sub-
stantially all its assets. A Liquidation also includes the voluntary or involuntary 
dissolution of the company as a result of the company not succeeding and 
going out of business.

Liquidation Preference: Upon the Liquidation of a company, the holders of 
the company’s Preferred Stock have the right to receive distributions of money 
or assets prior to any class of subordinate stock. The Liquidation Preference 
generally is equal to the purchase price of the Preferred Stock, plus accrued but 
unpaid dividends. The Liquidation Preference ensures that the investors get 
their investment back, plus a fixed return, before the founders, management, 
and employees receive any proceeds of the Liquidation.

Mandatory Conversion: Upon the closing of a Qualified Initial Public Offer-
ing, the investors are required to convert their shares of Preferred Stock into 
shares of Common Stock at the applicable Conversion Price or Conversion Ratio.

Pari Passu: Upon a Liquidation, the Liquidation Preferences generally are 
paid to the investors in the reverse order of that in which their investments 
were made. That is, the last investors get paid their Liquidation Preferences 
first. However, some investors require that the Liquidation Preferences are paid 
to the investors Pari Passu, meaning at the same time or at the same level and 
without regard to the order in which the investments were made. If the pro-
ceeds of the Liquidation are insufficient to pay all the Liquidation Preferences, 
then the investors divide the proceeds on a pro rata basis.

Participating Preferred Stock or Participation Rights: Participation 
Rights mean that the investors share on a pro rata basis with the holders of 
Common Stock in any proceeds of the Liquidation that remain after the pay-
ment of their Liquidation Preference. If the investors do not have Participation 
Rights, they must choose either to receive their Liquidation Preference or con-
vert their shares of Preferred Stock into Common Stock and participate on a 
pro rata basis with the holders of Common Stock in the Liquidation proceeds.

Pay-to-Play Provisions: Pay-to-Play Provisions provide that if an investor 
does not participate in a company’s subsequent financing rounds, then the 
non-participating investor will lose its Anti-Dilution Protection, Price Protec-
tion, or Preemptive Rights. Even more onerous Pay-to-Play Provisions provide 
that the non-participating investor will forfeit their shares of Preferred Stock for 
a de minimis amount or that their shares of Preferred Stock are converted to 
Common Stock. These provisions are intended to keep the investment syndi-
cate in place to continue to fund the company by being punitive to non-par-
ticipating investors.

Post-Money Valuation: The Post-Money Valuation is the value of the com-
pany immediately after the investment. It is determined by adding the amount 
that is invested in the financing to the Pre-Money Valuation of the company. 
For example, if the Pre-Money Valuation of the company is $3,000,000, and 
the investors invest $1,000,000 in the financing, then the Post-Money Valua-
tion of the company is $4,000,000.
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Pre-Money Valuation: The Pre-Money Valuation is the value of the com-
pany immediately prior to the investment that is agreed upon by the company 
and the investors. It is generally expressed as a total dollar amount, such as 
$3,000,000. However, it may also be expressed as a price per share, such as $1 
per share. If the Pre-Money Valuation of the company is $3,000,000 and the 
company has 3,000,000 Fully Diluted Shares prior to the investment, then the 
price that the investors will pay in the financing is $1 per share. If the investors 
invest $1,000,000, the company will issue 1,000,000 shares to the investors, 
and the investors will own 25% of the company (1,000,000 shares/4,000,000 
shares).

Preemptive Rights: Preemptive Rights give the previous round investors 
the right to purchase stock in future financings by the company on the same 
terms and conditions as the investors in future financing rounds. Preemptive 
Rights enable the previous round investors to purchase a pro rata portion of 
the shares of stock sold by the company in future financing rounds.

Price Protection: Price Protection adjusts the Conversion Price if a company 
issues Common Stock or other securities that are convertible into or exercis-
able for Common Stock at a price per share below the current Conversion 
Price. The result is that the investors will be issued more shares of Common 
Stock upon the conversion of their Preferred Stock. This protects the investors 
from the risk that they overpaid for their stock if the Pre-Money Valuation turns 
out to be too high.

Protective Provisions or Negative Covenants: Protective Provisions or 
Negative Covenants give the investors the right to approve certain corporate 
actions. Typical Protective Provisions give the investors the right to approve 
amendments to the company’s Certificate of Incorporation and Bylaws, future 
issuances of stock, the declaration and payment of dividends, increases in the 
company’s Option Pool, expenditures in excess of approved budgets, the in-
currence of debt, the sale of the company, and changes in the company’s line 
of business.

Redemption Rights or Put Rights: Redemption Rights or Put Rights give 
the investors the right to require the company to repurchase the investors’ 
stock after a period of generally four to seven years. The repurchase price for 
the stock may be based upon the amount of the Liquidation Preference, the 
fair market value of the stock as determined by an appraiser, or the value of the 
stock based upon a multiple of the company’s earnings.

Rights of First Refusal: The investors generally require the founders of the 
company to agree that if they ever desire to sell all or a portion of their stock, 
the founders must first offer to sell the stock back to the company and then to 
the investors. Rights of First Refusal protect the investors and the non-selling 
founders from the stock being sold to an unfriendly party.

Term Sheet: A non-binding summary of the major terms and conditions of 
a proposed investment in a company by the investors. A Term Sheet may 
have a binding exclusivity or no-shop provision whereby the company and 
the founders agree that they will not initiate or hold discussions with other 
potential investors for some period of time after the Term Sheet is signed. Also, 

some investors require the company to pay their legal fees and due diligence 
expenses even if the investment set forth in the Term Sheet does not close for 
any reason.

Weighted Average Ratchet: A Weighted Average Ratchet is a form of Price 
Protection that adjusts the Conversion Price according to a formula that takes 
into account the lower issue price and the number of shares that the company 
issues at that price. In other words, the larger the number of dilutive shares 
that the company issues, the greater the adjustment to the Conversion Price.

SECURITIES LAW TERMS
Accredited Investor: Under Rule 501 of Regulation D of the Securities Act, 
an individual is deemed to be an Accredited Investor if the individual’s net 
worth or joint net worth with their spouse exceeds $1,000,000 or if the indi-
vidual had income in excess of $200,000 in each of the two most recent years 
or joint income with their spouse in excess of $300,000 in each of those years 
and has a reasonable expectation of reaching the same level of income in the 
current year. Directors and executive officers of the company and entities with 
assets in excess of $5,000,000 are also considered Accredited Investors.

Best Efforts Underwriting: In a Best Efforts Underwriting, the Underwriter 
is obligated only to use its reasonable best efforts to sell the stock that is being 
offered by the company in a public offering. The Underwriter has the right to 
return any unsold shares to the company.

Blue Sky Laws: Blue Sky Laws are state laws that regulate the issuance of 
securities. All issuances and transfers of securities must comply with both the 
federal securities laws and the Blue Sky Laws of the state in which the securities 
are being offered and sold.

Cutback Rights: Cutback Rights apply in situations where investors have 
exercised their Registration Rights and desire that some of their shares be sold 
under the company’s Registration Statement. The Underwriter may determine 
that there is not a market for all the shares that are proposed to be sold in the 
offering. Cutback Rights give the Underwriter the right to reduce the number 
of the investors’ shares that are being sold in the offering.

Demand Registration Rights: Demand Registration Rights are a type of 
Registration Rights that give the investors the right to require the company to 
file a Registration Statement with respect to their shares. Typically, the inves-
tors cannot exercise their Demand Registration Rights until after the company 
is public. However absent this restriction, the investors could exercise their 
Demand Registration Rights and require the company to conduct an Initial 
Public Offering.

Exchange Act: The Exchange Act refers to the Securities Exchange Act of 
1934. The Exchange Act provides for the filing of various periodic reports with 
the SEC by public companies, the regulation of proxy solicitations, and limi-
tations on insider trading. Also, the Exchange Act governs the operations of 
stock exchanges and over-the-counter trading.

Federal Exemptions From Registration; Section 4(2); and Regula-
tion D: When a company makes an offer to sell its securities (including shares 
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of stock, Options, Warrants, and convertible debt), the company must either 
register the stock with the SEC pursuant to a Registration Statement filed un-
der the Securities Act or issue the stock pursuant to an exemption from the 
registration requirements of the Securities Act. The most common exemption 
from registration is Section 4(2) of the Securities Act, which exempts from the 
registration requirements of the Securities Act “transactions by an issuer not 
involving any public offering” (i.e., private placements). The shares that are 
issued in a private placement are referred to as “restricted shares,” and they 
cannot be resold unless they are registered under the Securities Act or pursu-
ant to an exemption from registration. Regulation D, promulgated by the SEC, 
provides several “safe harbors” under Section 4(2) of the Securities Act if the 
offering meets certain criteria specified in Regulation D.

Firm Commitment Underwriting: In a Firm Commitment Underwriting, 
the Underwriter agrees to buy all the shares that are offered by the company 
in a public offering at a fixed price and then resells those shares to the public 
at the higher offering price. Before signing the underwriting agreement for a 
Firm Commitment Underwriting, the Underwriter contacts investors and solic-
its “indications of interest,” which are non-binding obligations of the investors 
to purchase the shares from the Underwriter. The Underwriter will not sign the 
underwriting agreement until it has accumulated “indications of interest” for 
at least the number of shares of stock that are being offered by the company. 
The Underwriter cannot return any unsold shares to the company.

Follow-On or Secondary Offering: A Follow-On or Secondary Offering re-
fers to the sale by a company of shares of its Common Stock in a public offer-
ing after it has completed its Initial Public Offering.

Form 8-K: Form 8-K is a report that a company must file with the SEC to re-
port certain “material” events that might affect its business or financial condi-
tion.

Form 10-K: Form 10-K is a comprehensive overview of a company’s business 
and financial condition that the company must file with the SEC within 90 days 
after the end of each fiscal year.

Form 10-Q: Form 10-Q is an overview of a company’s business and financial 
condition that the company must file with the SEC within 45 days after the 
end of each of the first three quarters of each fiscal year. The company will file 
a Form 10-K at the end of each fiscal year.

Form S-1: Form S-1 is the Registration Statement that is filed with the SEC in 
connection with a company’s Initial Public Offering.

Form S-3: Form S-3 is a short-form Registration Statement that permits a 
company to incorporate by reference information that is contained in its previ-
ous periodic filings that it made with the SEC under the Exchange Act (Form 
8-K’s, Form 10-K’s, Form 10-Q’s, etc.). To be eligible to use Form S-3, a com-
pany must have been public for more than 12 months and be current in its 
Exchange Act filings.

Form S-4: Form S-4 is the Registration Statement that a company uses to 
register shares of its stock that it is issuing in an acquisition to the stockholders 
of the target company.

Form S-8: Form S-8 is the Registration Statement that a company uses to 
register shares of its stock that are issuable to employees pursuant to the com-
pany’s stock option plans or stock award plans.

Initial Public Offering (IPO): An Initial Public Offering is a company’s first 
sale of shares of its Common Stock to the public. The company accomplishes 
an Initial Public Offering by filing a Registration Statement (generally on Form 
S-1) with the SEC. Most Initial Public Offerings are Firm Commitment Under-
writings.

Market Stand-Off Agreement and Lock-Up Period: In connection with 
a public offering of stock, the Underwriters typically insist that certain stock-
holders of the company agree not to sell their shares of the company for some 
period of time (usually 180 days, and which is referred to as the Lock-Up Pe-
riod) after the company’s public offering. A Market Stand-Off Agreement is the 
agreement that the Underwriters require those stockholders sign agreeing to 
this restriction.

NASD: The abbreviation for the National Association of Securities Dealers, 
which is a self-regulating organization that is responsible for regulating stock 
brokers and dealers.

NASDAQ: The abbreviation for the National Association of Securities Dealers 
Automated Quotations system that facilitates stock trading on the NASDAQ 
Stock Market.

NYSE: The abbreviation for the New York Stock Exchange, which is the world’s 
oldest (it was founded in 1792) and largest stock exchange.

Piggyback Registration Rights: Piggyback Registration Rights are a type 
of Registration Rights that give the investors the right to have shares that are 
owned by them included in a Registration Statement that the company files for 
itself or for a selling stockholder. Generally, Piggyback Registration Rights are 
not applicable to the company’s Initial Public Offering.

Prospectus: A Prospectus is a document that summarizes an issuer’s Registra-
tion Statement. The issuer must give a Prospectus to all potential purchasers of 
the company’s securities in the offering. An issuer’s preliminary Prospectus is 
called a “red herring” because it contains red legends on the front cover.

Qualified Initial Public Offering: A Qualified Initial Public Offering is an 
Initial Public Offering that raises gross proceeds for the company of a size and 
at price per share that are agreed upon by the company and the investors. A 
Qualified Initial Public Offering will trigger the Mandatory Conversion of the 
Preferred Stock into Common Stock. The raising of gross proceeds for the 
company of at least $20,000,000 to $30,000,000 and at a price per share of 
at least three to five times the price per share that the investors paid are typical 
requirements for a Qualified Initial Public Offering.

Registration Rights: Registration Rights give the investors the right to re-
quire that the company include shares of Common Stock that are owned by the 
investors in the company’s Registration Statements that are filed with the SEC.
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Registration Statement: A Registration Statement is a disclosure document 
that a company (known as the issuer) files with the SEC pursuant to Section 
5 of the Securities Act in order to register its shares of stock so that they can 
be sold to the public and become freely tradeable. It contains a description of 
the issuer’s business and financial condition and of how the proceeds of the 
offering will be used. It also includes background information on the issuer’s 
executive officers and directors, information on the issuer’s capitalization, and 
audited financial statements.

Rule 144 Exemption: Rule 144 under the Securities Act is the principal ex-
emption that is relied upon after a company goes public for resales of shares 
that were issued privately pursuant to exemptions from registration either be-
fore or after the company is public. It provides an exemption from registration 
under the Securities Act for resales by stockholders of restricted shares if certain 
requirements are met. Generally, these requirements include (a) a six month 
to one-year holding period; (b) a limit on the volume of securities that may be 
sold by any person in any three-month period (1% of the outstanding shares 
or the average trading volume in the company’s shares during the four calen-
dar weeks prior to the notice filing described below, whichever is greater); (c) 
a requirement that the sales be made through a broker; and (d) a requirement 
that the seller file a notice of sale on Form 144 with the SEC prior to the first 
sale covered by the notice.

SEC: The SEC is the United States Securities and Exchange Commission,  an 
independent, quasi-judicial federal agency that administers the federal securi-
ties laws, including the Securities Act and the Exchange Act.

Securities Act: The Securities Act refers to the Securities Act of 1933 that 
was intended to protect investors by ensuring that persons offering to sell 
stock provided accurate and complete information about the stock being sold. 
The Securities Act requires the registration of securities or the sale of securities 
pursuant to an exemption from registration and the disclosure of all material 
information regarding the issuer and the securities being sold, so that investors 
may make informed investment decisions.

Underwriter: An Underwriter is an investment banker that facilitates the sale 
of shares that are offered in a public offering. An Underwriter buys the stock 
from the company and resells it to investors. The Underwriter makes a profit 
on the spread between the price at which it buys the stock from the company 
and the price at which it resells the stock to investors.

Structuring Venture Capital Investments
Despite current economic conditions, venture capital remains an integral part 
of North Carolina’s economy. Although some venture-backed companies are 
struggling, many of these companies will become profitable and create long-
term employment growth.

Venture capital is a professionally managed pool of capital that is raised from 
public and private pension funds, endowments, foundations, banks, insur-
ance companies, corporations, and wealthy families and individuals. Venture 
capitalists (VCs) generally invest in companies with high growth potential that 
have a realistic exit scenario within five to seven years. A typical VC investment 
structure will include rights and protections that are designed to allow the VCs 
to gain liquidity and maximize the return for their investors.

Liquidation Rights
Most venture capital investments are structured as convertible preferred stock 
with dividend and liquidation preferences. The preferred stock often will bear a 
fixed-rate dividend that, due to the cash constraints of early-stage companies, 
is not payable currently but is cumulative and becomes part of the liquidation 
preference upon a sale or liquidation of the company. The payment of dividends 
on the preferred stock will have priority over common stock dividends. These 
cumulative dividend rights provide a priority minimum rate of return to the VCs.

The preferred stock will have a liquidation preference that generally is equal to 
the purchase price (or a multiple thereof), plus accrued and unpaid dividends, 
to ensure that the VCs get their money back before the holders of the common 
stock (e.g., founders, management, and employees) if the company is sold or 
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liquidated. Most VCs also insist on participation rights so that they share on an 
equal basis with the holders of the common stock in any proceeds that remain 
after the payment of their liquidation preference. These liquidation rights and 
the right to convert the preferred stock into common stock allow the VCs to 
share in the upside if the company is successfully sold.

An important consideration to VCs is the percentage of the company that they 
own on a fully-diluted basis. Fully-diluted means the total number of issued 
shares of common stock, plus all shares of common stock that would be issued 
if all outstanding options, warrants, convertible preferred stock, and convert-
ible debt were exercised or converted. This percentage is a function of the pre-
money valuation of the company upon which the VCs and the company agree. 
In determining the pre-money valuation, VCs analyze the projected value of 
the company and the percentage of this value that will provide them with their 
required rate of return. This analysis takes into account the risks to the com-
pany and the future dilution to the initial investors from anticipated follow-on 
investments.

VCs protect their ownership percentages through preemptive rights, anti-dilu-
tion protection, and price protection. Preemptive rights enable the investors to 
maintain their percentage ownership in the company by purchasing a pro rata 
share of stock sold in future financing rounds. Anti-dilution protection adjusts 
the investors’ ownership percentages if the company effects a stock split, stock 
dividend, or recapitalization. Price protection adjusts the conversion price at 
which the preferred stock can be converted into common stock if the com-
pany issues common stock or stock convertible into common stock at a price 
below the current conversion price of the preferred stock (i.e., the VCs will be 
issued more shares of common stock upon the conversion of the preferred 
stock). This protects the VCs from the risk that they overpaid for their stock if 
the pre-money valuation turns out to be too high.

There are two common types of price protection: full ratchet and weighted 
average ratchet. A full ratchet adjusts the conversion price to the lowest price 
at which the company subsequently sells its stock, regardless of the number of 
shares of stock the company issues at that price. A weighted average ratchet 
adjusts the conversion price according to a formula that takes into account the 
lower issue price and the number of shares that the company issues at that 
price.

Management Participation and Control
Many VCs state that they invest in management, not technology, and VCs 
expect the management team to operate the business without undue interfer-
ence. However, most investment structures provide that the VCs participate in 
management through board of directors representation, affirmative and nega-
tive covenants or protective provisions, and stock transfer restrictions. Typical 
protective provisions give the VCs the right to approve amendments to the 
company’s Certificate of Incorporation and Bylaws, future issuances of stock, 
the declaration and payment of dividends, increases in the company’s stock 
option pool, expenditures in excess of approved budgets, the incurrence of 
debt, and the sale of the company. In addition, VCs generally require that 
management’s stock be subject to vesting and buy-back rights.

As long as the company is achieving its business goals and not violating any 
of the protective provisions, most VCs permit management to operate the 
business without substantial investor participation except at the board level. 
However, VCs may negotiate the right to take control of the board of directors 
if the company materially fails to achieve its business plan or to meet certain 
milestones, or if the company violates any of the protective provisions.

Exit Rights
VCs must achieve liquidity in order to provide the requisite rate of return to their 
investors. Most VC funds have a limited life of 10 years, and most investments 
from a fund are made in the first four years. Therefore, investments are struc-
tured to provide liquidity within five to seven years so that investments that are 
made in a fund’s third and fourth years are liquidated as the fund winds up and 
its assets are distributed to the fund’s investors. The primary liquidity events 
for VCs are the sale of the company, the initial public offering of the compa-
ny’s stock, or the redemption or repurchase of their stock by the company.

Generally, VCs do not have a contractual right to force the company to be 
sold. However, the sale of the company will be subject to the approval of the 
VCs, and depending upon the composition of the board of directors, the VCs 
may be in a position to direct the sale efforts. VCs typically also have demand 
registration rights that theoretically give them the right to force the company 
to go public and register their shares. Also, VCs generally will have piggyback 
registration rights that give them the right to include their stock in future com-
pany registrations.

VCs also insist on put or redemption rights to achieve liquidity if it is not avail-
able through a sale or public offering. This gives the investors the right to 
require the company to repurchase their stock after a period of generally four 
to seven years. The purchase price for the VCs’ stock may be based upon the 
liquidation preference (i.e., the purchase price, plus accrued and unpaid divi-
dends), the fair market value of the stock as determined by an appraiser, or the 
value of the stock based upon a multiple of the company’s earnings. An early-
stage company (particularly one that is struggling) may not be able to finance 
the buyout of an investor, and the redemption right may not be a practical 
way to gain liquidity. However, this right gives the VCs tremendous leverage 
to force management to deal with their need for an exit and can result in a 
forced sale of the company. Also, if the VCs trigger their redemption right and 
the company breaches its payment obligations, the VCs may be able to take 
over control of the board of directors of the company.

Other exit rights that VCs typical require are “tag along” and “drag along” 
rights. Tag-along rights give the investors the right to include their stock in any 
sale of stock by management. Drag-along rights give the investors the right to 
force management to sell their stock in any sale of stock by the investors.

Conclusion
VC investment terms may seem onerous and complex to entrepreneurs. How-
ever, by understanding the goals of the VCs, entrepreneurs, with the assistance 
of experienced legal counsel, will be in a better position to negotiate an invest-
ment structure that meets the goals of both the VCs and management.
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Term Sheet*

SERIES A CONVERTIBLE PREFERRED STOCK FINANCING  
OF [INSERT COMPANY NAME], INC. 

[_____ _____, 200_] 

This Term Sheet summarizes the principal terms of the Series A Convertible 
Preferred Stock Financing of [___________], Inc., a Delaware corporation (the 
“Company”). In consideration of the time and expense devoted and to be 
devoted by the Investors with respect to this investment, the No-Shop/Confi-
dentiality provisions of this Term Sheet will be binding obligations of the Com-
pany whether or not the financing is consummated. No other legally binding 
obligations will be created until definitive agreements are executed and deliv-
ered by all parties. This Term Sheet is not a commitment to invest and is con-
ditioned on the completion of due diligence, legal review, and documentation 
that are satisfactory to the Investors. This Term Sheet will be governed in all 
respects by the laws of the State of Delaware and does not constitute an offer 
to sell or a solicitation of an offer to buy securities in any state where the offer 
or sale is not permitted.

Offering Terms	
Closing Date:	 As soon as practicable following the Company’s ac-

ceptance of this Term Sheet and satisfaction of the 
Conditions to Closing (the “Closing”).

Investors:	 Investor No. 1: [_______] shares ([__]%), $[_______]

Investor No. 2:	 [_______] shares ([__]%), $[_________] as well as 
other investors mutually agreed upon by Investors 
and the Company.

Amount Raised:	 $[________]

Price per Share:	 $[________] per share (based on the capitalization of 
the Company set forth below) (the “Original Pur-
chase Price”).

Pre-Money Valuation:	 The Original Purchase Price is based upon a fully-di-
luted pre-money valuation of $[_____] and a fully-di-
luted post-money valuation of $[______] (including 
an employee pool representing [__]% of the fully-
diluted post-money capitalization). 

Capitalization:	 The Company’s capital structure before and after 
the Closing is set forth on Exhibit A.

Charter 
Dividends:	 [Alternative 1: Dividends will be paid on the Series 

A Preferred only on an as-converted basis when, as, 
and if paid on the Common Stock.] 

	 [Alternative 2: The Series A Preferred will accrue divi-
dends at the rate of [__]% per annum, [payable only 
when and if declared by the Board of Directors] [or 
upon a liquidation or redemption]. For any other 
dividends or distributions, participation with Com-
mon Stock on an as-converted basis.] 

Liquidation Preference:	 In the event of any liquidation, dissolution, or wind-
ing up of the Company, the proceeds will be paid as 
follows:

	 [Alternative 1 (non-participating Preferred Stock): First 
pay the greater of (i) [one] times the Original Pur-
chase Price [plus accrued dividends] [plus declared 
and unpaid dividends] on each share of Series A 
Preferred or (ii) such amount as would have been 
payable had all shares of Preferred Stock been con-
verted to Common Stock on each share of Series A 
Preferred. The balance of any proceeds will be dis-
tributed pro rata to holders of Common Stock.]

	 [Alternative 2 (full participating Preferred Stock): First 
pay [one] times the Original Purchase Price [plus 
accrued dividends] [plus declared and unpaid divi-
dends] on each share of Series A Preferred. Thereaf-
ter, the Series A Preferred participates with the Com-
mon Stock pro rata on an as-converted basis.]

	 [Alternative 3 (cap on Preferred Stock participation 
rights): First pay [one] times the Original Purchase 
Price [plus accrued dividends] [plus declared and un-
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paid dividends] on each share of Series A Preferred. 
Thereafter, Series A Preferred participates with Com-
mon Stock pro rata on an as-converted basis until the 
holders of Series A Preferred receive an aggregate of 
[_____] times the Original Purchase Price per share, 
at which point each holder of Series A Preferred is 
entitled to receive the greater of (i) that amount per 
share or (ii) the amount such holder would receive if 
all shares of Series A Preferred Stock had been con-
verted to Common Stock immediately prior to such 
liquidation.]

	 A merger or consolidation (other than one in which 
stockholders of the Company own a majority by vot-
ing power of the outstanding shares of the surviving 
or acquiring corporation) and a sale, lease, transfer, 
exclusive license, or other disposition of all or sub-
stantially all the assets of the Company will be treat-
ed as a liquidation event (a “Deemed Liquidation 
Event”), thereby triggering payment of the liquida-
tion preferences described above [unless the holders 
of [___]% of the Series A Preferred elect otherwise]. 

	 [Investors’ entitlement to their liquidation prefer-
ence will not be abrogated or diminished in the 
event part of consideration is subject to escrow in 
connection with a Deemed Liquidation Event.] 

Voting Rights:	 The Series A Preferred Stock will vote together with 
the Common Stock on an as-converted basis and 
not as a separate class, except (i) the Series A Pre-
ferred as a class will be entitled to elect [_______] 
[(_)] members of the Board of Directors (the “Series 
A Directors”) and (ii) as required by law. The Com-
pany’s Certificate of Incorporation will provide that 
the number of authorized shares of Common Stock 
may be increased or decreased with the approval 
of a majority of the Preferred and Common Stock, 
voting together as a single class and without a sepa-
rate class vote by the Common Stock, irrespective of 
the provisions of Section 242(b)(2) of the Delaware 
General Corporation Law.

Protective Provisions:	 [So long as [insert fixed number, or %, or “any”] shares 
of Series A Preferred are outstanding,] in addition to 
any other vote or approval required under the Com-
pany’s Certificate of Incorporation or Bylaws, the 
Company will not, without the written consent of 
the holders of at least [__]% of the Company’s Series 
A Preferred, either directly or indirectly by amend-
ment, merger, consolidation, or otherwise:

	 (i) liquidate, dissolve, or wind up the business and 
affairs of the Company, or effect any Deemed Liqui-
dation Event or consent to any of the foregoing; (ii) 
amend, alter, or repeal any provision of the Certifi-
cate of Incorporation or Bylaws [in a manner adverse 
to the Series A Preferred]; (iii) create or authorize the 
creation of [or issue or obligate itself to issue shares 
of] any other security convertible into or exercisable 
for any equity security, having rights, preferences, 
or privileges senior to or on parity with the Series 
A Preferred, or increase the authorized number of 
shares of Series A Preferred or of any additional class 
or series of capital stock [unless it ranks junior to the 
Series A Preferred]; (iv) reclassify, alter, or amend any 
existing security that is junior to or on parity with 
the Series A Preferred, if such reclassification, altera-
tion, or amendment would render such other secu-
rity senior to or on parity with the Series A Preferred; 
(v) purchase or redeem or pay any dividend on any 
capital stock prior to the Series A Preferred, [other 
than stock repurchased from former employees or 
consultants in connection with the cessation of their 
employment/services, at the lower of fair market val-
ue or cost] [other than as approved by the Board of 
Directors, including the approval of [_____] Series A 
Director(s) of Directors]; (vi) create or authorize the 
creation of any debt security [if the Company’s ag-
gregate indebtedness would exceed $[____][other 
than equipment leases or bank lines of credit] unless 
such debt security has received the prior approval 
of the Board of Directors, including the approval of 
[________] Series A Director(s)]; (vii) create or hold 
capital stock in any subsidiary that is not a wholly 
owned subsidiary or dispose of any subsidiary stock 
or all or substantially all any subsidiary assets[; or 
(viii) increase or decrease the size of the Board of 
Directors].

Optional Conversion:	 The Series A Preferred initially converts 1:1 to Com-
mon Stock at any time at option of holder, subject 
to adjustments for stock dividends, splits, combina-
tions, and similar events and as described below un-
der “Anti-Dilution Provisions.”

Anti-Dilution Provisions:	 If the Company issues additional securities at a pur-
chase price less than the current Series A Preferred 
conversion price, such conversion price will be ad-
justed in accordance with the following formula:

	 [Alternative 1: “Typical” weighted average:

	 CP2	 =	 CP1 * (A+B) / (A+C)
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	 CP2	 =	 Series A Conversion Price in ef-
fect immediately after new is-
sue

	 CP1	 =	 Series A Conversion Price in ef-
fect immediately prior to new 
issue

	 A	 =	 Number of shares of Common 
Stock deemed to be outstand-
ing immediately prior to new 
issue (includes all shares of out-
standing Common Stock, all 
shares of outstanding preferred 
stock on an as-converted basis, 
and all outstanding options on 
an as-exercised basis; and does 
not include any convertible 
securities converting into this 
round of financing)

	 B	 =	 Aggregate consideration re-
ceived by the Corporation with 
respect to the new issue divid-
ed by CP1

	 C	 =	 Number of shares of stock is-
sued in the subject transac-
tion]

	 [Alternative 2: Full ratchet – the conversion price will 
be reduced to the price at which the new shares are 
issued.]

	 [Alternative 3: No price-based anti-dilution protec-
tion.]

	 The following issuances will not trigger anti-dilution 
adjustment:

		  (i) securities issuable upon conversion of any of 
the Series A Preferred, or as a dividend or distri-
bution on the Series A Preferred; (ii) securities 
issued upon the conversion of any debenture, 
warrant, option, or other convertible security; (iii) 
Common Stock issuable upon a stock split, stock 
dividend, or any subdivision of shares of Com-
mon Stock; and (iv) shares of Common Stock 
(or options to purchase such shares of Common 
Stock) issued or issuable to employees or direc-
tors of, or consultants to, the Company pursuant 
to any plan approved by the Company’s Board 
of Directors [including at least [_______] Series A 
Director(s)] [(v) shares of Common Stock issued 

or issuable to banks, equipment lessors, or other 
financial institutions, or to real property lessors, 
pursuant to a debt financing, equipment leasing, 
or real property leasing transaction approved by 
the Board of Directors of the Corporation [, in-
cluding at least [_______] Series A Director(s)].

Mandatory Conversion:	 Each share of Series A Preferred automatically will 
be converted into Common Stock (i)at the then-ap-
plicable conversion rate in the event of the closing 
of a [firm commitment] underwritten public offer-
ing with a price of [___] times the Original Purchase 
Price (subject to adjustments for stock dividends, 
splits, combinations, and similar events) and [net/
gross] proceeds to the Company of not less than $[_
______] (a “QPO”), or (ii) upon the written consent 
of the holders of [__]% of the Series A Preferred.

Pay-to-Play:	 [Unless the holders of [__]% of the Series A elect oth-
erwise,] on any subsequent down round all [Major] 
Investors are required to participate to the full ex-
tent of their participation rights (as described below 
under “Investor Rights Agreement – Right to Partici-
pate Pro Rata in Future Rounds”), unless the partici-
pation requirement is waived for all [Major] Inves-
tors by the Board [(including the vote of [a majority 
of] the Series A Director[s])]. 

	 [Alternative 1: [Each share] [applicable portion of 
the shares] of Series A Preferred of any [Major] In-
vestor failing to do so will automatically convert to 
Common Stock and lose the right to a Board seat if 
applicable.]

	 [Alternative 2: [Each share] [applicable portion of the 
shares] of any [Major] Investor failing to do so will 
automatically [lose anti-dilution rights] [lose right to 
participate in future rounds].]

Redemption Rights:	 The Series A Preferred will be redeemable from 
funds legally available for distribution at the option 
of holders of at least [__]% of the Series A Preferred 
commencing any time after [________] at a price 
equal to the Original Purchase Price [plus all accrued 
but unpaid dividends]. Redemption shall will in three 
equal annual portions. Upon a redemption request 
from the holders of the required percentage of the 
Series A Preferred, all Series A Preferred shares shall 
be redeemed [(except for any Series A holders who 
affirmatively opt out)].
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STOCK PURCHASE AGREEMENT
Representations and Warranties:	 Standard representations and warranties 

by the Company.

Conditions to Closing:	 Standard conditions to Closing, which will include, 
among other things, satisfactory completion of fi-
nancial and legal due diligence, qualification of the 
shares under applicable Blue Sky laws, the filing of 
a Certificate of Incorporation establishing the rights 
and preferences of the Series A Preferred, and an 
opinion of counsel to the Company. 

Counsel and Expenses:	 [Investor/Company] counsel to draft closing docu-
ments. Company to pay all legal and administrative 
costs of the financing at Closing, including reason-
able fees and expenses, in an amount not to exceed 
[_____], of Investor counsel.

Company Counsel:	 [			   ]

Investor Counsel:	 [			   ]

INVESTOR RIGHTS AGREEMENT
Registration Rights:	

Registrable Securities:	 All shares of Common Stock issuable upon conver-
sion of the Series A Preferred and any other Com-
mon Stock held by the Investors will be deemed 
“Registrable Securities.”

Demand Registration:	 Upon earlier of (i) [three-five] years after the Closing; 
or (ii) [six] months following an initial public offering 
(“IPO”), persons holding [__]% of the Registrable 
Securities may request [one][two] (consummated) 
registrations by the Company of their shares. The 
aggregate offering price for such registration may 
not be less than $[5-15] million. A registration will 
count for this purpose only if (i) all Registrable Secu-
rities requested to be registered are registered and 
(ii) it is closed, or withdrawn at the request of the 
Investors (other than as a result of a material adverse 
change to the Company).

Registration on Form S-3:	 The holders of [10-30]% of the Registrable Securities 
will have the right to require the Company to regis-
ter on Form S-3, if available for use by the Company, 
Registrable Securities for an aggregate offering price 
of at least $[1-5 million]. There will be no limit on 
the aggregate number of such Form S-3 registra-
tions, provided that there are no more than [two] 
per year.

Piggyback Registration:	 The holders of Registrable Securities will be entitled 
to “piggyback” registration rights on all registration 
statements of the Company, subject to the right, 

however, of the Company and its underwriters to 
reduce the number of shares proposed to be reg-
istered to a minimum of [20-30]% on a pro rata 
basis and to complete reduction on an IPO at the 
underwriter’s discretion. In all events, the shares to 
be registered by holders of Registrable Securities will 
be reduced only after all other stockholders’ shares 
are reduced. 

Expenses:	 The registration expenses (exclusive of stock transfer 
taxes, underwriting discounts, and commissions), 
will be borne by the Company. The Company will 
also pay the reasonable fees and expenses[, not to 
exceed $______,] of one special counsel to represent 
all the participating stockholders. 

Lock-Up:	 Investors will agree in connection with the IPO, if 
requested by the managing underwriter, not to sell 
or transfer any shares of Common Stock of the Com-
pany [(including/excluding shares acquired in or fol-
lowing the IPO)] for a period of up to [180] days 
following the IPO subject to extension to facilitate 
compliance with FINRA rules (provided all directors 
and officers of the Company [and [1-5]% stockhold-
ers] agree to the same lock-up). Such lock-up agree-
ment will provide that any discretionary waiver or 
termination of the restrictions of such agreements 
by the Company or representatives of the under-
writers will apply to Investors, pro rata, based on the 
number of shares held.

Management and 
Information Rights: 	 A Management Rights letter from the Company, in 

a form reasonably acceptable to the Investors, will 
be delivered prior to Closing to each Investor that 
requests one.

	 Any [Major] Investor [(who is not a competitor)] will 
be granted access to Company facilities and person-
nel during normal business hours and with reason-
able advance notification. The Company will deliver 
to such Major Investor (i) annual, quarterly, [and 
monthly] financial statements, and other informa-
tion as determined by the Board; (ii) 30 days prior 
to the end of each fiscal year, a comprehensive op-
erating budget forecasting the Company’s revenues, 
expenses, and cash position on a month-to-month 
basis for the upcoming fiscal year[; and (iii) prompt-
ly following the end of each quarter an up-to-date 
capitalization table]. A “Major Investor” means any 
Investor who purchases at least $[______] of Series A 
Preferred.
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Right to Maintain 
Proportionate Ownership:	 All [Major] Investors will have a pro rata right, based 

on their percentage equity ownership in the Com-
pany [(assuming the conversion of all outstanding 
Preferred Stock into Common Stock and the exer-
cise of all options outstanding under the Company’s 
stock plans)], to participate in subsequent issuances 
of equity securities of the Company (excluding those 
issuances listed at the end of the “Anti-Dilution Pro-
visions” section of this Term Sheet). In addition, 
should any [Major] Investor choose not to purchase 
its full pro rata share, the remaining [Major] Inves-
tors will have the right to purchase the remaining 
pro rata shares.

Matters Requiring Investor 
Director Approval:	 So long as the holders of Series A Preferred are en-

titled to elect a Series A Director, the Company will 
not, without Board approval, which approval must 
include the affirmative vote of [one/both] of the Se-
ries A Director(s):

		  (i) make any loan or advance to, or own any 
stock or other securities of, any subsidiary or 
other corporation, partnership, or other entity 
unless it is wholly owned by the Company; (ii) 
make any loan or advance to any person, includ-
ing any employee or director, except advances 
and similar expenditures in the ordinary course 
of business or under the terms of a employee 
stock or option plan approved by the Board of 
Directors; (iii) guarantee any indebtedness ex-
cept for trade accounts of the Company or any 
subsidiary arising in the ordinary course of busi-
ness; (iv) make any investment inconsistent with 
any investment policy approved by the Board of 
Directors; (v) incur any aggregate indebtedness 
in excess of $[_____] that is not already included 
in a Board of Directors-approved budget, other 
than trade credit incurred in the ordinary course 
of business; (vi) enter into or be a party to any 
transaction with any director, officer, or employ-
ee of the Company or any “associate” (as defined 
in Rule 12b-2 promulgated under the Exchange 
Act) of any such person [except transactions re-
sulting in payments to or by the Company in an 
amount less than $[50,000] per year], [or trans-
actions made in the ordinary course of business 
and pursuant to reasonable requirements of the 
Company’s business and upon fair and reason-

able terms that are approved by a majority of the 
Board of Directors]; (vii) hire, fire, or change the 
compensation of the executive officers, includ-
ing approving any option grants; (viii) change 
the principal business of the Company, enter 
new lines of business, or exit the current line of 
business; (ix) sell, assign, license, pledge, or en-
cumber material technology or intellectual prop-
erty, other than licenses granted in the ordinary 
course of business; or (x) enter into any corpo-
rate strategic relationship involving the pay-
ment contribution or assignment by the Com-
pany or to the Company of assets greater than 
[$100,000].

Non-Competition 
and Non-Solicitation 
and Agreements:	 Each Founder and key employee will enter into a 

[one-] year non-competition and non-solicitation 
agreement in a form reasonably acceptable to the 
Investors.

Non-Disclosure and 
Developments Agreement:	 Each current and former Founder, employee, and 

consultant will enter into a non-disclosure and pro-
prietary rights assignment agreement in a form rea-
sonably acceptable to the Investors. 

Board Matters:	 [Each non-employee director will be entitled in such 
person’s discretion to be a member of any commit-
tee of the Board of Directors.]

	 The Board of Directors will meet at least 
[monthly][quarterly], unless otherwise agreed by a 
vote of the majority of Board Directors.

	 The Company will bind D&O insurance with a car-
rier and in an amount satisfactory to the Board of Di-
rectors. Company will agree that its indemnification 
obligations to Series A Directors are primary, and 
obligations of affiliated Investors are secondary. If 
the Company merges with another entity and is not 
the surviving corporation, or transfers all its assets, 
proper provisions will be made so that successors 
of the Company assume the Company’s obligations 
with respect to indemnification of Directors. 

Employee Stock Options:	 All employee options to vest as follows: [25% after 
one year, with remaining vesting monthly over next 
36 months]. 

	 [Immediately prior to the Series A Preferred Stock 
investment, [______] shares will be added to the 
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option pool creating an unallocated option pool of 
[_______] shares.]

Key-Person Insurance:	 The Company will acquire life insurance on Found-
ers [name each Founder] in an amount satisfactory 
to the Board of Directors. Proceeds shall be payable 
to the Company.

RIGHT OF FIRST REFUSAL/CO-SALE AGREEMENT
Right of First Refusal/Right of Co-Sale
(Take-Me-Along):	 Company first and Investors second (, to the extent 

assigned by the Board of Directors,) have a right of 
first refusal with respect to any shares of capital stock 
of the Company proposed to be sold by Founders 
[and current and future employees or consultants 
holding greater than [1]% of Company Common 
Stock (assuming conversion of Preferred Stock and 
whether then held or subject to the exercise of op-
tions)], with a right of oversubscription for Investors 
of shares unsubscribed by the other Investors. Be-
fore any such person may sell Common Stock, he 
will give the Investors an opportunity to participate 
in such sale on a basis proportionate to the amount 
of securities held by the seller and those held by the 
participating Investors. 

Lock-Up:	 Founders will not transfer, hedge, or otherwise dis-
pose of any capital stock following an IPO for a pe-
riod specified by the Company and the managing 
underwriter [not to exceed [180] [210] days].

VOTING AGREEMENT
Board of Directors:	 At the initial Closing, the Board of Directors will con-

sist of [______] members composed of (i) [Name] as 
[the representative designated by [____], as the lead 
Investor, (ii) [Name] as the representative designat-
ed by the remaining Investors, (iii) [Name] as the 
representative designated by the Founders, (iv) the 
person then serving as the Chief Executive Officer of 
the Company, and (v) [___] person(s) who are not 
employed by the Company and who are mutually 
acceptable [to the Founders and Investors][to the 
other directors].

Drag Along:	 Holders of Preferred Stock and the Founders [and 
all future holders of greater than [1]% of Common 
Stock (assuming conversion of Preferred Stock and 
whether then held or subject to the exercise of op-
tions)] will be required to enter into an agreement 
with the Investors that provides that such stockhold-
ers will vote their shares in favor of a Deemed Liqui-
dation Event or transaction in which 50% or more of 

the voting power of the Company is transferred and 
that is approved by [the Board of Directors] [and 
the holders of ____% of the outstanding shares of 
Preferred Stock, on an as-converted basis].] 

OTHER MATTERS
Founders’ Stock:	 All Founders to own stock outright subject to Com-

pany right to buyback at cost. Buyback right for 
[__]% for first [12 months] after Closing; thereafter, 
right lapses in equal [monthly] increments over fol-
lowing [__] months. 

No-Shop/Confidentiality:	 The Company agrees to work in good faith expe-
ditiously toward a closing. The Company and the 
Founders agree that they will not, for a period of [_
_____] weeks from the date these terms are accept-
ed, take any action to solicit, initiate, encourage, or 
assist the submission of any proposal, negotiation, 
or offer from any person or entity other than the 
Investors relating to the sale or issuance, of any of 
the capital stock of the Company [or the acquisition, 
sale, lease, license, or other disposition of the Com-
pany or any material part of the stock or assets of the 
Company] and will notify the Investors promptly of 
any inquiries by any third parties with regard to the 
foregoing. The Company will not disclose the terms 
of this Term Sheet to any person other than officers, 
members of the Board of Directors and the Compa-
ny’s accountants and attorneys, and other potential 
Investors acceptable to [_________], as lead Investor, 
without the written consent of the Investors. 

Expiration:	 This Term Sheet expires on [_______ __, 200_] if not 
accepted by the Company by that date.  

	 EXECUTED THIS [__] DAY OF [_________], 20[___].

	 [SIGNATURE BLOCKS]

EXHIBIT A
Pre- and Post-Financing Capitalization

	 Pre-Financing	 Post-Financing
Security	 # of Shares %	 # of Shares %            

Common – Founders							     

Common – Employee Stock Pool				  
	 Issued				  
	 Unissued								      

[Common – Warrants]							     

Series A Preferred 							     

Total				  

25 26
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