
BLACK BOX TECHNOLOGY, INC. 
Model Annotated Term Sheet

These terms do not constitute any form of binding contract but rather are solely for the purpose of outlining the principal terms pursuant to which a definitive agreement may ultimately be entered into.

Offering Terms:
	Issuer
	Black Box Technology, Inc., a Delaware corporation (the “Company”).

	Investors
	Entities managed by 


 (the “Lead Investor”)[, and other mutually agreed investors (collectively with the Lead Investor, the “Investors”)].

	Preferred shares to be issued
	
 shares of Series A Convertible Preferred Stock (the “Preferred”).

	
	[
] shares of the Preferred will be issued to the Lead Investor and 

 shares will be issued to 

.]

	
	[In the Lead Investor’s discretion, 

 shares of Preferred will be issued to [experienced investors in early-stage 
 investing] [strategic partners] mutually acceptable to the Company and the Lead investor.]

	
	· Companies typically sell preferred stock to investors because preferred stock is the instrument that best meets the needs of investors and companies. Companies typically, don’t have cash to pay interest on debt and, if they do have cash, can put it to better use growing their business.

	Price
	The Preferred will be issued at an issue price of $

 per share (“Original Purchase Price”), based on the capitalization of the Company set forth under the heading “post-financing capitalization” attached hereto as Exhibit A

	
	· The shares of preferred stock typically contain liquidation preferences, superior voting rights and certain other preferences over the common stock

	
	· These provisions help justify a higher per share price for the preferred stock and allow the Company to grant stock options to its employees at a lower common stock price without adverse tax consequences to the employee and without adverse accounting consequences to the Company.

	
	· The Company s accounting firm must sign off on the difference between the preferred stock price and the common stock price, and so it is best to get them involved early in the Company’s preferred stock offering process

	
	· The Investors will typically want to tie the per share price to a specific capitalization table.

	
	· This is because the Investors will want to make sure that the percentage of the Company that the Investors expect to get at closing remains constant, even if outstanding shares or warrants are overlooked at the term sheet stage but discovered before closing. The price per share is not an end en and of itself. The Investors shouldn’t care what the price per share is - they should care about the total amount of their investment and what percentage of the Company that investment will get them.

	Percentage of equity

	The Preferred is initially convertible into common stock representing [30-70%] of the outstanding securities of the Company on a fully-diluted basis.

	
	· It is important that both the Company and the Investors understand right up front what each party understands the term fully-diluted “ to mean. It is a critical part of understanding what the Investors will be getting for their investment in the Company and is usually a source of misunderstandings on both sides that can damage the relationship between the Company and the Investors.

	
	· What is included in the definition of fully-diluted?

	
	· Clearly, outstanding common stock and common stock issuable upon conversion of outstanding convertible preferred should be included.

	
	· What about options? And what subset of options? Outstanding options? Outstanding vested options? Outstanding [vested] options that are in the money? All options that could be granted under the Company s option plan?

	
	· What about warrants? All warrants, or a subset?

	
	· As more securities are added to the definition of fully-diluted the number upon which the Investors’ percentage of the Company is calculated will become larger, and hence the percentage of the Company that the Investors will own at the end of the day will also become larger. Investors will typically view the term “fully-diluted” in the manner most advantageous to themselves (including all options that could be granted under the Company’s option plan, all outstanding warrants, etc.).

	Valuation
	$
 pre-financing; $
 post-financing

	
	· Pre-money valuation plus money invested equals post-money valuation.

	
	· As you would expect, the pre- and post financing valuations should tie to the percentage of the Company the Investors will receive as well as to the price per share that the Investors will be paying for the Preferred. If they don’t, there has been a miscommunication or misunderstanding somewhere.

	[Warrants to be issued]
	[Warrants to purchase 
 shares of the Company’s 

 stock at an exercise price per share of $

.]

	
	· In certain situations, as part of the valuation discussion, the parties may decide that warrant coverage should be granted to the Investors.

	
	· The warrants can be for common stock or preferred stock.

	Aggregate proceeds to the Company 
	$
[, including $

 from the conversion of principal [and interest] on bridge notes].

	[Staged investment or milestones]
	[

.]

	
	· Typically, financings are not done with a staged investment or with milestones, in part because it is difficult to agree upon appropriate milestones. Instead, an appropriate valuation is established to reflect future uncertainties.

	
	· However, in the current market environment, staged investments or investments with milestones are becoming increasingly popular with investors.

	Use of proceeds
	The proceeds from the financing will be used for [working capital and general corporate purposes].

	
	· “Special” uses of proceeds should be specified to avoid any miscommunications or misunderstandings between the investors and the Company about what the proceeds from the Investors’ purchase will be used for.

	Expected closing date[s]
	[
].

	
	· It is a good idea for both parties to specify a closing date to work towards. It keeps the working group focused. If more than one closing is contemplated. specify that as well.

	
	

	Terms of Preferred:
	

	Dividends
	· Most investors generally want some guaranteed rate of return before the common stock receives anything. There are three main types of dividend provisions, set forth below.

	
	· If the Company already has one or more outstanding classes of preferred, be sure to specify whether this new class of Preferred will be senior to the existing preferred, be treated the same as the existing preferred (pari passu), or some other option.

	
	Option A – Current Dividend

	
	Dividends shall accrue on each share of the Preferred at the rate of [8%15%] per annum payable quarterly. No dividends shall be paid on the common stock until all accrued but unpaid dividends have been paid on the Preferred.

	
	· A current dividend is unusual, as most Investors do not expect that the Company will pay dividends. Investors are pore focused on capital appreciation than on a dividend rate of return. In addition, most Investors feel that the Company’s money can be put to better use than paying a dividend to the Investors.

	
	Option B - Accruing Dividend

	
	Dividends shall accrue on each share of Preferred [on a cumulative basis] at the rate of [8%-15%] per annum [and shall be payable when and if declared by the Board]. [Accruing dividends shall be payable only in the event of a liquidation, dissolution or winding up of the Company or upon redemption.]

	
	· This is a very typical dividend fore elation. Dividends accrue on the Preferred (and therefore the Investors are guaranteed a rate of return before the common stock receives any payment).

	
	· Some issues to think about:

	
	· Should the dividend be lost if not paid by the end of the year (non-accruing) or should it accrue from year to year if not paid and therefore be cumulative? Typically, accruing dividends are cumulative.

	
	· Should the Company have to pay dividends before a liquidity event? Typically, the Company does not have to pay the dividends until certain liquidity events (liquidation and redemption)

	
	· Other alternatives:

	
	· Cumulative dividend is payable on redemption only or liquidation only, but not both.

	
	· Cumulative dividends are generally not paid on a public offering, but could be.

	
	· Cumulative dividends are forfeited on an acquisition.

	
	Option C - Pari Passu Dividend

	
	Preferred shall be entitled to dividends at the same rate as the Company’s common stock when and as declared on the common stock, based on the number of whole shares of common stock into which the Preferred is convertible on the date any dividend is declared.

	
	· In this formulation, the Preferred doesn’t get anything unless the common stock is getting something and even then the Preferred doesn’t get any more than its pro rata portion of whatever the common stock is getting, assuming that the Preferred had converted into common stock.

	Liquidation preference
	· This provision gives the Investors the right to receive their money back before the common stockholders receive anything.

	
	· Four alternatives are suggested below. The difference between the alternatives is whether and to what extent the Investors will receive additional returns beyond getting their money back before payments are made to the common stockholders.

	
	· If the Company already has one or more outstanding classes of preferred be sure to specify whether this new class of Preferred will be senior to the existing preferred (last in, first out), be treated the same as the existing preferred (pan passu), or some other option.

	
	Option A - Fully Participating Preferred Stock

	
	In the event of any liquidation, dissolution or winding up of the Company, the holders of Preferred will be entitled to receive in preference to the holders of any other class of capital stock an amount equal to the Original Purchase Price[, plus all accrued but unpaid dividends]. Thereafter, the holders of Preferred (assuming for this purpose that the Preferred had been converted into common stock at the conversion price then in effect) and the holders of common stock will be entitled to share all remaining amounts.

	
	· This provision is the most Investor friendly of the four.

	
	· In this alternative, the Investors rant a return on their investment (money back plus any dividends) plus the ability to share in any upside.

	
	· As an example, assume that the Company has 12 million shares of common stock and 12 million shares of fully participating Preferred outstanding and that the Original Purchase Price of the Preferred is $2.00 per share (ignore dividends for now). If the Company liquidates for $200 million, the Investors will receive $112 million ($24 million for their Original Purchase Price liquidation preference and 50% of the remainder ($176 million 2), or $88 million). The common stockholders would receive the rest ($200 million÷ $112 million), or $88 million.

	
	· From the Company’s point of view, this full participation provision can send a negative message to founders. Founders, as common stockholders, bear all of the downside risk since they are the last to get paid out. Their usual reward is that they get the lion’s share of the upside. This provision protects the Investors completely in a downside scenario and has the added effect of taking some of the common stockholders’ upside (If there is any) and transferring it to the Investors. It is a win-win for the Investors.

	
	· This type of liquidation preference is gaining in popularity among venture capital investors as they gain bargaining leverage in this down market.

	
	Option B - Partially Participating Preferred Stock

	
	In the event of any liquidation, dissolution or winding up of the Company, the holders of Preferred will be entitled to receive in preference to the holders of any other class of capital stock an amount equal to the Original Purchase Price[, plus all accrued but unpaid dividends]. Thereafter, the holders of Preferred (assuming for this purpose that the Preferred had been converted into common stock at the conversion price then in effect) and the holders of common stock will be entitled to share the remaining amounts until the holders of Preferred receive an amount per share including amounts received pursuant to the first sentence of this paragraph, [3-5] times their Original Purchase Price. Thereafter, the holders of common stock will be entitled to all remaining amounts.

	
	· This provision is the second most Investor friendly of the four.

	
	· In this alternative, the Investors want a return on their investment (money back plus any dividends) plus the ability to partially share in any upside, based on a specified multiple of the Investors’ Original Purchase Price.

	
	· Modifying our last example assume the same facts except that the Investors have negotiated a 4x return on their investment. With partially participating Preferred the Investors would receive $96 million ($24 million for their Original Purchase Price liquidation preference and 50% of the remainder up to 4x their original investment (3176 million 2 = $88 million, but 4x is $96 million and the Investors have already received $24 mullion, leaving $72 million left to recover), or $72 million). The common stockholders would receive $104 million.

	
	· From the Company s point of view, this provision can also send a negative message to founders, albeit less negative than fully participating preferred stock Common stockholders bear all of the downside risk but still have to share in the upside.

	
	· This type of liquidation preference is also gaining in popularity among venture capital investors. It is a compromise position between fully participating preferred and non-participating preferred.

	
	· Another, less typical, compromise between fully participating preferred and non-participating preferred is a common preference, described under Option C.

	
	Option C - Common Preference

	
	In the event of any liquidation, dissolution or winding up of the Company, the holders of Preferred will be entitled to receive in preference to the holders of any other class of capital stock an amount equal to the Original Purchase Price[, plus all accrued but unpaid dividends]. Thereafter, the holders of common stock will be entitled to receive an amount equal to $

 per share. Thereafter, the holders of Preferred (assuming for this purpose that the Preferred had been converted into common stock at the conversion price then in effect) and the holders of common stock will be entitled to share all remaining amounts.

	
	· In this alternative, the Investors want a return on their investment (money back plus any dividends) plus the ability to partially share in any upside.

	
	· Some of the problems from the common stockholders’ perspective are addressed because the common stockholders do get some set amount after the preferred gets its money back plus dividends and before the Preferred starts sharing in the upside.

	
	· Use the same facts as in our last example, except that the Investors have not negotiated a 4x return on their investment and that the common stockholders negotiated a $1.00 per share payment before the Preferred would share in the upside. With a common preference, the Investors would receive $106 million ($24 million for their Original Purchase Price liquidation preference and 50% of the remainder after the common preference ($176 million - $12 million = $164 million ÷ 2), or $82 million). The common stockholders would receive $94 million.

	
	· This concept can also be used with the partially participating preferred stock as well. In that event the Preferred would receive its money back plus dividends, then the common stock would receive some specified amount then the Preferred and the common would share in the remainder until the Preferred had shared to the negotiated extent (3-5x original investment) and finally the common would receive the remainder.

	
	· Using our facts, plus a 4x return on the Investors’ investment the Investors would receive $96 million ($24 million for their Original Purchase Price liquidation preference, plus 50% of the remainder after the common preference up to 4x their original investment ($176 million - $12 million = $164 million ÷ 2 = $82 million, but 4x is $96 million and the Investors have already received $24 million, leaving $72 million left to recover), or $72 million). The common stockholders would receive $104 million.

	
	· This provision is not typically seen, probably because it is complicated and not many companies have thought to propose it

	
	Option D - Non-Participating Preferred Stock

	
	In the event of any liquidation, dissolution or winding up of the Company, the holders of Preferred will be entitled to receive in preference, to the holders of any other class of capital stock an amount equal to the Original Purchase Price[, plus all accrued but unpaid dividends]. Thereafter, the holders of common stock will be entitled to receive all remaining amounts.

	
	· This provision is very typical, and up until very recently was the industry standard. In today’s market it is still frequently seen a majority of the time, but forms of participating preferred stock are gaining in importance.

	
	· This formulation, like each of the other formulations, forces the Investor to choose between its liquidation preference (a set return) or convert into common stock to share in the upside. However, there is less incentive for the Investors to convert into common stock in the prior scenarios because the Preferred ‘s liquidation preference is higher.

	
	· If the Company were liquidated at $40 million, then the Preferred would not convert to common stock and would get their liquidation preference as above, because the return from their liquidation preference (124 million) would be higher than the return if they converted to common ($40 million ÷ 2 = $20 million).

	
	· If the Company were liquidated at $200 million, then the Preferred would convert to common stock and would share in the liquidation as a common stockholder, because the return from converting into common ($200 million ÷ 2 = $100 million) would be higher than the return from their liquidation preference (124 million).

	Treatment of mergers, etc.
	At the election of [each holder] [the holders of a majority of Preferred], a consolidation or merger of the Company or sale of all or substantially all of its assets or stock will be regarded as a liquidation, dissolution or winding up for purposes of the liquidation preferences.

	
	· Typically, mergers, etc. are treated as a liquidation.

	
	· Investors would like to choose to receive a set return on their investment (money back plus dividends) or a portion of the upside as if Preferred converted into common stock

	
	· Whether or not Investors will choose to treat a merger as a liquidation will depend on the expected return to Preferred. In our first example, above, the Preferred would want to treat the merger as a liquidation. In our second example, they would not.

	
	· In many term sheets, a merger or consolidation, etc., is automatically treated as a liquidation - no vote of Preferred is necessary. In that even4 it is typical to see Option D, above, reformulated to provide that the Preferred receive the greater of (a) their money back plus dividends or (b) the amount they would have received if they had converted into common stock Such a reformulated provision is set forth below.

	
	“In the event of any liquidation, dissolution or winding up of the Company, the holders of Preferred will be entitled to receive in preference to the holders of any other class of capital stock an amount equal to the greater of (a) the Original Purchase Price, plus [all accrued but unpaid dividends] or (b) the amount that such holders would have received if they had converted into common stock immediately prior to such event. Thereafter, the holders of common stock will be entitled to receive all remaining amounts.”

	
	· Note, also, that it is typical in a preferred stock financing to give the Preferred the right to block a merger.

	Redemption
	· Redemption provides the Investors with an exit in the event that the Company’s performance is mediocre - doing OK but not shaping up to be a viable acquisition target or IPO prospect. Venture capital funds have a ten year life and cannot remain invested in companies indefinitely.

	
	· The amount that the Investors receive when they exit (money back; money back plus dividends, money back plus some specified yearly rate of return) varies depending on the situation.

	
	· In practice, these provisions are rarely triggered, but they do give the Investors some leverage over the Company and at least some possibility of an exit.

	
	· If there is a redemption feature, there are two major variations, redemption all at one time, or redemption over some specified period of time.

	
	· If the Company already has one or more outstanding daises of preferred be sure to specify whether this class of Preferred will be senior to the existing preferred (last in, first out), be treated the same as the existing preferred (porn passu), or some other option.

	
	Option A - Redemption In One Lump Sum

	
	At the election of [each holder) [the holders of a majority of Preferred], the Company will redeem the Preferred [5-7] years from the date of purchase by paying in cash a total amount equal to the Original Purchase Price (plus all accrued but unpaid dividends] (plus ___% per year) or as soon thereafter as legally permissible.

	
	· The last phrase is typically added in recognition of the legal reality that the Company cannot redeem shares of its capital stock if it would make the Company insolvent to do so.

	
	Option B - Redemption In Tranches

	
	At the election of [each holder] (the holders of a majority of Preferred], the Company will redeem the Preferred in [three] equal annual installments beginning [5-7] years from the date of purchase by paying in cash a total amount equal to the Original Purchase Price [plus all accrued but unpaid dividends] (plus 
% per year] or as soon thereafter as legally permissible.

	
	· The concept of redemption over time eases the cash burden on the Company and also gives the Investors [three] separate opportunities to evaluate whether redemption is the better economic option or whether there is a greater potential for future upside by converting into common stock.

	[Additional redemption provisions]
	[To the extent that the Company’s available cash flow does not permit provisions] such redemption, the remainder shall be paid in the form of a [one]-year note to each unredeemed holder of Preferred Stock bearing (8]% interest per annum, compounded quarterly, and the holders of [a majority] of the Preferred Stock shall be entitled to elect a majority of the Company’s Board of Directors until such amounts are paid in full.]

	
	· This provision is a harsh penalty (basically, taking over the Board of an operating company just to manage the Investors ‘exit) and is very often resisted strongly by companies.

	
	[No other capital stock of the Company is redeemable prior to the Preferred Stock without the approval of the holders of [a majority] [two-thirds] of the Preferred Stock.]

	[Put right]
	[In the event that control of the Company is transferred to someone other than the existing shareholder group, the Investors shall have the right to put to the Company any or all of the Preferred at cost [plus accrued but unpaid dividends] or at a value mutually agreeable to the Investors and the Company, or in the absence of an agreement, at the average of the fair market value determinations of three professional appraisers selected by each of the Investors and the Company. Costs of appraisal will be borne by the Company.]

	
	· This provision is not usually seen, but it does give the Investors some flexibility in the event that the majority shareholders decide to sell their shares, changing the control structure of the Company.

	Conversion
	The Preferred is convertible at any time, at the option of the holder, into shares of common stock at an initial conversion price equal to the Original Purchase Price. Initially, each share of Preferred is convertible into one share of common stock. The conversion price will be subject to adjustment as provided below.

	Automatic conversion
	The Preferred will be automatically converted into common stock at the then-applicable conversion price, in the event of a [firm commitment] underwritten public offering of shares of common stock at a price per share that is not less than [2-5] times the conversion price of the Preferred, as then in effect, resulting in [gross] [act] proceeds to the Company of not less than $[10-20] million.

	
	· The Investors want the certainty of some guaranteed return, a sizeable offering and the stability of a solid float in the aftermarket in order to have their Preferred convert without their consent into common stock

	
	· Using a numerical example, if the Investors want the Company to have a $225 million valuation before it goes public and the valuation at the time of the Preferred financing is $75 million, the multiple would be 3.

	
	· Tire Company could certainly go public at a lower valuation, but the Investors would have to waive the provisions of this section (and, in order to do so, would presumably have to be on board with the Company’s determination to go public at the lower valuation).

	
	· The provision regarding the minimum proceeds to the Company (whether calculated on a gross or net basis) is designed to put some quality on the type of public offering the Company undertakes.  Most reputable investment banks will not underwrite an IPO with less than $20 million of proceeds.

	
	[The Preferred is also automatically converted into common stock in the event that fewer than []0%-30%] of the shares of Preferred as originally issued remain outstanding.]

	
	· This provision is sometimes referred to as “conversion for the Company’s convenience” : Typically, it is resisted by investors because investors like to control the timing and manner of their exit from the Company.

	
	· From the Company s perspective, once the vast majority of the preferred is no longer outstanding, it is a nice way to cut off compliance with all the covenants associated with a typical preferred stock investment (providing financial information, board seats, restrictions on how the Company operates its business, etc.).

	Antidilution adjustments
	· These provisions are designed to give the Investors protection against “price dilution “ if the Company sells shares to other parties below the issue price to the Investors.

	
	· There are two main types of antidilution protection, full ratchet (most favorable to the Investor) and weighted average antidilution protection.

	
	· An example of each is set forth below

	
	The conversion price of the Preferred will be subject to adjustment to prevent dilution in the event that the Company issues additional shares of convertible debt or equity securities (other than the reserved shares described under “reserved shares” below) at a purchase price less than the Original Purchase Price.

	
	Option A - Full Ratchet

	
	The conversion price will be reduced to the price at which such additional shares are sold.

	
	· A full ratchet antidilution provision is most favorable to the Investors, but is difficult to negotiate.

	
	· With full ratchet antidilution protection; if the Company sells stock at a lower price per share in a subsequent round, the Investors’ conversion price will adjust so that the Investors receive the full benefit of the lower price, even if the Company only sells 1 share at the lower price.

	
	· For example, assume the Investors had invested at $2 per share with a conversion price q($2. T 1+is means that the Investors will receive I share so common stock for each share of Preferred when they convert. If the Company later sells stock at $1 per share, the Investors’ conversion price will adjust to $1. This means that the Investor will receive 2 shares of common stock for each share of Preferred when they convert, no matter how many shares were sold at $1.

	
	· This will seem harsh to the Company because the conversion price will adjust by the full amount regardless of the relative economic effect on the Preferred.

	
	Option B - Weighted Average

	
	The conversion price will be subject to adjustment on a weighted-average basis which takes into account dilutive issuances of additional shares at prices below the Investors’ conversion price.

	
	Sample calculation of weighted average formula:
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	CS/0 
	= 
Number of shares of common stock outstanding [What is included in this number? See below for alternatives.]

	CP
	= 
Conversion price for each class or series of Preferred outstanding

	CR
	= 
Total consideration received by the Company for the specific dilutive transaction

	CS/I 
	= 
Number of shares of common stock or common stock equivalents actually issued or sold in the specific dilutive transaction

	
	· Weighted average is the most typical antidilution protection. It adjusts the Investors’ conversion ratio based on a formula that takes into account the lower price per share in the “down round “ and the number of shares actually sold in the down round.

	
	· There are two main types of weighted average antidilution protection, the “broad based” and the “narrow based “.

	
	· The difference between the two types relates to what is included in the CS/0”number.

	
	· A broad-based weighted average formula is less favorable to the Investors because it takes into account unexercised options and outstanding convertible notes and warrants. This means that the effect of the issuance of shares in the down round is diluted or spread over a broader base.

	
	· The less typical narrow based weighted average formula does not take into account unexercised options and outstanding convertible notes and warrants and is therefore more favorable to the Investors.

	Reserved shares
	The Company may reserve up to such number of shares of common stock equal to [10%-20%] of the outstanding capitalization, calculated on a fully-diluted basis, for issuance to employees, directors, officers and consultants of the Company, as appropriately adjusted for stock splits and dividends. The reserved shares will be exempt from the antidilution protection. The reserved shares will be issued from time to time under such incentive stock option or non-qualified stock option agreements or plans, stock restriction agreements or other options, arrangements, contracts or plans as are recommended by management and approved by a majority of the then present members of the Board[, which approval shall include at least directors designated by holders of the Preferred].

	
	The Company needs a basket of shares to provide equity incentives to management and employees.

	
	An issue to consider is whether additional types of issuances should also be excluded from antidilution protection.  For instance, shares or warrants issued to strategic partners or in connection with bank tines of credit, equipment lease transactions and real estate transactions. In addition, should each exclusion be conditioned upon the transaction being approved by the Board? Should the Board have to include some or all of the directors designated by the holders of the Preferred?

	“Play or pay” provisions
	The Preferred may contain a failure of participation or “play or pay” clause. The antidilution protection will be applied to adjust an Investor’s conversion price only if such Investor participates in a fixture financing at a price below the Original Purchase Price to the extent of its pro rata equity interest in the Preferred. Any investor who does not participate in a future financing forfeits the benefits of dilution protection for [all fugue rounds] [the particular round of financing in which the Investor does not participate]

	
	· The play or pay provision is not as typical today as it was formerly.  It requires that Investors participate in a down round in order to get the benefits of the price protection.

	
	· There are many things to consider when adding a play or pay provision.

	
	· Whether the play or pay provision applies on an all or nothing basis or applies on a proportionate basis (e.g., if the Investor plays for 1/2 of its pro rata share, the Investor receives 1/2 of the anti-dilution adjustment).

	
	· Whether the play or pay provision applies to all future transactions or just each transaction in which an Investor does not participate.

	Voting rights
	The holders of Preferred will have the right to that number of votes equal to the number of shares of common stock issuable upon conversion of the Preferred at the time the record for the vote is taken. Except with respect to matters which adversely affect the Preferred or as required by law, Preferred and common stock shall vote together as a single class, including with respect to votes required to increase the number of authorized shares of common stock.

	
	· Careful consideration should be given to areas where the Preferred alone should vote (see “Protective provisions “below).

	
	· Companies should also be aware of the percentage of common stock on an as-converted basis that is controlled by the Preferred (not on a fully-diluted basis). If the Preferred controls greater that 5&1a of the outstanding common stock on an as-converted basis, they will be able to control the outcome of most votes whether or not there are protective provisions allowing the Preferred to vote separately from the common stock.

	Protective provisions
	Consent of the holders of at least [a majority] [two-thirds] of the Preferred will be required for:

	
	1.
Any sale by the Company of a substantial portion of its assets for stock, or any consolidation or merger of the Company with another entity.

	
	2.
The creation of any senior or pari passu equity security (excluding non-convertible debt).

	
	3.
Transactions in which control of the Company is transferred.

	
	4.
Repurchases or redemption of equity securities, or payment of dividends or other distributions on equity securities (other than Preferred and employee stock repurchase pursuant to vesting agreements).

	
	5.
Sales, transfers or encumbrances of technology other than licenses granted in the ordinary course of business.

	
	6.
The liquidation, dissolution, recapitalization or reorganization of the Company.

	
	7.
Any [adverse] change to the rights, preferences, and privileges of the Preferred.

	
	8.
Any increase or decrease in the size of the Board.

	
	9.
[Material] amendments or repeal of any provision of the Company’s charter or bylaws.

	
	10.
(Material] changes in the nature of the Company’s business. 

	
	11.
Authorization of any amount of indebtedness in excess of $

	
	12.
Any increase or decrease in the number of authorized shares of Preferred or common stock.

	
	· This list will be different in each transaction, with each party s interests being balanced in a manner that allows (a) the Company to operate its business without the Investors having too strong a veto right, and (b) the Investors to control liquidity events like mergers or acquisitions and to have prior approval of events which may impair their investment.

	The Stock Purchase Agreement.
	

	Information rights
	The Company will timely furnish the Investors with annual audited and [monthly] and quarterly unaudited financial statements, an annual budget and business plan, and [monthly] and quarterly comparisons to the annual budget. (the obligation of the Company to furnish monthly financial statements and other non-public information will terminate upon a public offering.]

	Observer rights
	A representative of [

] will have the right to receive notice of and attend all meetings of the Board of Directors and any committees, to visit with management of the Company, and to inspect the books and records of the Company.

	Right of first refusal to purchase new securities
	If the Company proposes to offer additional shares (other than reserved shares or shares issued in the acquisition of another Company), the Company will first offer [all] such shares to the investors [a portion of such shares to the Investors to allow the Investors to maintain their pro rata ownership of the Company]. his right of first refusal will terminate upon [an underwritten public offering of shares of the Company or] a sale of all or substantially all of the capital stock or assets of the Company.

	
	· There are two types of preemptive right provisions

	
	· The fast is a “true “preemptive right, which allows the Investors to participate for their pro rata share of new equity

	
	· The second is a modified preemptive right. which allows the Investors to take all of the shares of new equity and prevent new investors from joining the Company’s investor ranks.

	
	· Also, the parties should consider when this right should terminate. Typically, these rights terminate on a liquidity event (sale or IPO). A right of first refusal that does not terminate on an IPO can raise serious SEC issues during the IPO. See “Right to purchase shares in IPO” below.

	
	[If any Investor does not participate for its full pro rata share in any financing, then the Investor will forfeit its right of first refusal for all future rounds of financing.]

	
	· This provision is analogous to the “play or pay “provision described earlier in the antidilution section.

	Event of default
	An event of default shall exist if any of the following occurs and is continuing.

	
	1. 
Failure to pay the Preferred Stock dividend when due or the failure to make any liquidation or redemption payment which the Company is obligated to make.

	
	2. 
Failure to perform or observe any covenant contained in the stock purchase agreement.

	
	3.
False or misleading warranties, representations, or other statements made by or on behalf of the Company in any material respect.

	
	4.
(Failure to make payment when due on any indebtedness or other security and/or if the Company is in default under any other financings agreements.]

	
	5.
Voluntary or involuntary bankruptcy, receivership, assignment for the benefit of creditors, liquidation, acceleration of third party obligations, unsatisfied judgment in excess of $50,000.

	Default remedies
	If an Event of Default exists, the Investors holding a majority in interest of Preferred may at their option:

	
	1. 
Declare redemption of Preferred immediately due and payable, and/or 

	
	2. 
Elect a majority of the Board

	
	· Events of default and default remedies are rarely seen in venture deals.

	The stock purchase agreement
	The purchase of the Preferred will be made pursuant to a Stock Purchase Agreement drafted by counsel to the [Investors) [Company], which agreement shall contain, among other things, customary and appropriate representations and warranties of the Company, customary and appropriate affirmative and negative covenants of the Company, and appropriate conditions of closing, including an opinion of counsel to the Company reasonably satisfactory to the Investors.

	
	· In certain circumstances, such as in early stage financings. or when the founders have transferred technology to the Company. the Investors may ask that the founders stand behind the representations and warranties personally.

	Registration Rights Agreement
	· Registration rights allow the Investors to gain liquidity by having the Company register their shares for resale in the public market after the Company goes public

	
	· In follow-on financing rounds, the Investors many want registration rights separate and apart from those granted to other shareholders. If they do not get separate rights, they will want to make sure that other shareholders cannot use up all of the demand registrations and that the new Investors will own a sufficient percentage of Preferred to be able to make a request for a demand registration on their own.

	Demand registration rights
	If on any [two-three] occasions [beginning on the earlier of [3-5 years from closing] or [six] months after the Company’s initial public offering] [(but not within 180 days of the effective date of any Company registration),] investors holding at least (30%-60%] of the Preferred (or common stock issued upon conversion of the Preferred) request that the Company file a registration statement covering the common stock issuable upon conversion of the Preferred, the Company will use its best efforts to cause such shares to be registered [so long as the anticipated aggregate offering price, net of underwriting discounts and commissions, would exceed $[5-10] million)].

	
	The Company will not be obligated to effect more than [two-three) registrations (other than short-form registrations on Form S-3) under these demand registration right provisions.

	
	· The Company should try to limit the number of registrations because they are expensive and disruptive to management.

	
	· For similar reasons, the Company should insist on a minimum market value for a registration so the Company doesn’t waste money on a small registration.

	Short-form registrations on Form S-3


	Holders of the Preferred (or common stock issued upon conversion of the Preferred) will have the right to require the Company to file [an unlimited number of] [2-4] short-form registration statements on Form S-3 [but no more than one in any [9-12] month period and provided each registration on Form S-3 has a minimum market value of $[500,000-$1,000,000)].

	
	· The Company should try to limit the number of registrations and add in a minimum market value so as not to waste resources.

	Piggy-back registrations
	The investors will be entitled to [unlimited] [three-five] “piggy-back” registration rights on all registrations of the Company, subject to the right of the Company and its underwriters to reduce the number of shares of the Investors proposed to be registered in view of market conditions. [Piggyback registration rights expire [three-seven] years after the Company’s initial public offering.]

	
	· The Company should by to limit the number of registrations and add in a minimum market value as not to waste resources.

	
	· Investors will want to limit the Company’s cutback rights. For example, by allowing full cutbacks in the IPO, but requiring a minimum inclusion of [30%] in subsequent offerings.

	
	· The Company should negotiate for the directors and officers to have the ability to participate in piggy back registrations.

	Registration expenses
	All registration expenses (exclusive of underwriting discounts and commissions, fees of more than one counsel for the selling shareholders, [the fees and expenses of any special or interim audit for any registration initiated by the Investors] and [the expenses of any registration withdrawn or abandoned at the request of the Investors]) shall be borne by the Company. All other expenses of registered offerings shall be borne by the selling shareholders.

	
	· The Company should attempt to get the Investors to pay for any special review or interim audits for a registration initiated by the Investors.

	
	· Similarly, if the Investors abandon or withdraw a registration after they initiate it, they should pay the associated expenses of that registration.

	
	· The Company should also try to get the Investors to pay for their own legal counsel

	Other registration provisions
	Other provisions with respect to registration rights as are reasonable, including cross-indemnification provisions, [the Company’s ability to delay the filing of the demand registration for a period of not more than [180] days,] a “lockup” or “market standoff” agreement by holders of the Preferred (if requested by the underwriter in a public offering) not to sell any unregistered common stock they hold for a period of [ 180] days following the effective date of the registration statement covering such offering, and the period of time in which the registration statement will be kept effective [90-180 days].

	
	· Once stock can be resold wider Rule 144 (an exemption from registration), the Investors should lose the ability to require the Company to register those.

	Other Provisions:
	

	Board representation
	The Board will consist of [5-7] members. [Two] directors will be representatives of the Investors; [two] directors will be representatives of management, at least [one] director will be an outside director. Directors will be elected annually. The Board will meet at least once every [month or quarter].

	Stock restriction and stockholders agreements
	All present holders of common stock of the Company who are officers, employees or consultants of the Company will execute a Stock Restriction Agreement with the Company pursuant to which the Company will have an option to buy back at cost a portion of the shares of common stock held by such person in the event that such shareholder’s employment with the Company is terminated prior to the expiration of [24-48 months] from the date of employment. Each [month] [quarter] (year], [ A of the shares will be released from the repurchase option based upon continued employment by the Company. In addition, the Company and the Investors will have a right of first refusal with respect to any such shares proposed to be resold and a co-sale right to participate in the sale of any such shares to a third party, which rights will terminate upon a public offering.

	
	· The imposition by Investors of vesting on founder’s stock is obviously a very sensitive issue for founders, and should be discussed early in the process to avoid misunderstandings.

	Noncompetition, nondisclosure and assignment of inventions agreement
	Each officer and key employee of the Company will enter into a Noncompetition, Nondisclosure and Assignment of Inventions Agreement in a form reasonably acceptable to the Company and the Investors.  Noncompetition period for officers and key employees will be [1 year-18 months] following termination of employment.

	
	· In some states (most notably California), noncompetition agreements are not enforceable.

	Key man insurance 
	The Company will provide “key man” insurance on the life of [CEO, VP Technology, other key managers], each in the amount of [$1-2 million], the proceeds payable to [the Company] [the Investors].

	[Right to purchase shares at IPO]
	[After the one year anniversary of the Closing, the Investors shall have the right to purchase up to 10% of the offered shares at the Company’s IPO. If the IPO occurs on or prior to the one year anniversary of the Closing, the Investors shall have the right to buy up to 10% of the offered shares in a concurrent private placement.]

	
	· The Securities and Exchange Commission takes the position that the right to receive registered securities Cue., an IPO allocation right) may violate Federal securities laws because the right would be an unregistered offer of securities. Currently, based on informal advice, the Securities and Exchange Commission sakes the position that the granting of an MO allocation right that is only exercisable after the first anniversary of grant will rat constitute a violation of Federal securities laws. Prior to the fast anniversary, the Investors could receive shares in a concurrent private placement if the Investors are qualified institutional buyers, but such shares would not be eligible for resale in the public mar* for at least a year. IPO allocation rights may also affect various riles of the National Association of Securities Dealers, depending on the mature and character of the Investors. IPO allocation rights are frequently used where the Investors must for regulatory reasons maintain a minimum ownership percentage in the Company. These types of Investors include publicly traded incubators and holding companies.

	
	· If this right it negotiated in to a VC deal, careful drafting of the relevant provision is crucial to minimize securities law issues.

	
	· These provisions became popular in the past year. It remains to be seen whether they will continue to be popular with Investors.

	[Drag-along right]
	[So long as the Investors own shares of Preferred representing at least 25% of the Company’s common. stock on a fully-diluted basis (i.e., assuming conversion of Preferred into common stock (and the conversion or exercise of all warrants, options or convertible notes)), the Investors shall have drag-along rights with respect to securities of any of the founders or principal common stockholders in the event of a proposed sale of the Company to a third party (whether structured as a merger, reorganization, as sale or otherwise). Such right will terminate at and upon a qualified public offering).]

	
	· A drag-along provision is not always present in venture deals. It could allow investors to force other shareholders of the Company to agree to sell their shares in or vote for a merger.

	Transfer of Rights
	Any rights accorded to the Investors may be transferred to (I) any partner or retired partner of any holder which is a partnership, (ii) any member or former member of any bolder which is a limited liability company and (iii) any transferee who acquires at least _ shares; provided that the Company is given written notice thereof. 

	Expenses
	The Company will bear the reasonable legal fees [up to $ _j and other expenses of the Investors with respect to the consummation of the transaction. If the transaction is not consummated, each party will bear its own legal fees and expenses [unless the transaction is not consummated by reason of the Company’s refusal to proceed, in which case the Company shall pay the Investors’ out-of-pocket expenses, including legal fees].

	
	· The Company should try to negotiate a cap on the Investor’s legal fees.

	Publicity
	The Company will not discuss the terms of this term sheet with any person other than key officers, members of the Board of Directors, the Company’s accountants and attorneys without the written consent of the Lead Investor, except as required by law. In addition, the Company shall not use the Investors’ names in any manner, context or format (including, reference on or links to websites, press releases, etc.) without the prior review and approval of Lead Investor.

	Standstill
	From and after [30-60 days] from the date hereof until or the earlier mutual agreement between the Company and the Investors to terminate the understanding reflected by this term shed, the Company shall not directly or indirectly solicit discussions or engage in negotiations with any potential investors other than the Investors concerning the possible acquisition of an interest in the Company (whether by way of merger, purchase of capital stock or purchase of assets).

	Memorandum of terms only
	Except for the Standstill section immediately above, this term shed does not reflect any binding commitment on either the Investors or the Company’s behalf to participate in a financing of the Company. Unless and until the Closing pursuant to a Stock Purchase Agreement duly executed by the parties, no party shall have any liability or obligation to the other with respect to the subject matter hereof.


	Name of Lead Investor
	Black Box Technology, Inc.

	
	

	By:
	By:

	Title:
	Title:
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