FINANCIALEDGE!

Venture Investing:
I:El Forms of

Consideration &
Term Sheets

FINANGIAL EDGEY

"\

“Priced” vs “Unpriced”
Investment Rounds
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“Priced” Round

\Y/} Typical for a company AFTER
° early-stage (seed) investment rounds

@ Conventional way to investin a company

B Company agrees
58

a valuation with investors

Investors purchase shares in
the company at a price
determined by that valuation

@K’

“Unpriced” Round

Y Suitable for very early-stage investing
i@’ The startup company is
== NOT given a valuation

O~
signed %”

Agreement Investors provide capital now for
the purchase of equity shares

in a FUTURE price round

- Investors are not purchasing
=\3= a known amount of equity shares
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20
The company has set a

valuation and is now
seeking investors

If further investment
capital is required

To avoid control being diluted = Series A shares issues are usually preferred shares

@)1’@ Typically VC funds invest in priced investment rounds

A current investor is going to
contribute additional capital

This is when VC invests (Series A)
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Startup companies may raise more than one priced round of preferred shares

* PR
AW r
alls )
Shares of preferred stock are

e e T e Example: Series A, Series B, Series C etc.

> :
Lt B o T I T
® FINANCIALEDGE!
Preference and
Common Shares
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Preferred shares Common shares

» y

— 1 No inherent voting rights — Have voting rights

o1 o
I t Greater claim to a company’s b4 W Less claim to financial returns
($) assets in a liquidity event (s compared to preferred stockholders

FINANCIALEDGE!

Certainrights or preferences that rank higher
than common stock or ordinary shareholders

Preferred stock has senior rights compared to common stock

e Ability to exercise options at a significant discount )

Preferred stock could be transferred to common
stock prior to an IPO on a one-to-one basis

Company issues preferred stock
to investors at $1per share

FINANCIALEDGE!

© 2024 Financial Edge Training



FINANCIALEDGE!

ED EX

Agreeing a VC Term Sheet

FINANCIALEDGE!

Series A Raising Process

The Startup company will speak to a number of VC Funds to
market their company’s ideas and attract investment

If there is interest on both sides they will begin to negotiate
and agree to the terms of the VC Fund'’s capital investment

©
oS ‘?. e

Startup Investors
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VC Term Sheet

VC Investor

N

Startup company

Non-binding agreement

Legally binding document

Shareholders Agreement (or SHA) Share Subscription Agreement (or SSA)
FINANCIALEDGE!

VC Term Sheet

Lay out the initial conditions of the investment

Stock Amount of capital Pre-money valuation

Investor rights and preferences Other standard investor protection clauses

Produced a marketing document detailing the pre-money valuation
and the business case for the company, including growth projections.
FINANCIALEDGE'
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VC Term Sheet
©)
=

Open to negotiation

VC Fund

List of rights
Preferences

Protection clauses

Keen on a successful investment process Prioritize making the investment work

FINANCIALEDGE!

Due Diligence Process
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Demand for their product

Due Diligence Process

VC Funds must assess the
potential risks and rewards
of investing in a startup

Due diligence is a detailed examination of the company's financials

Ability to compete

Careful check of the company’s Capitalization Table

Ownership of their ideas

FINANCIALEDGE!

Macro issues
impacting a company

Due Diligence Process

VC Funds must assess the
potential risks and rewards
of investing in a startup

Internal operations
and financials

Financial reporting
system may be slow

FINANCIALEDGE!
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Early-Stage Company Due Diligence Process

;3

Startups have less substantial
evidence to demonstrate their value

Harder for a VC Fund to become comfortable
® &
([ —

Identify potential risks Rewards of investing
FINANCIALEDGE!
Early-Stage Company Due Diligence Process
o0 0
ald grpaid
VC Analysts look at key aspects of start up
businesses and potential growth of the company
el % 4
—0
3 il l
Fund may be experienced Targeting investment at companies
in a certain sector at a certain stage in its growth
Artificial Intelligence Expanding distribution or production
Bio-tech Add significant scale to the company
FINANCIALEDGE!
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Due Diligence Checklist

FINANCIALEDGE!

A due diligence checklist for V€ Funds would include reviewing
and evaluating any available data in the following areas:

00000
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Financial History,
Performance, Metrics

Company is delivering growth and profitability,
in line with its targets

Projections:

Examine the company’s future growth targets and
making sure they are viable

Third Party Vendors and
Supplier's Agreements:

Ensuring that pre-signed agreements do not in any way
impede future growth of the company

Legal and
Intellectual Property

VC funds will need to confirm what a prospective
investment company owns and the rights attached

Assessment of Regulatory Risks:

It will also need to be family with the regulatory risks
within the sector or area of business

FINANCIALEDGE!

Market Assessment, Size and
Growth Metrics, Competitive
Landscape, Sales Volume,
Product Pricing

A deep dive on the targeted marketplace of
the company, including prospective growth.

This would include looking at:

[ Demand ]
[ Price dynamics ]
[ Competitive landscape ]

Product Evaluation,
Technology Assessment,
Level Of Differentiation

VC analysts would seek to compare
the company’s products and
technology to alternative:

[ Providers ]
[ Competitors ]
FINANCIALEDGE!
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Business Founder and Key Series Terms and
Model Management Team Cap Tables
The Business Model would be Look at their bios and level Study previous series terms and
scrutinized to make sure it was of experience, professional check for anything such as
stress-tested and deliverable. credentials. pro-rata rights.
Potential for Recurring Important to consider their [ Current and previous shareholders ]
Revenue, Scalability, Customer views on exit and potential
Perception of the Product investment strategy [ Type of shares they hold ]

A due diligence process varies in length of time, as Sensitive financial information is hard to find
uncovering all this information is time-consuming for private and early stage companies

FINANCIALEDGE!

Company & VC Fund
Negotiations
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Maximize potential VC Fund returns 9 Set a fair valuation
Minimize risk of downside 9

Set up proper governance and control @

Minimum rights 9

Maintain majority ownership

VC Fund Priorities Founder Priorities

_ ondRem 0 el lem

)

Maintain operational and financial control B

)

Clear exit options 9 Accept market standard rights and preference 9

J

“Pre-Money” vs

“Post-Money” Valuation
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Important Concept in Early-Stage Investing

o

;3

Pre-Money Post-Money
The value of a startup company The value of the startup company
prior to the round of capital raised. after the round is complete.
Valuation is derived based If there are seed investors with various
on a revenue multiple discounts and valuation cap provisions,
the first priced round “post-money” could
be higher
FINANCIALEDGE!
Example
1 4
L} @1
\V N
Pre-Money Capital Post-Money
Valuation Raise Valuation
EZINN
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Key Terms of a “Priced Round”
- Information Rights

FINANCIALEDGE!

Information Rights 9

No Shop Clause 9

Anti-dilution 9

Board Rights and Voting Rights @

Founder Vesting 9

and e

Liquidation Preference

Drag-along Rights

Tag-along Rights

Exit Options

Dividends

WK K K

FINANCIALEDGE!
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Information Rights

Gives the VC fund and other investors the right to get
certain information from the startup

Financial statements Financial plan update Monthly sales update

Allows VC fund to create and monitor: Provide clarity:
A A
r N\ \
Key metrics Performance indicators Future rounds of capital
FINANCIALEDGE!
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Key Terms of a “Priced Round”
- No Shop Clause
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Information Rights Liquidation Preference

No Shop Clause Drag-along Rights
Anti-dilution Tag-along Rights
Board Rights and Voting Rights Exit Options

Founder Vesting Dividends

WKL
ANARARANA

FINANCIALEDGE!

No Shop Clause

Prevents the startup from seeking investments from other VC Funds for a period of time

[0 O |
q'] 30-day No-Shop clause is common
N -

Pre-Emptive Rights Right of First Refusal
e
Protect the VC’s rights in the case of Protects the VC Fund
new offering of shares of the startup from a secondary sale

Useful clauses to agree prior to investment
FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Anti-Dilution

FINANCIALEDGE!

and e

Information Rights 9 Liquidation Preference
No Shop Clause 9 Drag-along Rights
Anti-Dilution 9 Tag-along Rights

Board Rights and Voting Rights @ Exit Options

WK K K

Founder Vesting 9 Dividends

FINANCIALEDGE!

© 2024 Financial Edge Training 18



FINANCIALEDGE!

Anti-Dilution

Common provision in the VC term sheet

(Protect early-stage investors from dilution in their ownership

Startup raises

capital at a lower This suggests the.
re=tnonav.valuation 1.5m 1.25m business is not growing
ﬁ has doneypreviously — 7 in line with its strategy
FINANCIALEDGE"
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Key Terms of a “Priced Round”
- Board Rights and Voting Rights
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and e

Information Rights Liquidation Preference

No Shop Clause Drag-along Rights
Anti-dilution Tag-along Rights
Board Rights and Voting Rights Exit Options

Founder Vesting Dividends

WKL
ANARARANA

FINANCIALEDGE!

Board Rights and Voting Rights

Granted to VC Funds when
voting on certain issues facing the company

-
2 A
Right to issue Electing/removing/ Recruitment of

: . . ) Dividend policy
more shares replacing directors senior executives

Clause where there will be a nominee director on the board (member or observer)

FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Founder Vesting

FINANCIALEDGE!

and e

Information Rights 9 Liquidation Preference
No Shop Clause 9 Drag-along Rights
Anti-dilution 9 Tag-along Rights

Board Rights and Voting Rights @ Exit Options

WK K K

Founder Vesting 9 Dividends

FINANCIALEDGE!
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Founder Vesting

Outlines when and how founders (and key employees)
“earn” legal rights to their stock options or warrants

3

Incentivize founders & key employees:

Stay with the startup ﬂ Protect startups 0

FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Liquidation Preference
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Information Rights Liquidation Preference

No Shop Clause Drag-along Rights
Anti-dilution Tag-along Rights
Board Rights and Voting Rights Exit Options

Dividends

WKL
ANARARANA

Founder Vesting

FINANCIALEDGE!

Liquidation Preference

4 ) 4 )
[ )

() N ed
=

VC Fund will receive their initial
investment back if the company exits
for a lower than anticipated value in a

liquidation event (sale, bankruptcy)

Protects the VC fund’'s downside risk
by making sure they get their money
back before other investors

FINANCIALEDGE!
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Liquidation Preference

e <.

. IPO
Exit (Initial Public Offering)

A sale whereby all the current A series of stringent steps to be followed so
shareholders are bought out the company could list on the Stock Market

14 4 ; o
(S y¥T o xa

VC Fund sells its Allows shareholders
stake to another Unlock growth in the opportunity to U SUNRA LI 1
i . be traded on the
VC Fund with the company sell their shares to e et
different expertise new buyers P
FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Drag-along and Tag-along Rights
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Information Rights Liquidation Preference
No Shop Clause Drag-along Rights
Anti-dilution

Tag-along Rights

Board Rights and Voting Rights Exit Options

WKW
<J K e

Founder Vesting Dividends

FINANCIALEDGE!

Drag-along Rights g Tag-along Rights

<
® 7

Relate to the minority In the event of a sale or agreement
shareholders in a company to merge or close the company
FINANCIALEDGE!
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Drag-along Rights

g Tag-along Rights

‘ / Form of protection for the
minority shareholders

Majority shareholders Minority shareholders

A

o0 o
ed  Sad
Majority shareholders

Legal right to tag-along with the majority
shareholders if they were to be excluded
OD

Agree to the terms of a merger,
acquisition, or liquidation event in the future

The majority investors have the legal right to
“drag-along"” the minority shareholders to the transacti

FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Exit Options
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Information Rights Liquidation Preference
No Shop Clause Drag-along Rights
Anti-dilution Tag-along Rights
Board Rights and Voting Rights Exit Options

Founder Vesting Dividends

WK QK
<J K e
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Exit Options

What is an exit?
End of ownership for the current shareholders

Sale of the company to a third party

VC Fund may exit the company

Strategic sale and sell its portion to another investor

( Competitor )( Company looking to gain exposure ) ( Another VC fund ) ( Private Equity fund )
FINANCIALEDGE"
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Exit Options

Successful Exit Unsuccessful Exit

o Exit within timeframe of VC Fund'’s investment plan Slow, drawn out exit

° Achieve a high valuation at time of sale Outside planned timeframe of VC fund

4
Eo

[ VC Funds will ALWAYS have ]

Company may go bankrupt so exit is forced

Sale price may be lower than targeted

O 00 0 0O

Sale may be forced if unable to achieve

a planned exit time frame!
planned growth

FINANCIALEDGE!
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Key Terms of a “Priced Round”
- Dividends
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Information Rights Liquidation Preference

No Shop Clause Drag-along Rights

Anti-dilution Tag-along Rights

WKL
ANARARANA

Board Rights and Voting Rights Exit Options
Founder Vesting Dividends
FINANCIALEDGE!
CELL
o o
Dividends
Investors tend to see dividends paid from mature
compcmies rather than startup compunies
Startups Mature Companies

Reinvest all excess cash from Successfully generating enough cash to be

operations (and future investments) able to invest/maintain its own operations
Grow underlying business As well as returning cash to shareholders

Invest in expanding the company

May have issued preference shares

If a company were to issue a dividend it would be to return cash to its shareholders

( Cumulative Dividends ) Annual Dividends C Non-Cumulative Dividends )
5-15% of Profits FINANCIALEDGE!
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Dividends

( Cumulative Dividends ) ( Non-Cumulative Dividends )
Dividend that accrues regardless of Only payable if the startup
what the startup company does company declares the dividend
Viewed as a “sweetener” to the More favorable to startup companies
underlying equity investment than cumulative dividends

Convert into additional common shares

Increases the VC fund'’s
percentage ownership

Cumulative dividends typically paid upon payment of the liquidation preference and any redemption event
FINANCIALEDGE!
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