Chapter 10 Supplement
Example Terms Sheets (see Section 10.8)
Example 1

Outline of Proposed Terms

Issuer


NewCo, Inc. (a New York Corporation)

Type of Security


Series A Convertible Preferred Stock (“Preferred Stock”)

Purchase Price per Share


$25.00 (25% discount on first $300,000)

Amount


Minimum of $300,000; maximum of $11 million.  At the maximum, the total capitalization of the company is, on an as-converted basis, 80,000 shares, with common accounting for 32,000 shares and Preferred A, accounting for 48,000 shares, according to the attached pro forma cap table.

Voting Rights


Preferred Stock will vote together with common stock as a single class, on an “as-converted” basis.  A majority vote of the Preferred Stock will be required for a merger, sale of assets, or any transaction that would result in a change in control.

Conversion


At the option of the holder, mandatory in the event of merger sale, liquidation or IPO at price of $20 million or above.

Liquidation Preference


In the event of any liquidation, sale or merger of the Company, holders of the Preferred Stock will rank ahead of all other classes of capital stock and shall be entitled to receive their pro-rata portion, determined on an as-converted basis, of any assets of the Company payable to the holders of Common Stock.  In addition, in the event such liquidation, sale or merger values the company at less than $20,000,000, the holders of Preferred Stock will be entitled to an amount equal to their original investment prior to any distributions to any other stockholders.

Dividends


No mandatory or cumulative dividends.

Registration Rights


Two demand registrations at the cost of the Company, including one demand registration for an initial public offering no earlier than three years after the purchase of the Preferred Stock.  Piggyback registration rights on any Company offering or any offering initiated by another party having demand registration rights.  In the event of underwriter’s cutbacks, holders of Preferred Stock will have priority over other stockholders.

Antidilution


Weighted average anti dilution protection.  

Board of Directors

The number of directors of the Company will be set at five, of which the founders will be entitled to designate two directors, the holders of the Preferred Stock will be entitled to designate two directors, and the founders and the holders of Preferred Stock together will be entitled to designate one mutually acceptable outside director.

First Offer and Co-sale


Subject to certain exceptions, if the holders of common stock desire to sell stock to a third party, they must first offer the shares to the Company and, if the Company declines to purchase the shares, then offer to the holders of Preferred Stock.  In the event that the holders of Preferred Stock decline to purchase all of such shares on the offered terms, then the shares may be sold to the third party, subject to certain limitations.  In such a sale, the Preferred Stock holders shall have a pro-rata right to sell their shares.

Conversion of Existing Shareholder Debt


All existing shareholder debt will be converted, at the option of the holder, to common or Preferred Stock at the offering price dependent upon the rights of the individual shareholder or as defined in the company's operating agreement and/or bylaws.  
Information Rights


The Company will furnish to each investor:

1. Audited annual financial statements within 90 days after each fiscal year end.

2. Unaudited quarterly financial statements within 45 days after the end of each quarter.

3. Annual budget prepared by management of the Company within 90 days after each fiscal year end.


The holders of Preferred Stock will have the right to inspect the books and records of the Company.

Use of Proceeds


To fund research and development, acquire capital equipment for production and for general working capital and corporate purposes.

Expenses


The Company will bear the reasonable legal fees and other receipted out-of-pocket expenses reasonably incurred by the investors that are directly related to the investment.  The investors will obtain the prior written consent of the Company before incurring any expenses that, in the aggregate, exceed $10,000.

Closing


This offer of the Preferred Stock will remain open until August 1, 1998.  The Company contemplates several closings, with a minimum amount for the first closing of $300,000.  It is currently anticipated that the first closing will be held on or before July 1, 1998.


These terms are not legally binding on any party.  Only the documents defining in detail the Series A Convertible Preferred Stock and related matters will be binding on the parties.  The Company reserves the right to modify or to terminate the Offering at any time prior to the Closing without notice and for any reason whatsoever, and to reject any potential investment, in whole or in part, in its sole discretion.

Example 2

New Start-Up Corporation

(Hereinafter referred to as NEWCO)

SUMMARY OF TERMS
Amount

$1,000,000

Investors

Lead Venture Capital Fund

$600,000

Follower Venture Capital Co.

$400,000

Instrument


Series A Cumulative Convertible Preferred Stock (Preferred Stock or Shares), convertible on a share-for-share basis into the number of common shares that would represent 25% of the fully diluted equity shares of NEWCO as of the closing of this private placement.

Dividends


Subsequent to April 1, 2005 (3 years hence), the annual dividend rate payable on Preferred Stock will be 10% of the liquidation value of the Preferred Shares, payable quarterly thereafter on June 30, September 30, December 31, and March 31 of each year.  Dividends will be cumulative on Preferred Stock.

Voting Rights


Holders shall be entitled to receive notice of the shareholders’ meetings and to vote for the election of directors.  These rights exist as if each share of Preferred Stock had been converted into the number of shares of Common Stock into which it is then convertible.

Preference in Liquidation


The liquidation value (Liquidation Value) shall initially be the Holders’ original cost per Preferred Share.  The Liquidation Value of the Preferred Stock increases on each quarterly dividend date by the amount of any dividend not paid on such date (subject to reduction if thereafter paid).  In case some Preferred Stock is redeemed Liquidation Value of such Holders’ remaining shares shall increase on the date of such redemption by the amount of any unpaid dividends transferred from shares redeemed.


In the event of liquidation or redemption, Liquidation Value also increases by an amount equal to a dividend of 10% for each full year from date of issuance until liquidation.  Preferred Shares, plus unpaid dividends, have preference over all Common Shares in liquidation.  The Series A Preferred Shares shall rank on a parity with any other series of Preferred Stock subsequently issued and distributions will be made pro rata among the Holders of all series of Preferred Stock.

Conversion Privileges


A holder of shares may, at any time prior to the mandatory redemption dates, elect to convert, in whole or in part, into Common Shares.  A Holder may convert, at any time, without notice to NEWCO by (and upon) delivering to NEWCO the shares which it intends to convert.  The company shall reserve a sufficient number of Common Shares for the transaction and will promptly deliver the appropriate number of Common Shares to said Holder.

Mandatory Redemption


NEWCO must redeem the Preferred Shares equally in years seven, eight, nine, and ten.

Voluntary Redemption Privileges


NEWCO may make voluntary redemptions of the Preferred Shares at any time after March 31,2005, provided:

· NEWCO gives the Holders 90-days written notice via registered or certified mail, return receipt requested, of its intent to redeem such Preferred Shares.

· NEWCO sends to the Holders, via registered or certified mail, return receipt requested, a certified or cashier’s check at least 15 days prior to the date on which NEWCO intends to redeem such Preferred Shares for an amount equal to all accrued dividends (to date of voluntary redemption), plus the Liquidation Value of the Preferred Shares which it intends to voluntarily redeem.

· Voluntary redemptions are in multiples of $50,000 of Preferred Shares; and

· Any optional redemptions must be offered pro rata to all Holders and will be applied in inverse order of the regular redemption schedule.


NEWCO’s ability to make voluntary redemptions will in no way abrogate any of the Holders’ rights to convert into Common Shares prior to redemption.  If, at any time, NEWCO notifies the Holders that it intends to redeem, the Holders reserve the right prior to the expiration of the 90-days notice, to convert any portion or all of their Preferred Stock into Common Shares.

Preconditions to Closing


All patent rights owned by the entrepreneur shall be transferred to NEWCO.  In exchange for the patents, the entrepreneur will own at least 70% of the fully diluted Common Stock of the company immediately prior to closing.  In addition, the company must forego its Subchapter S status, converting to a conventional corporation.

Anti-Dilution Provisions


If NEWCO sells any of its Common Shares at net prices less than the then existing underlying conversion price per share (hereinafter called the existing conversion price), or if it sells or grants any options (convertible securities, warrants, etc.) to purchase Common Shares at less than the existing conversion price, then the lowest net price per share shall become the new price per share for which all of the Preferred Shares may be converted or exercised into Common Shares.  In the case of a time sale of NEWCO Common Shares, for the purpose of this Section, the price per share shall be determined by discounting the price to be paid over time (including interest based on a simple interest calculation) by the prime rate at the time the transaction is closed.  NEWCO is encouraged to extend employee stock options, employee stock purchase plans, and similar compensation plans to key employees.  Such plans, to be limited to an aggregate of 10% of the Common Stock of NEWCO on a fully diluted basis immediately after the time of closing, will not affect these antidilution provisions.  When granting such options, however, the minimum exercise price per share shall be the greater of (a) 90% of the market value of the Common Shares, or (b) one-half of the conversion price of the Preferred Shares.

Adjustment for Stock Splits and Dividends


In the event of stock splits and dividends, a pro rata adjustment in conversion price and number of Common Shares into which the Preferred Shares may be converted will be made.

Demand Registration Rights


At the earlier of 36 months from the date of closing, or any sale of Common Stock to the public, the Holders will have the right to demand two free registrations of their (to be converted) Common Shares; registration costs and filing fees for these demand registrations will be paid for by NEWCO.  Holders of 75% of the unregistered Common Shares of this private placement may elect to demand such registrations.  NEWCO will not be obligated to register its Common Shares for the Holders during any period within 6 months of prior registration, offering, and sale of its primary or secondary Common Shares (other than a shell registration).  If the holders request, then NEWCO at its own expense, must keep a shelf registration active for 6 months after each demand registration prompted by the Holders.  At the Holders’ option, the shelf registration may be further extended at their expense.


In addition to the two free demand registrations the Holders will be entitled to two additional demand registrations for which the Holders will pay their pro rata shares of all the registration expenses, such as employees, rent, telephone, etc.  If a demand registration does not become effective, then such a demand registration will not be counted as a demand registration.  The Holders shall have preference in any Holder-called-for demand registration.  In the event that there may be other Holder who may exercise rights to demand registration of their Common Shares simultaneously with the holders exercising their rights to demand registrations, then all Holders wishing to register and sell Common Shares shall do so on a pro rata basis.  NEWCO shall bear the en​tire cost of such registrations under’ such circumstances, and such registrations shall only be counted as free provided that the Holders are able to register and sell at least 90% of those shares requested to be registered.

Rights to Choose Investment Bankers, Underwriters, Managers, and Co-Managers


The Holders reserve the right to select the investment banker(s), manager(s), and/or co-manager(s) for each of their demand registrations or for any shared demand registrations (those in which other institutions or persons participate).  The Holders reserve the right to veto or approve of NEWCO’s selection of investment banker(s), manager(s), and/or co-manager(s) for all primary registrations and public sales of NEWCO securities or private placement thereof; such approval by the Holders may not be unreasonably withheld. 

“Piggyback” Rights


The Holders will have “piggyback” registration rights for their Common Shares and will not have to pay any registration expenses or filing fees so long as NEWCO offers primary shares in connection with such registrations.  If, however, the underwriters determine that a “piggyback” registration or a secondary sale may be detrimental to a pri​mary offering and selling primary shares, they must pay their pro rata expenses.


In case of underwriting limitation, NEWCO will have registration and sale priorities for primary shares, and the Holder will have preference over the sale of any other secondary shares.  NEWCO will provide at least 90-days notice to the Holders of its intent to file a registration statement.

Affirmative Covenants

NEWCO will furnish to the Holders the following:

· Monthly financial and operating state​ments (with comparisons to budgets and to corresponding periods of the preceding year) within 30 days after the end of the first 11 months of each fiscal year, prepared on a long-form, consolidated, and consolidating basis.

· Accompanying the monthly statements, certificates of compliance from NEWCO’s Chief Executive Officer stating it is or it is not in compliance with the Preferred Purchase Agreement and any other material agreements.

· Within 90 days after the end of each fiscal year, an unqualified certified audit report consisting of long-form, consolidated, and consolidating financial statements prepared by a nationally-recognized certified public accounting firm (also to be included with these reports are the CPA’s management letter and their statement with reference to NEWCO’s compliance with all of its material agreements).

· Sixty days prior to the fiscal year-end, a detailed operating budget (prepared on a monthly basis) for the subsequent fiscal year.  This budget should be prepared on a long-form, consolidated, and consolidating basis.  The budget should also include detailed balance sheets, profit and loss statements, and cash flow statements.

· Within 10 days of issuance, duplicate cop​ies of any general written communications with shareholders, directors, executive committee(s), or with the financial community, and any reports filed by NEWCO with any security exchanges or with the SEC.

· Within 5 days after the discovery or notification that NEWCO is not in compliance with the Purchase Agreement or any other material agreement, a detailed statement outlining such noncompliance(s) or default(s).

Negative Covenants


NEWCO may not do any of the following without the prior written consent of the Holders.

· Pay any dividends except those related to the Preferred Shares for 3 years.

· Issue any security or note that has equity-type feature, profit participation feature, or may be purchased as part of an investment unit if such security ranks superior to the Preferred Shares.

· Have any partially owned subsidiaries.

· Create any subsidiary outside of the States or its territorial possessions.

· Cause any reverse splits in any of its securities.

· Change its fiscal year.

· NEWCO will comply in all respects with and will not amend without Holders’ approval the provisions in its Certificate of Incorporation and By-laws that affect, directly or indirectly, these Preferred Shares.

· Without the consent of the Holders, no merger, consolidation, or disposition of all or substantially all of NEWCO’s assets shall occur, except:

· A merger under which NEWCO is the surviving corporation and its

· Common Stock is not changed; or

· Other than in the normal course of business, a sale of assets, which represent more than 10% of its total

· Enter into or engage in businesses other than those presently engaged in

· Or proposed to be engaged in.

· Repurchase any Common Shares

· Create any other class of Common Stocks

· Engage in any insider transactions.

Inspection Rights


The Holders may inspect NEWCO’s properties, books, and other records (and make copies thereof and take extracts therefrom) and may interview NEWCO’s directors, officers, and any employees regarding NEWCO’s affairs, provided such interviews are held during any regular business hours and at such other times as may be reasonably requested.

Right to Attend Board of Directors’ Meetings


Representatives of two venture capital funds may attend all board of directors’ meetings and committee meetings of the board, and/or may be elected to the board of directors at their option.  NEWCO will pay all such Holders’ representatives travel and out-of-pocket expenses for attending such board and committee meetings.  There will be no less than four board of directors’ meetings per year, at least 60 days apart.  NEWCO will give the Holders at least 10 business days notice of each meeting.

Life Insurance Policy


So long as any Preferred Shares are outstanding, NEWCO will maintain insurance on the life of the entrepreneur, aggregating $1,000,000, and assign the proceeds of such insurance to the Holders.  Such insurance will be obtained and the assignment made prior to the closing of this private placement.


The amount of this coverage may decline to coincide with Preferred Shares outstanding at NEWCO’s option.  Any insurance proceeds payable by reason of death shall, at the option of the Holders, first be used to redeem any outstanding Preferred Shares.  The balance of any insurance proceeds not used to redeem the Preferred Shares shall accrue to NEWCO.  The respective Holder must decide whether the insurance proceeds will be used to redeem its Preferred Shares within 60 days from time of receipt of such proceeds.

Ownership Retention


The entrepreneur shall not sell or transfer more than 20% of his Common Shares (as of the date of closing and as adjusted by any subsequent stock splits and stock dividends) until Holders have recovered their cost either through the redemption of the Preferred Shares or sale of securities.

Future Agreements That May Affect Dividend and Redemption Payments


After the closing, NEWCO will not become a party to any agreement that by its terms may restrict NEWCO’s ability and obligation to pay dividends or the Preferred Shares or to make mandatory redemption payments on such Preferred Stock.

Taxes and Debts


NEWCO will pay all taxes and debts, unless contested in good faith.

Auditor


NEWCO will retain a nationally known auditing firm.

Patents, Licenses, and Trademarks


NEWCO will possess and maintain all necessary patents, trademarks, trade names, copyrights and licenses to conduct its business as now operated, without any known conflict with the valid patents, trademarks, trade names, copyrights, and licenses of others.

Amendments and Waivers


The Purchase Agreement may be amended or waived by unanimous consent of the Holders of the Preferred Shares.

Assignments


All of the terms, covenants, and undertakings contained in the Purchase Agreement will be binding upon and inure to the benefit of the Holder’s respective successors and assigns and may be assigned by them at their discretion to any financial institutions and/or any corporations, trusts or individuals.  In the event of any assignment, the new assignee must “legend” the transferred shares to comply with securities laws regulations and obtain a letter of opinion from transferer’s counsel that such transfer does not violate security laws or regulations.

Indemnification for Finder's Fees


NEWCO will, at closing, give the Holders a letter listing any finder’s or broker’s fees that will be incurred in connection with this private placement and agrees to promptly indemnify the Holders and their assigns against any claims (including legal, travel, and out-of-pocket expenses for defending such claims) that may arise for any such fees and expenses.

Attorneys’ Fees


NEWCO will pay, on the date of closing, all of the Holders’ legal fees and expenses, as invoiced by its attorneys, in connection with its attorneys’ efforts to prepare the Purchase Agreement, to a maximum of $20,000.

Other Terms and Severability


Other terms traditionally contained in purchase agreements of this type, including representa​tions, warranties, etc., shall be contained in the Purchase Agreement.  There will be a standard severability clause and the governing law of the Purchase Agreement for the Preferred Shares will be of the state in which NEWCO is located.

Events of Non-compliance


An event of noncompliance by NEWCO will occur if:

· NEWCO breaches any of the covenants or fails to comply with other provisions of this Summary of Terms and Conditions.

· Any cumulative preferred dividend is unpaid or NEWCO fails to make any mandatory redemption payment when due.

· All of NEWCO’s representatives and warranties are not substantially true as of the closing.

· Any current or future debt holder demands payment of a material debt prior to its stated maturity.

· NEWCO flies or fails to have dismissed within 90 days a bankruptcy or receivership proceeding, makes an assignment for the benefit of creditors, attempts to materially compromise debts with creditors, or suffers acceleration of a material third-party obligation.

Remedies for Events of Noncompliance


Immediately upon the occurrence of any non-compliance described in Section 31(c), (d), or (e), or after 15 days of continuous noncompliance described in Section 31(a) or (b);

· The conversion price shall be decreased by 10% for each 6 weeks that NEWCO is in continuous noncompliance.  Notwithstanding the above, the conversion price shall not fall below 65% of the original conversion price, as adjusted by splits and anti-dilution provisions.

· At the option of the Holders, acceleration of the mandatory redemptions may be made. 

· The foregoing remedies are not exclusive, and other available legal remedies may be pursued.

NewCo, Inc.

Pro-forma Capitalization

Convertible Preferred A Stock

	Assumptions
	
	
	

	Post $ valuation of
	
	2,000,000
	

	Pfd. A financing of $1,100,000 at $25/share
	
	
	

	Existing founder debt converts to common
	
	% own
	

	First $300,000 gets $400K of Pfd. A stock
	400,000
	20
	

	Remaining Pfd. A $800,000
	600,000
	40
	

	
	
	# Pfd. A shares
	

	# shares of Pfd A assuming $25/share
	25
	80,000
	

	
	
	
	

	
	
	
	

	
	
	
	Value @

	Post $ ownership
	%
	# shares
	$25/shares

	Common stock – founders + employees
	30
	24,000
	600,000

	Option pool
	10
	8,000
	200,000

	Sub-total – founders + employees
	40
	32,000
	800,000

	
	
	
	

	Preferred A stock – new investors
	
	
	

	Pfd A discount shares (25%)*
	20
	16,000
	400,000

	Pfd A regular shares
	40
	32,000
	800,000

	Sub-total – Preferred stockholders
	60
	48,000
	1,200,000

	
	
	
	

	TOTAL post $ % and shares
	100
	80,000
	2,000,000


*Note: Pfd A discount shares issued to John Doe for first investment of $300,000, at a 25% discount from the $25/share price of the round (e.g., J. Doe receives $400,000 worth of stock for $300,000 first investment).

