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Welcome

Introductions
* Who am I?

Melinda Douglass

mdouglass@wsgr.com
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By the end of this class, you should be able to . . .

M Identify each of the main financing documents.

M Have a sense of the main purpose of each agreement.

M Understand the terms of art used to refer to different provisions.
M Understand some of the key points of negotiation.

M Understand the practical implications of different terms.
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Different ways to raise money

B SAFE (Simple Agreement for Future Equity)

B Convertible Note(s)
 Usually a series of notes up to a certain amount authorized by the board.
 Debt, but includes conditions under which it converts into equity.
 Often used as a “bridge” to an anticipated equity round.

M Seed Round

At one time it was a simpler / stripped down verse of a preferred stock with fewer
rights and less complicated documents, but not so true today.

B Preferred Stock Round
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Process

Data Room

Term Sheet from
Investor

Deeper Diligence

Initial Draft of
Financing Documents

Negotiations

WILSON SONSINI

Company sets up a data room and begins business diligence with interested investors.

Negotiations begin around the points in the term sheet.

Term sheets are usually non-binding, except for confidentiality and exclusivity, but it is bad
practice to go back on something that was agreed to in the term sheet.

Tip — Get your lawyers involved at this stage, don’t wait until the term sheet is signed.

Both deeper business diligence and legal diligence with investors’ counsel.

Usually, the initial documents are drafted by company counsel.

Company and investors negotiate points in the financing documents by exchanging drafts.



Process continued . . .

Documents Finalized

Obtain Approvals

Signing

Funding

Closing
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Company sets up a data room and begins business diligence with interested investors.

Board Approval — To the financing, the charter and the financing documents.
Stockholder Approval — The charter amendment and potentially the financing too.

All parties sign the main financing documents and share them with other parties, often in
escrow. May require existing investors to approve amended and restated documents.

Investors wire funds to the Company to be held pending closing.

Parties release funds and signatures. Sometimes there are subsequent closings too.



What are the main financing documents?

Preferred Stock
Purchase
Agreement

Certificate of
Incorporation

Investors’ Right of First
Rights Refusal and Co-
Agreement Sale Agreement

Voting
Agreement

NVCA - https://nvca.org/model-legal-documents/
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What is the Certificate of Incorporation?
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Organization of the Charter

Article FOURTH

A. Common Stock
1. General & 2. Voting
B. Preferred Stock
1. Dividends
2. Liquidation, Dissolution or Winding Up
3. Voting
4. Option Conversion
4.4 Adjustment to Preferred Stock Conversion Price

5. Mandatory Conversion
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Dividends

A distribution made on a share by share basis.

M Section 1. — Dividends
« Cash or Shares
« Mandatory or Discretionary
¢ Cumulative / Accruing or Non-cumulative

« Participating or Non-participating

WILSON SONSINI
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Liquidation Preference

The amount that is paid to the preferred stock before payment to the common
stock.

M Section 2. — Liquidation, Dissolution or Winding Up; Certain Mergers,
Consolidations and Asset Sales

2.1 Preferential Payments to Holders of Preferred Stock
» 2.2 Payments to Holders of Common Stock / Distribution of Remaining Assets

» 2.3 Deemed Liquidation Events

W The liquidation preference is often expressed as a multiple of the original issue
price of the shares (1x, 2x, etc.)

M Original issue price is a defined term and therefore a set amount for each series
of stock. A main reason for “shadow series” of stock.
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Liquidation Analysis

How do the available assets for distribution get allocated if there is not
enough money to pay the full amount of the liquidation preference?

Pari Passu

All preferred stock participate
together on a pari passu basis. If
there is not enough money for all

preferred to get its full preference,
the series would get back the same
relative percentage to their
investment.
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Senior/Junior

Some preferred stock is senior to
other series of preferred.
Sometimes just the last round is

senior to all other rounds, and the
other rounds participate on a pari
passu basis with each other.
Sometimes each subsequent series
is senior to the prior ones.

Complex

Most often seen when the last
series in wants more than 1x
liquidation preference. They might
end up getting 1x first, paying the
rest of the preferences and then
taking a second 1x after the rest of
the preferred preference but before
the common.
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Liquidation Analysis

If there are assets remaining after all the liquidation preferences are paid,

how do those assets get allocated?

Non-Participating

Preferred stockholders do not
receive any of the remaining

assets.

WILSON SONSINI

Participating up to a Cap

Preferred stockholders share the
remaining assets with the common

stockholders until they receive a
specified amount per share, which is
typically described as a multiple of
the Liquidation Preference.

Fully Participating

Preferred stockholders share the
remaining assets with the common

stockholders on a pro rata based on
the number of shares.
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Conversion

When is the preferred stock forced to convert into

common stock? And why?

Section 4. —
Optional
Conversion

« At the election of the holder.
« Mechanism for anti-dilution adjustments.

Section 5. — - IPO
« Direct Listings

Mandathy « SPACs
CO]_’]VGI‘S]OH « Vote of the Preferred

WILSON SONSINI
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Price Based Antidilution

Preferred stock often has
some form of price-based
anti-dilution protection

Section 4.4 — Adjustments to
Conversion Price for Diluting Issues

WILSON SONSINI

¥,

Price-based anti-dilution
provisions protect existing
investors from the
issuance of ANY securities
at a per share price below
what the existing investors
paid for their shares

Section 4.4.1(a) - Additional Shares of
Common Stock

There are typically “carve
outs” to price-based anti-

dilution for common non-
financing events

Section 4.4.1(a)(i)-(viii) — Exempted
Securities
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Spectrum of Antidilution Protections

Weighted Average

T~

Full Ratchet Narrow Based Broad Based No Adjustment
. ® o . .
Most Protection Least Protection

WILSON SONSINI
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Weighted Average Adjustment

Weighted Average Adjustment

Outstanding Invest.

New Existing Stock +( — )

Conversion = Conversion X

Price [NCP] Price [ECP] Out;:g(r:llihng + Add’l Shares

B Narrow based Weighted Average Adjustment (fewer shares included in definition of outstanding stock results in a
greater impact of the new dilutive shares)

B Broad based Weighted Average Adjustment (more equity included in the outstanding stock number means less of an
impact on the existing conversion price)
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Board of Directors

What is the composition of the Board of Directors?
Control right

M Section 3.2. — Election of Directors
- At-Large Directors
- elected by a majority of all stockholders
 Class Directors
- elected by a majority of the specified class, Common/Preferred
 Series Directors
- elected by a specific series of stock, Series A Preferred

B Directors have fiduciary duties all stockholders, regardless of which shares elect them.

B This section also sets out the details regarding removal, filling vacancies, votes, etc.

WILSON SONSINI
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Protective Provisions

Sets out a list of actions which the Company cannot do without first getting
stockholder approval.

M Section 3.4. — Preferred Stock Protective Provisions
* Class or Series Rights

» Timing of approvals

B Examples:
* Liquidate or dissolve the company
» Amend the charter (impact on future financings)

e Purchase or redeem shares

WILSON SONSINI
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Series [A] Preferred Stock Purchase Agreement

Section

Purchase and Sale of Preferred Stock

<lclaul0)sl Representations and Warranties of the
2 Company

<1claul0)sl| Representations and Warranties of the
3 Purchasers

<lzeal0il Conditions to the Purchasers’ Obligations at
Closing

Slzeal0il Conditions to the Company’s Obligations at
Closing

Section

Miscellaneous

WILSON SONSINI
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Series [A] Preferred Stock Purchase Agreement

M Section 1. — Purchase and Sale of Preferred Stock
¢ 1.1 Sale and Issuance of Preferred Stock
- Parties are agreeing to purchase the shares at a certain price
¢ 1.2 Closing; Delivery
- Mechanics of Closing
1.3 Sale of Additional Shares of Preferred Stock
- Will there be more than one closing?
- If so, for how long?
- Will any investors have the right to approve subsequent investors?
* 1.4 Use of Proceeds

¢ 1.5 Defined Terms Used in this Agreement

WILSON SONSINI
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Series [A] Preferred Stock Purchase Agreement
Representations and Warranties

M By the Company M By the Investor
- Two Types of Reps « Authority to enter into the
transaction

- Factual Statements
» Characteristics about the

- Listing Reps Investor, often related to
- Disclosure Schedule / Schedule of securities law compliance
Exceptions

- e.g.
» Negotiate the language of the rep - Accredited Investor

vs making a disclosure
- No plans to distribute the

- May also implicate certain shares

defined terms
- Residence

WILSON SONSINI
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Series [A] Preferred Stock Purchase Agreement

Closing Conditions

B Company Obligations (Section 4) M Investor Obligations (Section 5)

Despite separate sections, the obligations of the

Company and the Investors are similar.

Confirm the reps and Sign and deliver the other
warranties you made are ancillary agreements you
correct. agreed to.

Most Preferred Stock Financings are simultaneous sign

and close. For that reason, the closing conditions are not
as important as they are in an agreement where the date
it is signed and agreed to, is different from the date it
becomes effective.

WILSON SONSINI
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Series [A] Preferred Stock Purchase Agreement

M Section 6. — Miscellaneous
» Most of it is legalese and not really negotiated.
- Potential points of negotiation:
- Amendment provisions
- Governing law

- Attorney’s Fees

B Exhibit A — Schedule of Purchasers

- Lists out the Investors, the number of shares and purchase price

WILSON SONSINI 24



Voting Agreement

Agreement among the Investors and certain large common holders to vote their shares as specified in

the agreement.

M Appointment of Directors M Drag Along
« Who has the right to appoint - Agreement to vote for a
nominees? transaction, ie a merger, if some
- All preferred composition of people approve it

 Usually includes:

- A specific venture fund - the board,

) - a majority of Investors
A founder (preferred shares), and

- A specific series of stock

- Aspecific role, ie CEO - sometimes a majority of “Key

How can they lose that right? Holders” (common shares)

« Also includes certain guarantees
about the deal

WILSON SONSINI



Investors’ Rights Agreement
The Company is making certain promises to the Investors.

Registration Information Preemptive Other
Rights Rights Rights Covenants

* Demand » Financials « Right to purchase « D&O Insurance

» Piggy Back « Inspection Rights a pro rata share of « Employee Agmts

*S-3 « Observer Rights certain future « Employee stock
secur1t19:s - . QSBS

» Market Stand-Off « Confidentiality . II%th'aCtl'Ce 15 = o Matters that

e Transfer often watve require preferred

Restrictions director approval

While registration rights usually flow to all Investors (and sometimes founders), the information rights
and preemptive rights are often limited to “Major Investors” in other words, those holding a significant
number of shares.

WILSON SONSINI 26



Rights of First Refusal & Co-Sale Agreement

The Key Holders are making certain promises to the Investors.

M If a Key Holder is planning to sell shares

Negotiate and number of shares and price with a third-party buyer.
Give notice to the Company and other Investors.

Company gets the first opportunity to purchase the shares at the price they
negotiated with the third-party.

If the Company does not buy the shares, the Investors can purchase the shares.

If an Investor prefers to sell its shares, rather than buy the Key Holder’s shares,
it can sell a pro rata portion of its shares and the Key Holder is not able to sell
all of the shares it was planning to.

B Rights are rarely exercised in practice

Often waived

Certain exceptions

WILSON SONSINI
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Ancillary Documents
Other documents that you may come across.

M Side Letter
+ Standard VC request.

 Vary from simple information rights to board observers and notice rights.
+ Link rights to the IRA when you can.

B Indemnification Agreement.

» Important for VC’s who appoint partners to the board.
M Legal Opinion

WILSON SONSINI
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Entrepreneur’s Report
EntrepreneursReport@wsgr.com

WILSON SONSINI
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mailto:EntrepreneursReport@wsgr.com

Entrepreneur’s Report
Other documents that you may come across.

WILSON SONSINI
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Questions?



Thank you

Melinda Douglass
Senior Counsel

Corporate
mdouglas@wsgr.com
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