Termsheets and Legal Documents
Glossary
This information is provided as a synopsis. This synopsis is not intended to be all-inclusive but covers potentially unfamiliar terms found in Termsheets and/or Legal Documents. (The starred *items are included in the termsheet, and subsequently in the legal documents. Other items generally appear for the first time in the legal documents.)
Termsheet
A termsheet documents the business deal of a proposed investment. It is a non-binding document that lays out the basis on which the investors propose to make and the company proposes to accept an investment in the company. The termsheet may be drafted by either the investor or the company, although it is usually done by the lead investor. 

Legal Documents
In the venture capital context, the legal documents follow from the termsheet and put into legally binding language the deal agreed in the termsheet. The legal documents are prepared by the lawyers for the two parties (the company and the investors) but are always reviewed by the two parties themselves. There are many detailed terms that are not covered in the termsheet (otherwise the termsheet would be the legal documents). These issues tend to be more of a technical legal nature. However, from time to time, stickier business issues may need to be clarified. As a result, there may continue to be negotiation during the documentation period, although the issues are generally not of the magnitude of those hammered out in negotiation of the termsheet. The documents, when signed, are legally binding on the two parties.

Lead Investor
In any investment there may be more than one investor although all investors in a given round of financing will adhere to the same terms. “Lead Investor” is the term used to describe the Investor who takes the burden of responsibility for carrying out the due diligence, drafting the termsheet often with input from the other investors (“the followers”) and leading the negotiation with the company. The Lead Investor will engage the law firm and have most interaction with the law firm. However, the law firm is generally understood to be acting on behalf of all the investors in the round. Most often, the Lead Investor is the VC who found the deal.
What comprises the legal documents?

The primary legal documents are:

Share Purchase Agreement

Articles of the Corporation (in the U.S. the term is “Charter”)

Shareholders’ Agreement
Some companies/investors/lawyers prefer to break up the Shareholders’ Agreement into a set of sub-documents. These may be:


Investors’ Rights Agreement

Voting Agreement

Right of First Refusal and Co-sale

Registration Rights

Sometimes the same provisions will show up in multiple documents. It is essential that they not contradict each other.

Share Purchase Agreement
Like any agreement between buyer and seller, the Share Purchase Agreement defines the basis on which the seller is selling and the buyer is buying. In the case of a Share Purchase Agreement, the key elements covered are:

· Purchase price* expressed in price/share and 
· Number and type of shares* 

· Reference to the other financing documents 

· Representations and Warranties

· By the Company to the Investors

· By the Investors to the Company
Representations and Warranties
Representations are statements made by one party and guaranteed or “warranted” to be true by that party so that the other party can rely on that information in participating in a transaction. In the Share Purchase Agreement, the company will “rep and warrant” a number of items, such as its authorized capital, its ownership of Intellectual Property, etc. The Investors will also provide a series of Representations and Warranties although there are usually fewer of them. These would include such things as the Investor stating that it is who it says it is; that is not acting on behalf of another party, etc. 

Disclosure Schedule

Exceptions to the Reps and Warranties are documented in the “Disclosure Schedule” which is an Exhibit to the Share Purchase Agreement. For example, the company might include in the Representations and Warranties part of the agreement, a statement that there is no litigation pending against the company except as stated on the Disclosure Statement. The Disclosure Statement would then include a description of whatever litigation is in fact outstanding. Exceptions are thus neatly gathered in one place in the documents.
Articles (Canada)/Charter (U.S.)
The Articles is the basic document of the corporation. It lays out:

· Name of the company

· When and where incorporated

· Defines the types of shares and their rights and preferences

· Voting; dividends; rights at liquidation

· Certain Protective Provisions
Protective Provisions*
Protective Provisions are a set of rights demanded by the Investors to give them control over certain elements of how the company conducts itself. These provisions are intended to provide further protection for the Investors. The Protective Provisions will first appear in the termsheet and then be fleshed out in the legal documents. (They may appear in the Shareholders’ Agreement as well as in the Articles.) Typical Protective Provisions include:

· The right of veto by the Investors over the issue of equity senior to the Investors’ instrument

· The right to approve any indebtedness of the company

· The right to approve an acquisition by the company

· The right to approve any sale or transfer of ownership of the company’s intellectual property

This section will also define how the protective provisions are enacted; for example, by a majority vote of all shareholders; by a majority vote of only a certain class of shareholders; by super-majority (e.g. 66% vote or greater); by vote of the board of directors. 

Negative Block*
Oftentimes an investor or group of investors will not have sufficient votes to cause a protective provision to take effect; e.g. to cause a sale of the company. However, an investor or group of investors may have enough votes to prevent or “block” an action.

Example: 

The terms might state that 66% of Preferred Shareholders can approve the sale of the company.

If one Preferred Shareholder holds 35% of the voting shares and opposes the sale that shareholder is said to have a “negative block” on the sale because the Shareholder can prevent the sale from going through.
Shareholders’ Agreement
The Shareholders’ Agreement documents the terms under which all of the shareholders of the company will operate. As stated earlier, it may incorporate all of the elements of an Investors’ Rights Agreement; the Voting Rights Agreement; the Registration Rights Agreement; and/or the Right of First Refusal and Co-sale Agreement.  Topics covered are likely to include:

· The size and composition of the board of directors*
· The right of Investors to buy their pro rata share of any new financing*
· The approvals required by shareholders for any merger or acquisition of the company*
Registration Rights*
In order for shares to be sold in the public market, they must be “registered” under the auspices of the relevant securities regulator (e.g. Ontario Securities Commission). Shares bought by VCs in private companies are “unregistered”. If the company goes public, the shares held by investors prior to the IPO must be registered. The Registration Rights Agreement defines the basis on which the shares can be registered—when, how many, who covers the expenses of registration.
Right of Co-Sale*
The “right of co-sale”, also called the “Piggyback” right, is a right negotiated by investors to allow them to sell their shares on a pro rata basis if certain other shareholders are going to sell their shares. This right will most often apply when a company’s founders (who are still active in the management of the company) wish to sell all or a portion of their shares. Thus, for example, if the CEO-founder wishes to sell 50% of his/her shares and has found a buyer then the investors who have a piggyback right may also sell 50% of their shares to the same buyer on the same terms and conditions. If the buyer is only interested in purchasing a certain number of shares, then the founder must cut back on the number of shares he/she can sell in order to make room for the other investors’ shares. The right of co-sale more often exists as a way of dissuading key shareholders from unloading their shares than as a right that is actually ever put into practice.

Right of First Refusal*
The “Right of First Refusal” which may also be called the “Pre-emptive Right” gives investors the right to buy any shares of the company that might be on offer before anyone else can buy them. This could apply to sales of shares by other shareholders or the sale of a new series of shares. The right exists as a way of allowing investors to maintain their proportionate ownership in a company over subsequent rounds of financing. 

Pay to Play Provision*
In the Venture Capital world it is generally expected that investors will continue to support their portfolio companies (i.e. the companies in which they have invested) over subsequent rounds of financing. Many VC firms on making an initial investment will set aside an additional amount to cover this eventuality. If an investor chooses not to invest in a subsequent round of financing, the other investors may choose to penalize the non-participant with a “Pay to Play” provision. A typical provision would cause the existing preferred shares of the non-participant to convert to common when the new round closes. The non-participant will most often also lose its board seat if it has one. The “Pay to Play” provision generally only shows up when a company is struggling. Those investors who agree to continue to support the company with additional funds will then try to incent the other investors to continue to invest by making it onerous not to. (When a company is doing well, investors may be grateful for an investor not participating, because that investor’s pro rata share can then be taken up by the other investors.) This provision, if included, would only appear in the termsheet of a later round. 

Drag-along Right*
The “Drag-along” or, simply, “Drag” Right is the right of a group of shareholders to require all shareholders to tender their shares in the case of a merger or acquisition. The Drag is, like all other rights, a negotiated right which defines a percentage of a class or series of shareholders who, if they agree to a merger/acquisition, can force all shareholders to sell. The right exists because a buyer is often reluctant to conclude the purchase of a company if the buyer cannot have 100% of the shares. The drag right is negotiated at the time of investment so there will be no uncertainty about the ability of the company to close a merger/acquisition should an offer arise. 
Anti-Dilution Provision*
The “anti-dilution” provision protects investors in the case of a subsequent round of financing done at a lower price. (Note that “dilution” means the reduction in a shareholder’s percentage ownership as the result of issuance of additional shares. If shares are issued at a lower price than a previous round then a larger number of shares will be issued to new investors than would have been issued at the previous price. The effect is to cause even greater dilution to a previous investor’s ownership position.)
Full-Ratchet Anti-Dilution

In Full-Ratchet Anti-Dilution the effective price of the shares bought by Investors with this anti-dilution protection is fully reduced to the price of the new round. For example, if Series A cost $2.00 per share and is then followed by Series B at $1.50 per share, all of the Series A shares would be effectively reduced to $1.50. This reduction is effected (in a convoluted way described under “Conversion Ratio” below) by the issue of additional shares.

Weighted Average Anti-Dilution

In Weighted Average Anti-Dilution, Investors in the prior round, who have weighted average anti-dilution protection, do not get their shares reduced to the new price, but rather to a price between the old and new rounds, based on a formula that takes into account the relative size of the new round.

Conversion Price

The “Conversion Price” is the price at which Convertible Preferred Shares convert to Common Shares. At the time an investment is made the conversion price is almost always equal to the price per share paid for the Preferred Shares. When anti-dilution protection kicks in, the conversion price will be reduced as determined by the anti-dilution formula in effect. 

Conversion Ratio

The “Conversion Ratio” is the ratio at which Convertible Preferred Shares are convertible into Common Shares. At the time of a financing, this ratio is almost always 1:1. That is, one preferred share is convertible into one common share.  When a new round of financing is done that causes the anti-dilution right to kick in, the anti-dilution effect is reflected by changing the Conversion Ratio. 

Example:

Series A was issued at $2.00 per share and has full-ratchet anti-dilution.

Subsequently, Series B was issued at $1.50 per share.

With full-ratchet anti-dilution, Series A’s conversion ratio will be changed from 1:1 to 1.33:1 (as calculated by $2.00/$1.50). Therefore each Series A convertible preferred share will now be convertible into 1.33 common shares. 
(Note that $2.00 was the old “Conversion Price” and $1.50 is the new “Conversion Price”.)

Closing*
Closing is the final event to complete an investment. Closing is marked by the signing of the legal documents and the transfer of funds. There may be an “Initial” or “First Closing” followed by an “Additional” or “Subsequent Closing”.
Additional Closing or Subsequent Closing*
At times, one group of investors is ready to close before others. In this case, there may be an “Initial” or “First Closing” at which one group of investors signs the documents and transfer its funds. There is then an “Additional Closing” at which the rest of the investors close. This Additional Closing will follow fairly shortly after the First Closing—usually no longer than 90 days—as the same terms and conditions apply and the later “closers” are not intended to have any material advantage in having been delayed in closing.
Milestones and Milestone Shares*
In some transactions—primarily very early stage companies—the investment will be staged. That is, while all of the terms under which the investment is being made have been agreed and documented, not all of the funds will be transferred to the company on first closing. Rather, the termsheet and attendant Share Purchase Agreement will define a set of milestones which when met will result in the additional funds being transferred. When the funds are transferred, additional shares, the “Milestone Shares” are issued to the investors. Milestones might include product completion, first successful production run, signing a specified number of customers, etc.
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