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“ Founders: Common Stock
(Vesting Over Time)

“ Employees: Options

ears)

“ Investors: ' t.erred Stock
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“ Self Funding (FFF)

“ Angel

" VCs . I I
“ Corporate Inves. .

Hutchison LawGroup
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“ Early stage preference

“ Profile — “one and done”

" §25K - $50K . H
“ Bell cows

“ Individuals (network)

" QBV Registrati
“ Endangered spe
“ Organized Groups (PAN, CAP, CHAP, WIN)
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“ Terms otfered by Company rather than

1nvestors

“ J.ess demandi value

“ Speed (quicker ; less due diligence)

“ Follow-on issu
“ Issues for VC’
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© $12.7 billion invested Q1 & Q2 2006

“ 15% increase over 2005

“ # of angel deal{.e
“ Average angel 22%
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= 25-30% Internal Rate of Return
" Market Size/Positi

“ Management Te

tion Jockeys, not
Horses™

“ Clear Exit Strat
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WILL GIVE
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“ Buyers’ (Investors’) Market
Is

“ Investors Burie

“ Potential Exits 1

“ Valuations Cree

“ Terms Still Hea
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“ Valuation: Percentage of Company

“ Control: Board

and Restrictions

sition, Protective Provisions

k

© Exit Strategy:

o Redemption
o IPO — Registr

o Acquisition — Liquidation Preference

“ Down-Side Protection: Anti-dilution adjustment
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Capitalization

Pre-Money Post-Money
Outstanding Common Stock 2,000,000 shares
Outstanding Preferred Stock 2,000,000 shares
Outstanding Stock Options 250,000 shares

Reserved Stock Options 750,000 shares

5,000,000 shares

Valuation:
(Series A Preferred Purchas

Price = $2.00 per share) $6.0 million $10.0 million

Series A invests $4.0 million to purchase 40% of the Company

mH
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Board of Directors

“ Key Rights
o Appoint and fer
o Set policy/Ma cisio
o Issue options
“ Number of dir. 5
“ Investors: Election o members by

“series’’ or “class’ vote
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Protective Provisions

Must obtain approv
“ Authorize add1

“ Create a2 new s

P
h

S

erved' 1o.

es of stock

ith equal or

greater rights
“ Complete a me ] ets

“ Change the size of Board of Directors
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Typical Additional Investor Rights

“ Information

" Co-Sale
“ First Refusal

hutchlaw.com
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“ Forced liquidity: Zombie companies

“ Timing: 3-5 yea
“ Amount (all at rcentage)

eriod or “any

“ Forced exercise dumni 1
time” after targ
“ Statutory limits re hase

Hutchison Law Group
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Registration Rights

“ Demand Rights

“ S-3 Rights -
“ Pigoy Back Rights
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Liquidation Preference

“  Multiple of Liquidation Preference

o Preferred gets multiple ent back be
“ Participating Preferred
o Preferred gets investme remaining p

eeds shared between Common
and Preferred pro-rata

“ Limited or Capped Partici
o Preferred gets investme re eeds shared between Common
and Preferred until Pref a nvestment (usually 2x — 5x) and

remainder goes to Common

e Common gets any money

“ Non-Participating Preferred
o Preferred gets investment back first, remaining proceeds go to Common

mH
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Gee Whiz Co. has 2,000,000 shares of Series A

Preferred outstandingythat was purchased for
$1.00 per share!Hhares of
Common Stoc nding. It has just been
acquired for §1 n is the money
oo
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4x Multiple of Liquidation Preference with Participation:

Preferred receives 4x liquidati terence ($8 million) off the top. The
remaining §7 million is s e Common and Preferred
($3.5 million each). I H
Total return

Preferred: n

Common: n
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Participation Capped at 4x:

Preferred recetves liquida
remaining $13 million is s he Common and

Preferred until Preferred $6 million each). The
remaining §1 million goes to the Common Stock holders.

lon) off the top. The

Total return
Preferred:

Common: $7 million
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Non-Participating Preferred:

Preferred receives liquida
remaining $13 million go

lon) off the top. The

because the Common
holders will receive more
holders will convert into Common and all holders will be treated equally.

Total return
Preferred:

Common: $7.5 million

n
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Anti-Dilution Protection

“ Ratchet

Conversion price of Preferr
adjustment)

own to price of dilutive issuance (Largest

“ Broad based weighted av

Conversion price of Preferr
outstanding securities, inclu

a weighted average of
east adjustment)

“ Narrow based weighted a

Conversion price of Preferr o a weighted average of
outstanding capital stock — does not include options and warrants (Medium
adjustment)
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Don’t Forget Exclusions

“ Option pool 1ze
“ Mergers/acq

“ Warrants for easingrcompanies
© Strategic tran
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Facts:

Gee Whiz Co. has 3,000,000 shares of Common
Stock, 5,000,000 Series A Preferred
Stock and optio rchase 2,000,000 shares

of Common Stock outstanding. The Series A

Preferred Stock d O per share. Gee
Whiz Co. now
shares of Series referre

e 4,000,000
tock at $0.50 per
share. How 1s Series A Preferred Stock affected?
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Ratchet:

Series A initially converts to Common on a one-to-one
price $1.00/$1.00. After the
nyersion price is ratcheted

t

ratio based on its
1ssuance of Series
down to $0.50. As
calculated as follo

1 share of Series A
shares of Common.

onversion ratio 1s

r 1:2). So, for every
lder will recetve 2

q e 5,000,000 1initial
shares of Series A now convert into 10,000,000 shares of
Common.

nce

b/

b)
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Broad-Based Weighted Average:

Formula: (all outstanding securities) x Conversion Price + Amount Raised
All outstandi +

w Securities Issued

Calculation: (3,000,000 + 5,000 ,000) x $1.004 $2.000,000 = 0.8571428
3,000,000 + 5,000,000 + 2,000,000 + 4,000,000

Conversion Ratio: $1.00 =+ $0.8

So, the 5,000,000 shares of Series A will convert into 5,833,333 shares of Common Stock.
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Narrow-Based Weighted Average:

Formula: (Common + Preferre

Common + ecurities Issued

Calculation: (3,000,000 + 5.000 ,000,
3,000,000 + 5,000,000 + 4,000,000

Conversion Ratio: $1.00 = $0.8

So, the 5,000,000 shares of Series A will convert into 6,000,000 shares of Common Stock.
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“ Company A raises $2 million at a $2 million pre-

money valuation,

'H a $4 million pre-
“ Which Compa h eal?
“ It depends on l

Hutchison LawGroup

“ Company B rai

money valuatio
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Both companies financed under exactly the same conditions:

Initial Capitalization
3,000,000 founders shares
2,000,000 shares initial reserved

Series A Financing

Company raises $5M at a $5M p:emo!uation
Series B Financing
Company raises $2M at a $5.5M lu s 1M shares to option pool)

Series C Financing

Company raises $21M at a $63M pre-money valuation (and adds 1M shares to option pool) at a
$84M post-money valuation
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SmartCo

“ Narrow-based wel

g rage anti-dilution protection
“ Participating Prefer e quidation
Preference

SlowCo
“ Ratchet anti-dilutio

!i.

“ 4x Participating Preferred with no cap

mH
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SmartCo SlowCo

Common 3,000,000 3,000,000
Options 4,000,000 Optio 4,000,000
Series A 5,000,000 (6,000, Series 5,000,000 (10,000,000)
Series B 4,000,000 4,000,000
Series C 5,666,666 . 7,000,000
Common Ownership: 13.24 Ownership: 10.71%
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“ How much $ do the Common holders get in a $40
million acquisition?
SmartCo Approximately $1.6 million (or 4%)

SlowCo

“ A $100 million acquis

SmartCo
SlowCo

n (ot 10.5%)

“ A $200 million acquis

SmartCo
SlowCo

n (or 11.85%)

Al n (or 4.7%)

“ A $500 million acquisition?
SmartCo Approximately $66.2 million (or 13.24%)
SlowCo Approximately $41.6 million (or 8.32%)
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