
       Second Round Venture Capital Funding

Traditionally, second round financing is utilized for working capital and fixed asset needs to support the growth of a company. Whereas earlier stage funds are largely dedicated toward proving a venture’s viability, second and later-stage capital is oriented toward the expansion of a tested contender.  Since second round funding is more likely to cover fixed assets, it is more readily recoverable in the event of liquidation, thus lowering the overall risk to the investors. Second round investors do not typically become as actively involved as first round investors. 

Guidelines for raising Second Round Financing:

1) Raise money BEFORE you really need to! The process almost always takes longer than expected. Remember that: CASH NOW IS BETTER THAN CASH LATER!

2) Raise MORE money than you need to! Unexpected expenses are sure to arise. Be prepared. Although more financing means further dilution it most likely will be worth it.

3) Go for Value rather than Valuation. Look at each round as a branding event and try to attain a balance between value and valuation.

4) Tie each round of fundraising to an event or milestone. Give your investors a sense that an accomplishment has been achieved. Create an event or milestone if needed. Hiring a key executive, securing a strategic relationship or a new customer or entering a beta phase are all examples of an event or milestone.

5) Do your homework. Know which investors are best suited to help you. Know which investors can bring the most to the table in terms of industry knowledge, contacts etc. Know how similar deals are being valued.

6) If you need active “value-add” investors, VC funding can be your best bet!

What do investors look for before funding a second round?

1) Team: How strong is the management team and can they execute upon the business plan. Is the team close to complete or are several key hires necessary to achieve the next milestone?

2) Market  Segment Opportunity: How hot is the market in terms of size, growth, and business conditions? 

3) Market Position: Will you be one of the leaders in your industry? What is the competition like and what differentiates you from them?

4) Prior Investors: Who were the investors in the first round? What did they bring to the table. Are they participating in the second round?

5) Customers: How many and what is the quality level of your customers. 

6) Technology: Is your technology unique and is it sustainable? 

7) Partnerships: Have you created strategic partnerships and have they created a competitive advantage.

8) Buzz: Is the industry aware of your company? Is the perception in the marketplace that you are a  “Hot” company?

9) Market Conditions: Is the market currently growing?   

How do you value the company before a second round?


The value of your business before you receive an injection of equity is called its “pre-money” value. The value after the injection is the “post-money” value.  Most professional venture capitalists compute the post-money value of the business at the projected exit date, and discount that figure to the present, before deciding the equity capital percentage they will require of your business.  Thus, in the example, the venture capitalist may compute a post-money value of $5 million for your business by discounting a projected exit-date value of $50 million back to $5 million; therefore, its $1-million investment justifies a 20% equity interest. 

Most venture capitalists compute the post-money valuation of your business by using a Discounted cash-flow method of valuation.  For example, if the hurdle rate of the venture capitalist is 35% per annum, the post-money valuation will reflect the likely valuation of the business when the exit occurs (for example, in five years), discounted by a minimum of 35% per annum.  The exit valuation may be based upon a sale or an IPO valuation, or some combination.  Thus, the venture capitalist’s valuation analysis begins with a comparison of your company to other companies in your industry that have been sold or gone public.  Once appropriate analyses are obtained, the discount rates are applied to reflect the expected hurdle rate and the risk that your business never reaches the exit objectives.

The discounted cash-flow valuation method is not the only method used by venture capitalists.  The following are some of the other valuation methods:

The Comparable company method of valuation typically involves comparing your company to the market capitalization and multiples of certain financial criteria (such as net income; projected net income; earnings before interest and taxes; revenue and book value) of comparable public companies. The market capitalization method of valuation contains a number of defects. The trading price of shares of a public company does not normally reflect any control premium unless the company is expected to be sold shortly.

In addition, comparing a publicly held company with a privately held company is difficult.  Shares of public companies typically trade at a price that reflects the liquidity available to shareholders, which is not available to shareholders of a privately held company.  As a result, privately held companies tend to sell at a discount compared to comparable publicly held companies.  


EBITDA method:  A number of fully developed businesses are valued by venture capitalists based on a multiple of accounting earnings or income before interest, taxes, depreciation, and amortization (the so-called “EBITDA”) less debt.  The EBITDA method could be beneficial for a second round of valuation, particularly where a sale exit is most probable. 


Asset-Accumulation method:   This method involves accumulating the going concern value of each of the specific assets of your business.  This includes off-balance sheet assets, such as customer lists, product market identification, and value of your trained workforce, in addition to your balance-sheet assets.  The value of your balance sheet and off-balance sheet assets is then combined to calculate the total value of your entire business.  


Other Valuation formulas:  A myriad of other valuation formulas are used today.  If your business is asset-intensive, some economists suggest that your business value is equal to your “hard-assets”  plus “goodwill”. Another formula used for smaller businesses focuses on the seller’s discretionary cash per year and multiplies this figure by 2.2727 to arrive at a sale price.  None of these or the many other formulas currently in use are universally applied. 


The two most important issues to an entrepreneur during the valuation are 

(1) TO OBTAIN THE HIGHEST VALUATION for his business and 

(2) TO KEEP CONTROL OF THE BUSINESS after the investment.  

Key Points from the interviews conducted with VC’s (see attachments)

Leadership: All 4 interviewee’s emphasized the importance of strong leadership as the number one factor for attaining second round financing. Can the CEO THAT HAS LED THE COMPANY THUS FAR Take it to the next level or is a more experienced CEO needed at this time?

Valuation: One VC analyzed comparable companies in the same space and how they were valued. This VC placed a high value on the management team, how close the company was to producing significant revenue and how “hot” the market opportunity was. A second VC weighted the valuations of comparable companies as less significant and focused more on current market conditions and the specific stage of development of the company. 

Exit Strategy: One VC looks strongly at what multiple can be delivered and in what period of time. Second round multiple might be 5x vs. first round of 10x. 

Trends in Venture Capital Industry

Venture Capital investments exploded in 1999 to the highest level in history.  Total investments increased in 1999 to $35.6 billion from $14.2 billion in 1998.  The tremendous increase in funding is a direct result of the internet and the strong economy.  Investments in the fourth quarter of 1999 alone surpassed the total full year 1998 investment level.  Venture Capital investments in the fourth quarter of 1999 totaled $14.69 billion versus $14.2 billion for 1998.  The $14.69 billion in investments represents a 302% increase in funding versus the fourth quarter in 1998.  

Technology and internet related businesses, by far, received the most venture capital funding.  In fact, the technology sector accounted for more than 90% of all investments in 1999.  These technology investments grew by over 300% from $10.8 billion in 1998 to $32.4 billion in 1999.  Investment in technology companies are expected to continue to increase for the foreseeable future despite recent market conditions.   

Internet Investments increased to $19.9 billion in 1999 from $3.4 billion in 1998 and accounted for 56% of total 1999 venture capital investments.  Among the internet companies, Business-to-Consumer and E-commerce sites received the majority of the investments.  Business-to-Business internet companies and access/infrastructure companies also had huge investment increases.  Software companies received almost 19% of the total investment in 1999 to $6.6 billion. 

Second round venture capital funding had the highest level of investment in 1999.  Total second round funding ended 1999 at $4,136 million and represented over 28% of total investments.  Third round financing came in second with a total 1999 investment of $3,01 million, fourth round financing totaled $2,931 million, and first round financing amounted to $2,544 million.  

Silicon Valley companies still received the lion share of  venture capital money with a 1999 total of $5,175 million.  New England had the second highest level of investment for a region with 1999  investments totaling $1,593 million.  For second round financing, Silicon Valley remained the leader with $1,707 million and New England in second with $409 million.  While both regions continued to attract huge amounts of VC funding, other regions around the country have attracted significant investments and have become the fastest growing regions for Venture funding.  The NY Metro area and Northwest region, for instance, have seen well over 200% year over year increases in investments.  This will most likely continue as investors become less concerned about the location of the investment (for growth and oversight) and more concerned about the quality of the investments. (Source: PWC Money Tree)
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Interview with Jack Sheehan-Independent VC from Newport RI

Question:
What criteria is analyzed before investing in second round?
Answer: From our group’s research and interviews we found one interesting aspect of second round VC financing.  In many instances VC’s will pay as much attention to the company founder’s psychological state as to the company’s financial fundamentals. 


The reason for this is that usually after second round of VC financing the corporation is going through a time of rapid growth.  During that time it is very important 

to hire and retain a solid executive and management team. Since the original founders and owners usually lose some control and ownership of the company to VCs, Human Resource issues become very sensitive at that time.  Before financing a company like that, VCs will examine this issue closely. If there are any doubts about the original founder’s readiness to replace his or her role as a founder and “keeper” to a more managerial position, no funding will be provided. Sometime VCs could even force the founder to take a more managerial role and to hire an experienced CEO to lead the company in exchange for financing.  Many VC firms give as much weight to this particular issue as to any other company characteristics.

Interview with Sunil Daliwall Analyst, Communications-Services/Equipment Battery Ventures

Question: What process do you go through in analyzing second round funding?

Answer: First, we look at the market opportunity. Is it still there? How has it changed in recent months and how is it expected to change in the future? Secondly, has the market been validated yet? Have competitors entered the field (it’s good if they have) and if so are there 2 or 3 players or are there 10? How many competitors can this market support? With the answers to these questions you now have data points and can define the market space and its potential.

Q: How do you proceed after you have the above stated information? 

A: We then weight the market potential and the market dynamics vs. the risk. Currently, we are seeing valuations that are way too high. Companies are being valued at $70-$80 million before a product or service has even gone on the market. We analyze weather the company has done anything special to earn that type of valuation. Are they leading this new market and are they positioned to be the market leader out of the gate? Because of this trend, Battery tends to fund many more first round deals because even though the risk might be greater, the reward far outweighs the risk in a first round vs. a second round deal. We look at which VC’s funded the first round and who’s looking at the second round but it all comes down to the valuation.

Q: How do you put together a valuation of a company?

A: Look at comparable companies in the same space and how they are valued. How strong is their management team and how close is it to being complete. How soon will they produce significant revenue? And again, how hot is the market space?

Q: After the valuation is complete, what is the next step in your analysis? 

A: We look at the exit strategy. What multiple can we deliver and in what period of time? Currently, for first round, we would look at 10x whereas a second round might be 5x in the networking space. In the infrastructure arena there is less risk than in the dot.com world. In a gold rush, it’s better to sell the picks and shovels then to search for the gold because all the gold seekers need to buy from you! Also, many of the dot.com’s success is dictated by consumer behavior which can change overnight.

Q: Todd Dagres, Senior partner with Battery Ventures, states in his article “Going for Round 2” that setting milestones for the company is key for second round funding. How are those milestones configured?

A: We ask the CEO to tell us what they have achieved thus far. After analyzing the answers, we set our own criteria for the next period in time and challenge the company to attain those goals. They are not always revenue based. They could be adding key management or developing a significant product. We might offer half the money up front and the other half when they hit the milestone. Also, we tie the valuation to attaining the milestones. Hitting the target leads to a higher valuation and missing leads to a lower valuation. This method really motivates the company to perform.

Q: What about the Leadership of the organization? How does that play into the valuation and whether you finance a second round?

A: Strong leadership and a strong management team is the most important element! You are really betting on senior management to deliver. A great concept with poor management won’t deliver. Secondly, in analyzing management, it can be determined that the person who lead the company from 0-50 people and x revenues is not the best person to lead the company to the next stage. Some CEO’s recognize this and assume another position where other leaders make it difficult to replace themselves.  

Interview with Warren Utt-Partner Mt. Vernon Equity Ventures

Warren has been CEO of 4 start-up companies and his current firm Mt Vernon is one of the first if not the first VC firm to provide seed money from $250k to 3 million.  They are a first round company.  I thought his comments would be valuable from his CEO experience having dealt with VC as a CEO and now becoming one himself.

Question: What process do you go through in analyzing the second round funding?

Answer: I feel that the VC  look at market opportunity.  Do they see a 10x return in 12-18 months?  I believe that VC’s evaluate the management team and the comparable along with energy and competitiveness of other firms to get involved.  Marketplace, Technology ,and People(Management) are is the  key to our and their assessment strategy.   

Question:  What about valuation?

Answer:  Very simply, it is about the optics.  You can’t set the valuation to high or you won’t get to where you want.  Valuation has to be reasonable and the CEO must be able to execute the next step.  The key positions for IPO are the CEO and the CFO as they do the road show. VC’s want guarantees and controls.   I try to get all the unpleasant things out of the term sheets, like clawbacks, ratchet up or down based on performance.  Options of board control if you miss gates.  Boards are generally distractions and I feel most don’t really help you.

Question: What are the issues as a CEO for second  round financing?

Answer:  Every meeting is a negotiating session.  Every hour in front of your board represents 4-6 hours for each CEO and CFO if not more.  If you don’t have initial respect, than prospects are bleak.  Must get a call back within three days or forget it.

Warren’s companies math for 1st round is :

Invest in 20 companies

· Lose on 8 companies

· 1 company at 50x
· 2 at 10x
The average is 5x.  In 1998 it was 30% return and in 1999 it was 100% return.
Interview with Chris Young-Partner  New England Partners

 Question:
When you look at a startup company that is seeking venture funding, what 


are the most important things you look for?

Answer:
We look to see how articulate the management team is and how experienced the management team is.  They don’t have to have specific experience doing the same thing (business) somewhere else but at least have domain experience.  Even if its an entrepreneur with an idea on the back of a napkin who just thought of it, if he’s brought together a team that looks like it can execute, then that’s a positive.  So, we always look at management first within the makeup of the industry that they are participating in and that leads me to the second most important thing that we look for in an opportunity which is do we, New England Partners, have knowledge of the industry and the company so we can add value to the firm.  

Question:
What areas does your firm have expertise in?

Answer:


The venture funds that we have set up focus on certain industries where we have some experience and can add value in addition to our investment.  We focus more on the infrastructure side, our principals here all have some networking experience, we also have some good background in the B2B and B2C marketplace.  We try to stick with the industries where we have some experience and with the companies that fit within the criteria of the industries that we like to go after.  If the management team is sharp then we spend more time working with the company,

Question:
What else besides the management team and industry focus are important 


to you in deciding whether to invest. 

Answer:
The next part of our criteria is where they are in the stage of development and how quick can this company realize a liquidity event for everyone involved.  If it’s a much longer time horizon where you really have to nurture a company and it will need tons and tons of money before it will ever show a profit then we may pass on that.  Or tons of private capital before it can reach an IPO then we would probably pass.

Question:
How do you go about valuing a company that you are interested in 



investing in?

Answer:
When a company needs a certain amount of capital, let’s say 10 million, it doesn’t matter what the public markets are doing at the time or if the company comes in with a bunch of comparables and statistics saying where they will be in five years.  We also wouldn’t say 10 million is worth 10% of the company.  It depends on the market conditions at the time and stage of development of the company.  

You look at the market and see how big the market is and the venture capitalist is willing to take risk in chunks of between 25% and 33%.  Venture capitalist’s like to take money out in thirds so first round financing if it’s a 5 million round then that represents an implied valuation of 15 million.  I like to look at it in terms of ownership chunks and how much are we going to get of the company for the time and the money we are going to invest in the company rather than doing some type of  discounted cash flow approach to valuation.

Question:
How do you determine what % of the company to take? Do you look at 


comparable deals?

Answer:
Well, you here about what value deals are being done at in market and you have to be somewhat competitive.  In some deals it’s competitive for the venture capitalists to get in.  They are competing with other venture capitalists that will in turn drive the price up to get in the deal but at some point in  time it does reach a ceiling.  The entrepreneur ends up picking the better venture capitalist to work with and sometimes they will go with the lower valuation if they can get a good VC in the deal.

Question:
When meeting with these companies is it important that they have an exit 


strategy?

Answer:
Yes, it is all factored in to the investment decision with regard to how quickly am I going to get liquidity.  Now, three to five years down the road used to be the way Venture capital was done.  It used to be a five year maturation process for a company.  You fund it once, add a little more in and continue to harvest the investment over a period of five years.  In today’s market, it’s crazy, you can finance a company and within a year it can be public.  Some of the deals that we tend to do take a little bit more time, I’d say on average that some of the technology deals would take between one and two years for some sort of liquidity event.

Question:
Can you please discuss the “liquidity event” and how your firm manages 


its investment after an IPO.

Answer:
Well, you always have to keep in mind that the venture capitalist, even thought the company is public, are not done with the deal.  Because when a company goes public you are more than likely bound by a lockup agreement which are usually 180 days long.  And then, if your such a significant shareholder, you can’t just start selling big chunks of stock because that will effect the stock price.  You have to do it slowly over time and pick the right time to do it because you don’t want to inadvertently affect the stock price because you’re a big holder.

Question:
How do you determine when the appropriate time is to sell some of your 


shares in the company?

Answer:
How much volume there is on a daily basis determines how much a large shareholder can parcel out over time.  Now if your firm owns 8 million shares and the shares trade only 300,000 a day and you’re one player, then you have to sell over time or you shares will represent most of the volume.  I don’t know what the correct answer is, you just have to take each deal as an unique deal and make a decision based on all of the variables.

Question:
What other areas besides technology do you invest in?

Answer:
We have a healthcare focus here too, we’ve done a number of biotechnology  and medical device companies.  In fact, a couple of our biotech companies went public recently.  One went public on March 28th called Intrabiotics and another company called Entogeny, which is here local, is merging into a creative bio-molecule company that is public.  And another one here in our backyard went public about 9 months ago called Biopure, a blood substitute company, so they are all doing well.  Biotechnology about a year ago was totally out of favor and now its really hot and we’re benefiting from that.  We also had some consumer product companies that we did early on in the life of our fund but recently our focus has been on the healthcare and technology companies.  We’ve done internets, some software, and some hardware, but really the main focus has been “how  do companies use the internet as another means of distribution and another means of communication.”

Questions:
How many companies do you currently have investments in?

Answer:
We have about 21 portfolio companies and the investments range from about ½ million dollar investment all the way up to 6 million.

Question:
With that level of funding you participate in first & third rounds, in 


addition to second, right?

Answer:
We’ve done first, second, & third rounds, but on the third round we have only been a follower because those rounds are much larger and we’ve been a secondary or co-lead with less money.  The lead VC firm usually puts in the most money and sits on the board.  Where someone like us would be a co-lead, not put in the most money, but maybe get some kind of observer seat on the board.  When we do first and second round funding we do get board positions.

Question:
Does New England Partners tend to work with some of the same firms?  If 

you’re the lead in one deal, would you bring in other firms that you have 


worked with in the past. 


Answer:
Yes that seems to be the way most firms work these days.  You bring them in on some of your deals and they bring you in on some of their deals.

SUMMARY TERM SHEET

March 12, 2001
Company Name

$10.0 Million of 10% Series A Convertible Preferred Stock
Company:
Company Details

Business:
The Company’s suite of products optimizes Web site performance by tailoring and tuning each unique user session for maximum performance thus enabling a measurable increase in transaction completion rates.

Investors:
Funds managed byVC, and other potential investors mutually acceptable to VC and the Company (collectively, the “Investors”).

Use of Proceeds:
The proceeds will be used for working capital and general corporate purposes.

Expected Closing Date:
As soon as possible.

Amount:
$10.0 million, with a minimum of $6.7 million from funds managed by VC and the balance from investors satisfactory to the Company and VC.

Type of Security:
827,059 shares of Series A Convertible Preferred Stock (the “Preferred”), at $12.09 a share (“Original Purchase Price”), initially convertible 1:1 into shares of common stock, reflecting a pre-money valuation of $17.0 million including an option pool that equates to 20% post money. 

Current and Proposed

Capitalization:
Assuming a $10.0 million dollar investment, the Company confirms that the current and proposed capitalization of the Company on a fully diluted basis is as follows:

	
	Total Shares
	Pre-Financing
	Post-Financing

	
	& Options
	Ownership %
	Ownership %

	Common Stock
	923,500
	65.7%
	

	Common Stock Options
	400,000
	28.4%
	

	Warrants
	82,500
	5.9%
	

	
	
	
	

	Total – Pre-Financing
	1,406,000
	100.0%
	50.4%

	
	
	
	

	Series A Preferred Stock

Post Money Option Pool
	827,059

558,265
	
	29.6%

20.0%

	     Total:
	2,791,324
	
	100.0%

	
	
	
	

	


Dividends:
The holders of Series A Preferred shall be paid a cumulative quarterly accruing compound dividend of 10% per annum, payable when, as, and if declared by the Board of Directors or upon the liquidation or winding up of the Company or redemption of the Preferred.  


No dividend will be paid on the Common, and no shares of Common will be repurchased by the Company except for unvested shares repurchased from former directors, officers, employees, and consultants at their original purchase price. 

Liquidation Preference:
In the event of any liquidation or winding up of the Company, the holders of the Preferred will be entitled to receive in preference to holders of Common an amount (“Liquidation Amount”) equal to the Original Purchase Price plus any dividends accrued on the Preferred but not paid.  After the Liquidation Amount has been paid, the holders of Preferred and Common will be entitled to receive the remaining assets, with the Preferred being treated as equivalent to the number of shares of Common into which it is convertible.  A consolidation or merger of the Company, or sale of all or substantially all of the assets of the Company, or any transaction or series of transactions in which a majority of the voting capital of the Company is transferred, will be deemed to be a liquidation for purposes of this provision.

Automatic Conversion       
   The Preferred will be automatically converted into Common, at the then applicable conversion price, in the event of an underwritten public offering of shares of Common at a public offering price per share that is not less than 3 times the original purchase price in an offering of not less than $ 20,000,000 (a “Qualifying IPO”).

Antidilution Provisions 
     If the Company issues additional shares (other than the Reserved Shares described under “Reserved Shares” below) at a purchase price less than the applicable conversion price, the conversion price of the Preferred will be reduced on a weighted average formula basis to diminish the effect of such dilutive issuance on the Preferred.

Voting Rights                               Except with respect to election of directors and certain protective provisions, the holders of Preferred will have the right to that number of votes equal to the number of shares of Common issuable upon conversion of the Preferred.  Election of directors and the protective provisions will be as described under “Board Representation and Meetings” and “Protective Provisions”, respectively, below.

Protective Provisions                  Consent of the holders of at least two-thirds of the Preferred will be required for (i) any sale by the Company of substantially all of its assets, (ii) any merger of the Company with another entity, (iii) any liquidation or winding up of the Company, (iv) any amendment of the Company’s charter or by-laws that is adverse to the Preferred, or (v) certain other actions materially affecting the Preferred.

Registration Rights                      (1)  Demand Rights:  If, at any time after the earlier of the Company’s initial public offering and the date three years from the purchase of the Preferred (but not within 6 months of the effective date of a registration), Investors holding at least 40% of the Common issued or issuable upon conversion of the Preferred request that the Company file a Registration Statement covering at least 20% of the Common issued or issuable upon conversion of the Preferred (or any lesser percentage if the anticipated aggregate offering price would exceed $5,000,000), the Company will use its best efforts to cause such shares to be registered.


The Company will not be obligated to effect more than two registrations (other than on Form S-3) under these demand right provisions.

(2) Registrations on Form S-3:  Holders of Common issued or issuable upon conversion of the Preferred will have the right to require the Company to file an unlimited number of Registration Statements on Form S-3 (or any equivalent successor form), provided the anticipated aggregate offering price in each registration on Form S-3 will exceed $1,000,000.

(3) Piggy-Back Registration:  The Investors will be entitled to “piggy-back” registration rights on registrations of the Company, subject to the right of the Company and its underwriters to reduce in view of market conditions the number of shares of the Investors proposed to be registered to not less than one-third of the total number of shares in the offering.

(4) Registration Expenses:  The registration expenses (exclusive of underwriting discounts and commissions) of all of the registrations under paragraphs (1), (2) and (3) above will be borne by the Company.

(5) Transfer of Registration Rights:  The registration rights may be transferred to a transferee that acquires at least 20% of an Investor’s shares.  Transfer of registration rights to a partner or shareholder of any Investor will be without restriction as to minimum shareholding.

(6) Other Registration Provisions:  Other provisions will be contained in the Purchase Agreement with respect to registration rights as are reasonable, including cross-indemnification, the Company’s ability to delay the filing of a demand registration for a period of not more than 90 days in certain circumstances, the agreement by the Investors (if requested by the underwriters in a public offering) not to sell any unregistered Common they hold for a period of 120 days following the effective date of the Registration Statement of such offering, the period of time in which the Registration Statement will be kept effective, underwriting arrangements and the like.

(7) No Registration of Preferred:  The registration rights set forth herein apply only to the Common and the Company will never be obligated to register any of the Preferred.

Board of Directors

The Board of Directors shall include up to five Directors, including one designated by VC, one designated by the Series A holders, and two designated by the Common Stockholders.  An independent board seat will be allocated to a person approved by both the Common and the Preferred.  The Board of Directors will have an audit committee and a compensation committee, and VC will have a right to have its designee on the compensation committee.  There will be a minimum of six scheduled board meetings per year.  The Board of Directors will approve an annual budget before the beginning of each fiscal year.


The Company agrees to indemnify all Directors and the funds they represent to the maximum extent permitted by applicable law, and to purchase directors’ and officers’ insurance to the extent such insurance is available at commercially reasonable rates.  The Certificate of Incorporation and the By-Laws of the Company shall provide the broadest indemnification of directors permitted by law.  The Company shall reimburse non-management directors for expenses associated with attending meetings of the Board or special committees thereof.

Information Rights                       So long as any of the Preferred is outstanding, the Company will deliver to each Investor holding greater than 20% of the Preferred issued annual, quarterly and monthly financial statements, annual budgets and other information reasonably requested by an Investor.

Right of First Refusal:
So long as any of the Preferred is outstanding, if the Company proposes to offer any shares for the purpose of financing its business (other than Reserved Shares or shares issued in the acquisition of another company), the Company will first offer a portion of such shares to the holders of the Series A Preferred so as to enable them to participate in 60% of any future round or at least invest to a level to maintain their percentage interest (pro rata) in the Company (which ever is greater).  Such right will expire upon an Qualified IPO, however, the Preferred will be permitted to purchase up to 10% of the public offering upon a Qualified IPO.

Co-Sale Rights:
Holders of Series A Preferred shall have the right to participate pro rata in transfers of stock for value by any selling shareholder of over 2% of the Company’s stock, subject to the customary carveouts.  Such right will terminate upon a Qualified IPO.

Non-Compete Agreements:
The investment will be contingent upon the execution of confidentiality and non-compete agreements, acceptable to the Investors, between management and the Company. 

Key Man Insurance:
As a condition of the closing, the Company shall obtain at least $3,000,000 of key man insurance on founder, with proceeds payable to the Company. 

Stock Restriction Agreements    “Founder” will execute a Stock Restriction Agreement with the Investors and the Company pursuant to which the Investors will have a right of first refusal with respect to any shares proposed to be sold by such persons.  The Stock Restriction Agreement will also contain a right of co-sale providing that before any such person may sell any of his shares, he will first give the Investors an opportunity to participate in such sale on a basis proportionate to the amount of securities held by the seller and those held by the Investors.  In addition, the Stock Restriction Agreement will restrict such person from selling more than 2% of his shares in the four-year period following  the date of purchase of the Preferred.  The Stock Restriction Agreement will also give the Company the right to repurchase such person’s unvested shares at a price equal to his original purchase price, in the event his employment with the Company terminates.   Provision will be made to motivate founding employees to remain with the company during the four-year period following the date of the Series A investment.  This will include company rights to purchase shares, and other provisions.  The rights will not be enforced in the event of an involuntary termination.

Reserved Shares                        The Company currently has 169,500 shares of Common reserved for issuance to directors, officers, employees and consultants upon the exercise of outstanding options prior to the financing.  The Company will reserve up to 558,265 additional shares of Common for issuance to such persons post the financing.  (Such 169,500 shares already reserved, and the additional 558,265 shares, are referred to as the “Reserved Shares”.)


The Reserved Shares will be issued from time to time to directors, officers, employees and consultants of the Company under such arrangements, contracts or plans as are recommended by management and approved by the Board, provided that without the unanimous consent of the directors elected solely by the Preferred, the vesting of any such shares (or options therefor) issued to any such person shall not be at a rate in excess of 25% per annum from the date of issuance.  Unless subsequently agreed to the contrary by the Investors, any issuance of shares in excess of the Reserved Shares will be a dilutive event requiring adjustment of the conversion price as provided above and will be subject to the Investors’ first refusal right as described above.  Certain holders of Reserved Shares who are officers or employees of the Company may be required to execute Stock Restriction Agreements generally as described above.

The Purchase Agreement          The purchase of the Preferred will be made pursuant to a Series A Convertible Preferred Stock Purchase Agreement drafted by counsel to the Investors.  Such agreement shall contain, among other things, appropriate representations and warranties of the company, covenants of the Company reflecting the provisions set forth herein and other typical covenants, and appropriate conditions of closing, including, among other things, qualification of the shares under applicable Blue Sky laws, the filing of a certificate of amendment to the Company’s charter to authorize the Preferred, and an opinion of counsel.  Until the Purchase Agreement is signed by both the Company and the Investors, there will not exist any binding obligation on the part of either party to consummate the transaction. Except for the section entitled “Exclusive Dealing,” this Summary of Terms does not constitute a contractual commitment of the Company or the Investors or an obligation of either party to negotiate with the other.

Expenses:
The Company will reimburse VC for legal, transaction and reasonable out-of-pocket expenses (not to exceed $35,000).  Travel expenses for board meetings are customarily reimbursable by the company, however, no travel expenses are anticipated at this time for VC. 

Other Provisions:

VC will complete satisfactory due diligence including an audit of the Company’s technology prior to close.

Finders’ Fee                                The Company and the Investors will each indemnify the other for any finder’s fees for which either is responsible.

Exclusive Dealing                        Prior to May 15, 2000, the Company shall not, directly or indirectly, through any representative, agent or otherwise, solicit or entertain offers from, negotiate with or in any manner encourage, discuss, accept, or consider any proposal of any person other than the Investors relating to the sale by the Company of its securities.  If the Company shall receive any unsolicited offer or proposal (whether oral or written) to purchase securities of the Company, the Company shall promptly provide notice thereof (if such offer or proposal was oral) or a copy thereof (if such offer or proposal was written) to the Investors.

AGREED AND ACCEPTED,

The Company

Venture Capital Firm

By:


By:



President


General Partner

Date:
 ___________________________                        Date:   ____________________________




Bibliography

Business 2.0, March 2000 edition.

Bloomberg.com, various articles.

Interview-Sunil Daliwall-Analyst- Comunications-Services/Equipment-Battery Ventures
Interview-Jack Sheehan-Independent Venture Capitalist, New port, R.I.

Interview-Warren Utt-Partner-Mt. Vernon Equity Ventures

Interview-Chris Young-Partner, New England Partners, One Boston Place, Suite 2100,


Boston, MA 02108, (617) 624-8417.

Price Waterhouse Coopers, PWCMoneyTree, www.pwcmoneytree.com

Timmons, Jeffrey A., New Venture Creation, McGraw-Hill, Boston, 1998.

Wall Street Journal Interactive Edition, www.wsj.com.










