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What A Term Sheet Is
Overview Of Term Sheets

• AKA “Letter of Intent,” “Memorandum of 
Understanding,” “Agreement in Principle” 

• First major step in transaction, when material terms 
of deal are negotiated and agreed to
• Focus on the deal is at its maximum
• Gives road map for lawyers to draft actual docs

• More detail generally better (especially for the 
company)
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• Not a binding agreement to fund…
• Subject to actual documents, due diligence, other closing conditions (e.g. legal opinion)
• But practically speaking, very unusual for the actual deal to vary significantly from the 

term sheet

• Some provisions are usually legally binding
• Confidentiality (company can’t disclose terms or even existence of term sheet)
• Exclusivity (company can’t shop deal - usually 30-60 days) 

Legal Effectiveness Of Provisions
Overview Of Term Sheets
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Evolution Of Capital Sources
Overview Of Term Sheets
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Types Of Early Stage Financing Deals
Early-Stage Financing Deals & Key Terminology

• Seed Financing: 
• Convertible Notes
• “Series Seed” or “Series AA” (i.e. Series A light) 

• Series A 

• Series B and later rounds
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Convertible Notes
Early-Stage Financing Deals & Key Terminology

• It is debt, so it sits above any equity (stock) in 
the “capital stack” 

• However, it also has an equity feature in that it 
converts upon specified events into stock of the 
company 

• The most common conversion is upon a 
“qualified financing” (generally an equity 
financing of a certain size), but notes can also 
provide for conversion on other events

Definition Usage
• Simpler, faster and cheaper than doing a 

preferred stock financing, but not always 

• Generally speaking
• $500k or less, use convertible notes 
• $1m or more, use preferred stock (even if 

“seed preferred”)
• But there are exceptions

• Consider your future financing needs
• If you may never need to raise more 

money, do a stock deal or build in an 
automatic/optional conversion of the 
notes at maturity 

• Consider if you are can value the stock
• Often it is a way to treat friends and 

family money fairly by deferring a 
valuation until “sophisticated investors” 
can negotiate with the company
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Series A
Early-Stage Financing Deals & Key Terminology

• Takes the form of “Convertible Preferred Stock” with lots of contractual protections and 
benefits

• Economic issues

• Make sure you understand how the economics work and are not comparing apples to 
oranges

• Control issues

• Voting control, board seats, veto powers, forced sale
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Convertible Preferred Stock
Early-Stage Financing Deals & Key Terminology

Equity ownership (junior to debt)Stock

Common Stock Basic unit of equity ownership; issued to founders/ 
employees/consultants

Preferred Preference over common stock on dividends, 
distributions, liquidation, redemption

Convertible Convertible into common stock, with all the upside of 
common stock.
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Pre-Money/Post-Money Valuations

Early-Stage Financing Deals & Key Terminology

• The “Pre-Money Valuation” allows us 

to calculate the share price and the % 

of company being sold
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Option Pool
Early-Stage Financing Deals & Key Terminology

• Options are rights to buy shares of common stock in the future at a set price. Granted to 
employees, consultants, advisors, board members

• The “pool” is the number of shares of common stock that you have reserved for options 
outstanding and options to be granted in the future

• Do we have a sufficient number of shares “reserved” to compensate and motivate existing and 
future employees? 

• The higher this number, the lower the share price for the investors, and thus the higher the 
number of shares issued for the same amount of money invested

• Bigger isn’t always better
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Option Pool
Early-Stage Financing Deals & Key Terminology

Pre-Money Valuation (Without Option Pool) Pre-Money Valuation (With Option Pool)

67%

33%

Investors Founders

67%33%

20%

Investors Founders Option Pool

“Pre-Money Valuation: The Per Share Purchase Price will be $2.00, which is based upon a fully-diluted pre-money 
valuation of $10,000,000 million and a fully diluted post-money valuation of $15 million (including an employee pool 

representing 20% of the fully diluted post-money capitalization).” 
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Control: Board Seats

Early-Stage Financing Deals & Key Terminology

• Usually preferred stock investors require one or more board seats

• Challenge: What is proper balance between founders, investors (both existing and new), and 

outside directors?

• Keep board size manageable – bigger is not always better

• Sometimes a “board observer” rather than board seat

• Think carefully about “CEO board seat” and consider “Founder board seats”
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Protective Provisions
Early-Stage Financing Deals & Key Terminology

• AKA “Negative covenants,” “Veto rights” or “blocking rights”

• Essentially a list of things the company can’t do without investors’ consent - consent at either 
the Board or Stockholder level

• This is a foot on the break, not on the accelerator

• Usually hotly negotiated

• Gets complicated in later rounds; interests of investors can diverge

• The relevant thresholds are very important depending on the dynamics of your investor base
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Dividends
Early-Stage Financing Deals & Key Terminology

• Dividends are one of the rights that make preferred stock “preferred” rather than common. Dividends increase the total return to
the preferred stockholders, and conversely decrease the total return to common stockholders. Dividends are often stated as a 
percentage of the original issue price for the preferred stock

• A protective device to provide a minimum annual rate of return on 
their investment (ex. 7-10%). It is typically tied-into the liquidation 
preference, thus giving the holders of preferred stock the right to 
receive their entire investment, plus any accrued dividends, when a 
company is sold or liquidated

• For example: Imagine a VC that bought 1,000,000 shares of 
preferred stock at an issue price of $10 per share. If these shares 
carried an annual 10% cumulative dividend and were held for five 
years then the VC's return would be 1.5x their original investment 
upon exit. The VC now gets their original investment ($10 million) 
plus any unpaid dividends ($10 million x .10 = $1 million per year x 
5 years = $5 million), thus giving the investor a total return of $15 
million

Cumulative Dividends

• Paid on the preferred stock only if the Board of Directors declares 
them; if the Board of Directors doesn’t declare a dividend during a 
particular fiscal year, the right to receive the dividend extinguishes 
and doesn’t accrue from year to year

Non-Cumulative Dividends
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Liquidation Preference & Participation
Liquidation Preference

• Applies when a “liquidation event” occurs (usually M&A)

• These preferences are especially important in the event that the company is liquidated for less 
than the amount invested in it.  In this instance, BEWARE, as the returns to common could be 
slim

• When distributing liquidation proceeds, preferred stock has right to get a certain amount of 
money back before the common stock gets anything (the “preference”)

• Sometimes “multiples” are used (1x, 2x, 3x the investment amount)

• Sometimes accruing dividends are included (essentially like adding an interest rate component 
to the preference)

• “Preference overhang” refers to the total amount of liquidation proceeds that go to the holders 
of preferred stock before the holders of the common stock begin to share in the liquidation 
proceeds
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Most Common Structures
Liquidation Preference

Three main flavors (ranked in increasing order of bitterness):

Note: preferred always get the greater of either their preference or what they would receive if they 
converted to common stock

1 Non-Participating Preferred
“First pay the Original Purchase Price on each share of Series A Preferred. Thereafter, the balance 
of any proceeds shall be distributed pro rata to holders of Common Stock.”

2 Capped Participating Preferred
“First pay the Original Purchase Price on each share of Series A Preferred. Thereafter, Series A 
Preferred participates with Common Stock on an as-converted basis until the holders of Series A 
Preferred receive an aggregate of [two] times the Original Purchase Price.”

3 Uncapped Participating Preferred 
“First pay the Original Purchase Price on each share of Series A Preferred. Thereafter, the Series A 
Preferred participates with the Common Stock on an as converted basis.”
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Examples Of Liquidation Preference
Liquidation Preference

• Assume a $5m Series A investment at $20m pre-money valuation (resulting in the Series A investors 
owning 20% of the company). The company ends up being sold for $40m without any additional 
shares issued after the Series A investment

• A “1X Non-Participating Preferred” means Series A get the greater of their $5m preference or what 
they would receive if they converted to common (i.e., 20% of $40m, or $8m)

• Result: $8m goes to the Series A (20%); $32m goes to the common stock (80%)

• A “1X Participating Preferred with a 2X Cap” means Series A get their $5m preference plus 20% of 
the remaining $35m up to a total 2X cap ($10m)

• Result: $10m goes to the Series A (25%); $30m goes to the common stock (75%)

• A “1X Participating Preferred Without a Cap” means Series A get their $5m preference (the 
“preferred”) plus 20% of the remaining $35m, or $7m (the “participating”)

• Result: $12m goes to the Series A (30%); $28m goes to the common stock (70%)
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Important Takeaways
Liquidation Preference

• Having a preference is standard, but focus on trying to minimize participation and accruing 
dividends

• Understand how the preferences interplay so that everyone’s incentives are aligned. It can get 
very complicated when multiple rounds are stacked up. In some cases you can have flat spots 
or even drastic jumps that create divergent incentives

• The early rounds set a precedent for later rounds, so early investors that are too greedy on 
terms may live to regret it (use this argument to your advantage in negotiating favorable terms 
in the early rounds)

• Sometimes preference can be used to bridge a valuation gap, but again, worry about the 
precedent in that case

• Generally not applicable in IPO
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Overview
Antidilution Protection

• Dilution is a natural occurrence in growth companies, but dilution which devalues the investor's 
ownership is what these provisions seek to protect against

• Protects investors in a future “down round” - when new money is invested at a pre-$ valuation 
(or price per share) that is lower than the previous round’s post-$ valuation

• Changes the conversion price used to calculate the number of shares of common stock issued 
when a share of preferred stock converts

• Two main treatments:
• Full ratchet
• Weighted average (broad-based and narrow based)

• Certain (critical) exceptions will not trigger the adjustment
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Weighted Average
Antidilution Protection

• Takes into account both the lower price and the actual number of shares issued in the down round

• CP2 = Conversion price immediately after new issue. (This number will be lower, meaning that the 
Preferred stock holder will be able to convert to more shares, ensuring their ownership will not be 
unfairly diluted)

• CP1 = Conversion price immediately before new issue
• A = Number of shares of Common Stock deemed outstanding prior to the new issue, including:

• all shares of outstanding common stock,

• all shares of outstanding preferred stock on an as-converted basis, and

• all outstanding options on an as-exercised basis.

• B = Total consideration received by company with respect to new issue divided by CP1
• C = Number of new shares of Common Stock issued

!"2 = !"1 × (( + *)
(( + !)
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Weighted Average
Antidilution Protection

• Suppose a company has 1,000,000 common shares outstanding and then issues 1,000,000 
shares of preferred stock in a Series A offering at a purchase price of $1.00 per share. The 
Series A stock is initially convertible into common stock at a 1:1 ratio for a conversion price of 
$1.00

• Next, the company issues a Series B offering for an additional 1,000,000 new shares of stock at 
$0.50 per share. The new conversion price for the Series A shares will be calculated as follows:

• CP2 = $1.00 x (2,000,000 + $500,000) / (2,000,000 + 1,000,000) = $0.8333.

• This means that each of the Series A investor’s shares now convert into 1.2 shares of common 
stock (Series A original issue price/conversion ratio = $1.00 /$0.8333 = 1.2)
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Full Ratchet

Antidilution Protection

• Works by simply reducing the conversion price of the existing preferred to the price at which 

new shares are issued in a later round

Example
• If the preferred investor bought in at $1.00 per share, and later a down round occurs in which 

stock is issued at $0.50 per share, that same investor's shares will now convert at $0.50 each

• In this example, you can see that the preferred shares became convertible into two 

common shares post-issuance, where under weighted average the preferred shares became 

convertible into 1.2 shares
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Founder Vesting
Other Key Terms

• Will often get renegotiated

• Focus on what is vested up front and 
what happens on change of control

• Ability to purchase shares for sale by 
founders/management (and 
sometimes also other investors)

Issue Date Cliff
A pre-agreed date upon which the 

first portion of the shares vest.

Fully Vested
Once shares are vested, 

they are owned outright.

Sale
Usually shares are sold on “exit”, 

or when leaving the company. 

Am
ou

nt
 V
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d

Vesting Period
The period between the issue date and when the shares are full vested.

Additional Grants
Usually awarded to key 

employees (including founders) 
during and after Vesting Period)

Founder Vesting Right Of First Refusal (“ROFR”)
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Tag Along & Drag Along Rights
Other Key Terms

• Ability to sell along side 
founders/management (and 
sometimes also other 
investors)

Selling Shares $/Share

Right to Sell Shares at Same 
Price

Right to Get Other Shareholders to 
Sell

Selling Shares $/Share

• Ability to force all stockholders 
to go along with a sale that 
meets certain conditions

• Focus on appropriate 
thresholds for 
founders/common stock

Co-Sale (“Tag Along”) Rights Drag Along Rights
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• Right to participate in future financings

• Make sure it is based on fully diluted ownership, 
not % of preferred

Pre-Emptive Rights

Pay To Play • Ability for investors to force each other to invest in 
future rounds

Information Rights • Make sure appropriate restrictions on use and not 
sent to competitors

Registration Rights (IPO) • Standard and not worth heavily negotiating as 
long as reasonable

Other Important Terminology
Other Key Terms
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• Usually piggyback off of the Series A terms

• Realize you will have to live with the Series A, 
generally terms can only get worse, not better

• Further dilution and control issues

Series B & Later

Growth Equity • Could be similar terms or could be opportunity to 
recap and cash out prior investors (and some 
portion of founder equity)

IPO • The big homerun, but liquidity for the founders is 
still not necessarily immediate

Series B & Later
Other Key Terms



32

Overview Of Term Sheets1

Liquidation Preference3

Early-Stage Financing Deals & Key Terminology2

Antidilution Protection4

Other Key Terms5

Final Thoughts6



33

• Best terms will come 
from competition

• Try to land multiple term 
sheets in a short window 
to increase your leverage 
and options

Generate Scarcity & 
Interest

• All money is not created 
equal

• Like a marriage with kids 
involved, you will be with 
them for a long time

• Think about how a given 
syndicate of investors 
positions you for the 
next round, including 
issues like signaling and 
available dry powder

• Do reference checks on 
your investors with 
others they have funded

Choose Your 
Investors Wisely

• Make sure you know 
what really matters to 
you, and understand the 
market dynamics

• Don’t be afraid to ask 
“why do you need that?”

Choose Your 
Fights Wisely

• This stuff gets complicated 
fast

• Hire a lawyer with 
experience. And do it early 
(before negotiating the 
term sheet!)

Choose Your 
Legal Advisors 

Carefully

Suggestions To Founders
Final Thoughts
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