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1.  Introduction 

1.1.  Tension between management’s desire for control, flexibility and authority vs. investors’ desire for predictable performance and accountability has escalated dramatically in the past eighteen (18) months.


1.2.  The subject of this presentation is how this tension is being dealt with at the front end, before the investment is made, in the negotiations and documentation of the terms of the venture investment in technology companies.


1.3.  The basis of what follows was a wide-ranging, informal, on-line colloquy in early August of this year among Preston lawyers in the Seattle, Portland, San Francisco and Orange County offices and corporate development and inside counsel for one of our clients operating on the investor side of the community.  This was kicked off by a seemingly simple question posed by the client:  “Could you provide us with a summary of typical or standard key provisions from term sheets for investments being made today vs. those made in mid-2000.”


1.4.  Preliminary observations and caveats:  (1) “Typical” and “standard” have always been somewhat misleading terms in this area and are probably even more so today;  (2)  the terms covered here frequently receive less attention from the parties than the core economic terms, particularly valuation, anti-dilution provisions, participation and liquidation preferences; and (3) this is no way reports a scientifically valid study or survey but simply reflects recent experience of the members of our practice group who participated in the exercise, as interpreted by me.

2.  Formal Voting Control


2.1.  With the drop in valuations, investors are obtaining a greater degree of common stock voting power for a given dollar investment.  Often, this is not a particular goal of the investor. So we are seeing increased interest in negotiating provisions which “neuter” or “sterilize” some number of the investors shares with respect to voting rights – say to a level that keeps the investor from voting a majority of the shares or brings the investor’s voting power down to something closer to what the investor would have gotten at the company’s proposed valuation.  This can be done, for example:

2.1.1.  By granting a conditional revocable proxy for the “excess” shares to persons friendly to management or independent from the investor; or

2.1.2.  By way of a voting agreement as to excess shares, requiring the investor, in the absence of specified conditions to vote those shares pro rata with of the other classes of preferred, if any, or with the common.

2.1.3.  Regardless of the mechanics, the real issue to be negotiated is under what conditions does the investor regain the voting rights to the “excess” shares?  The events and conditions triggering this are likely to include a breach of covenants, default on a material debt or failure to achieve certain operational benchmarks.

2.2.  A wider range of corporate actions and decisions now require the affirmative vote of the investor’s class of preferred stock. 

2.2.1.  Bubble terms often limited these protective provisions to matters effecting the relative rights, preferences, privileges and powers of that series of preferred stock; such as any amendment directly reducing these rights and preferences, any action resulting in the issuance of additional shares with equivalent rights and preferences, any amendment affecting existing classes of stock, which gave that old class of stock rights and preferences senior to, or at parity with, that of the investor.  Change in control provisions were not uncommon but were heavily negotiated.

2.2.2.   Currently, all of these matters are typically subject to a vote by class.  Increasingly, a super-majority within the class is required to approve such actions, increasing the potential of management frustration due to disagreements among the investor group.

2.2.3.  While perhaps not standard, provisions requiring a separate class vote on these additional actions are also more frequently encountered:; authorization of indebtedness in excess of agreed limits; authorization of  shares for the stock option plan in excess of agreed limits; and any increase in the number of directors.

3.  Control of the Board of Directors.


3.1.  Investors are increasing their presence and prerogatives on the boards of their portfolio companies.  There is a movement toward changing the investor-director role from that of  a monitor, sounding board and advisor toward more active control (actual or potential) of the board.  Bubble terms ranged from giving the investor only observer rights to one  and, less frequently,  two, directors.    


3.2.  We now usually see investors asking for two directors, with provisions to obtain a majority if covenants are breached, benchmarks from the plan are not met or a defined crisis occurs.  In what may be an extreme recent example, Series A investors asked for two seats on a five member board with veto voting rights on the fifth seat, as well as control of the audit, compensation and operations committees.  

4.  Contractually Enforced Investors’ Rights.


4.1.    In the Bubble, investors typically had contractual rights to receive periodic financial reports, annual audited statements, regular operations reports from management, periodic budgets and projections, timely notice of material adverse events, and visitation and inspection.


4.2.
Currently, a wide array of strategic and tactical management decisions are becoming subject to prior approval by the investors in a particular round (above and beyond any required approval by shareholders or the board of directors).  While not all of these provisions are likely to be encountered in any one deal, among the decisions over which investors have sought such veto power are:

4.2.1.  Changes in the nature of the company’s business, business plan or     technology platform;

4.2.2.  Spending more than a specified fraction of the capital raised in the round in any given month or quarter;

4.2.3.  Transacting any business or entering into any agreement with any member of the Board of Directors, management, employees or officers of the Company;

4.2.4.  Changing the location or nature of the business operations, or invest any funds in any concern not strictly related to its business;

4.2.5.  Making any loan or advance in excess of an agreed limit, or make an equity investment in any other company, except a wholly owned subsidiary;

4.2.6.  Make any loan or advance to any officer, employee or director except advances and similar expenditures in the ordinary course of business or under the terms of an employee stock or option plan approved by the Board of Directors;

4.2.7.  Guarantee directly or indirectly, any indebtedness except for trade accounts of any subsidiary arising in the ordinary course of business;

4.2.8.  Expend funds in excess of agreed annual limits for capital improvements or other Company infrastructure; or

4.2.9.  Enter into any agreements or leases, other than in the ordinary course of business, that obligate the Company to make aggregate annual payments in excess of agreed limits.

5.  Hiring, Employment and Compensation of Management.

5.1.  We are seeing increasing investor scrutiny, participation and control over the hiring, conditions of employment and compensation of management team members.  In addition to more active participation by investors at the board of directors described above, some investors are building additional controls into the financing documents at the beginning of the relationship.  It is not clear, however, how widely most of these provisions are being used:


5.1.1.  Removal of the CEO from the board of directors and termination of employment upon the occurrence of certain adverse events or failure to meet certain benchmarks;



5.1.2.  Right to approve the hiring or replacement of certain key officers and/or persons compensated above certain agreed maximum levels;



5.1.3.  Conversion of founders’ stock to restricted stock grants vesting over periods of up to four years from the date of investment; and



5.1.4.   Right to approve the award of stock options to any one individual and in the aggregate above certain agreed maximum amounts in specified time periods.

