
PERSONAL AND CONFIDENTIAL
[Date] __, 2001

Mr[s]. [_______]
Chairman and President
[Company]
[Address]
Dear Mr[s]. [_______]
This letter (“Letter”) sets forth our understanding in principle with regard to a proposed investment in [Company] (the “Company”) to be made by [_________________], and one or more affiliated entities (collectively, “[_________]”).

1. Summary Transaction; Securities to be Purchased.

At the closing of [_________]’s investment in the Company (the “Closing”), [_________] will invest $[__] million [, of a $[__] million round] (the “Preferred Round”), in a newly-issued class of participating preferred stock to be designated as [__]% Series [A] Convertible Participating Preferred Stock (the “Participating Preferred”) at an original purchase price of $[__] per share (the “Original Purchase Price”).
  As reflected in Annex A,
 the Participating Preferred will (assuming full conversion thereof immediately after Closing) represent approximately [__]% of the fully diluted capitalization of the Company, at a $[__] million pre-money valuation assuming the issuance and exercise in full of all of the shares ([insert total option pool shares]) of the Company’s common stock (the “Company Common Stock”) available for issuance under the Company Plan (as hereinafter defined) [after giving effect to the increase (from [__] to [__]) of the number of shares available for issuance under the Company Plan to be effectuated immediately prior to the consummation of the Preferred Round]
. The Company shall use the proceeds of the Preferred Round for [general corporate purposes] [describe use of proceeds].

2. Capitalization.

The Company will be capitalized immediately after the consummation of the Preferred Round, on a fully-diluted basis, in the manner set forth in the pro forma capitalization table attached hereto as Annex A.

3. Terms of the Participating Preferred.

a. (Conversion.  Each holder of the Participating Preferred will have the right to convert all or any part of its Participating Preferred, at any time and from time to time, into shares of Company Common Stock.  All shares of Participating Preferred will convert automatically into shares of Company Common Stock in the event of [(i) an election to so convert by [two-thirds] of the holders of the Participating Preferred or (ii)] a Qualified IPO (as hereinafter defined).  The total number of shares of Company Common Stock into which each share of Participating Preferred may be converted initially will be determined by dividing the Liquidation Preference (as hereinafter defined) by the Conversion Price (as hereinafter defined). 
  The “Conversion Price” shall initially be the Original Purchase Price.

b. Redemption.  There will be no mandatory redemption of the Participating Preferred by the Company at any time.  [The holders of a majority of the Participating Preferred shall have the right to cause the Company to redeem the Participating Preferred at any time on or after the [seventh] anniversary of the Closing Date (as hereinafter defined).] The redemption price shall be equal to the greater of the fair market value of the Participating Preferred [as determined by an unaffiliated valuation firm selected by [_________] at the expense of the Company] [as determined by the Board (as hereinafter defined)] or the Liquidation Preference.

c. (Anti-Dilution Protection.  The Participating Preferred will be protected against dilution if the Company effects a subdivision or combination of its outstanding Company Common Stock or in the event of a reclassification, stock dividend, or other distribution payable in securities of the Company and shall have [standard weighted-average] [full-ratchet] anti-dilution protection, subject to standard exceptions.

d. (Voting Rights.  On all matters not specifically outlined herein, the holders of the Participating Preferred shall be entitled to vote on any and all matters on which holders of the Company Common Stock are entitled to vote on an “as if” converted basis.  Additionally, the holders of a [majority]
 of the Participating Preferred will be required to approve the following actions:

(i) the issuance of any options (other than options or other convertible securities issued pursuant to the [2000] Company Stock Incentive Plan, as amended (the “Company Plan”)), the issuance of equity or equity-linked securities (other than equity or equity-linked securities that are junior to the Participating Preferred), any redemption (other than of the Participating Preferred, if applicable), repurchase or acquisition of equity or equity-linked securities, the issuance of debt for borrowed money, or the re-pricing of any options;

(ii) the taking of any action that could result in a Liquidity Event (as such term will be defined in the Definitive Documentation (as hereinafter defined));

(iii) an acquisition by the Company [or any subsidiary of the Company (a “Subsidiary”)] of any business (whether by purchase of stock or assets) for consideration in excess of $[2,000,000], or any expenditures in excess of $[500,000] not included in the annual operating budget;

(iv) any changes in accounting methods or policies (other than as required by U.S. generally accepted accounting principles), and any change in the Company’s [or any Subsidiary’s] auditors;

(v) the pledging of assets (other than in connection with capital leases or other financings that have been previously approved by the holders of a [majority] of the Participating Preferred;

(vi) changes in the certificate of incorporation or bylaws of the Company [or any Subsidiary];

(vii) any sales or other dispositions of assets exceeding $[_________];

(viii) the adoption of an annual budget, operating budget or business plan ;

(ix) changes in the strategic direction or lines of business of the Company [or any Subsidiary] not specified in the business plan approved by the Board;

(x) the creation of any subsidiaries;

(xi) the making of investments in any other entities;

(xii) commencing or terminating the employment of the chief executive officer, chief financial officer or chief operating officer of the Company or any Subsidiary, or amending or revising the terms of any employment agreement with any such officer;

(xiii) altering the size of the Board;

(xiv) agreeing to any action which may impair the Company’s ability to honor the rights and preferences of the Participating Preferred;

(xv) the Company [or an Subsidiary] entering into any contract or agreement with any officer, director, stockholder or employee of the Company [or any Subsidiary], including, without limitation, for the sale or repurchase of any of the Company’s [or any Subsidiary’s] outstanding capital stock, or rights, warrants or options therefor (other than (A) repurchase rights existing on or prior to the date of this Letter or (B) any contract or agreement entered into with such person on an arms-length basis);

(xvi) the declaration or payment of any dividends;

(xvii) the granting of any exclusive rights to any intellectual property of the Company;

(xviii) the granting of any exclusive distribution rights; and

(xix) agreeing to take any of the foregoing actions.

e. (Liquidation Preference.  The Participating Preferred will be senior to all other equity securities of the Company.  The holders of the Participating Preferred shall receive first, before any payments to holders of any other equity securities of the Company, an amount equal to 100% of the Original Purchase Price plus any accrued but unpaid dividends (the “Liquidation Preference”), and then an amount equal to their pro rata share of the remaining assets available for distribution to equityholders on an “as if” converted basis, together with the holders of the Company Common Stock.

f. Qualified Initial Public Offering. A qualified initial public offering (a “Qualified IPO”) shall be defined as the consummation of a firm commitment underwritten public offering for the account of the Company underwritten by a nationally recognized underwriter satisfactory to the holders of a majority of the Participating Preferred, whereby the Company raises aggregate proceeds (net of underwriting discounts and commissions, if any) of $[35.0] million or more [at a per share price of at least [5.0]x the Original Purchase Price].
g. (Dividends. Dividends shall accrue daily at a rate of [___]% and compound [annually] [quarterly].  Dividends shall accrue whether or not earned or declared (and regardless of whether sufficient funds are legally available therefor) and shall be cumulative from the Closing Date. 

h. (First Offer Rights.  If the Company issues shares of any new equity or equity-linked securities, the holders of the Participating Preferred will have the right to purchase any or all of such offering, subject to standard exceptions.

4. Other Rights and Provisions of the Participating Preferred Stock

a. (Board of Directors.  At the Closing, the Board of Directors of the Company (the “Board”) will consist of [five] members.  [Two] members will be appointed by the holders of a majority of the Participating Preferred (the “Participating Preferred Directors”), [two members] will be appointed by the Major Stockholders (as hereinafter defined) (the “Major Stockholder Directors”) and [one] member will be appointed jointly by the Participating Preferred Directors and the Major Stockholder Directors.  The Participating Preferred Directors designated to serve as  representatives on the Board initially will be [_____] and [_____].

(i) Director and Advisor Expenses. The Company shall bear all travel and related expenses incurred by the Participating Preferred Directors associated with attending meetings of the Board and other Company meeting and the Participating Preferred Director’s monitoring of the investment in the Participating Preferred.  The Company shall also bear travel and related expenses incurred by any advisors to the Board related to such matters.

(ii) Committees of the Board. At the first Board meeting following the Closing, compensation and audit committees will be established as outlined below.

Compensation Committee:

A compensation committee of the Board will be formed consisting of [one] Participating Preferred Director and [one] Major Stockholder Director(s).  The compensation committee will approve all increases in executive compensation, annual executive bonuses and all option grants.

Audit Committee:

An audit committee of the Board will be formed consisting of [one] Participating Preferred Director and [one] Major Stockholder Director(s).  This committee will approve the engagement of the Company’s auditors and approve the audit prior to its issuance each year.

(iii) Indemnification of the Board. On or before the Closing Date, the Company shall have obtained director and officer liability insurance from a nationally recognized insurance company rated “A” or above, and otherwise in form and substance satisfactory to the Participating Preferred Directors; provided, further, that the Company shall indemnify all directors to the fullest extent permissible under applicable law.

b. (Registration Rights.  The holders of the Participating Preferred will be granted registration rights, including (a) two long form demand registrations [at any time] [after the Company’s IPO] [at any time after [insert date]], (b) unlimited piggyback rights, and (c) unlimited S-3 or equivalent demand rights.  The holders of the Participating Preferred and each of the other Major Stockholders will agree to a market standoff of no more than [180] days.  The Company will pay all expenses in connection with the exercise of the above rights.  The holders of the Participating Preferred will have priority in all registrations.  The Definitive Documentation will also provide for unlimited transferability of registration rights and other customary registration provisions. [A separate registration rights agreement will provide unlimited piggyback registration rights to the other Major Stockholders.]
c. Stockholders’ Agreement. The holders of the Participating Preferred and all stockholders owning [1]%
 or more of the Company Common Stock on a fully-diluted basis (“Major Stockholders”) shall become parties to a Stockholders’ Agreement which shall include, among the other items, the terms set forth below in this Section 4(c).  The Stockholders’ Agreement will terminate upon the earlier to occur of (i) the effective date of a Qualified IPO by the Company or (ii) consummation of a Liquidity Event.
(i) (Co-Sale Rights. The holders of the Participating Preferred will have the right to participate in any sale of stock by the Major Stockholders, on a pro rata basis on the same terms as such sellers have proposed to accept.

(ii) (Right of First Refusal. The holders of the Participating Preferred will have a right of first refusal in the event any Major Stockholder proposes to sell any shares of stock of the Company owned by them.  Such right of first refusal shall be exercisable at the same price and on the same terms as the holders of such stock have proposed to accept.  Such right of first refusal will be pro rata among the holders of the Participating Preferred.  This right of first refusal shall not apply to any proposed sale of the Participating Preferred (or any securities into which it is convertible).

(iii) (Information Rights.  Each holder of Participating Preferred will have the right to (A) inspect the books of the Company, and the Company shall deliver in a form reasonably acceptable to such holder: (1) monthly and quarterly unaudited financial statements within 20 days and 30 days, respectively, after the end of such period, including (x) the unaudited balance sheet of the Company for such period, (y) the unaudited statements of income and cash flows of the Company for such period and (z) an unaudited schedule of total expenses by account for such period, and, with respect to items (x) and (y) above, the unaudited comparative statements of income of the Company for the year-to-date and the current budget of the Company for the year-to-date, each as of the last day of such period , including revised projections, if any, (2) annual audited financial statements within 3 months after the end of the year, and (3) [monthly] [quarterly] and annual management projections and budgets one month prior to the start of the year; and (B) with respect to any proposed Sale of the Company, IPO, or other significant corporate event, such holder shall (1) receive timely notice of such proposed transaction, (2) have the right to retain separate counsel, reasonably satisfactory to the Company, who’s fees and expenses shall be reimbursed by the Company, and (3) be afforded adequate time to review and comment on any agreements relating thereto.

(iv) (Drag-Along Rights.  In the event of any Sale of the Company which has been approved by the holders of a majority of the Participating Preferred (an “Approved Sale”), all of the Company’s stockholders shall be required to transfer their shares of stock pursuant to such sale and take any and all other steps required to consummate such sale.

(v) Forced Sale.  [If a Qualified IPO or an Approved Sale has not occurred on or prior to the [fifth] anniversary of the Closing] or [if the Company fails to comply with its obligations under Section 3(b) of this Letter], the holders of the Participating Preferred shall have the right to force the Sale of the Company, by delivering a written notice to the Board of the election to effect a Sale of the Company.  Upon such election, the Company shall retain a nationally-recognized investment bank (which shall be acceptable to the holders of the Participating Preferred) for the purpose of effecting a Sale of the Company.  The Company shall also cause its officers and directors to cooperate in the sale process as requested by such investment bank and the holders of the Participating Preferred and shall permit a nominee of the holders of the Participating Preferred to represent the Company in such sale process.

5. Documentation and Covenants.

a. Representations and Warranties.  The Company will make representations and warranties which are typical in transactions of this type.  The Definitive Documentation will also contain closing conditions (including those specified in Section 6 below), and covenants and other customary terms and provisions.

b. (Transaction Fees. The Company shall pay all of [_________]’s transaction-related expenses, up to $[50,000], including, but not limited to, legal and accounting fees [whether or not the proposed Preferred Round shall be issued or the Closing occurs].
c. HSR Act Fees.  The Company shall pay any and all fees related to filings required by the Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended (“HSR Act”).
d. Key Man Life Insurance.  At the request of [_________], the Company shall maintain key man life insurance, payable to the Company, in the amount of $[__] million on the life of [_____].

e. Invention Assignments, etc. The Company will require all current and future employees, including [names of founders] (the “Founders”), to enter into non-disclosure and inventions assignment agreements in each case in a form reasonably acceptable to the Company and the holders of the Participating Preferred.

f. ([Repurchase of the Founders’ Stock and Stock Options. The Company Common Stock owned by the Founders will be subject to vesting over a [two] [three]-year period on a quarterly basis.  For purposes of any repurchase rights, stock options that have vested under the terms of the stock option plan shall be treated as vested stock.  Stock options or stock that is not vested under the terms of the stock option plan or otherwise shall terminate upon a termination of employment for any reason.  [If a Founder’s employment terminates, the Company first, and the holders of the Participating Preferred second],
 will have the option to purchase the Founder’s vested stock and vested stock options as follows: (i) upon termination on the death or disability of the Founder or termination without cause, the vested stock and vested stock options may be purchased at fair market value (to be determined by the Board in good faith, with a dispute resolution procedure); and (ii) upon a termination for cause or if the Founder resigns, the vested stock and vested stock options may be purchased at the Founder’s original cost.]

6. Closing Conditions.

a. Financial, Due Diligence and Definitive Documentation.  This Letter and the transactions contemplated hereby are subject to: (i) [_________]’s receipt of, and satisfaction with the Company’s financial statement projections for fiscal year [_____] and [_____]; (ii) satisfactory completion of customary due diligence investigation of the Company by [_________] and its representatives and advisors; and (iii) negotiation, execution and performance of mutually satisfactory definitive documentation among the parties to be drafted by counsel to [_________] (collectively, the “Definitive Documentation”), which the parties shall use commercially reasonable best efforts to complete prior to the expiration of the Exclusivity Period (as hereinafter defined).

b. Stock Options.  The options shall vest [in accordance with the vesting schedule set forth on Annex ___] [as determined by the Board].

c. Employment Contract(s).  [_____] [and other senior managers] will [each] agree to enter into an employment agreement with the Company for a period of [three (3) years] from the Closing Date, which shall contain non-competition, non-solicitation, invention assignment, confidentiality provisions and other provisions satisfactory to the holders of the Participating Preferred.

d. Legal Opinion.  Counsel to the Company shall deliver a legal opinion reasonably satisfactory to [_________], including, among other things, the qualification of the offering under federal securities laws, as well as under applicable state “Blue Sky” laws.

e. HSR Act Filings.  The Company shall have completed any filings required under the HSR Act.

f. Consents.  The Company shall have obtained all consents necessary to consummate the transactions contemplated hereby.

7. Disclosure.  From and after the date hereof, until completion of the Preferred Round, [_________] and the Company agree that they shall make no written or other public disclosures regarding the proposed transaction or regarding the parties hereto to any individual or organization without the prior written consent of the other party, except as may be required by law.  After the Closing, the Company shall make no written or other public disclosure regarding [_________] without the prior written consent of [_________], except as may be required by law.

8. Confidential Information.  [_________] and the Company agree that all information received from the other party will be held in confidence, and should the parties not execute the Definitive Documentation on or before the expiration of the Exclusivity Period, [_________] agrees to return all financial information, data and documents (in particular any confidential agreements or other proprietary property or information) received from the Company upon the request of the Company.  [_________] also agrees to use all information solely for the purpose of evaluating the proposed investment in the Preferred Round.  In addition, no such information will be supplied or otherwise disclosed by [_________] to any person (other than the agents, employees, partners or representatives of [_________]) unless the Company consents in writing to such disclosure and such person agrees in writing to be bound by the terms hereof.

9. Closing and Termination.  Both parties will work towards a closing on or before [Date] __, 2000, or such other date as [_________] and the Company may agree in writing (the “Closing Date”).  If the Definitive Documentation is not entered into on or before the Closing Date, this Letter shall automatically terminate on such date and the parties shall thereafter have no further obligations hereunder (except for the provisions contained in Sections 5(b), 7, and 8 which shall survive such termination).  Either party may terminate this Letter at any time prior to execution of the Definitive Documentation and the parties shall thereafter have no further obligations hereunder (except for the provisions contained in Sections 5(b), 7, 8 and 11).

10. Information Requests.  The Company agrees to provide [_________] and its representatives and advisors with the information necessary to complete a due diligence review satisfactory to [_________].  The Company agrees that it will make its personnel and business records available to [_________] and its representatives and advisors upon reasonable notice during normal business hours.  The Company agrees that it will co-operate with [_________] to ensure that [_________] and its representatives and advisors receive all information necessary to effect any securities, governmental or other filings.
11. (Exclusivity.  In consideration of the time, costs and resources [_________] is devoting to its due diligence review of the Company, the Company agrees that during the period beginning on the date of this Letter and ending on the Closing Date (the “Exclusivity Period”), neither the Company nor any stockholder of the Company shall, without the consent of [_________], nor shall the Company authorize any of its employees, officers, directors, representatives or agents to, solicit, initiate, encourage or engage in discussions or negotiations with, or provide any information to, or take any other action to otherwise facilitate the efforts of, any third party with respect to a financing of or investment in the Company (including by way of the purchase of any capital stock or other securities from the Company), or acquisition of the Company (including by way of merger, purchase of capital stock or purchase of assets), or that would otherwise be inconsistent with the terms of this Letter, or that would prohibit the performance of the Company’s obligations under this Letter or that could be expected to diminish the likelihood of or render impracticable the consummation of the transactions contemplated hereby (each, a “Prohibited Transaction”), or enter into any agreement or arrangement with respect to, or authorize or consummate, a Prohibited Transaction.  If the Company or any officer, director, stockholder, representative or agent thereof, receives an offer or proposal to enter negotiations relating to any Prohibited Transaction, such party shall immediately notify [_________] of such offer or proposal (including the terms and conditions thereof and the identity of the third party) and shall not entertain any such offer and shall communicate its unwillingness to entertain such offer to such offering party.  Upon the execution and delivery of this Letter, the Company and its officers, directors, stockholders, representatives and agents shall terminate all discussions, if any, it or they may be having with respect to a Prohibited Transaction. If, however, [_________] terminates this Letter for any reason prior to the expiration of the Exclusivity Period, the Company shall not be bound to the aforementioned exclusivity.

12. (No Binding Effect or Liability.  The parties understand and acknowledge that this Letter is not a legally binding agreement (except for the provisions contained in Sections 5(b), 7, 8, and 11) and that the failure to execute and deliver the Definitive Documentation shall impose no obligation or liability on [_________] or the Company.  Neither [_________] nor any affiliate shall have any liability whatsoever in the event that the transactions contemplated or proposed hereby shall not be consummated.
13. No Brokers.  Each of the Company and [_________] represent and warrant that it has incurred no liability for any brokerage fees, agents’ fees, commissions or finders’ fees (collectively, “Finder’s Fees”) in connection with this Letter or the consummation of the transactions contemplated hereby.  The Company [and the Founders] will indemnify [_________] [jointly and severally] for any Finder’s Fees for which the Company [and the Founders] is responsible.

14. Remedies.  The Company understands that a breach by it of this Letter will cause irreparable and material loss and damage to [_________] as to which [_________] will not have an adequate remedy at law or in damages and that, accordingly, the Company agrees (a) that the issuance of an injunction or other equitable remedy shall be an appropriate remedy for any such breach and (b) to reimburse [_________] for the expenses and fees (professional and otherwise) which are incurred and paid by such parties in connection with any legal proceedings in which enforcement of this Letter is sought.

15. Assignment; Expiration of Offer.  The parties understand and acknowledge that [_________] may assign its rights and obligations under this Letter.  This offer expires at the end of business on [Date], 2000 unless it has been previously executed by [_________] and the Company.

16. Incorporation.  The Company [will be incorporated / will reincorporate in Delaware].

17. Governing Law.  New York law will govern this letter and all of the Definitive Documents.

Yours sincerely,

[_____________________________]

By:
[_________________________],

its general partner

By:__________________________
[Name]
Partner

Accepted and Agreed:
[Company]
By:
___________________
[Name]
Chairman and President

Date:  __________________

ENDNOTES
These notes should be read carefully (and deleted) before issuing the Letter to the Company.

(  NOTE: all provisions denoted with “(” must be discussed with the [_________] partner and [____] professional prior to effecting a significant change or deviation.





�	If additional investors may participate in the Preferred Round consider adding the following alternative.


In addition, it is currently anticipated that an additional $[__] million of the Preferred Round will be invested by [name of additional investor] and the remaining $[__] million of the Preferred Round will be invested by other investors to be mutually satisfactory to [_________] and the Company.


�	The Company should prepare the capitalization table which should be attached to the Letter as Annex A.  Annex A should also describe post-closing percentage ownership, pre-money valuation, etc. to avoid misunderstandings.


�	To be included and modified, as applicable, when the Company has an existing stock option plan.  Remember to include stock option pool when negotiating and determining valuation.


�	The following provisions should be included and modified, as applicable, when [_________] contemplates more than one Closing or if [_________]’s investment contemplates warrants.


The Preferred Round will be invested in two closings.  The first closing shall consist of an investment of $[__] million.  The second closing shall consist of an investment of $[__] million and will be made no later than [90] days after the first closing and will be contingent upon the satisfactory completion of a list of pre-determined business objectives which [are set forth on Annex __] [have been discussed with the Company’s management] (the “Milestones”).  The determination as to whether the Milestones have been achieved shall be solely within [_________]’s discretion.


In addition, for a nominal purchase price, the Company shall issue to [_________] warrants (the “Warrants”) to purchase an additional [__] shares of Participating Preferred at an exercise price equal to [three] times the Original Purchase Price (adjusted for splits, repurchases, etc.).  The Warrants will be immediately exercisable and will expire [__] months after the Closing Date. The Warrants will be protected against dilution if the Company effects a subdivision or combination of the outstanding Company Common Stock or in the event of a reclassification, stock dividend, or other distribution payable in securities of the Company and shall have standard [weighted-average] [full-ratchet] anti-dilution protection, subject to standard exceptions.


	In addition to the warrant coverage set out above, the following mechanism may also be considered to ensure a targeted return on the investment.


In addition, for each share equivalent purchased by [_________], the Company shall issue to [_________] warrants (the “Warrants”) to purchase an additional [2.5] shares of Participating Preferred at an exercise price of $0.01.  The Warrants will vest based upon the per share price of the Company Common Stock in either an acquisition of the Company or a Qualified IPO (as hereinafter defined).  In the event of an acquisition, if the per share price of the Company is valued at less than [2.5x] the Original Purchase Price, then a portion of the Warrants would be exercisable until [_________] has achieved a [2.5x] return on its Participating Preferred.  If the implied valuation of the Company is higher than [2.5x] the Original Purchase Price then the Warrants shall expire.  In the event of a Qualified IPO the same vesting criteria will apply to the Warrants.  The per share price will be calculated based on the share price of the first [30 trading days] following a Qualified IPO.  The Warrants will be protected against dilution if the Company effects a subdivision or combination of the outstanding Company Common Stock or in the event of a reclassification, stock dividend, or other distribution payable in securities of the Company and shall have standard full-ratchet anti-dilution protection, subject to standard exceptions.


�	In addition to the standard provisions set forth in Section 3, [_________] may also want to consider a “friends and family” IPO participation right as set forth below which should be included as subsection (i) of Section 3.


(i)  IPO Participation.  In connection with the Company’s initial public offering (the “IPO”), subject to applicable laws and regulations, the Company shall use reasonable efforts to require the managing underwriters to establish a directed share program and in connection therewith to offer the holders of the Participating Preferred the right to purchase [10%] of the shares of the total IPO share offering on the same terms (including price) and subject to the same conditions as are applicable to the public in the IPO.


�	The voluntary conversion right should not be “all or none” as [_________] may want to convert a portion of its stock to participate in a tag/co-sale transaction.


�	If the Company and [_________] agree on a pre-money valuation which is based upon revenues to be achieved post-Closing (or another metric to be achieved post-Closing), a pricing ratchet provision tied to the achievement of such results should be considered.  The pricing ratchet would adjust the Conversion Price so that if actual results are less than the target, the Conversion Price would be decreased proportionately.  Note: [_________] should not agree to a pricing ratchet in which the Conversion Price may be increased (e.g., if actual results exceed the target).  This provision must be discussed with the [_________] deal partner.  The following provision may be considered:


[_________] and the Company hereby acknowledge that the $[__] pre-money valuation of the Company set forth in Section 1 above assumes projected [revenues] for the [upcoming twelve month period ending [date] (the “Measurement Period”)] of $[_______] (the “Target Amount”).  If, as of the last date of the Measurement Period, the actual [revenues] (as determined by an audit by the Company’s independent accountants satisfactory to [_________]) for the Measurement Period (the “Actual Amount”) are less than the Target Amount, the Conversion Price then in effect shall be reduced and reset based on the following formula: 


			CP = A x (B/C)


		where:


			CP = the reset Conversion Price�			A   = the Conversion Price in effect immediately prior to such adjustment�			B   = the Actual Amount�			C   = the Target Amount


There shall be no adjustment to the Conversion Price if B/C shall equal or exceed 1 and the actual [revenues] during the Measurement Period shall be computed in accordance with GAAP, consistently with the Company’s financial statements dated ________ and shall be proportionately adjusted to give effect to any divestitures, acquisitions, capital expenditures or other corporate transactions which were not assumed in determining the Target Amount.


�	In this situation, the Company probably wouldn’t have the money to redeem the Participating Preferred, so the practical effect is to force an exit because the redemption date is approaching.  A better alternative is a forced sale (i.e., [_________] can force a Sale of the Company at a specified time in the future - see Section 4(c)(v)).


� 	It is advisable to postpone the negotiation of the exceptions to the anti-dilution provisions until the Definitive Documentation is negotiated.  If the Company insists on including the exceptions in the Letter, the following provisions may be considered.  Obviously, it is better for [_________] to limit the number of carve-outs in this circumstance.


The foregoing anti-dilution protection shall not include (i) the issuance of securities not to exceed [___] shares in the aggregate (including securities granted or to be granted) to employees, officers, directors and bona fide consultants pursuant to a Board-approved option or incentive plan, including the Company Plan (as hereinafter defined), (ii) the issuance of stock, warrants or other securities to a bank or similar institution in connection with a financing not to exceed [___] shares in the aggregate, (iii) the issuance of any shares of Company Common Stock upon the conversion of any share of Participating Preferred, (iv) the issuance of any shares of Company Common Stock pursuant to options, rights or warrants previously granted, outstanding or issued prior to the original date of issuance of shares of Participating Preferred and (v) securities issued in connection with acquisitions of other entities that are approved by the Board, including the approval of at least one Participating Preferred Director (as hereinafter defined).


�	If additional investors may participate in the Preferred Round, [_________] may want to increase the threshold beyond a majority.


�	It is advisable to postpone the negotiation of this provision until the Definitive Documentation is negotiated.  If the Company insists on including a definition in the Letter, the following definition may be used.


A “Liquidity Event” means (i) any voluntary or involuntary liquidation, dissolution or winding up of the Company, or (ii) any Sale of the Company.


“Sale of the Company” means (i) the sale of all or substantially all of the Company’s assets, (ii) the sale or transfer of the outstanding shares of capital stock of the Company, or (iii) the merger or consolidation of the Company with another person or entity, in each case in clauses (ii) and (iii) above under circumstances in which the holders of the voting power of the outstanding capital shares of the Company, immediately prior to such transaction, own less than 50% in voting power of the outstanding capital shares of the Company or the surviving or resulting corporation or acquirer, as the case may be, immediately following such transaction. A sale (or multiple sales) of one or more subsidiaries of the Company (whether by way or merger, consolidation, reorganization or sale of all or substantially all assets or securities) which constitutes all or substantially all of the consolidated assets of the Company shall be deemed a Sale of the Company.


�	If the Company objects to this provision on the grounds that it should be able to amend its certificate of incorporation or bylaws if the changes do not have an effect on the Participating Preferred, the following language may be added to this provision.


that would alter or change the powers, preferences, or rights of the shares of Participating Preferred.


� 	Exclude the Participating Preferred from this restriction if it is to receive dividends.


� 	It is likely that counsel for the Company will seek to cap the Liquidation Preference.  If this is the case, [_________] should include the following provision in the first draft of the Letter instead of Section 3(e).


	Liquidation Preference.  The Participating Preferred will be senior to all other equity securities of the Company.  The holders of the Participating Preferred shall receive first, before any payments to holders of any other equity securities of the Company, an amount equal to the greater of (x) [100]% of the Original Purchase Price plus any accrued but unpaid dividends (the “Liquidation Preference”), plus an amount equal to their pro rata share of the remaining assets available for distribution to equityholders on an “as if” converted basis, together with the holders of the Company Common Stock (not to exceed [___ x] the Original Issuance Price in the aggregate ) and (y) an amount equal to their pro rata share of the assets available for distribution to equity holders on an “as if” converted basis, together with the holders of the Company Common Stock.


	The Liquidation Preference is drafted to include “accrued and unpaid dividends.”  If dividends are structured to be non-cumulative, since in practice they are unlikely to be declared, this inclusion is of limited utility.  If dividends are cumulative, this formulation means that [_________] can convert the accrued dividend into Company Common Stock.  An alternative to including cumulative accrued dividends in the Liquidation  Preference is to provide for their payment in cash upon a Liquidity Event.  If this is desired, add the following at the end of the sentence:


	Upon a Liquidity Event, all accrued and unpaid dividends shall be due and payable in cash.


	It will also be necessary in the conversion mechanics to provide that the numerator excludes accrued and unpaid dividends when computing the conversion ratio.


�	The Letter provides for accrual of a stated cash dividend.  Although this is becoming less common in “typical” venture capital investments, it may be  worth pursuing as a first position.  The more common dividend provision is the “when, as and if” provision which is set forth below.  If the Company rejects the stated dividend, the following language can be used and should replace the language in the Letter.


The Participating Preferred will participate in all dividend payments on an “as if” converted basis when, as and if a dividend is paid to the holders of the Company Common Stock.


�	The provision in the Letter contemplates that first offer rights will be given only to the holders of the Participating Preferred; if however, first offer rights will be given to the holders of the Participating Preferred and to the other Major Stockholders then this provision should be moved to Section 4(c) so that it is included in the Stockholders’ Agreement and the language in the Letter should be replaced with the following language.


If the Company issues shares of any new equity securities, the holders of the Participating Preferred and the Major Stockholders will have the right to purchase their respective pro rata share of such new equity securities (or securities convertible into equity securities) issued by the Company.


	It is advisable to postpone the negotiation of the exceptions to the first offer rights until the Definitive Documentation is negotiated.  If the Company insists on including the exceptions in the Letter, the following provisions may be considered.  These exceptions should be the same as those for the Anti-Dilution provision.


provided, however, that such first offer rights shall not apply with respect to (i) the issuance of securities not to exceed [___] shares in the aggregate (including securities granted or to be granted) to employees, directors, bona fide consultants and others pursuant to a Board-approved option or incentive plan, including the Company Plan (as hereinafter defined), (ii) the issuance of stock, warrants or other securities to a bank or similar institution in connection with a financing not to exceed [___] shares in the aggregate, (iii) the issuance of any shares of Company Common Stock upon the conversion of any share of Participating Preferred or any other class or series of preferred stock, (iv) the issuance of any shares of Company Common Stock pursuant to options, rights or warrants previously granted, outstanding or issued prior to the original date of issuance of shares of Participating Preferred and (v) securities issued in connection with acquisitions of other entities that are approved by the Board, including the approval of at least one Participating Preferred Director (as hereinafter defined).


�	In the event that [_________] and/or an additional investor will have an observer seat the following language should be included in the Letter.


[_________] [and [_____]] will each have the right to send [one] observer to each meeting of the Board, whose reasonable expenses shall be paid by the Company.


	The following carve-out should be considered when the Company is a going-concern as opposed to a pure-start-up but in any event should not be included in the first draft of the Letter.


The holders of the Participating Preferred shall no longer be entitled to Board representation in the event such holders cease to beneficially own shares of Participating Preferred (on an “as if” converted basis) or Company Common Stock equal to at least [__]% of the fully-diluted Company Common Stock.


�	These provisions should be modified as appropriate.  If the Company is to have other committees, the holders of the Participating Preferred should have representation on each.


�	It is desirable to have as many holders as possible sign the Stockholders’ Agreement, especially in the event that the Stockholders’ Agreement has a “Drag-Along” provision.


�	The provision set forth in the Letter is to be used when only the holders of the Participating Preferred will receive co-sale rights. 


	If the holders of the Participating Preferred and the other Major Stockholders will receive co-sale rights replace the language in the Letter with the following provision.


The holders of the Participating Preferred and the Major Stockholders will have the right to participate in any sale of stock by such parties, on a pro rata basis with respect to a sale of shares by any Major Stockholder or holder of Participating Preferred, as the case may be, on the same terms as such sellers have proposed to accept.


�	If the Company argues for an exclusion for transfers to family members, etc. or for founder shares, the sentence in the Letter should be replaced with the following sentence.


This right of first refusal shall not apply to any proposed sale of the Participating Preferred or any transfers to affiliates, family members or trusts for the benefit of any individual holder, bona fide gifts or the first [10%] of Company Common Stock held by the Founders at Closing; provided that the transferee agrees to be bound by the Stockholders’ Agreement.


�	Depending upon leverage in the negotiation, you may want to push for the holders of the Participating Preferred first and the Company second.


�	Note: this is an extremely sensitive topic and should be discussed with the [_________] partner before including in the Letter. 


�	To be drafted after discussing with the Company.


�	If the Company will not grant exclusivity, [_________] should insist that its expenses get reimbursed whether or not the proposed investment is made.


� 	This provision is more relevant in the context of the Company’s initial round of financing.  If this is a subsequent financing round, it is unlikely that the Company will change its domicile.
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