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New start-up companies are sprouting every day.
Here are guidelines and checklists to keep in mind
when investing in start-up companies.

Whoisan investor? When doinvestorsinvest? Investors
usually fall into oneof threecategories. First, thereisthe”angel”
investor — named after the theater lover who putsup hisor her own
money to keep aplay or musical running— who usually invests
modest amounts of money. Anangel will often providethe* seed
money” (anywherefrom $25,000 to $1 million) to help acompany get
upandrunning. Anangel usually doesnotimmersehimself or herself
inthe control or management of the company.

Second, ontheother end of the spectrum, thereareventure
capitalists, or VCs. VCsare partners or employees of investment
fundsthat areformed with cash frominstitutional investorsand
wealthy individuals. VCsusually invest in start-up companieswith
fairly well-devel oped businessplans. They are searching for compa-
niesthat arelooking for asignificant round of financing. Thefirst
significant round of financing isoftenreferredto asthe“A round”
(because SeriesA Preferred Stock typically isissued). Thesecond
roundisreferredto asthe” B round” (because SeriesB Preferred Stock
typically isissued). A later-stageinvestment madeinacompany to
helpit movetoan|POiscalled a“mezzanineround” becauseitis
betweentheearlier private equity roundsand the public offering.

Third, there arethe established companies, which are usually
lookingtoinvestinastart-upfortworeasons: (i) astrategic motiva-
tion, such asobtainingalicensetothestart-up’ skey technology; and/
or (ii) financial returns, with atargeted highrate of return. Many large
public companiesare now formingtheir ownV C fundsto makethese
kindsof investments. Other public companiesareenteringinto
“strategic alliances’ with companiesin which they formtheir own
start-up company to enter into anew, but related, line of business.

What doinvestorsreceivein return for their investments?
Thereareavariety of waystoinvestinastart-up company. An
investor may receive any number of debt or equity securities, or a
combination of them, inreturnfor theinvestment.
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Equity. Theinvestor — particularly an angel investor —
may receive common stock of the corporation, giving theinvestor all
of therightsof astockhol der under theapplicablejurisdiction’s
corporatelawsand allowing theinvestor to participatein the control
of the company by designating and voting for directors of the
company.

Inthealternative, aninvestor — particularly avVCor
company investor — may receive preferred stock, with specified
rightsand preferencesthat arenegoti ated between thecompany and
theinvestor. Preferred stock al so may beconvertedintocommon
stock at the choice of theinvestor or ontheoccurrenceof certain
events, suchasaninitial publicoffering. Thecategory and amount of
stock owned by theinvestor will normally determinethelevel of
control theinvestor hasover thecompany. Theusual security for a
VCinvestment ispreferred stock (with adividend and liquidation
preference) that convertsinto common stock. VCsalsousually
negotiate aseat onthecompany’ sboard of directors, variousexit
mechanisms, and veto rightsover major corporateactions, suchas
i ssuing new stock, selling or liquidating the company, or amending the
articlesof incorporation. (Weareassumingthat thestart-upisa
standard“C” corporation. Although similar investmentscan bemade
inalimitedliability company or “S” corporation, therewill be
additional complexities, such asthefact that an“S” corporation can
only issueoneclassof stock.)

Debt. Instead of receiving an equity ownershipinthe
company, theinvestor may prefer to receiveanote or adebenturein
returnfor their investment. Theadvantageto receiving debt as
opposed to equity inacompany isthat theinvestor haspriority asa
creditor inthe event of bankruptcy or insolvency. Althoughthese
debenturesareusually subordinateto any bank loansthe company
may have, someor all of thecompanies’ assetscan securethemas
collateral. Thedisadvantagetoreceiving debtisthat theinvestor
typically haslesscontrol over the company. Thiscan beaddressed,
however, by including covenantsthat requirethecreditor’ s consent
beforethecompany cantakecertain actions, such asborrowing more
money or sellingitsassets.

Debt/Equity Combination. Theinvestor may choosea
combination of debt and equity in theform of aconvertible debenture.
Thisinstrument hasmany advantages. It startsout asdebt and
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thushasliquidation priority over all equity securities. Becauseit
isconvertibleinto equity, however, it also hasbenefitsonthe
upsideif thecompany doeswell. Key questionsare: (i) when
doesthedebt convert into equity?(ii) isthe conversion optional
at the el ection of theinvestor or mandatory on the occurrence of
certainevents?(iii) canthecompany redeemthedebt?and (iv)
what covenantsdoestheinvestor have? Another way to
accomplish thisstructure (which comeswith different tax
ramifications) isfor theinvestor toreceiveanon-convertibledebt
instrument (such asapromissory note) and warrants.

How does an investor get information about a start-up?
After initial meetingswiththemanagement of thestart-up, an
investor should consult with legal advisors. Itisat thispoint
that theinvestor will begin entering into agreementswith the
company that will greatly affect theform and outcomeof hisor
her investment.

Due Diligence. Theinvestor should ask hisor her
legal advisorsto conduct aduediligencereview of thecompany.
Thisshould prompt preparation of alist sent by thelegal
advisor to the company reguesting production of itscorporate
booksand records, financial statements, copiesof any and al
agreementsor contractsit hasenteredinto, employeebenefit or
stock option plans, patentsor trademark registrations, property
titlesor leases, and evidence of any legal proceedings. Thedue
diligenceteamwill review thesedocumentsand report back to
theinvestor onitsfindings.

Many factorswill determinethelevel of duediligence
required, including the size of theinvestment, thesizeand
maturity of thecompany, whenthelast duediligencereview was
done, theinvestor’ srisk tolerance, and theimportance of quickly
funding theinvestment. Many Internet start-up companieshave
few assetsother thanintellectual property rights— which
shortenstheduediligence processconsiderably. Inother start-
up companies, such asthoseinthebusinessof providing
communicationsinfrastructure, there may be many assetsand
liabilities (and theduediligenceprocesswill betime-intensive).
Another factor that determinesthe scopeof duediligence
necessary iswhether or not the company hasallowed other
investorsto conduct duediligence. If apreviousinvestor has
recently conducted duediligence, it may be possibletorely on
theprior investigation and simply updateit with any new
material information.

Non-Disclosure/Confidentiality Agreements. While
conducting duediligence, theinvestor will haveaccesstohighly
confidential information about the company. To protectitself,
the company will usually ask theinvestor to enter into a
confidentiality or non-disclosureagreement. Thisagreement
prohibitstheinvestor from disclosing any of the confidential
information it obtainsfrom conductingitsduediligencetothird
parties. Whilethiskind of agreementiscommon, itisimportant
that it bereviewed by legal counsel prior to executionto ensure
that it will not hamper theinvestor from conducting due diligence
on other competing companiesor otherwise overly restrict the
investor.

Term Sheet. Theinvestor and company will probably
develop aterm sheet outlining thedetailsof theinvestment. (In
somedealsnoterm sheetisused.) Theterm sheet may be
entered into before or after duediligenceisconducted, withthe

understanding that theterms of theinvestment are subject to
changeon completion of theduediligenceinvestigation. While
usually not binding, theterm sheet may be heavily negotiated
betweentheparties. Investorsand companies may agreeto make
certain portionsof theterm sheet binding, such asprovisions
dealingwithexpenses. Investorsshouldinvolveexperienced
counsel intheterm sheet process because most of thekey issues
will bediscussed and resolved at thispoint (including variousexit
mechanisms, transfer restrictions, vetorights, and anti-dilution
mechanismes).

What agreementswill an investor need to enter into?
Therearenumerousdocumentsthat theinvestor and/or the
company may enter into. Hereisalist of documentsfor atypical
equity investment:

Securities Purchase (Subscription) Agreement. This
agreement isbetween thecompany, astheissuer of the
securities, andtheinvestors. Theagreement containsthe
mechanicsof theinvestment (including conditionsto
closing) and representationsand warrantiesby boththe
company andtheinvestors. Thisagreement also may
contain covenantssuch asput/call options.

Investors RightsAgreement. Thisagreement setsout
therightsgranted by thecompany totheinvestorswho
arepartiestotheagreement. Suchrightsusually include
(i) theright to have securitiesregistered with the SEC for
resale(referredtoas*registrationrights”); (ii) theright
to participatein any futureissuance of thecompany’s
securities(referredtoaseither a“right of first offer” or
“preemptiverights’); and (iii) theright to receive the
company’ sfinancial statements, budgets, and other
information (referredto as”informationrights”). These
provisionsoftenareincludedinthe Stockholders
Agreement and/or Registration Rights Agreement if there
isnotan Investors’ RightsAgreement.

Co-Sale/Right of First Refusal Agreement. This
agreement setsout variousrightsof theinvestorsto
transfer stock, including restrictionsimposed on
company “insiders.” Thesetransfer restrictionsand exit
mechanismstypically include (i) the requirement that
insidersfirst offer their securitiesto the company and
theinvestorsbefore selling to athird party (referred to
asa“right of firstrefusal™); (ii) therequirement that if
theinvestorsdo not exercisetheir right of first refusal,
theinvestorscan sell apercentageof their securities
along with the selling stockholder to athird party
(referredtoas* co-sale” or “tag-along” rights); and (iii)
therequirement that if afixed percentage of the
securitiesheld by theinvestorsvoteto sell thecompany,
all other partiesto the agreement also must sell their
securitiesonthesametermstothethird party (referred
toasa“drag-along” right). Theseprovisionsoftenare
includedintheStockhol dersAgreement.

Vating Agreement. Thisagreement isamong stockhol d-
ers (and often the company aswell) to ensure that
certain stockholdershavetheright to designateand
removeaset number of directorsfromthecompany’s
board of directors. Theseprovisionsalsooftenare
includedintheStockhol dersAgreement.

Amended Certificate of Incorporation. The company’s
certificateof incorporation usually isamended toinclude
therightsand preferencesof theequity



securitiesissuedtotheinvestor. Inthecaseof
convertiblepreferred stock, thisagreement al so
containsanti-dilution provisionsthat adjust the
number of sharesof common stock intowhichthe
preferred stock convertsto account for stock splits
and other changesto the capital structureof the
company. Most VCs will ask for “economic anti-
dilution,” which adjuststhenumber of sharesinto
whichthepreferred stock convertsif the company
hasa“downround,” meaning that the price per share
islessthanthepricepaidinanearlier round. The
formulafor determining theadjustment istypically a
“weighted average” formulathat takesinto account
both the price of the cheaper stock and the number of
sharesissued. A moredraconianformulaknownas
the“full ratchet” adjuststhe conversiontothesame
priceasthenew stock regardless of the number of
sharesissued. Thisdocument also containsvoting
rights, such asseparate classvoting for directorsand
approval of certain corporate actions. Theamended
certificate of incorporationisapublic document that
should befiled beforetheinvestor fundshisor her
investment.

What should | think about when investing in a start-
up?

Valuation. Determining thevaluation of astart-upis
extremely tricky. Somekey considerationsinclude: (i) how
longwill theinvestment beinthe company; (ii) what the
valuation of thecompany likely will bewhen theinvestor takes
itsmoney out of the company; (iii) doesthe company own key
intellectual property; (iv) what arethe strengthsand weak-
nesses of the management team; (v) what isthe potential market
and scalability (itsability to perform asit expandsitsbusiness);
and (vi) what isitsprojected cash flow. “Pre-money valuation”
referstothecompany’ svaluation prior totheinvestment, and
“post-money valuation” refersto thecompany’ svaluation after
theinvestment.

Investment Srategy. What isthe purpose of the
investment? Key questionsare: istheinvestment purely for
theupsideif thecompany succeedsor isthereastrategic
purposefor theinvestment, such aspossibly acquiring the
company or obtaining alicensetokey technology? Other
considerationsare: hasthecompany received any prior
investments? how many moreroundsof investment arelikely
needed beforethe company goespublicorissold?

Exit Srategy. How, and when, will theinvestor obtain
liquidity? Two primary waysto exit aninvestment occur when
(i) thecompany goespublic, or (ii) thecompany issold. If the
investment isdebt — or equity with aredemption feature —
investorscan requirethat theinvestment bereturned at acertain
timeinthefutureregardless of whether another liquidity event
hasoccurred (assuming the company hasthefundsat that time
to be able to honor this commitment).

Control. How much of the company will you own
andwhat control rightswill you have after theinvestment? The
amount of your investment likely will determinethe control
mechanismsyou areableto obtain. Control of the company

may comein theform of supermajority voting requirements (“ veto
rights”) at theboard of directorsand/or shareholderslevel inthe
caseof an equity investment and affirmativeand/or negative
covenantsinthecaseof adebtinvestment.

Workable Business Plan/Financial Model. |sthe business
plan focused and well-organized? Doesthe company haveanovel
businessideaor the potential to betheleader in aspecific aspect of
theindustry? Hasthe company generated any profitsor revenues?
Istheprojected financial model realistic?

Due diligence. How much duediligencewill berequired
prior toaninvestment inthecompany? Hasduediligenceal ready
been conducted by aprior investor?

Srong Management Team. Doesthe management team
haveexperienceintheindustry? Doestheteam work well together?
Havethekey membersof the management team entered into non-
competition or employment agreementswith“ golden handcuffs”
(incentivesthat keep key managers motivated and employed by the
company)?

Corporate Ownership. Who ownsthecompany? Are
foundersand key employeesproperly incentivizedtotiethemto
thecompany (e.g., throughvesting schedul es)? What istheoption
pool? Who aretheother investorsand are separate classes of votes
required? If so, areyou comfortablewithyour co-investorsandthe
percentageof securitiesyouwill own?

Intellectual Property. Doesthe company own or control
substantial intellectual property rights? Hasthe company takenthe
appropriate stepsnecessary to protect thoserights? Istherearisk
of infringement?

Our ECommerce, Business Transactions, and Latin America
Practice Groupsrepresent anumber of angels, start-ups, venture
capital funds, and strategicinvestorsintheU.S., Europe, and Latin
America. Pleasecall usif you haveany questionsabout these
issues.
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Thetarget adjournment datefor the 106th Congressis October 6.
Asof thedateof thispublication, only two of thethirteen annual
appropriationsbillshavebeenforwarded to the President for his
signature. Many piecesof ecommercelegislationwill beput off
until next year, and will haveto facethe scrutiny of adifferent
Congressand different Administration.

ELectronic Sienatures. Therecently enacted Electronic Signatures
inGlobal and National CommerceAct becomeseffective October 1.
Under thenew law, acommercial transaction cannot bedenied legal



effect or enforceability solely becauseit was conducted
electronically. Theprovisionsof thelaw concerning electronic
record keeping becomeeffectiveMarch 1, 2001.

Seethe August 2000 edition of Wilmer, Cutler and Pickering's
ECommerce Newsfor detailed analysisof thelegislation.

Workrorce DeveLopment: H1-B. TheSenateispoisedto
approvelegislation (S. 2045 Sen. Hatch, R-UT) toincreasethe
cap onthe number of work visas, known asH1-B visas, that
alow U.S. companiestofill jobswith highly-skilled foreign
workers. Thebill would raisethe number of visasissued to
195,000in each of fiscal years2001to 2003. Thebill hadlong
been stalled amid partisan squabbling over unrelatedimmigration
amendments. Houseleadershavebeenwaitingfor Senateaction
before advancing either theindustry-backed H.R. 3983 which
raisesthecap to 200,000 over threeyearsor H.R. 4227 which
removesthe cap for threeyearswhileimposing onerous

regul atory burdenson applicants. With an estimated 300,000
high-technology jobsgoing unfilled, thetechnol ogy industry has
been advocating another increase. The cap wasreached for fiscal
year 2000in March. HarrisMiller, President of the Information
Technology Associationof Americahaslikenedthelabor
shortageto running out of iron oreinthemiddleof thelndustrial
Revolution.

INTERNATIONAL TRADE: CHina. After two weeks of intense
debate, on September 19 the Senate passed HR 4444 to
permanently extend normal traderel ationsstatusto the

People sRepublic of China. Themeasure hasbeen cleared for the
President who hasindicated hewill signit. Thelegislation paves
theway for China sentry intotheWorld Trade Organization.

Privacy. TheHouseisslatedto consider H.R. 4049, abill to
establish the Commission for the Comprehensive Study of Privacy
Protection. Thisbipartisan|egislationwould createacommissionto
study and makerecommendationsto Congressonfinancial, on-line,
and health privacy. Theseventeen-member panel would holda
seriesof hearingsthroughout the country regarding I nternet privacy,
identity theft, and protectionsfor health, medical and financial
records. Supportersof the* commission” approach contenditisthe
only privacy initiativethat can be enacted thisyear, aview shared
by House M gjority Leader, Rep. Dick Armey (R-TX). Some
Democratsare expected to harshly criticizethecommission
initiativewhen it comestothefloor.

Meanwhile, Sen. John McCain (R-AZ) announced hisintentionto
hold hearingsOctober 3on S. 2928, acomprehensiveprivacy
protection bill heissponsoring with Sen. JohnKerry (D-MA).

Smm. Whilethe House passed anti-spamming |l egislationin July by
avoteof 42710 1, the Senate version hasremained stalled.
However, there hasbeen movement of latetotry toreacha
compromise. TheHousebill requiresunsolicited commercia email
toincludeaheader identifying themessageasan advertisement and
toincludeavalidreturn email address.

This memorandum is for general purposes only and does not represent our lega advice asto any
particular set of facts, nor does this memorandum represent any undertaking to keep recipients
advised asto dl relevant legal developments.




