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“Simple, common-sense
documents are easier for all
parties to understand and be
comfortable with, and they
are cheaper and quicker to
negotiate and sign.”

REUTERS

ew York Times c@i&%m
Friedman rec ggested
that “It’s Tim 00t Amer-
ica,” meaning that the financial
crisis giveésius a chance to fun-
damentally re-exami e way government
and the privat%& operate. Perhaps it is
also time tofeexamine the basic venture cap-
ital deal(g re that has changed little
sincehe 1970s.
d issue is bloated legal documents.
rms that address only realistic scenar-
e desirable. Sensible legal documents do
not have to paper to death every one-in-a-
housand scenario. Simple, common-sense
documents are easier for all parties to under-
stand and be comfortable with, and they are
cheaper and quicker to negotiate and sign. This
approach may be a competitive advantage, or
if broadly accepted, would promote a better
outcome for all parties.

Where do we start?

Registration Rights. The reality of how an
IPO works in practice is that the issuer’s reg-
istration rights agreement is never taken out
of the drawer—other than to find the waiver
provisions. Forget demand rights to force an
IPO. It never happens and is intimidating to
entrepreneurs.

Forget piggy-back rights other than in
connection with an IPO; the second-
ary/follow-on offering process for public
companies has become so streamlined that
the delay that would be needed to implement

piggy-back registration provisions could
jeopardize a potential offering that is in
everyone’s interest.

Demand rights after the IPO are obsolete.
For one thing, SEC rules relating to resales
have been relaxed. Also, the market reality is
that secondary offering exits happen only
when market conditions make them feasible.
When they are feasible, it is in everyone’s
interest to eliminate the overhang of the VCs’
shares and register them for resale.

Ifitis in everyone’s interest, you don’t need
an agreement. Instead of demand rights,
investors should consider doing what PIPE
investors have been doing for years: providing
for automatic, not demand, shelfregistration
rights for affiliates to permit unrestricted
resales after the IPO lock-up period.

What'’s left of the standard registration
rights boilerplate? It’s probably just indemni-
fication. That could be a simple covenant in
the investors’ rights agreement to the effect
that the investors are entitled to indemnifica-
tion for “33 Act liability on a resale registration.

Price Anti-Dilution Provisions. It is hard to
see how these provisions benefit anyone. Let’s
first start with fairness. Why should investors
be price-protected on the downside? That’s the
bet they make. If there are new economics at
play in a subsequent round, the pricing of that
round by the participating investors will take
into account the existence or lack of price anti-
dilution. Investors that don’t participate, along
with management, will all be diluted on the
same basis.
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Representations and Warranties. For a
Series A round, 10 to 15 pages of representa-
tions and warranties are not necessary. The
business and legal affairs of the company at
that stage are likely very simple. In a Series B
round, the existing investors know enough
about the company that they shouldn’t need
extensive representations. New investors
could well make do with less than overly
complex representations.

Iflong or short representations are breached,
what is the investors’ remedy? The irony is that
if they sue the company, they are, in effect,
suing themselves for their own money and pay-
ing the other side’s legal expenses. If they are
looking for rescission, it will take years to get
their money back, and since the company
would not fundable because of the lawsuit, at
the end of the process there likely will not be
anything left.

What’s the alternative? In the Series A
round, some basic company representations,
plus some simple, fair and non-threatening
representations from the founders—Ilike no
actual knowledge of IP problems and no
undisclosed promises of equity. Most of the
“real” representations in later rounds are
largely covered by the required legal opinion
in any event.

Right of First Refusal/Co-Sale. Why should
the founders ever be permitted to sell shares
prior to a liquidity event? They almost never
do, anyway. This concept could be effective-
ly implemented by a simple provision that says
that any sale by a founder would require the
consent of the investors. One of the conditions

to granting permission could be offering aa@\_

sale right to the investors.

Redemption Provisions. These p i
actually were omitted in the Inte
They don’t work and are almo rused—
companies never have the mon pay up.
If the company had the money to pay up, the
investors likely would not be disgruntled and
want out, or the company would be happy to
buy them out.

If this provision actually had teeth, like the
rare provision that changes the board compo-
sition, under any but the most extraordinary
circumstances, it would be entirely unfair to
founders to require ceding board control
without the effective ability to pay up in the
first place.

Dividends. Some agreements provide that
the company will pay dividends on the pre-
ferred as a priority “if declared by the board.”
What board would vote to declare a dividend

ay.

“The concept of the
employee pool never
made corporate finance
sense. Why not offer the
company a ‘true’ pre-
money valuation, and
price the round by
dividing that valuation
by shares outstanding
and vested shares under

on the preferred and not the commi
not simply provide that no divi der
paid at all without all consti
ing to it?

Liquidation Preference. is one area
where investors s nge themselves.
Why should th f@% get any money
out of the dea e% he investors earn an
equity rat @ eparn? There should be a
minim Mcovery as part of the liqui-
datioz%rence in lieu of an accruing div-
idend. ticipating preferred has always

orn in the side of entrepreneurs. If

vestor were entitled to a priority equi-

ty feturn, a participating preferred feature
ould not be necessary.

Employee Pool. The concept of the employ-
ee pool never made corporate finance sense.
Why not offer the company a “true” pre-
money valuation, and price the round by
dividing that valuation by shares outstanding
and vested shares under option? Unvested
options are earned after the investment and are
essentially in lieu of other compensation.

Why should the founders pay for that com-
pensation and not the investors? The poolis a
fiction. When the pool is exhausted, it always
is simply increased. You need to give equity
incentives to employees to grow the business.
They are the ones who create the value.

Down Rounds/Founder Anti-Dilution Pro-
tection. The abusive down round has tar-
nished the industry. Try explaining to a
founder why the investors hate him/her at a
$1 per share when only recently they loved

him/her at $10 per share. The standard ration-
ale is “market conditions.”

The only problem with that rationale is
that there is no market. VCs don’t do hostile
takeovers/investments. The standard “pro-
tective” procedure is to have an outside
investor “price” the round. But how does an
outside investor proposing an unfairly low val-
uation protect the existing investors when
they make the same unfair investment?

A solution to this problem is difficult pre-
cisely because of the lack of a real market. I
have proposed one solution—a specified min-
imum share of the ultimate liquidity pro-
ceeds for ﬂnders that would vest like equity
compe\% (see my column on this topic
inthe Oc 72008 VCJ). Many down rounds
coul challenged under Delaware case
/Taw imposing an “entire fairness” standard on

R&ider transactions. That doctrine permits a
Q-mdsight assessment of the procedures and
" price. A protective provision that should be
considered would be to cut the pre-down
round stockholders in on an unexpected and
near-term big win.

The Alternative

An alternative deal structure would great-
ly simplify the standard National Venture
Capital Association documentation to look
like this:

* Stock purchase agreement with basic
company representations and some basic,
reasonable and knowledge-qualified
founder representations on things they
should know about.

* Investors rights agreement with IPO
piggy-back and shelf registration rights only,
basic indemnification provisions and basic
reporting and other covenants.

* NoROFR/Co-Sale agreement—founders
are restricted from selling their shares until
a liquidity event.

* Charter amendment, with a specified IRR
as the liquidation preference, no participating
preferred, a prohibition on dividends, no
price anti-dilution protection and no redemp-
tion provisions.

Edwin L. Miller Jr. is a partner at Sullivan &
Worcester in Boston. He is the author of two
books: “Lifecycle of a Technology Company: A
Step-by-Step Legal and Practical Guide from
Startup to Sale” and “Mergers and Acquisitions:
A Step-by-Step Legal and Practical Guide.” He
may be reached at emiller@sandw.com.
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