





























For the most part, institutional investors have little interest in investing in start-up companies.





What venture capitalists are looking for, and how they evaluate a business plan, may be summarized as follows.





Although VC is a well-known form of financing, it is relatively uncommon: most new ventures are stil funded by family and friends, or the entrepreneur’s own capital.





VENTURE CAPITAL





LESSON 8





The rights and protections normally given venture capitalists buying prefered stock should be analyzed.These include the liquidation preference, the divident preference, redemption rights, conversion rights, antidilution provisions  (including preemptive rights and price protection provisions), voting rights, registration rights, information rights, and co-sale rights.








Venture capitalists are usually looking for an enterprise that has the potential to grow to a significant size quickly and to generate an annual return of investment in excess of  %40. Venture capitalists need to target that rate of return to realize the compounded returns of at least %20 per annum expected by their investors.





The first question the entrepreneur should consider in deciding whether to persue venture capital is whether the new venture will meet the criteria used by most venture capitalists.





DECIDING WHETHER TO SEEK VENTURE CAPITAL 





For the most, venture capitalists have focused on the information-technology industry,which includes computer hardware and software, scientific instruments, telecommunications, multimedia, and, most recently, cyberspace. Venture-backed public companies include Netscape, Yahoo!, and Apple Computer. The second largest concentration of the venture capital investing has been in life science companies, including those  focusing  biotechnology, medical decives, diagnostics, and therapeutics, Genentech and Amgen were both venture-backed.





Investment banks, Halk Bank, Kuveyt Türk Özel Finans Kurumu, Albaraka Özel Finans Kurumu, Family Finans, Anadolu Finans, are lending to new ventures without asking collateral.They act as pseudo capitalists.





A good way to get a venture capitalist’s attention is to arrange an introduction by someone who knows the venture capitalist.





Sending unsolicited business plans to a venture capital firm is almost certainly a formula for failure.Venture capitalists recieve dozens of unsolicited plans each week.





FINDING VENTURE CAPITAL 





Venture capitalists are finacial investors seeking an optimal rate of return, and they have invested successfully in other areas such as retail, consumer products, new materials, health services, and environmental technology.





The plan is too long.Most venture capitalists will have little tolerance for reading more than fifteen and twenty pages.Details such as projections, financials, press clips, detailed biographies, detailed schematics, and detailed market analysis can be shortened, eliminated or moved into appendices for the most interested reader.


The executive summary is too long. The executive summary shoud be one page and shoud concisely describe (1)the market;(2) the unmet need in the market;(3) the compelling solution offered by the entrepreneur; (4) the strategy for connecting the need, the solution, and the customer; (5) the technology or other proprietary aspects of the solution that will give this venture an edge over the competition; and (6) the experince of the team that demonstrates that the plan can be implemented.





The following are some common piftalls:





Generally, an entreprenuer begins to process of seeking venture capital by preparing a business plan, although many deals have been done without a plan.





SELECTING A VENTURE CAPITALIST 





The opportunity is too small. There are many good business opportunuties that are too small for venture investors because their need to earn a high return on investment.


The plan is poorly organized. A poorly organized plan suggests that the team may be incapable of taking on the larger task of organizing a company.


The plan lacks focus. Many plans call for a company  to persue multiple opportunuties simultaneously in multiple markets.The more complex the story, the harder is to sell to venture capitalists.








Venture capital preferred stock does have a preference on liquidation.It also has a dividend preference .The preferred stock is convertible at any time at the election of the holder and automatically converts on certain events.





RIGHTS OF PREFERRED STOCK 





A venture capitalist will indicate that is ready to 


make the investment ,and the discussion will turn to 


valuation. In essecce, this is a discussion of price: 


How much will the venture capitalist pay for what 


percentage of the company?





DETERMINING THE VALUATION





The preferred stock is to earn a dividend  at some modest rate (6% to (8%) when and if declared by the board of directions of the company.The venture capitalist does not expect the dividend to be declared; this provision is included primarily to bolster the arguement for tax purposes that the preffered stock is worth more than the common stock purchased by the founders at a lower price.





DIVIDEND PREFERENCE





The liquidation preference provides that upon a liquidation or dissolution of the company, the preferred shareholders must be paid some amount of Money before the common shareholders are paid anything.





LIQUIDATION PREFERENCE 





Right to Convert    Holders of preferred stock in venture deals normally have the right to convert their preferred stock into common stock at any time. The ratio at which preferred stock is typically determined by dividing the initial purchase price of the preferred stock by a number called the convesion price, which is adjusted upon certain events. Initially, the conversion price is equal to the purchase price of the preferred stock, so the preferred stock converts into common stock on a one-to-one basis. 





CONVERSION RIGHTS





Venture investors will ask for the right to force the company to purchase (i.e., redeem) its own stock at some point in the future (a voluntary redemption right).The investors may argue that they are minority shareholders and need some mechanism to ensure that they will have some exit from the investment in the future.





REDEMPTION RIGHTS 





Upon any conversion of the preferred stock, the rights associated with it cease to exist. Some contractual rights, such as registration rights usually survive, although other, such as information rights and preemptive rights, often will terminate upon an initial public offering.





Automatic Conversion   The preferred stock usually is automatically converted into common stock upon certain events. The company would like the preferred stock to convert as soon as possible to eliminate its special rights and to clean up to balance sheet for the initial public offering.





Structural Antidilution    Any equity issuance to another person can be considered a dilutive issuance to existing shareholders, because it reduces their percentage ownership stake. All shareholders are customarily entitled for protection against the dilution caused by a certain issuances. For example, when common stock is issued as a stock dividend, a pro rata dividend is given to each common shareholder, not just to some of them.








ANTIDILUTION PROVISIONS 





Structural antidilution protection from the stock dividends, stock splits, and reverse splits, is the most basic kind of antidilution provision and is nearly always included in venture capital financings.





Preferred stock is also customarily given antidilution protection against stock dividends, stock splits, reverse splits, and similar recapitalizations.





3.	Price Protection   Price protection gives the venture capitalist some protection from subsequent financing rounds in which stock is issued at a lower share price than the investor paid.





2.	Preemptive Right and Right of First Refusal   Another type of antidilution provision is called a right of first refusal or preemptive right. A right of first refusal or preemptive rigts entitles any shareholder to purchase his or her pro rata share in any subsequent issuance to ensure that the shareholder maintains his or her percentage ownership.In venture deals, this type of provision, if adopted, usually is a contractual right that terminates upon an initial public offering.It can, however, be made a right attached to the preferred stock if it is included in the certificate of incorporation.





4.	Full Ratchet   The simplest form of price protection is called full ratchet antidilution protection. If the venture capitalist has full ratchet antidilution, then if stock is sold at a lower price per share in a subsequent round, the ratio for converting preferred stock to common stock is adjusted so that an investor in a higher-priced earlier round gets the same deal as he or she would have gotten had the purchase been made in a later lower-priced round.





5.	Weighted Average   Weighted avarage antidilution sets the new conversion price of the outstanding preferred stock as the product of (a) the old conversion price multiplied by (b) a fraction in which (1) the numerator is the sum of (x) the number of shares outstanding before the issuance plus (y) the quotient of the amount of the money invested in this round divided by the old conversion price, and (2) the denominator is the sum of (x) the shares outstanding before this round and (y) the shares issued in this round.Algebraically, 





6. Pay to Play   Some venture capitalists like to add a pay-to-play       provision.With a pay-to-play provision, a holder of preferred stock gets the benefit of price protection antidilution only if it buys its pro rata share of any subsequent down-priced round.





Where NCP is the new conversion price, OCP is the old conversion price, OB is the number of shares outstanding before the issuance, MI is the amount of the money invested in the current round, and SI is the number of shares issued in the current round.





                     OB+       MI 


                               OCP


NCP=OCP x 


	               OB+SI





2.	Board Elections     The board of directors is charged with the management of the company’s business affairs, and it appoints the officers to carry out board policies and handle day-to-day operations.In America’s version of shareholder democracy, as reflected in the coporation laws of the fifty states, the shareholders elect the board to run the company; at the same time, the shareholders are permitted to vote on a limited number of matters.Control of the company is determined by the persons with the power to elect the board of directors, along with directors themselves.





1.	Protective Provisions   These generally include any change in the certificate of incorporation that would adversely affect the rights, preferences, and privileges of the preferred shareholders.





VOTING RIGHTS 





Sometimes venture capitalists will require the company to achieve certain goals (milestones) within the specified time.These milestones might include reaching certain points in product development, or attaining certain sales of profitability levels. 





MILESTONES





There are three types of registration rights that venture investors are likely to request: demand rights, S-3 rights, and piggyback rights.





A registration right is the right to force the company to register the holder’s stock with the securities and exchange commision (SEC) so that it can be sold in the public markets.Often when a public company goes public, the underwriters are unwilling to permit existing shareholders to sell in the offering, as such sales will adversely affect the marketing of the new issuance of stock being sold by the company to raise capital.





REGISTRATION RIGHTS 





A piggyback right is the right to participate in an offering initiated by the company. Piggyback rights are generally subjects to a cutback or elimination by the offering’s underwriter, who may determine, based on market conditions, that a sale by shareholders will adversely affect the company’s capital-raising effort.





An S-3 right is actually another type of demand right.An S-3 right allows the investor to force the company to register the investor’s stock on form S-3.





A demand right is a right to demand that the company file a registration statement on form S-1 to sell the holder’s stock.





INFORMATION RIGHTS 





Holders of significant blocks of preferred stock may be granted the rights to certain information, such as monthly financial statements, annual audited financial statements, and the annual budget approved by the board. These rights should expire upon an initial public offering, when the investors will be able to rely on SEC filings.





The venture investors may request that the founders subject their stock, and all other common stock to be sold to employees, to a vesting schedule if they have not alredy done so..





VESTING 





-OTHER PROTECTIVE ARRANGEMENTS 





Typically, a co-sale right bind some of the key founders of the company and gives the investor a contractual right to sell some of the investor’s stock alongside the founder’s stock if the founder elects to sell stock to a third party.





CO-SALE RIGHTS 





Options provide employees with an oppotunity to share in the equity upside of the business without having to invest any of their own money until a future date.Incentive stock option (ISOs) are particulary popular because they permit an employee to purchase cheap common stock at a future date without triggering a taxable event.





OPTIONS 








PAGE  
24

