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THE BASICS

WHAT A term sheet outlines the prin-
cipal terms and conditions that will
govern a venture capital investment.

SCOPE This document is almost
exclusively prepared by the investor,
and it will include the investor’s
pre-money valuation of the target
company. Term sheets are gener-

ally non-binding, though they often
include confidentiality provisions and
an exclusivity period for negotiations
that are binding on the parties. Term
sheets are often very detailed, and
they should be drafted and negotiated
with many considerations in mind.

In particular, the parties will need

to balance the interests of the target
company’s stakeholders. Depend-

ing on the stage of investment, there
may be stakeholders with differing
financial objectives and exit strategies
that must be reconciled for the trans-
action to proceed. Also, each round of
financing should anticipate the future
capital needs of the company.

PARTY AGENDAS Venture capitalists
(VCs) will seek rights that are com-
mensurate with their level of invest-
ment, while the company’s founders
will work to maintain capital flex-
ibility and management control and
to ensure that the VCs rights are not
too onerous.

FOUR KEY PROVISIONS

A term sheet for a venture capital
transaction in the Middle East
typically includes four provisions:
valuation, investment and manage-
ment structures, and changes to share
capital.

1. Valuation VCs will propose a
company valuation in the term sheet,
which will determine their percentage
ownership in the startup. In an ideal
scenario, it would be possible to use
certain industry metrics to determine
the value of the target company and
its expected growth.

Scenario A VC may calculate the
company’s terminal value (i.e. its an-
ticipated sale price at the end of the
investment term, which is generally
five to seven years from the date of

the financing) using a multiple of its
estimated revenue or on the basis of
a typical price-to-earnings ratio used
in the industry. The VC could then
determine the enterprise’s pre-money
valuation (i.e. its current value prior
to the investment being made) on the
basis of the proposed return on in-
vestment, which is often a very large
multiple (e.g. 20x).

Pay special attention Unfortu-
nately, new enterprises have little

to no operating history, and it’s very
difficult to estimate the future cash
flows of many businesses that seek
venture capital financing. This means
that VCs often rely on a number of
fluid factors to estimate the valua-
tion included in the term sheet. In
particular, many VCs seek to acquire
a certain ownership percentage (e.g.
20% to 30%) regardless of the type
of business involved and will calcu-
late the company’s valuation based on
that threshold ownership percent-
age and the amount of the proposed
investment. Alternatively, some deals
are priced based on industry practice
for a given stage of investment.

THE TERM SHEET WILL SPECIFY THE
INVESTMENT STRUCTURE, INCLUDING
WHETHER THE INVESTMENT WILL BE
MADE THROUGH EQUITY, DEBT, OR A COM-
BINATION OF BOTH. MOST VCS PREFER
TO ACQUIRE CONVERTIBLE PREFERRED
SHARES OF A STARTUP.

A TERM SHEET FOR A VENTURE
CAPITAL TRANSACTION IN THE
MIDDLE EAST TYPICALLY INCLUDES
FOUR PROVISIONS: VALUATION,
INVESTMENT AND MANAGEMENT
STRUCTURES, AND CHANGES TO
SHARE CAPITAL.

Scenario It may be common for an
initial financing round for a particular
type of enterprise to be around US$1
million to acquire a large minority
interest. Finally, as with any negotia-
tion, the number of participants is
important. If only one VC is interest-
ed in investing in the startup, it will
be able to set the market; however, a
company will be able to obtain more
favorable pricing if it can secure ad-
ditional offers.

2. Investment Structure: Conversion,
Liquidation, and Dividends The term
sheet will specify the investment
structure, including whether the
investment will be made through
equity, debt, or a combination of
both. Most VCs prefer to acquire
convertible preferred shares of a
startup (rather than common shares
or debt) as a condition of the invest-
ment. Such shares are convertible
into common shares in the event of
an exit transaction (i.e. a sale of all of
the shares of the company, such as in
an IPO, trade sale, or liquidation) and
entitle the holder to liquidation >»»>
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and dividend preferences over the
other shareholders. Specifically,

the holders of convertible preferred
shares will receive a certain fixed
amount in the event of an exit
transaction before any profits are
distributed to the common stockhold-
ers. The fixed amount is generally the
capital invested by such shareholders;
however, VCs may seek a higher lig-
uidation payout if the founders have
negotiated a higher pre-money valua-
tion. Also, preferred shareholders are
often entitled to dividends that must

HOLDERS OF PREFERRED SHARES
USUALLY VOTE ALONG WITH COMMON
SHAREHOLBERS AND HAVE A NUMBER
OF VOTES EQUAL TO THE NUMBER OF
COMMON SHARES INTO WHICH THE
PREFERRED SHARES ARE CONVERTIBLE.
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be paid before any dividend is paid in
respect of the common shares. If such
dividends are available, it is common
for such amounts to accrue and be
converted into common shares along
with the preferred stock (rather than
be paid out as cash).

3. Management Structure:

Board of Directors and Shareholder
Rights The term sheet will also set
out the management structure of
the company. In particular, it will
define the composition of the board of
directors and prescribe appointment
and removal procedures. The board
structure will depend on the amount
and stage of the investment, as well
as the background of the investor.

Scenario Strategic investors that
are investing not only to grow the

EACH STAKEHOLDER HAS ITS OWN INVEST-
MENT TIMELINE AND ACCORDINGLY SEEKS
TO RETAIN FLEXIBILITY REGARDING ITS

EXIT OPTIONS THROUGH EACH ROUND OF
FUNDING. THE TERM SHEET MUST ADDRESS
THE PARTIES” RIGHTS AND OBLIGATIONS IN
RESPECT OF SUBSEQUENT CHANGES IN THE
COMPANY'S SHARE CAPITAL.

startup’s business but also their own
may take a much larger role in the
company’s management. However,
it’s worth noting that VCs and other
early stage investors may seek board
representation and veto rights over
certain issues, regardless of their in-
dustry experience. As most VCs prefer
to acquire a large minority stake in
target companies, it is common for
the post-investment board to be
comprised of representatives of the
founders, the VC, other institutional
investors (if any), and independent
industry professionals (if required)
so that no individual stakeholder will
have control.

While the board will be responsible
for the day-to-day management of
the company, any action related to
certain issues (known as reserved
matters) must be approved by the
shareholders or by a particular group
of shareholders. Holders of preferred
shares usually vote along with com-
mon shareholders and have a number
of votes equal to the number of com-
mon shares into which the preferred
shares are convertible. Preferred
shares also typically have special vot-
ing rights ascribed to them, such as
the right to elect one or more of the
company’s directors, approve changes
to the share capital, and authorize
certain corporate actions (e.g. issuing
or acquiring debt, making capital
expenditures).

4, Changes to Share Capital Each
stakeholder has its own investment
timeline and accordingly seeks to
retain flexibility regarding its exit
options through each round of fund-
ing. The term sheet must address
the parties’ rights and obligations in
respect of subsequent changes in the
company’s share capital.

> Anti-dilution Rights Anti-dilution
protection is the most important right



that a VC will seek to protect the val-
ue of its investment. The investor will
acquire preferred shares at a price
that is determined on the basis of an
enterprise valuation of the company,
and such shares will be convertible
to common shares in the event of exit
transaction. The conversion price

for the preferred shares will be the
share price at the time of purchase;
however, the investor will want the
price to be adjusted for certain events
that would otherwise dilute this
price. While certain anti-dilution
adjustments are straightforward (e.g.
adjusting for stock splits and stock
dividends), other adjustments (e.g.
for a subsequent issuance of shares
at a lower valuation) may be more
complicated. It is important that the
term sheet sets out the adjustment
mechanism for each scenario.

> Pre-emption Rights The right of
pre-emption is an important measure
used to protect the amount of a
shareholder’s investment. Holders of
preferred shares will generally have a
right to participate in any future is-
suance of securities by the company,
which would allow them to maintain
their ownership percentage. If the
company has competing stakeholders,
it is likely that many shareholders
will have pre-emptive rights; accord-
ingly, an investor will have the right
to participate in new issuances up

to its current aggregate ownership
percentage. However, if the company
is seeking early round financing and
does not have many stakeholders,
preferred shareholders may be able
to acquire a larger portion of the new
shares or debt.

IF THE COMPANY HAS COMPETING
STAKEHOLDERS, IT IS LIKELY THAT MANY
SHAREHOLDBERS WILL HAVE PRE-EMPTIVE
RIGHTS; ACCORDINGLY, AN INVESTOR
WILL HAVE THE RIGHT TO PARTICIPATE

IN NEW ISSUANCES UP TO ITS CURRENT
AGGREGATE OWNERSHIP PERCENTAGE.

> Right of First Refusal Most share-
holders will retain a right of first
refusal in respect of any proposed
transfer of shares. Specifically, a
shareholder that wishes to sell its

shares to a third party must first offer
the shares to the remaining share-
holders on the same terms and condi-
tions as those offered by the third
party. The non-selling shareholders
will have the right to participate in
the sale on pro rata basis in accor-
dance with their shareholding.

> Drag-along and Tag-along Rights
While rights of first refusal are rarely
contested for a partial divestment,
some investors may find this protec-
tion to be inadequate based on the
size of their shareholding and their
investment objectives. Accordingly, it
is common for shareholders to push
for drag-along and tag-along rights.
In the event that a large shareholder
(or, more likely, a group of sharehold-
ers holding a large portion of the
shares) wishes to sell its shares and
the remaining shareholders do not
elect to exercise their right of first
refusal, the majority shareholder may
have the right to compel the minority
shareholders to sell their shares on
the same terms. Large stakeholders
will insist on this protection, as a
third-party purchaser may require
the company to sell all of its shares
as a condition of sale. Conversely, the
minority shareholders may have the
right to participate in the majority
shareholder’s sale, in which case they
may require the majority shareholder
to arrange for the third party to
purchase the minority shares or to
purchase the shares itself on the same
terms.

The term sheet should prescribe the
ownership threshold above which the
drag-along and tag-along rights would
be triggered and should identify the
shareholders that must initiate the
proposed sale (if any) and have the
right to participate.

> Co-sale Rights and Lock-in Periods
Certain transfer rights and restric-
tions apply specifically to the shares
held by the company’s founders. For
example, an investor may also seek
co-sale rights, which would give the
investor the right to sell a portion
(rather than all) of its shares as
part of any sale involving a founder.
Also, it is common for VCs to insist
on imposing a vesting period for the

founder’s stock, during which the
company will have the right to repur-
chase a certain percentage of such
shares (which would decrease over
time) at cost (or less in the case of
misconduct) if a founder terminates
his or her employment. The vesting
period is generally tied to a lock-in
period during which the founders are
prohibited from transferring all or,
subsequently, some of their shares. In
some cases, incoming investors may
also be subject to lock-in provisions
(e.g. strategic investors).

The demand for venture capital fund-
ing in the Middle East is on the rise
as successful startups emerge from
their cocoons and seek greater capital
commitments through sophisticated
financing structures. Basically, this
has resulted in expanding oppor-
tunities available to investors and
SMEs. As a company founder looking
to secure an advantageous capital
injection, you need to know your term
sheet, and this means doing your
homework.
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