
THIS TERM SHEET SUMMARIZES THE PRINCIPAL TERMS OF THE PROPOSED FINANCING OF STARTUP, INC. (THE "COMPANY").  THIS TERM SHEET IS FOR DISCUSSION PURPOSES ONLY.  THERE IS NO OBLIGATION ON THE PART OF ANY NEGOTIATING PARTY UNTIL A DEFINITIVE STOCK PURCHASE AGREEMENT IS SIGNED BY ALL PARTIES.  THE TRANSACTION CONTEMPLATED BY THIS TERM SHEET IS SUBJECT TO THE SATISFACTORY COMPLETION OF DUE DILIGENCE.  THIS TERM SHEET DOES NOT CONSTITUTE EITHER AN OFFER TO SELL OR AN OFFER TO PURCHASE SECURITIES.
STARTUP, INC.

MEMORANDUM OF TERMS FOR PRIVATE

PLACEMENT OF SERIES A PREFERRED STOCK

June 19, 2004

VALID FOR ACCEPTANCE UNTIL JUNE 21, 2004

This memorandum summarizes the major terms of a private placement of Series A Preferred Stock of Startup, Inc. (the “Company”), a Delaware corporation.

Capitalization

The post-financing capitalization of the Company will be as follows on a fully-diluted basis:


Shares
  %   

Founders
3,000,000
30

Stock Option Pool
2,000,000
20

Series A Investors

5,000,000
50


Total:

 10,000,000
 100

Proposed Private Placement

Amount:



$5,000,000

Type of Security:


Series A Preferred Stock

Number of Preferred Shares:
5,000,000

Price Per Preferred Share:

$1.00 (assuming $5,000,000 pre-money valuation)

Rights, Preferences,

Privileges and Restrictions

Of Series A Preferred Stock:
(1) Dividend Provisions:  The holders of the Series A Preferred Stock will be entitled to receive noncumulative dividends in preference to Common Stock at the rate of 6% per annum when and if declared by the Company’s Board of Directors (the “Board”).


(2) Liquidation Preference:  In the event of any liquidation, dissolution or winding up of the Company, the holders of the Series A Preferred Stock will be entitled to receive in preference to the holders of Common Stock an amount equal to $1.00 per share plus declared and unpaid dividends.  After the full liquidation preference on all outstanding shares of Series A Preferred Stock has been paid, any remaining funds and assets of the Company legally available for distribution to stockholders will be distributed, pro rata among the holders of the Series A Preferred Stock and Common Stock on an as-converted basis until the holders of Series A Preferred Stock have received three times (3X) the original purchase price for the Series A Preferred Stock.  Thereafter, any remaining funds and assets of the Company legally available for distribution to stockholders will be distributed, pro rata among the holders of the Common Stock.


A merger or reorganization or consolidation of the Company in which the Company’s stockholders do not retain a majority of the voting power in the surviving entity, or a sale of all or substantially all the Company’s assets, will each be deemed to be a liquidation, dissolution or winding up of the Company.


(3) Conversion:  The holders of the Series A Preferred Stock will have the right to convert the Series A Preferred Stock, at the option of the holder, at any time, into shares of Common Stock at the rate of 1:1, subject to weighted average antidilution protection and adjustment for stock split, combination, recapitalization and the like.  There shall be no antidilution protection for the issuances excluded under Right of First Refusal below.


(4) Automatic Conversion:  The Series A Preferred Stock will be automatically converted into Common Stock, at the then applicable conversion rate, in the event of either (i) the closing of a bona fide underwritten public offering of shares of the Company with gross proceeds to the Company (prior to underwriter commissions and expenses) of not less than $20 million (a “Qualified IPO”) or (ii) the election of holders of a majority of the outstanding Series A Preferred Stock.


(5) Voting Rights:  The holder of each share of Series A Preferred Stock will have the right to that number of votes equal to the number of shares of Common Stock issuable upon conversion of such share of Series A Preferred Stock.


(6) Protective Provisions:  Consent of the holders of at least a majority of the Series A Preferred Stock, voting as a class, will be required for: (i) any action which alters or changes the rights, preferences or privileges of the Series A Preferred Stock materially and adversely; (ii) any authorization of shares of any class of stock having preference over or being on a parity with the Series A Preferred Stock; (iii) any merger or reorganization or consolidation of the Company with or into one or more other corporations in which the Company’s stockholders do not retain a majority of the voting power in the surviving entity, or sale of all or substantially all the Company’s assets; (iv) the liquidation or dissolution of the Company; and (v) the declaration or payment of any dividend on the Common Stock (other than a dividend payable solely in shares of Common Stock) or any series of the Preferred Stock.

Information Rights:
So long as an investor holds not less than 500,000 shares of Series A Preferred Stock or Common Stock issued upon conversion of the Series A Preferred Stock (“Conversion Stock”) (as adjusted for stock splits, stock combinations, etc.), the Company will furnish the investor with unaudited monthly financial statements plus annual budgets; provided, however, that the obligation of the Company to furnish monthly financial statements will terminate upon a public offering.

Registration Rights:
(1) Demand Rights:  If, at any time after the fifth anniversary of the closing of this transaction (but not within six months of the effective date of a registration), investors holding at least 50% of the Registrable Securities (defined below) request that the Company file a registration statement for at least 10% of such shares (or any lesser number of shares if the anticipated aggregate offering price, net of underwriting discounts and commissions, would exceed $15 million), the Company will use its best efforts to cause such shares to be registered.  The Company will not be obligated to effect more than two registrations under this demand right provision; provided, that (a) the Company shall have the right, exercisable only one (1) time in any 12 month period, to delay a demand registration for a period not in excess of ninety (90) days if the Company certifies that it would be seriously detrimental to the Company’s interests to effect such registration at that time and (b) the Company shall not be obligated to effect more than two registrations under this demand right provision.  “Registrable Securities” will consist of shares of Common Stock issuable on conversion of the Preferred Stock.


(2) S-3 Demand Rights:  Holders of Registrable Securities shall be entitled to registrations on Form S-3 (if available to the Company) unless: (i) the aggregate public offering price of all Registrable Securities to be sold in such registered offering is less than $3,000,000; (ii) the Company certifies that it would be seriously detrimental to the Company’s interest to effect such registration at that time, in which event the Company may defer the filing for up to ninety (90) days once during any 12 month period; or (iii) the Company has already effected two registrations on Form S-3 during the preceding 12 months.


(3) Company Registration:  The holder of Registrable Securities will be entitled to “piggyback” registration rights on registrations of the Company, subject to the right, however, of the Company and its underwriters to reduce the number of shares proposed to be registered in view of market conditions; provided, however, that except in the Company’s initial public offering, the Registrable Securities may not be cut back to less than twenty-five percent (25%) of the total number of shares included in the registration.


(4) Expenses:  The registration expenses (exclusive of underwriting discounts and commissions) of the demand registrations and piggyback registrations will be borne by the Company, and all S-3 registration expenses and other expenses of registered offerings will be borne by the Company.


(5) Transfer of Rights:  The registration rights may be transferred (i) to partners and affiliates, (ii) to a transferee who acquires at least 100,000 shares of Preferred or Conversion Stock and (iii) in cases where less than 100,000 shares of Preferred or Conversion Stock are held, to a single transferee if all share holdings are transferred.


(6) Termination of Registration Rights:  The registration rights shall terminate as to a holder if such holder can sell its shares under Rule 144 of the Securities Act of 1933, as amended.


(7) Market Standoff:  Purchasers agree to 180-day lockup in connection with a Company IPO.


(8) Founders’ Registration Rights:  The Founders will receive piggyback registration rights.

Right of First Refusal

For New Company

Issuances:
Each holder of more than 500,000 shares of Series A Preferred Stock (and/or Conversion Stock) (as adjusted for stock splits, stock combinations, etc.), shall have the right of first refusal to purchase up to its pro rata share (based on its percentage of the Company’s outstanding shares of capital stock, calculated on an as-converted to Common Stock basis) of any equity securities offered by the Company (“New Securities”) on the same price and terms and conditions as the Company offers such securities to other potential investors.  “New Securities” shall not include (i) shares of Common Stock issued upon conversion of the Series A Preferred Stock; (ii) shares of Common Stock (and/or options or warrants therefore) that may be granted to employees, directors, contractors, consultants or advisors to the Company pursuant to incentive agreements, stock option plans, stock bonuses or awards, or incentive contracts, as approved by the Board; (iii) shares of Common Stock and/or Preferred Stock (and/or options or warrants therefore) that may be issued to strategic partners investing primarily in connection with a commercial relationship with the Company, lenders, or lessors, in each case as approved by the Board, including a majority of the Preferred Stock Directors; and (iv) shares of Common Stock and/or Preferred Stock (and/or options or warrants therefore) that may be issued in connection with acquisitions by the Company of other entities or substantially all of their assets, in each case as approved by the Board.  This right of first refusal will terminate immediately prior to the earlier of the closing of: (a) a Qualified IPO; (b) a merger or reorganization or consolidation of the Company with or into one or more other corporations in which the stockholders of the Company do not retain a majority of the voting power in the surviving entity), or (c) a sale of all or substantially all the Company’s assets.

Purchase Agreement:
The Purchase Agreement will contain such other provisions as are reasonable, including representations and warranties, conditions to closing, etc., including without limitation, delivery of a customary opinion letter by counsel for the Company.

Board Composition:
The Board will consist of 5 members.


So long as at least 50% of the shares of Series A Preferred Stock are outstanding (as adjusted for stock splits, stock combinations, etc.), the holders of Series A Preferred Stock will be entitled to elect two (2) members of the Board.  So long as the holders of the Series A Preferred Stock are entitled, voting as a separate series, to elect directors, the holders of the Common Stock, voting together as a single class, will be entitled to elect two (2) members of the Board (initially the CEO and Founder One).  Any directors not elected by the holders of a specified series or class of stock will be elected by the holders of the Common Stock and Preferred Stock, voting together as a single class.


The Company, the holders of Common Stock and the Series A Investors shall enter into a voting agreement which provides that: (i) Venture Capitalist One and Venture Capitalist Two each shall be entitled to designate one Series A director for so long as they hold a number of shares of capital stock of the Company equal to at least 50% of the shares of stock purchased in the Series A Financing (in each case as determined on an as-converted to Common Stock basis and adjusted for stock splits, stock combinations, etc.); (ii) the CEO and Founder shall hold two of the Board seats to be filled by the vote of the Holders of Common Stock; and (iii) _____________________ shall hold the Board seat to be filled by the vote of the holders of Common Stock and Preferred Stock, voting together as a single class.  The initial directors upon the Closing of the Series A Financing will be __________________ who will be chairman, two additional directors nominated by each of ________________ and ____________, and ________________ and ___________________.

Standard Vesting:
Stock sold and options granted to employees will be subject to vesting over four years.  25% of the shares will vest at the end of the first year, with the balance to vest in equal monthly increments over the remaining three years; provided, however, that stock may be sold and options may be granted subject to a different vesting schedule if unanimously approved by the Board.  The Company shall have a right to repurchase unvested shares upon termination of employment and a right of first refusal to purchase any shares of vested stock proposed to be transferred by an employee.

Right of First Refusal

and Co-Sale Agreement:
Each holder of more than 500,000 shares of Series A Preferred Stock (and/or Conversion Stock) (as adjusted for stock splits, stock combinations, etc.) (a “Rightholder”) shall have a right of first refusal on the sale of shares of Common Stock held by Founder One and Founder Two which are not purchased by the Company pursuant to its right of first refusal, calculated on a pro rata basis, based on such Rightholder’s percentage of holdings of capital stock of the Company held by all Rightholders.  In addition, each Rightholder shall have a right of co-sale in connection with sales by Founder One and Founder Two; calculated on a pro rata basis, based on the Rightholder’s percentage of holdings of capital stock of the Company held all participating Rightholders.  The foregoing rights shall terminate immediately prior to the earlier of the closing of: (i) a Qualified IPO; (ii) any merger or reorganization or consolidation of the Company with or into one or more other corporations in which the stockholders of the Company do not retain a majority of the voting power in the surviving entity), or (iii) a sale of all or substantially all the Company’s assets.

Closing:
The closing of this transaction is expected to occur on or before July 15, 2004.

Investor’s Counsel:
The Company will bear the expenses of one counsel to the investors in an amount not to exceed $25,000.

This Memorandum represents only the current thinking of the parties with respect to certain of the major issues relating to the Proposed Private Placement.  Therefore, it is understood and acknowledged that this Memorandum is not intended and will not be deemed to be a legally binding agreement among the parties for any purposes.  All rights and obligations of the parties will be subject to negotiation and execution of definitive financing documents among the parties and completion of the other matters set forth above.
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