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Convertible Notes: A User’s Guide
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Introduction

This resource guide discusses the sometimes-under-appreciated convertible promissory note
(“convertible note”). The purpose of this guide is to offer a primer on the terms commonly
negotiated in convertible note offerings. After reviewing this guide, you should be able to:

1. Determine if a convertible note suits your use-case;
2. Understand the utility and benefits of convertible notes; and
3. Understand the key terms you may need to negotiate with your investor(s) or issuer.

Convertible notes are an instrument frequently used by startup and middle-market growth
companies to:

1. Finance early growth activities, before the formation of capital through the offering of
priced equity; or

2. Secure bridge financing, allowing the issuer to achieve certain metrics or milestones in
advance of (or in-between) a round of priced equity capital.
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Said differently, issuers can use convertible notes to raise equity-like capital while deferring the
discussion of valuation. While convertible notes are sometimes viewed as the venture capital on-
ramp instrument (though perhaps now displaced as such by the SAFE), they are incredibly flexible
and powerful instruments in the fundraising toolkit.

Convertible notes are on the “debt” end of the debt-equity spectrum of hybrid securities, offering
the holder some downside risk protection.

Types of Convertible Notes

In general, convertible notes come in two varieties. The first can be described as “stand-alone”
convertible notes, in which all salient terms of the convertible note are captured in the convertible
note document itself.

In a stand-alone convertible note, the note is the transaction document and the evidence of debt at
the same time. Each stand-alone convertible note is negotiated with the person holding the debt
instrument (usually referred to as the “holder,” “debtholder,” “note holder,” or “purchaser’), and
offers the issuing company (referred to as an “issuer”) a great deal of flexibility in negotiating
terms with each note holder in the fundraising round. For purposes of defining a 'round' of
fundraising, stand-alone notes can still be issued in a common series denoting similar terms of the
convertible notes, or notes issued in a confined period.

The second convertible note variety can be described as a class or series of convertible notes issued
pursuant to a central note purchase agreement. This is sometimes referred to as the credit facility
approach. This manner of fundraising is commonly used if a single person or entity is the primary
or sole negotiating party in establishing the terms of the convertible note round. When using the
credit facility approach of fundraising with convertible notes, all of the terms of the class or series
of convertible notes in the same issuance are established in the note purchase agreement and all of
the note holders execute a central note purchase agreement (similar to a stock purchase agreement)
and the company issues each note holder a convertible note which serves solely as evidence of the
principal amount owed, the convertible note references the note purchase agreement for the
purpose of establishing all other terms associated with the convertible note.

The reason for selecting one method or the other of issuing convertible notes is mostly preference
(and frequently driven by counsel’s advice). However, if you are an issuer lucky enough to have
an advocate out there helping you to shake the tree for capital, you may find it advantageous to
negotiate terms with your principal investor and simply allow others participating in the round to
follow those terms in a note purchase agreement. If, however, you are taking investment from
different people, entities, or groups who each have varied reasons for investing, using stand-alone
notes may be advisable, as you can offer different terms to each investor and meeting each
investor’s needs and/or wants.

Primary Terms

Now that we have discussed the two approaches to preparing convertible notes, it is prudent to
consider the other negotiated provisions commonly contained in convertible notes. The terms
commonly negotiated in a convertible note can be divided up into two categories, the first category
is the central considerations in a convertible note:

1. Principal Amount
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2. Term
3. Interest
4. Discount

5. Valuation Cap
Principal Amount

The principal amount of a convertible note reflects the amount invested by the holder of the
convertible note in the issuer through the convertible note instrument. In early-stage fundraising,
startup companies tend to raise anywhere from $500,000 to $2,000,000, depending on the
circumstances. If used in bridge funding, convertible notes may have significantly higher principal
amounts (reaching into the tens of millions of dollars).

When using the stand-alone note approach, each note contains the principal amount invested by
the holder, but when using the credit-facility approach (when all the holders are subject to a single,
central, note purchase agreement) the note purchase agreement usually states the aggregate
principal of all convertible notes issued in the round, while the associated convertible notes only
reflect the holder’s investment in the round.

Term

Convertible notes are a term instrument that become due and payable on the maturity date set in
the convertible note or the note purchase agreement. Generally, convertible notes are issued with
a maturity date that is 1-3 years from either the date the convertible note was issued, or the date of
the first execution of a convertible note pursuant to the note purchase agreement. As can be
expected, on the maturity date, the principal and accrued interest becomes due and payable.

More recently, some attorneys have begun drafting convertible notes to be renegotiated if the
maturity date is reached. This is practice appears to be an acknowledgement of the fact that many
convertible notes — especially those issued in first-round fundraising — remain outstanding past
their maturity date.

Interest

Because convertible promissory notes are debt instruments, they carry interest. The interest rate
on a convertible note is usually in the range of 5%-8% but can vary widely. In early-stage
fundraising, investors do not heavily negotiate the interest rate associated with convertible notes,
as the issuer generally has little or no assets for the holder to recover from in the case of insolvency.
Instead, investors will focus more heavily on conversion terms (discussed below). Said differently,
unless you are issuing a significant amount of convertible debt, investors are generally not
investing for interest income. They are investing for the equity-like features of a convertible note
and risk mitigating their position by structuring the investment as debt.

In later-stage fundraising, such as a bridge round, the holder may more aggressively negotiate the
interest accrued on a convertible note, especially when the principal is significant.

Conversion

When a convertible note converts to equity, holders of convertible notes receive the benefit of
favorable pricing when converting to equity. Usually, holders pay the lower of (i) the price set in
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the next round of equity financing, less the applicable discount (discussed below), or (ii) the price
implied by a pre-agreed valuation cap (discussed below).

The rationale for a discount is based on the view that early investors have taken greater risk in the
issuer, in turn, reducing risks for subsequent investors. As a result, convertible note holders are be
rewarded with preferential pricing over the new investor in the next round of equity financing.

Conversely, the use of a valuation cap is intended to protect convertible note holders from the risk
of significant dilution in the case of an unexpectedly high valuation at the time of the next round
of equity financing.

Discount

In the absence of a discount, when a convertible note converts to equity at the next round of equity
financing, the convertible note’s principal and accrued interest would convert to the stock issued
in the next round of equity financing at the price set by the investors in the next round. With a
discount, however, the price set in the next round of equity financing is reduced by the amount of
the discount, creating a “shadow class” of the same stock issued to new investors with a lower
original purchase price (sometimes called an “original issue price”) than that of the stock issued to
new investors.

Generally, in early-stage financing discounts will range anywhere from 5%-25%, but in a later-
stage bridge financing, the discounts can vary more widely depending on the situation.

Valuation Cap

In addition to a discount, convertible notes frequently contain a valuation cap on the pre-money
valuation of the issuer at the time of its next round of equity financing. The valuation cap allows
the holder to have a better sense of scale of their participation in the next round of equity financing
by giving an outer limit to the pre-money valuation of the issuer at the time the holder invests in
the convertible note. In the absence of a valuation cap, a convertible note holder may invest a small
amount (for example, $100,000) in an issuer who leverages that investment into a $75 million pre-
money valuation in the next round of equity financing. Because of the significant increase in
valuation in the next round of equity financing, the holder of the convertible note will not have
significant participation in the next round equity, even though that $100,000 may have been critical
to unlocking $75 million in value.

In a first-round convertible note, valuation caps generally range anywhere from $8 million to $18
million but depending on sector and timing, the cap can be significantly higher. An important
caution: issuers should be careful to not mis-price valuation caps as they can be devastating to
founders who raise too much money on convertible notes with a too-low valuation cap.

Secondary Terms

The second category of terms meriting discussion is highly dependent on regional customs,
investor concerns, and willingness of the issuer to offer certain concessions or benefits to its
investors to incentivize or reward investment. This list is fluid, but for the moment we will
consider:

1. Manner of Conversion

2. Most Favored Nations
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Right of First Refusal

Corporate Transaction Multiples

A

Subordination
6. Securitization
Manner of Conversion

Generally, conversion of a convertible note occurs in one of three instances: (1) mandatorily upon
an “qualified financing event” (a qualified financing event usually means the issuer’s next equity
financing that results in proceeds to the issuer in excess of an amount agreed between the parties),
(2) at the note holder’s election at the time of corporate transaction (such as a merger or
acquisition) if the convertible note remains outstanding at that time, and (3) on maturity of the
note.

On the event of mandatory conversion upon a ‘“qualified financing event” the principal and
(usually) the unpaid and accrued interest of the convertible note convert to the class of equity
securities issued on the qualified financing event, sometimes referred to as “next round securities”
or a shadow class of the next round securities. While some issuers resist the issuance of shares of
a shadow class of next round securities, it results in a waterfall more equitable to investors and
management.

On the event of a corporate transaction (a merger or acquisition of the issuer) convertible notes
provide for the satisfaction of indebtedness due under the convertible note, at the election of the
convertible note holder, by (1) payment of a Corporate Transaction Multiple (see below) or (2) by
issuance of common stock to the holders of convertible debt in an amount based on a pre-
determined price per share (usually the valuation cap). In either case, at the election of the note
holder. The practical effect of this approach is to give the noteholder the benefit of an equity
investment much like the conversion of preferred stock into common stock.

On the event of maturity of the convertible note, convertible notes generally provide for one of
four outcomes:

1. The convertible note will remain outstanding and continuing to accrue interest (the
maturity date may be explicitly or implicitly extended in connection with this
outcome);

2. The convertible note will become due and payable;

The convertible note will become a demand note (meaning that the holder or holders
must demand repayment before the convertible note is due and payable); or

4. The convertible note may convert to:

a. Common stock in an amount based on a pre-determined price per share (usually
the valuation cap or some lower amount), or

b. Preferred stock in an amount based on a pre-determined price per share (usually
the valuation cap or some lower amount).
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Most Favored Nations

The use of a most favored nations clause varies from transaction to transaction and place to place.
But the concept is simple enough. If, during the time that the convertible note is outstanding, the
issuer issues other debt instruments with terms or features more favorable to the holders of those
subsequent instruments than the terms of the convertible note, the noteholder can elect to reform
the convertible note or receive a new note with the improved or more favorable terms.

While most favored nations clauses are not commonly requested, they can sometimes give
investors comfort that they are not getting terms inferior to those secured by other investors. While
issuers do not think about most favored nations clauses too critically (because it is not an economic
deal point), they can sneak up on issuers. If an issuer offers a lower valuation cap, or discounts to
later investors, the most favored nations clause can bite issuers.

Right of First Refusal

The right of first refusal is a provision that is rarely negotiated in convertible notes, but sometimes
raised by investors eager to hold a position in the issuer's capital stack. In short, a right of first
refusal offers the noteholder the ability to participate in subsequent securities offerings of the
issuer. The right of first refusal is based on a pro rata participation of some type. For example, if
the noteholder holds 10% of total convertible notes issued by the issuer, they can participate in or
purchase up to 10% of the next securities offering. Alternatively, the pro rata offering can be based
on the as-converted holdings of the noteholder, assuming conversion to equity per the terms of the
convertible note.

A right of first refusal provision is not viewed as being contentious, and there is little downside in
offering it to investors but in some instances subsequent investors leading the next financing of
the issuer may want to take the entire investment for themselves. This creates tension between
noteholders and new investors and creates a fire-drill for issuers who must broker a resolution or
face breaching a term of the note.

Corporate Transaction Multiples

Corporate transaction multiples are a feature of convertible notes embedded in the corporate
transaction conversion section of the convertible note documents. Because most investors are
looking for more than a modest interest return on high-risk convertible notes being issued to
companies that are usually not otherwise able to secure credit, upon a corporate transaction, the
holder is entitled to all accrued and unpaid interest plus some multiple of the principal. The
multiple ranges are commonly structured anywhere from 1.1x to 2.5x the principal amount but can
be set as high as 7-8x in certain circumstances.

It is important to note that not every convertible note includes a corporate transaction multiple, but
when representing investors, we negotiate this provision firmly, it can make a material difference
to an investor’s returns.

Subordination

Subordination of a convertible note is commonplace. While some convertible note instruments are
silent as to subordination, some will explicitly lay out that the convertible note is subordinated to
institutional debt (which is usually defined as debt from banks or other commercial lenders). Most
investors in convertible notes are not seriously concerned about subordination or seniority with a
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few noteworthy exceptions. In some early-stage companies, founders treat their capital
contributions or deferred compensation (among other investments) as a liability on the issuer’s
balance sheet. Most investors will want to be senior to that founders’ debt. In more mature
companies who are using convertible notes as a bridge instrument to a next round of equity capital,
the company will have some degree of institutional debt or venture debt which is explicitly senior
debt, in those cases convertible notes may need to be subordinated.

Because convertible notes are intended to be a equity-debt hybrid there is an argument that
subordination is reasonable. But issuers will have to engage with their investors and senior lenders
to resolve subordination issues.

Securitization

Securitization of convertible notes functions the same as the securitization of any other credit
facility. Most investors do not request securitization of convertible notes. However, the question
of securitization does arise, in particular where holders are concerned about the ability of the issuer
to satisfy indebtedness owing under a convertible note, or there’s skepticism about the ability of
the issuer to raise further capital. Commonly, the biggest barrier to securitization of convertible
notes is that emerging growth companies do not have material assets to offer up as collateral.

Some emerging growth companies who are heavily invested in their intellectual property can
pledge those intellectual property assets in securing significant amounts of convertible debt,
moreover, issuers who are using convertible notes to fund a round of bridge financing, may be able
to offer up their assets as collateral.

A Note on Subordination and Securitization

As an issuer begins considering subordination and securitization, it is important to review other
credit facilities to ensure that all cross-collaterization and cross-default provisions are addressed
in the convertible note to be issued by the issuer.

Limitations of the Convertible Note

It is our hope that this user’s guide will be an invaluable tool for founders, executives, advisors
and directors who are weighing options on how to capitalize their business. As is obvious, the
convertible promissory note is a highly customizable and powerful tool in the toolkit. However, it
is not a silver bullet.

Many founders find themselves seeking to defer the discussion of their company’s valuation
indefinitely and find a cascade of convertible notes coming due for years.

Many investors find themselves investing with convertible notes to limit risk exposure but find
they do not have enough input on the operations of the issuer they have just invested in.

The convertible note is powerful, but not unlimitedly so. Convertible notes (like most other debt)
should be part of a capitalization strategy, but not to the exclusion of other debt and equity.

When developing a capitalization strategy, every operator should have the benefit of a chief
financial officer or a CFO-like person who can guide the capitalization strategy, as well as the
benefit of counsel who can ensure that the Company is able assist the issuer in remaining within
the bounds of applicable corporate and securities laws.
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