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Preference Terms 
 

 A number of early stage investments will likely return (say) 1x-2x – ie not large returns, but not a 
complete ‘bust’.  With ordinary shares, founders will get the same return as investors, but investors have 
taken all of the investment risk for a minimal return. 

 Investors can use preference terms as a way of ensuring a more appropriate split of returns between the 
investor and the founder where the exit returns are not significant.   

 Potential preference terms may include one or some combination of the following: 

 Liquidation preference (ie 'money back' on sale or other liquidation event). 

 Conversion to ordinary shares prior to exit event (or some ratio, eg 1 for 2). 

 Preferential dividend (payable on exit event). 

 Coupon which accrues until exit event. 
 
Tranching Investments 
 

 The ability to carry out an effective due diligence on a potential early stage investment is limited, and the 
founders have likely not had the funds (or ability) to carry out proper market validation etc.   

 By linking your initial investment tranche(s) to key outputs – such as an independent market validation or 
IP review – this potentially de-risks your investment at an early stage, by enabling you to decide to not 
invest further.   

 A suggested approach: 

 The investment agreement includes a clear description of the required activity, timeframe and output 
(eg written independent market report of opportunity in Australia). 

 The first investment tranche is used to fund that activity. 

 All subsequent investment tranches are conditional on the activity being completed to the investor's 
satisfaction.  

 
Employee Participation Plans 
 

 An employee participation scheme based on optional convertible notes (OCNs) provides a suitable share 
incentive/participation structure for most early stage companies.   

 There is no 'one size fits all' for share/option schemes, but an OCN scheme provides downside 
protection to participants where the investee company fails, while giving upside protection re tax 
implications.   

 Key elements of an OCN scheme: 

 OCNs are purchased by the participant borrowing from the company. 

 OCNs are similar to options, and are redeemable for cash or convertible into shares. 

 The participant can repay the loan by redeeming the OCNs (for example, where the company fails, 
so the participant will not be pursued for the loan).  

 If OCNs are issued at market price, any profit made on the sale of shares once converted will only be 
taxable if the participant is a share trader.   
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