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Early stage fundraising, such as angel investing and venture capital, can bring 

a variety of legal challenges. In this chapter, we will discuss key legal issues 

entrepreneurs should understand in order to mitigate risk and support their 

decision-making processes.

It is important to bear in mind that the type of investor involved and the amount 

of money being raised will have an impact on the legal process. Angel investors 

typically invest smaller sums, often as part of a syndicate, and have fewer resources 

to devote to the legal process. By comparison, a funding round led by a venture 

capital firm (VC) likely involves a more bespoke set of investment documents and 

a more in-depth due diligence process, where investigations are made into legal, 

financial and operational matters.

There is a trend in England towards standardisation of legal documents for the 

fundraising process. The British Private Equity & Venture Capital Association 

(BVCA), the industry body in the UK for private equity and venture capital, has 

produced standard documents (available on their website) that they encourage 

parties to use as a starting point to save both time and money. The documents 

assume a significant investment is being made by fund investors and have been 

drafted for use in a Series A funding round. They can also be used for earlier stage 

investments but often with scaled back rights and restrictions. Even though VCs 

have their own house-style documents, they often lean on the BVCA standard forms.

This chapter focuses on equity fundraisings, where investors take a minority interest 

in a company and receive shares immediately upon releasing funds to the company. 

There are other ways for companies to fundraise that are not covered here, such as 

convertible loan notes and debt instruments.

KEY DOCUMENTS
There are two principal legal documents, often referred to as the ‘investment 

documents’, that govern the terms of a fundraising in the UK: (1) a subscription and 

shareholders’ agreement (SSA), and (2) articles of association (articles). However, 

parties sometimes choose to enter a subscription agreement and a separate 

shareholders’ agreement as well as adopting new articles.
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THE SSA
The SSA is a contract between the company and 

its shareholders for the purpose of regulating 

the management of the company’s affairs. It 

establishes the terms of the investment and 

contains other provisions detailing operational 

matters relating to the company (e.g. board 

composition) and shareholder protections (e.g. 

information and consent rights).

Investors will want to protect their position 

as shareholders in the company by ensuring 

that they have appropriate rights to access 

management information, including the right to 

receive monthly financial reports and approve 

annual budgets. Because investors do not 

control the board or daily operations of the 

company, consent rights are incorporated to 

ensure that limits are placed on the directors’ 

ability to take certain actions without the 

investors’ consent.

Investors typically expect the SSA to contain 

a set of warranties associated with their 

investment. Warranties are statements of 

fact about the company and the state of the 

business at the date of investment. The investor 

will rely on these warranties when making 

the investment. It is common in early stage 

fundraisings (which tend to carry more risk) 

for the investor to ask the founders and the 

company (together the ‘warrantors’) to give 

the warranties (i.e. if the warranties are not true 

subject to the provisions of the SSA, the investor 

can bring a claim against the founders and/

or the company). We tend to see a founder’s 

liability under the warranties limited to one 

or two times their salary and the company’s 

liability limited to the amount being invested.

The warrantors will be given the opportunity to 

disclose against the warranties before the SSA is 

signed. These disclosures will qualify the 

warranties and act as a defence to claims made 

by the investor. In order to qualify the warranties, 

the disclosures should typically include sufficient 

explanation and detail so that the investor can 

identify the full implication of the matter 

disclosed. This is often a point for negotiation 

between the parties. The disclosures are collated 

in a disclosure letter, which is a separate 

document prepared alongside the SSA. First-time 

entrepreneurs can fall into the trap of providing 

an abundance of information to potential 

investors by way of pre-investment due diligence, 

but not disclosing the details and implications as 

part of the investment suite of documents. Care 

should always be taken to ensure that the 

information is disclosed under the SSA.

In practice, it is unusual to hear about investors 

bringing claims for breach of warranty after 

an early stage fundraising. Most investors will 

simply want to ensure that the founders are in a 

position where they take the warranties seriously 

and have an incentive to provide thorough 

information (or disclosure) to the investors about 

the company in advance of the investment, with 

the knowledge a claim could be brought.

ARTICLES
Every company incorporated in England is 

required to have a set of articles. They represent 

the constitution of the company and the rules 

as to how the company is governed. Unlike 

the SSA, the articles are public documents 

filed with Companies House, the UK registrar 

of companies. Companies may be set up with 

a standard set of model articles, but most 

companies will create a bespoke set of articles 

when taking on investment, incorporating some 

of the provisions of the model articles but with 

tailored provisions to reflect negotiated terms.

The articles govern the procedural requirements 

of the company, including details about how 

board and shareholder meetings are governed, 

and contain the rights of each share class, such 

Companies may be set up with 
a standard set of model articles, 
but most companies will create a 
bespoke set of articles when taking 
on investment, incorporating some of 
the provisions of the model articles 
but with tailored provisions to reflect 
negotiated terms.
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as voting and dividend rights, special rights or 

restrictions on the issue and transfer of shares, 

preferential rights on exit and any compulsory 

transfer provisions relating to employee 

shareholders who leave the business.

DUE DILIGENCE
Whether and to what extent an investor carries 

out legal (or other) due diligence depends on the 

type of investor and the amount being invested. 

Angel investors tend not to carry out extensive 

legal due diligence and focus instead on financial 

and operational matters and the business plan. At 

the other end of the spectrum, VCs investing at 

the Series A stage and beyond typically conduct 

an element of legal, operational and financial due 

diligence and will involve relevant experts in the 

due diligence process. The founders will need 

to complete a legal due diligence questionnaire 

covering key legal matters, including the company 

ownership history, terms of customer and supplier 

contracts, ownership of intellectual property, data 

protection and details relating to employees. If 

the due diligence uncovers any issues that the 

investors are uncomfortable with, this may impact 

the valuation and viability of the business plan 

in the investors’ opinion, and can result in the 

investors deciding not to take matters forward.

ISSUING NEW SHARES
If the company wants to issue new shares, does 

it have to offer those shares to all shareholders 

first (so-called pre-emption rights)? Can 

investors block the future issue of shares? Do 

the same rules apply to a transfer of shares?

Subject to certain exceptions, the default 

position under the Companies Act 2006 is that 

shareholders of a company have pre-emption 

rights on a new issue of shares and a special 

resolution (the consent of 75 per cent or more 

of shareholder votes) is required to waive 

shareholder pre-emption rights. Some investors 

will seek a ‘right of first offer’, which will require 

an initial offer of new shares to be made first to 

those investors. A subsequent offer would then 

be made to the remaining shareholders if there 

are any outstanding new shares not subscribed 

for by the investors. Investors will sometimes 

seek a veto on any issue of shares as well as any 

waiver of their pre-emption rights so that they 

always have control over the next fundraise.

It is typical to see similar provisions in relation to 

the transfer of shares, and for investors to seek 

to limit or block the transfer of shares held by 

founders to ensure that they stay invested in the 

company. Founders sometimes counter this with 

a right to limited sales over a period of time.

LEGAL ISSUES
There are several legal issues that arise on 

an early stage fundraising that need to be 

considered, both by founders and by investors. 

A selection of the issues that typically emerge is 

discussed in the following sections.

WHAT SPECIAL PREFERRED 
ECONOMIC RIGHTS CAN A 
SHAREHOLDER ENJOY IN RESPECT 
OF THEIR SHARES?
There are no predetermined rights associated 

with special classes of shares in England. 

Labelling classes of shares as ‘Seed’, ‘Series A’ 

or ‘Preferred’ will not create any special rights 

on its own. The rights attached to shares will 

be those that the company and investors agree 

to and that are set out in the articles and SSA.

It is typical for all classes of shares to have 

the same voting rights (one vote per share), 

but there are often different economic rights, 

special dividends or preferential rights on an 

exit, for example.

LIQUIDATION PREFERENCE
A liquidation preference provision determines 

how the proceeds are distributed on a sale 

or related exit event, or if the company is 

liquidated. Investors ultimately want to see 

a return on their investment. However, a 

liquidation preference right is usually there 

There are no predetermined rights 
associated with special classes of 
shares in England.
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to protect investors in the event that they are 

unlikely to get their money back on an exit when 

the proceeds are distributed.

While not always included, if investors require 

a liquidation preference, this would usually 

take the form of a non-participating liquidation 

preference, which would enable the beneficiary 

to receive, on an exit event, the higher of (1) 

its total investment in the company (including 

any accrued dividends) and (2) its pro rata 

entitlement to the proceeds according to its 

percentage shareholding in the company (where 

all shares are treated as the same class).

On occasion, investors instead seek a 

participating liquidation preference where the 

preferred shares entitle its holder to receive 

both (1) its total investment in the company 

(including any accrued dividend) and (2) its pro 

rata entitlement to the proceeds according to its 

percentage shareholding in the company (where 

all shares are treated as the same class). It is 

unusual to see investors request a participating 

liquidation preference in early stage fundraising 

in the English market.

ANTI-DILUTION PROTECTION
On an equity fundraising, the number of 

shares issued to investors is determined by the 

valuation applied to the company, the amount 

being invested and the number of shares that 

are already in issue. Generally, as businesses 

grow and succeed, higher valuations are 

applied to subsequent fundraisings. The greater 

the valuation, the lower the proportionate 

dilution of an equity fundraising to existing 

shareholders.

There will however be instances where a 

company fails to grow in line with expectations, 

or where unexpected circumstances result in 

the valuation being revised downwards from 

the last round of funding. Investors sometimes 

insist on including anti-dilution rights in the 

articles, which are triggered when there is a 

‘down-round’ (i.e. when the valuation of the 

company in the current round is lower than 

the previous round). In simple terms, the anti-

dilution rights will allow for an adjustment to 

take place, and depending on the formula used, 

an investor holding these rights will have their 

equity adjusted upwards to account for the fact 

that a new investor has invested at the lower 

valuation.

FOUNDER EXITS
What happens when a founder leaves the 

business due to resignation or where the 

company decides to take action to terminate 

their employment contract?

Investors want to ensure that their investment 

is protected and that their money is invested 

into a venture where a founder is incentivised to 

stay by being tied to the long-term success of 

the company. This is often achieved by including 

vesting and/or leaver provisions in the articles, 

which require founders and employees to transfer 

some or all of their shares if they leave (or are 

required to leave) the company. The amount paid 

for their shares on such transfers will vary from a 

low nominal amount to market value, depending 

on the circumstances of departure.

The idea that a founder is at risk of losing 

some of their shares under any circumstances 

can be difficult to accept for a number of 

entrepreneurs. That said, co-founders quickly 

learn the benefits of well-drafted leaver 

provisions when faced with another co-founder 

who walks away from the business at an early 

stage still holding all their shares and leaving 

others to continue the hard work of growing the 

company without their input.

It is not possible to summarise all of the 

possible outcomes that may apply in these 

circumstances; however, the leaver provisions 

usually allow for a period of vesting so that the 

risk to founders reduces over time.

Co-founders quickly learn the benefits 
of well-drafted leaver provisions when 
faced with another co-founder who 
walks away from the business at an 
early stage still holding all their shares 
and leaving others to continue the 
hard work of growing the company.
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HOW IS THE BOARD STRUCTURED?
The directors of a company are responsible for 

the day-to-day running of the business. Under 

the SSA, investor shareholders often negotiate 

additional consent rights over key matters such as:

 ■ material changes to the nature of the 

business;

 ■ decisions that impact the share capital of the 

company;

 ■ borrowing money; and

 ■ material business decisions, especially in 

cases where the founders retain operational 

control of the business by virtue of being a 

majority of the directors.

Unless the SSA or articles say otherwise, each 

director will have one vote on the board and 

decisions will be made by the majority. It is 

common to see protective provisions detailing 

those directors required for a quorum to be 

present and sometimes designating a director 

as the chairperson and empowering that 

director with an additional casting vote should 

there be a deadlock at a board meeting.

Institutional investors typically request the right 

to appoint a director to the board to participate 

in, and oversee management decisions, 

allowing them to monitor the outcome of their 

investment more effectively. This right can 

sometimes be qualified by a requirement for 

the investor to hold a minimum percentage 

of shares in the company. If the investor’s 

percentage shareholding falls below the stated 

threshold, it will no longer have the right to 

appoint a director to the board. Having multiple 

investor directors after several rounds of 

fundraising, may have an impact on the balance 

of representation at the board level, something 

that all shareholders should keep in mind.

Some investors seek to avoid the responsibility 

of acting as directors, or for other reasons are 

unable to act, and instead opt to take an observer 

status on the board. There is no legal framework 

around an observer position, so the SSA will 

typically establish the observer rights, entitling 

the observer to attend board meetings to listen in 

without giving them the right to vote.

HOW DO I PROTECT THE 
COMPANY’S INTELLECTUAL 
PROPERTY?
Another area of risk in relation to the legal 

framework of early stage investments relates 

to the ownership of intellectual property rights 

(IPRs). (Chapter 6 discusses how you can protect 

your intellectual property.) Those investing in 

companies built on new or innovative technology 

will want to ensure that the company owns all 

of the relevant IPRs relating to the value on 

which the company is built. In the early stages 

of growth, companies often rely on third-party 

contractors rather than employees to help build 

their product and develop certain aspects of 

the IPR. Founders often start to develop the 

IPR before they incorporate their company and 

sometimes do so as employees or directors at 

a different company. All of these factors raise 

concerns at a later stage when investors are 

looking at whether the IPRs are in fact owned by 

the company they are investing in.

When an IPR is created outside of the traditional 

employment relationship, the default position 

under English law is that the IPR belongs to the 

individual creator rather than the company. The 

transfer of ownership of the IPR is not difficult 

to achieve; however, if companies do not put 

these agreements in place at an early stage, 

as the IPR is developed it can be difficult (and 

sometimes expensive) to fix it at a later stage. 

Increasingly, companies are looking to contract 

out development work to consultants in multiple 

jurisdictions. If agreements are not put in place 

on day one, this may pose a significant legal 

hurdle further down the line when investment is 

sought.

HOW DO SHARE OPTIONS WORK?
A share option gives the option holder the 

right to purchase shares in the company. 

Those investing in companies built on 
new or innovative technology will want 
to ensure that the company owns all of 
the relevant IPRs relating to the value 
on which the company is built.
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The main difference between an option holder 

and a shareholder is that an option holder is not 

a shareholder from day one, but they have the 

option (subject to any agreed restrictions) to 

purchase shares in the company at a fixed price 

at a future date. The shareholder base will not 

be diluted until the options are exercised, and 

option holders do not have voting rights, pre-

emption rights or rights to share in dividends. 

Once exercised, options convert into shares and 

would typically enjoy the same rights as all other 

shares of the same class.

Options can be structured in different ways. For 

example, they can be subject to vesting (i.e. can 

only be exercised after a certain amount of time 

has lapsed or immediately prior to an exit), and/

or performance targets can be specified. There 

are tax-efficient enterprise management incentive 

(EMI) options in the UK. In order to qualify for EMI 

status, the company granting the options and the 

option holder must meet certain criteria.

The exercise of options out of the option pool 

will dilute the percentage shareholding of all 

shareholders, which is why investors will be keen 

to agree on the size of the option pool prior to 

investing. This will clarify any potential dilution 

they may face if those options are exercised and 

additional shares are issued.

Options are a helpful way for early stage 

companies to attract new skilled hires who are 

incentivised to stay with the business. They help 

to align the interests of employees with those 

of shareholders for the long term, as the value 

of the option will grow as the company grows, 

subject to the dilution of the issue of new shares 

as a result of new investor rounds.

FINAL REMARKS
This chapter discusses some of the main issues 

that an early stage company embarking on 

their fundraising journey will need to consider. 

It is important for founders to develop an 

understanding of the key legal terms of an 

investment that have both operational and 

economic effects before embarking on their 

fundraising journey. This is of particular 

importance since founders of early stage 

companies often tend to lead negotiations on 

term sheets with seasoned angel investors or 

VCs in order to keep costs down, and this is the 

stage at which the main investment terms are 

agreed.

The information provided by this chapter on 

investment documents and key investment 

terms will help guide companies through their 

fundraising.
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