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Evaluate VC investors before signing: term-sheet economics, liquidation preferences, dilution, board rights, portfolio
references and fraud red flags.

When a venture capital firm expresses interest, founders should investigate the investor with the same care that
investors apply to the company. Relevant questions include decision authority, available capital, follow-on support,
the economics of the term sheet, board control, information rights, reputation with portfolio founders and what
happens if the company misses its plan. This guide provides a founder-side diligence process; it does not recommend
a particular investment or substitute for qualified securities counsel.

Treat a term sheet as a change in ownership and decision power

Research on Black venture capital firms can help you discover potential funding partners, but affinity and enthusiasm
are not deal terms. Use the investor-fit guide to establish stage and thesis alignment first, then use this guide when
a meeting turns into serious financing discussions. Also explore the VC Matching Engine without assuming a match
means an offer.

Founders commonly focus on the headline valuation. A financing may also change who approves budgets, hiring,
new securities, company sales, debt, executive compensation and future fundraising. Some rights are ordinary for an
institutional round; their breadth and thresholds matter. Read the actual documents and ask counsel to explain how
they operate in your company’s cap table.

Identify the investor you are actually dealing with

Confirm the legal fund and management entities, responsible investment partner, authorized signatories, fund vintage
and whether the investor intends to lead or join the round. Search the official firm website, relevant public filings
and independently confirm any changed wiring instructions by a trusted method. The SEC’s EDGAR system contains
public filings, and the SEC’s private-fund adviser overview explains parts of the regulatory framework. Not every
private fund or adviser will appear in the same public database. Verify applicable registrations and exemptions rather
than drawing conclusions from absence alone.

For a serious relationship, ask for two or three current or former portfolio founders willing to discuss how the firm
behaves during hard quarters, not only when numbers are strong. Ask whether the partner follows through on hiring,
introductions and financing help. Request specific examples rather than vague assurances that they are “founder-
friendly.”

The six term-sheet questions that change the economics

Term The founder should ask Why it matters

Pre-money valuation and new
money

Option pool

Liquidation preference

Board and consent rights

Pro-rata and anti-dilution

Information and founder terms

How many new shares and what
fully diluted base?

Is the pool increased before or after
financing?

What multiple, participation and
seniority?

Which actions require investor
approval?

Who may buy future rounds, and
under what formula?

Which reports, vesting, transfer and
employment conditions apply?

Determines dilution, not just
headline value

Can shift more dilution to existing
holders

Can change proceeds in a modest
exit

Affects actual operating authority

Changes future ownership
economics

Creates ongoing obligations and
constraints

The National Venture Capital Association’s model documents include financing agreements and explanatory material.

They are starting points, not a standard contract that every founder should accept unchanged.
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https://blacktechstartup.com/
https://blacktechstartup.com/venture-capitalist-matching-engine/
https://www.sec.gov/search-filings
https://www.sec.gov/about/divisions-offices/division-investment-management/private-fund-adviser-overview
https://nvca.org/model-legal-documents/
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Calculate dilution before becoming excited about valuation

Hypothetical simple priced round: a startup has $4 million pre-money value and raises $1 million. Ignoring option-
pool changes, debt conversion and other securities, post-money value is $5 million and the new investor owns ap-
proximately 20% ($1 million divided by $5 million). Existing owners together move from 100% to 80%. That is a
simplified teaching example, not an actual term-sheet calculation.

Now imagine the investor asks for a larger employee option pool before closing. The founders may bear more
dilution than the simple 20% example. If SAFESs, notes or multiple classes exist, conversion and ownership become
more complex still. Demand an accurate fully diluted, pre- and post-financing cap table and run a downside scenario.
The BTS cap-table cleanup guide explains why a clean share count matters.

See how a preference can affect exit proceeds

Suppose a hypothetical investor owns 20% after investing $1 million with a 1X nonparticipating liquidation pref-
erence, and the company later sells for $3 million with no debt or other priority claims. In this simplified case, the
investor compares taking its $1 million preference with converting to common equity worth $600,000 (20% of $3
million). It would take the $1 million preference, leaving $2 million for the remaining owners. If the deal instead
sells for $10 million on the same simplified capitalization, 20% common value is $2 million, so conversion may be
better.

Participation rights, seniority, dividends, option pools, transaction fees, debt and multiple rounds can change the
waterfall completely. Do not use this example to evaluate a real exit; have counsel and finance advisers model your
actual documents. The principle is to compare what each stakeholder receives under multiple outcomes, not to
celebrate a high valuation alone.

Due-diligence questions for reference calls

Ask portfolio founders about behavior during a missed target, follow-on rounds, a leadership disagreement and a
potential acquisition. A useful reference script is:

What did the partner personally promise before signing, and what happened afterward?
How frequently do you hear from the partner, and who handles urgent issues?

How did they respond when revenue or fundraising did not meet the plan?

Did the firm help find customers or talent in measurable ways?

Were follow-on investment discussions candid and timely?

Were board rights exercised as expected, or were there surprises?

What would you negotiate differently if you could do it again?
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Keep reference information confidential and distinguish one founder’s experience from general fact. References are
qualitative evidence; they should inform, not replace, professional diligence.

Make investor communication an operating system

Before signing, define the reporting cadence and formats: cash balance, burn and runway, bookings versus collected
revenue, customer retention, major incidents, hiring plan, product milestones, legal issues and financing needs. Agree
what triggers an immediate update, such as a severe security incident, covenant issue or urgent cash shortfall. If a
fund requests rights that your team cannot operationally fulfill, negotiate them before closing.

Run a board-rights simulation. Imagine a founder wants to borrow money, sell a product line or accept an acquisition
offer. Which resolutions are required? Who can block action, and how quickly can a decision be made? The BTS
institutional governance guide explains how these approvals shape the operating company.

Red flags that justify a pause

* Pressure to wire money to an unverified account or pay unusual up-front fees to receive a supposed investment.
* Refusal to provide the correct legal fund identity or explain who can authorize a deal.

* Material terms shifting verbally without revised written documents.

* No workable explanation of cap-table conversion, preferences or protective provisions.

* A promised check dependent on vague third-party events that do not appear in financing documents.
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https://blacktechstartup.com/education/articles/cap-table-cleanup-safes-notes-options-equity/
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* Excessive exclusivity, information access or commercial rights unrelated to the financing purpose.
* Pressure to skip independent legal advice or conceal the deal from existing owners.

Some legitimate investors use complex structures, and complexity alone does not prove misconduct. The SEC’s
Investor.gov education resources outline verification practices. For actual investments, securities and tax advice must
be specific to the entity and transaction.

A 10-day founder diligence calendar

Days 1-2: verify entities, partner, check size, fund authority and meeting record. Days 3—4: build the fully diluted
cap table and preference waterfall under three exit scenarios. Days 5-6: compare the term sheet against the NVCA
reference documents with counsel; flag deviations and legal risks. Days 7-8: conduct portfolio references and assess
operational help, control and conflict. Days 9-10: negotiate a short issue list, record unresolved matters and define an
approval/no-go decision. Legal diligence can reasonably take longer; never compress it merely to satisfy an artificial
timetable.

Before signing, answer in one page: What capital arrives, when, and from whom? What ownership and control does it
buy? What must the company deliver? What happens if it underperforms? What would the founders regret agreeing
to after a low-value exit? If leadership cannot explain these answers, the deal is not ready for approval.

Founder-side closing checklist

O Fund identity, authority and wiring instructions are independently verified.

O Complete cap table includes options, SAFEs, notes and applicable preferences.
0 Control rights and board composition are modeled with real decisions.

0 Portfolio references include difficult periods, not only best-case testimonials.
O Side letters, exclusivity, information and founder obligations are reviewed.

O Appropriate legal and tax advisers review actual agreements.

O Board and shareholder approvals are documented before closing.

The right investment should improve the company’s chance of delivering lasting value without creating hidden control
or financial traps. Choose the partner and the terms, not just the check.

Primary sources and verification

Sources reviewed October 31, 2026. Verify current investor mandates, legal requirements and company policies
before acting.

* NVCA — Model venture financing documents
SEC — Public filings search

* SEC — Private fund adviser framework

* Investor.gov — Avoid investment fraud

* Investor.gov — Check an investment professional
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Educational material only; not individualized legal, tax, financial, procurement or investment advice.
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https://www.investor.gov/protect-your-investments/fraud/how-avoid-fraud/what-you-can-do-avoid-investment-fraud
https://www.investor.gov/protect-your-investments/fraud/how-avoid-fraud/what-you-can-do-avoid-investment-fraud
https://nvca.org/model-legal-documents/
https://nvca.org/model-legal-documents/
https://nvca.org/model-legal-documents/
https://www.sec.gov/search-filings
https://www.sec.gov/about/divisions-offices/division-investment-management/private-fund-adviser-overview
https://www.investor.gov/protect-your-investments/fraud/how-avoid-fraud/what-you-can-do-avoid-investment-fraud
https://www.investor.gov/introduction-investing/getting-started/working-investment-professional/check-out-your-investment-professional
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