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The Landscape of Startup Funding: An Analysis of Simple
Agreements for Future Equity

Executive Summary:

Simple Agreements for Future Equity (SAFEs) have emerged as a prevalent instrument
in the early-stage startup funding ecosystem, offering a streamlined approach for
companies to raise capital. Their core appeal lies in their simplicity and flexibility,
allowing startups to secure investments without the immediate complexities of valuation
or debt obligations. For investors, SAFEs provide an opportunity to invest in high-growth
potential ventures at an early stage, often with favorable terms linked to future equity
conversions. However, the benefits of SAFEs are accompanied by potential drawbacks.
Startups may face significant dilution in later funding rounds, and investors bear the risk
of no conversion event occurring, coupled with limited immediate rights. This white
paper provides a comprehensive analysis of the pros and cons of SAFEs for both
startups and investors, compares them with alternative funding methods, explores the
legal and tax implications, and outlines the various forms and common terms associated
with these agreements.

Introduction to Simple Agreements for Future Equity (SAFEs):

A Simple Agreement for Future Equity (SAFE) is a legally binding contract established
between a startup company and an investor. This agreement grants the investor the
right to purchase equity in the company at a predetermined future date, typically
coinciding with the startup's next priced round of financing or a liquidity event such as
an acquisition or initial public offering '. The fundamental purpose of a SAFE is to
facilitate early-stage funding by allowing startups to raise capital without immediately
determining the company's valuation 2. This approach postpones the often challenging
and potentially contentious process of valuation until a point when the company has
more operational history and traction, providing a more informed basis for assessing its
worth *.

The SAFE was first introduced in 2013 by Y Combinator, a well-known startup
accelerator, as a simplified alternative to convertible notes 2. The aim was to create a
more founder-friendly instrument that could expedite the seed funding process by
reducing the complexities and costs associated with traditional equity financing and
convertible debt °. Unlike these more conventional methods, SAFEs were designed to
be straightforward and quicker to execute, enabling startups to focus on their core
business activities rather than being encumbered by lengthy and intricate funding
negotiations °. Initially, the standard SAFE agreement was based on a pre-money
valuation, but in 2018, Y Combinator introduced a post-money valuation option to
provide greater clarity regarding ownership calculations, especially in larger seed
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funding rounds 2.

The core mechanics of a SAFE agreement revolve around several key elements.
Investors provide capital to the startup at the time of signing the agreement in exchange
for the promise of future equity 2. The actual conversion of this investment into equity is
triggered by specific events, most commonly a subsequent equity financing round
where the company sells preferred shares to new investors, or a liquidity event such as
the company being acquired or going public *. To incentivize early-stage investors for
taking on more risk, SAFE agreements often include terms such as a valuation cap and
a discount rate 2. A valuation cap sets a maximum valuation for the company at which
the SAFE will convert into equity. If the company's valuation in the subsequent funding
round exceeds this cap, the SAFE holders will convert their investment at the capped
valuation, potentially receiving more shares than they would have at the higher
valuation 2. A discount rate, on the other hand, allows investors to purchase shares at a
price lower than that paid by new investors in the financing round, providing them with a
direct economic benefit for investing early . These mechanisms are designed to reward
early investors for their initial commitment and the risk they undertake by investing in a
company at its nascent stages °.

Advantages of Using SAFEs:
For Startup Companies:

One of the primary advantages of utilizing SAFEs for startups is the significant flexibility
and simplicity they offer in the fundraising process 2. Unlike traditional equity or debt
financing, SAFE agreements are less complex, allowing startups to secure funding
without navigating intricate legal and financial structures 2. This flexibility extends to the
negotiation of terms such as discount rates and valuation caps, enabling startups to
tailor agreements to suit the preferences of different investors and anticipate various
future funding scenarios 2. The straightforward nature of SAFEs also translates to a
quicker execution process, allowing startups to raise capital faster and with fewer
protracted negotiations °. This expedited fundraising can be crucial for early-stage
companies that need capital quickly to fuel their growth and achieve key milestones °.
Moreover, the standardized format of SAFE agreements often results in lower
transaction costs, particularly in terms of legal fees, compared to more complex
financing methods °. This cost-effectiveness is especially beneficial for startups
operating with limited budgets in their initial phases °.

Another key advantage for startups is the ability to defer the often-challenging process
of company valuation 2. In the early stages, determining an accurate and fair valuation
can be difficult due to the lack of substantial performance data or established market
traction 2. SAFEs allow founders to postpone this valuation discussion until a later
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funding round, typically when the company has achieved more significant milestones
and has a clearer picture of its market value ®. This deferral can prevent founders from
potentially undervaluing their company prematurely, which could lead to giving away a
larger portion of equity than necessary °.

Furthermore, SAFEs do not create any debt obligations for the startup 2. Unlike
convertible notes, which are considered debt instruments and accrue interest, SAFEs
represent an agreement for future equity and do not carry interest rates or have a fixed
maturity date 2. This absence of debt obligations reduces the immediate financial
pressure on the startup and eliminates the need for regular interest payments or
principal repayments °. Startups can thus allocate their limited capital resources towards
business growth and development without the burden of servicing debt °.

Finally, SAFEs are often considered more founder-friendly in terms of control retention .
The dilution of ownership for the founders only occurs upon the conversion of the SAFE
into equity during a future financing round, not immediately at the time of the initial
investment °. This delayed dilution allows founders to maintain a greater degree of
control over their company in the crucial early stages °. Moreover, pre-money SAFEs, in
particular, are seen as more founder-friendly as they do not set a fixed ownership
percentage for the investor upfront, and the founders' equity is diluted by subsequent
SAFEs and convertible instruments before the priced round, potentially preserving a
larger initial stake .

For Investors:

For investors, a primary attraction of SAFEs is the potential for high returns associated
with investing in early-stage ventures °. If the startup succeeds and its equity
appreciates substantially, investors who entered early through SAFEs stand to gain
significant returns on their initial investment . Additionally, the initial investment amount
required for a SAFE agreement is often lower compared to later-stage funding rounds or
traditional equity investments . This lower entry point reduces the initial risk for
investors while still providing them with the opportunity to be part of a potentially
successful and high-growth company °.

SAFE agreements also offer investors the potential for favorable equity conversion
terms through mechanisms like valuation caps and discount rates 2. A valuation cap
provides a ceiling on the company's valuation at the time of conversion, ensuring that
early investors receive a larger percentage of equity if the company's valuation in the
next round is significantly higher than the cap . This acts as a safeguard against
excessive valuation increases and rewards early investors for taking on more risk °.
Similarly, a discount rate allows SAFE holders to convert their investment into equity at
a price per share that is lower than the price paid by new investors in the subsequent
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funding round 2. This discount incentivizes early investment by providing investors with
a more favorable conversion price, compensating them for the higher risk associated
with investing in the company's early stages ®. Furthermore, some SAFE agreements
may include a Most Favored Nation (MFN) clause, which protects early investors by
ensuring that if the company issues subsequent convertible securities with better terms
(such as a lower valuation cap), those improved terms will automatically apply to the
initial investor's SAFE as well 2.

Compared to traditional equity financing, the documentation involved in SAFE
agreements is generally simpler and less extensive °. This streamlined documentation
process reduces the time and complexity for investors to evaluate and finalize their
investment, allowing for quicker participation in promising early-stage companies °.

Disadvantages and Drawbacks of SAFEs:
For Startup Companies:

While SAFEs offer numerous advantages, startups must also be aware of potential
disadvantages. One significant concern is the potential for substantial dilution of
ownership in future funding rounds "°. As SAFEs convert into equity during subsequent
financing, the issuance of these new shares can significantly reduce the ownership
percentage of the founders and early team members °. This dilution can be more
pronounced than initially anticipated, especially if the startup has conducted multiple

SAFE rounds or if the valuation cap and discount terms are highly favorable to investors
13

Managing multiple SAFE agreements with varying terms and understanding the
complex conversion scenarios can also become challenging for startups '°. Different
investors might have negotiated different valuation caps, discount rates, or other
specific conditions, making it administratively burdensome to track these agreements
and accurately calculate the dilution upon conversion . This complexity can lead to
potential disputes or misunderstandings regarding equity distribution in the future ™.

Another potential drawback for startups is that SAFEs often provide fewer protections
for investors compared to other investment vehicles like convertible notes . For
instance, SAFEs typically do not include provisions for debt repayment in the event of
company liquidation, leaving investors with limited recourse if the startup fails °. This
lack of security might deter more risk-averse investors who prefer some form of
downside protection, potentially making it harder for startups to attract capital from
certain investor segments °.

The use of SAFEs can also impact future funding negotiations and investor sentiment *°.
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A large accumulation of outstanding SAFEs can sometimes make a company less
attractive to later-stage investors, particularly venture capital firms, who might be
concerned about the potential for significant dilution upon conversion 3. Anticipation of
this dilution can lead to more challenging negotiations in subsequent financing rounds,
potentially even lowering the overall valuation of the startup ™. Furthermore, a
misalignment of interests can arise between SAFE holders, who might prefer to convert
at a lower valuation cap sooner, and founders, who might want to wait for a higher
valuation in a later round °.

Finally, startups need to be mindful of the legal and tax uncertainties associated with
SAFEs, as well as the administrative burden of managing these agreements '°. The
legal status and tax implications of SAFEs can vary depending on the jurisdiction, and
startups must ensure they understand and comply with all applicable regulations . For
example, in some cases, the IRS might treat SAFEs as immediate taxable income for
investors, leading to unforeseen tax liabilities '*. Additionally, managing the
documentation and tracking the terms of multiple SAFE agreements can consume

valuable time and resources that could otherwise be directed towards the core business
13

For Investors:

While SAFEs offer potential for high returns, investors also face several risks and
disadvantages. One key drawback is the lack of immediate equity ownership or voting
rights °. Until the SAFE converts into equity, investors do not have the rights typically
associated with shareholders, such as the ability to vote on company matters or
participate in board decisions '2. This lack of immediate control can be a concern for
investors who prefer to have a more active role in the companies they invest in .

A significant risk for investors in SAFEs is the possibility that a conversion event might
never occur °. If the startup fails to achieve a subsequent funding round, get acquired,
or go public, the SAFE might not convert into equity, and investors could potentially lose
their entire investment 2. Unlike debt instruments, SAFEs do not have a maturity date
or an obligation for the company to repay the invested capital if a conversion event does
not take place ®. This lack of downside protection compared to convertible notes, which
have debt-like features, means that SAFE investors bear a higher degree of risk °.

Investors also face uncertainty regarding the future valuation of the company and the
potential for dilution °. While valuation caps and discounts are intended to provide some
protection, the actual equity stake an investor will receive upon conversion depends on
the company's valuation at that future point in time 2. If the valuation in the next round is
remarkably high, even with a discount or valuation cap, the investor's ownership
percentage might be lower than anticipated 2. Furthermore, subsequent funding rounds
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can dilute the ownership of all existing equity holders, including those who converted
their SAFEs °.

Finally, the tax implications of SAFEs for investors can be complex and sometimes
disadvantageous “. The holding period for capital gains tax purposes, which is relevant
for potential tax benefits like the Qualified Small Business Stock (QSBS) exemption,
typically begins upon the issuance of the stock after the SAFE conversion, rather than
the initial signing of the SAFE agreement . This delay can cause investors to miss the
cutoff date required to qualify for significant tax advantages *. Additionally, the tax
treatment of SAFEs as either equity or a forward contract can create uncertainty for
investors regarding the timing and nature of taxable events .

Comparing SAFEs with Other Startup Funding Methods:
SAFEs vs. Convertible Notes:

SAFEs and convertible notes are both popular instruments for early-stage startup
funding, but they differ in several key aspects. A fundamental difference lies in their
legal classification: convertible notes are considered debt instruments, while SAFEs are
not ?°. As debt, convertible notes accrue interest over time and have a predetermined
maturity date, which is the date by which the note must either be repaid or converted
into equity ?°. SAFEs, on the other hand, do not accrue interest and do not have a
maturity date, offering startups more flexibility and less immediate financial pressure %°.

Another key distinction is in their conversion triggers. While both instruments typically
convert into equity upon a future financing event, convertible notes often require the
startup to raise a certain minimum amount of capital in that round for automatic
conversion %. SAFEs, in contrast, usually convert into equity during the next preferred
stock round regardless of the amount raised . This can be advantageous for startups
raising smaller amounts of capital.

For startups, SAFEs are considered more founder-friendly due to the absence of
interest and maturity dates, reducing the risk of insolvency if the company does not
raise subsequent funding quickly %. They are also typically simpler and faster to
document and negotiate, leading to lower legal costs °. Investors in convertible notes,
however, may benefit from the accrued interest and the potential for repayment if the
notes do not convert by the maturity date, offering a degree of downside protection that
SAFEs lack .

Scenarios favoring SAFEs often involve very early-stage startups that are not yet ready
for a formal valuation and prioritize speed and simplicity in fundraising 2. SAFEs also
eliminate the complexities associated with debt, such as interest calculations and
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maturity date management ?°. Convertible notes might be preferred when investors
desire the security of a debt instrument with the potential upside of equity conversion,
particularly if they anticipate a short timeline to a significant funding round or if they seek
the added economic benefit of interest payments %°.

SAFEs vs. Traditional Equity Financing:

The primary difference between SAFEs and traditional equity financing lies in the timing
of company valuation and the immediate issuance of equity °. Traditional equity
financing involves the immediate sale of shares in the company to investors, requiring a
current valuation of the company to be established at the time of investment °. This
process can be complex, time-consuming, and costly, especially for early-stage startups
with limited operating history '>. SAFEs, on the other hand, defer the valuation
discussion until a future funding round and do not involve the immediate issuance of
equity °. Instead, investors receive the right to purchase equity at a later date upon the
occurrence of a trigger event °.

In traditional equity financing, investors become immediate shareholders in the
company, granting them certain rights such as voting rights and potentially board
representation *. SAFE investors, however, do not have these immediate shareholder
rights until their SAFEs convert into equity °. This allows founders to retain more control
over the company in the early stages when using SAFEs °.

Traditional equity financing can be more expensive and time-consuming due to the need
for detailed negotiations on valuation, investor rights, and other terms '°. SAFEs are
generally faster and cheaper to execute, making them a more efficient option for
early-stage fundraising, particularly for smaller investment amounts '°. However,
traditional equity rounds can provide more certainty for both founders and investors
regarding the company's cap table and ownership structure at the time of investment "°.

SAFEs are often preferred over traditional equity financing in the early stages of a
startup when determining a precise valuation is challenging and the need for capital is
immediate 2. They offer a simpler and quicker way to secure funding without the
complexities of negotiating a full set of equity terms '°. Traditional equity financing
becomes more suitable when the company has reached a stage where a reasonable
valuation can be established, and when investors require the immediate rights and
protections associated with equity ownership °.

Legal and Tax Implications of SAFE Agreements:
Legal Implications:

For startups issuing SAFEs, it is crucial to understand the legal obligations involved. A
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SAFE agreement is a legally binding contract that outlines the terms under which
investors will receive future equity 2. Startups must carefully consider the terms and
conditions of the SAFE, including conversion triggers, valuation caps, and discounts, to
avoid potential disputes or unintended consequences in the future %°. Furthermore, the
issuance of shares upon the conversion of SAFEs is considered a securities offering
and requires compliance with applicable securities laws ®. In the United States, this
typically involves filing a Form D with the Securities and Exchange Commission (SEC)
under Regulation D, particularly if the company is raising capital from accredited
investors °. The company structure is also a relevant legal consideration. While it is
generally easier for C-corporations to issue SAFEs, Limited Liability Companies (LLCs)
can also do so, although the process might be more complex 2. Consulting with legal
counsel is essential to ensure compliance with all relevant legal and regulatory
requirements when issuing SAFEs 2.

For investors utilizing SAFEs, the primary legal implication is the right to receive equity
in the company upon the occurrence of a specified triggering event 2. However, it is
important to note that until this conversion takes place, SAFE investors typically do not
possess the rights associated with equity ownership, such as voting rights or the right to
participate in company governance “. The SAFE agreement acts as a contractual
promise for future equity, but the actual ownership is contingent on the company's future
success or a specific event like qualified financing or acquisition °. Investors should
carefully review the conversion terms and understand the potential scenarios that could
lead to conversion or the lack thereof ?’. Additionally, while SAFEs aim for simplicity,
investors should be aware that the specific terms can vary, and it is advisable to seek
legal counsel to fully understand the implications of the agreement ?’.

Tax Implications:

The tax implications of SAFE agreements can be complex for both startups and
investors. For startups, the funds received from SAFE investments are treated as
taxable revenue in the year they are received °. However, the subsequent issuance of
shares to fulfill the SAFE contract upon conversion is typically considered a non-taxable
event for the company '®. Startups should be aware of their tax obligations related to

SAFE funding and consult with tax advisors to ensure proper reporting and compliance
18

For investors, the tax treatment of SAFE investments can vary depending on how the
agreement is characterized by tax authorities. SAFEs are often treated as either equity
or a prepaid variable forward contract for tax purposes . If a SAFE is treated as equity
from the date of the grant (as is often the case with post-money SAFESs), the investor's
holding period for capital gains tax purposes might begin earlier . However, if it is
treated as a forward contract, the holding period would typically begin only after the
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SAFE converts into stock . This distinction is significant as it affects the investor's
eligibility for long-term capital gains rates, which are lower than short-term rates, and for
certain tax benefits like the QSBS exemption '®. Gains realized from the sale of shares
acquired through SAFE conversion are subject to capital gains tax '’. There is also
ongoing uncertainty regarding whether SAFEs qualify as QSBS, which allows for a
significant exclusion of capital gains from federal income tax for investments in qualified
small businesses held for at least five years '®. The IRS has not yet provided definitive
guidance on this matter, leading to some ambiguity for investors *. Investors should
consult with tax professionals to understand the specific tax implications of their SAFE
investments based on the terms of the agreement and their individual circumstances .

Variations of SAFE Agreements and Common Terms:
Different Types of SAFE Agreements:

Since their inception, several variations of the standard SAFE agreement have emerged
to cater to different needs and preferences of startups and investors. Y Combinator, a
key proponent of SAFEs, provides three primary versions for US companies: the
Discount SAFE, the Valuation Cap SAFE, and the MFN (Most Favored Nation) SAFE °'.

The Discount SAFE features a predetermined discount rate that will be applied to the
price per share when the SAFE converts into equity during a future priced round, but it
does not include a valuation cap ®. This type is often used when both parties agree it is
too early to determine a reasonable valuation for the company, and the focus is solely
on rewarding early investors with a discount *'.

The Valuation Cap SAFE, conversely, includes a valuation cap that sets a maximum
valuation for the company at which the SAFE will convert, but it does not offer a
discount ®. This variation is suitable when investors are willing to wait for a priced round
to determine the precise valuation but want a guarantee that their investment will
convert at or below a certain valuation, ensuring a minimum percentage of ownership °.

The MFN SAFE does not include either a valuation cap or a discount rate 8. Instead, it
provides a "most favored nation" clause, which stipulates that if the company later
issues SAFEs or convertible notes with more favorable terms to other investors, the
MFN SAFE holder will automatically receive the benefit of those better terms ®. This
type is less commonly used and might be suitable in situations where an early investor
is willing to invest without specific economic terms upfront, allowing future investors to
negotiate those aspects *'.

Beyond these primary variations, SAFEs can also be structured with either pre-money
or post-money valuation cap 2. A pre-money SAFE calculates the valuation cap before
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including the amount raised in the current SAFE round, while a post-money SAFE
includes these funds in the valuation. Post-money SAFEs offer more clarity to investors
regarding their immediate ownership percentage after the SAFE investments are
accounted for but before the next priced round 2.

Common Terms and Conditions:

Several terms and conditions are commonly included in SAFE agreements, playing a
crucial role in defining the relationship between the startup and the investor.

The Valuation Cap is a critical term that sets the highest valuation at which the
investor's investment will convert into equity 2. It acts as a protection mechanism for
early investors, ensuring they are not penalized if the company's valuation skyrockets in
subsequent funding rounds °. Negotiating the valuation cap is often a crucial point of
discussion between startups and investors, as it directly impacts the amount of equity
the investor will receive upon conversion "°.

The Discount Rate is another common term that provides investors with a percentage
reduction on the price per share of the equity they receive upon conversion, compared
to the price paid by new investors in the next financing round 2. This discount serves as
a reward for the early risk taken by the investors and incentivizes them to invest in the

company at an earlier stage **. Discount rates typically range from 10% to 30% °.

Conversion Triggers are the specific events that initiate the conversion of the SAFE
into equity *°. The most common trigger is a qualified financing round, where the
company raises a specified minimum amount of funding through the sale of preferred
stock *’. Other typical triggers include a liquidity event, such as the company being
acquired or undergoing an initial public offering (IPO) *’.

Pro-Rata Rights are often granted to SAFE investors, giving them the right, but not the
obligation, to participate in future financing rounds to maintain their percentage
ownership in the company . These rights protect investors from dilution in subsequent
rounds and allow them to continue supporting the company's growth *.

The Most Favored Nation (MFN) Provision ensures that if the company issues
subsequent convertible securities (like SAFEs or convertible notes) with more favorable
terms than those in an existing SAFE agreement, the earlier investor with the MFN
clause will automatically receive the benefit of those better terms 2. This provision offers
protection to early investors by guaranteeing they receive terms that are at least as
good as any later seed investors “°.

Conclusion:

10 | Page



EaRobinson Ventures,LLC

Simple Agreements for Future Equity have become a cornerstone of early-stage startup
funding, offering a balance of simplicity and flexibility for both companies and investors.
For startups, SAFEs provide a streamlined path to securing capital without the
immediate complexities of valuation or debt obligations, allowing them to focus on
growth and development. Investors are attracted to the potential for high returns in
early-stage ventures, coupled with the possibility of favorable conversion terms through
valuation caps and discounts.

However, it is crucial for both parties to be aware of the potential drawbacks. Startups
must carefully manage the potential for future dilution and the administrative
complexities of multiple SAFEs. Investors face the risk of no conversion and lack the
immediate rights associated with equity ownership. Comparing SAFEs with convertible
notes and traditional equity financing reveals distinct advantages and disadvantages for
each method, making the choice dependent on the specific circumstances and priorities
of the startup and its investors.

Understanding the legal and tax implications of SAFEs is also paramount. Startups
need to ensure compliance with securities laws, while investors must navigate the
complexities of tax treatment and holding periods. The diverse types of SAFE
agreements and their common terms, such as valuation caps, discounts, conversion
triggers, pro-rata rights, and MFN provisions, offer flexibility but also require careful
consideration and negotiation.

In conclusion, while SAFEs provide a valuable tool for early-stage funding, both startups
and investors should thoroughly understand their intricacies, potential benefits, and
inherent risks. Seeking professional legal and financial advice is essential to navigate
the complexities of SAFE agreements and make informed decisions that align with their
respective goals and long-term strategies.
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