Arto'val Advisors

True Art of Valuation
Valuation Series

6 — Startup Funding
June 2023

659




aly

Art'o'val Advisors
True Art of Valuation

Introduction




|
Why Do Start-ups need Funding? allly

Art'o'val Advisors

True Art of Valuation

Start-up Overview

* A start-up might require funding for one, a few, or all of the following purposes.

* Itisimportant that an entrepreneur is clear about why they are raising funds.

* Founders should have a detailed financial and business plan before they approach investors.

Start-ups usually require funding for the following activities:

Working Capital

Licenses &
Certifications

Legal & Consulting Raw Material &

Services Equipment

Offices spaces &
Admin expenses

Marketing & Sales
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Personal
Investment

Business owner invest some of their own money—either in the form of cash or collateral on your assets.

Friends & Family

Friends and family are a great source of funding since they generally trust you and are easier to convince than strangers.

Venture Capital &
Private Equity

Venture capitalists take an equity position in the company to help it carry out a promising but higher risk project. Venture capitalists
also expect a healthy return on their investment, often generated when the business starts selling shares to the public.

Angel Investor

Angel investors are wealthy individuals who are keen to invest in promising start-ups.

Crowdfunding

Crowdfunding is taking a loan, contribution, pre-order or investment from more than one person.

Business
Incubators

Incubator and accelerator programs help start-ups to gain traction in the market.

Grants and
Subsidies

Subsidies, grant, loans etc initiated by the government for supporting new ideas and young entrepreneurs.

Banks provide the best financing source to the firms in order to secure the loan. Banks offer two types of financial services: working
capital loans and funding.
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0 Pre-Seed / Ideation Stage

This is the stage where the entrepreneur has an idea and is working on bringing it to life.
At this stage, the amount of funds needed is usually small.

Additionally, at the initial stage in the start-up lifecycle, there are very limited and mostly informal channels available for raising funds. This is the research
phase of beginning a start-up.

During the pre-seed stage, make sure to answer the following questions:

Is the idea viable? Has the idea been done before? [ How costly is the venture? J
4 a
What kind of business model will be used? How to get started?
Following are the available sources of funding at this stage: -

oA
% |1|_|"~<:&7
Bootstrapping/Self-financing Friends & Family Business Plan/Pitching Events
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9 Seed / Validation Stage

* At this stage, a start-up has a prototype ready and needs to validate the potential demand of the start-ups product/service.
* This is called conducting a ‘Proof of Concept (POC)’, after which comes the big market launch.

* At this point, your idea is an actual business with some customer traction. Entrepreneurs in this phase provide company equity in return for larger amounts
of cash provided by investors.

* Costs covered by seed funding include:

B
e
Product launch J Product marketing J
O
90
Market research on product-market-fit J New employees J

Following are the available sources of funding at this stage:

NEx: Incub Gl ) 6 Loan Sch Vi Angel | %o dfundi
N ncubator I@ overnment Loan Schemes ﬁ ngel Investors CH Crowdfunding
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9 Series A / Early Traction Stage

At the Early Traction stage start-up’s products or services have been launched in the market

Key performance indicators such as customer base, revenue, app downloads, etc. become important at this stage

The Series A funding stage marks the beginning of venture capitalist investment, and shares of the company are offered in exchange for capital
At this point, you can begin to set yourself up for future business growth

This includes the following:

Optimizing your business

Offsetting financial losses or shortfalls

Following are the available sources of funding at this stage:

Development of product & services

Creating a scalable blueprint for growth

L Venture Capital Funds | L

Banks/NBFCs

Venture Debt Funds

L

~
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o Scaling Stages

At this stage, the start-up is experiencing a fast rate of market growth and increasing revenues.

Start-ups in this stage have dedicated user bases and steady streams of revenue.

Series Rounds Description Fund Usage
At this stage funds are used in:
. . . . * Employ advanced market reach activities
Series B * At this point, you have proven you can scale your idea
* Increase market share
* Form operational teams such as business development and marketing
* Series C funding is for a company well on its growth At this stage funds are utilized as follow:
Series C path and often interested in expanding globally *  Build new products
* It may be easier to find investors at this stage, as they * Reach new markets
trust the start-up to succeed * Acquire underperforming start-ups in the same industry
There are usually two reasons a start-up goes past the Series C funding round.
* There is no limit to how many funding rounds a start- | They are:
up can go through * New opportunities: A potentially lucrative opportunity appears that
Series D * If acompany has more advanced revenue goals, it requires the company to act before the Initial Public Offering (IPO)
may complete as many fundraising series as * Subpar performance: The start-up misses the goals set during the
necessary Series C round of funding. It then raises more funds in the Series D
round to address the issues

~.__ Followingare the available sources of funding at this stage:

Venture Capital Funds

Equity/Investment Firms
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LD " : : El° & —_
Initial Public Offering (IPO) E|:> Merges & Acquisitions

* |PO refers to the event where a start-up lists on the stock market for
the first time
* Since the public listing process is elaborate and replete with statutory

formalities, it is generally undertaken by start-ups with an impressive
track record of profits and who are growing at a steady pace

* The investor may decide to sell the portfolio company to another
company in the market

* In essence, it entails one company combining with another, either by
acquiring it (or part of it) or by being acquired (in whole or in part)

<> Selling Shares j [%] Buybacks j

* Founders of the start-up may also buy back their shares from the
fund/investors if they have liquid assets to make the purchase and wish
to regain control of their company

=&

* Investors may sell their equity or shares to other venture capital or
private equity firms
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Step: 1 Assessing the need for Funding

The start-up needs to assess why the funding is required, and the right amount to be raised

The start-up should develop a milestone-based plan with clear timelines regarding what the start-up wishes to do
in the next 2, 4, and 10 years

into consideration projected sales data, as well as market and economic indicators

The cost of production, prototype development, research, manufacturing, etc. should be planned well. Based on
this, the start-up can decide what the next round of investment will be for

A financial forecast is a carefully constructed projection of company development over a given time period, taking]
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Step: 2 Assessing Investment Readiness

* While it is important to identify the requirement of funding, it is also equally important to understand if the start-up is ready to raise funds.
* Any investor will take you seriously if they are convinced about your revenue projections and their returns.
* Investors are generally looking for the following in potential investee start-ups:

Uniqueness of the start-up and competitive advantage

.ﬁ.
S’u % Revenue growth and market position

. The entrepreneurs’ vision and future plans
Favourable return on investment

Time to break-even and profitability QO Reliable, passionate, and talented team
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Step: 3

* Creating an investor pitch is all about telling a good story.

Your pitch isn’t a series of individual slides but should flow like a story connecting each element to the other.

Following things to include in the Pitch Deck -

Company Overview

™~

= .0

Traction

~

Competition Analysis

™~

I
I][| Problem Statement

W

Art'o'val Advisors

True Art of Valuation

Preparation of Pitch Deck

A pitch deck is a detailed presentation about the start-up outlining all the important aspects of the start-up.

i
i

e Management profiles

ﬁ ﬂ roposed use or tunas \
Q@ Proposed use of fund

Key Competitive Advantages 7 bll Expansion Strategy

Q@'@ Valuation

J
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Step: 4 Investor Targeting

@—®
¢ (®]
@20

llllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllll
. .

=' * Every Venture Capitalist Firm has an ": * You can gauge the Investment Thesis ": * To target the right set of investors, it is ':

Investment Thesis which is a strategy : of the company by thoroughly going : necessary to research Investment
that the venture capitalist fund : through the company website, : Thesis, their past investments in the
follows brochures, and fund description market, and speak with entrepreneurs

* The Investment Thesis identifies the : : ¢ who have successfully raised equity
stage, geography, focus of : funding
investments, and differentiation of the : : : 2
firm . K

. .
~~~~~~
------------------------------------------------------------------------------------------------------------------------------------------------------------

This exercise will help you in:

' Venture Capital Funds | L Venture Capital Funds | ' Venture Capital Funds |
L Venture Capital Funds | ' Venture Capital Funds |
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Step: 5 Due Diligence by Interested Investors

O
<€> Angel networks and VCs conduct thorough due diligence of the start-up before finalizing any equity deal

m‘ They look at the start-up’s past financial decisions and the team’s credentials as well as background

investor can identify any objectionable activities beforehand

éé This is done to ensure that the start-up’s claims regarding the growth and market numbers can be verified as well as to ensure that the]
,@ If the due diligence is a success, the funding is finalized and completed on mutually agreeable terms ]
&/
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 Atermsheetis a “Non-binding” list of propositions by a venture capital firm at the early stages of a deal.

* It summarizes the major points of engagement in the deal between the investing firm/investor and the start-up.

* Aterm sheet for a venture capital transaction in India typically consists of four structural provisions:

( AV Start-up valuation is the total worth of the company as estimated by a professional valuer h
. * There are various methods of valuing a start-up company, such as the Cost to Duplicate approach, Market Multiple approach,
Valuation : : .
Discounted cash flow (DCF) analysis, and Valuation-by-Stage approach
\_ _J \_*__Investors choose the relevant approach based on the stage of investment and market maturity of the start-up )
( Y4 )
Investment
Structure * It defines the mode of the venture capital investment in the start-up, whether it is through equity, debt, or a combination of both
\_ J L J
( Y4 )
Management * The term sheet lays down the management structure of the company which includes a list for the board of directors, and
Structure prescribed appointment and removal procedures
\_ J L J
( N\ /7 )
* All investors in start-ups have their investment timelines, and accordingly they seek flexibility while analysing exit options through
Changes to the 2o 1L ey v ez . .
. subsequent rounds of funding
Share Capital , L . ) :
* The term sheet addresses the stakeholders’ rights and obligations for subsequent changes in the company’s share capital

\. VAN J
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* Ashare warrant is a contract between an individual and an organization
that allows the individual to trade the company shares at a fixed price on
or before a pre-decided date. The price is called ‘strike price’, and the
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* Equity shares are long-term financing sources for any company

* These shares are issued to the general public and are non-redeemable in date before which it can be traded is called the ‘expiration date’. The idea
nature. Investors in such shares hold the right to vote, share profits and is that companies offer stock warrant shares at a price significantly lower
claim assets of a company than the current market value

e The value in the case of equity shares can be expressed in various terms The share warrant is a promise to honour the strike price mentioned on
like par value, face value, book value and so on the warrant when the investor wants to exercise call rights. The investor

must exercise the call right before the strike date for the company to
honour and uphold the contract

Preference Shares % Debentures

* Preference shares, also known as preferred shares, are a type of security « A debenture is essentially a long-term loan that a corporate or
fchat offers ch"aracteristics similar to both common shares and a fixed- government raises from the public for capital requirements. Debenture
income security. There are two types of preference shares: share holder are the creditors of the company

* Redeemable: Issued with callable option, that is company can redeem » Debenture holders earn an interest income for investing in the debt
the shares at any given time. The prices at which companies can e R

repurchase these redeemable shares are already decided during issuing

* The coupon rates or interest rates are usually fixed unless they are of the
those shares

floating kind. Debenture shares are less risker.
* Convertible: Enable holders to convert preference shares into equity

shares at a fixed rate. However, the shares can be converted after the
expiry of specified time

* Like preference shares debenture shares are also redeemable and
convertible



Recent Popular Instruments for Funding

i
<%ﬁ> Compulsorily Convertible Preference Shares (CCPQ

* CCPSis a popular instrument used by start-ups to raise capital from investors.
* Itis type of preferred share that pays a dividend and compulsorily converted into common equity shares at a conversion ratio
after a specified time.

» After preferred shareholders convert their shares, they give up their rights as a preferred shareholder (no fixed dividend or
higher claim on assets) and become a common shareholder (ability to vote and participate in share price appreciation)

<§;% > Optionally Convertible Preference Shares (OCPS)

* OCPS is another popular tool for raising funds by start-ups.

* Unlike CCPS, here the OCPS are optionally convertible into equity shares.

* Here, based on mutual agreement, either the investor or the company has the option to convert the preference shares into
equity shares.

* The option holder can exercise their right to convert the preference shares into equity shares anytime before the expiry of the
tenure. If the option is not exercised by the option holder, the company shall redeem the preference shares

W
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What are Convertible Notes?

* A convertible note is short-term debt that converts into equity.

* In the context of seed financing, the debt typically automatically converts into shares upon the closing of a Series A round of financing.

* In other words, investors loan money to a start-up as its first round of funding; and then rather than get their money back with interest, the investors
receive shares as part of the start-up’s initial preferred stock financing, based on the terms of the note.

What is the need for Convertible Notes?

Traditionally, investors know a start-up’s valuation before a fundraising round because the valuation determines how much equity they receive.

However, if the business is too new for an accurate valuation, this may be difficult or impossible to determine.

Convertible notes can be issued during the pre-seed or seed funding stage.

They can then be converted into equity once the company has a valuation (e.g., during Series A fundraising).

()
(2)
N
< 3 > Convertible notes help solve this dilemma by using the concept of “convertible equity.”
)
)
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Interest Rate Discount Rate Valuation Cap

* Convertible notes function as a * Investors who provide start-up * Convertible note investors are * The maturity date of a
. debt instrument. They have an : funding in the form of: : alsorewarded for taking on risk convertible note is the final day :
interest rate attached like any . convertible notes receive a: : inthe form of avaluation cap - by which the business either :

other loan .. discount when buying shares i . This figure is an upper limit on : . needs to repay the loan or
 However, in this case, the later the company’s valuation when extend the agreement
. “interest” is paid in the form of | . the convertible note turns into P

business equity, rather than:@ equity :

cash
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What are SAFE Notes?

SAFE (simple agreement for future equity) notes are a simpler alternative to convertible notes

They were created in 2013 by Y Combinator, a Silicon Valley accelerator, and allow start-ups to structure seed investments without
interest rates or maturity dates. SAFEs are short five-page documents. The valuation caps are the only negotiable detail. In India it is
popular as ‘iISAFE note’

A Simple Agreement for Future Equity or SAFE is a financing agreement between the company and an investor which grants the
investor the right to receive shares at a point in the future, based on the valuation of the company at that point (usually the next
funding round, often series A)

SAFEs are a form of convertible security not debt, so they don’t attract interest or have a maturity date by which they are expected to
be repaid. They can remain in place indefinitely, and investors don’t have any leverage over the way the company is run in the
meantime

To comply with applicable Indian law, iSAFE note takes the legal form of compulsorily convertible preference shares (CCPS) which is
convertible on occurrence of specified events
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Conversion to Equity

‘'« A SAFE note is simpler than a convertible note. It has no end date or : .

. . . Investors can change their investment to equity later
interest and is only a five-page document

: . . -+ The date of conversion is not predetermined, but it can happen when an :
: * You may even be able to understand and draft one without a lawyer's : : . o el -
;i equity round is raised and preferred shares are distributed

help. It will be straightforward with clear perks and downsides

------------------------------------------------------------------------------------------------

[ Less to Negotiate =~ EEEEEEEEEEEES Flexibility for Start-ups

-+ Unlike other investments, SAFE notes do not require much negotiation. : «  The lack of pre-defined terms and a maturity date gives the start-up total
: Sometimes valuation caps are talked about, but that's all = - freedom with no specific destination or expectation .

i{%l\ Proportional Benefits

: *  When SAFE notes do convert, you may be entitled to better benefits in
: *  SAFE notes still make provision for early exits, change of control, or even proportion to your original investment :

the dissolution of a company x They can offer preferred stock, called "shadow" or "sub-series" stock

: *There are provisions for investors, such as discounts and valuation caps  : : . Thjs can be a better deal than convertible notes, but it can also make for
g a more complicated mix of shares =
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Fixed
conversion . . . . . . .
at a future The investor invests a particular sum of money and the company commits a particular percentage of equity to the investor
date
Valuation In these types of SAFE notes, there is an upper limit on the valuation of the firm in the next round but there is no floor cap and
cap, no no discount is offered to the investors. The higher the valuation cap, the better it is for the founders as it will result in lower
discount dilution of equity for the founder but provided founders are confident to close the next round at higher than the valuation cap
Discount,
no In these SAFE notes, the investor only negotiates the discount for the next round and leave the valuation discussion for the
valuation future as that is discussed in pricing round
cap
Valuation . . : : . . .
cap & In this type, the investor agrees on both the discount and the valuation. Here, the discount is applied to the pre-money cap of the
. ricing round
discount P &
Most
favoured Here, the MFN clause entitles the investors to the same terms as offered to the subsequent investors, so that they will always get the most
nation favourable terms
clause
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Pre-emptive Rights
and Anti-dilution

Right of First Refusal
(ROFR)

Right of First Offer
(ROFO)

Tag-Along Rights

B A e A A A

A

Pre-emptive rights clause requires the Company to first offer the new shares to the existing shareholders in proportion to
their present shareholding. This clause is effective when all the existing shareholders are willing to invest further

When the Company is offering new shares to new investors, anti-dilution clause plays a crucial role

An anti-dilution clause in your start-up Shareholders’ Agreement will enable the investors to keep their holding unchanged
without further investment

This protective clause for the shareholders restricts the transfer of shares
This clause ensures that the company’s control is not transferred to undesirable third parties
A shareholder willing to transfer their shares must first offer the same to other existing shareholders at the same price

If the existing shareholder is not willing to purchase the shares at the given price, then the Company may find another
investor

A ROFO provides the non-selling shareholders with the right to make an offer for the selling shareholder's shares before the
selling shareholder can solicit for third party offers for its shares

When the majority of the shareholders wish to sell their holding, the minority group suffers by being in business with
unwanted co-owners

The tag-along rights protect the minority’s interest in such events

Also known as piggyback rights, this allows the minority shareholders to sell their holding at the same price and terms, if they
so choose
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* While tag-along rights give the power to minority, drag-along rights are favourable to the buyer
Drag-Along Rights Drag along rights forces the minority shareholders to be dragged for company’s sale at the same price and terms

* This ensures that the buyer can receive 100% of the shares

A A
.

* The Shareholders’ agreement must include the clause of buy-out rights which states that when a shareholder is found
incompetent due to certain major events i.e.; death, disability, bankruptcy or marital dissolution, the company or existing

Buy-out Rights shareholders in such case can buy the shares of such shareholder
* |t also includes a clause called “expulsion” where the existing shareholders can expel any undesirable shareholder and

acquire his/her shares

A A

* Upon achieving important milestones, the founders tend to offer buy out or the investors wish to exit from the business.
If such milestones are predefined, this clause provides the manner of exit by the investors or even for the founders
* Often, the shareholders take exit at fair value or with guaranteed premium on the acquisition

Exit or Termination
Clause

A A
°

* A good leaver is usually directors or employees who cease to be employed for reasons such as redundancy, ill health,
resignation or where the employee has performed well but simply wants to move on to another job opportunity. A bad leaver
is an employee who departs from the company on bad terms or circumstances, such as a breach of their contract of
employment, gross misconduct or leaves within a certain defined period

* A good leaver can but not mandatory to sell their shares on departure. However, a bad leaver is obliged to sell his shares on
exit to the other shareholders and will then simply get the nominal value of the shares

Good Leaver Bad
Leaver

A
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Thank You

M neerav.gala@artovaladvisors.com

@ +91 98191 95731
m https://in.linkedin.com/in/neeravgala
@ https://artovaladvisors.com/

65%
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