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This article highlights the key elements that startup founders
should consider when raising funds from investors.

\WEGGIEIREEN[E= 8 (Corporate/M&A Partner at Luther) and
@ [FS Lol MBEIFel N (Partner at ATOZ Services) will share

their experience in this article.

There are EulUiEBIENEESCN for raising funds to start or

develop a business. Entrepreneurs will need the JiilisEIReEH)!
to set up their business ElylelS gl [l go]de][les M Startups
\WiIRA I need funds to develop their technology [elg:oe[tlig=
the necessary materials to produce it, hire employees to
develop their products or ensure its commercialisation, and
at a later stage potentially ensure the cross-border expan-
sion of their businesses. These reasons will of course vary
from one company to another, depending, in particular, on

the startup’s maturity stage.

On the other hand, however, when considering raising

funds, there are REI@NC R GREIENEREN that should be

taken into account and do not vary according to the start-
up’s maturity stage.

o1. Business plan »po3

02. Properly matching the project
and the targeted investors - p o4

03. Equity or convertible debt funding - p o5

04. Equity financing » p o6

A key milestone for startup founders
should consist of preparing a sound
business plan to implement their
business ventures. Not only will it
allow them to provide a description
of their projects to potential inves-
tors, but it will also help them con-
vert their business ideas into reality
and, consequently, anticipate and
solve potential difficulties in the
realisation of their projects.

Business

plan

A basic business plan should include:

¢ a clear definition of the product or service
which will be provided;

¢ adescription of the target market and clientele;

¢ an analysis of competition and of the key dif-
ferentiators their product or service will offer;

¢ a financial plan for the coming three to five
years including proforma profit and loss
accounts, balance sheets and cash flow state-
ments, as well as the sources and uses of
funds raised;

¢ Most importantly, it should refer to the team
and its relevant experience, as it will drive the
project toits success and will be a key decision
factor for investors. Beyond the idea, investors
invest in people;

Last but not least, as a business planis a dynamic
management tool, it should be regularly updated
in light of actual performance compared to fore-
cast performance and changes in the market
environment.
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Depending on the startup’s maturity and the
amount of funds to be raised, the founders will
consider different types of investors: family and
friends, business angels, family offices or ven-
ture capital funds.

At the very beginning of their startup projects,
when it is mainly and solely an idea, the founders
should raise funds primarily from:

= FAMILY AND FRIENDS:

Generally, these investors are not only driven by
the sole financial performance of their invest-
ment (as opposed to investment funds), but are
also keen to support the founders to help them
succeed in their entrepreneurial projects;

-> BUSINESS ANGELS:

Generally former successful executives and en-
trepreneurs, who are not only interested in in-
vesting their money, but also share their prior
experience with the founders;

- THE LUXEMBOURG GOVERNMENT:
It offers a series of preferential financing solu-
tions and subsidies depending on whether cer-
tain criteria are met by the startup project.

Last but not least, the founders
themselves should be the very first
investors in their startup and put
some “skin in the game” in the busi-
ness venture they are promoting.

The funds raised by the founders
from the above listed investors will
be used to finance the “proof of con-
cept” of their business ideas before
presenting their projects to family
offices and/or venture capital funds.
Indeed, these sophisticated invest-
ment professionals analyse a mul-
titude of projects and need to see
that there is at least an operating
structure in place with a commit-
ted team and an initial traction be-
fore considering any investments.
Moreover, the implementation of the
“proof of concept” phase will create
a goodwill that will be valued in the
pre-money value of the project com-
pany and will thus avoid an immedi-
ate significant dilution of the found-
ers when family offices or venture
capital funds enter the equity of the
project company.

TWO MAIN
OPTIONS ARE
AVAILABLE FOR
COMPANIES TO
RAISE FUNDS:

The standard option is to issue new

shares to investors in exchange for
a cash consideration. This operation
will require a valuation of the com-
pany and will have an immediate
dilution effect on the equity owned
by the founders (see details under
point 4).

An interesting alternative for a
startup is to issue convertible debt
rather than issuing new shares.

To briefly summarise, investors
grant a loan to the company which
will be repaid, together with interest
(if any), in new shares of the compa-
ny at a later stage (normally at the
next financing round or at an agreed
longstop date). The main advantage
of this alternative consists in post-
poning the valuation of the company
until the next financing round. This
practically means that by potentially
increasing the valuation of the com-
pany until the'next financing round,
the founders reduce the dilution ef-
fect of a standard equity financing.
In addition, as the documentation
to be put in place for this type of fi-
nancing is generally quite simple, it
can take place more quickly and it is
also less expensive for the company.
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Equity
financing

A standard financing from
investors will take the form of an
equity financing, i.e. the company
will receive cash from the
investors who will subscribe to
new shares of the company.

The founders and investors will negotiate the
terms of this investment. At first, they will
discuss and agree on the terms of a prelim-
inary agreement (called a term sheet) which
details the key elements of the operation (as
further discussed below). Once all the details of
the operation are agreed, the parties will sign

a shareholders’ agreement which will govern
their relationship and set their respective rights
and obligations in the company. At last, the new
shares will be issued to the investors.

Company valuation is generally performed
according to two approaches:

The external approach: It consists in
identifying comparable listed companies or com-
parable M&A transactions involving comparable
companies to the project company. The objec-
tive of this approach is to conclude on valuation
multiples stating that a company comparable to
the project company is valued, for instance, at X
times its revenue and Y times its EBITDA.

The internal approach: Based on the
founder’'s business plan, it consists in discount-
ing future cash flows generated by the project
company at a rate reflecting the project compa-
ny's specific risk and financing structure.

The above analysis will assess a pre-money
valuation of the project company which should
crystallise the value created by the various stake-
holders before a new investor enters the project
company's equity.

In this context, timing is of the essence as the
founders and their “early bird" investors will seek
to maximise the created value to reduce the dilu-
tion effect without putting the project company’s
development at risk as a consequence of a lack of
financial resources.

The issuance of new shares by the company will
have a dilutive effect on the existing shareholders
of the company. What does this mean?

In short, the economic and political rights of
the shareholders in a company are, in principle,
determined by the number of shares the share-
holders own in the capital of the company. The
issuance of new shares to investors will thus

Scenario

The founders and investors agree on
an equity financing of EUR 500,000 at a
pre-money valuation at EUR 5,000,000.

It means that the investor will subscribe to
10,000 shares for a total consideration of
EUR 500,000.

The capitalisation table of the company
post-equity financing will be the following:

reduce the ownership percentage of the capital
of the existing shareholders.

Example: Prior to the equity financing, the share
capital of the company is set at EUR 100,000 rep-
resented by 100,000 shares and is equally owned
by the two founders of the company.

Se 10

The founders and investors agree on an eqg-
uity financing of EUR 5,000,000 at the same
pre-money valuation.

It means that the investor will subscribe to
100,000 shares for a total consideration of
EUR 5,000,000.

The capitalisation table of the company

post-equity financing will be the following:

% of share
Shareholder Shares
capital
Founder 1 50,000 25%
Founder 2 50,000 25%

Investors 100,000 50%

Total 200,000 100%
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A shareholder of a company has, in principle,
economic and political rights. In short:

=» The economic rights of a shareholder consist
in a right to receive a portion of the proceeds dis-
tributed by the company (dividends, repayment of
equity).

=» The voting rights of a shareholder consist in
a right to vote at shareholders’ meetings (ap-
pointment of directors, approval of the annual
accounts, issuance of new shares, approval of a
specific decision by the board of directors, etc.).

These rights are traditionally proportional to the
percentage of the share capital owned by the
shareholders. The shareholders’ agreement and
the articles of association of the company may,
however, deviate from this principle by, for ex-
ample, granting preferential economic rights to a
specific category of shares or granting a specific
shareholder with a veto right for specific decisions.

At the time of issuing new shares, it is important
to understand how ordinary and extraordinary
decisions of the company will be made.

In general, ordinary decisions at shareholders’
meetings or board meetings are made by a sim-
ple majority vote (50% + 1 vote). Extraordinary
decisions at shareholders’ meetings or board
meetings are made by a qualified majority (e.g.
2/3 of the votes).

It means, in practice, that further to the issuance
of the new shares, the founders may need the
consent of the investor for extraordinary or even
ordinary decisions. This will depend on the share
capital allocation among the shareholders and

the terms of the shareholders’ agreement and
the articles of association of the company.

By way of example, in the above-mentioned sce-
nario 2, the consent of the investor will be neces-
sary for extraordinary and ordinary decisions of
the company. Unless the parties agree to grant
specific rights to the investor, this will not be the
case in scenario 1.

At the time of raising funds, the founders will
have to consider the level of control they intend
to maintain on the company.

In addition to these economic and political rights,
the shareholders will traditionally agree on spe-
cific rights and obligations, such as the right to
appoint directors, the determination of the annu-
al business plan, transfer restrictions on shares,
non-compete provisions, etc.

Depending on the type of investors attracted by
the startup and also the size of their investments,
investors may be interested or even request one
or several seats at the board of directors of the
company in order to supervise or even control the
strategic management of the company.

The investors’ involvement in the management of
the company can be of a strategic advantage since
they can bring additional experience, knowledge
and visibility to the founders and the startup.

As part of its development, a startup will need
to attract talented persons who will assist the
founders in developing the technology or the ser-
vices provided. These talented persons will gen-
erally accept to receive a lower salary than they
could expect from a more mature company but
on the condition that they are associated with the
startup’s success.

The standard tool to incentivise these talented
persons is commonly known as “stock options”.
Stock option plans can take different forms but
the rationale remains the same: employees will
receive or have the right to subscribe to shares in
the company at a discounted price or even for nil
consideration. In the case of an exit (see below),
employees will receive shares or a cash con-
sideration in line with the market value of their
shares.

As part of the fundraising process, it is rather
standard to agree on a percentage of the share
capital of the company (10% or even more in
practice) which will be reserved for or allocated
to the employees’ incentive plan. This element
has to be taken into account at the time of nego-
tiating the valuation of the company.

At the time of raising funds, it is important to bear
in mind that the founders will generally commit
to dedicating most or all of their time to the pro-
ject and that, in practice, the company will not
distribute dividends in the near future. The found-
ers will likely need to receive a salary and it is
therefore standard to agree on the remuneration
to be paid by the company to the founders in the
coming years.

A startup will in practice often conduct several
rounds of financing, each series of financing be-
ing designated by a letter and starting with the
Series A round. It is not uncommon to see start-
ups conduct a Series F round before completing
an exit.

Bearing this in mind, it is good practice to provide
incentive mechanisms for the existing investors
to continue investing in the company over the
years (e.g. pay-to-play provisions) or at least keep
sufficient flexibility to raise additional financing,
if the existing investors do not want to continue
investing.

Another sensitive matter in this respect is the di-
lution protection mechanism in favour of the in-
vestors. In short, these mechanisms will protect
the previous investors in a down-round (i.e. when
the price per share in a round of financing is low-
er than the price per share in a prior round) by in-
creasing their rights. These provisions have to be
understood and monitored by the founders since,
on top of their dilutive effect on their participa-
tion, they may hinder the next financing round.
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Investors generally invest in a company for a de-
fined period of time with a view to make a prof-
it. Startups will, in principle, not distribute divi-
dends to their shareholders. The most common
exit strategies (also known as liquidation events)
are a sale of the company or its assets. For more
mature companies, a listing on a stock exchange
can also take place.

In this respect, it is importantto understand two
concepts:

(i) the liquidation preference right and

(i) drag along proyisions.

A liquidation preference right is tra-
ditionally associated to preferred shares sub-
scribed by/investors.

This is first a protection mechanism for the in-
vestors./ In short, it means that the preferred
shares will benefit from a priority right to receive
distributions generally up to the subscription
price paid for these shares.

This mechanism will have an important impact on
the distribution of the proceeds at the time of'the
sale of the company and, in particular, if the com-
pany is sold for less than the amount of capital
invested.

As an example, in a'scenario of a company having
raised 5 million euros from investors (see prior
example 2) and sold a couple of years later for
4 million euros: if the investors have a strong
liguidation preference protection, it means that
the other shareholders (traditionally the founders)
will not receive any consideration from the sale of
the company.

On top of this protection, the preferred shares
may also include a conversion mechanism into
ordinary shares under specific conditions (e.g. X
preferred shares convert into Y ordinary shares)
or a specific right to participate in the distribu-
tion of proceeds related to a liquidation event (e.g.
once the amount invested is fully returned to the
investors, the ordinary shares and the preferred
shares equally share any remaining proceeds).
In short, these features constitute the econom-
ic rights of the investors in case of an exit and
have to be understood by the founders since one
preferred share may be significantly worth more
than one ordinary share from an economic per-
spective.

Drag along provisions are important
features to understand and monitor. These pro-
visions will traditionally authorise a majority in-
vestor or a<group of majority investors to force
the sale<of the whole capital of the company (i.e.
including the founders) to a third party buyer.
These provisions are market practice and can
hardly be rejected, but the conditions of their ex-
ercise (in particular concerning the price) should
be carefully monitored in order to ensure that all
the shareholders will in some way benefit from
the operation.
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Don’t miss the upcoming editions of our magazine.
Make sure you get published!
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