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THE TRANSITIONS
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Growth stage Start-up Young Growth High Growth | Mature Growth | Mature Stable | Decline
»
Financial Outside (VC< Going public Equity as Cash return & Seasoned Spin offs &
Transitions PE) funding (IPO) currency Debt initiation financing Divestitures
Operating Idea to Product to Small to Growth on Playing Scaling
Transitions Product Business large scale defense down
Governance Sole founder -> | Established VC Public investors | Public investors | Public investors | Activist
Transitions Angel investors | (more operating (growth), (more (index funds, invstors,
(capital) input) founders firmly | conventional), pension funds), | Vulture
in control founder control | founders? investors
wavers Activists
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Pre-Seed & Seed Series A Series B Series C

This is usually the first Funding of much Fundiing for businesses Fundiing for businesses
capital raised by a start greater magnitude than that are generally working | that have business

up, as it works on seed money for firms on developing business models that are
converting idea to further along the idea- models, and have user/ producing results, but
product to-product transition. customer activity. want to scale up.

VC Terms VC Pricing VC Rounds VC Up & Down Rounds
In return for providing VCs price young firms A growing firm can have A new round that occurs
capital, VCs get a share based upon activity multiple rounds of at a higher (lower) price
of ownership of the firm, | | metrics (users, financing from VCs at than a prior one is an up
based upon pricing. downloads, subscribers) each stage, with each (down) round. Up and

or multiples of forward
revenues or earnings.

round commanding a
different pricing.
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down rounds can
sometimes alter the
terms of prior rounds.

1. YOUNG

BUSINESS
FINANCING —
VENTURE CAPITAL



Today

VC Worries/Concerns

- Company many not make it
- Cash burn may lead to
This is a young company o start-up, more equity infusions (and
with a product or idea, but no dilution)
revenues today. l
Target Rate of Return
Pricing today |

Exit Year (Year n)

apply a multiple (based on what others are
paying for similar companies today).
Revenues in yearn =X
Estimated Pricing in year n = X * Multiple

You estimate revenues or eamings in year n,

1. Discount value in year n at target rate of retum back to today (or)

2. Compute IRR based upon terminal value and investment today and compare to target rate of return.

To get a lower pricing (today)

- Project lower revenues/eamings in year n
- Use a lower multiple of these revenues
- Use a higher target rate of return

To get a higher pricing (today)

- Project higher revenues/earnings in year n
- Use a higher multiple of these revenues

- Use a lower target rate of retun
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= Pre-money versus Post-money value: Venture
capitalists often draw a distinction between

pre-money valuation of a business (the
value prior to the venture capitalist
investing) and a post-money valuation of the

isr?fll.:;?oll?ll)l.Siness (after the venture capital WITH SPECI B.L
= There is an element of judgment involved here, FERTURES 2

leading to different approaches to differentiating
between the two estimates.

= If you are working with an existing pricing of a
business, the post-money pricing is estimated by
adding the capital infusion to the pricing.

= Alternatively, the venture capital pricing
described in the last section is considered a
post-money pricing, and netting out the capital
provided from it, yields the pre-money pricing.

= VC Protections: When venture capitalists invest
in a young business, they are hoping for
upside, but they are also concerned about the
downside. Many venture capital investments
provide protection against ownership loss, by
adjusting ownership shares of existing venture
capitalists to reflect the lower value on the
down round.
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= Globalization: Venture capital, historically
centered in the United States, is now accessible
globally, albeit with differences in
accessibility.

= Investor make-up: In its original form, the
venture capital game was institutional, but it .
has opened up to individual and retail ANB TRENDS poy
investors, with innovations made possible by
technology.

= Corporate venture capital: The flows from
corporate venture capital have increased in the
last two decades because of two
developments.

= The first is the growth in the health care and
technology businesses, where mature companies have
discovered that the most efficient ways for them to invest
is to put their capital into young companies, with
promising technologies, rather than spend the same
money on internal R&D.

» The second is that the winners in these businesses have
also accumulated unprecedented amounts of cash on
their balance sheets, giving them capital to invest in a
multitude of businesses.
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= For some ambitious firms, the option to go
public becomes a consideration, when

public equity markets are offering better DT
pricing terms and the need for liquidity 2 PUBLIC EQUITY

is higher. — INITIAL PUBLI(:

= There are at least two costs to going O0FFLRINGS..
public that must be weighed into the
decision.

= The first is that the information disclosure
requirements for firms in public markets
tend to be more onerous than for those in
private businesses.

= The second is that the pressures on the
firm to match or beat investor
expectations on a short term (quarterly,
semi-annual) basis on metrics (user
numbers, revenues, earnings) can not only
add to the stresses of managing a firm, but
can, at least in some cases, lead to decisions
that are damaging to the firm in the long
term.

Aswath Damodaran g‘}



Figure 4.6: The Banker-led Going Public Process

Issuing Company

Private company chooses to go public.

Picks a lead investment banker to
manage the process, who creates a
syndixcate of other banks to help market
and distribute.

Banker's Role

Timing
Help in finding timing window
and location for public offering.
Also help in crafting company's
narrative and get financials in
order, for offering.

Issuing company files a prospectus and
specifies how much it plans to raise in
the issuance and how it plans to use the
proceeds.

Filing & Offering Details
Assist in the writing of the
prospectus and in offering size.

Bankers set a preliminary price and test
out the price with prospective investors.

Bankers decide on final offering price
and number of shares that will be

offered.

Pricing
Frame the pricing (metric and
peer group), gauge demand for
the shares and fine tune the
pricing to keep issuing company &
investors "happy".

Bankers and company managers do a
roadshow for nvestors.

Selling/Marketing
With company's help, inform and

excite potential investors.

On offering date, shares start trading,
with market setting a clearing price.

Price guarantee
If market opens at below "offer"
price, deliver the guaranteed price.

Post offering, bankers provide support
for the issuing company's shares,
allowing for a smooth transition to
owners cashing out.

After-market Support
Provide both explicit support, by
buying shares if needed, and
implicit support, with favorable
research & recommendatins.
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Figure 4.7: Going Public - A Direct Listing

Issuing Company

Limitations

Private company chooses to go public.

Still takes too long
Cutting out bankers does not reduce time lag
before going public significantly, making

Issuing company files a prospectus, with
history (finandial and operating), story
and prospects.

Disclosure Drag
Still have to file a prospectus, as with a banker-
led IP), with all of its legal and regulatory
requirements (and constraints).

Company managers do a roadshow for
investors.

Market Skepticism
For low profile companies, investors may be
reluctant to buy shares, without affirmation
from a "trusted" source.

On offfering date, shares start trading,
with market setting a clearing price.

Capital Restrictions
The cash raised from the offering cannot be
held by the firm to cover future needs.
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Steps in going public

Figure 4.8: Going Public - The SPAC Route

Pluses

Minuses

SPAC goes public & raises capital |

Finds target company

Timing Advantage
Since the SPAC has capital ready, deal can be
done sooner to take advantage of windows of
opportunity in market.

Costly
The benefits to investors have to be large
enough to cover subsidizing the sponsor's
SPAC share and the deal-making costs.

Provides target financials, with story, for
SPAC shareholder okay.

Expert "Due Diligence"
SPAC sponsors have expertise in business of
target company, allowing for better pricing and
deals.

Disclosure Concerns
SPAC sponsors can make claims about target
companies that would not meet the legal &
regulatory restrictions on regular IPOs.

Negotiates the pricing and gets
shareholder approval for merger with
target, supplying additional capital from

Investor Outsourcing with Escape Hatches
SPAC investors outsource the due diligence
and deal making to the sponsors, but have the
option to exit, if unhappy.

Sponsor Self Dealing
Sponsors control the deal making process and
have multiple pathways to making money,
allowing for self-dealing.

a PIPE, if needed

l

On offering date, shares start trading,
with market setting a clearing price.

Capital Access
Not only can targets keep capital raised from
deal, but also get access to additional capital.

Investors vs Issuing Company
Deals that are good (bad) for issuing
companies (timing, price) can be bad (good) for

investors int these companies .
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[P0 TRENDS —
COMPANY

Figure 4.10: IPO Characteristics over time: Revenues and Profitability
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Figure 4.1 1: External and Internal Financing at US Firms
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issuance Cost (as % of Proceeds)
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Figure 4.12: Cost of Debt and Equity Issues
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Issuance Cost as % of Proceeds

Figure 4.13: Issuance Costs for Public and Rights Issues
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Figure 8. PUBLIC COMPANIES: probability of being an
acquisition target by EBITDA/sales percentile prior to takeover bid
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Figure 13. PUBLIC COMPANIES: probability of being an
acquisition target by debt/EBITDA percentile prior to takeover bid

Probability

7%

6%

5%

4%

3%

2%

1%

0%

0-10%

40% 4.0%

10-20% 20-30% 30-40% 40-50% 50-60% 60-70% 70-80% 80-20% 90-100%

Debt/EBITDA percentile

B Probability of being a public target by percentile

m Average probability = 4.6%

4. PRIVATE

EQUITY: TYPICAL

TARGETS



THE PE

Fgure 4.15: The Private Equity Process

Mature or Declining Public Company Private Equity

Gets key managers to buy in as equity
invstors in "privatized" company

Private equity: LP
Equity
20%

Private equity: GP

Equity Private equity:
i 25% Borrowed
The general partners of the PE 40%

firm raise equity capital from
limited partners and borrow the
rest to buy out public equity
investors

Aswath Damodaran

PROCESS. ..



"Public" company Run as a private "Fixed" company is
acquired with mix of company, with changes taken back public or
debt & equity and made to asset mix and sold to a public
taken private operations company.
| I
| |
Private equity Private equity investors provide Private equity investors
Jinvestors come up "management" and "strategic" sell their equity stake in
with the equity portion input, and receive management the public market at
of the transaction fees and residual cash payouts. market prices.
Risks Risks Risks
1. Wrong target If business model fails or Market/Sector
2. Too high a price economy weakens: weakness leads to

1. Asset sales disappoint
2. Too much debt
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Private equity activity by value 2006 — 2021 PE TRENDS
Target location: Global Bidder location: Global Sectors: All Sectors
Private equity deal type(s): Exit, Buyout and Secondary Buyout

Bigger deals: As the amount of
capital flowing into private
equity has increased, so has its
capacity to do big deals.
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1:200 Globalization: As with venture

capital and initial public

offerings, private equity has
evolved from a primarily US
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Flexibility on leverage: In the
early years, almost every PE
buyout was accompanied by
leverage, giving rise to the LBO
acronym.
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