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Abstract

Current market dynamics are driven by geopolitical tensions and macroeconomic tightening,
influencing the venture capital market and financing decisions. By using an interview-based
approach the paper aims to determine the Portuguese venture capital sentiment and infer impli-
cations for the financing decisions for Equity and Convertible Notes. Results indicate that deal
flow and portfolio investments in Portugal remain resilient. The most significant risk is the
continued access to foreign growth capital. Current market dynamics cause Equity investments
to decrease due to valuation difficulties. To compensate for greater risks VCs are more engaged
with portfolio companies’ operations. Investors use Convertible Notes to defer valuation and
increase the runway for late-stage ventures. Deal terms are altered slightly to benefit investors,
who avoid imposing excessive terms to not inhibit future growth trajectory in subsequent fund-

ing rounds.
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1. Background
1.1. Research question and objective of the paper

Current market dynamics have disrupted the venture capital (VC) market. Ten years of contin-
uous deal expansion with stellar valuations and arbitrary returns come to an abrupt end in 2022.
Rising uncertainty in times of macroeconomic and geopolitical tension turns the previous in-
vestment behavior of VC firms (VCs) upside down. Fast-growing companies with high cash
burn and no path to profitability will experience more problems with financing in times of un-

certainty and will most likely suffer valuation losses (Interview Consensus, 2022).

The most prominent example is Klarna. The buy-now-pay-later vertical lowered its valuation
by $39bn in its last funding round in 2022. Investors turn away from risky and potentially over-
priced assets in the current economic climate. Macroeconomic and geopolitical issues, as well
as market-specific challenges, such as a decline in consumer finance, resulted in a distorted
valuation in the last financing round in 2022. Klarna is not an isolated case: Affirm Holdings
Inc. is Klarna's largest competitor in the U.S. and has experienced a similar devaluation
(Dakers, 2022). Cases like Klarna raise the question of how macroeconomic challenges and
geopolitical tension shape the current VC sentiment and ultimately change the financing deci-

sions.

This paper deals with the impact of the current economic environment on VC investments. The
paper aims to portray the overarching VC sentiment and identify structural trends in external
financing decisions of new ventures resulting from changing market conditions during eco-
nomic downturns. A particular emphasis is placed on the Portuguese VC market and the insights
and perceptions of some of the largest VCs. Interviews (for a detailed Overview of the Expert
Interviews, see Appendix A: Figure 1) are conducted with Armilar Venture Partners, Chamae-

leon, Iberis Capital, Indico Capital, and Portugal Ventures.
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In addition to this primary objective, the paper provides a theoretical foundation of venture
financing in the form of a taxonomy of external financing instruments. The paper aims to create
a link between the current market challenge and the implications for funding rather than provid-

ing a guideline to receive financing in unprecedented times.

1.2. Structure and methodology of the paper

This chapter provides information about the approach chosen to answer the research question.
The paper's relevance is presented within a short introduction (1), and the methodology is out-
lined. After that, the first research question is referred to, and the current picture of recent VC
development is captured (2). The starting point of the central hypothesis is a changed market
situation. This change is described in terms of the macro environment and the geopolitical sit-
uation in Europe. Subsequently, recent VC developments are highlighted, and noticeable mar-
ket trends are derived. A definition of the Portuguese VC ecosystem helps to identify distinc-
tions from the general market development. Finally, market trends and features for the Portu-
guese market are synthesized to capture the sentiment of the Portuguese VC market.

After this, the implications for external financing instruments are discussed in the paper’s indi-
vidual sections (3, 4). Through a definition, the main characteristics of equity financing and
convertible note financing are highlighted, and strengths and weaknesses are identified. Finally,
the link to the current VC sentiment is made, and changes in equity and convertible note financ-
ing in Portugal are presented. Finally, the concluding remarks (5) summarize the main contents
of the paper. The work is rooted in extensive research on current trends in the VC market. As
the topic strongly references the current VC sentiment, such as funding problems they face due
to the current market conditions, information was captured through existing surveys, news ar-
ticles, and blog articles posted by start-ups and VCs. Coupled with funding data from Dealroom
and Pitchbook, current funding trends were identified, serving as the paper’s basis. The research

objective was centered around the Portuguese market. For this purpose, interviews were held
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with the leading VCs.

In total, twelve hypotheses are formulated (for a detailed breakdown of the hypotheses, see
Appendix A: Figure 2) and answered in the paper. Four of the hypotheses relate to general VC
sentiment. Four hypotheses relate to each development of external financing instruments,
namely equity financing and venture debt financing, focusing on convertible notes. The hypoth-
esis-based approach allows for examining the overarching research question in the context of
different starting points. It provides the necessary structure to penetrate the subject quickly and
efficiently. Moreover, the approach allows a tangible output where an explicit confirmation or
rejection of the initial hypothesis answers the research question. The inductive approach thus
helps to obtain make a general conclusion about the future VC market development based on
specific research observations. (Rasiel, 1999)

Based on the hypotheses, subsets of questions were derived to obtain an expert assessment of
future development. A total of 40 open questions were collected and compiled in an interview
guideline. The interview guide is a basis for conducting five semi-structured interviews with
leading VC experts from Portugal. The industry experts belong to the leading VC funds in Por-
tugal and bring years of experience in financing new ventures. The interviews were all sched-
uled for one hour and were conducted online. All interviews were recorded and subsequently
transcribed. The interview contents were combined in a consensus to harmonize relative market

assessments.

2. Financing environment and market conditions

2.1. The macroeconomic and geopolitical environment in Europe

The following chapter describes geopolitical and macroeconomic developments constraining
the current investment environment. It derives a shared understanding of current market dy-

namics shaping new VC trends.
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The COVID-19 crisis has wounded the global economy in 2020 and 2021. Recent geopolitical
turbulences reopened economic wounds inflicted by the pandemic and put new pressure on
European markets (International Monetary Fund, 2022). Geopolitical tensions and macroeco-
nomic development constitute a rising threat to the investment climate (for a detailed break-
down of new market dynamics, see Appendix B: Figure 1). The geopolitical crisis has caused a
severe energy crisis in Europe, a sharp increase in the cost of living, and decreased economic
activities. With the invasion of Russia into Ukraine in March 2022, supplies of oil, gas, metal,
and grains collapsed. This supply shock caused a 129% spike in natural gas prices and a 19%
increase in commodity prices between February and August 2022 (International Monetary
Fund, 2022). The price increase from the energy crisis trickled down to other commodities until
it reached the end consumer due to the rising cost of living. The latter reacts with restrictive
consumer behavior, which makes it more difficult for companies to acquire customers and re-
strains economic growth (EIF, 2022).

Additionally, the Chinese government's zero covid policy and increasing protests in production
facilities continue to exert pressure on global supply chains. Logistical challenges, such as ship-
ping delays caused by the worldwide pandemic, have been partially contained. However, the
ongoing trade war between China and the USA continues trade restrictions impede the global
flow of goods (IHS Markit, 2022). Therefore, the expectation remains that global shortages
continue to cause operational problems for companies and further slowdown expansion
(International Monetary Fund, 2022).

Financing is becoming more challenging to obtain because of tighter monetary conditions, such
as rising inflation and interest rates, which eventually dampen the investment climate. The
COVID-19 repercussions of already difficult supply-chain situations are accelerated by soaring
commodity prices leading to a significant increase in inflation of 9.2% and 8.1% in 2022 in the

EU and the U.S., respectively. Inflation is expected to peak in 2022 (for a detailed breakdown
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of the development of inflation, see Appendix B: Figure 2) but to remain elevated during 2023
(International Monetary Fund, 2022). Central banks are gearing up to restore price stability by
tightening monetary conditions, driving interest rates up to new highs to subjugate inflation
gradually. The Federal Reserve Bank's (FED) hike in the key interest rate in the United States
resulted in the European Central Bank (ECB) discontinuing its zero-interest-rate policy. In the
third quarter of 2022, the interest rate in the EU is 2.0% and is projected to grow higher
(European Central Bank, 2022). The market's increasing uncertainty compels investors to wait
for further developments before taking action. While the world’s economies are working hard
to restore economic stability, it is impossible to predict the magnitude of further economic chal-
lenges without a stabilizing geopolitical situation. This creates a high level of market uncer-
tainty and discourages investment (Interview Consensus, 2022).

In conclusion, the geopolitical tension and eroding macroeconomic conditions have generated
a new market dynamic that makes the investment climate more challenging. Already con-
strained world economies are coping with supply chain disruptions and slowly recovering eco-
nomic activities but now face higher inflation and tightening financial conditions shown

through rising interest rates and increasing commodity prices.

2.2. Recent Venture capital development in Europe

The following chapter highlights quantifiable developments in deal activity and capital alloca-
tion for the European VC market. In conjunction with macroeconomic and geopolitical find-
ings, this provides first insights into how the VC market in Europe is responding to the new
market dynamics.

The startup market has shown impressive growth and shows significant size. From 2015 to
2021, the volume of VC financing investments increased by 32.8% annually (CAGR 2015-
2021). In 2022, the value of European startups exceeded €3.1tn (Dealroom, Silicon Valley

Bank, 2022). Likewise, VC deal activity reached a new all-time high with 12,191 deals and a
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total deal volume of €bn 104. A significant proportion of the growth trajectory is related to the
company’s substantial valuation gain, as shown by slower growth in deal count compared to
deal volume. The number of transactions increased at a moderate rate of 9.9% (CAGR 2015-
2021). The appreciation in valuations was particularly evident in the COVID-19 period when
the deal value increased by 110.8% year-over-year (YoY) (Pitchbook, 2022). The volatile en-
vironment resulting from the COVID-19 pandemic led to the embrace of greater digitalization.
The accelerated shift towards digital business processes propelled the tech-driven VC market
forward as an asset class (Joseph Amankwah-Amoah, 2021). Due to a faster adaption of digital
business models, projections were achieved in a significantly shorter period. Furthermore, easy
access to cheap capital and investors' fear of missing out led to inflationary valuation multiples.
Collectively, this behavior led to an overriding increase in company valuations (Interview
Consensus, 2022).

In 2022, this positive trend was breached. European-based public startups received a devalua-
tion of 14.3% (Dealroom, Silicon Valley Bank, 2022). Furthermore, significantly less VC
money is expected to flow into the market in 2022. The deal value and the deal count are pro-
jected to decline by 26.5% and 35.0%, respectively, which indicates a restrictive investment
behavior. Investors allocate the most significant share primarily to follow-on investments.
While in 2021, ¢. 10% was invested in new startups, VC primarily made follow-on investments
in 2022. The share of follow-on VC investments increased by 2.5% to 92% of total investments
in 2022. The priority of VCs is thus the follow-through financing of their own portfolio com-
panies to extend the runway of the invested companies at an early stage and thereby make them
more resilient to crises (Pitchbook, 2022).

In uncertain market conditions, significantly fewer businesses can acquire financing. However,
high-quality startups still have access to large financing rounds, as indicated by the 35% decline

in deals and the 13% increase in the average transaction value. Particularly noteworthy are angel
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and seed investments, whose average ticket size increased by 40.9%. Therefore, valuations of
angel and seed stage companies seem significantly more resilient, and VCs are inclined to sup-
port these companies in unprecedented times. Furthermore, the preference for angel and seed
stage companies appears to be favored by decreasing exit multiples. A sharp decline of the total
exit value by 75.8% to €33.6bn puts pressure on the valuation of late-stage startups (Pitchbook,
2022). In combination with derated trading multiples of public peers, lower valuations are now
achieved, and exits are postponed.

Consequently, VCs allocate a higher share to angel and seed investments. Their valuations are
significantly more protected, as they are largely detached from financial multiples, and metrics
such as the total addressable market (TAM) are more important. Hence, there is a deferring
effect, whereby angel and seed investments are jeopardized when larger funds' capital for sub-
sequent financing rounds fails to materialize (Interview Consensus, 2022).

Since the beginning of 2022, fund sizes have remained stable, and capital commitments have
not ceased. Based on current projections, the volume of funding raised can once again be in-
creased compared to the previous year's level. In the year's first half, funds totaling €bn 19.3
were raised (Dealroom, Silicon Valley Bank, 2022). Only in the last quarter did capital com-
mitments seem to dry up, as VC funds face challenges in fundraising due to the worsening
macroeconomic environment. Climbing interest rates and rising inflation levels complicate the
fund-raising climate. Furthermore, limited partners are showing greater risk aversion. Capital
allocation is changing in favor of other asset classes, and more investors are withdrawing from
the VC market. In particular, the willingness of banks and insurance companies to invest in the
VC market has decreased significantly since the Ukraine conflict (EIF, 2022). Thus, a record
of dry powder raised in the first half of 2022 remains crucial to transition to a potential funding

downturn.
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2.3. Venture capital trends in Europe

The following chapter will highlight the VC trends in the European market. Due to the current
market conditions, VC sentiment has altered, and new trends and behaviors are emerging. A
slump in the public markets is exerting pressure on the VC market and diminishing multiples,
resulting in declining valuations of startups (Interview Consensus, 2022). As a result, the initial
investment in VC has become more restrictive. It is expected that the supply and demand for
VC financing will continue to diverge - an imbalance that will create new market dynamics
(EIF, 2022).

The aforementioned market sentiment caused changes in three different areas of VC. VCs are
navigating through uncertainty by a selected deal flow (1), focusing on their portfolio (2), and
higher fund operation (3). These trends are shown in Appendix B: Figure and described below.
It is evident that a conservative investment approach influences the current deal flow (1) of
VCs. In this context, new selection criteria form the foundation of the investment decision. In
recent years, high-growth startups with extensive cash burns (e.g., quick commerce startups)
were on the rise. Low capital costs enabled the financing of these ventures, and a sequence of
mega funding rounds with enormous increases in value rewarded this risk financing. With rising
interest rates, the associated preference for alternative asset classes, and a generally higher level
of uncertainty in the market, scalability is no longer the only decisive factor (Interview
Consensus, 2022). Given the current market environment, VCs are increasing screening efforts
for new investments and are basing their selection criteria on financial criteria. Valuation and
deal terms remain the most important factor, followed by cash-generating capacity and profit-
ability (EIF, 2022). Startups must therefore be able to demonstrate a clear path to profitability
in their investment proposals. Another selection criterion, which is undisputed but has become
even more critical in the current market environment, is an experienced management team. It

is their responsibility to address market-related challenges, such as difficult customer

10
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acquisition and retention and the shift in consumers, and to materialize the business plan pre-
sented, thereby enabling successful scale-up (Interview Consensus, 2022).

The application of the selection criteria described above has led to the emergence of a prefer-
ence for certain startup phases. A look at deal activity in the last quarters shows a shift in the
financing phases. In particular, deal activity for angel and seed investments and late-stage
startups has remained stable, whereas mid-stage ventures are experiencing significantly higher
financing problems (Pitchbook, 2022). This trend is contrary to the subjective perception of
VCs, of which only 35% state a preference for a specific venture stage (EIF, 2022). The expla-
nation for the discrepancy is that the preference is merely implicit in the new set of selection
criteria. Using financial KPIs and a closer look at the founding team, higher-quality startups
will be filtered out (escape into quality). These measurable results and experienced founders
are concentrated in the late-stage phases of the startups.

A second startup phase that shows a higher deal flow is that of angel and seed investments.
Within the last quarter, more capital was allocated in this area (Pitchbook, 2022). In addition,
significantly more seed funds were closed in the current year, 2022 (Crunchbase, 2022). Three
reasons favor increased investment in the seed segment. On the one hand, valuations in this
area are significantly more resilient, as they are more detached from financial performance and
thus come under less pressure from the decline in the public markets. On the other hand, mile-
stones materialize much faster, and even minor product improvements lead to a significant in-
crease in value, whereas latelate-stagepanies have to show much higher growth to achieve an
equivalent increase in valuation (Interview Consensus, 2022). Finally, the ticket size of angel
and seed investments is significantly smaller, which allows a higher investment volume. This
provides diversification effects to be realized and the unsystematic risk of the ventures to be
mitigated (Seedrs, 2022). In summary, the change in deal flow behavior indicates that the over-

all market environment currently entails a higher degree of systematic risk. VC addresses this

11
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problem by reducing the unsystematic risk through increased screening and due diligence and
by diversifying its funds with smaller seed investments.

Investing in new ventures, VCs are also confronted with information asymmetry, which in-
creases the risk even further. Consequently, VCs are concerned with follow-on investments (2)
and are increasingly making follow-on investments. Due to reporting and regular board meet-
ings, information asymmetry is reduced. The founders are less inclined to exploit their infor-
mation advantage in new financing rounds. The risk of adverse selection is thus reduced in the
follow-on financing of portfolio companies, as the VCs have more precise insight into the actual
quality and performance of the venture. They know the winners of their portfolios and are in-
terested in establishing successful follow-on financing (Nofsinger & Wang, 2011).
Furthermore, venture capital is interested in the successful existence of portfolio companies to
record a positive performance in fund reporting. In addition to the financial concerns that exist
for the portfolio companies in securing equity financing and liquidity, market-specific and op-
erational challenges also affect the VCs. Due to the current market situation, supply chain dis-
ruptions and rising labor costs are occurring, leading to operational difficulties in the venture
and making further scalability difficult (EIF, 2022). Previously, VCs only provided strategic
direction through regular board meetings (National Bureau of Economic Research, 2016). Un-
der current market dynamics, there is a shift towards more hands-on guidance and operational
involvement of VCs. Stronger cooperation is particularly evident in the increasing number of
board meetings (Interview Consensus, 2022).

Another noticeable trend is the decline of available exit options. While there was still a record
number of buyouts and public listings in 2021, these exit channels are less attractive due to the
current market conditions. VCs with an extensive portfolio of late-stage startups must plan exits
in advance (Pitchbook, 2022). In conjunction with a challenging fundraising climate, the current

market dynamics are associated with more fund operations.
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In the past six months, a record number of dry powder were raised, but it is unclear whether
committed funding will materialize. During the dot-com bubble, for example, limited partners
defaulted on their committed capital. Furthermore, VCs do not have to make the raised capital
available to the market immediately but can manage it more restrictively. As a result, the market
must be able to transition through the economic downturn even with less capital. (Rosenbloom,
2022). The impression that raising new funds is more complex than before is also reflected in
the survey of VCs. They state that limited partners now have a higher risk aversion and that
more limited partners are withdrawing from the VC market due to rising interest rates and a
higher level of inflation. More difficult fundraising is also reflected in the long-term financing
of portfolio companies and will further increase the financing deficit (EIF, 2022).

In conclusion, the current market dynamics have created a new investor-friendly environment.
VC investors will reinvest in high-quality angel and seed startups and benefit from good entry
opportunities. However, the primary focus will be on the follow-on investments of the portfolio.
On the other hand, the investment opportunities that arise are also associated with a higher
workload. VCs will have to deal increasingly with their portfolio companies operational and
market-driven challenges. Furthermore, fundraising is more difficult as a higher risk aversion
is emerging. Ultimately, this will lead to fewer startups receiving funding, and only selected
VC investors will have access to sufficient capital to maintain the successful momentum of the

last ten years.

2.4. Venture capital ecosystem in Portugal

In the following chapter, the VC system will be described in terms of its attractiveness for talent,
the ease of doing business, and the (venture) investment environment. A refinement of the char-
acteristics will highlight advantages and serve as a basis for assessing the Portuguese market's

resilience to the overarching VC trends.
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Portugal attracts talented founders and digital nomads due to its digital connectivity, vibrant
culture, and warm climate. Portugal has a high exposure to digital subjects. As such, Lisbon
hosts the Web Summit, the world’s leading tech conference, bringing together thousands of
founders and investors for networking purposes. Lisbon and Porto are both part of the Scale
Cities Alliance, an ecosystem of collaborating cities to create Europe’s most connected tech
hub (Dealroom, 2021). Additionally, Portugal is one of the oldest countries in Europe, offering
a rich history and culture, good environmental conditions, a diverse landscape, and a Mediter-
ranean climate. These pull factors make Portugal very attractive to foreigners.

Portugal is 39" in the World Bank’s Doing Business Report of 2020. This indicates that its
regulatory environment is conducive to business operations, making it one of the most attractive
countries for new ventures (World Bank Group, 2020). To promote the ease of doing business,
the Portuguese government has taken some regulatory measures to encourage startup activity:
Startup Portugal, the Golden Visa Program, and the 200M Co-investment Fund. Startup Por-
tugal was created in 2016 as part of a national strategy to foster entrepreneurship through in-
creased structural support, funding, and internationalization efforts (Startup Genome LLC.,
2022).

The Golden Visa is a program to achieve residency by investment (RBI). This program offers
a strategic benefit for a country competing in the global economy while allowing the investor
to attain residency or citizenship in the respective country (Surak & Tsuzuki, 2021). RBI pro-
grams are used as a tool in migration policy aiming to attract economic resources (Elo, 2021).
Since its introduction in October 2012, the Golden Visa program has generated around €5.8bn
in investments (Portugal Golden Visa, 2022). This shows that it is very beneficial for Portugal,
bringing in large investment sums, entrepreneurial activity, new ideas, and a stronger interna-

tionally focused mindset.
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The 200M Co-investment Fund aims to promote cross-border activity and draw international
entrepreneurs, startups, and investors to Portugal. As such, it seeks to acquire technical and
commercial expertise to support more robust innovation, growth, and internationalization plans.
It covers investments between the seed to Series B round for the verticals of digital and IT, life
science and biotechnology, and tourism. To attract investors, the fund matches up to 100% of
investors’ investments allowing investors to share their risk with 200M (200M Coinvestment
Fund, 2022).

The last factor essential for the Portuguese VC ecosystem is a healthy investment environment.
The previously mentioned government initiatives are highly beneficial for this factor as well.
This comes in significant interdependence to the setup of Portuguese VC players. The VC en-
vironment for Portugal is depicted in Appendix B: Figure 4.

The country’s six largest VCs cover over 85% of the market share and focus on different in-
vesting stages, with ticket sizes ranging from €100k to €10m. Faber Ventures focuses on pre-
see and seed stages in the digital and environmental sectors with ticket sizes of €100k to €1.5m
(Faber Ventures, 2022). Chamaeleon, a U.S.- and Portuguese-based VC, focuses on tickets be-
tween €1m to €5m in globally oriented ventures in the seed and Series A stage (Chamaeleon,
2022). Portugal Ventures, part of the Banco Portugues de Fomento Group, is a public VC fo-
cusing on pre-seed, seed, and Series A investment stages (Portugal Ventures, 2022). As a public
VC, Portugal Ventures follows a public mission and focuses on sustaining verticals. Their in-
vestment approach is intended to support under-represented verticals. This approach was par-
ticularly evident during COVID-19, when they invested heavily in the tourist industry.
(Interview Consensus, 2022). Indico Capital Partners, Iberis Capital, and Armilar Venture Part-
ners focus on early investment stages with ticket sizes up to €10m. Indico Capital and Armilar
Venture Partners are high-tech-focused. (Indico Capital, 2022) (Armilar Venture Partners,

2022). Otherwise, the named VCs’ investments are very diversified.
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This shows that the Portuguese VC environment focuses on startups in their early investment
stages, as the VCs covering the market need the fund sizes to cover larger investments. Portu-
guese VCs partner and co-invest with international investors when participating in larger and
growth-stage investments (Interview Consensus, 2022).

In conclusion, it can be examined that Portugal offers one of the most favorable environments
for new ventures, and attracts new talent, and innovative business ideas. However, it is small
and highly dependent on governmental programs and international funds. The Portuguese VC
market is still in its infancy and emerging, consequently, a focus on startups in the early lifecy-
cle is recognizable. Due to Portugal’s limited aftermarket new ventures are required to follow
a global approach. Consequently, they adopt an international-first strategy earlier in their lifecy-
cle, which can be a more efficient path to success (Startup Genome LLC., 2022). The presence
of five unicorns in 2022 indicates that Portgual has a thriving venture capital ecosystem, as it

has the highest unicorn density in southern Europe (ECO News, 2021).

2.5. Venture capital sentiment in Portugal

The previous chapter identified trends in the European VC market. In addition, the core ele-
ments of the Portuguese ecosystem were highlighted. The following section brings the two parts
together and provides information on the current development and sentiment of the Portuguese
VC market.

The development of the Portuguese VC sentiment moves greatly with the European market due
to the close entanglement and dependence on foreign venture capital. Unique characteristics
arise from political legislation and individual locational advantages.

According to the framework introduced in Chapter 2.3 — Venture capital trends in Europe,
intersections with the European movements and the corresponding risk for the VC market in

Portugal can be determined based on three areas: deal flow (1), portfolio (2), and fund (3). The
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extent to which these trends apply to Portugal and the corresponding risk is shown in Appendix
B — Figure 5.

In times of economic uncertainty, investors choose a distinct set of selection criteria. They pri-
oritize a capable management team and startups whose business model shows both potentials
for cash-generating capacity and profitability and has a certain scalability potential (EIF, 2022).
These criteria remain crucial when applying these selection criteria to the Portuguese market.
The generated attractiveness of Portugal as a hub for digital nomads and qualified founders
proves to be a great advantage. Legislative and fiscal measures have fostered a favorable envi-
ronment for startups, and the southern climate attracts capable talents (Interview Consensus,
2022).

Additionally, startups are required to demonstrate a path to profitability. Increasing global in-
stability has prompted VCs to prioritize runway extension. Portuguese VCs value if profitability
and cash-generating capability are envisaged in the business plan. The biggest issue for Portugal
continues to be the scalability of the business. While growth is already of utmost importance in
the European market, its significance in Portugal is even greater. This is due to Portugal's lim-
ited sales market, which makes it challenging to break even despite a high adoption rate in the
domestic market. Therefore, Portuguese startups are expected to have immediate global scala-
bility. Thus, the consequences of changing market environment to deal flow pose a moderate
threat to the development of the Portuguese VC market, as it is well equipped to meet evolving
selection criteria (Interview Consensus, 2022).

The second area concerns the portfolio, which VCs are increasingly focussing on in the current
market environment. Their primary attention is to provide follow-on financing for the compa-
nies to keep the runway high and to ensure liquidity (EIF, 2022). This is critical as sufficient
liquidity is a decisive competitive advantage in the current market environment. In addition to

adequate funds, increased venture capital participation is required. VCs have a stronger
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relationship with their portfolio firms and assist them with strategic counsel and newly emerg-
ing operational difficulties. This trend is noticeable in Portugal as well. The interviewed VCs
engage in a far more active dialogue with their portfolio companies. A significant increase in
board meetings evidences this. Regarding operational engagement, the Portuguese market has
already anticipated this, as VCs have historically been more involved in day-to-day business
operations than in the average European market (Interview Consensus, 2022). It was also ob-
served that the exit environment had dwindled significantly. Due to poor public markets, there
were notably fewer IPOs. Eroding valuations also led to the postponement of further exits. This
puts pressure on later-stage startups and causes their valuation and funding to stagnate
(Pitchbook, 2022). Portugal is only affected by fewer exit opportunities to a limited extent. Its
startup ecosystem is less mature. The VCs have a clear focus on early stage companies, and the
pressure from lower exit multiples will affect the industry less strongly. Instead, the Portuguese
VC market is dependent on foreign venture capital, which closes the gap to further growth
capital. Domestic VCs act as co-investors in the more mature financing rounds and play a sub-
ordinate role in the exit (Interview Consensus, 2022). Consequently, focusing on the portfolio
is associated with low risk for the Portuguese VC market.

Considering fund operations, it is evident that the present market condition makes fundraising
far more complex. Increasingly risk-averse limited partners retreat from the market (EIF, 2022).
This pattern is also seen among Portuguese VCs. Four of the five VCs interviewed indicate that
the fundraising climate has become much more challenging. Large, prominent VC companies
with access to attractive deal flow likely avoid encountering these issues. The limited partners
must make their funds available for subsequent fundraising rounds to contribute to their funds.
Thus, they have managed to secure the next rounds. Smaller and regional funds, such as the
Portuguese, face a different predicament. They rely increasingly on individual contributions,

which are becoming increasingly difficult to obtain. In addition, a substantial portion of the
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currently committed capital is owing to regulatory incentives and government contributions.
The golden visa was a significant fundraising incentive. Therefore, the future fundraising cli-
mate in Portugal is highly dependent on public funding and the regulatory landscape. With the
currently under-discussion termination of the golden visa and uncertainty about the continued
existence of the 200m fund as well as further contributions from the European Investment Fund,
the risk associated with fundraising increases dramatically (Interview Consensus, 2022).

In conclusion, the patterns of the European VC market have an impact on the Portuguese mar-
ket, as it is closely entangled. A change in deal flow due to shifting selection criteria offers a
minimal threat to Portuguese VCs; the increased portfolio work of VCs is also not particularly
threatening, given that VC companies were already substantially invested. Fundraising-related

access to foreign Investors remains the most significant threat.
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3. Equity financing
3.1.A theoretical approach to equity financing of startups

3.1.1. Definition of Equity Financing

Startups must raise capital to promote their growth and reach their full potential. To get a com-
prehensive overview of a venture’s need for external financing, see Appendix C — Information
Box 1. There are several options for new ventures to raise this capital. One is equity financing
via a priced round (Cremades, 2018). Equity has traditionally been the main financing option
for early-stage start-up firms. This form of funding can happen through partnerships, individual
or group angel investors, VCs, or at a later stage via an initial public offering (IPO). When
raising equity, the venture owner sells a percentage of its ownership in the company to the
investor in exchange for capital. Equity investors do not receive fixed repayments for their
invested capital; however, they rely on receiving back their money, including an upside, through
the distribution of future profit based on their ownership percentage via preferred or common
stock (CFI, 2022).

Equity financing comes with several advantages. First, the non-existence of fixed repayment
terms is one of the most significant benefits when choosing equity as a financing option. Par-
ticularly in the early stages of the start-up, the mean business still needs to be established, and
the company needs to generate more profits to cover the obligations that would come with debt
repayments. Therefore, equity can be a less risky way of financing the venture and allows the
retention of enough profits to grow the company’s resources by improving its cash flow. This
offers more flexibility in making business decisions for sustainable operations in the long run
and allocates more resources for reinvestment and growth (Cremades, 2018).

Equity financing transfers some of the risk of the business from the founder to the investors,
who can potentially lose the entirety of their investment. Thus, it is the most expensive form of

capital for the venture; investors require compensation for sharing the venture’s risk. Equity is
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subordinated to all other securities and creditors in case of a liquidation of the venture. The
shares received by priced-round investors are preferred shares. They hold liquidation priority
for payouts over the venture founders and common stockholders (Svested, 2021). Building on
this, ownership of company shares allows investors a certain level of control and co-decision,
namely voting rights. This can result in a loss of control for the founders and increase the diffi-
culty of making decisions. However, the incentives of the founders and investors are usually
aligned. Thus, this risk is limited. Investors receive a percentage of the profits generated by the
venture depending on their share in the business.

Furthermore, raising capital via equity investments comes with a high administrative burden.
The necessary valuation, negotiations, due diligence efforts, and contractual obligations 6 con-
sume much time, require many legal actions, and come with high associated costs. The stock
issuance of an equity-based financing round carries a significant financial burden for founders,
particularly at smaller stages of the venture when the business is not as liquid (Cremades, 2018).
Choosing to finance a venture via equity rounds offers some benefits as well as disadvantages.
Some of these are mentioned here, but a more comprehensive analysis is made in Chapter 3.1.2.

Differentiation towards venture debt.

3.1.2.Differentiation Equity and Venture Debt

External financing opens the possibility for startups to receive otherwise inaccessible sources
of funds to foster growth and start working with partners, drawing from their partner’s experi-
ences, knowledge, network, and reputation. Different financing instruments have various ben-
efits and drawbacks. Therefore, start-ups need to be very aware of their needs and incentives
behind raising capital and the effects their choice can have on future financing rounds. Appendix
C — Figure 2 includes a comparison of the different financing instruments based on relevant
criteria. The most significant differences in the financing instruments come with ownership,

voting rights, and capital repayment.
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Equity investors purchase a share in the company, allowing them decision rights but also mak-
ing them take on some of the risk associated with the new venture; their investment floor is
zero. Equity owners, therefore, charge for this risk-bearing and receive a percentage of the gen-
erated profit in line with the percentage of their ownership in the company (e.g., dividends)
(Cremades, 2018). Equity investors typically bring a certain level of know-how, experience,
and connections that will benefit the venture. These investors tend to invest as early as the
startup’s seed phase when cash flows are hard to predict, and it is tough for the venture to
receive alternative financing via debt. They help build the company, making it easier for the
venture to secure attractive financing options at later financing stages (Ready, 2012).

As indicated, debt financing is a form of financing more used for later stages, e.g., Series A and
following, when the venture’s business operations are more established and the company has
access to higher cash flows. The most considerable advantage of this financing instrument for
ventures is the maintenance of control and ownership in the company, as the incentives of the
capital providers rest entirely on the collection of the principal and interest. Once the debt is
repaid, the venture loses this liability; thus, using debt can ultimately be cheaper. Furthermore,
debt can function as a tax shield for ventures at later investment stages once the business gen-
erates profits (Cremades, 2018). However, using debt can negatively impact profitability, par-
ticularly in the early stages of the venture. During the early stages of the venture when the
business is bound to repay its debt obligations in the short term, making long-term sustainable
decisions can become very difficult for the owners. This can have effects on the valuation of
the company and either force inferior equity raising terms on the venture or prevent future fi-
nancing rounds altogether.

For debt investing, the ceiling and floor are specified, offering the capital providers significant

security, as debt obligations will be covered first in case of a liquidation. The startup has a
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limited ability to operate as it is bound to meet its obligations in the form of specified install-
ments, including a predetermined interest rate (Cremades, 2018).

Aside from the traditional debt, the startup can access venture debt. Venture debt, as described,
is a form of borrowing capital to raise working capital and growth capital, funding for acquisi-
tions or capital expenses, or a bridge to the next round of equity (Argueta, 2022). Specialist
entities and banks provide this form of funding as they understand the dynamics of start-ups
and will offer loans knowing asset collateral may be weak. Other than traditional debt financing,
venture debt lenders tie their loans to accounts receivable, PP&E, and the right to purchase
equity in case of a default (Cremades, 2018). Venture debt typically comes in the form of senior
secured loans with the highest preference for repayment in case of liquidation. Unlike equity
financing, venture debt does not require the company to be valued, thus is a faster and less cost-
expensive form of external funding. This form of financing can be attractive for healthy ven-
tures to gain time between different equity funding rounds to achieve more notable milestones
and, thus, a better valuation. Also, venture debt neither means losing ownership in the company
nor causing a dilution of equity (Stoykov, 2022).

In the early funding stages, equity investors face two types of information asymmetry; moral
hazard and adverse selection. The moral hazard problem recognizes that the founder of the
start-up might misuse or misallocate the received funds for his personal benefit instead of max-
imizing the investor’s return (Nofsinger & Wang, 2011). The adverse selection indicates that
the investors do not know about the founder’s ability to lead the venture properly. Therefore,
investors need to minimize their losses from information asymmetry. Moral hazard can be re-
duced by incentivizing, controlling, and monitoring the founder and the investor’s active in-
volvement in the venture. Due diligence on the investor side and signaling and risk shifting on
the founder side are used to address the issue of adverse selection (Bellavitis, Kamuriwo, &

Hommel, 2019).
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Convertible Note financing is another form of external financing, often referred to as venture
debt. Mainly looking at the development of the VC environment, it becomes clear how more
flexible investment approaches become favorable and are used more often to postpone new
equity rounds and, thus, corresponding valuations (Interview Consensus, 2022). However, this
form of financing will be discussed under Chapter 4. Convertible note financing, therefore,
more profound insights will not be taken at this point.

All in all, there are benefits and disadvantages to all mentioned financing instruments. Choosing
the right option for the venture becomes more difficult with the complexity of entrepreneurial
finance being accelerated by high inflation, a fragmented market environment, and a range of

evolving geopolitical factors.

3.2.8tartup valuation

3.2.1.Information availability over the venture’s lifecycle

In 2021, the global startup economy generated $1.65tn in funding and accounted for 1,227 uni-
corns. Meanwhile, the global economy has undergone a massive revolution towards a digital
era in which startups are the leading force, especially during the past years due to the accelera-
tion of the COVID-19 pandemic (Startup Genome LLC., 2022). The World Economic Forum
estimates digital business models to generate about 70% of value in the economy over the next
decade. (World Economic Forum, 2022). Recognizing the importance of startups for global
economic development, the relevance of an accurate company valuation becomes apparent.

Usually, startups have many funding rounds throughout their lifecycle. For equity rounds, a
company valuation is necessary. Valuations can be pre- and post-money. The difference is the
timing of when the equity value is estimated. Each valuation refers to a different point in the
funding timeline. Pre-money refers to the company’s equity value before the new financing
round takes place. Thus, post-money valuation refers to the company’s equity value once the

financing round closes. Prior to raising capital, the pre-money valuation must be determined.

24



Individual Part 1: Verena Karst 48691

The difference between both valuations after the funding round determines whether the financ-
ing was an up-round' or a down-round? (Wall Street Prep, 2022).

Valuations depend highly on the different stages of a startup’s lifecycle and the respective data
available (Damodaran, 2018). Appendix C — Figure 3 illustrates the differences in information
availability over a business’s lifecycle. The most relevant information differences appear in
three sections: revenues and current operations, operating history, comparable firms, and source
of value. Thus, the pre-money valuation deems to be the most difficult, particularly in a startup
that stops the first round of funding. At that stage, assessing the value of the company is excep-
tionally difficult due to the very little financial information available (Choudhary, 2022). Ade-
quate financial and non-financial information availability is critical for startup valuations. Due
to the lack of financial information in early-stage startups, development and growth opportuni-
ties become more relevant for a venture’s value than its current activities, as displayed in Ap-
pendix C — Figure 3 (Black, 2003).

In summary, we can see the importance of accurate business valuation and the difficulties and
dependencies associated with it. Startup valuation does not make it possible to apply a stand-
ardized valuation method. Still, it requires a high level of flexibility and adaptability to the

different information available based on the business’s development stage.

3.2.2.Valuation methods in Venture Capital

A common gusto when considering startup valuation in the VC environment is the idea that
startup valuation is “more art than science. ““ High risk, high cash burn rates, and problems with

information asymmetry are characteristics of startups (K6hn, 2018).

' The post-money valuation of the venture raising capital has increase compared to the pre-money valuation (Wall Street
Prep, 2022)

2 The post-money valuation of the venture raising capital has decreased compared to the pre-money valuation (Wall Street
Prep, 2022)
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Startup valuations can be split into traditional and innovative valuation methods. The most
common methods for startup valuation are the Discounted Cash Flow model (DCF), valuation
via Multiples (comparable companies or transactions), the Berkus Method (BM), and the Ven-
ture Capital Method (VCM).

Traditional valuation models make use of the cost, income, and market approach. The cost
approach, as a very static method, analyzes the current value of the firm’s assets and liabilities.
This approach is particularly unsuitable for startup valuation, as early-stage startups usually
have very few tangible assets and are undercapitalized, and it completely disregards the ven-
ture's subsequent evolution (Montani, Gervasio, & Pulcini, 2020).

One of the most known valuation methods is the DCF. It is an income-based approach to valu-
ation, often used as a supplementary method, and in the case of very cash-flow-driven compa-
nies, this method considers the future growth of cash flows with an applied discount rate. While
the DFC can be very suitable for ventures at later stages, with stable or rapidly growing cash
flows, and a level of operational maturity, its application for early-stage ventures can be diffi-
cult. Due to the lack of historic financial information about early-stage ventures, using a valu-
ation method that is based on a large set of fixed assumptions regarding the project payoff, is
highly uncertain and probabilistic (Shestakov, 2015). In the case of an application of this
method for startup valuation, the discount rate needs to be adjusted based on the life cycle stage
of the startup. The younger the startup, the higher its probability of failure, thus a higher VC
target rate of return as displayed in Appendix C: Figure 4 (Damodaran, 2009).

Lastly, the market approach uses comparable company or comparable transaction multiples
from public market information to define a company’s value. This method is more useful for
the later stages of a startup’s lifecycle, mainly its exit opportunities. This method follows a
sense of arbitrage freedom. Thus, a company that is similar to another in terms of cash-flow

generation and risk exposure should be worth the same. In line with this concept, a multiples
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valuation identifies a set of comparable companies (so-called "peers") or comparable transac-
tions. Their multiples are based on public market information (Montani, Gervasio, & Pulcini,
2020). For ventures that are still in their infancy, this approach is difficult to implement. Eco-
nomic variables such as profits or revenue are often negative. Their comparable firms are usu-
ally not listed on the public market yet. Therefore, information is private. Firms listed on the
stock market, on the other hand, are too mature to offer useful data for comparison. They dis-
regard the problem of every firm holding specific and non-comparable features (Damodaran,
2009). When ventures have progressed in their lifecycle to the growth stage, chances are higher
to be valued based on multiples from comparable firms.

Generally, traditional valuation methods assume efficiency in the markets, which is applicable
to public markets. However, the VC market is a private market, thus being at risk for infor-
mation asymmetry, which can create evaluative inefficiencies.

As seen, the most significant issue limiting the use of traditional valuation methods is the lack
of specific information they need to work correctly. Thus investors came up with innovative
approaches for pre-revenue valuations (Montani, Gervasio, & Pulcini, 2020).

The BM is one of the most used methods for startup valuation in venture capital. Unlike tradi-
tional methods, BM disregards financial projections. BM focuses on the potential of a company
to reach over $20m in revenues within the first five years of the business operations. The startup
can get a pre-money valuation of up to $2m and a post-money valuation of up to $2.5m based
on five attributes of progress that will reduce the venture’s risk of failure: sound idea (basic
value, product risk), prototype (reducing technology risk), quality management team (reducing
execution risk), strategic relationships (reducing market risk and competitive risk) and product
rollout or sales (reducing financial or production risk) (Berkus, 2016). Each attribute and gain
up to $500k for the overall valuation based on the attributed percentage of completion. Thus,

valuation can range far below the possible $2m (pre-money) and $2.5m (post-money). This is
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illustrated in Appendix C — Figure 5. Additionally, the calculation example also shows that each
risk factor’s financial valuation is highly subjective, resulting in a limitation for using the BM
(Montani, Gervasio, & Pulcini, 2020).

The VCM originated in 1987 by Sahlman and Scherlis and is used for pre-revenue valuations.
By assessing the company’s future cash flows on a two to five-year time horizon via compara-
bles and market multiples, the VCM determines the startup’s terminal value. A very high-inter-
est rate is used to discount the Terminal Value to receive the pre-money valuation. The interest
rate used represents the rate of return requested by the VCs. A significant limitation of the VCM
is the incorporated default risk in the discount rate. Default risk is expected to remain constant
in this model, which is an unrealistic assumption over the company’s life cycle (Montani,
Gervasio, & Pulcini, 2020). Despite this limitation, it is the most widely used method for valu-
ing companies in the VC context due to the incorporated high rate of return. Investors are aware
most ventures fail, thus they demand a high potential return. A more comprehensive overview
of the calculation can be seen in Appendix C — Figure 6.

Additionally, to the introduced valuation methods in the VC context, Appendix C — Figure 7
illustrates three interdependent factors influencing startup valuation: the startup, VCs, and the
external environment (K6hn, 2018).

Looking at the startup component within the framework, it indicates that the interrelationships
between the startup’s characteristics (e.g., industry, location, management control systems,
funding round), founder and team (number of founders, prior experiences in startups and man-
agement, level of education, etc.), intellectual property and alliances helping to reduce infor-
mation asymmetry through signaling as well as offering access to resources, and the venture’s
financial information have an impact on the valuation process. Likewise, the characteristics of
the venture capitalist, such as its investor type, reputation and value-add, and valuation meth-

odologies, impact the valuation process. Overall, the external environment, market factors, and

28



Individual Part 1: Verena Karst 48691

institutional as well as cultural factors impact the startup, VCs, and their investors; thus, the
overall valuation process (Kohn, 2018). This framework underlines the relevance of more in-
novative valuation approaches.

Concluding, startups, unlike established businesses have particular features that make it hard to
define an adequate valuation method. The younger the startup is in its development and the
earlier it is in its life cycle, the harder its valuation becomes. Thus, not one single method can
be applied to all stag, es, and there is a need for alternatives to traditional methods (Montani,
Gervasio, & Pulcini, 2020). The ability to use flexible valuation methods can be a competitive
advantage for VCs. A precise valuation has a large impact on equity investments and investment
decisions. Overall, the consensus of the interviewed VC professionals shows the will to close
equity rounds despite challenging market environments, thus underlining the importance of ac-

curate company valuations (Interview Consensus, 2022).

3.3.Equity financing under a changing market environment

Securing equity investments has become one of the key challenges currently seen for VCs’
portfolio companies (EIF, 2022). The challenging market environment has caused equity in-
vestments to decrease heavily for all funding stages since 2021 and has been replaced by Con-
vertible Notes financing. The VCs' consensus, however, is that equity is generally the preferred
investment strategy, particularly in early-stage investments. Thus, the question of what causes
the investment strategy shifts away from equity investments during times of market uncertain-
ties arise (Interview Consensus, 2022).

When financial markets are in turmoil and investors face economic uncertainties, investors shift
their investment preferences away from risky asset classes towards safe-haven assets. Thus, it
makes sense for VCs to shift their investment angles away from equity, the riskiest investment

instrument, towards a safer option like convertible notes. However, VCs generally are willing
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to swing for the fences and accept higher-risk investments. Therefore, the underlying reason
that increases the uncertainty even VCs do not want to take on must be defined.

As seen in the previous Chapter 3.2.3, startup valuation is a tough challenge that becomes even
harder under the challenging market environments currently affecting the VC ecosystem. This
indicates that the largest cause for equity investments to decrease is the underlying valuation
problem. The valuation problem must be split based on investment stages, early-stage invest-
ments between Seed to Series A, and late-stage investments, particularly companies in their
growth stage.

During early-stage investments, most VCs focus on equity rounds. However, current valuations
are deferred to more stable times in the market. Thus, VCs have more time to discuss financing
options with the venture’s founders. Mainly, it was established prior that the Portuguese VC
ecosystem is focused on early-stage investments. Thus, they are betting their money mainly on
the idea as well as the management team of the venture, leaving investments somewhat unaf-
fected by the difficulty of decreased valuations. During the past year, which allowed for a very
thriving VC environment, the VC market underwent several hot funding rounds. During those
rounds, VCs competed against each other. This, however, has stopped, indicating a power shift
from the venture toward the VCs (Interview Consensus, 2022). When VCs have larger bargain-
ing power, they are not fighting for rounds; ultimately, valuations are more reasonable than
before. Furthermore, a significant issue currently faced with decreased competitiveness be-
tween the VCs is the focus on runway extensions for existing portfolio companies. Markets are
expected to rebound until 2024, but until then, a worsening environment is projected for 2023.
This increases the urgency for startups to retrieve funding for a runway extension that will
ensure the venture’s capability to overcome the continuous market turmoil over the next two
years. For example, companies that raised capital six to eight months ago are touching back

with their investors to increase their funding for the same terms offered in the previous funding

30



Individual Part 1: Verena Karst 48691

round. As the ventures have progressed since then, follow-up investments for the same terms
practically indicate a discount. The runway extension, however, is now often done via Convert-
ible Notes (see Chapter 4) to defer valuation (Interview Consensus, 2022).

Public markets are down by about 75% affecting private market valuations, particularly at the
later stage when the interconnectedness of the venture to comparable companies in the public
market is more substantial and more applicable than at an early stage, leading to a more potent
effect of multiple downturns in the public capital market on the venture’s valuation. Appendix
C — Information Box 2 explains how public markets are affecting valuations for later-stage ven-
tures using Klarna’s high devaluation during the ventures last Equity round.

The valuation problem affects not only the number of equity investments that are done but also
impacts the terms of those investments. When discussing lower valuations in an equity round,
the expectation is that the VCs should receive a higher percentage of ownership. Usually, VCs
advise the venture’s owners not to dilute more than 20-25% per funding round in early-stage
investments and even less in later stages. Leaders or co-leads of these investment rounds would
at least want to receive half of the offered equity, amounting to around 10-12%. When invest-
ment rounds are valued lower, VCs hope to acquire a higher percentage, e.g., 15% (Interview
Consensus, 2022). As equity rounds require high administrative work and costs; it may be a
strategic move for investors to defer equity rounds; thus postponing the accounting effect of
decreasing valuation until the next year or even 2024, when valuations are expected to bounce
back to their previous year’s standards. These investors extend their portfolio companies' run-
ways through other investments as they believe these companies will overcome the current
market turmoil. Also, IPOs are currently deferred as long as possible due to valuation difficul-
ties (Interview Consensus, 2022).

Another effect of the current valuation difficulties is slight adjustments in the protective

measures introduced for equity instruments. The engagement with existing portfolio companies
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has increased due to a higher need for strategic and operational guidance as they face more
significant uncertainty. Depending on the company, some need more dedication than others.
An exciting development is the considerations made for fast-growing companies. The alloca-
tion of funds to existing portfolio companies to extend their runway is also happening for larger
VCs focusing on growth-stage investments. Thus, it is difficult for some companies undergoing
fast growth to have access to money to maintain this growth. This has led to discussions about
whether the company should pace its growth for the time being (Interview Consensus, 2022).
VCs, as well as the respective portfolio companies are now in the difficult position of weighing
whether a slowdown in growth or a potential fundraising problem is a more significant hurdle.
Moreover, some VCs might consider adding tranches to remain secure in their equity invest-
ment. However, this pillar of security for the VCs equity investment is frowned upon and only
deemed to be partially useful for early-stage investments when the venture poses the most risk.
However, this measure should be used for something other than later investment stages. Com-
panies manage their operations based on the funds they have access to, and withholding funds,
particularly in this challenging market environment that makes it hard for companies to meet
their determined milestones, would only damage the venture's operative abilities (Interview
Consensus, 2022).

As mentioned, early-stage valuations are more resilient, thus only showing slight decreases.
Nonetheless, the level of write-offs is feared to increase. This is due to the difficulties VCs
focused on growth-stage startups are facing. As the valuations of their portfolio companies are
showing large downturns, they must allocate more funds to sustaining these companies rather
than allocating their funds for new stages of Portuguese startups that thus far are mainly backed
by Portuguese VCs focusing on early-stage investments with smaller ticket sizes. Portuguese
VCs are running their startup investments based on hurdles. They are taking over the first hur-

dle, mainly early-stage funding rounds of startups, and relying on international VCs to invest
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or co-invest in their startups in the startups’ growth stages. This dependency on outside funding
lines can cause Portuguese ventures in a more developed state during their lifecycle to lack the
proper funding to fuel their growth. Thus, Portuguese VCs might find themselves in the situa-
tion of extending funding lines to their most promising startups, risking write-offs for their other
startups (Interview Consensus, 2022).

Concluding, while VCs plan on closing equity rounds, the current market environment leading
to VCs having increased bargaining power, would offer good conditions for equity investments.
The current market environment, however, has created a valuation problem in the VC market.
Thus, valuations are more difficult than they already were, increasing their unreliability and

forcing VCs to transition to alternative investments.

3.4.Conclusion

In this paper, the focus lies on equity financing in Portugal’s VC market, particularly how equity
financing has been impacted by the turbulent macroeconomic and geopolitical environment.
The research was set up to understand the following two aspects: the effects of a changing
market environment on Equity financing in Portugal (1) and thus the impact on valuation (2)
and application terms of Equity financing for ventures (3).

To answer these questions interviews with the five leading venture capital firms were con-
ducted, allowing us to gain deep insights into the developments of the overall VC market in
Portugal, as well as the developments and incentives of Equity investments in Portugal. Overall,
equity rounds are preferred for venture funding by VCs. But, because ventures start postponing
corporate goals and operate more carefully to extend their runways, and crashing public markets
begin to have an effect on the private VC ecosystem, valuations start to be affected negatively.
Thus, to defer valuations, that are ultimately required for Equity rounds, VCs tend to look for

other financing options to make new and follow-on investments.
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There has not been an apparent shift in term structure for Equity investments. An assumption
was the shift towards milestone-based tranche payments of capital to the ventures, to mitigate
the risk for Equity investors. Such terms would however be counterproductive as they would
limit ventures in their operations because they can only base decisions on received funds.
However, Equity investors, due to the critical market environment, take the liberty to increase
control when needed, participating in board meetings and influencing decision-making.
(Interview Consensus, 2022)

Concluding, while Equity is the favored investment instrument to finance ventures, the current
market dynamics originating in geopolitical problems and changing macroeconomic factors
impact the frequency of Equity investments due to valuation difficulties as well as how VCs

exercise control.
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4. Concluding remarks

4.1. Recapitulation of key results

This paper aims to understand the sensitivity of the Portuguese VC environment to the current
macroeconomic and geoeconomics issues (1) and the implications for funding via Equity (2)
and Convertible Debt (3). Four hypotheses for each section were used to create a set of open
questions discussed with representatives of Portugal’s leading VCs, thus, combined with mar-
ket research led to the following observations.

HI — VC: Valuations are down due to the current market situation: Due to the pressure of the
public market in the face of geopolitical tensions and macroeconomic tightening, the valuation
of ventures lowered. However, the Portuguese VC market appears to be more resilient due to
its focus on early-stage ventures, where valuations are less dependent on financial performance.
H2 — VC: VCs hold high dry powder, which leads to a change in investment behavior: VCs
respond with a restrictive investment behavior. They invest in selected ventures with a capable
management team, cash-generating and profitability capability, and scalability potential. They
attempt to diversify their portfolio by investing in angel and seed ventures. H3 — VC: Financing
decisions are complex but in times of crisis the extension of the runway prevails: VCs are in-
creasingly making follow-on investments and seeking to strengthen their portfolio companies
with additional liquidity. Through regular board meetings, they are involved in the operational
challenges and support the extension of the runway. H4 — VC: Market sentiment leads to an
investor-friendly environment: Increasing liquidity requirements of ventures to cope with oper-
ational challenges and restrictive investment behavior lead to an investor-friendly environment
with low entry points for initial investments.

HI1 — EQ: Ventures postpone their corporate goals, driving valuations down and reducing Eq-
uity financing: Public markets exert pressure on valuations, particularly for late-stage ventures,

which ultimately trickles down to early-stage ventures. Ventures increasingly decelerate
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operations and delay milestones in favor of runway extension. H2 — EQ: VCs face difficulties
evaluating risks associated with new ventures: Due to emphasis on extending the runway of
existing portfolio companies, investments in new ventures decline. Devaluations have an infe-
rior impact on early-stage ventures, but overall risk leads to more conservative valuation as-
sumptions. H3 — EQ: Higher uncertainty and corresponding risk requir greater control of VCs:
VCs tend not to require greater stakes in ventures. However, they reserve the right to exercise
greater control when deemed necessary and are more involved in the portfolio company's op-
erations. H4 — EQ: Equity terms change towards milestone-based constructs: Terms are not
affected and there is no significant shift to e.g. milestone-based funding as this would advocate
inflexibility and is expected to inhibit future growth trajectory

HI — CN: More financing in the form of Convertible Notes: Conducted interviews with the
leading venture capital firms indicated that the market dynamics have led to an increase in the
use of convertible debt in Portugal. H2 — CN: There are different intentions for financing
through Convertible Notes: Angel and seed ventures make use of Seed Notes due to their swift,
standardized, and cost-effective implementation, while Bridge Notes are chosen to extend port-
folio companies’ runway and delay valuations. H3 — CN: There is a difference between first
and follow-on investments: For initial investments, a low entry point is currently established,
which favors financing via priced equity. For follow-on investments, convertible notes allow
the strategic delay of the valuation. As a result, VCs do not have to report a devaluation in the
fund reporting. H4 — CN. Convertible Debt terms are structured in favor of investors: Exami-
nation of the deal terms revealed that Convertible Notes had a marginally higher all-in price,
intended to compensate for the increased market risk. However, Investors avoid imposing ex-

cessive terms to not inhibit future growth trajectory in subsequent funding rounds.
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4.2. Critical appraisal and research outlook

This paper aims to shed light on the current Venture Capital sentiment and the implications for
financing using priced equity and convertible debt under changing market dynamics. However,
the underlying work is subject to limitations which are assessed in this section.

The most significant limitation of this paper is the scope which did not allow for a more exten-
sive number of interviews to be conducted. Furthermore, the paper might be considered one-
dimensional. Although the interviews were conducted to cover more than 75% of the assets
under the management of the Portuguese VC market, only Portuguese investors and only VCs
were interviewed. As a result, the collected information cannot be applied globally because it
is derived from a strong investor perspective and depends on the Portuguese ecosystem. Addi-
tionally, the chosen investors offer a track record of deals throughout their professional experi-
ence. Therefore, it should be emphasized that they reflected their own opinions and experience,
which means that subjectivity cannot be excluded. Furthermore, the interviewees were provided
through the network of the paper supervisor Marco Fernandes, which may lead to selection
bias. Finally, a broader quantitative analysis could validate the results.

The given paper provides a starting point to understand how the Venture Capital market is
affected by geopolitical tensions and macroeconomic downturns. Given the inherent complex-
ity, further research is needed to encompass interdependencies fully. Future research ap-
proaches should include additional markets and the startups' perspective. Also, to gain an even
deeper understanding of the Portuguese VC ecosystem, future research can incorporate further
interviews with additional players in this environment, such as startups, governmental policy
actors, etc. Also, it would be interesting to conduct this research over a longitudinal study. A
retrospective view would highlight which VC ecosystems are more resilient and to what extent
financing problems could be mitigated using alternative financial instruments, such as Convert-

ible Debt.
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Appendix

Appendix A: Background

ORGANIZATION TYPE POSITION COUNTRY/ REGION FOCUS

Armilar Venture Partners Venture Capital General Partner Portugal

Chamaeleon Venture Capital Founder & General Partner USA, Portugal

Venture Capital General Partner Portugal

Indico Capital Venture Capital General Partner Portugal

Portugal Ventures Venture Capital CEO Portugal

Figure 1: Expert Interviews
(own illustration)

Research Question 1: What is the Venture C api

HI - VC Valuations are down due to the current market situation
H2-VC VCs hold high dry-powder, which leads to a change in investment behavior
H3-VC Financing decision are complexbut in times of crisis the extension of the runway prevails
H4-VC Market sentiment leads to investor-friendly environment
Research Question 2: Howdo current market dynamics influence and disadvantage the financing
HI - EQ Ventures postpone their milestones, driving valuations down and reducing Equity financing
H2 - EQ VCs face difficulties evaluating risks associated with new ventures
H3 - EQ Higher uncertainty and corresponding risk requires greater control of VCs
H4 - EQ Equity terms change towards milestone-based constructs

Research Question 3: Howdo current market dynamics influence and favor the financing of C onvertible Notes (CN)?
H1-CN More financing in the form of Convertible Notes
H2-CN There are a different intentions for financing through Convertible Notes
H3-CN There is a difference between first and follow-on investments
H4-CN Convertible Debt terms are structured in favor of investors

Figure 2: Research Questions and Hypothesis
(own illustration)
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Appendix B: Financing environment and market conditions

— Area Trend

Russia’s invasion of Ukraine (March 2022)
* Severe energy crisis

COVID-19 repercussions

* Supply-chain-disruptions

High

(Risk assessment)

Geopolitical

tension

* Increased technological innovation

Tightening monetary conditions High
Macroeconomic * Skyrocketing inflation rate (Risk assessment)
development « Increased interest rate environment

* Increased commodity prices

Figure 1: Drivers of new market dynamic
(own illustration based on IMF, 2022, and EIF,2022)
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EUyoy
+217%
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0.1 0.7

=——=United States ===European Union

Figure 2: Inflation 2015 — 2023 in the United States and European Union
(own illustration based on IMF, 2022)
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Area —e e Trend °

Focus on specific selection criteria
* Management team

Deal flow

» Cash generating capacity and profitability
 Scalability potential

Increased follow-on investments
» Subsequent financing and runway extension

Stronger Guidance for portfolio companies

Portfolio

» Market related and operational challenges
Less exit opportunities

» Distorted exit multiples

Fundraising issues

* Risk aversion of limited partners

Figure 3: Changes in Venture Capital Firm Behavior

Investment
volume

Investment
stage

(own illustration based on EIF, 2022, and Interview Consensus, 2022)

Pre-Seed, Seed fd ber

rtugal
Pre-Seed, Seed, Series A R?ent&res
Pre-Seed, Seed, Series A, Series B and Series C @

ARMILAR
VENTURE PARTNERS

Buyout

Pre-Seed, Seed, Series A, Series B and Series C ‘”bAePTEx

i
Pre-Seed, Seed, Series A, Series B and Series C N INDIC

Seed, Series A ¢) Chamaeleon

Figure 4: Portuguese Venture Capital firm environment

(own illustration based on Interview Consensus, 2022)
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_— Trend

— Area Applicability and risk for Portuguese VC

Deal flow

Focus on specific selection criteria

* Management team

» Cash generating capacity and profitability
« Scalability potential

High

(Risk assessment)

.

Attractive destination of Portugal fosters
immigration of skilled Founders

Runway extension remains equally important

Global scaling is crucial for Portuguese ventures as
home market is not big enough

Portfolio

Increased follow-on investments

* Subsequent financing and runway extension
Stronger Guidance for portfolio companies
» Market related and operational challenges
Less exit opportunities

« Distorted exit multiples

Medium

(Risk assessment)

Subsequent financing equally important

Global exposure towards market and operational
challenges as Portuguese startups need to operate
globally for break even

Less exit issues due to early stages of Portuguese
ventures

Fundraising issues
 Risk aversion of limited partners

High

(Risk assessment)

Figure 5: Sentiment of Portuguese Venture Capital Market
(own illustration based on Interview Consensus, 2022)

Even higher risk exposure due to low fond volume
in Portugal and expiring support programs (golden
visa etc.)
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Appendix C: Equity Financing

Information Box 1: Need for external financing

Two thirds of start-ups fail and never deliver positive returns to their investors. This can
be due to many reasons. While it is often necessary for start-ups to cover their costs via
external funding, it is of high importance to decide on the right funding option and investor,
as these bedfellows can play a role in the success or misfortune of a start-up. (Eisenmann,
2021) Reasons why start-ups need external funding can differ. Profitability, asset intensity,
and the pace of growth are some reasons. Regarding profitability, external capital is needed
to cover the initial costs and get the firm off the ground towards a profitable state. However,
just because a firm is profitable, does not mean the firm is able to meet its financial
obligations. Particularly asset intense companies often face a lag between the time to cash
and the time for assets to generate sales. Thus, leading to negative cash flows and liquidity
issues. Another reason for external financing is the business’ pace of growth. The faster
the business grows; the more assets will have to be tied up in supporting its capital. Aside
from these clear back-office reasons for financing, other aspects can be relevant for the
need of external financing such as a large marketing budget to connect your product to the
necessary audience and financial capability to meet your window of opportunity when
launching your product. Further, visibility as well as reputational benefits through well-
known financial backers can have significant upsides including access to talent, advisors,
and more money. External financing will also reduce the risk for the founders to drain their
personal funds by bootstrapping their business. These among other reasons can cause new
ventures to search for external funding. Most of the time a blend of the above named and
more reasons can be the source of need. (Ready, 2012) Appendix C: Figure I provides an
overview of the different funding stages for startups as well as their possible funding

partners in all situations. While there are different funding partners startups can try to reach

there are also different ways of funding.
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Recognizing and
shaping opportunity
Investment Pre-Seed
stage

Identify opportunities
and develop business
model

Information Box 1: Need for external financing

Venture Capital (VC)

Bootstrapping, Venture Debt, Crowdfunding, Angels and Angel Networks, Strategic Investors, Government Financing
Product developmen
to launch
e -

Penetrate initial market Show steady increase in Establish privately held Operating management Troubled company with
show ability to generate revenue; achieve

Seed Series A

Start the launch of the
product and develop
marketing, sales,
distribution, etc.

Develop product and
engage market
revenue

Series B

Private Equity and Mezzanine

profitability

Figure 1: Investment phases and investor types
(own illustration) (Ragozzino, 2022))

company, pursue
aggressive growth

Management
Buyout

acquires business or
division

plan for turnaround

EQUITY VENTURE DEBT CONVERTIBLE DEBT
Ownership Yes No Partial’
Voting Rights Yes No Partial'
Risk & Return Floor: Zero (high risk) ?;T;;igﬁ:gltgsé )1ancia1 Floor: Specified (relatively low risk)

Ceiling: Undefined

obligations

Ceiling: Undefined

Capital Repayment

Repayment with sale of company

Fixed schedule of principal and
interest payments

Repayment on maturity or conversion
and repayment with sale of company

Dividends & Interest

Dividends accrued (residual claims)

Interest paid on fixed schedule

Interest accrued and repaid on
maturity; Conversion into equity

Sale of Company

% of ownership share after debt
obligations are covered

Paid prior to equity: Remaining
capital and any unpaid interests

Paid prior to equity; remaining capital
and unpaid interest

Investor Incentives

In line with founder

Limited to capital repayment

Can shift with conversion

Funding speed

Long and costly

Quick and cheap

Medium

1) Nowhile note is outstanding, veas after conversion to equity

Figure 2: Differentiation of Equity, Debt and Convertible Debt
(own illustration based on FlowCapital, 2022)
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Revenues & current
operations

Operating history

Comparable firms

Source of value

Startup or idea companies

Pre-Seed Seed

Non-existent or low revenues /
negative operating income

None

None

Entirely future growth

Rapid expansion
Series A Series B

Revenues increasing / income still
low or negative

Very limited

Some, but in same stage of growth

Mostly future growth

Series C

Revenues in high growth /
operating income also growing

Some operating history

More comparable, at different

stages

Portion from existing assets,
growth still dominates

Figure 3: Valuation Issues across the Life Cycle
(own illustration based upon Damodaran, 2018)

Venture's development stage

Revenue growth slows / operating
income still growing

Operating history can be used in
valuation

Large number of comparables, at
different stages

More from existing assets than
growth

Target rate of return for VCs

Startup stage 50 % -70 %
First stage 40 % - 60 %
Later stage 35%-50%
Bridge / IPO 25 % -35%

Decline
(no startup anymore)

Revenues and operating income
growth drops off

Substantial operating history

Declining number of comparables,
mostly mature

Entirely from existing assets

Figure 4: Venture Capital Target Rates of Return — Stage in Life Cycle (Damodaran, 2009)

Berkus Method (BM)

Factor $ Worth

sound idea (basic value, product risk) $ 500.000 100% 500.000
prototype (reducing technology risk) $ 500.000 60% 300.000
quality management team (reducing execution risk) $ 500.000 50% 250.000
strategic relationships (reducing market risk and competitive risk) $ 500.000 15% 75.000
product rollout or sales (reducing financial or production risk) $ 500.000 0% -
Total value $ 1.125.000

The startup can get a pre-money valuation of up to $2m and a post-money valuation of up to $2.5m based on five attributes of
progress that will reduce the venture’s risk of failure. Each attribute is multiplied by the percentage of completiton applied on
the factor by the valuator. A sum of the value for each factor results in the overall company valuation for the funding round.

The figure is with examplatory percentage attributions.

Figure 5: Calculation Example of Berkus Method
(own illustration based upon Berkus, 2016)
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The Venture Capital Method (VCM)
via Revenues

via Earnings

1) Exit Revenues $  15.000.000 | 1) Exit Earnings $  2.000.000
Price-to-Sales Multiple 4x Price-to-Earnings Multiple 30x
depending on industry range between 1 to well above 12 (Damodaran 2022a) *depending on industry range between 7 to well above 100 (Damodaran 2022b)

2) Exit / Terminal Value $  60.000.000 |2) Exit / Terminal Value $  60.000.000
Return Multiple demanded by investor (25-35)** 25x Return Multiple demanded by investor (25-35)** 25x

3) Post-money valuation $  2.400.000 |3) Post-money valuation $  2.400.000
Raised investment during equity round $ 500.000 |Raised investment during equity round $ 500.000
4) Pre-money valuation $ 1.900.000 ]4) Pre-money valuation $ 1.900.000

The VCM aims to determin the pre-money valuation of a round via the following steps:

1) Assessing the venture's earnings and revenues at via expected cash flows over a specified time horizon (time until planned exit)

2) Determine the company's exit value (Terminal Value) by multiplying the exit earnings and revenue with the applied market multiple (exemplatory the Price-to-Earnings and Price-to-Sales

multiple was used for earnings in revenues, respectively)

3) Devide the Terminal Value by the return multiple expected by the investor to reach the post-money valuation

4) Deduct the raised investment amount during the equity round to reach the pre-money valuation

*Revenue's and Earnings' pre-money valuation can differ due to possibly differing Terminal Values

Figure 6: Calculation Example of VCM

(own illustration based on Montani, Gervasio & Pulcini, 2020; Damodaran, 2022a;

Damodaran, 2022b)

External environment

Market factors

Startup

Founder
andteam

Startup
characteristic

Pand alliances

I )
Interr

Financial
information

[ 3

Valuation process

L

Valuation

Venture capitalist

Reputation

Interrelationships

Valuation

Institutionaland culturalfactors

Figure 7: Conceptual framework for start-up valuation (Kéhn, 2018)
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Information Box 2:
Buy now.

The valuation problem for Klarna :I?q,:g:r' I(Iarna°

Klarna is one example of the late-stage valuation problem the venture capital market is
currently facing. The company is the market leader for global payments and shopping ser-
vices, providing smarter and more flexible payment options to over 150 million active con-
sumers, across more than 450,000 merchants in 45 countries. Despite its strong market
position, the company has not been immune to the significant downturns of fintech stock
in the public market. (Klarna, 2022) In the company’s most recent funding round, that
occurred during the most difficult market environment since the second world war when
looking at the geopolitical and macroeconomic developments during the current year, the
company had to face a valuation decrease of $39bn from their valuation of $45.6bn.
(Dakers, 2022) Klarna’s valuation of now $6.1bn is still three times higher than during the
company’s previous investment round in 2018. Furthermore, the company is met by much
support by remaining old and new investors, thus, was able to secure $800m during this
year’s funding round. Regardless, a decrease of over 80% in the company’s valuation has
been a hard hit. The effects of the macroeconomic and geopolitical tensions, affecting pub-
lic markets, thus having strong repercussions on late-stage private companies, such as
Klarna, whose public peers are down as well by 80-90% vs. their peak valuations. Further-
more, Klarna is also exposed to the downturns in consumer finances, causing the company
to pile up debt. (Dakers, 2022) Adding on that, regulatory tightening’s on the interest-free
buy-now, pay-later sector which poses another challenge for the company. (Gani &

Levingston, 2022)
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