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Liquidation Preferences
In Investment Agreements

Ensuring balanced exit proceeds between founders and investors

Liquidation preference clauses are often a critical and disputed part of negotiation in funding agreements. We discuss the two
basic types of “participating” and “non-participating” liquidation preferences and analyze whether distributions of exit pro-
ceeds, particularly at low exit value, are balanced between founders and investors. By Dr Ruedi Gygax and Dr Thomas Meier
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nvestment agreements frequently inclu-

de a provision called liquidation prefe-

rence to protect the cash invested and
to guarantee preferred payout to investors
at the time of an exit. They may apply par-
ticularly for a sale of the company or com-
pany wind-down, where residual cash is dis-
tributed to shareholders. Here we illustrate
the two most common versions of liquidation
preferences and their effect on the payout
scheme for investors and founders with focus
on low exit values/multiples.

Liquidation Preferences —

the principle

The fundamental principle behind any
liquidation preference (LigPref) is that in a
first step investors’ investments (=prefer-
red amounts) are prioritized for payout at
the exit event. Such preferred payout is
typically facilitated through preferred
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Fig. 1: Comparison of participating and non-participating liquidation preferences
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Exemplification of LigPrefs under the following assumptions: one financing round, pre-money value of 5 million, inve-
sted amount 5 million. Under participating LigPref (A), an exit at the preferred amount (5 million) returns the invest-
ments. Any proceeds from the surplus are split among investors and founders. Under non-participating LigPref (B), e.g.,
an exit at the post-money value (10 million), renders liquidity to founders while investors only receive their investment in

share classes for investors, ranking senior
to the founders’ common shares. In case of
several investment rounds, multiple pre-
ferred share classes may be implemented,
and payout schemes typically follow a
LIFO-pattern (last-in-first-out), where the
last paid-in money represented in the high-
est-ranking preferred share class is paid
out first followed by payout to holders of
lower ranking classes. This payout schedu-
le is indifferent for the two versions of
liquidation preference to be discussed. In
the example (Fig. 1), after the invested
(=preferred) amount of 5 million is initially
paid to the investors, additional exit pro-
ceeds are distributed under either the par-
ticipating or non-participating LiqPref.

Participating Liquidation Preference
Under participating LiqPref, proceeds ex-
ceeding the preferred amounts are distri-

buted to all shareholders in proportion
(“pro rata”) to their shareholding, regard-
less of the prior return of their preferred
amount. For example (Fig. 1A), with 10 mil-
lion exit proceeds available for distributi-
on, the investors first receive 5 million, and
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in a second step 5 million are distributed
pro rata (i.e., split in half) between the in-
vestors (receiving a total of 7.5 million)
and the founders (receiving 2.5 million).

Non-Participating Liquidation
Preference

The non-participating LiqPref takes into
account the already allocated preferred
amounts in the pro rata distribution of the
second step (Fig. 1B).

In order to find the correct allocation for
investors under the non-participating LiqPref,
two calculations are performed: investor
shares treated as preferred with LiqPref (Fig
2A, solid line) and as common without (Fig
2A, dashed line), respectively. The higher of
the two values is applied. As shown, in a
certain range (the so called “dead phase”)
investors thus do not participate in the pay-
out, while all exit proceeds exceeding the
preferred amounts are confined to common
shareholders (i.e., founders) who catch-up
their allotment up to the point where the
preferred investors are better-off being trea-
ted as the common shareholders (Fig. 2B).
Generally, this point is reached at the last
post-money value, in our example at an exit
value of 10 million, where each party recei-
ves 5 million.

In case of several investment rounds, the
switch from protected to pro rata payouts
for investors occurs at different exit values
for the different share classes. Therefore,
one has to determine which of the share
classes are still in the dead phase at a given
exit value. Again, the point from which all
preferred (=investor) shareholders are trea-
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ted like common shareholders corresponds
to the post-money value of the last finan-
cing round.

Balancing interests of founders and
investors

LigPrefs are particularly relevant in the
context of anticipated low returns at exit.
We like to discuss the impact of these Li-
qPrefs on the perceived fairness of exit
gains for founders and investors. Under
non-participating LiqPref (Fig. 1B), is the
distribution of the exit proceeds fair? One
might argue that it is fair, if the initial con-
tributions of both parties are considered
of equal monetary value. In the example,
the pre-money value is equal to the inves-
ted cash amount (5 million each). Howe-
ver, the contribution of the founders at the
time of the financing is in non-liquid assets,
consisting of research data, intellectual
property, a business plan, management
team, etc. From the founders’ point of view,
an exit at the post-money value is already a
gain, as the initially illiquid assets become
liquid. They receive the same amount of
cash as investors. In contrast, from the in-
vestors’ point of view, nothing has been
gained if the value at exit is the same as the
post-money value at the closing of the in-
vestment round. So, investors merely re-
ceive their money back with no reward for
the risk they have taken, including the risk
of total loss.

In fact, founders are incentivized to
even accept low exit values/multiples as
their illiquid asset transforms into cash,
while investors only gain if exit values sig-

Fig. 2: Pay-out to preferred and common shareholders under non-participating
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Under non-participating LigPref, investors receive the greater of either the available returns up to their initial investments
(A, solid line) or their pro rata share (A, dotted line) of the distribution. Founders catch-up until the post-money value,
above which distributions are pro rata and no preferences apply (B). Copyright: R. Gygax and T. Meier

nificantly exceed the last post-money va-
lue, reflecting value creation.

We argue that the participating LigPref
(Fig. 1A) more effectively balances fairness
between investors and founders. In this ar-
rangement, the upside for both investors
and founders aligns as soon as the exit pro-
ceeds exceed the preferred amounts (5
million). From this point onwards, both the
investors start to make some profit on
their investments, and the founders start
to cash in on their previously illiquid as-
sets; a win-win situation.

Although non-participating LigPref is
often perceived as founder-friendly—parti-
cularly if the founders are focused on maxi-
mizing gains regardless of investor inte-
rests—participating LiqPref is generally
viewed as more investor-friendly. Howe-
ver, as demonstrated, we argue that the
participating LiqPref offers a more balan-
ced approach, reflecting the spirit of a con-
siderate joint endeavor between founders
and investors.

Our analysis has emphasized the
investor’s need of protection against
scenarios with low exit values/multiples.
At higher exit multiples, the qualitative dif-
ference of the initial contributions, cash by
investors and illiquid assets by founders,
diminishes, and the applied type of LigPref
becomes less relevant. Therefore, it is rea-
sonable to argue, that from a certain
threshold of higher exit values, the right
for liquidation preferences should be drop-
ped. In a further publication, we shall ela-
borate that introducing such cut-offs often
comes with unexpected glitches. |
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