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Equity
Ownership Structure, Legal Meaning, Dilution Mechanics & Control Implications

1. Legal Definition

Under the Companies Act, 2013, equity represents ownership in a company through the
issuance of Equity Shares.

Equity shareholders:
e Areresidual owners of the company
Have voting rights (unless otherwise structured)
Participate in profits through dividends (if declared)
Bear residual risk after creditors and preference shareholders
Equity shares are governed by the Companies Act, 2013 and regulated by the
Ministry of Corporate Affairs.

In listed companies, equity issuance and disclosure norms are further regulated by the
Securities and Exchange Board of India (SEBI).

2. Conceptual Meaning in Startups

In startup ecosystems, equity represents:
e Ownership

Control

Economic upside

Decision-making power

Exit participation rights

It is not merely “shares” but it is strategic authority.

When founders raise funds in exchange for equity, they are not simply raising capital;
they are restructuring ownership.

3. Components of Equity Structure

A startup’s equity typically includes:
e Founder shares
e Investor shares
e ESOP pool (employee stock options)
e Reserved but unissued shares

These are recorded in the company’s Capitalisation Table (Cap Table).

Disclaimer

This document is intended solely for general understanding and awareness purposes. The definitions, interpretations, and explanations provided herein are illustrative in nature and may vary depending on
context, regulatory framework, or professional perspective. Readers are advised that interpretations may differ from person to person. This document does not constitute legal, financial, or professional advice,
and it should not be relied upon as a substitute for independent consultation with qualified professionals.
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4.Face Value v/s Issue Price

Equity shares have:
e Face Value (e.g.,, X10 per share)
e Issue Price (which may include premium)

Example:

If a company issues 1,00,000 shares at X10 face value and 390 premium:
Face value component = X10 lakh
Securities premium = 390 lakh

This distinction is important for accounting and taxation purposes.
5. Dilution Mechanics

Dilution occurs when new shares are issued, reducing the percentage ownership of
existing shareholders.

Numerical [llustration
Initial Structure:
Founder A: 10,000 shares (100%)

Seed Round:

Company issues 2,500 new shares to investor
New total shares = 12,500

Founder A ownership = 10,000 / 12,500 = 80%

Investor ownership = 20%

The founder did not lose shares — but ownership percentage reduced.
This is dilution.

6. Economic vs Control Dilution

Dilution impacts:
e 6.1 Economic Ownership
o Reduction in percentage of company profits and exit proceeds.
e 6.2 Voting Control
o If voting rights are proportional, control reduces.
¢
However, control can be structured differently through:
e Differential voting rights
Shareholders’ agreements
e Reserved matters
e Board composition control
Thus, equity percentage does not always equal control.
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7. Equity Classes in Startups

Startups often issue:
e Equity Shares (common shares)
e Compulsorily Convertible Preference Shares (CCPS)
e Preference shares may include:
e Liquidation preference
e Anti-dilution protection
e Dividend preference
e Conversion rights

This creates layered ownership rights.
8. Liquidation Preference Implications
Investors often negotiate liquidation preference.

Example:

Investor invests X5 Crore with 1x liquidation preference.

If company exits for X6 Crore:

Investor may first receive X5 Crore before distribution to founders.

Even if founder holds majority equity, liquidation preference affects economic
distribution.

This is frequently misunderstood by early-stage founders.
9. Anti-Dilution Clauses

In down-round scenarios (future valuation lower than previous round), investors may
negotiate:

e Full ratchet anti-dilution

e Weighted average anti-dilution

These mechanisms protect investor ownership percentage but may severely dilute
founders. Equity issuance is therefore not merely capital raising. It is long-term structural
design.

10. Strategic Founder Considerations

Before issuing equity, founders must evaluate:
e Valuation realism

Future dilution projection

ESOP allocation timing

Board control implications

Exit economics

Equity given away early is permanently transferred unless bought back.
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11. Institutional Perspective (Incubation Centre Lens)

Incubation Centres should:

Conduct equity literacy workshops

Simulate multi-round dilution models

Educate founders on term sheet clauses

Review cap tables before investor introductions

Encourage early ESOP structuring

Governance-ready startups understand ownership mathematics before
fundraising.

12. Common Founder Errors

Raising excessive capital at early stage

Ignoring ESOP pool expansion impact
Misunderstanding liquidation preference
Focusing only on valuation, not terms

Assuming equity equals immediate cash-out value
Equity is illiquid until exit.

13. Policy Relevance

From a regulatory standpoint:

Equity issuance must comply with Companies Act procedures

Valuation must be defensible under Income Tax Act (especially Section
56(2)(viib))

Share allotment must be properly filed with ROC

Improper equity issuance creates compliance and tax exposure.

14. Analytical Insight

The startup ecosystem often glorifies fundraising.

However, equity is:

A permanent structural rearrangement of ownership.
Capital is temporary.

Equity transfer is permanent.
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