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INVESTOR EXITS IN EARLY-STAGE COMPANIES: LEGAL ARCHITECTURE AND MARKET 

PRACTICE 
 

(Startup Fundraising Series, Part IX – December 10, 2025) 
 
For early-stage investors, the decision to deploy capital is rarely driven by present-day 
metrics alone; it is fundamentally shaped by the clarity and certainty of how they will 
ultimately realise value from their investment. In India’s private-company landscape where 
shares are not freely transferable, liquidity is limited, and secondary markets are still 
maturing well-defined exit and liquidity rights become indispensable tools for managing 
investment risk and aligning expectations between founders and investors. As a result, the 
negotiation of exit mechanisms often occupies as much attention as valuation or governance 
at the term sheet stage. 
 
Exit rights serve two critical purposes. First, they offer investors structured pathways to 
monetise their stake within a defined horizon, typically four to seven years. Second, they 
impose commercial discipline on the company and its founders by ensuring that all 
stakeholders work toward a value-accretive liquidity event, whether through a sale, 
buyback, IPO or other strategic transaction. However, these rights do not exist in a vacuum; 
they must be harmonised with Indian legal constraints under the Companies Act, 2013, the 
Foreign Exchange Management (Non-Debt Instruments) Rules, 2019 (“FEMA NDI Rules”) 
(for non-resident investors), and evolving market norms that seek to balance investor 
protection with founder flexibility. 
 
Over the years, contractual innovations, such as liquidation preferences, drag-along rights, 
IRR-linked returns and structured waterfalls, have become standard features of venture 
financing in India. Yet their enforceability and commercial appropriateness depend on 
careful drafting, a nuanced understanding of regulatory permissibility, and the company’s 
evolving capital structure. Equally important is the interplay between investor liquidity 
rights and the interests of other stakeholders, including promoters, employees, and future 
investors whose rights must eventually coexist within the same shareholder framework. 
 
This article examines the key components of exit and liquidity rights typically sought by 
early-stage investors in India. It also explores the primary modes of exit, valuation and 
pricing considerations, the permissibility of IRR-based returns, and the operation of 
liquidation preferences and waterfall structures. Together, these elements provide a holistic 
view of how investors secure pathways to liquidity, and how founders can navigate these 
expectations while preserving long-term strategic autonomy. 
 
Understanding Investor Exit Rights in Early-Stage Deals 
 
Investor exit rights constitute a foundational component of early-stage financing 
transactions. While founders often prioritise the immediate infusion of capital and 
operational considerations, investors approach the transaction with a long-term perspective 
focused on a defined pathway to liquidity. Exit rights therefore operate as contractual 
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mechanisms that determine when, how, and under what conditions an investor may realise 
the economic value of the investment. 
 
These rights are fundamentally a function of risk allocation. Early-stage investments carry 
significant uncertainty, and investors—particularly institutional funds with finite life 
cycles—require structured avenues to secure an exit within an agreed timeframe. The 
presence of clearly articulated exit frameworks also enhances transactional predictability, 
supports governance stability, and ensures alignment of expectations among founders, 
investors, and future stakeholders. In many cases, the sophistication of exit provisions serves 
as an indicator of the company’s readiness for institutional capital. 
 
Broadly, exit rights may be classified into two categories. The first comprises liquidity-
oriented rights, such as strategic or secondary sales, company buybacks, promoter-led 
purchases, redemption mechanisms, or IPO-linked exits. These provisions outline the 
permissible routes and procedural requirements for realising liquidity. The second category 
includes protective and enforcement-oriented rights, such as drag-along clauses, put 
options, liquidation preferences, and waterfall distributions, which influence both the 
enforceability and economic distribution of exit outcomes. 
 
The formulation of these rights must be situated within the boundaries of Indian regulatory 
frameworks, including the Companies Act, 2013, and, where relevant, the FEMA NDI Rules. 
Restrictions on assured returns, pricing guidelines, and transfer limitations require careful 
drafting to ensure compliance without diluting investor protections. 
 
As early-stage ventures mature and undergo successive funding rounds, their capital 
structures become more layered, increasing the interplay and potential conflict between 
investor rights. Accordingly, a precise understanding of exit rights is essential not only for 
investors seeking downside and liquidity protection but also for founders aiming to 
preserve strategic autonomy and long-term scalability. 
 
Modes of Exit Available to Early-Stage Investors  
 
Exit mechanisms in early-stage investments are designed to provide investors with defined 
pathways to realise liquidity within an agreed timeframe. These mechanisms vary in 
complexity, regulatory treatment, and commercial feasibility, and their selection often 
depends on the company’s maturity, market conditions, and investor class. The principal 
modes of exit are outlined below. 
 
1. Strategic Sale to Third Parties 
 
A strategic sale involves the transfer of the investor’s shareholding to an external party, such 
as a strategic acquirer or financial investor. This is often the preferred exit route in high-
growth companies, as it may provide higher valuations and cleaner exits. Key 
considerations include adherence to transfer restrictions under the shareholders’ agreement 
and Articles, availability of financial and legal due diligence, and cooperation from 
promoters to facilitate disclosures and negotiations. 
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2. Secondary Sale to Existing Shareholders 
 
In scenarios where third-party interest is limited or transaction timelines require flexibility, 
investors may exit through a sale to founders, promoters, or existing shareholders. These 
transfers must comply with contractual right of first refusal/offer rights, pricing norms 
(particularly for non-resident investors under the FEMA NDI Rules), and the internal 
approval mechanisms prescribed under the company’s governance documents. 
 
3. Buyback by the Company 
 
A company-led buyback offers a structured exit but is subject to strict statutory 
requirements under Sections 68–70 of the Companies Act, 2013. Buybacks may only be 
undertaken from free reserves, securities premium, or proceeds of earlier issues (excluding 
the same class). Additional constraints include a limitation of 25% (Twenty Five Percentage) 
cap on paid-up capital, prescribed debt-equity ratios, cooling-off periods, and detailed 
shareholder and regulatory approvals. 
 
4. Promoter or Founder Buyout 
 
Investors may negotiate a promoter-led repurchase of their shares, often pursuant to a put 
option or exit undertaking. While commercially straightforward, such arrangements must be 
carefully drafted to avoid conflicts with Indian restrictions on assured returns, particularly 
where non-resident investors are involved. Valuation mechanisms and payment timelines 
require precise articulation. 
 
5. Redemption of Preference Shares or Debentures 
 
Where investors hold redeemable preference shares or debentures, redemption may provide 
an exit route. Redemption is subject to solvency and procedural requirements under the 
Companies Act. For non-resident investors, redemption pricing must comply with the 
Foreign Exchange Management Act, 1999 (“FEMA”) and the guidelines provided 
thereunder, and cannot guarantee assured returns. 
 
6. Exit via Initial Public Offering (IPO) 
 
Listing offers investors broad liquidity, either through participation in the IPO or through 
secondary market sales post lock-in. IPO-linked exits require prior conversion of 
compulsorily convertible preference shares, alignment with regulations issued by the 
Securities and Exchange Board of India, and preparation for enhanced governance and 
disclosure obligations. 
 
7. Exit Through Mergers, Acquisitions or Business Sales 
 
Corporate transactions resulting in a change of control or sale of substantial assets may 
provide liquidity. Shareholders’ agreements often treat these as deemed liquidation events, 
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triggering liquidation preferences, waterfall distributions, and drag-along provisions. Such 
exits require coordinated action across shareholder classes to preserve deal value. 
 
Exit Pricing Framework, FMV Determination and IRR-Linked Return Considerations 
 
Pricing norms and fair market value (“FMV”) determinations form the foundation of exit 
structures in early-stage investments. Whether an investor seeks to exit through a secondary 
transfer, buyback, redemption, or promoter-led purchase, the transaction price must comply 
with statutory requirements while reflecting commercial expectations. In parallel, the 
permissibility of IRR-linked returns—often negotiated as part of exit undertakings—must be 
assessed within the boundaries of Indian regulatory and judicial guidance. This 
consolidated section outlines the key valuation principles, regulatory constraints, and 
structuring considerations that govern investor exits. 
 
1. Importance of Pricing and FMV in Investor Exit 

 
FMV serves as an objective benchmark for pricing transactions involving unlisted shares 
and is fundamental to ensuring regulatory compliance, governance transparency, and 
equitable treatment of shareholders. As exit negotiations frequently involve divergent 
valuation expectations between investors, promoters, and incoming acquirers, a well-
defined pricing framework reduces disputes and supports enforceability. 

 
2. Statutory Valuation and Pricing Requirements 
 
(a) Companies Act, 2013: Under the Companies Act, 2013, valuation plays a critical role in 

ensuring fairness, transparency, and compliance in transactions involving share 
issuances, buybacks, and exits. Section 62(1)(c) of the Companies Act, 2013 requires that 
preferential allotments to investors be supported by a valuation report issued by a 
registered valuer, thereby ensuring that the issue price reflects fair market value. 
Similarly, Sections 68 to 70 of the Companies Act, 2013, read with Rule 17 of the 
Companies (Share Capital and Debentures) Rules, 2014, mandate that buybacks be 
undertaken at a price justified by valuation, supported by appropriate board and 
shareholder approvals and solvency declarations. Further, Section 236 prescribes FMV-
based pricing in the context of minority squeeze-outs, reaffirming the principle that any 
transfer compelled under statutory mechanisms must reflect fair economic value. 
Collectively, these provisions embed valuation discipline into corporate actions, 
ensuring equitable treatment of shareholders and limiting the scope for arbitrary 
pricing. 
 

(b) Foreign Exchange Management (Non-Debt Instruments) Rules, 2019: The FEMA NDI 
Rules introduce an additional layer of pricing control in transactions involving non-
resident investors. Rule 21 of the FEMA NDI Rules sets out the core pricing framework, 
requiring that any transfer of shares from a resident to a non-resident occur at a price 
not less than fair market value, while a transfer from a non-resident to a resident must 
not exceed fair market value. FMV must be certified by a SEBI-registered merchant 
banker or a chartered accountant, ensuring independence and reliability. These rules, 
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read with the Reserve Bank of India’s policy position that equity instruments cannot 
carry assured returns, effectively prohibit fixed IRR-based exit prices for non-residents 
where such pricing would breach the statutory FMV boundaries. As a result, the 
enforceability of exit clauses involving non-resident investors is closely tied to 
compliance with the FEMA pricing framework. 

 
(c) Income Tax Act, 1961: The Income Tax Act, 1961 also imposes valuation-linked 

obligations, primarily to prevent tax avoidance and ensure that transactions involving 
unlisted shares reflect true economic value. Section 56(2)(viib) of the Income Tax Act, 
1961, read with Rule 11UA of the Income Tax Rules, prescribes valuation methods—
typically the DCF or NAV method—for determining FMV in cases where shares are 
issued at a premium. Additionally, Section 50CA of the Income Tax Act, 1961 treats the 
fair market value of unlisted shares as the deemed consideration for capital gains 
purposes where the actual sale price is lower. These provisions ensure tax neutrality 
and limit opportunities for value shifting, even where contractual pricing differs from 
statutory FMV. Together, they create a comprehensive tax framework that reinforces the 
need for defensible, independently certified valuations in investor exits. 

 
3. FMV Determination and Independent Valuation Mechanism 
 
FMV is commonly determined using the Discounted Cash Flow (DCF) or Net Asset Value 
(NAV) methodology. In investor exits particularly promoter buyouts, secondary transfers, 
and redemption events investment documents frequently provide that FMV shall be 
determined by an independent valuer mutually appointed by the investor and the company. 
This approach ensures neutrality, enhances credibility, and aligns with regulatory 
expectations. Where non-resident investors are involved, valuation must additionally 
comply with the certification requirements under the FEMA NDI Rules. 
 
4. Permissibility of IRR-Based Returns Under Indian Law 

 
While IRR-linked return expectations are common in venture financing transactions, the 
extent to which such provisions are legally enforceable depends on their alignment with 
Indian regulatory frameworks. The principal restrictions arise under the FEMA regime, 
particularly where the exiting investor is a non-resident. Rule 21 of the FEMA NDI Rules 
prescribes mandatory pricing guidelines that require transfers of equity instruments from 
residents to non-residents to occur at a price not less than the fair market value, and 
transfers from non-residents to residents to take place at a price not exceeding the fair 
market value. These provisions are grounded in the Reserve Bank of India’s long-standing 
position that equity instruments are inherently risk-bearing and, therefore, cannot be 
contractually structured to provide assured or guaranteed returns. Consequently, any exit 
mechanism that predetermines a fixed IRR for non-resident investors—particularly where 
the resulting price may fall outside the FMV band—would be inconsistent with FEMA and 
unenforceable. 
 
For resident investors, IRR-based returns may be contractually permissible, but such 
arrangements remain subject to the broader constraints of the Companies Act, 2013. 
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Mechanisms such as buybacks, capital reductions, and redemption of preference shares 
must comply with statutory solvency requirements, capital maintenance principles, and 
procedural safeguards. 
 
Accordingly, IRR provisions must be carefully drafted to ensure that they operate as 
commercial reference points rather than binding commitments to deliver predetermined 
returns. Any actual exit consideration must remain compliant with FMV-based pricing 
norms under applicable law. 

 
5. Structuring IRR-Linked Provisions Without Breaching Law 
 
IRR may be used as a reference metric for defining minimum valuation thresholds, 
liquidation preference multiples, drag-along triggers, or downside protection mechanisms. 
However, the actual exit price must always comply with FMV norms. This distinction 
enables investors to signal return expectations while ensuring regulatory compliance. 
 
6. Practical Implications 
 
FMV and IRR considerations significantly influence exit feasibility and negotiation 
dynamics. Divergence between commercial valuation aspirations and regulatory FMV 
constraints is common in high-growth companies, necessitating careful drafting and early 
valuation planning. A robust pricing framework not only enhances enforceability but also 
supports fair outcomes for all stakeholders. 
 
Drag Along Rights 
 
Drag-along rights are a fundamental exit mechanism in early-stage and growth-stage 
financing transactions. They enable majority or lead investors to compel minority 
shareholders to participate in a sale of the company or its shares, thereby preventing 
holdout situations that could jeopardise or delay a strategic transaction. In essence, drag-
along rights promote transactional certainty by ensuring that acquirers can obtain full or 
controlling ownership without negotiating separately with each shareholder class. 
 
1. Purpose and Triggers 

 
The principal commercial rationale behind drag-along rights is to facilitate clean exits in 
scenarios where a bona fide third-party offer is received. These rights are typically triggered 
upon the occurrence of a qualifying liquidity event, such as a sale of a prescribed percentage 
of shares by lead investors, a third-party acquisition meeting defined valuation threshold, or 
a deemed liquidation event involving a change of control or sale of substantially all business 
assets. By tying the trigger to objective valuation or return metrics, parties ensure alignment 
with broader investor expectations while maintaining transparency. 
 
2. Operation and Scope 

 
Once triggered, drag-along rights require minority or non-selling shareholders to sell their 
shares on the same terms and conditions as the initiating shareholders. This includes 
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providing customary representations and warranties, usually on a several-only and 
proportionate basis, and cooperating in good faith to facilitate due diligence and closing 
formalities. Drag-along provisions must also be read harmoniously with existing transfer 
restrictions such as rights of first refusal (ROFR), rights of first offer (ROFO), and tag-along 
rights, ensuring that the contractual framework operates cohesively. 
 
3. Practical Implications 
 
While drag-along rights strengthen exit certainty for investors, they must be calibrated to 
avoid undue constraints on founders and minority shareholders. Properly structured, they 
balance commercial efficiency with shareholder protection, facilitating smoother strategic 
transactions and enhancing the company’s investability in subsequent funding rounds. 

 
Liquidation Preference Rights 
 
Liquidation preference rights are a core feature of venture financing arrangements and 
operate as a risk-mitigation mechanism for early-stage investors. These rights determine the 
priority and quantum of proceeds payable to investors upon a liquidation or a contractually 
defined liquidity event, thereby ensuring downside protection and a minimum economic 
return in adverse or moderate exit scenarios. 
 
1. Concept and Purpose 

 
A liquidation preference entitles investors—typically holders of convertible preference 
shares—to receive a specified return before any proceeds are distributed to equity 
shareholders. While initially designed for statutory liquidation events, modern investment 
practice extends these rights to deemed liquidation events, such as a sale of the company, a 
merger or consolidation, or the sale of substantially all assets. This extension ensures that 
investors’ preferential rights apply even in commercially significant exit events that do not 
involve winding up. 
 
2. Types of Liquidation Preference 

 
The most commonly negotiated structure is non-participating liquidation preference, where 
investors are entitled to receive either (i) a pre-agreed multiple of their original investment 
(e.g., 1x or 2x), or (ii) the amount they would receive on an as-converted, pro-rata basis—
whichever is higher. In contrast, participating liquidation preference allows investors to 
receive their preference amount and additionally participate pro-rata in the remaining 
proceeds. Participation may be capped, to balance investor protection with founder and 
ESOP pool economics, or uncapped, which is considerably more investor-friendly. Multiple 
rounds of investment may introduce seniority tiers, including pari passu or stacked 
seniority, depending on commercial negotiations. 
 
3. Trigger Events and Application 
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Liquidation preference typically applies to statutory liquidation under the Companies Act, 
2013. However, the shareholders’ agreement and Articles of Association often broaden its 
scope to include deemed liquidation events. It is essential that such triggers are precisely 
drafted to ensure enforceability and to avoid ambiguity during exit negotiations. 

 
4. Interaction with Waterfall Distribution 
 
Liquidation preference provisions operate through a waterfall distribution mechanism, 
which prescribes the sequence in which exit proceeds are allocated among shareholders and 
investors. Investors with liquidation preference rights—typically holders of convertible 
preference shares—stand ahead of equity shareholders in the distribution hierarchy. Within 
this hierarchy, participating preferences can substantially reduce the distributable pool 
available to founders and ESOP holders, making careful modelling essential during drafting 
and future fundraising rounds. 
 
In multi-round financing structures, the order of priority among preference shareholders 
becomes particularly significant. Commercial practice often accords higher seniority to later-
round investors on the rationale that they commit capital at a higher valuation and closer to 
liquidity events. As a result, Series B investors may rank senior to Series A investors, with 
earlier-round investors receiving their proceeds only after later-round investors have been 
paid their preference amounts in full—unless the parties expressly agree to a pari passu or 
hybrid structure. 
 
Additionally, certain instruments, such as optionally convertible debentures (OCDs) or other 
debt-like instruments, may be contractually ranked above preference shareholders in the 
liquidation waterfall. Given their quasi-debt characteristics, OCD holders often enjoy a 
superior claim on exit proceeds reflecting repayment priority, subject to conversion rights 
and regulatory compliance. The presence of such instruments further underscores the 
importance of modelling the waterfall to capture the interplay between debt-ranking 
instruments, multiple classes of preference shares, and equity shareholders. 
 
Overall, the waterfall distribution is central to determining investor recoveries and founder 
dilution in exit events, and must be drafted with precision to ensure clarity, enforceability, 
and alignment across successive funding rounds. 
 
Balancing Founder and Investor Interests in Exit Negotiations 
 
Exit negotiations in early-stage investments require a careful balancing of interests between 
founders, who are focused on long-term value creation and operational stability, and 
investors, who seek liquidity within a defined investment horizon. An effective exit 
framework must harmonise these objectives without imposing obligations that compromise 
the company’s strategic flexibility or the founders’ ability to manage the business. 
 
1. Exit Timelines and Trigger Design 
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A central aspect of achieving balance lies in establishing realistic and commercially viable 
exit timelines. While investors typically operate within a 4 (four) to 7 (seven) year horizon, 
the company’s growth cycle may not always align with fund timelines. Accordingly, triggers 
for exits—such as valuation thresholds, receipt of bona fide third-party offers, or 
achievement of financial milestones—must be objective, transparent, and adaptable to 
market conditions. Overly rigid timelines may compel premature or suboptimal 
transactions, adversely affecting long-term enterprise value. 
 
2. Structuring Rights Without Overburdening Founders 

 
Exit mechanisms such as drag-along rights, put options, or promoter-led buyouts must be 
designed to safeguard investor interests without imposing disproportionate financial or 
operational burdens on founders. Promoter obligations, in particular, should not resemble 
personal guarantees or violate capital maintenance principles under the Companies Act, 
2013. Where possible, obligations may be framed as “best efforts” undertakings rather than 
absolute commitments, thereby ensuring commercial flexibility while maintaining investor 
confidence. 
 
3. Harmonising Liquidation Preferences and Waterfall Allocations 

 
Liquidation preferences are essential for investor protection but, if overly generous, may 
significantly erode founder and employee upside. Negotiation of preference multiples, 
participation rights, and seniority structures should therefore be calibrated to balance 
downside protection with economic incentives for founders. This balance becomes more 
complex across successive funding rounds, making forward-looking waterfall modelling 
critical. 
 
4. Regulatory and Valuation-Based Balancing Tools 

 
Statutory pricing norms under the Companies Act and the FEMA NDI Rules naturally limit 
excessive return expectations by anchoring exit prices to fair market value. Incorporating 
independent valuation mechanisms further reduces disputes and fosters trust between 
parties. 
 
5. Ensuring Future Fundraising Compatibility  

 
Exit rights must also be structured to ensure compatibility with future capital raises. 
Excessively stringent rights, such as high liquidation preference multiples or inflexible drag 
thresholds, may deter new investors. Including sunset clauses, step-down provisions, or 
flexible seniority arrangements can preserve fundraising viability while maintaining 
appropriate investor protection. 
 
Conclusion 
 
Exit and liquidity rights form a critical pillar of early-stage investment transactions, shaping 
how risk is allocated and how value is ultimately realised by investors. A well-constructed 
exit framework not only provides clarity on the pathways available to investors but also 
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lends predictability to the long-term relationship between founders and the investor group. 
As early-stage companies scale, the presence of clear, balanced exit mechanisms often 
becomes a distinguishing marker of governance maturity and investor readiness. 
 
At the same time, exit structures must operate within the contours of Indian regulatory 
frameworks, including the Companies Act, FEMA’s pricing guidelines, and applicable tax 
provisions. These statutory constraints particularly those relating to fair market value and 
the prohibition on assured returns for non-residents serve as natural guardrails that define 
the limits of permissible commercial arrangements. The challenge, therefore, lies in 
designing exit mechanisms that honour these constraints while still offering meaningful 
protection to investors. 
 
Achieving this balance requires precision in drafting and a clear understanding of the 
commercial dynamics at play. Liquidation preferences must be calibrated to avoid excessive 
dilution, drag-along rights must be harmonised with broader transfer restrictions, and IRR-
related references must remain compliant with regulatory pricing norms. Equally important 
is ensuring that these mechanisms remain compatible with future funding rounds, so that 
the company’s long-term fundraising prospects are not adversely affected. 
 
Ultimately, effective exit planning is as much about alignment as it is about protection. 
When founders and investors approach exit negotiations with transparency and a shared 
view of the company’s long-term trajectory, the resulting framework supports sustainable 
growth and reduces the likelihood of future disputes. As India’s venture ecosystem 
continues to evolve, thoughtfully structured exit rights will remain central to creating trust, 
attracting capital, and building resilient, investor-ready companies. 
 
Disclaimer: Nothing contained in this document shall be considered or be construed as a legal advice 
provided by Synergia Legal or any of its members.   
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