The Corporate Design of
Investments 1n Startups: A
European Experience

Law Working Paper N° 662/2022
November 2023

Paolo Giudici
Free University of Bozen-Bolzano and ECGI

Peter Agstner

Free University of Bozen-Bolzano

Antonio Capizzi
University of Rome Sapienza

© Paolo Giudici, Peter Agstner and Antonio Capizzi
2023. All rights reserved. Short sections of text, not
to exceed two paragraphs, may be quoted without
explicit permission provided that full credit, includ-
ing © notice, is given to the source.

This paper can be downloaded without charge from:
http://sstn.com/abstract id=4256344

https://ecgi.global/content/working-papers



ECGI Working Paper Series in Law

The Corporate Design of Investments in Startups:

A European Experience

Working Paper N° 662/2022
November 2023

Paolo Giudici
Peter Agstner
Antonio Capizzi

© Paolo Giudici, Peter Agstner and Antonio Capizzi 2023. All rights reserved. Short sections of
text, not to exceed two paragraphs, may be quoted without explicit permission provided that full
credit, including © notice, is given to the source.



Abstract

This is the first European study to conduct an extensive empirical research of startup charters.
Our aim is to test whether the significant reforms of the law on the Italian societa a responsabilita
limitata (the GmbH-type limited liability company) were successful in making Italian corporate
law more amicable towards startups and venture capital contracting techniques. We explain
why, in the ltalian context, charters provide significant information on financing deals, and we
analyse more than 5000 charters of Italian startups. We find almost 200 charters that reflect
the features predicted by the financial contracting theory, albeit with some significant variations
in comparison to the US experience. The main one is that convertible preferred shares are
not used. We report the large use of (non-convertible) participating preferred shares but also
the increasing adoption of preferred shares that are functionally equivalent to US convertible
non-participating preferred shares. The absence of convertibility mechanisms also explains
the different structure of antidilution clauses in the Italian market. Hybrids are used to provide
SAFE- and KISS-like contractual solutions. Co-sale clauses (tag-along and drag-along) are
widespread and also highly standardized. US-like vesting schemes are equally observed. Some
of the peculiarities we report depend on ltalian law idiosyncrasies that are mainly the product
of doctrinal constructions. However, corporate practice is pushing the envelope in its efforts
to adapt Italian charters to startuppers’ and investors’ needs. From this standpoint, the Italian
reforms look, though not completely, successful. Startup law appears to be transforming the
European corporate law tradition.
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outside investors, comparative company law, legal transplants, corporate governance, entrepreneurial
finance, closed companies, LLC
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Abstract

This is the first European study to conduct an extensive empirical research of startup
charters. Our aim is to test whether the significant reforms of the law on the Italian
societa a responsabilita limitata (the GmbH-type limited liability company) were
successful in making Italian corporate law more amicable towards startups and ven-
ture capital contracting techniques. We explain why, in the Italian context, charters
provide significant information on financing deals, and we analyse more than 5000
charters of Italian startups. We find almost 200 charters that reflect the features pre-
dicted by the financial contracting theory, albeit with some significant variations in
comparison to the US experience. The main one is that convertible preferred shares
are not used. We report the large use of (non-convertible) participating preferred
shares but also the increasing adoption of preferred shares that are functionally
equivalent to US convertible non-participating preferred shares. The absence of con-
vertibility mechanisms also explains the different structure of antidilution clauses
in the Italian market. Hybrids are used to provide SAFE- and KISS-like contrac-
tual solutions. Co-sale clauses (tag-along and drag-along) are widespread and also
highly standardized. US-like vesting schemes are equally observed. Some of the
peculiarities we report depend on Italian law idiosyncrasies that are mainly the prod-
uct of doctrinal constructions. However, corporate practice is pushing the envelope
in its efforts to adapt Italian charters to startuppers’ and investors’ needs. From this
standpoint, the Italian reforms look, though not completely, successful. Startup law
appears to be transforming the European corporate law tradition.

Keywords Empirical legal studies - Innovative startups - Freedom of contract -
Venture capital - Business angels - Outside investors - Comparative company
law - Legal transplants - Corporate governance - Entrepreneurial finance - Closed
companies
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1 Introduction

In this article we conduct an empirical investigation of the charters of 5095 Italian
companies that are registered in the Italian register of innovative startups and so
enjoy the related special benefits accorded by Italian law. Amongst these compa-
nies we identify a restricted number whose charters exhibit some of the features of
outside financed startups that one would expect to find in accordance with the finan-
cial contracting literature. We do not distinguish between types of outside investors,
which can be business angels, venture capital funds or industrial firms. Accordingly,
we will refer to those companies as ‘startups with outside investors’.

We wanted to test the hypothesis that Italian corporate law is not fully amicable
towards venture capital contracting techniques identified by the financial contract-
ing literature, which largely refers to the US experience. This hypothesis has been
advanced by the first Italian scholars that analyzed in depth this specific and increas-
ingly important field of law.! To this end, we wanted to understand if and how out-
side investors are transplanting US techniques in the Italian market or are adopting
different but functionally equivalent instruments, and to what extent the differences
with the US world, if any, are to be ascribed to corporate law restraints. Thus, our
article is part of the small empirical literature that analyzes whether investments in
startups outside the US have features that reflect US practice, as well as identifies
and seeks to explain divergences. However, our research is somehow different in
design, being much more focused on corporate law than many other papers of the
same genre. As far as we know, it is the first research in Europe that analyzes such
a large number of charters and goes into such in-depth, granular review of the char-
ters’ clauses of startups.

The restricted group of companies that exhibit the features of startups with out-
side investors shows significant familiarity with US contractual techniques, but also
some important differences. The most striking is that convertible preferred shares
are virtually absent, as seems to be true also for the Chinese market.” Participating
preferred shares are widely used, while (non-convertible) non-participating shares
are rare; a specific form of preferred shares is used as a functional equivalent of
US (convertible) non-participating stock. Also, co-sale clauses are becoming widely
popular in startups with outside investors. The same is true with regard to SAFEs,
KISSes and work-for-equity, even though charters are insufficient to ascertain the
extent US-like practices are adopted across Italy.

Antidilution clauses are starting to be implemented and represent something truly
new in Italian charters; accordingly, our research documents the emergence of an
instrument that was almost never used in Italian corporate law before the emergence
of venture capital financing. However, since Italian charters do not use convertible
preferred shares, antidilution clauses are not focused on the conversion ratio, but on
the attribution of adjunctive shares to the investors protected by them.

! For references see Sect. 3 below, in particular nn. 24-26 and corresponding text.
2 Lin (2020), p 101.

) Springer Q ASSER PRESS



The Corporate Design of Investments in Startups: A European... 789

In our paper we have not devoted any attention to outside investors’ directors or
veto rights, because they were already well known in Italian corporate practice and,
thus, were not an effective instrument to identify startups with outside investors.

Our analysis confirms that the reform of Italian corporate law concerning the
societa a responsabilita limitata (the GmbH-type limited liability company) has
made this form the preferred one in the market.> From a wider, European perspec-
tive, this also confirms that Italy’s choice to reframe the LL.C was correct and that
the European heavily regulated joint-stock company form might be too burdensome
for promoting the creation of startups.*

We report how corporate practice is pushing the envelope in order to satisfy
market needs, assuming a liberal interpretation of the relevant Italian rules that in
our view courts should adopt when litigation comes to the new corporate world of
startups with outside investors and, more specifically, VC-backed startups. This cou-
rageous position shows the mechanism through which Italian law is subject to the
influence of Delaware law, which in a previous paper we addressed as a key driver in
the transformation of Italian corporate law during the last decade.’ We think that the
Italian data and experience are important for any jurisdiction in Continental Europe.

Our paper proceeds as follows. In Sect. 2 we review the economic as well as the
law & economics literature on financial contracting theory, and how VC financing
reflects that theory in the US and outside the US. In Sect. 3 we review the law lit-
erature that, outside the US, analyzes whether and how the economic issues raised
by VC financing are dealt with in different legal environments. In Sect. 4 we present
our research methodology. Sect. 5 presents the data with the characterizing clauses.
Section 6 analyses and discusses the different clauses and the main differences with
US practice. Section 7 offers a summary, and Sect. 8 concludes.

2 Economic Literature Review

A well-known characteristic of VC financing is its articulated contractual frame-
work. It is richly studied both by the economic® and law literatures.” When contracts
are state contingent and incomplete, meaning that the parties cannot negotiate ex
ante over all the states of the world that will be affected by their contractual relation-
ship, contractual incompleteness can prevent a party from getting the ex post return

3 Giudici and Agstner (2019), p 597 et seq.; Agstner et al. (2020), p 353 et seq.

4 In the international literature, McCahery and Vermeulen (2001) were the first to discuss the impor-
tance of appropriate business forms for the growth of startups in Europe. Italy has taken precisely the
route they discussed, though not by introducing a new business form, but by reshaping the societa a
responsabilita limitata.

5 Giudici and Agstner (2019), p 599 et seq.

% For a thorough review of the extensive literature on venture capital, a useful starting point is Da Rin
etal. (2013), p 573 et seq; Lerner and Nanda (2020), p 237 et seq.

7 Cf. Armour (2003), p 133 et seq.; Fried and Ganor (2006), p 967 et seq.; Gilson and Schizer (2003), p
1067 et seq.; Klausner and Litvak (2001); Kuntz (2016), p 43 et seq.
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790 P. Giudici et al.

needed to compensate her ex ante investment,® especially if the parties have different
objectives and wealth constraints.” This situation is typical when a penniless entre-
preneur seeks funding from an outside investor (usually a venture capital fund). In
this situation, the entrepreneur has interest in handing over some control, leaving
some residual rights to the investor that would be otherwise exposed to its oppor-
tunistic behavior.'® The outside investor, instead, can keep the entrepreneur on track
through incentives in the form of equity compensation and share vesting.'!

This theoretical framework fits well with what happens in the venture capi-
tal world, at least in the US environment. Indeed, venture capital funds and entre-
preneurs always agree to separately allocate cash-flow rights, board rights, voting
rights, liquidation rights, and many other control rights.'?> The contractual instru-
ments that are used to achieve the separate allocation of rights that characterizes
VC financing can be easily found in the model legal documents of the US National
Venture Capital Association (NVCA).!? First of all, the model certificate of incor-
poration contains the provisions concerning the convertible preferred shares, whose
adoption is probably the most renowned contractual feature of VC financing. Those
convertible preferred shares can be paid with cash or result from the conversions of
previously paid SAFEs or bridge notes. They can have a right to dividends on an as-
converted basis with common shares, or a preference on non-cumulative dividends,
or carry an annual cumulative dividend and participate in other dividends on an as-
converted basis. As to liquidation preferences, they can be non-participating pre-
ferred shares or participating preferred shares (full or with a cap on participation).
With regard to voting rights, they vote together with common shares but are entitled
to elect a separate class of board directors (preferred directors), and usually enjoy
veto powers in the form of protective provisions that require the holders’ written
consent in a series of events such as liquidation, winding-up, amendment or altera-
tion of provisions of the charter or bylaws, issuance of any other security, etc.

The convertible preferred shares are protected, in the event the company issues
additional securities at a price below the preferred conversion price, by antidilution
provisions that work at the expense of the common shares.'* They are subject to
mandatory conversion in the event of a public offering and their holders can be sub-
ject to pay-to-play provisions, but they can also be redeemable for a certain period
of time, granting a way out to the outside investor. Other clauses are contained in

8 Aghion and Bolton (1992), p 473 et seq.

° Entrepreneurs enjoy private benefits (reputation, social recognition, personal satisfaction) that are not
enjoyed by the investor. This may create frictions and must be tackled by contract clauses and differences
in control rights allocation: see Cumming (2008), p 1947 et seq.

10 Tn their classic paper, Grossman and Hart (1986), p 691 et seq., analyze, in these terms, the relation-
ship between an entrepreneur and an outside investor. See also Hart and Moore (1990), p 1119 et seq.;
Hart (2001), p 1079 et seq.

' Holmstrom (1979), p 74 et seq.

12 Kaplan and Stromberg (2003), p 281 et seq.; Kaplan and Strémberg (2004), p 2177 et seq. See also
Berglof (1994), p 247 et seq.; Hellmann (1998), p 57 et seq; Hellman and Puri (2000), p 959 et seq. One
of the most recent papers on the issue is Ewens et al. (2022), p 131 et seq.

13 NVCA, Model Term Sheet, June 2022 (last accessed on 10 October 2022).

14 For further details, see Sect. 6.2 below.
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the investors’ rights agreement, amongst which lock-up obligations in the event of
an IPO, management and information rights, rights to participate pro rata in future
financing rounds, matters requiring preferred director approval, and employee stock
option vesting schedules. Other clauses are contained in the right of first refusal/
co-sale agreement, and others in the voting agreement, which also contains the drag-
along provision.

This rich palette of contractual provisions probably makes VC financing the most
complex form of alternative investment. For sure, it requires a very malleable con-
tract and corporate law, able to accommodate freedom of contract and private order-
ing in ways that are not common in more traditional forms of investment.

It comes to no surprise, therefore, that the economic literature, after having inves-
tigated how financial contracting theory fits US practices of venture capital invest-
ments, moved on to analyze whether this contractual framework can be or has been
actually exported outside the US, how and with what differences, and finally what
institutional factors might explain the discrepancies from the US settings. This lit-
erature is linked to that exploring the relationship between the quality of law, law
enforcement and the financing of firms, postulating that law matters,'> and differen-
tiating law and ensuing economic outcomes on the grounds of legal origins.'® Many
papers have investigated the capacity of different jurisdictions to sustain complex,
state-dependent contracts like those involved in US venture capital transactions. The
assumption is that some legal systems might not adequately enforce certain types
of contracts or clauses and, therefore, those constraints can be reflected in the deal
structure. Kaplan and others found that European VC-financing contracts are less
likely to use contingencies and more likely to use common shares instead of con-
vertibles, but they also found that more experienced and successful VCs adopted
US-style contracts in the various jurisdictions where they operated, and that all the
funds in the sample that used both non-US and US-style contracts switched from the
former to the latter during the sample period—a sign that institutional impediments
might not be sufficient to hinder the implementation of US-style contracts in differ-
ent legal regimes.!” This conclusion does not fully coincide with that of an influen-
tial paper by Lerner and Schoar that investigated developing country private equity
investments, finding that differences in legal regimes bring different deal structures,
with investments in low enforcement countries and in civil law jurisdictions tending
to rely more on common shares and debt than on convertible preferred shares with
covenants.'® Cumming and others find that better laws facilitate investor board rep-
resentation and favor negotiations and deal efficiency.'” Bonini and Alkan investi-
gated the political and legal determinants of cross-country differences in VC invest-
ments, finding that legal system rigidity of each country plays an important role in

15 La Porta et al. (1997), p 1131 et seq.; La Porta et al. (1998), p 1113 et seq.

© La Porta et al. (2008), p 285 et seq.; Glaeser and Schleifer (2002), p 1193 et seq.
7 Kaplan et al. (2007), p 273 et seq.

Lerner and Schoar (2005), p 223 et seq.; see also Lerner and Schoar (2004).
Cumming et al. (2010), p 54 et seq.

=

19

) Springer Q ASSER PRESS
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explaining cross-sectional variance.?’ Similarly, many other articles seem to support
the conclusion that the quality of law and law enforcement have a material impact
on shaping financial decisions and governance structures and thus on the efficiency
of VC deals.!

However, none of these economic articles contain a granular country-by-coun-
try analysis of the legal constraints that prevent venture capital financing from
flourishing.

3 Law Literature Review

The analysis of the legal constraints that in each jurisdiction might prevent the
adoption of US-style contracts can ultimately be found in the national law litera-
ture, though usually this literature is not connected to the international economic
literature briefly summarized in the previous paragraph. Needless to say, language
barriers and text accessibility prevent international researchers from getting a more
precise view of the legislative obstacles to US-style contracts and the local, differ-
ent routes that drafters may take to accommodate the needs of the outside inves-
tors and the entrepreneur. Nevertheless, there are a few exceptions. For instance, Lin
describes the use of a contractual mechanism that is common in the Chinese venture
capital sector—the valuation adjustment mechanism (VAM), which entitles inves-
tors, typically venture capital funds, to adjust the portfolio company’s original valu-
ation or to get compensation by cash or equity from the company or its shareholders
upon the occurrence of certain future events. The author attributes this peculiarity to
Chinese law not allowing limited liability companies to issue convertible preferred
shares, as well as to weak protection of minority investors and other factors.”” Giu-
dici and Agstner describe the transformation of the Italian law of the limited liability
company, addressed at accommodating the needs of venture capital financing, and
analyze the shortcomings of the Italian law reforms and the cultural limits that hin-
der their transformative effects.”?

In the national literatures, Agstner and others®* as well as Nigro and Enriques®
analyze in detail the constraints of Italian law.?° Both articles point out that many of
these constraints are self-inflicted, since scholars and courts tend to infer by analogy

20 Bonini and Alkan (2012), p 997 et seq.; similarly, Bonini et al. (2012), p 36, showing that significant
differences emerge when comparing European and American venture-backed companies.

21 Bellavitis et al. (2019), p 1328 et seq.; Tykvova (2018), p 333 et seq.; Nahata et al. (2014), p 1039 et
seq. Other articles have investigated different institutional determinants, such as culture: Aggarwal and
Goodell (2014), p 193; the importance of IPOs, labor market rigidities and government programs: Jeng
and Wells (2000), p 241; the legal environment, financial market development, taxation, labor market
regulations, and public R&D spending: Lerner and Téag (2013), p 153; Groh et al. (2010), p 205; Giiler
and Guillén (2010), p 390.

22 Lin (2020), pp 104-105.

23 Giudici and Agstner (2019).

24 Agstner et al. (2020).

Nigro and Enriques (2021), p 149 et seq.

In the previous literature, Szego (2002), p 9 et seq.; Szego (2005), p 821 et seq.; Zanoni (2010), p 24
et seq.

26
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or through other interpretative techniques mandatory rules from other provisions of
corporate law, thereby limiting the attempts to render corporate law more enabling.

In the German literature, especially Kuntz evaluated in depth the possible imple-
mentation of US venture capital contracts in accordance with the law on joint-
stock companies (Aktiengesellschaft or AG), characterized by the principle of
Satzungsstrenge [§ 23(5) AktG], and the law on limited liability companies (Gesells-
chaft mit beschrinkter Haftung or GmbH).”’ By examining every contractual provi-
sion typically regulating the VC-backed startup firm, Kuntz comes to the conclusion
that German corporate law allows the adoption of most of the US-like arrange-
ments,”® though in the AG, due to the mentioned Sarzungsstrenge, it is sometimes
necessary to include the relevant provisions in a shareholder agreement.” This
suggests that corporate law does not explain the less developed VC market in Ger-
many.*° Furthermore, the implementation of US-like founder and employee vesting
schemes in German VC-backed startups is broadly analyzed by Ockert in her doc-
toral thesis.!

The French literature devotes almost no attention to such specific legal transplant
issues. Legal scholars focus mainly on the plain description of the key terms of the
agreements that are entered into between VC funds and their investors,*” as well as,
especially in the standard textbook literature, on the analysis of the typical contrac-
tual design of VC operations (capital a risque).>

27 Kuntz (2016), p 43 et seq. Generally, on VC contracting practices, see, in the German literature, the
handbook edited by Weitnauer (2022); and Drygala and Wichter (2018).

28 Kuntz (2016), p 782 et seq.

2 In this regard, it seems important to notice that exactly because of the principle of stringency, accord-
ing to which the corporate charter may deviate from the law only if explicitly permitted, the need to
recur to shareholder agreements in order to more freely regulate corporate affairs is much more pro-
nounced than in legislations like Italy or France, where, on the contrary, the leading principle is the free-
dom of contract. In Germany, those satzungsergdinzende Nebenabreden are doubtless valid, permitting
the adoption of provisions that, because of the Satzungsstrenge, cannot be inserted into the charter. For
this opinion, see Limmer (2022), para. 23 marg. no. 61; Bundesgerichtshof (BGH), 22 January 2013—II
ZR 80/10, DNotZ 2013, p 697.

30 Kuntz (2016), p 792. A compact follow-up paper was published by the author a few years later, spe-
cifically centered on the examination of conflict of interests in the VC financing process and of the cor-
relative contractual solutions available: see Kuntz (2020), p 189 et seq.

31 Ockert (2020), p 298 et seq. Especially examined is the different structure of so-called positive vesting
schedules, usually employed in US venture capital practice, and so-called negative vesting schemes, pre-
ferred in German VC operations due to practical constraints affecting the former solution (i.e., requiring
the intervention of a notary and the updating of the shareholder list in the Commercial Register); special
focus is also dedicated to vesting arrangements and their compatibility with mandatory provisions of law
(i.e., expulsion ‘without cause’ and valuation clauses, the latter being relevant especially for bad leavers).
On these topics, see also Denga (2021), p 725 et seq.; for the fundamental tax aspects of employee par-
ticipation schemes, see Kuntz and Engelhardt (2021), p 348 et seq.

32 In this regard, a group of lawyers from the Parisian law firm UGCC Avocats published, in the first edi-
tion of The Venture Capital Law Review, an interesting report on VC practices in France: see Prieur et al.
(2021), p 43 et seq.

33 Merle and Fauchon (2021), pp 71-75 (validity of a put option at a fixed price in light of the clauses
léonines) and 376-382 (significance of preferred shares for the investisseurs en capital-risque in startup
firms); on the other hand, no significant mention is made by Cozian et al. (2018); and Le Cannu and
Dondero (2022). Generally, on the influence of US corporate law, Grimaux (2004), p 1 et seq.; Vamparys
(2006), p 1314 et seq. In the economic literature on VC, cf. Guilhon and Montchaud (2003); Kettani and
Villemeur (2012).
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4 Research Methodology

In US VC-financing models, the contractual structure of transactions is articulated
in a wide range of interrelated contracts (Voting Agreement, Term Sheet, Stock
Purchase Agreement, Right of First Refusal and Co-Sale Agreement, Model Legal
Opinion, Management Rights Letter, Investors’ Rights Agreement, Indemnifica-
tion Agreement, Certificate of Incorporation).®* A comprehensive analysis aimed
at investigating if and how international VC-financing techniques have been imple-
mented by Italian startups would ideally require the examination of all the docu-
ments of the financing transaction.>> This would imply conducting the research
through a top-down approach, directly acquiring from VC funds and business angel
networks the documentation of each transaction. This approach would raise signifi-
cant problems. First, it would require the identification of the business angel net-
works and VC funds that have financed Italian firms. This is probably not an unsur-
mountable task, but researchers in Italy cannot rely on databases equivalent to those
used by US researchers. For instance, we have used the Crunchbase.com database,
but it appeared that it does not offer a comprehensive panorama of the Italian mar-
ket. Moreover, we would not have been able to trace transactions where an indus-
trial partner acted as an outside investor. Second, and most important, it is doubtful
that VCs active in Italy would be willing to share confidential documents. Indeed,
in Italy there is nothing similar to the NVCA model legal documents, and from our
previous researches we learned that there is only a low level of standardization in
startups’ constitutional documents.*® We therefore decided not to follow this route
and, conversely, to adopt a bottom-up approach.

We collected, for a group of selected provinces, all the charters of all the Italian
companies registered in the dedicated section of the company register in a given
interval of time, in order to verify if and how the relevant clauses are concretely
transplanted into the Italian legal environment or adapted to achieve similar eco-
nomic results.’” Thus, the examined dataset is free from any self-reporting bias. We
think that the charters offer sufficient information about our research topic, for at
least four reasons.

First, we are mainly interested in corporate law and whether and how it is hospi-
table to VC financing techniques. Accordingly, the clauses we are most interested in
from a corporate law perspective are contained in the charters.

3 For this contractual set, see NVCA (undated).

35 Following Kaplan and Strémberg (2003).

36 Capizzi et al. (2021), p 227 et seq. For different empirical findings in US VC practice with regard to
standardization and contract-specialization, Bengtsson and Bernhardt (2014), p 396 et seq.

37 On the use of charters in research on the subject matter, cf. Ewens et al. (2022); Bengtsson and Bern-
hardt (2014), p 402 et seq. Generally, on the importance of empirical legal studies, Eisenberg (2011), p
1713 et seq.; Arlen (2021), p 480 et seq.; Eldar (2022), p 1 et seq.; for a different view, Levmore (2021),
p 612 et seq.
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Second, we believe that charters are even more important in Italy than they are in
other countries, such as the US.?® Indeed, shareholder agreements that constitute a
significant part of the financing deals are less important, in Italy, as instruments of
corporate governance. This is not because they are not used or are novel to the Ital-
ian experience. On the contrary, they are widely used in the corporate governance
of Italian companies, at the level of both listed and private companies. Thus, we do
not expect any resistance from Italian shareholders, whether investors or entrepre-
neurs, to enter into these types of agreements. However, Italian courts and scholars
firmly hold that only agreements that are incorporated in the charter have an erga
omnes effect, in the sense that the obligations stemming from those agreements are
not owed by shareholders bilaterally or multilaterally, but are entered into also in the
interest of the corporation and are therefore opposable to third parties.>* This makes
it much easier for shareholders to enforce duties that are commanded by the charters
rather than suing for breach of contract under a shareholder agreement and claim for
damages or fixed sums as penalties.*’ For this reason, for instance, it is typical to
find right of first refusal clauses in charters rather than in shareholder agreements: if
a shareholder does not comply with the clause and sells the shares to a third party,
the sale has no effect towards the company. The same is true with regard to tag-
along and drag-along clauses, as well as to the other contractual clauses that charac-
terize VC financing. Accordingly, it is well known among Italian corporate lawyers
that it is better to put those clauses in charters than in shareholder agreements only.
For this reason we expect to find in Italian charters as many clauses as possible, and
all the main ones we are interested in.*!

Third, contrary to the German experience, where—as we noted—shareholder
agreements enjoy an almost unlimited freedom of contract,*” in Italy it is highly
debated whether shareholders can insert in shareholder agreements clauses that cir-
cumvent mandatory corporate law provisions.*’ These uncertainties, coupled with
ineffectiveness vis-a-vis third parties, make shareholder agreements less attractive.
It was no surprise, then, to find in the charters of our sample clauses affecting the
relationship between founders and outside investors, such as co-sale clauses and
(various) preferential right clauses.

38 For a broad analysis of (and a critical approach to) shareholder agreements in the US experience,
Fisch (2021), p 913 et seq.

3 For a recent review of the literature and court decisions on the issue, see Donativi (2022), p 141 et
seq.

40 Indeed, litigation is very lengthy and inefficient in Italy. Moreover, courts can reduce the amount of
any fixed sum that exceeds any reasonable estimate of actual damages, thereby inducing the breaching
party to challenge the liquidated damages indicated by penalty clauses.

4! This was confirmed by some highly specialized lawyers that we invited to a workshop jointly organ-
ized by our Universities for the purpose of discussing a draft version of this paper.

42 For references, see n 29 above.

43 The Italian Supreme Court (Corte di Cassazione) has recently adopted a liberal approach: see Cass. 4
July 2018, no. 17498, and Cass. 7 October 2021, no. 27227, affirming that the validity of shareholders’
agreements is to be judged solely on the basis of the merits of the interests pursued by the parties. Courts
(of first instance and appeal) of Milan are following a much stricter line: see, among many, Trib. Milano,
23 July 2020. For an updated overview, Filippelli (2022), p 274 et seq.
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Finally, charters are important also because they offer evidence about the inter-
pretation of corporate law by specialized lawyers and public notaries. Indeed, under
Italian law, public notaries have the duty to verify that charters’ clauses are in com-
pliance with the law. In order to facilitate these controls, notaries’ associations (con-
sigli notarili) have drafted guidelines (massime notarili) with comments and bib-
liographic references to the benefit of their associates and the business community.
These indications have become very important among practitioners because they
provide reliable suggestions about what can be done and what cannot be done. Of
course, they do not cover any possible clause, and in our data we find many provi-
sions that are not straightforwardly covered by them. In any event, those provisions
have been drafted by a specialized law firm or notary, and the notary has implicitly
assessed that they are in compliance with the corporate law’s mandatory rules. Even
though courts can always declare those provisions null and void, and therefore the
notary’s assessment does not limit the discretion of courts in a litigation setting, cor-
porate charters offer a very good and qualified view about what specialist attorneys
and notaries believe are innovative provisions, not yet tested in litigation, that are
nevertheless in compliance with corporate law.

5 Data

Italian law was amended in 2012 to favor the creation of innovative startups.
Accordingly, newly created companies with certain formal prerequisites can qualify
as ‘innovative startups’ and enjoy a significant set of benefits related to taxation,
labor law, corporate and bankruptcy law.** These companies are recorded in a spe-
cial section of the companies register held by the Chamber of Commerce in any
province. We collected the charters of 5095 of these companies in the period from
1 January 2015 to 31 March 2021 in the provinces of Bozen (105), Florence (195),
Genoa (181), Milan (2465), Naples (477), Rome (1232) and Turin (440).*> The data
show a steady annual increase in the sample, evenly distributed among the prov-
inces surveyed. The examined sample consists of the charters of the 5095 innovative
startup companies in pdf format,*® 5021 established in the form of limited liability
companies and 74 in the form of joint-stock companies (societa per azioni or s.p.a.).
The statistics therefore show the prevalence of the limited liability company over the
joint-stock company, with the latter constituting only 1.4 percent of the sample. This
confirms the low attractiveness of the joint-stock companies for early-stage startups

4 Giudici and Agstner (2019), pp 614-617, where the prerequisites are reported and analyzed.

45 The provinces of Milan, Rome and Naples were chosen because national data show that these prov-
inces had the highest number of startups established in the reference period (81 percent of the sample).
The province of Bolzano was chosen because the project is funded by the local university; Genoa was
chosen because of the presence of the IIT (Italian Institute of Technology); Turin and Florence were cho-
sen randomly among the provinces with the largest number of registered companies.

46 Extracted upon our specific request by Infocamere s.p.a., which manages the company register on
behalf of each individual Chamber of Commerce (one for each province).
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due to the excessive costs of incorporation and management,*’ thereby supporting
Italy’s choice to transform the GmbH-type limited liability company in order to pro-
mote the creation of startups.

The pdfs of the charters resulting from optical scanning were first made search-
able thanks to standard OCR (Optical Character Recognition) software. Then, using
indexing software, we identified 1137 charters of companies established online in
accordance with legislation no longer in force,*® which—following a tick-the-box
approach—enabled a choice between the different options set out in a standard
model prepared by the Ministry of Economic Development.*’ To identify them, we
searched our data sample for charters containing a specific expression used by the
mentioned ministerial model (‘choose one of the following options’). The results
showed that online incorporation with the adoption of the standard model was used
by just over 22 percent of the overall cases.’® Since the scope of our research is to
understand what types of instruments outside investors are choosing in the Italian
market, our interest does not lie in companies that adopted this ministerial model,
even though we cannot exclude that some of them have outside investors that do not
know of (or care about) the contractual features of VC financing, or that have cho-
sen, for the reason explained, shareholder agreements to govern their relationship.

The sample of 3958 non-ministerial charters that form the core of our research
sample was subjected to further indexing on the basis of a list of 94 keywords
(Table 1). The purpose was to identify the charters containing all the typical ele-
ments of VC-backed startups: convertible preferred shares; convertible debt; antidi-
lution provisions; liquidation preferences; co-sale clauses (in particular, drag-along
and tag-along); lock-up provisions; clauses on the appointment of directors and/or
on reserved matters, with enhanced quorum requirements or veto rights of the out-
side investor or the appointed directors; and IPO clauses. Of course, some of those
clauses do not reflect per se the presence of outside investors. For instance, clauses
on the appointment of directors and on reserved matters are generally common in
the charters of closed corporations where minority shareholders want to have some
form of control over the management of the company.>! The same is true for co-sale

47 Agstner et al. (2020), p 355.

8 The fully digital incorporation method was possible in Italy from 2016 (Art. 4, para. 10-bis, Law
Decree 3/2015 and following implementing Ministerial Decrees of 17 February and 28 October 2016,
and Directorial Decree of 1 July 2016) to 2021, when the aforementioned acts were declared void by the
State Council by Decision no. 2643 of 29 March 2021. In the literature, for a comment, Corso (2022), p
123 et seq.

4 This standard model was prepared for the purpose of online incorporation.

0 This percentage figure is also confirmed with respect to the total number of startups, since accord-
ing to the 18th quarterly report of the Ministry of Economic Development, as of 31 December 2020
there were a total of 3579 innovative startups (out of a total of approximately 12,000) that had been
set up using the digital incorporation method (available at: www.mise.gov.it/images/stories/documenti/
18_rapporto_nuova_modalita_costituzione_startup_Q4_2020_29_01_2021.pdf, accessed 15 September
2022).

S Agstner (2020), p 520 et seq.
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clauses, which are also contained in the ministerial model and are widely adopted.>
In fact, in our sample of non-standard charters, drag-along and tag-along provisions
are vastly overrepresented compared to all other clauses.

It was therefore necessary to examine other provisions that, in the light of finan-
cial contracting theory, would signal with more precision the existence of an outside
investor such as a business angel or a venture capitalist. Among those provisions
we focused on three in particular: convertibility, antidilution and liquidation pref-
erences. We would have liked to focus also on class of shares, but charters almost
invariably make reference to the possibility of creating different classes of stock, and
are not always sufficient to understand if different classes of stock have been actu-
ally issued.>® According to financial contracting theory, these characterizing clauses
should be considered a reliable proxy for the use of typical VC-financing techniques.
Only 183 charters (4.5 percent of the non-ministerial ones) contained at least one of
these three provisions.>*

Work-for-equity (vesting) schemes deserve separate consideration. Despite the
great importance of such employee incentive programs, given certain limitations of
our data sample,> we encountered only a small number of charters that reproduce
qualitatively equivalent US vesting arrangements.

6 Clauses

Here we examine the archetypical clauses contained in the surveyed charters of the
startups with outside investors.

6.1 Convertibles

In US venture capital practice, convertibility is a key feature. The popularity of this
instrument has often been explained as a result of its ability to respond to conflicts
of interest and agency costs characterizing VC-backed firms, especially at the time
of exit.’® In the charters we collected, convertibility is attached to: (i) instruments
most typically subscribed by business angels in the early stages of financing [i.e.,

52 The presence of these clauses in the standard ministerial model probably helped to expand their use.
For a recent empirical analysis of the impact of the UK Model Articles, see Hardman (2021), p 517 et
seq.

33 n order to sort out this problem, we looked for textual proxies such as “Type A’, ‘Class A’, ‘Class Z’:
see attached keyword list (Table 1).

3% More in particular: 10 (5.4 percent of the subset) contain all 3 characterizing clauses; 46 (25 percent
of the subset) contain two clauses, one of which in nearly all cases (95 percent) being a liquidation pref-
erence; 127 (69.6 percent) contain only one clause, among which 87 (a relevant 48 percent) have only a
liquidation preference. Of these 183 charters, 167 (91 percent) contain also drag-along and/or tag-along
clauses. The remaining 16 charters do not contain similar contractual provisions, probably either because
the VC has other exit rights or because of the extreme simplicity of the charters, which merely regulate
one aspect (notably dilution) in a rather rudimentary manner.

35 See Sect. 6.5 below for the relevant data and discussion.

36 Hellmann (2003), p 60 et seq., also for further references.
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Table 1 Keyword list

Antidilution clauses

1
2
3
4
5.
6
7
8
9

10
11
12

. Convertibili
. Convertibile
. Conversione

. Convertibles

Opzione di conversione

. Conversion

. Convertendo

. Strumenti finanziari partecipativi
. SFP

. Si convertiranno automaticamente
. Conversione automatica

. Evento di conversione

Anti-dilution clauses

13.
14.
15.
16.
17.
18.
19.
20.
21.

Antidiluizione
Diluzione

Antidilution

Dilution

Diritto di sottoscrizione
Full ratchet

Weighted average
Broad based

Narrow based

Liquidation preference clauses

22.
23.
24.
25.
26.
27.
28.
29.
30.
31
32.
33.
34.

35

36.
37.
38.

Distribuzione

Distribuzione del residuo
Eventi di distribuzione
Eventi di liquidazione
Liquidity events

Eventi di liquidita

Eventi di riparto

Liquidation preference
Liquidazione preferenziale
Patrimonio netto di liquidazione
Patrimonio di liquidazione
Residuo di liquidazione
Residuo attivo di liquidazione
. Residuo netto di liquidazione
Trade sale

Preferenze di liquidazione
Preferenza liquidatoria

Co-sale and tag/drag-along clauses

39
40

. Accodamento

. Trascinamento

41.
42.
43.
44.
45.
46.
47.
48
49. Esperto indipendente

Covendita

Vendita congiunta
Diritto di seguito
Drag along

Tag along

Equa valorizzazione
1349

. Equo valore

Veto rights clauses
50.
51. Diritto di designare
52.
53.
54.
55.
56.
57.
58.
WFE clauses

59. Work for equity

Diritto di nominare

Materie rilevanti

Necessariamente con il voto

Voto necessario

Dovra constare necessariamente il voto
A condizione che consti il voto

Veto

Materie riservate

60. Incentivo

61. Incentivazione

62. Dipendenti

63. Good leaver

64. Bad leaver

65. Collaboratori
Miscellany

66. Classe A

67. Stage

68. Seed

69. Quote di risparmio
70. Quote privilegiate
71. Round

72. Cambio di controllo
73. Tranches

74. Lock up

75. Mandato a vendere
76. Offerta pubblica
77. Quotazione

78. Ammissione alla quotazione
79. Prezzo predefinito
80. Prezzo fisso

81. Quote A
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Table 1 (continued)

82. Quote Z 89. Venture capital
83. Business angel 90. Private equity
84. Early stage 91. Portafoglio

85. Exit 92. Put

86. Founders 93. Call

87. Fondatori 94. Put/call

88. Investitori

Keywords are grouped according to the relevant charter clause. All terms that can be declined in both
singular and plural, as well as those (mostly foreign expressions) which graphically might or might not
be separated by a hyphen (e.g., drag-along), were searched in both possibilities

convertible bonds, warrants, ‘Simple Agreements for Future Equity’ (SAFEs),
‘Keep it Simple Securities (KISSes)];”” (ii) convertible preferred shares;*® (iii) pay-
to-play clauses; and (iv) automatic conversion clauses triggered by IPOs.>

6.1.1 Convertible Preferred Shares

The most surprising result of our empirical research concerns the almost total
absence of convertible preferred shares (CPS), which we found in only 6 charters. In
US practice, VCs, which bear the cost of the evaluation process, receive preferential
governance rights® and a downside protection of their investment through a set of
preferences and privileges, mostly as non-participating liquidation preferences.®! At
the same time, they can still participate in the upside converting into common stock
at any moment. The mix of liquidation preferences and conversion rights leads to
what US observers consider an efficient balance between the interests of the found-
ers and the VC. Each time a liquidity event occurs, the VC, at least where a non-
participating liquidation preference has been chosen, will have to assess whether it
is economically convenient to exercise the preference and get (at least) the return
of the invested capital or, instead, convert to common stock and thus participate on

57 Tbrahim (2008), p 1405 et seq. For a general overview, cf. Giudici and Agstner (2019), p 604; Wong
et al. (2009), p 221.

38 For control theory reasons and for tax reasons. On the first aspect, cf., among many, Berglof (1994),
p 247; Bratton (2002), p 891; Bratton and Wachter (2013), p 1874 et seq. On the second, see Gilson
and Schizer (2003), p 875; Dennis (2004), p 312. For a summary, Bartlett (2006), pp 48-61, claiming
that the use of the dynamic agency cost model shows that convertible preferred stock makes it easier for
VC investors to contractually manage inter-investor conflicts. See also the empirical data of Kaplan and
Stromberg (2003), pp 281 and 286, showing that convertible preferred stock was used in 95 percent of
their sample deals; and Cumming (2005), p 550, challenging that there is a single optimal form of secu-
rity for venture finance independent of tax reasons.

3 Kuntz (2016), p 88 et seq.

0" Mainly the right to designate one or more directors and the right to veto some corporate transactions.
61 Typically, preferential dividend rights, redemption rights, antidilution protection and non-participating
liquidation preference.
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an equal footing with the common shareholders. Thus, the founders have a strong
incentive to find exit solutions that incentivize the outside investors to exercise their
conversion rights, since conversion rights are usually exercised at liquidity events
and because after conversion all economic preferences disappear.®?

Our finding reveals an apparent difference between Italian and US practice that
needs to be explained. In our sample the majority of preferred shares enjoy a full
participating liquidation preference.®> We also report mechanisms where preferred
shares work in a way which is functionally equivalent to convertibility, giving the
VC both downside protection and upside participation. Accordingly, there is no need
for the convertibility mechanisms that are adopted in US practice, where non-par-
ticipating liquidation preferences actually prevail,** and the only way for the VC to
participate in the upside is to convert. When participating preferred shares or func-
tional equivalents to conversion are adopted, convertibility into commons becomes
financially useless.%® The absence of CPS is also closely linked to the peculiar con-
figuration of antidilution provisions found in our sample.®

6.1.2 SAFEs, KISSes and Other Early-Stage Hybrid Convertible Securities

In 21 LLCs’ charters (0.5 percent of the non-ministerial ones) we find clauses regu-
lating a specific type of convertible hybrid securities®’ which fully reflect the US
SAFE-KISS model, with advanced conversion ratio settings and valuation cap tech-
niques.®® In US practice, under SAFE or KISS terms the initial contribution does not
have to be reimbursed by the company, except in the case of liquidity events (takeo-
ver, merger, IPO), dissolution, or bankruptcy (often with a preference over share-
holders). Instead, the contribution is intended to be automatically converted into
share capital in the event of future financing rounds, at favorable conversion rates.%’

The fact that this financing technique has been found only in LLCs and not in
joint-stock companies might be due to the statistical irrelevance of joint-stock com-
panies in our large sample or to the fact that this form of company is usually not

2 Bartlett (2016), p 128.

3 See Sect. 6.3 below.

* Cooley (2022).

%5 For more details, see Sect. 6.1.1 and 6.3 below.

% See Sect. 6.2 below.

7 Until 2012, according to Italian corporate law, only joint-stock companies could issue hybrid instru-
ments (participatory financial instruments) in between pure equity and pure debt, granted with adminis-
trative rights with the important exception of a full voting right at the general meeting of shareholders
(Article 2346(5), Civil Code). By Art. 26(7), Decree Law no. 179 of 18 October 2012, this option was
also extended to LLCs qualifying as ‘innovative start-ups’ according to certain criteria established by
that same Law. On this topic see Agstner et al. (2020), p 409 et seq.

%8 All such charters provide that conversion is automatic: (i) upon the occurrence of capital increases in
excess of a certain pre-established amount, in this case with a particularly discounted conversion rate,
either by means of a fixed discount expressed as a percentage, or by using the technique of weighted
average antidilution provisions (see Sect. 6.2 below); (ii) upon expiry of the final term.

% Cf. Feld and Mendelson (2016), p 121 et seq; Coyle and Green (2014), p 133 et seq.; Coyle and Green
(2018), p 42 et seq. In the Italian literature, Redoano (2021), p 971 et seq.

=
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adopted by early-stage startups. At the same time, in joint-stock companies the same
functions of the SAFE can be fulfilled by convertible bonds, which are well known
and regulated in detail by Italian law;”° for LLCs, however, the obstacle posed by
Art. 2483 Civil Code to the issuance of bonds in favor of early-stage investors’! has
probably encouraged the adoption of hybrids.

Italian convertible hybrids present complex features aimed at tackling some statu-
tory issues. The first obstacle is the mandatory principle of necessary correspond-
ence between the total value of contributions and the nominal amount of the legal
capital,”” which is dealt with by using so-called personalized reserves.”® The second
obstacle is the need for a shareholder vote to amend the charter and issue the shares
the hybrids are to be converted into: only 12 charters require that concurrently with
the issuance of the hybrids the share capital be increased by an amount sufficient to
serve the conversion rights, while the remaining 9 only foresee an obligation for the
shareholders to vote, at the exercise of the conversion rights, the occurrent capital
increase. The last approach raises the problem of the preventive waiver of the with-
drawal right granted to shareholders dissenting with a legal capital increase.”* This
risk could be considered and dealt with in shareholders’ agreements — even though
this withdrawal right represents a serious obstacle to the optimal transplant of US-
style transactions in Italy.

In 89 charters (2 percent of the non-ministerial ones), in the event of the issuance
of hybrid securities, the bearers would be entitled to the right to subscribe, together
and pari passu with the incumbent shareholders and with priority over third par-
ties, any future capital increase through the conversion of their hybrids into shares.
The relevant clauses seem to work similarly to warrants in the US-like VC financing
world.”

0 Art. 2420-bis and Art. 2503-bis Civil Code.

71 Art. 2483 Civil Code restricts the possible placement of bonds by LLCs to ‘professional investors
subject to prudential supervision’. This means that the bonds can be subscribed by VCs organized in the
forms that Italian law provides. See Giudici and Agstner (2019), pp 618-619; Agstner et al. (2020), pp
404-411. By 2021, only 358 Italian LLCs issued such bonds: Politecnico Milano (2022), p 22.

72" Art. 2346(5) Civil Code for JSCs, and Art. 2464(1) Civil Code for LLCs.

73 The contribution provided by SAFE bearers must be booked in a special reserve which, due to the reg-
ulation on share capital reduction, may be used to cover losses only as a last resort (i.e., only before use
of the legal reserve). This special reserve is to be converted into share capital in the event of conversion.
Some charters specify that the reduction of the reserve to zero does not result in the cancellation of the
conversion right of the holders, stating that in such a case it will be necessary to allocate other available
reserves to the capital. Finally, one charter regulates what happens if there are no available reserves, pro-
viding that the nominal amount of the participation allocated is reduced proportionally, unless the holder
of the instrument agrees to pay the difference in cash.

7 On this point Italian law shows a significant difference between JSCs and LLCs: in the former, the
option right may be excluded by a majority vote of the shareholders if there is an interest of the company
and provided that the shares are issued at their fair value (Art. 2441 Civil Code); in LLCs, exclusion by
majority vote is possible only if the charters so provide and, in any case, dissenting shareholders must
be granted the right of withdrawal (Art. 2481-bis Civil Code). For further references, see Agstner et al.
(2020), p 415 et seq., adhering to the minority view that this right can be waived in advance and with
unanimous consent.

75 Feld and Mendelson (2016), p 116.
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6.1.3 Automatic Conversion: Segregating Conversion, Pay-to-Play and IPO
Conversion

In our sample, 56 charters (1 percent of the non-ministerial ones) contain a form of
‘segregating’ automatic conversion clause to prevent a shareholder from acquiring
shares of a class different from the one already held. For example, if a shareholder
holding A shares buys or subscribes common shares, the latter automatically convert
to class A. This use of convertibility is instrumental in keeping the positions of the
founders and outside investors always separate, in order to prevent conflict of inter-
ests which arises when the same shareholder owns different classes of shares.”®

In 7 charters (0.1 percent of the non-ministerial ones) we found a clause inspired
by the same ‘pay-to-play’ logic of incentivizing participation in multiple financing
rounds. Under these clauses, in the event of non-participation in a ‘qualified financ-
ing’, all or some of the Series A preference shares held by the outside investor are
automatically converted into common shares.”” These clauses, however, have been
adapted considerably to the context of Italian company law where the shareholder
preemption right is a default rule.”® In the companies in question (all LLCs), the
clause assumes a staggered capital increase reserved to the VC, with the VC’s obli-
gation to pay for the shares at each step and conditional on certain events.”” If the
VC defaults, its preferred shares automatically convert into common equity.

Finally, in 17 charters (0.4 percent of the non-ministerial ones) we found an auto-
matic conversion clause in the event of an IPO. In all these companies the outside
investor was a VC.

6.1.4 Plain Convertible Bonds

We found no trace of the issuance of regular convertible bonds in our dataset. Char-
ters only make a generic reference to the possibility of issuing such securities in
compliance with legal rules. Nevertheless, we do not consider this finding to be sig-
nificant, because a simple analysis of the charters does not necessarily reveal the
actual recourse to this method of financing.

6.1.5 Work-for-Equity Hybrid Securities
In 4 charters (0.1 percent of the non-ministerial ones) we found a use of convertible

hybrid securities by LLCs to implement vesting schemes. The securities, which are
expressly non-transferable, are given to the company’s employees and consultants

76 Under Italian law governing JSCs (Art. 2376 Civil Code) any harm to a class of shares must be
approved by the special meeting of such class holders: cf. Mignoli (1960); with regard to conflicts occur-
ring during legal capital increases, Portale (1990). The same mechanism, though not legally provided for
LLCs, is often adopted by charters. See Capizzi (2018), p 80 et seq., also for further references.

77 Feld and Mendelson (2016), p 54 et seq; Bartlett III (2006), p 57.

78 See n 82 below and corresponding text.

7 E.g., in a pharmaceutical company in the case of marketing authorization for a specific drug; in other
cases, if directors, with enhanced quorums, deliberate on the achievement of benchmark goals.
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and accrue a fraction of the right to profits and liquidation from year to year. Upon
achievement of targets identified by the directors, the possibility of conversion into
common shares is granted at a negligible amount (a few hundred euros).

6.2 Antidilution

One of the most interesting results of our research concerns antidilution clauses.
European company law, as far as we are aware, is unfamiliar with antidilution
clauses of the type used in US VC financing. In Continental Europe preemptive
rights are traditionally seen as the instruments that protect shareholders from dilu-
tion.® If the company issues new shares at an undervalue, any shareholder has the
right to subscribe the new shares before any outside investors. If the shareholder
does not use its preemption right, it can be diluted.

In the VC world, antidilution clauses deal with down-rounds, i.e., capital
increases at a price below the one paid in the previous round. In a down-round, if
the shareholder has no preemption right, other investors can become shareholders
at a price different from the one the shareholder originally paid. From an economic
standpoint, this effect simply reflects the fact that the company value is decreased
and that previous shareholders have lost value. If the Founder and Fund A paid EUR
500,000 each for common stock (the Founder) and convertible preferred shares
(Fund A), and after a year the company needs a further 500k of fresh money but no
outside investor is willing to pay that amount without receiving at least a 50% stock
in the company, it means that the company’s value has become EUR 500,000 before
the investor B’s payment (pre-money) and will be EUR 1,000,000 after investor B’s
payment (post-money). The Founder’s common stock and Fund A’s convertible pre-
ferred shares have thus lost half of their value.

US venture capitalists, however, want to be protected from this type of dilution in
the event of a down-round, because they want the founder to pay, in part or in full,
for the loss of value suffered by their shares. The logic is that they paid too much,
relying on the founder’s promises that remained unfulfilled, and therefore the terms
of the exchange have to be readjusted. The readjustment affects the conversion rate
of the convertible preferred shares. US antidilution clauses deal with and modify the
conversion rate because US practice treats convertible preferred shares on an ‘as-
converted basis’, thereby making irrelevant the actual conversion of the convertibles.
Since the company value is less than expected, through the conversion the VC will
get more common stock than initially agreed and more rights on an as-converted
basis.

Antidilution clauses increase the rate at which Fund A’s preferred stock converts
into shares of common stock. How many more depends on the formula that has been
agreed during the negotiations. The most protective formula is the ‘full ratchet’ (in
our sample no. 15, 0.3 percent of the non-ministerial ones): it works as if Fund A
had originally paid for its own convertible stock at the price Fund B is paying for

80 Kraakman (2017), pp 182-83; Cahn and Donald (2018), p 233 et seq.
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its own convertible stock at the down-round. The most used are ‘weighted average’
formulas (in our sample no. 23, 0.5 percent):®! they work as if Fund A had originally
paid a price which is the average between Fund A’s original evaluation of the com-
pany and Fund B’s subsequent one.

In Italy, the structure of deals differs markedly. As we have noted, in our sample
we found almost no convertible preferred shares and, in any event, no use of the ‘as-
converted” mechanism. Accordingly, the charters that do tackle the problem have
to adopt a different approach. Since the issue is brand-new and there is as yet no
full standardization, there are clusters of charters that adopt very different classes
of solutions. The most widespread (in 38 charters, 0.9 percent) is a clause that gives
the VC a veto right regarding any capital increase that could dilute its participa-
tion. Common are also clauses (in 30 charters, 0.7 percent) pursuant to which share-
holders have a duty, in case of a down-round, to unanimously vote a second, paral-
lel capital increase (waiving their preemption rights) to be paid at par value by the
protected shareholders. The purpose of this second capital increase is to readjust
the protected shareholders’ stock. Of course, this mechanism can work with low-
par shares, where protected shareholders pay almost nothing for new shares. Moreo-
ver, it requires unanimity, meaning that if one shareholder does not vote or does not
waive its own preemption right, the down-round cannot take place (or the dissenting
shareholder has a statutory exit right at fair value). This is because, under the Ital-
ian law governing the LLC, the preemption right cannot be eliminated unless each
individual shareholder consents to it or is allowed to exit at fair value.%* Thus, the
mechanism is not truly effective because of the hold-up problem.

Another group of charters requires, in case of a down-round, a parallel free (nom-
inal) capital increase aimed at creating additional shares to be distributed to the pro-
tected shareholders (11 in total, 0.2 percent). Thus, Fund B pays the capital increase
with consideration (the down-round) and gets its stock, while the protected Fund A
investor gets its new antidilution adjunctive shares through a second, for-free issu-
ance of shares. This mechanism is only possible with no-par shares or with low-par
shares. Moreover, it assumes that only some shareholders can benefit from free capi-
tal increases and, therefore, that the rule according to which free capital increases
equally benefit all shareholders is not mandatory.®?

Few charters mix the two systems (2). If the free capital increase aimed at creat-
ing new shares in favor of the protected shareholder is not possible, the company has
to issue new shares that the protected shareholder can pay for at par value to readjust
its participation.

Other charters (8, 0.2 percent) make express reference to the possibility of hav-
ing the new antidilution shares issued with the consideration paid by the new inves-
tor (Fund B), a situation that Italian law explicitly makes possible and which was

81 Weighted average formulas can be broad or narrow-based: Bartlett IIT (2006), p 25.

82 Art. 2481-bis Civil Code.

83 The derogation from strict proportionality in free capital increases, however, is debated amongst
scholars: see Agstner et al. (2020), p 392, for further references.
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introduced to be used in these types of transactions.®* Only one charter explicitly
foresees the readjustment of the stock owned by the protected shareholder, increas-
ing it as a consequence of the down-round. This mechanism is the only one that
works as a US-like conversion rate adjustment, exploiting the no-par value of
shares.®

6.3 Liquidation Preferences

Liquidation preferences, in the paradigmatic US startup financing model, belong to
the standard contractual repertoire. Their function of protecting the financial expec-
tations of VC investors and business angels at the time of exit (i.e., downside pro-
tection) is unanimously acknowledged in scholarship and practice.® The impact of
such preferential rights on the founder’s interests is marginal if the business turns
out to be successful, while significant conflict of interests may arise in the event that
the initiative turns out to be a living dead.?’” In fact, in this scenario the proceeds
from the sale are likely to be equal to or slightly higher than the liquidation right
assigned to the investor, with a consequent disincentive for the founder to invest
additional resources and energy in the business project.

The liquidation rights incorporated in preferred shares are triggered at the occur-
rence of a liquidity event, such as a winding-up, merger, change of control, or sale,
with subsequent allocation of the gained proceeds among outside investors and
founders. Liquidation rights can take two forms: participating or non-participating.
In the latter case, sometimes also called simple preferred, the preferred shares carry
only the initial liquidation preference (usually a capped amount or a multiple of the
original purchase price, e.g. 1.5X, 2X, etc.);*® instead, in fully participating pre-
ferred shares the initial liquidation preference is coupled with an additional pro rata
participation right in the distribution of the proceeds available—on an as-converted
basis—after satisfaction of the holders of preferred shares.®” Thus, as stated in VC

84 Art. 2346 (JSC) and Art. 2468 (LLC) Civil Code; Notary Bar of Milan, Guideline no. 188 (7 January
2020). Needless to say, the new investor is not really paying the new shares, because ‘(w)hen pricing a
down-round for a company that has anti-dilution protection, in order to adhere to a particular pre-money
valuation, an investor must include in the pre-money, fully diluted capitalization all antidilution adjust-
ments to be made in the round (the “Efficient Pricing Principle”)’: Bartlett III (2003), p 28. In other
words, the new investor discounts the impact of the antidilution protection and increases proportionally
the amount of the new shares that she is prepared to purchase.

85 These two solutions are envisioned in Agstner et al. (2020), p 422.

8 Fried and Ganor (2006), p 967 et seq.; Bratton (2002), p 891 et seq.; for a critical assessment with
regard to the viability of the valuation-for-preference theory, Bartlett III (2016), p 124 (‘offering up
enhanced liquidation preferences is likely to be a self-defeating strategy for a founder seeking to push a
VC to a unicorn valuation’).

87 For this terminology, Bartlett (1995), p 302; on conflicting fiduciary duties faced by the VC-affiliated
board of directors, Bian et al. (2022), p 1 et seq.; Sanga and Talley (2020), p 1 et seq.; in the case law,
Manti Holdings, LLC v. The Carlyle Group Inc., C.A. No. 2020-0657-SG (Del. Ch. February 14, 2022).
8 The NVCA Term Sheet, for instance, uses as its default a liquidation preference equal to the investor’s
original purchase price (1X).

89 Extensively on the functioning of liquidation rights, among many, Klausner and Venuto (2013), p
1404 et seq.; Bartlett IIT (2016), p 126 et seq.; Feld and Mendelson (2016), p 45 et seq., who recall the
three possible types of participation, i.e., full participation, capped participation and no participation.

) Springer Q ASSER PRESS



The Corporate Design of Investments in Startups: A European... 807

jargon, participating preferred shares ‘double-dip’ in the liquidation proceeds. Since
in current US practice most preferred shares are of the non-participating type,” the
conversion option into shares of common stock at the time of exit is essential to get
the upside protection. Differently, in participating preferred shares upside protection
is provided by the same participation right, making conversion less important.’!

In our data we find, from a quantitative point of view, a significant presence of
liquidation preference clauses. From a qualitative standpoint, the contractual design
is well conceived so as to allow the achievement of the objectives typically under-
lying such provisions, as briefly illustrated above. In this perspective, at least with
reference to the two standard types of preferential rights (i.e., participating and non-
participating liquidation preferences), it seems noteworthy that no significant devia-
tions from the US model clauses, as prepared by the NVCA, are encountered. Look-
ing more closely at our results, there are 146 charters, 132 of which relate to LLCs
and 14 to joint-stock companies.®? The characterizing feature of this core sample is
the considerable degree of standardization of the provisions in question, which sug-
gests positive network and learning economies among the professionals involved.”
This also testifies to the existence of a ‘Delaware effect’ on Italian corporate law by
virtue of a transnational circulation of contractual models.”* Not differently from
what is observable in the Silicon Valley market, this high level of standardization is
probably due to the involvement of a small circle of professionals specialized in VC
and private equity operations.”

In particular, the encountered contractual standardization concerns the definition
of the liquidity or distribution event,”® as well as the distribution order and mecha-
nisms. The great majority of the relevant charters (no. 105, or 72 percent) provide a

% See n. 64 above.

! Bartlett (2016), p 129, text and footnote 6 (‘An investor receiving such “participating” preferred stock
thus avoids the need to choose between receiving a fixed liquidation preference and converting into com-
mon stock’, with the specification that if the “VC investor holds participating preferred stock with a cap
on participation, an acquisition of the company will again force the VC investor to choose between hol-
ding onto its participating preferred stock or converting it into common stock’). For a similar assessment,
Kuntz (2016), pp 85-87 (conversion rights, as opposed to automatic conversion, are not very useful in the
case of participating preferred shares, showing also the inconsistency of some claims made by the eco-
nomic literature). On conversion rights in our data sample, see Sect. 6.1 above.

2 With very few exceptions (no. 3, incorporated in Rome and Turin), the above-mentioned 14 joint-
stock companies are located in Milan.

93 Klausner (1995), p 757 et seq.; Kahan and Klausner (1996), p 347 et seq.; for some references, also
Agstner (2020), p 525.

% Giudici and Agstner (2019).

95 Agstner et al. (2020), p 388; extensively, Bernstein (1995), p 239 et seq.

% In our data sample, an event generally triggered in the presence of operations determining a financial
return for the shareholders, such as the collection of interests; the distribution of dividends or retained
earnings/reserves; the dissolution and liquidation of the company; a merger, consolidation or acquisition
involving the company or its subsidiaries; the sale or other disposition of all or a substantial part of the
company; the disposal of a controlling stake; the repayment of loans granted to the company (including
debt securities); and sometimes also the listing of the company on a regulated stock exchange market.
In this regard, the consideration of an IPO as a liquidity event is inappropriate, given that the former is
a funding event, not a liquidation of the company, moreover with automatic conversion of the preferred
stock into common stock. See, on this last issue, Feld and Mendelson (2016), p 48.
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full participating liquidation preference,”” while no. 3 (2 per cent) charters contain a
pure non-participating liquidation preference. The more interesting class, however,
is a third one. It concerns provisions (no. 32, or 22 percent) that foresee a preferen-
tial distribution to the VC investor when the proceeds from the liquidity event are
below a certain target amount, while in the case of proceeds exceeding such a target
amount the distribution is made pro rata among all shareholders without distinc-
tion.”® This class works, accordingly, as US convertible non-participating preferred
stock. Indeed, below a certain target amount the US instrument gets the preferential
distribution, while above the target amount the shareholder converts into common
stock and participates in the upside. The Italian instrument reaches similar results
because the stock offers two alternative rights to the holder and, therefore, does not
need a formal convertibility mechanism: preferential distribution (below the target)
and pro rata participation with the commons (above the target).

US convertible participating preferred shares get a ‘double dipping’, since they
cumulate the preference with the subsequent, eventual pro rata participation, while
US convertible non-participating preferred shares offer an option—they are non-
participating because below the target amount they have a debt-like payoff and in
order to participate in the upside they need to be converted into common stock. The
end result is that they do not enjoy the double-dipping of convertible participating
preferred shares, with the conversion right being central instead. The Italian third
genus is actually ‘participating’, because the pro rata participation right is incorpo-
rated into the instrument. However, they do not enjoy the double-dipping and, for
the reasons explained, have a pay-off which is similar to US convertible non-partic-
ipating preferred stock. Accordingly, they are referred to by Italian practitioners as
‘non-participating’.’

Finally, some other charters (no. 6, or 4 percent) foresee that the VC investor,
after receiving the initial liquidation preference, participates once more in the distri-
bution of the liquidation proceeds only after full repayment of the investment made
by all other shareholders—a weak form of potential double-dipping.

Importantly, in several charters the liquidation right operates only in correspond-
ence with the first liquidity event, whereas the proceeds deriving from subsequent
events are indiscriminately distributed on a pro rata basis among all shareholders,
without any distinction between founder and VC. On other occasions, however, it
is specified that the liquidation preference, if not fully satisfied at the time of the
relevant liquidity event, works cumulatively on any further distributions that may be
made until the amount due has been fully paid to the preferred investor.

97 According to data collected by the law firm Fenwick & West, in the US only 3 percent of the financ-
ings occurring in the fourth quarter 2021 involved the issue of participating preferred stock, of which 44
percent allowed for full or uncapped participation. See Clarfield Hess et al. (2021), p 15.

%8 Following the same economic logic, some clauses in this group provide that the preferred shareholder
has the right to receive the greater amount of either the investment made (or a multiple) or the pro rata
participation in the liquidity proceeds.

% This was confirmed by some highly specialized lawyers that we invited to a workshop jointly organ-
ized by our Universities for the purpose of discussing a draft version of this paper. We found in at least
one charter the use of this terminology with reference to this third genus of preferred shares.
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The relatively high level of standardization we surveyed is surprising considering
that some influential scholars envisage certain mandatory constraints on the recep-
tion of US-like liquidation preference arrangements.!”’ Here, the obstacles to a full
legal transplant are supposedly seen in the necessarily profit-driven causa societa-
1is,'0 or, similarly, in the ban against a societas leonine clause,'%> which would both
be undermined if the VC investor held, from the outset, the right to recover the total
capital investment made, with the founder exposed to the risk of getting no sub-
stantial return. In particular, especially with regard to the non-participating preferred
shares, these scholars argue that the non-participation in the upside, on the one
hand, excludes the possibility to qualify the relative holder as ‘proper’ shareholder,
resembling more likely a creditor or a partner in a silent partnership;'® and, on the
other hand, guarantees an ‘immunization’ from the entrepreneurial risk in contrast
with the societas leonine clause.'™ We are not very convinced by these arguments.
First, the idea of a corporation as a ‘peer group’, with shareholders all devoted to a
common purpose, is losing ground also in Italy.!% Second, the total or partial satis-
faction of the liquidation preference (both in the downside and the upside) requires
in any case a liquidity event with a positive cash-flow. Thus, already ex ante, the
preferred shareholder, too, assumes an entrepreneurial risk, not differently from any
other shareholder. Third, preferred shareholders are entitled to receive, upon occur-
rence of a liquidity event, a liquidation preference after creditors’ claims are satis-
fied. For this reason, they are always residual claimants and never holder of a sub-
jective right to a fixed claim against the company or other shareholders. In case of
insolvency, they cannot be treated as company creditors. For all these reasons, we do
not think that liquidation preferences, including those of the non-participating type,
result in a ‘deviation’ from the traditional shareholder paradigm.

Furthermore, it is interesting to observe that legal practice has somehow envi-
sioned a means to bypass similar objections—even if there is doubt whether this is
possible in a judicially enforceable way, should courts agree with such critics. In
fact, very few provisions on liquidation rights state that before any preferred distri-
bution shall be made, all shareholders (including common shareholders) have the
right to receive first from the distributable proceeds a certain amount of money that
ranges between the shares’ par value, EUR 100 and/or EUR 0.01.'% It is certainly
a formalistic ‘escape method’, but perhaps as formalistic as the societas leonine

100 See Szego (2002), pp 32-33; Nigro and Enriques (2021), p 167 et seq; Marocchi (2019), p 529;
Awwad (2013), p 40; however, for a more liberal view, Agstner et al. (2020), p 433 et seq.; Sfameni
(2008), pp 127-131.

101 See Art. 2247 Civil Code: ‘By a company agreement two or more persons contribute goods or ser-
vices for the exercise in common of an economic activity for the purpose of sharing the profits thereof’.
For a comment, in the textbook literature, Campobasso (2020), p 2 et seq; Cian (2020), p 10 et seq.

102 See, with a norm established formally only in partnership law, Art. 2265 Civil Code: ‘The agreement
by means of which one or more shareholders are excluded from any participation in profits or losses is
void’.

103 The so-called associazione in partecipazione is regulated in Ttaly in Arts. 2549-2554 Civil Code.

104 Nigro and Enriques (2021), pp 173-174.

105 Marasa (2022), p 62 et seq.

106 The above-mentioned provisions were found in 5 charters containing clauses on liquidation rights.
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clause, which requires exclusion from any profit or loss participation. Obviously,
as stated, in a hypothetical court case a judge following the mandatory constraints
theory would check whether such a contractual provision is in fraud of the law and
thus invalid.'"’

6.4 Co-Sale Clauses

Co-sale rights are essential tools of the contractual architecture of VC financing.'®®
Through drag-along clauses, the venture capitalist is able to force the exit of the
founder (or of another early investor) and to liquidate its investment. Tag-along pro-
visions, on the other hand, allow the investor to benefit from any liquidation of the
investment promoted by the founder.'” It is no coincidence that such clauses have
been included in the model articles prepared at ministerial level''? and that, as a
result, we are now witnessing a high degree of standardization of these contractual
terms. However, this contractual drafting suffers from heavy regulatory constraint,
represented by the majority interpretation, which we do not share, that equates the
exercise of the drag-along right with the forced withdrawal of the (dragged-along)
shareholder and thus requires that the purchase price offered by the prospective
acquirer reflects the fair valuation of the shareholder’s stake.''! This limitation
evidently constitutes an obstacle to VC-financing transactions, in that it allows the
dragged-along shareholder to challenge the price offered to the selling party, open-
ing up the way to strategic dissent (i.e., holdout) by minority ‘cat and dog’ share-
holders jeopardizing the speed or even feasibility of the exit.''?

Overall, in our data, we have 1310 charters with a drag-along and/or tag-along
clause (33 percent of the non-ministerial ones). As explained above, given these
extremely high numbers, a refining restriction to the charters of the startups with
outside investors (i.e., containing provisions on convertibility, antidilution and/or

107 For the Italian law, see Art. 1344 Civil Code. For comparative references, see Ruiz and Blazquez
(2022), p 1 et seq.

108 NVCA Model Legal Documents (voting agreement), March 2022. In the literature, cf. Smith (2005),
p 315; Feld and Mendelson (2016), p 74 et seq.; in the US case law, Shields v. Shields, 498 A.2d 161
(Del.Ch. 1985). According to Cooley LLP (2014), p 6, the utilization of drag-along provisions, in 2014,
increased to 82 percent of deals.

109 5 the vast literature, see for a recent overview De Luca (2021), p 329 et seq; cf. also Giudici and
Agstner (2019), p 614; Nigro and Enriques (2021), p 162 et seq.

110 See n. 52 above.

e Agstner et al. (2020), p 439 et seq.; Nigro and Enriques (2021), p 178 et seq; in notary practice,
see Notary Bar of Milan, Guideline no. 88 (22 November 2005); in the case law, now for a more flex-
ible approach, allowing the liquidation at book value, Court of Appeal Turin, 30 June 2021 no. 757, Le
Societa 2022/3, p 282 et seq. (confirming the previous decision rendered by the first instance Trib. Turin,
7.5.2020 no. 1488); for a different view, Trib. Milan, 1 April 2008 (voidness of drag-along provision in
the absence of a fair valuation mechanism).

12 NVCA Model Legal Documents (voting agreement), March 2022, footnote 13 [“The voting rights of
each group of constituents can be protected, while helping to prevent dissent by minority “cat and dog”
stockholders. In this connection, it is important to note that many acquirers in M&A transactions will
require the seller to deliver a certain percentage of the vote (or, stated differently, seek to reduce the risk
of stockholders exercising appraisal rights)’].
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preferred liquidation rights) seemed fruitful. Accordingly, in our sample, 171 of the
183 startups contain co-sale provisions (equal to 93.95 percent). Except for eight, all
of such provisions with co-sale clauses provide for a drag-along right (163, or 95.32
percent).'!?

With reference to the drag-along right, the relevant charters constantly refer to the
fair value determination, so that no contractual attempt can be observed to escape
a principle that is clearly considered imperative. Only in two charters does the rel-
evant clause foresee that the equity value offered by the third party to the dragged-
along shareholder shall not be significantly below—but without further specification
or clarification—the fair value granted according to the applicable provisions.'!*
However, more than one third of the charters with a drag-along provision regulate
the criterion for quantifying the exit price in more flexible ways. In this regard, most
clauses require that the prospective acquiror shall offer a minimum price for the
purchase of the company (e.g., a fixed amount or a multiple of the company’s rev-
enues), with such minimum quantification sometimes to be replaced by the ordinary
fair value estimation after the end of a certain reference period (i.e., X years after the
incorporation); other clauses specify that the purchase price following the exercise
of the drag-along right shall be the highest between the withdrawal price (or fair
market value) and another reference value (e.g., X times the investment made or
post-money valuation); many clauses provide that if the offered purchase price is not
equal to the market value, the dragging-along shareholder him/herself can pay the
relative difference or otherwise renounce the exercise of the drag-along right. One
article of incorporation in particular dictates a very analytical mechanism for deter-
mining the price corresponding to fair value based on EBITDA, to which a minority
discount and a control premium must then be applied.

113 Quite often, the legitimate exercise of the drag-along right is subject to a previous right of first offer
(so-called diritto di prima offerta), which gives the otherwise dragged-along shareholders the right, but
not the obligation, to acquire preemptively the stockholding to be purchased by the third party.

14 Art. 2437(2-3) (JSC) and Art. 2473(3) (LLC) Civil Code. In the literature, on the so-called prin-
cipio di equa valorizzazione, see Notari (2021), p 383 et seq.; in notary practice, Notary Bar of Milan,
Guideline no. 74 (22.11.2005). Eventually, one of the ways to escape the fair value principle might lie in
the not insignificant (17 charters) use of Russian roulette clauses, which do not seem to belong strictly
to US VC practice as codified by the NVCA’s models (for a slightly different assessment, Fleischer and
Schneider (2012), p 37). This is because on the specific issue of Russian roulette clauses, the actual Ital-
ian case law (Trib. Rome, 19 October 2017; Court of Appeal Rome, 3 February 2020) does not require
compliance with the fair value determination, echoing Judge Easterbrook’s famous statement that ‘the
possibility that the person naming the price can be forced either to buy or sell keeps the first mover hon-
est’ [Valinote v. Ballis, 295 F.3d, 666, 667 (7th Cir. 2002)].
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6.5 Work-for-Equity (Vesting) Schemes

Vesting schemes are of crucial importance in the growth path of an innovative
startup.''> In addition to positive loyalty effects, they contribute to mitigating oppor-
tunistic behavior by directors and other key personnel of the VC-funded company
by making it more expensive to leave the firm (alignment of interest).''® In US VC
practice, industry-standard vesting for early-stage companies is a one-year vesting
cliff and monthly vesting thereafter for a total of four years.!!” The vesting period
may lapse earlier in the case of a (single or double) trigger acceleration, such as
a sale, merger or listing of the company. Only vested shares are freely transferra-
ble. On the other hand, unvested shares, upon termination of the employment of the
shareholder, can be repurchased by the company or its assignee either at cost or at
the current fair market value, depending usually on whether a bad leaver or a good
leaver event occurs. Often, founders will get somewhat different vesting provisions
than the rest of the employees.''®

In Ttaly, although—to the best of our knowledge—solid statistical data are not
available, work-for-equity incentive plans seem quite widespread, gaining new
momentum thanks also to the reform of the law on LLCs.'"” With specific regard
to our empirical analysis some caveats are necessary. First, only marginal attention
was paid to the many boilerplate provisions authorizing a share capital increase with
allotment of the newly issued shares to the founder and/or employees and to be paid
up by the professional services promised.!?® Second, there is a significant chance
that more detailed regulation of incentive compensation is contained in non-publicly
available shareholders’ agreements.'?! Third, given that often the charters merely
authorize the subsequent adoption of vesting schemes by the board of directors or a
shareholder resolution, such arrangements are not captured in our dataset.

15 1 the literature, cf. Hart and Moore (1994), p 841 et seq.; Feld and Mendelson (2016), p 56 et seq;
Kuntz (2016), p 152 et seq; Denga (2021), p 725 et seq. According to Kaplan and Stromberg (2003),
pp 281 and 292, in the US, founder vesting is used in almost 41 percent of financing rounds, with such
vesting being more frequent in first VC financings (48 percent); in Germany, according to some surveys
conducted among startup firms, vesting schemes are implemented in 75 percent of all firms: for this indi-
cation, see Denga (2021), p 734.

116 Kaplan and Stromberg (2001), pp 426-427.

7 For the typical stock-vesting clause, see NVCA Model Legal Documents (Term Sheet), August 2020.
118 Feld and Mendelson (2016), p57.

19 For all details, see Agstner et al. (2020), p 353 et seq. With reference to the issue of work-for-equity,
relevant is the overcoming of the prohibition (i.e., acquisition of own shares by SRL-SMEs) set forth in
Art. 2474 Civil Code by Art. 26(6), Law Decree 2012, no. 179.

120 By using the key words ‘work-for-equity’, we encountered, in our dataset, similar provisions in 125
charters. Under Italian law, the contribution of professional services in general requires the delivery of a
bank guarantee to the company, thus making this method of equity capital acquisition not very attractive.
12 Denga (2021), pp 725 and 736.
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Notwithstanding these limitations, we encountered some charters that exactly
reproduce the contractual design of US vesting schemes.!?? In particular, a call
option is assigned to the company or some shareholders, which allows the holder to
acquire the unvested shares or share options from the founder or employee upon the
occurrence of either a good leaver or a bad leaver event,'?* with the repurchase price
being equal to the fair value in the first case and to the face value in the second case.
Generally, bad leavers lose the right to retain any shares or share options (or, at least,
the vested but unexercised share options), while good leavers hold on to their vested
share options after leaving the firm. Finally, noteworthy is that some charters permit
the issue of (hybrid or quasi-equity) participatory financial instruments'>* in order to
acquire professional services from the key personnel, provided also with a conver-
sion right into equity once such services are correctly performed.'?

7 Summary

Italian startuppers and their financiers use contractual techniques that appear to be
functionally in line with the needs highlighted in the literature on financial contract-
ing. The most recurrent contractual features of startups with outside investors that
we document are co-sale clauses and preference rights. According to our data, out-
side investors in Italy want co-sale clauses and liquidation preferences more than
any other contractual instrument.

Co-sale clauses are almost a regular feature in startup charters, becoming popular
thanks also to the standard ministerial model aimed at facilitating electronic start-
ups’ incorporation. There is a high level of standardization, and virtually all clauses
reflect the problem of fair value protection in the case of a shareholder exit. The
need for fair value protection in drag-along clauses is not expressly mandated by the
law, but is adopted by the majority of commentators, public notaries and courts. A
certain amount of charters seek to mitigate this mandatory constraint through tailor-
made criteria of evaluation, probably aimed at limiting the rigidity of a one-size-fits-
all criterion based on fair value determination. These criteria try to limit the discre-
tion of the expert witness that can be appointed by the court in case of discussion on
the fair value of the dragged-along stock. Whether these attempts will be successful
in case of litigation concerning their validity remains to be seen.

122 In total 10 charters; given the limitations outlined above, this small number is of interest particularly
from a qualitative perspective. In Italian case law, see the already mentioned important decision rendered
by the Court of Appeal Turin, 30 June 2021 no. 757; and Trib. Milan, 23 April 2021 no. 3395; similarly,
in German case law, BGH, 19 September 2005 - II ZR 342/03, BGHZ 164, 107.

123" A good leaver event is normally defined as serious illness or death, dismissal by mutual agreement,
employee resignation for good reason, etc.; while bad leaver events are typically the dismissal for just
cause, dismissal for disciplinary reasons, voluntary termination of the employment contract, etc.

124 See n. 67 above.

125 For the free share capital increase, the initial capital contribution made by the holder of the participa-
tory financial instrument, meanwhile assigned to a personalized reserve account, is used. In notary prac-
tice, for the relevant indications, Notary Bar of Milan, Guideline no. 166 (7 November 2017).
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Preferred shares with liquidation preferences are less problematic. Liquidation
preferences attached to preferred shares are highly standardized. They are already
widely used in private equity practice and in restructuring. Hence, there is no major
variation in the way they are drafted. We report a prevalence of participating pre-
ferred shares over non-participating shares. In addition, we also find liquidation
preferences that work as functional equivalents to US convertible non-participating
preferred shares. Both the prevalence of full participating preferred shares and the
emergence of such functional equivalents explain the absence of convertible pre-
ferred shares — a striking difference with the US world.

Antidilution clauses are a new component of Italian charters emerging from the
transplant of mechanisms adopted by VCs in US practice. Since convertible pre-
ferred shares are not used, antidilution mechanisms are not based on the conversion
rate but on the attribution of additional shares to the protected shareholder. Given
that these contractual techniques are brand-new in the Italian experience and there is
still uncertainty about the best suited mechanisms to adopt, we observe a significant
level of variability in the drafting of the relevant clauses. This is certainly a field that
deserves further research at an Italian and European level, since the topic seems to
be under-researched across Europe.

SAFEs and KISSes are transplanted in Italy also through hybrids, which are
structured to comply with legal capital rules. However, charters are not fully inform-
ative about how market participants use them. The same is true with regard to work-
for-equity incentive schemes, even though it appears that such vesting schemes are
implemented in Italy and reproduce the current US standard. Our results concern-
ing hybrids and vesting schemes show a limitation of our study, which relies exclu-
sively on charters and therefore does not offer a complete picture of their provisions.
Future research should expand the spectrum of investigation in order to include also
the relative arrangements.

8 Conclusions

Italian startups adopt almost exclusively the LLC form, which was transformed
through a series of statutory reforms that started in 2012 and ended in 2017. Those
reforms were driven by the need to offer startuppers and venture capitalists a new
company form. Curiously, the majority of Italian commentators analyzed the
reforms only with reference to the phenomenon of crowdfunding and ignored the
impact on venture capital financing. Still, a small group of researchers analyzed the
reforms from a venture capital perspective and raised concerns about the viability
of certain solutions adopted in international practice, or, more radically, expressed
a very negative view on the overall suitability of Italian law to efficiently structure
venture capital deals.

The empirical data we collected show that specialized lawyers and public nota-
ries do not share the grim view expressed by some scholars. Startups with outside
investors form a small percentage of the new companies that have been registered
as ‘startups’ in the Italian register, but have charters that reflect in part or in full the
features predicted by the financial contracting theory as well as the US experience.
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Where differences from US practice exist, the relevant clauses achieve functionally
equivalent results. Indeed, we report market practices that are pushing the envelope
of Italian corporate law. Startup law is transforming Italian corporate law, which is
deeply rooted in the tradition of Continental Europe, Germany in particular. Mar-
ket practices have turned out to be more advanced and courageous than we origi-
nally thought possible from the perspective of risk-adverse parties, and from this
standpoint the Italian reforms of 2012-2017 regarding the LLC appear, though not
completely, successful. Of course, there are issues that can be greatly improved.
With regard to the topics we have investigated here, they mainly concern non-par-
ticipating liquidation preference and the general principle of fair value determina-
tion in case of exit. From this perspective, full liberalization of the LLC regulation
would eliminate the grey areas created by a legal environment where the boundaries
between mandatory and default rules are sometimes unclear. This uncertainty heav-
ily depends on scholars’ propensity to extract high-order principles from statutory
materials in order to infer mandatory rules or to solve interpretative questions in
favor of the mandatory alternative, usually out of concern to prevent abusive cor-
porate behavior at the expense of the weaker contractual party. The adoption of a
counter-Satzungsstrenge principle according to which any provision not explicitly
qualified as mandatory is a default one would prevent this process of mandatory
rules’ creation.

Nevertheless, deals are made and charters appear to be very advanced, and this
marks a significant difference between the business world, exposed to international
competition, and some national, idiosyncratic theoretical discussions that seem
detached from business needs and economic theory. It is our hope that, through our
empirical analysis, courts can learn about market practices and needs that are not
adequately explored by traditional legal studies. In this way, an apparently new legal
issue can be handled with greater awareness, and not considered as an extravagant
outlier which might conceal, in hindsight, abusive behavior.
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