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The Project

» L&F literature discusses many institutional
varlables for the success of Venture Capital
(VC) markets

Q. Does corporate law matter for VC
Investments?

A. (not new): yes, depending on whether it allows for

contractual freedom to shape the relationship btw

VCists and founders in a way that tackles the

challenges of governing their relationship

— What's new: howdoes corp. law come in the way?
— with two main jurisdictions as “case studies”



Shapeshifting through Contract
— Elaborate VC contracts serve two functions:

« Address Market Frictions (information asymmetries, agency
problems, uncertainty) through:

— Information-sharing devices

— Incentivizing arrangements
— Carrot-and-sticks mechanisms

« Align investments with the VC funds business model

— Inter-firm information-flow
— Exit-related control rights

— Complex Private Ordering Exercise that:

— In the process, deviates from the standard corporate
contract almost entirely

— Reallocates cash-flow and control rights in industry-
1diosyncratic ways as an outcome



Our main hypotheses

» Corporate law can affect VC activity by creating
transaction costs and decreasing contractual
functionality, that can, at the margin, affect VC deal-
making.

* Mandatory corporate law is trivial only if functionally
equivalent solutions are available (ie, as effective, at no
higher cost).



VC Contracting in the US

e Inthe US, VC and entrepreneurs negotiate under a
flexible (“enabling) corporate law regime and can rely
on a pro-private ordering judiciary

* A complex contract (articulated along constitutional
documents and shareholder agreements) that shapes
VC-backed firms’.

— Financial structure (e.g., convertible preferred shares);
— Governance model (e.g., bad leaver provisions).
— Divestment process (e.g., drag along provisions).

* Presumptively efficient contracts (or at least, real-
world second-best)



VC Contracting in Europe

— US-style contracts bound to go global?

Q. Do (the sample) European corporate laws
allow for their frictionless transplant?

- Prior finance literature: yes (looking at
corporate practice)
- We present evidence to the contrary from Ger

and Ita
- We focus on the law in action;

- We engage 1n a mapping exercise (painstaking... to
write and to read) in CANaLETTo Il



Our findings

 We show that (in D and I at /east. see Pereira and
Lin) mandatory corporate law affects VC

contracting, because, with few exceptions, it:

— OQutright forbids some (US-style) contractual solutions

— When it doesn't rule them or functionally equivalent
solutions out, it:

mandates additional requirements;
forces migration to shareholder agreements (which are not equally

effective);

reduces/kills complementarity among various clauses;

adds fairness review of the clause itself or how ensuing rights are
exercised

rules out self-enforcing mechanisms;

creates unenforceability risk;

— Or there is high uncertainty as to whether the solution
holds.



Examples

— Bad leaver provisions

e [ta & Ger: not below «fair value»; Ger: «ultima ratio», EU:
restrictions on buybacks

— Automatic and cumulative dividends

e Ger and Ita: inconsistent with nature of shares,
contrary to rules on distributions

— VC redemption rights

e Ger and it: limits on buybacks (incl. shareholder vote);
[t: inconsistent with nature of shares



Lessons from CANaLETTo |, Il, and III

» With few, negligible exceptions, US VC

contracts CANNOT be transplanted in Ger or It

- Functionally equivalent solutions are almost
never available; inferior alternative
arrangements are

* Many of the constraints in Ger and Ita come:

— from national corporate laws—few from EU
corporate law;

— from scholars’ and judges’ interpretations—few
from blackletter law.

— Policy implications:
 Company law reform helps very little, without
- Mimicking VC deal structure in a model corporate charter +
a model shareholder agreement with statutory force



Focusing on Italy: Why Is That???

1. “Internal” legal culture:

* Positive law reasons:
- No general rule re mandatory vs default
- Anti-elusion clause (Art. 1344, Civil Code)
- Analogia legis and 1uris
* Law as a “system” for which statutory law is just
an incomplete, imperfect and at best persuasive

sketch
 Itsunits are concepts and principles, which
interpreters ‘roll out” as specific or general rules



Focusing on Italy: Why Is That???

2. External legal culture:
 Path dependance:

a creditor-protection oriented corporate law culture
« Self-interest:

« Protecting high-end corporate law services rents (and judges’
power)

« Ideology

« Market-hostile culture permeates both socialist and catholic
economic doctrines, which have been dominant in Italy for
decades



Focusing on Italy: Why Is That???
2.External legal culture (ctd.):

- Bravura

 In academia, incentives are for scholars to show their
skills in the direction of “finding” mandatory rules and
principles
« Proving a negative (no principle or concept precludes
this private ordering solution) is either too difficult or
too easy

« Freedom of contract has the same logical cogency
as a trump card
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«De te fabula narratur»?




Thank you for your attention!
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