THE EXIT STRUCTURE OF VENTURE CAPITAL
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Venture capital contracts contain extensive provisions regulating exit by the
venture capitalists. In this Article, Professor Smith employs financial contracting
theory in conjunction with original data collected from 367 venture-backed com-
panies to analyze these exit provisions. He concludes that the combination of exit
provisions in a typical venture capital relationship serves to lock venture capital-
ists into the investment during the initial stage. In later stages of the relationship,
the venture capitalists acquire increasing control over exit by securing additional
seats on the board of directors and by obtaining contractual exit rights. The result
is a sophisticated transfer of control from the entrepreneur to the venture capitalists
as financial investments increase.
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INTRODUCTION

The focus of this Article is the venture capital relationship, stylized here
as a relationship between an entrepreneur and a venture capitalist.” Potential
conflicts between the entrepreneur and venture capitalist, created by the
fact that the two parties benefit in different ways from the relationship, moti-
vate the study of exit structure. The choice among exit options may have
important distributional consequences between the entrepreneur and the
venture capitalist.” This Article peers through the lens of financial con-
tracting theory’—and uses original data collected from 367 venture-backed
companies—to analyze the methods employed by venture capitalists and
entrepreneurs to mitigate conflicts regarding potential exit strategies.

Before venture capitalists invest, they plan for exit. That is, they plan
to withdraw their investment, adjusted for any return, from the entrepreneur’s
company. The ability to control exit is crucial to the venture capitalist’s
business model of short-term funding of nascent business opportunities. Exit
allows venture capitalists to reallocate funds and the nonfinancial contribu-
tions that accompany them to early stage companies. It also allows fund
investors to evaluate the quality of their venture capitalists and, if necessary,
to reallocate their funds away from venture capital toward other investment
vehicles or from less successful venture capitalists to more successful venture
capitalists. Finally, the credible threat of exit by venture capitalists may
work to minimize the temptation toward self-dealing by the entrepreneurs
who manage the venture-backed companies.

1. Of course, this does not reflect the fact that the “entrepreneur” is often a team of indi-
viduals and the “venture capitalist” typically includes several venture capital firms. For the limited
purpose of analyzing the venture capital relationship, so stylized, conflicts among members of the
entrepreneur team or the venture capital syndicate are moved to the side, unless otherwise noted.
With regard to the propensity of venture capitalists to syndicate investments, see Joshua Lerner,
The Syndication of Venture Capital Investments, 23 FIN. MGMT. 16 (1994).

2. See, e.g., Erik Berglof, A Control Theory of Venture Capital Finance, 10 J.L. ECON. &
ORG. 247 (1994).

3. For an introduction to the financial contracting literature, see Oliver Hart, Financial
Contracting, 39 J. ECON. LIT. 1079 (2001).

4. Bernard S. Black & Ronald J. Gilson, Venwre Capital and the Structure of Capital Markets:
Banks Versus Stock Markets, 47 J. FIN. ECON. 243 (1998).
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Venture capitalists generally obtain the ability to exit by controlling
the portfolio company’s’ board of directors, by obtaining specific contrac-
tual rights of exit, by terminating the portfolio company’s funding, or by some
combination of those three methods.” Ultimately, the form of exit selected
by the venture capitalists will depend on the portfolio company’s future pros-
pects. Exit may be accomplished through the sale or distribution of the
venture capitalist’s shares during or after an initial public offering (IPO) or
acquisition of the portfolio company by another company. The portfolio
company may also redeem the shares of the venture capitalist on demand
pursuant to a contractual put right.7 Or, the venture capitalist may receive a
cash distribution upon the liquidation of the portfolio company.’

The academic literature generally overstates the rights of most venture
capitalists to control the exit decision.” Venture capitalists typically do not
obtain control over the board of directors from the beginning of the invest-
ment relationship, and contractual rights that allow the venture capitalist to
initiate exit—or, perhaps more importantly, threaten to initiate it—typically
become available only in the later stages of the venture capital relationship.
In short, venture capitalists seem to subject themselves to a modest form of
“lock in,” at least during the early stages of the investment relationship. What
are we to make of this?

5. The portfolio company is the company that receives financing from the venture capitalist.

6.  Of course, a venture capitalist possessing neither control over the board of directors nor
specific contractual rights of exit can still determine the timing of exit, either by selling shares ina
private transaction or by walking away from the investment. In many instances, a private sale of
shares is impossible, except at fire sale prices. Given this Article’s focus on mitigation of conflicts
between venture capitalists and entrepreneurs, however, these options suggest no meaningful level
of control.

7. Seeinfra Part 11.C.3.

8.  Cumming and Maclntosh suggest five means of exit: initial public offering (1IPO),
acquisition, company buyback, secondary sale, or write-off. Douglas ]. Cumming & Jeffrey G.
Maclntosh, Venture-Capital Exits in Canada and the United States, 53 U. TORONTO L.J. 101, 106
(2003). Secondary sales are rare, and Cumming and Maclntosh state that most secondary sales are
made to strategic acquirors. Accordingly, secondary sales are treated here as functionally equivalent
to acquisitions. The term “liquidation” is used in place of “write-off” to suggest that venture capi-
ralists may sometimes receive a distribution of assets from the portfolio company. Cumming and
Maclntosh consider both full and partial exits, and refer to a partial write-off as a “write-down.”
Id. at 189.

9.  For example, the account of venture investing offered by Black and Gilson suggests that
entrepreneurs routinely surrender control to investors:

Even if entrepreneurs value control highly, they cannot demand its retention at the time

that they are seeking venture financing. The typical entrepreneur has not previously run

a startup company. Venture capitalists rationally insist on retaining control to protect

themselves against the risk that the entrepreneur would not run the firm successfully or will

extract private benefits from the firm instead of maximizing its value to all investors.

Black & Gilson, supra note 4, at 259.
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This Article combines theoretical insights from incomplete contract-
ing theory, empirical results from a well-known study of venture capital
contracts by Steven Kaplan and Per Stromberg," and original data from 367
venture-backed firms to describe a relationship in which venture capitalists
and entrepreneurs allocate control over portfolio companies through a com-
bination of staged financing, voting rights, and contractual protections to
ensure optimal allocation of decisionmaking authority while preserving the
venture capitalists’ exit options.

Part | of this Article focuses on the relationship between exit and board
control. Using a financial contracting model as the general framework for
discussion, the Article uses empirical evidence to show how venture capital
relationships conform to that model. Part II explores the relationship between
exit and specific contract provisions. In this section, a separate financial
contracting model is used to describe the incentive effects of contractual rights
regulating exit. Again, empirical evidence bolsters the theoretical insights.

I. EXIT AND BOARD CONTROL

In negotiating for the right to control exit, the venture capitalist and the
entrepreneur must grapple with the fact that their incentives may not be com-
pletely aligned. For example, the entrepreneur may receive private benefits
from retaining ownership of the company that are unrelated to the company’s
value. As a result, entrepreneurs may be “inclined to continue and expand
their ventures even when their contraction or termination is efficient.”"
Conversely, the venture capitalist may be likely to seek exit too early because
of his own liquidity or publicity needs. If one party retains unilateral control
of the company and makes all of the exit decisions, that party will be able to
reap private benefits at the expense of the other.

Conflicts between venture capitalists and entrepreneurs sometimes are
resolved in the boardroom. The board of directors of a corporation is charged
with managing the business and affairs of the corporation" and initiates most
important exit decisions, including mergers, IPOs, and liquidations. While
stockholder approval is required for certain transactions,” stockholders

10.  Steven N. Kaplan & Per Strémberg, Financial Contracting Theory Meets the Real World:
An Empirical Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281 (2003).

11.  George G. Triantis, Financial Contract Design in the World of Venture Capital, 68 U. CHI.
L. REv. 305, 308 (2001).

12.  DEL. CODE ANN. tit. 8, § 141(a) (2001); MODEL BUS. CORP. ACT § 8.01 (2004).

13.  For example, mergers (tit. 8, § 251(c)); charter amendments (tit. 8, § 242(b)); sales of
all or substantially all assets (tit. 8, § 271(a)); and dissolutions (tit. 8, § 275(a)).
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typically do not have the power to initiate exit events.” Given that venture
capitalists usually invest in portfolio companies that are organized as corpo-
rations,” it is no surprise that the economic models of venture capital exit
place heavy emphasis on the board of directors, which has a “large reservoir
of authority” under corporate law.'®

A. Exit in the Early Stages

In the early stages of a venture capital relationship, the venture capitalist
is concerned primarily with protecting himself from forced exit. In a majority of
the deals studied by Kaplan and Stromberg, venture capitalists initially received
a minority of the votes in their portfolio companies and minority positions on
the boards of directors. Venture capital contracts often allocate board control
roughly evenly among the venture capitalists and entrepreneurs, with outside
(swing) positions being determined by their collective voice. In these early
stages of the relationship, the outside directors usually would be selected by
consensus (regardless of the formal voting rules), as conflicts between the
venture capitalist and entrepreneur have not yet fully surfaced.

During this initial period, venture capitalists appear vulnerable in the
sense that they do not formally control the board of directors.”” Nevertheless,
they formally limit their exposure to harm in two important ways. First,
venture capitalists use negative contractual covenants (often called “protective
provisions”) and liquidation rights to limit the ability of entrepreneurs to act
opportunistically. Venture capitalists typically hold preferred stock, and entre-
preneurs hold common stock. The negative covenants prohibit the portfolio

14.  On the relative rights of stockholders and directors to initiate corporate action, see Robert
B. Thompson & D. Gordon Smith, Toward a New Theory of the Shareholder Role: “Sacred Space” in
Corporate Takeovers, 80 TEX. L. REV. 261, 300-03 (2001).

15.  See Joseph Bankman, The Structure of Silicon Valley Start-ups, 41 UCLA L. REV. 1737
(1994); Victor Fleischer, The Rational Exuberance of Structuring Venture Capital Start-ups, 57 TAX
L. REV. 137, 137 (2003) (“A typical start-up is organized as a corporation under state law, which
means that it is treated as a separate entity from its owners for tax purposes.”); see also D. GORDON
SMITH & CYNTHIA A. WILLIAMS, BUSINESS ORGANIZATIONS: CASES, PROBLEMS, AND CASE
STUDIES 169 (2004) (reporting, with regard to a case study of NeoClone Biotechnology
International LLC, that “venture capitalists told [the CEO of NeoClone] that the company would
need to become a corporation before receiving venture capital”).

16.  Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 953 (Del. 1985).

17.  Venture capitalists may effectively control the board, even if they do not have the right
to elect a majority of the directors, by exerting influence over the choice of outside directors and
by persuading outside directors on substantive questions. Cf. William W. Bratton, Venture Capital
on the Downside: Preferred Stock and Corporate Control, 100 MICH. L. REV. 891, 921 (2002)
(“Information asymmetries and differentials in bargaining power and skill could mean that the
‘independent’ third director is highly susceptible to the influence of the [venture capitalist] . . . .”).
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company from engaging in business combinations (for example, mergers)
and other important transactions without prior approval from the venture
investors, thus cutting off the means by which common stockholders have
traditionally taken advantage of preferred stock.”® Second, even if the con-
tractual provisions left a gap for opportunism by the entrepreneur,” venture
capitalists typically would have limited their exposure to harm because they
stage their financing of the venture, providing only partial funding during
the initial stage, with increased funding at subsequent stages.

Venture capitalists also are protected in this initial phase of the relationship
in less formal ways. For example, if outside directors are elected by consensus,
one suspects that venture capitalists play a significant role in identifying and
recruiting them. After all, the entrepreneurs “hire” venture capitalists partly
to attract additional talent to the firm, and the venture capitalists add value
by having an expansive network of contacts.® Moreover, in the event of
conflict between the venture capitalist and the entrepreneur, such outside
directors may have a natural inclination to side with the venture capitalist.”'
In the early stages of the investment, therefore, venture capitalists are less
concerned about initiating exit than they are about preventing exit from
being forced on them.

18.  Part Il discusses in detail the importance of these contractual mechanisms. For a discussion
of “rights stripping” of preferred stock, see D. Gordon Smith, Independent Legal Significance, Good Faith,
and the Interpretation of Venture Capital Contracts, 40 WILLAMETTE L. REV. 825, 83144 (2004).

19.  For recent decisions evaluating such claims, see Elliott Assoc., L.P. v. Avatex Corp., 715 A.2d
843 (Del. 1998); Benchmark Capital Partners IV, L.P. v. Vague, No. Civ.A. 19719, 2002 WL 1732423
(Del. Ch. Jul. 15, 2002), aff'd sub nom. Benchmark Capital Partners IV, L.P. v. Juniper Fin. Corp.,
822 A.2d 396 (Del. 2003); Telecom-SNI Investors, L.L.C. v. Sorrento Networks, Inc., No. Civ.A.
19038-NC, 2001 WL 1117505 (Del. Ch. Sept. 7, 2001).

20.  See D. Gordon Smith, Team Production in Venture Capital Financing, 24 J. CORP. L. 949,
957-58 (1999) (describing the recruitment of managers). But see Michael ]. Whincop,
Entrepreneurial Governance, in BRIDGING THE ENTREPRENEURIAL FINANCING GAP: LINKING
GOVERNANCE WITH REGULATORY POLICY 86 (Michael J. Whincop ed., 2001) (“While the [outside]
director will be appointed for the welfare of the business, and thus its shareholders, the agent analogy is
inaccurate, the focus is outward not inward, and the director’s identification with other social groups
may be quite as strong as that with the investors.”).

21.  In the context of large corporations, this inclination to favor those who are part of the “in”
group would be called a “structural bias.” For the seminal study of structural bias in the corporate
context, see James D. Cox & Harry L. Munsinger, Bias in the Boardroom: Psychological Foundations and
Legal Implications of Corporate Cohesion, 48 LAW & CONTEMP. PROBS. 83 (1985). The term “structural
bias” is usually employed to suggest a form of self-interestedness that characterizes the deliberations of
the board of directors. See Aronson v. Lewis, 473 A.2d 805, 815 n.8 (Del. 1984). However, the
underlying principle suggests a general inclination to return favors. See Donald C. Langevoort, The
Human Nature of Corporate Boards: Law, Norms, and the Unintended Consequences of Independence and
Accountability, 89 GEO. LJ. 797, 811 (2001) (“The natural inclination, as we have seen, is to choose
those who will fit well with existing members. The invitation itself creates a strong pressure: the norm
of reciprocity, strongly felt in American culture, inclines people to support those who have favored them
in the past.”).
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B. Contingent Control

As the business matures, new conflicts begin to play a more prominent
role. In particular, problems may arise when one party receives benefits that
are not shared with the other. Such private benefits often are not “contractable,”
that is, they may not be explicitly bargained for within the contract, because
they are not readily observable or verifiable.”” Given the existence of non-
contractable private benefits, who should control the business? In their foun-
dational article on incomplete contracting, Philippe Aghion and Patrick
Bolton address this question. They theorize a relationship in which, because
of the myriad potential outcomes of the investment, the parties cannot create
a complete contract that specifies all future actions in advance. Instead, they
agree to allocate control over those future actions among themselves.

Under this model, the investment relationship is conceived as a pro-
ject with a duration of two terms. At the end of the first term, the parties
evaluate the project to determine the “state of nature,”” which would dic-
tate some action. The monetary returns of the project would be realized at
the end of the second term and would depend on the action selected at the
end of the first term.

Since any appropriate action will depend on the state of nature at the
end of the first term, the parties might attempt to specify which actions
should be taken under the various possible states of nature. Unfortunately,
real investment projects usually are too complex to allow for complete prior
specification of actions.” As a result, the parties might attempt instead to
ensure that the proper action is taken by allocating decisionmaking authority
to the person with the right incentives, depending on the state of nature.”

22.  Philippe Aghion & Patrick Bolton, An Incomplete Contracts Approach to Financial
Contracting, 59 REV. ECON. STUD. 473, 476 (1992). On the distinction between “observable” and
“verifiable” information, see Alan Schwartz, Relational Contracts in the Courts: An Analysis of
Incomplete Agreements and Judicial Strategies, 21 ]. LEGAL STUD. 271, 279 (1992) (“Briefly put,
information is observable when it is worthwhile for the parties to know it, but the costs of proving
it to a third party exceed the gains; information is verifiable when it is both observable and worth
proving to outsiders.”). One might imagine private benefits that are contractable: For example, the
entrepreneur may earn a salary in connection with serving as the CEO of the portfolio company.
The venture capitalist and the entrepreneur may enter into an employment agreement to regulate the
salary, and many of the obligations under that agreement will be both observable and verifiable.

23.  This is really a “state of the project.” Aghion & Bolton, supra note 22, at 476-77.

24.  Id. at 476.

25.  Cf. Hart, supra note 3, at 1084 (“The financial contracting literature takes the view
that, although the contracting parties cannot specify what decisions should be made as a function
of (impossible) hard-to-anticipate-and-describe future contingencies, they can choose a decision-
making process in advance.”) (emphasis omitted).
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How do the parties decide which person is the right decisionmaker for
any particular situation? According to Aghion and Bolton, the entrepreneur
is the right decisionmaker when her private benefits are consistent with total
returns, and the venture capitalist is the right decisionmaker when his mone-
tary returns are consistent with total returns. Using this rule, the entre-
preneur should control the firm when the state of nature is “good.” The
venture capitalist should control the firm when the state of nature is “bad.”

The limitation of this approach is that a project’s state of nature also
can be exceptionally difficult to describe. The state of nature in the real
world is not merely “good” or “bad,” but exists in infinite gradations of good
or bad. It really is just a general sense of how the project is doing, and many
variables comprise such an evaluation. For these reasons, Aghion and Bolton
assume that the state of nature is impossible or very costly to describe in
advance.” As a result, the contract cannot link a specified decisionmaker to
the appropriate state of nature.

To simplify matters, the parties could agree in advance to abide by a
signal indicating the state of nature. Depending on the signal, control may
be given to the venture capitalist or the entrepreneur. If the signal is closely
correlated with the state of nature, contingent control allocation of this sort
may be preferable to unilateral control in the hands of either the entrepreneur
or the venture capitalist. Debt financing, for example, provides one real-world
application of this insight. In this case, the signal of the firm’s health is its
ability to repay the debt. Aghion and Bolton observe that “the entrepreneur
gets control as long as he does not default on his debt obligations but the
creditor gets control in the event of default.””

The contingent control mechanism described by Aghion and Bolton
also finds some parallels in the world of venture investing. For example, a
small percentage of venture capital financings exhibit contingent control
provisions associated with poor performance.” In addition, redemption pro-
visions bear some resemblance to events of default, except that redemption
in the venture capital context is usually triggered by the passage of some
specified period of years rather than a certain performance outcome. In the
end, it appears that signals often are either unavailable or unreliable in

26.  Aghion & Bolton, supra note 22, at 476.

27. Id. at 486.

28.  Kaplan and Stromberg find such provisions in 24.5 percent of first round financings
and 17.8 percent of total financings. Kaplan & Strémberg, supra note 10, at 288 thl.2.C.
Traditionally, such provisions (called “voting switches”) shift control from the entrepreneur to the
venture capitalists after missed dividends or the failure to consummate an IPO. See, e.g., George
W. Dent, Jr., Venture Capital and the Future of Corporate Finance, 70 WASH. U. L.Q. 1029,
1039 n.39 (1992).



The Exit Structure of Venture Capital 323

most venture capital relationships.” As a result, some other means of allo-
cating control to the proper decisionmaker is required.

C. Staged Financing

Instead of writing the signal directly into the contract, venture capi-
talists often rely on the practice of staging their investments.” Staged financ-
ing occurs when venture capitalists invest incrementally in their portfolio
companies.” If the venture capitalists want to wrest control from an entre-
preneur, they may demand majority board control in exchange for additional
financing. In some instances, as discussed in more detail below, venture capi-
talists will not need to make explicit demands because board control shifts
naturally when the venture capitalists acquire a majority of the voting rights.

Also, through staged financing, venture capitalists preserve their abil-
ity to limit losses by abandoning portfolio companies that are not making
satisfactory progress.” This threat of abandonment, coupled with the pros-
pect of dilution to the entrepreneur from repeated outside investments,”

29. It is true that venture capitalists often use performance milestones to measure the portfolio
company’s progress, and these milestones can have real effects. See, e.g., Ronald ]. Gilson, Engineering a
Venwure Capital Market: Lessons From the American Experience, 55 STAN. L. REV. 1067, 1081
(2003) (“By accepting a contractual structure that imposes significant penalties if the entrepreneur
fails to meets [sic] specified milestones based on the business plan’s projections—the venture capital
fund’s option to abandon then becomes exercisable—the entrepreneur makes those projections
credible.”). Milestone financing may be the only sort of financing available for distressed companies.
See Salvatore ]. Vitiello, Financing Strategies for Biotechnology Companies, 718 PLI/PAT 643, 680
(2002). Despite all of the tatk about milestones, however, anecdotal evidence confirms the evidence
assembled by Kaplan and Strémberg suggesting that milestones are rarely used to effect changes in
control. Instead, they appear to be used in most instances as goals that establish parameters for future
negotiations. If reliable performance milestones were widely available, Rafael Repullo and Javier Suarez
predict, they would be associated with “the use of straight equity and continuation terms explicitly
contingent on the attainment of these milestones.” Rafael Repullo & Javier Suarez, Venture Capital
Finance: A Security Design Approach, 8 REV. FIN. 75, 78 (2004).

30.  See William A. Sahiman, The Structure and Governance of Venture Capital Organizations,
27 ]. FIN. ECON. 473, 506 (1990) (“The most important mechanism for controlling the venture is
staging the infusion of capital.”).

31.  See Smith, supra note 20, at 952 (“[Sltaged financing [is] the practice of investing only
enough money to allow the Entrepreneur to progress to the next milestone in its business plan.”).

32. See Paul Gompers, Optimal Investment, Monitoring, and the Staging of Venture Capital,
50]. FIN. 1461, 1461 (1995).

33.  See Smith, supra note 20, at 967-68. Smith writes:

From the Entrepreneur’s perspective, the prospect of abandonment is not the only danger

in staged financing, and it may not even be the most important. Another danger is that

subsequent rounds of financing may substantially dilute the Entrepreneur’s interest in the

company. Obviously, the Entrepreneur would rather have the risk of dilution inherent in

staged financing than the certainty of dilution that would follow from lump sum financing.

But it is precisely this risk that best addresses the Entrepreneur’s incentives to shirk . . . .
Id.
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mitigates the entrepreneur’s holdup incentive™ and provides substantial incen-
tives for the entrepreneur to maximize the potential of the company quickly.
Most importantly for present purposes, the threat of abandonment provides
venture capitalists with leverage when the time comes to talk exit strategy.”

Staged investments typically occur over a relatively short time period,
almost always less than one year apart and frequently at much shorter intervals.
They are more important to the balance of control in the early lives of most
venture-backed companies than the redemption rights and the registration
rights discussed in Part II because other rights are typically not available to
venture capitalists for a period of years after the initial investment.” Staged
financing also typically involves the staged acquisition of control. More often
than not, venture capitalists do not acquire a majority of the votes in the initial
round of financing.”’ In subsequent rounds of financing, the venture capitalists
build their voting power, and at some time within the first few rounds, venture
capitalists acquire a majority of the votes.”

D. Allocation of Board Seats in the Sample Contracts

The incremental increases in voting power via staged financing, discussed
above, are the key to an elegant contingent control mechanism embedded in
most venture capital relationships. In this subpart, I describe the board compo-
sition provisions in a subset of a sample of 367 venture-backed companies

that completed IPOs between January 1, 1997 and June 30, 2002, as identified

34.  Darwin V. Neher, Staged Financing: An Agency Perspective, 66 REV. ECON. STUD. 255,
255-56 (1999). Holdup occurs when one party to the relationship threatens to withhold consent
to act unless the other party grants specified concessions. It is a particularly acute risk when the
threatened party has made relationship-specific investments (that is, investment that would lose
value outside the relationship). For more on the problem of holdup, see Benjamin Klein et al.,
Vertical Integration, Appropriable Rents, and the Competitive Contracting Process, 21 ].L. & ECON.
297, 298-302 (1978).

35.  Francesca Cornelli & Oved Yosha, Stage Financing and the Role of Convertible Securities,
70 REV. ECON. STUD. 1 (2003).

36.  See discussion of redemption rights and registration rights, supra Part IL.C.

37.  Kaplan & Stromberg, supra note 10, at 288 tbl.2.C.

38.  For an example of such staged acquisitions of voting power, see Smith, supra note 20, at
967-69 (describing the experience of GO Corporation). While staged investments provide powerful
incentives to entrepreneurs, there are some venture-backed firms that are able to continue operations
without obtaining additional outside fin