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Abstract 

 
Incomplete contracting theory recognizes that an investor’s cash flow rights may 

be unreliable if the investor lacks sufficient control rights.  The impact of control rights 
(i.e. board seats, voting rights, etc.) on cash flow outcomes, however, has never been 
tested.  To fill this gap we use a hand-collected dataset of venture-financed startups that 
were sold to an acquirer in 2003 or 2004.  We document the allocation of control rights 
between the preferred shareholders (the VC investors) and common shareholders (the 
entrepreneurs and employees), and then compare preferred stock’s cash flow rights at the 
time of sale to the amount actually paid to preferred stock.  While the VCs often capture 
the full value of their preferred stock, we find that common shareholders receive more 
than they were contractually entitled to in several acquisitions.  These deviations are 
caused by common shareholders’ holdup power.  In particular, common-favoring 
deviations are more likely to occur and larger when the VCs control fewer board seats, 
when the corporate law governing the firm provides additional voting rights to common 
shareholders, and when the CEO is a founder rather than a hired manager.  Our study 
provides evidence that corporate law matters and along with contracted-for control rights, 
affects financial outcomes. 
 
 
 
JEL Classifications: G24, G32, G33, G34, K12, K20, K22, M13  
 
Keywords: Venture capital, entrepreneur, financial contracting, cash flow rights, control rights, incomplete 
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1. Introduction 
Incomplete contracting theory emphasizes the importance of the allocation of 

control in financing agreements (Aghion & Bolton, 1992; Kirilenko, 2001), and 
recognizes that cash-flow rights may be unreliable if their holder lacks adequate control 
rights (Hart, 1995; Grossman and Hart, 1986; Williamson, 1985; Tirole, 1999).  However, 
there is little empirical evidence on how different allocations of control affect the ability 
of investors to realize their cash flow rights.   

We seek to better understand the effect of investors’ control rights on cash flow 
outcomes through the use of a hand-collected a dataset of 42 venture-financed Silicon 
Valley startups that were sold in 2003 or 2004.1  We collect the venture capital (VC) 
financing agreements of each firm and track the evolution of VCs’ control and cash flow 
rights for each firm in the sample, from initial financing to the eventual sale of the 
company.  We then compare VCs’ cash flow rights at the time of sale to the amount 
actually paid VCs, and show that VCs’ cash flow rights are more likely to be realized 
when they have more control. 

Venture capitalists’ cash flow rights are different from those of other participants 
in the startup.  Founders, early investors, and employees hold common stock in the 
startup. In contrast, VCs typically receive convertible preferred stock (Kaplan & 
Strömberg, 2003; Sahlman, 1990).  Convertible preferred stock includes a liquidation 
preference that entitles its holder to be paid before common stock when there is a 
liquidity event -- the firm is acquired or dissolved (‘contractual priority’).  As a result, 
common stockholders may receive little or no payout when their company is sold. 

VCs also obtain substantial control rights vis-à-vis the founder and common 
shareholders in the form of contractual provisions, board seats, and shareholder voting 
rights. Among other things, these rights can help the VCs achieve a liquidity event that 
triggers their liquidation preferences, even when common shareholders would prefer 
keeping the company independent (Fried & Ganor, 2006).  

However, VCs are often unable to unilaterally trigger their liquidation preferences 
by selling or dissolving the firms.  Common shareholders may be able to impede a sale of 
the company through the use of their board positions, shareholder voting rules, influence 
over the CEO, or the threat of fiduciary duty litigation.  Common shareholders may be 
able to use their holdup power to force VCs to share some of their liquidation preferences 
– in essence, to renegotiate the parties’ cash flow rights.2  

                                                 
1 Venture capital is an ideal setting to study this issue because similarities in the basic financing structure 
allow researchers to more easily compare cash-flow and control rights used in different VC-backed firms 
(Kaplan & Strömberg, 2003; Suchman, 1995) 
2 The VCs’ situation is similar to creditors in a Chapter 11 bankruptcy proceeding. Under the rule of 
absolute priority, at the end of the bankruptcy proceeding, creditors are entitled to be paid in full before 
common shareholders receive anything. However, equityholders have the legal ability to delay the 
reorganization proceeding, and often use this holdup power to force creditors to share some of their value 
with the equityholders (Werner, 1977; Franks & Torous, 1989; Weiss, 1990; and Eberhart et al., 1990).  In 
the bankruptcy context, however, common stock’s holdup power is created by the bankruptcy code, and as 
a result there is no variation in the explanatory variable (holdup power) across different firms.  On the other 
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Incomplete contracting theory would predict that VCs cannot always enforce their 
contractual priority rights, and that their ability to enforce these rights would depend on 
the strength of their control rights.  However, there is little evidence on whether such 
deviations from ex ante contractual priority occur in VC-backed startups.  Although the 
cash flow rights in VC contracts are widely studied, little is known about cash flow 
outcomes – how the proceeds of the sale of VC-backed firms are actually allocated.  Are 
VCs’ liquidation preferences in fact respected? Or can common shareholders use their 
holdup power to obtain part of senior investors’ cash flow? If so, what are the sources of 
common shareholder holdup power?     

We use our database of VC-backed companies to answer these questions.  We 
record actual payments received by the common and preferred stockholders when each 
company is sold, and compare them to the parties’ respective cash-flow rights.  We find 
that VCs generally are able to capture the full amount of their liquidation preferences.  
However, in over 25% of the firms, common shareholders as a class received more than 
they were contractually entitled to.  In some cases, the deviations from contractual 
priority are as high as 25% of the acquisition price.   

We also show that deviations from contractual priority are associated with 
common shareholders’ holdup power at the time of the acquisition.  In particular, we 
show that common-favoring deviations are more likely to occur and larger when VCs 
have fewer board seats, when the CEO at the time of sale is a founder rather than a 
manager hired by the VC (and therefore more likely to be aligned with common 
stockholders), and when the firm is incorporated in California, which provides strong 
voting and fiduciary rights to common shareholders.   

Our study contributes to several different literatures. First, it contributes to the 
literature on incomplete contracting.  The incomplete contracting literature recognizes 
that cash-flow rights may be unreliable (Hart, 1995).  Cash-flows may be subject to 
renegotiation, particularly if the holder of the cash-flow right does not have sufficient 
control to trigger its contractual entitlement.  A resulting theme of the literature is that the 
ex ante allocation of control can affect ex post outcomes (Grossman and Hart, 1986; 
Williamson, 1985; Tirole, 1999).  Our study provides strong support for the incomplete 
contracting framework by showing that investors’ ability to enforce their cash flow rights 
depends on the strength of their control rights.   

Second, our study contributes to the empirical and theoretical literature on VC 
contracting.  Kaplan and Strömberg (2003) document and explain the use of cash-flow 
and control rights in VC financing contracts.  We complement their study by showing 
that these control rights and cash flow rights interact to affect financial outcomes.  
Theoretical models of VC contracting often implicitly assume that there is no gap 
between cash flow rights and cash flow outcomes [cite]. Our study shows, however, that 
this assumption is not always warranted.  

Third, our study relates to the literature on VC-exits.  It is often assumed that VCs 
have sufficient control rights to determine the method, timing and terms of exit (Black 

                                                                                                                                                 
hand, in VC-backed firms the holdup power is created by the contractual allocation of control, and there is 
considerable variation in control rights across different startups (Kaplan & Strömberg, 2003).     
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and Gilson, 1998; Smith, 2005). However, little is known about how VCs arrange to exit 
their investment in private sales, the most common form of liquidity event. We find that 
VCs frequently exit without full control and, as a result, must renegotiate the financial 
terms of exit with common shareholders.  

Finally our study contributes to the literature on the importance of corporate law 
in firm governance.  There is some evidence suggesting that, within the U.S., state 
corporate law affects the value of common stock in public companies (Daines, 2001; 
Subramanian, 2004).  Our study adds to this literature by showing that corporate law also 
affects financial outcomes in private companies.   

The remainder of this paper is organized as follows.  Section 2 describes the use 
of cash flow rights and control rights in VC-backed firms. It also develops testable 
hypotheses regarding the effect of different allocations of control on the distribution of 
the proceeds of sale of these firms.  Section 3 describes our data.  Section 4 describes 
deviations from contractual priority in our sample.  Section 5 tests the hypotheses 
regarding deviation from priority and describes our finding that different allocations of 
control affect the likelihood and extent of such deviations.  Section 6 explains why giving 
common shareholders control rights may be desirable.  Section 7 concludes. 

 

2.   Cash Flow and Control Rights in Startups  

2.1 VCs’ Use of Preferred Stock      
We focus on cash flow rights that are allocated through the firm’s equity 

securities. VC-backed startups almost always issue two classes of stock:  common and 
convertible preferred.  The common is held by the founders, employees, angel investors, 
and in certain cases, strategic partners and third-party service providers.  The convertible 
preferred is mostly held by VCs, who invest in startups almost exclusively through this 
type of security (Kaplan & Strömberg, 2003).  Most venture-backed startups issue a new 
series of convertible preferred stock for each round of financing.  

 Two key features of convertible preferred stock are worth emphasizing. First, it 
provides a liquidation preference in the event of a liquidity event – the sale or dissolution 
of the company.  Upon such a liquidity event, VCs are entitled to be paid the full amount 
of liquidation preferences, before common shareholders receive anything.3  Second, the 
holder of convertible preferred stock has the option of converting the preferred stock into 
common at a specified ratio.  If a VC’s preferred stock converts into common, the 
liquidation preferences are eliminated and the VC’s cash flow rights become identical to 
those of the original common shareholders. It will be worthwhile for the VC to convert 
into common stock only if the company is sold for a sufficiently high price. 4  The 
                                                 
3 The liquidation preference is frequently equal to the amount invested (a “1x” preference), although it is 
sometimes a multiple of the amount invested (e.g., a “2x” preference), especially in later financing rounds. 
4  VCs’ convertible preferred stock sometimes includes “participation rights.”  Such participating preferred 
stock entitles holders not only to a liquidation preference but also to share with common shareholders, on a 
pro-rata basis, in any additional value available for distribution to shareholders, usually up to a specified 
amount (say, three times the original investment amount).  Thus, the VCs will convert their preferred shares 
into common stock only if the amount they would receive as common stockholders exceeds the sum of 
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financing agreement will often require the VCs to convert to common if the firm 
undergoes an IPO meeting certain conditions.  In merger exits, on the other hand, VCs 
typically elect, consistent with their financial interest, to be paid their liquidation 
preferences rather than convert their preferred shares to common (Cumming et al., 2006). 

VCs’ extensive use of convertible preferred stock with liquidation preferences has 
a number of possible explanations.  First, preferred stock may reduce an information 
asymmetry problem at the initial investment stage. In particular, by giving the VCs 
preferred stock with liquidation preferences, an entrepreneur can credibly signal that the 
company is worth more than the liquidation preferences (Sahlman, 1990).  Second, VCs’ 
use of preferred stock may provide founders with desirable incentive effects by providing 
a payout only if the company does very well. (Id.).  Third, there may be tax advantages to 
the use of preferred stock (Id.; Gilson and Schizer, 2003).   

 

2.2. Common and Preferred Shareholders’ Diverging Interests 
Because common shareholders and preferred shareholders have different cash 

flow rights, their interests in how the startup is run can diverge.  In certain states of the 
world, liquidation preferences give the VCs debt-like cash flow rights, while making 
common shareholders somewhat analogous to option holders.   Under these conditions, 
the preferred-holding VCs may tend to prefer less risky strategies than the common 
shareholders. Neither type of shareholder can be counted on to prefer the strategy that 
maximizes total shareholder value (Fried & Ganor, 2006).   

Common and preferred shareholders’ interests will often diverge when the sale of 
the firm is contemplated. Preferred shareholders may want the immediate certain payoff 
associated with the sale, as they will capture much of the proceeds through their 
liquidation preferences. Common shareholders, on the other hand, may prefer to keep the 
company independent in order to preserve the option value of their equity (Fried & Ganor, 
2006). 

 
2.3   VCs’ Control Rights  
 VCs typically receive extensive control rights in their portfolio companies  
(Kaplan & Strömberg, 2003).   First, VCs usually receive specific veto rights called 
protective provisions. Among other things, these provisions require VC approval for 
certain transactions, such as the sale of all or substantially all of the company’s assets.  
Second, the use of staged financing – the ability to withhold cash – gives VCs substantial 
influence over corporate decision-making (Gompers, 1995).  Third, VCs frequently 
acquire a majority of seats on the board, either immediately or during a subsequent round 
of financing.  Protective provisions and staged financing give VCs the power only to 
block transactions unfavorable to them. In contrast, board control gives them the 
additional ability to initiate fundamental transactions such as mergers, IPOs, and 

                                                                                                                                                 
their liquidation preference and the value of their participation rights. This feature does not, however, 
change the underlying liquidation rights, and thus does not affect our analysis.  
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liquidations (Fried & Ganor, 2006).   Board control also indirectly gives the VCs power 
to manage the business and oversee the day-to-day operation of the firm.  

 There are a number of explanations for VCs control rights, and especially board 
control. First, VCs’ control of the board can reduce entrepreneur agency cost by allowing 
managers to monitor the entrepreneur and fire her if necessary (Lerner, 1995; Gompers, 
1995; Hellmann, 1998).  Second, VC control makes it easier to liquidate (exit) its 
investment within the investment time frame dictated by the VCs’ contract with their 
investors.  Unlike debt, convertible preferred stock does not include scheduled payments 
upon which the firm entrepreneur could default.  VCs are forced to rely on a sale or 
dissolution of the company to trigger their payouts.5  Control rights help VCs achieve a 
liquidity event over the objection of common shareholders whose securities may be worth 
more if the company continues operating as an independent concern (Fried & Ganor, 
2006; Smith, 2005).     

 
2.4   Common Shareholders’ Holdup Power and its Limits 

Although preferred-owning VCs have substantial control rights, their ability to 
achieve a liquidity event over the objection of common shareholders is not absolute.  
Common shareholders often have control rights or other corporate governance 
protections giving them the ability to block such a transaction.  And they may use this 
power to force preferred shareholders to share some of the liquidation preferences. We 
describe three sources of common shareholder holdup power, and offer three hypotheses 
about how these sources of power should affect common shareholders’ ability to capture 
some of the VCs’ cash flow rights. 

 

2.4.1 Board Seats 
A sale of the company requires approval by a majority of the directors. The 

allocation of board seats is determined contractually in connection with each round of 
financing, with board representation often decoupled from cash flow rights (Kaplan & 
Strömberg, 2003).  Board seats are typically divided among the VCs, representatives of 
the common shareholders, and so-called “independent directors” mutually appointed by 
the common shareholders and the VCs.  

To the extent VCs do not have a majority of the board seats, they must rely on the 
cooperation of other directors to sell the company.  For instance, if the common 
shareholders and independent directors control at least half of the board seats the VCs 
would need to convince at least one of the non-VC board representatives to vote for the 
sale in order to authorize the transaction.  To persuade the non-VC directors to support 
such a sale, the VCs might give up a portion of their liquidation preferences to common 

                                                 
5 In some instances VC contracts include redemption/put rights which allow the VC to redeem its 
investment from the company after some vesting period (Kaplan and Strömberg, 2003).  For practical 
purposes, however, this right often cannot be enforced.  Startups typically lack sufficient tangible assets to 
redeem such investments.  As a result, the VC effectively has to rely on its ability to sell the company to a 
third party to protect its liquidation rights.   
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shareholders.  On the other hand, if the VCs control a majority of the board seats they 
could unilaterally cause the board to vote to authorize the sale.  Thus we predict that, 
everything else equal, VC control of the board will result in a smaller deviation from 
contractual priority.  We refer to this as the Board Control Hypothesis.  

As a practical matter VC board control may be neither necessary nor sufficient for 
the VCs to push through a liquidity event that is opposed by common shareholders.   VC 
board control may not be necessary because the VC could threaten or bribe common 
shareholder representatives and independent directors into supporting a VC-proposed 
transaction (Bratton, 2002; Smith, 2005; Fried & Ganor, 2006).  For instance, the VCs 
could threaten to blacklist an entrepreneur in the VC community and prevent her from 
ever raising VC funds in the future.  At the same time, VC board control might not be 
sufficient to push through a transaction favored by the VCs.  In the event of litigation, a 
decision that is not unanimous is likely to receive less judicial deference than a 
unanimous one.  Thus, the VCs and their lawyers may be reluctant to force a transaction 
unless every director supports it.  Nevertheless, it will still be easier for the VCs to push 
through a transaction when the VCs have more board seats.  Bribing other directors and 
achieving unanimity are more difficult and costly when the VCs control fewer seats.  
Thus, we would still expect less deviation from priority when VCs control the board.   

 

2.4.2 Corporate Law Rights 
A second source of common shareholder holdup power is corporate law rights. By 

“corporate law rights,” we mean both shareholder voting rights and the right to bring a 
derivative suit to enforce the board’s fiduciary duties to shareholders. These rights are 
provided by the law of the state in which the startup is incorporated.  The startups in our 
sample are all incorporated in either California or Delaware. As we explain below, 
California provides more legal protection to common shareholders through voting rights 
and fiduciary duties. Thus, we predict that California incorporation will lead to greater 
deviations from contractual priority.  We refer to this as the California Hypothesis. 

(1) Voting rights.   Corporate law requires that shareholders approve by majority 
vote certain so-called “structural” or “organic” changes that will substantially alter their 
investment interest.  This includes any sale or merger of the company.  California 
requires a separate vote for each class of shareholders6. Thus, the approval of common 
shareholders as a class is required to sell a California company, giving common 
shareholders power to block a sale they oppose.  

 In contrast, Delaware does not require a separate vote for each class of 
shareholders. Rather, it is sufficient that holders of a majority of the firm’s outstanding 
stock entitled to vote on the transaction approve it.7  And VC financing arrangements 
typically allow the VCs to vote their preferred shares together with common stockholders 
when such stockholder-wide votes are required (Smith, 2005).  After multiple rounds of 
financing, preferred shareholders’ voting power typically exceeds that of the common 

                                                 
6 Cal. Corp Code 1201(a), West 1990. 
7 Del. Code Ann. Tit 8, 271(a) (2004) 
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shareholders, and preferred shareholders can dictate the outcome of the vote (Kaplan & 
Strömberg, 2003).  California thus appears to offer common shareholders stronger voting 
rights than Delaware.8 

 (2) Fiduciary duties.  The directors of the startup, like those of any other 
corporation, are considered to owe a fiduciary duty of loyalty to the corporation and its 
shareholders.  Directors’ corporate duty of loyalty requires them to promote the best 
interests of the corporation and its shareholders.  Among other things, the duty of loyalty 
prohibits a director from taking actions -- such as self-dealing or taking a corporate 
opportunity -- that would benefit himself personally or a controlling shareholder at the 
expense of shareholders as a group.  

Fiduciary duties can be enforced through shareholder derivative litigation.  
Common shareholders might consider suing a preferred-controlled board if it acts in way 
that is arguably inconsistent with its fiduciary duty. Directors will thus wish to structure 
the allocation of payouts in a way that reduces the likely success of such a suit.  9 

Delware law makes clear that  a preferred-controlled board may make decisions 
that favor the preferreds at the expense of the common, as long as the decisions can 
plausibly be defended as being in the “best interests of the corporation” (Fried & Ganor, 
2006).   In contrast, California law is generally more favorable to non-controlling classes 
of stock because of the strong protection afforded minority shareholders (Fried & Ganor, 
2006).  Indeed, common shareholders of California-incorporated firms have had more 
success in suing VC-controlled firms than common shareholders in Delaware-incorporate 
firms.10 Moreover, California’s judiciary is less predictable and perhaps less pro-director 
than that of Delaware, a state that derives a significant amount of revenue from attracting 
incorporations and has specialized courts to deal with corporate law issues (Romano, 
1993). Thus, the parties may believe that it is easier for a common shareholder to prevail 
in fiduciary litigation against the preferred-dominated board of a California corporation 
than against that of a Delaware corporation.   

 

2.4.3 Founder CEO  
The CEO has considerable power in the sale of the company.  Formally, the CEO 

position is not a control right, since CEO consent is not legally required to sell a company.  
                                                 
8 However, the difference in voting rights between California and Delaware incorporation may not be as 
significant as it appears. The California corporations code purports to subject ‘quasi-California’ 
corporations (corporations doing business in California but incorporated elsewhere) to certain provisions of 
California law, including the requirement of a separate class vote. See Cal. Corp Code 2115 (West 1990).  
California’s legal ability to impose this requirement on firms incorporated elsewhere remains unclear.   
However, many (but not all) Delaware-incorporated companies located in California are conservatively 
advised by lawyers to hold a separate class vote.  Nevertheless, common shareholders’ ability to block a 
transaction is still likely to be greater in a California-incorporated firm where a separate vote is mandatory. 
9 Even if the risk of litigation is relatively low, directors will generally seek a written legal opinion that the 
proposed sale does not violate any laws, including the board’s fiduciary duties.  To obtain such an opinion 
the directors must structure the sale in a way that appears consistent with their fiduciary duties. The desire 
for a legal opinion thus has the same effect on the deal structure as fear of litigation.      
10 [Dilluio case, 2001] 
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For practical purposes, however, it would be very difficult to sell a firm without the 
CEO’s cooperation.  The CEO may well use this informal holdup power to benefit herself 
personally. For example, the CEO may demand a bonus payment for completion of the 
sale.  

But if the CEO is the founder, she may also use her power for the benefit of the 
common shareholders.  A founder CEO is likely to feel loyalty or some degree of 
obligation to those who own common shares – the startup’s employees, other founders, 
and early angel investors who showed confidence in the founder.   Moreover, a founder 
CEO is likely to hold significant amounts of common stock, and thus have financial 
interests more closely aligned with common shareholders.  

In contrast, if the CEO at the time of sale is not the founder but a professional 
executive put in place by the VCs, she is less likely to use her holdup power for the 
benefit of common shareholders.  She will probably feel less loyal to them, and more to 
the VCs who put her in place. She is also likely to hold less common stock.  We predict a 
greater deviation from contractual priority if the CEO at the time of the acquisition is one 
of the founders.  We refer to this as the Founder CEO Hypothesis.  

 

3. The Data 
To conduct this study, we use a unique hand-collected data set of VC-backed 

Silicon Valley firms. This section describes the data collection process and provides 
descriptive statistics including the cash-flow rights and governance characteristics of the 
companies in our sample.    

 

3.1 Data Gathering  
We obtained from VentureReporter.net a list of startup companies located in 

California that were sold to an acquirer in 2003 or 2004.  The original list included firms 
located in southern California and some companies that did not receive venture financing.  
These companies were filtered out, leaving us with a sample of 193 VC-backed 
companies located in and around San Francisco, San Jose, and Oakland (broadly 
speaking “Silicon Valley”).11    

For each of the 193 firms we sought to locate and interview at least one person 
who was knowledgeable about the company’s financings and was involved in negotiating 
the sale of the company.  We identified current business addresses for the founders or 
executives (all of whom we call “entrepreneurs” for convenience) of 141 companies.  We 
mailed letters soliciting an interview to each entrepreneur.  We promised to keep all the 
information provided confidential so that a person reading our study would not know the 
identity of the interview subject or the startup firm.  We made follow-up phone calls to 
encourage participation approximately two weeks after the letter was sent out.       

                                                 
11 We used LinkSV to filter out companies which did not meet these criteria <www.linksv.com>.  LinkSV 
profiles all companies located in the greater San Francisco/San Jose/Oakland bay area that received VC 
funding.  If the company did not appear on LinkSV we removed it from our sample.      
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Entrepreneurs from 57 firms eventually agreed to be interviewed – a response rate 
of 40.4%.  Interviews were conducted in-person or over the telephone during the summer 
and fall of 2005.  Each interview covered the entire lifespan of the startup company: from 
the initial financing round through the eventual sale of the company.  The interviews 
gathered data regarding cash-flow rights and control rights negotiated in each financing 
round, and the financial terms of the acquisition.12   

From the original set of 57 companies we had to remove six companies that did 
not meet our criteria or did not provide sufficient data.  This left a base sample of 51 
companies. In 9 of these 51 companies the preferred stockholders had converted into 
common stock in connection with the acquisition, giving up their liquidation preferences.  
Because in these companies deviations from priority could not occur, we removed them 
from our sample.13  This left us with a relevant sample of 42 companies that had both 
preferred and common stock outstanding at the time of the acquisition.  A de-identified 
version of the database can be viewed at [insert web address].  

 

3.2 Selection Issues 
 Our sample consists of companies whose entrepreneurs voluntarily responded to 
our request for information.  There could be systematic differences between firms whose 
entrepreneurs responded to our inquiries and firms whose entrepreneurs did not.    
Entrepreneurs who benefited from a carveout to common may view their VCs in a 
particularly good light and be more (or less) willing to participate in the study than 
entrepreneurs whose common stock was wiped out.  As a result the frequency of 
deviation in favor of common shareholders might be higher (or lower) in the sample than 
it is among all the Silicon Valley companies sold in 2003 or 2004.  To minimize this 
possible distortion we solicited an interview from every entrepreneur we could locate and 
offered each one complete confidentiality.        

We define our sample based on an end event – the merger exit – and thus we 
exclude startup companies where the VCs exit via liquidation or IPO, and companies that 
remain independent.  This potentially creates a selection bias if the allocation of control 
rights affects the method of exit or operates differently in each context.  Since our focus, 
however, is on the performance of liquidation preferences it is appropriate to exclude 
IPOs and liquidations.  In IPOs preferred stock converts into common, thus removing the 
liquidation preferences and negating the issue of contractual priority.  Companies 
deciding between a merger exit and an IPO are generally very successful and in most 
instances the VCs would convert into common stock even if the transaction was 
structured as a merger.  In such instances the choice of IPO versus merger exit should not 
affect the distribution of the proceeds since the VCs and the entrepreneurs are both 
                                                 
12 A list of questions and topics covered can be viewed online at [insert web address]. For several 
companies interviews with multiple subjects were necessary.  This occurred, for instance, if the founder we 
originally interviewed left the company before it was acquired and was thus unable to answer questions 
about the sale of the business.   
13 In each of these 9 firms, the VCs converted into common because the payout from conversion was higher 
than the payout they would receive as preferred shareholders.  The conversion was thus not an implicit 
deviation from contractual priority.  
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holding common stock in either event.  In certain situations, however, a merger exit may 
allow the VCs to retain their liquidation preferences while the IPO would remove such 
rights.  Other things equal, this scenario causes VCs to prefer a merger exit and common 
stockholders to prefer an IPO (Hellmann, 2001).  If a merger and an IPO are for the same 
price but the IPO would remove liquidation preferences that would remain in the merger, 
the IPO effectively transfers value to common stockholders.  Common stockholders with 
sufficient power may push for an IPO instead of a merger.  Thus our exclusion of IPO 
exits may cause us to understate the effect of control rights on cash flow outcomes.  On 
the other end of the spectrum, failed startups generally have little value to distribute in a 
liquidation.  As a result, liquidations typically do not implicate contractual priority in any 
significant way.  For purposes of studying contractual priority merger exits are the most 
relevant setting.   

Our sample is limited to Silicon Valley firms sold in 2003 or 2004.  Factors 
unique to the Silicon Valley VC market or to this time period could limit the 
generalizability of our results.  Silicon Valley is a closely-knit community with its own 
norms and ways of doing business (Suchman & Cahill, 1996).  Reputational 
considerations may also play a larger role in Silicon Valley than elsewhere (Black & 
Gilson, 1998).  It is thus possible that the allocation of proceeds from the sale of startups 
reflects local culture and reputation as well as common shareholder holdup power.  

Due to our time frame many of the companies in our sample were financed during 
the bubble years, but sold after the bubble’s collapse.  As a consequence many of our 
sample companies had liquidation preferences far in excess of the purchase price.  If for 
legal, cultural, or reputational reasons parties try to avoid washouts of common 
shareholders, we would expect higher deviations from contractual priority than in other 
periods.  If, on the other hand, VCs’ poor performance made them reluctant to share any 
of their cash flow rights with the common, deviations might be less frequent.  While 
these considerations may affect the frequency and amount of deviations that we observe, 
there is no reason to believe that holdup power functioned differently in 2003-2004. 

 
3.3 Sample Description 

The 42 firms in our restricted sample are all ‘high-tech’ businesses, and are 
primarily from the biotech, telecommunications, software, and internet sectors.  Panel A 
of Table 1 provides a breakdown of our sample by industry.  The concentration of IT 
related businesses in our sample is representative of VC financed companies generally 
(Kaplan & Strömberg, 2003 at 284).14 

                                                 
14 Also see VentureOne, 2005, Deal Terms Report at page 54.  Compared to the studies by Kaplan & 
Strömberg and VentureOne, we have a slightly higher concentration on internet/IT related businesses and a 
lower concentration of biotech firms.  Since these were nationwide surveys, however, the difference likely 
reflects the fact that Silicon Valley has a stronger focus on internet and IT related businesses, as compared 
to the rest of the country.   
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Table 1: Descriptive Statistics 
 
This table provides descriptive statistics for the firms in the full and restricted samples.  Panel A shows the 
industry distribution of the sample firms.  The industry for each company is determined by the sector 
classification on www.linksv.com.  To facilitate comparisons the medical sector in included under 
‘Biotech’.  The ‘Other IT’ category includes (i) computer, (ii) semiconductor, (iii) outsourcing and (iv) data 
storage.  Panel B reports the mean and median period of operation, number of financing rounds, amount 
invested, and acquisition price for the firms in the full and the restricted samples. 
 
Panel A: Industry Distribution of Companies 

 Sector 
 Biotech Telecom Software Internet Other IT 
Full Sample (n=51) 6 14 12 10 9 
Restricted Sample (n=42) 5 11 11 8 7 

 
Panel B: Overview 

 Full Sample (n=51) Restricted Sample (n=42) 
 Mean Median SD Mean Median SD 
Years of Operation 5.09 5 1.61 5.31 5 1.64 
Number of Financing Rounds 3.01 3 1.12 3.14 3 1.13 
Amount Invested (millions $) 42.41 31.0 36.34 46.27 35.1 38.38 
Acquisition Price (millions $) 62.27 26.0 116.88 47.61 19 108.89 

 
 
The firms in our sample received an average of $46 million in VC funding over 

three rounds of financing.  Most of the firms were founded between 1997 and 2000, and 
at the time of sale had been operating for an average of approximately 5 years.  The mean 
sale price was $48 million.  Panel of B of Table 1 provides additional information on the 
amount of investment, financing rounds, years of operation, and sale price.  

 
3.4 Cash Flow Rights 
 Table 2 describes the liquidation rights held by the VC firms investing in our 
sample companies.  Panel A shows that VCs’ aggregate liquidation preferences at the 
time of the acquisition are approximately $50 million on average.  Liquidation 
preferences are related to the amount invested  As Panel B shows, 1x preferences are the 
norm for the first round of financing, while subsequent rounds are more likely to use 
multiples.  By the time the company is sold the aggregate preferences are on average 
somewhat greater than the amount invested in the company (Panel A).  In some cases, 
however, aggregate liquidation preferences at the time of the sale are actually less than 
the amount invested.  Although preferences less than 1x are not used in any financing 
round, in some firms the original preferences were reduced or eliminated by the time of 
the sale.15

                                                 
15 Preferences are reduced in one of two scenarios.  First, there might be a voluntary recapitalization of the 
firm, perhaps to eliminate “debt” overhang (Myers, 1977).  Second, pay-to-play provisions may force a VC 
to convert to common stock (and thereby give up its preferences) if it fails to participate in a subsequent 
financing round.   
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Table 2: Liquidation Preferences 
This table describes liquidation preferences (‘LP’) used in our 42 firm sample.  Panel A shows the 
aggregate LP held by the VC investors at the time of the acquisition and describes them as a ratio of the 
amount invested & of the purchase price.  Panel B shows the preferences issued in each round of financing.  
The first column lists the number of financing rounds that used 1x preferences.  The second and third 
columns list financing rounds where preferences between 1x up to 2x and greater than 2x were used 
respectively.  The final column lists financing rounds where the liquidation preferences of earlier investors 
were waived or reduced (a ‘recap’ financing).  Panel C shows, at the time of sale, the number of companies 
where the LP were greater or less than the purchase price and/or the amount invested.    
 
Panel A: Liquidation Preferences: Population Data 

 # obs. Mean Med. SD Min Max 
Aggregate LP (millions $) 42 50.15 38.75 40.17 6 190 
LP divided by amount invested 42 1.197 1 0.576 0.157 2.860 
LP divided by purchase price 42 10.01 1.78 27.05 .1 133.33 

 
Panel B: Negotiated Preferences 
 1x ≤ 2x > 2x Recap 
1st round (n=42) 39 2 1 0 
2nd round (n=32) 19 9 3 1 
3rd round (n=21) 13 2 1 5 
4th round (n=10) 2 2 2 4 
5th round (n=5) 1 1 0 3 

 
Panel C: Relation of LP to Purchase Price and Amount Invested 

 LP > purchase price LP < purchase price Total 
LP > investment 13 4 17 
LP = investment 9 5 14 
LP < investment 9 2 11 
Total 31 11 42 

 
 

 

At the time of the sale, however, what matters is the relationship between the 
liquidation preferences and the purchase price.  If liquidation preferences exceed the 
purchase price then common stock would be washed out under the terms of the contract.  
Panel C illustrates that liquidation preferences exceeded the purchase price in 
approximately 75% of the companies (31 of the 42) in our sample.  In the remaining 11 
companies the liquidation preferences were less than the purchase price. 

 
3.5 Corporate Governance Characteristics   
 Table 3 summarizes the distribution of control or governance rights in our sample.  
We consider board seats, state of incorporation, and CEO identity (founder or hired 
manager).  The average board had 5.7 directors at the time of the sale.  We divide 
directors into three categories: (i) VC, (ii) founder, and (iii) outside director.  Under our 
“formal” classification we treat any director who is not a VC or a founder as an outside 
director.  Outside directors are typically industry experts who are mutually agreed upon 
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by the VCs and the entrepreneurs.  We also treat angel investors and professional 
executives sitting on the board as outsiders.  Our classification is similar to Kaplan & 
Strömberg (2003); however, we look at who actually fills the board seat, rather than 
contractual appointment rights.  This distinction is sometimes relevant.  For instance, the 
charter may create a seat for a mutually appointed outside director, yet the seat may 
remain unfilled if the VCs and entrepreneurs do not find or agree on such a director.  
Under this formal classification one-third of the directors are outsiders at the time of the 
acquisition.   

Some outside directors, however, may not truly be independent.  VCs have 
extensive professional networks, and likely have significant ties to many outside directors 
(Fried & Ganor, 2006; Smith, 2005; Bratton, 2002).  Thus, our formal classification 
probably understates the true extent of VC control rights.  To account for potentially non-
independent outside directors, we create an alternative, ‘de facto’ classification of board 
seats.    Under the de facto classification, we reclassify outside directors as VCs (founders) 
if the director was selected/nominated exclusively by the VCs (founders).  On the other 
hand, if both parties played a significant role in the selection or both had a prior 
relationship with the individual then we still treat the director as an outsider.   

Panel A compares the formal and de facto board seats.  Under the formal 
classification, at the time of the sale on average 48.3% of the board seats are appointed by 
the VCs.  Under the de facto classification the average VC board representation increases 
to 58.6%.  This difference is due to reclassified outside directors.  The founder’s average 
board representation also increases under the de facto classification (18.4% to 20.4%), 
suggesting that founders sometimes have significant influence over the nomination of 
outside directors.  The effect, however, is much smaller.  Panel B shows that the VCs 
have formal board control in 15 (36% of 42) companies, and de facto control in 27 (64% 
of 42) companies.  Whenever the VCs do not control the board they need to convince at 
least one of the other directors to vote with them to initiate a sale of the company. 

All our companies were incorporated in either California or Delaware at the time 
of the acquisition.  That the choice is limited to Delaware or home-state (California) is 
consistent with the academic literature (Daines, 2002; Bebchuk & Cohen, 2003).  This 
limits the variation in corporate law that we observe, but also makes it easier to isolate its 
effect, since we only need to compare two states.  Panel C shows that 27 out of 42 
companies were incorporated in Delaware at the time of the acquisition. 
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Table 3: Control Rights 
 
This table reports the distribution of corporate governance rights in our sample of 42 firms.  Panel A reports 
the mean and median board representation for (i) founders, (ii) VCs, and (iii) outside directors.  The board 
seats are shown on a formal and de facto basis (see accompanying text for the distinction between the 
formal and de facto board classifications).  Panel B shows board control at the time of the acquisition.  If 
the VCs (or founders) control more than half the board seats, we classify this as ‘Control’.  If the board has 
an even number of seats and the VCs (or founders) appoint exactly half the directors, we treat this as 
‘Blocking’.  ‘Shared Control’ means that the VCs and the founders each appoint less than half the directors, 
with outside directors constituting the tie breaking vote.  Panel C shows the state of incorporation at the 
time of the acquisition.  Panel D shows whether a founder remained CEO at the time of the acquisition.    
 
Panel A: Board Seats at Time of Acquisition 
 # obs. Mean Med. SD Min Max 
Total number of board seats 
 

42 5.76 5 1.54 3 9 

Formal Board Seats       
Founder seats (% of board) 42 18.4% 20.0% 0.084 0 40% 
VC seats (% of board) 42 48.3% 50.0% 0.110 16.7% 66.7% 
Outsider seats (% of board) 42 33.3% 28.6% 0.144 0 83.3% 

 
De Facto Board Seats 

      

Founder seats (% of board) 42 20.4% 20.0% 0.098 0 42.9% 
VC seats (% of board) 42 58.6% 57.1% 0.174 16.7% 100% 
Outsider seats (% of board) 42 21.0% 20.0% 0.188 0 83.3% 

 
Panel B: Distribution of Board Control  
 Founder 

Control 
Founder 
Blocking 

Shared 
Control 

VC 
Blocking 

VC  
Control 

Formal Board (n=42) 0 0 16 11 15 
De Facto Board (n=42) 0 0 10 5 27 

 
 
Panel C: State of Incorporation 
 Delaware California Other 
Full Sample (n=51) 36 15 0 
Restricted Sample (n=42) 27 15 0 

 
Panel D: CEO Position at Sale 
Outsider CEO   29 
Founder CEO 13 
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For all the companies in our sample (& startups generally) the initial CEO was 
one of the founders.  In startup companies, however, the founder is often replaced as the 
CEO within a short time frame (Wasserman, 2003; Hannan et al., 1996; Kaplan, Sensoy 
and Strömberg, 2005).  The CEO change is often made in connection with a new round of 
financing.  In our sample 29 of 42 companies replaced the founder with an outside CEO 
by the time of the acquisition. 

 
3.6   Management Bonuses   
 Our focus is on the relationship between VCs and common stockholders, and how 
common shareholders can use their power to force VCs to share some of their liquidation 
preferences when the company is sold. However, common shareholders are not the only 
actors with potential holdup power. The cooperation of the CEO and other top managers 
is also necessary to sell the company, giving them the ability to extract value from the 
VCs (or startup investors generally).  In at least 16 of the 42 companies in our sample 
bonuses were paid to management upon closing the sale.16  Among these 16 companies 
the average management payout was $1.6 million, or 6.6% of the purchase price. 

Management bonuses may have two other purposes besides inducing managers to 
cooperate in their capacity as employees in getting the deal done: (1) to induce managers 
to vote in their capacity as board members to get the deal approved; and/or (2) to cause 
managers to vote their common stock in favor of the acquisition.  Thus, management 
bonuses may in part be a disguised non-pro-rata payment to common stockholders.  
Unfortunately, determining the purpose of a management bonus is very difficult. To be 
conservative in our measurement of deviation from contractual priority, we generally 
assume in measuring deviations that management bonuses are not payments to managers 
qua common shareholders, but rather payments to managers qua employees.    

  
4. Deviations from Contractual Priority: Evidence 
 In this section we describe the extent of deviation from contractual priority in our 
sample.  To determine deviation from contractual priority, we measure the difference 
between the actual payout to common shareholders and their contractual entitlement.  For 
example, suppose a company has liquidation preferences of $40 million and is sold for 
$20 million.  Under contractual priority, common stock should receive nothing.  If the 
parties nonetheless decide to allocate $2 million of the $20 million available for 
shareholders to common stock and the remaining $18 million to preferred stock, this 
would be a $2 million deviation from contractual priority.  To facilitate comparisons 
                                                 
16 Our data may under-report the extent of management bonuses.  Management bonuses can be separately 
negotiated with individual employees, and may not be mentioned in the merger agreement. To the extent 
they are separately negotiated with individual employees and the subject we interviewed was not a party to 
or aware of these discussions, we will not learn of the bonus.  Companies also frequently award retention 
packages to key employees; however, we could not obtain accurate information on the conditions and value 
of these retention payments.  Retention packages typically require the employee to stay on with the acquirer, 
and the value of the package is often unclear at the time of the acquisition.  The 16 bonuses that we 
describe were paid at closing and are not retention bonuses. 
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between companies sold for different amounts we also show the deviation as a percent of 
the purchase price.  In this example, the deviation is 10% (2/20 = 0.10). 

 Table 4 describes deviations from contractual priority.  Deviations occurred in 11 
of the 42 companies (approximately 27%).   Limited to this subset of 11 companies, the 
average carveout for common stock was $3.7 million or 10% of the purchase price.  On 
average, including both companies with deviations and those without, common stock 
received almost $1 million more than it was contractually entitled to.   

Panel B looks at the total payouts made by VCs in the form of common carveouts 
and management bonuses.  Management bonuses are not made to common shareholders 
qua shareholders and thus do no not explicitly implicate the priority rights of preferred 
shareholders.  However, because these payments benefit individuals who often hold (and 
can vote) large amounts of common stock, it might be argued that these payments are, at 
least in part, disguised non-pro-rata payment to common shareholders as a class.  If we 
consider management bonuses as disguised carveouts to common stock, 23 companies 
deviated from contractual priority (approximately 56%). Within this group of 23 
companies, there was an average combined deviation of $2.9 million or 9.1% of the 
purchase price.17 

Two points regarding the deviations from priority are worth emphasizing.  First, 
every deviation from priority in our sample is effectively a renegotiation of contractual 
priority at the time of the sale, rather than a violation of the contract terms.  In each case 
the VCs consent to the carveout payment.  Second, every deviation from priority came at 
the expense of preferred stock.  It is certainly possible that a deviation could benefit 
preferred stock at the expense of common.  The common shareholders may be willing, 
for instance, to give up a portion of their residual cash-flow in order to induce preferred 
shareholders to support a proposed merger.  This could occur if the preferred and 
common stockholders have different beliefs about the company’s expected value.  The 
option value of common stock, however, would be cut-off in the proposed merger and 
thus common stock typically has more reason to holdout.  Thus, the observed deviations 
are consistent with the nature of the financial conflict between preferred and common. 

Our results certainly do not imply that cash-flow rights are irrelevant.  In fact, 31 
of the 42 companies in our sample strictly followed contractual priority.  What it does 
imply, however, is that cash-flow rights are not perfectly reliable.  The ‘real’ value of the 
VC’s liquidation preferences is somewhat less than the contract would suggest.   

 

                                                 
17  Typically we do not include management bonuses as part of the purchase price; however, when we treat 
management bonuses as disguised payments to common stockholders we need to include management 
bonus payments as part of the purchase price.  This adjustment is reflected in the data reported here.  
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Table 4: Deviation from Priority 
 
Panel A: Carveout to Common Stock  
Companies with Deviations # obs. Mean Mdn SD Min Max 

Carveout to common (millions $) 11 3.70 2.5 3.44 0.03 10 
Carveout to common (% of price) 11 10.0% 7.2% 8.8% 1% 26.6% 

All Companies       
Carveout to common (millions $) 42 0.96 0 2.36 0 10 
Carveout to common (% of price) 42 2.63% 0 6.2% 0 26.6% 

 
Panel B: Combined Deviation (Carveout plus Management Bonus)  
Companies with Deviations # obs. Mean Mdn SD Min Max 

Combined deviation (millions $) 23 2.90 1.5 3.33 0.03 10 
Combined deviation (% of price) 23 9.1% 6.9% 8.6% 1% 38% 

All Companies       
Combined deviation (millions $) 42 1.58 0.1 2.84 0 10 
Combined deviation (% of price) 42 5.0% 2% 7.8% 0 38% 

 

 
 
5.  Explaining Deviations: Common Shareholder Power 
5.1. Empirical Results 
 In this section we test whether common shareholder holdup power can predict 
deviations from contractual priority.  To do this we estimate, using OLS regression, the 
following equation for deviation from contractual priority: 

 

Carveout to common (%) = F(holdup power, controls)   (1) 

 

Our dependent variable, Carveout to Common (%), measures deviations from contractual 
priority for the benefit of common shareholders as a percent of the total purchase price.18 

 We use separate variables to test each hypothesis.  Board Control (formal) is a 
dummy variable that equals 0 if the VCs controlled more than 50% of the board seats on 
a ‘formal’ basis at the time of the acquisition, and 1 otherwise.  Board Control (de facto) 
is a dummy variable that equals 0 if the VCs controlled more than 50% of the board seats 
on a ‘de facto’ basis at the time of the acquisition, and 1 otherwise.  The Board Control 
hypothesis predicts that both measures of board control should have a positive affect on 
deviations from contractual priority.  Founder CEO equals 1 if an original founder 
remains the CEO at the time of the acquisition and 0 if she has been replaced by a 
                                                 
18 We exclude management bonuses in calculating deviation because it is not clear whether these payments 
are disguised payout to common shareholders as a class.  Excluding such bonuses from our dependent 
variables causes us to underreport the extent of deviations from contractual priority.  Regressions that 
include management bonuses in the measure of deviation are reported in table 8.  We measure deviations as 
a percent of the purchase price so that we can compare companies sold for different amounts. 
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professional CEO.  The Founder CEO hypothesis predicts greater deviation from 
contractual priority if a founder remains CEO at the time of the sale.  For the corporate 
law hypothesis we use a dummy variable, California, coded to 1 if the firm was 
incorporated in California at the time of the acquisition, and 0 if it was incorporated in 
Delaware.  The California hypothesis predicts that California will increase deviations 
from contractual priority.  Each of these variables measures a potential source of common 
shareholder holdup power.  Collectively, we often refer to these four variables as the 
‘power variables’.     

In addition to the power variables we include numerous control variables to 
separate the effect of holdup power from other factors which might affect deviations from 
contractual priority.  We describe particular control variables throughout the remainder of 
this section.  Table 5 defines all the variables used in our models and provides summary 
statistics for each.  Table 6 shows a pairwise correlation matrix for the included variables.   

We use ordinary least squares to estimate the effect of holdup power on 
deviations from contractual priority.  The results of eight OLS models are reported in 
table 7.  Model (1) estimates the effect of our three power variables – Board Control 
(formal), Founder CEO, and California – on carveouts without any controls.  As our 
hypotheses predict each source of holdup power has a positive and significant effect on 
carveout payments. 

In the remaining models we add controls for various features of the startup 
company, the entrepreneurial team, and the acquirer.  To account for different interests 
among the VC investors we measure the number of different lead VC investors (number 
of lead VCs).  The lead investor for a round of financing handles the negotiations with the 
company.  This is a rough proxy for the number of different series of preferred stock 
issued by the company, and more importantly for the number of divergent VC incentives 
that need to be addressed when the company is sold.  If there are several lead investors 
the VCs may have trouble coordinating their negotiations with the entrepreneurs.  We use 
the total amount invested (total invested) to proxy for the size of the startup, and the 
amount that the VCs have at stake.  If any of the company’s founders had previously 
founded another company we code serial entrepreneur equal to 1.  Serial entrepreneurs 
are repeat players in the entrepreneurial community.  Repeat play should increase the 
importance of reputation.  A serial entrepreneur may plan to raise money from VCs again 
in a future company, but also might want to work with certain entrepreneurs/employees 
in future companies.  Depending on the relative importance of a serial entrepreneur’s 
reputation among VCs and among other entrepreneurs/employees, the serial entrepreneur 
has incentives to passively or aggressively negotiate for a carveout payment.  
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Table 5: Variable Definitions and Summary Statistics 
This table defines the variables used in tables 6 through 8 and provides descriptive statistics for each. Carveout to 
common (%) equals the amount received by common stock in excess of contractual priority (i.e. the carveout) as a 
percent of the purchase price; Carveout to common (Y/N) is a binary dependent variable which equals 1 if common 
stock received a carveout payment in excess of contractual priority and 0 otherwise; Combined deviation (%) equals the 
carveout to common stock plus management bonus as a percent of the purchase price (adjusted to include management 
bonuses); Carveout to common ($) measures the amount received by common stock in excess of contractual priority 
(i.e. the carveout) in millions of dollars; Board Control (formal) equals 0 if the VCs control more than half the board 
seats on a formal basis at the time of the acquisition and 1 otherwise; Board Control (de facto) equals 0 if the VCs 
control more than half the board seats on a de facto basis at the time of the acquisition and 1 otherwise; Founder CEO 
is a dummy equal to 1 if a founder was the CEO at the time of the acquisition and 0 if a professional CEO had been 
appointed; California equals 1 if the company was incorporated in California at the time of the acquisition; Number of 
Lead VCs measures the number of different VC investors that led a round of financing; Total Invested equals the total 
amount invested in the company prior to the acquisition (in millions); Serial Entrepreneur is a dummy variable set to 1 
if one of the company’s founders had previously founded another company, and 0 otherwise; Management Bonus (%) 
records the amount of any non-retention bonuses awarded in connection with the merger as a percent of the purchase 
price; Public Acquirer equals 1 if the acquirer was a publicly traded company at the time of the acquisition, and 0 
otherwise; Profit is a dummy equal to 1 if the purchase price was greater than the amount invested in the company, and 
0 otherwise; Washout equals 1 if the liquidation preferences exceeded the purchase price and 0 otherwise; Washout *  
Profit is a dummy equal to 1 if the purchase price is greater than the amount invested but less than the aggregate 
liquidation preferences; Log |Price – LP| equals the natural log of the absolute value of the difference between the 
purchase price and the aggregate liquidation preferences at the time of the acquisition (in millions); Wilson is a dummy 
variable that equals 1 if the startup company was represented by Wilson Sonsini Goodrich & Rosati at the time of the 
acquisition; Cooley is a dummy variable that equals 1 if the startup company was represented by Cooley Godward at 
the time of the acquisition; Venture Law is a dummy variable that equals 1 if the startup company was represented by 
Venture Law Group (now part of Heller Ehrman) at the time of the acquisition; Biotech equals 1 if the company was in 
the biotech sector, and 0 otherwise; Telecom equals 1 if the company was in the telecom sector and 0 otherwise; Other 
IT equals 1 if the company was an IT business in a sector other than biotech, telecom, internet or software; Internet 
equals 1 if the company was in the internet sector and 0 otherwise; Software equals 1 if the company was in the 
software sector and 0 otherwise.  
 
Variables Mean Median SD 
Dependent Variables    
 Carveout to common (%) .026 0 .06 
 Carveout to common (Y/N) .26 0 .44 
 Combined deviation (%) .05 .02 .08 
 Carveout to common ($) .97 0 2.37 
Power Variables    
 Board Control (formal) .64 1 .48 
 Board Control (de facto) .36 0 .48 
 Founder CEO .31 0 .47 
 California .36 0 .48 
Control Variables    
 Number of Lead VCs 2.5 2.5 .99 
 Total invested 46.28 35.1 38.39 
 Serial Entrepreneur .47 0 .51 
 Management Bonus (%) .025 0 .041 
 Public Acquirer .66 1 .48 
 Profit .29 0 .46 
 Washout .74 1 .44 
 Washout * Profit .05 0 .22 
 Log |Price – LP| 2.92 2.75 1.28 
 Wilson .24 0 .43 
 Cooley .14 0 .35 
 Venture Law .14 0 .35 
 Biotech .12 0 .33 
 Telecom .26 0 .45 
 Other IT .17 0 .38 
 Internet .19 0 .39 
 Software .26 0 .45 
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Table 6: Pairwise Correlation Matrix 
 
The table below shows pairwise correlations among the variables.  For a sample of 42 observations correlations greater than .30 in absolute value are significant at the 5% 
level and correlations greater than .39 in absolute value are significant at the 1% level.  Definitions and summary statistics for each variable are provided in table 5.      

 
  1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 

1 Board Control (formal) -                             
2 Board Control (de facto) .56 -                  
3 Founder CEO -.04 .25 -                 
4 California -.07 -.24 -.39 -                
5 Number of Lead VCs -.28 -.18 -.34 .23 -               
6 Total invested -.04 .13 -.06 .05 .32 -              
7 Serial Entrepreneur .21 .28 .19 -.31 -.10 -.13 -             
8 Management Bonus (%) -.23 -.07 .09 -.14 .19 .04 -.03 -            
9 Public Acquirer .11 .21 .15 -.11 .00 .25 -.03 .27 -           

10 Profit .25 .30 .26 -.03 -.32 -.01 .14 -.31 .22 -          
11 Washout -.22 -.23 -.07 -.12 .19 -.08 -.08 .29 -.19 -.82 -         
12 Washout * Profit .17 .30 .33 -.17 -.23 -.13 .01 -.14 .16 .35 .13 -       
13 Log |Price – LP| -.06 .02 .05 -.03 -.08 .21 -.02 -.18 .13 .22 -.15 -.11 -           
14 Wilson -.05 .05 -.01 -.07 .06 -.09 .14 .07 -.32 -.23 .08 -.13 -.20 -     
15 Cooley .02 -.16 -.13 .12 -.21 .16 -.39 -.14 .14 -.11 .09 -.09 .31 -.23 -    
16 Venture Law .16 .26 .17 -.16 .07 -.16 .02 -.13 .14 .04 -.07 -.09 .01 -.23 -.17 -   
17 Biotech -.03 .03 -.09 .03 .11 .02 .24 -.01 .26 .26 -.28 -.08 .01 -.03 -.15 .48 -  
18 Telecom -.01 .12 .19 .01 -.03 -.19 .08 .08 -.15 -.14 .11 -.13 .14 .18 -.24 -.09 -.22 - 
19 Other IT .20 .07 -.02 -.07 -.16 -.03 -.17 -.10 .18 .14 -.02 .20 -.15 -.25 .00 .00 -.16 -.27 
20 Internet .11 .14 .07 .14 -.12 .43 -.10 -.20 -.04 .10 -.12 .18 .12 .01 .15 -.20 -.18 -.29 
21 Software -.23 -.33 -.16 -.10 .19 -.18 -.03 .20 -.15 -.26 .23 -.13 -.13 .05 .22 -.09 -.22 -.35 
22 Carveout to common (%) .23 .33 .42 -.08 -.04 -.17 .18 .26 .29 .16 .12 .55 -.20 -.23 -.17 .18 .11 .14 
23 Carveout to common (Y/N) .06 .21 .36 -.13 .08 -.10 .11 .68 .36 -.02 .24 .37 -.24 -.14 -.20 .08 .08 .13 
24 Combined deviation (%) .10 .23 .30 .01 .03 -.13 -.13 .18 .31 .10 .11 .38 -.26 -.21 -.24 .38 .12 .26 
25 Carveout to common ($) .25 .36 .45 .04 .00 -.06 .14 .03 .29 .34 -.09 .49 -.14 -.23 -.17 .13 .00 .19 
                    
  19 20 21 22 23 24 25            
19 Other IT -                   
20 Internet -.22 -                  
21 Software -.27 -.29 -                 
22 Carveout to common (%) -.01 .04 -.25 -                
23 Carveout to common (Y/N) -.05 -.07 -.09 .88 -               
24 Combined deviation (%) .17 -.15 -.35 .72 .64 -             
25 Carveout to common ($) .01 .06 -.25 .77 .61 .70 -            
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Management Bonus (%) records if any non-retention bonuses were paid in connection 
with the acquisition.  In startup companies the senior executives often hold considerable 
common stock.  A large management bonus can be used to effectively buy a manager’s 
equity vote.  Thus, we might expect management bonuses to be a substitute for carveout 
payments to common stockholders.  On the other hand, significant management bonuses 
may be a sign that the VCs are desperate to sell the company, and thus management 
bonuses might complement carveout payments.  To see whether the acquirer’s financial 
structure effects deviations from priority we use a dummy variable, Public Acquirer, set 
equal to one if the acquirer was publicly traded at the time of the acquisition. 

These five control variables are added to all our remaining models.  The number 
of lead VCs has a positive effect on deviations from contractual priority and is significant 
in some models.  The total invested has a negative effect and is significant in some 
models.  Interestingly, serial entrepreneur and management bonus (%) are not 
statistically significant in any regressions.  Public acquirers are more willing to pay a 
carveout to common stockholders.  For our purposes, however, what is most important is 
that our three power variables remain significant when these controls are added.  This is 
illustrated by models (2) and (3).  The alternative coding of board control (model (3)) 
does not affect our results. 

Because common and preferred stockholders have different financial rights their 
bargaining positions and incentives may depend on whether the purchase price is greater 
than the aggregate liquidation preferences or greater than the amount invested in the 
company.  For instance, if the purchase price is less than the liquidation preferences 
common stock would be washed out (i.e. receive nothing) under contractual priority.  
Common stockholders essentially have nothing to lose by blocking this acquisition offer, 
and given some chance that a future acquisition may be for a price greater than the 
liquidation preferences, they could gain by doing so.  On the other hand, if the purchase 
price in the current offer is greater than the liquidation preferences, common stock risks 
losing the value of their residual claim by blocking such a sale.  Thus, we expect common 
stockholders to more aggressively pursue a carveout if they would otherwise be washed 
out in the current deal.  We code washout equal to 1 whenever the purchase price is less 
than the liquidation preferences and 0 otherwise.   

When the company is sold for a profit (an amount greater than total investment) 
the VCs can award a carveout without facing a loss on their investment. To the extent the 
VCs are loss-averse, they will be less reluctant in this situation to give common 
shareholders part of their liquidation preference.  We expect that common stock would be 
awarded a larger carveout if the company is sold for a profit.  To control for this we code 
profit equal to 1 if the purchase price is greater than the amount invested, and 0 otherwise.  
In some instances, a company may be sold for more than the amount invested but less 
than the liquidation preferences.  In this scenario, we would expect the carveout to be 
higher: common shareholders have nothing to lose by blocking the transaction, and VCs 
can give common shareholders some value while still showing a profit.  We use the 
interaction term washout * profit to account for this possibility.   

Finally, we measure the distance between the purchase price and the liquidation 
preferences to control for the unrealized option-value of common stock.  If the purchase 
price in the current offer is significantly below the aggregate liquidation preferences it 
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may be unlikely that a future offer would be higher than the liquidation preferences, and 
thus the option-value of common stock is relatively low.  On the other hand, if the 
purchase price in the current offer is just below the liquidation preferences, it may be 
highly likely that a better offer would put common stock in the money, and thus common 
stock’s option-value would be greater.  When the option value of common stock is higher 
there is additional incentive to demand a carveout or otherwise block the sale.  To control 
for this we calculate the natural log of the absolute value of the difference between the 
purchase price and the liquidation preferences at the time of the sale (Log |Price – LP|).19   

We add these four financial incentive control variables to models (4) – (8).  
Washout and profit both have a positive effect on deviations from contractual priority and 
each is statistically significant in some models.  In models (4) and (5) our three power 
variables remain statistically significant, and the coefficient estimates are relatively 
similar to models (2) and (3).        

Finally, we control for the law firm and industry of the startup company.  The 
startup’s law firm can have a significant voice in the choice of where to incorporate and 
the presence of other governance provisions.  The law firm can also impact how the 
merger sale is structured, and may discourage (or encourage) the entrepreneurs from 
seeking a carveout payment.  For each company in our sample we determine the law firm 
which represented the startup company at the time of the sale.  We use a separate dummy 
variable for each law firm that represented at least 5 companies.  In our sample three law 
firms met this criteria: Wilson Sonsini Goodrich & Rosati (representing 10 firms), 
Cooley Godward (representing 6 firms), and Venture Law Group (representing 6 firms).  
In model (6) and (7) we add these dummy variables as additional controls.     

 

                                                 
19 This variable also captures cases where the purchase price is greater than the liquidation preferences.  
This is appropriate, since common stock may still have considerable option value that is unrealized even in 
this case.  To accurately measure the unrealized option value we would need to know the variance of 
potential acquisition offers.  Since we only see one offer for each firm, however, we cannot directly 
measure this variance.  Instead we use the log of the distance between the purchase price and liquidation 
preferences to proxy for the portion of the unobserved offer distribution that is cut-off by the terms of the 
current sale.  
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Table 7: Multivariate Regression 
This table reports ordinary least squares regressions on a sample of 42 firms.  The dependent variable in each regression is Carveout to common (%), which 
measures the amount received by common stock in excess of contractual priority (the carveout) as a percent of the purchase price.  All explanatory variables are 
defined in Table 5.  Heteroskedastic-robust standard errors are reported in parentheses below each coefficient estimate. We use a 1-sided test for statistical 
significance for the power variables, and a 2-sided test for each control variable. 

   

 OLS 
 Model 
 (1) (2) (3) (4) (5) (6) (7) (8) 
Power Variables         

Board Control (formal) .034** .044***  .036**  .031**  .034** 
 (.016) (.018)  (.018)  (.017)  (.017) 
Board Control (de facto)   .037**  .030*  .023  
   (.020)  (.019)  (.025)  
Founder CEO .064*** .067*** .053*** .049*** .039*** .044** .036** .040** 
 (.025) (.021) (.020) (.017) (.016) (.019) (.017) (.016) 
California .016* .022* .025* .029** .032** .030** .031** .018 
 (.011) (.014) (.015) (.015) (.016) (.016) (.016) (.014) 

Control Variables         
Number of Lead VCs  .015^ .011 .013^ .010 .012 .009 .016^ 
  (.008) (.008) (.008) (.007) (.008) (.007) (.008) 
Total Invested  -.0004^^ -.0005^^ -.0003^ -.0003 -.0002 -.0002 -.0004^ 
  (.000) (.000) (.000) (.000) (.000) (.000) (.000) 
Serial Entrepreneur  .009 .009 .014 .014 .024 .026 .006 
  (.014) (.016) (.015) (.016) (.018) (.021) (.013) 
Management Bonus (%)  .356 .302 .411 .325 .562 .496 .395 
  (.363) (.373) (.414) (.403) (.408) (.371) (.383) 
Public Acquirer  .027 .028 .022 .027 .005 .008 .029^ 
  (.017) (.017) (.017) (.017) (.020) (.018) (.016) 
Profit    .038 .058^ -.002 .011 .077^ 
    (.026) (.024) (.040) (.033) (.034) 
Washout    .045 .066^ .002 .015 .085^ 
    (.027) (.027) (.038) (.032) (.034) 
Washout * Profit    .086 .057 .144^ .125 .039 
    (.067) (.071) (.069) (.075) (.065) 
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Log |Price – LP|    -.005 -.007 -.004 -.007 -.010 
    (.005) (.004) (.005) (.005) (.006) 
Wilson      -.025 -.027  
      (.022) (.023)  
Cooley      .012 .016  
      (.024) (.025)  
Venture Law      .026 .024  
      (.026) (.035)  
Biotech        .040 
        (.024) 
Telecom        .037^ 
        (.019) 
Other IT        .007 
        (.019) 
Internet        .051^ 
        (.028) 
Constant -.021^ -.079^ -.048^ -.111^^ -.098^^ -.062 -.047 -.151^^ 
 (.012) (.030) (.025) (.038) (.035) (.038) (.035) (.046) 

         
R2 .25 .44 .42 .63 .60 .67 .65 .70 
No. of Observations 42 42 42 42 42 42 42 42 

*= 10% significance; **=5% significance; ***=1% significance [1-sided test] 
^= 10% significance; ^^=1% significance [2-sided test] 
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Corporate governance may operate differently for startups in different industries.  
For instance the technological expertise of the founders may be more important in some 
sectors.  Industry practices regarding management bonuses or carveout payments may 
vary from sector to sector.  Both our explanatory variables and the final distribution of 
proceeds could be affected by the industry of the startup company.  To control for this we 
use the industry classification provided by www.linksv.com for each startup in our 
database.  In model (8) we include dummy variables for Biotech, Telecom, Internet, and 
Other IT.  The Software industry is the excluded category.  The Telecom and Internet 
industries have a positive and statistically significant effect on deviations from 
contractual priority.  Models (6) through (8) demonstrate that our results are robust to law 
firm and industry effects.  

The results shown in table 7 provide strong support for our three holdup power 
hypotheses.  Founder CEO is significant at the 1% or 5% level in all 8 models.  Board 
Control (formal) is significant at the 1% or 5% level in each model.  Board Control (de 
facto) is significant in two out of three models.  California is statistically significant at 
the 5% or 10% level in 7 out of 8 models.  The multivariate analysis supports each of our 
common shareholder power hypotheses.  We find that the strength of VCs’ control rights 
vis-à-vis common shareholders affect the distribution of cash flow outcomes. 

We consider the economic significance of control rights.  The models reported in 
tables 7 show that the deviation from contractual priority as a percent of the purchase 
price is likely to be between 3.6% to 6.7% higher (mean = 4.9%) if the founder remains 
the CEO, between 1.6% to 3.2% higher (mean = 2.5%) if the firm was incorporated in 
California at the time of the acquisition, and between 2.3 to 4.4% higher (mean = 3.4%) if 
the VCs did not control the board of directors on a formal or de facto basis.  To estimate 
the economic magnitude of these forecasts we use the dollar value of carveout payments 
awarded to common stock – Carveout to Common ($) – as our dependent variable.  We 
re-estimate models (4) and (5) with this dependent variable.  The results are reported in 
table 8 under models (9) and (10) respectively.  By expressing our dependent variables in 
dollars (rather than percent) our coefficients now estimate the dollars transferred due to 
each source of holdup power.  We find that common stock can expect to receive, ceteris 
paribus, an extra $2.58 million if the founder remains the CEO, an extra $1.54 million if 
the firm is incorporated in California, and an extra $1.35 million if the VCs do not control 
the board.  If all factors are simultaneously present, common stock can expect to receive 
an ex post carveout of $5.4 million.  While this is a rough estimate it gives a sense of the 
financial significance of corporate law and control rights.20 

                                                 
20 Measuring the dollar value of control is complicated, however, by the fact that the purchase price could 
be endogenous with respect to the allocation of governance rights.  Alternative allocations of control rights 
could affect a firm’s decision making in ways which could increase or decrease its expected value.  
Essentially, alternative allocations of control can affect both distribution and efficiency.  The regressions 
reported in this paper measure the distributive but not the efficiency consequences of different allocations 
of control rights.  The value of common stock, however, depends on both the total purchase price and its 
distribution.  The fact, however, that common stockholders often retain significant control rights even after 
several rounds of financing suggests that the parties often believe that there is some efficiency benefit to 
giving common shareholders such rights.  To the extent that giving common stockholders control rights 
increases the expected purchase price, we understate the ‘true’ or ex ante value of control.  Unfortunately, 
our data does not allow us to directly measure the ex ante value of control.  This concern, however, is not 
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5.2 Measurement and Causation 
In this section we consider alternative specifications of our dependent variable 

and potential endogenity of the corporate governance rights.  In the regressions reported 
in table 7 we did not count management bonus payments as deviations from contractual 
priority, under the belief that such payments are to managers in their capacity as 
employees.  If bonuses are frequently used to buy the votes of large common 
stockholders, however, they are effectively disguised non-pro-rata carveout payments.  
To account for this possibility we generate a new dependent variable - Combined 
Deviation (%) – which includes both management bonuses and carveout payments.  We 
re-estimate models (4) and (5) using the new dependent variable.  We do not use 
Management Bonus (%) as an explanatory variable, however, since it is included in the 
dependent variable.  The results are shown in table 8 under models (11) and (12).  All of 
the power variables are positive and the coefficient estimates are similar to table 7; 
however, models (11) and (12) have a lower R2 and Founder CEO is the only power 
variable which remains statistically significant.  The inclusion of management bonuses 
weakens the effect of control rights on deviations.  This might be due in part to difficulty 
that we have in measuring the use of management bonuses.  It is also likely that 
unobserved traits of the executives have a significant effect on the use of such bonuses.  
We suspect that managerial power is based on different considerations than the 
shareholder governance rights that we document. 

The allocation of control rights between common and preferred stock should 
affect the frequency as well as the magnitude of deviation from priority.  To test this we 
generate a binary dependent variable.  Our new dependent variable – Carevout to 
Common (Y/N) – equals 1 if a carveout payment was awarded to common stock, and 0 
otherwise.  Since we have a small sample size a maximum likelihood estimator (i.e. 
probit) would generate biased estimates (Greene, 2003).  Instead we use a linear 
probability model to re-estimate regressions (4) and (5) using the binary dependent 
variable.  Our results are shown in models (13) and (14).  As our hypotheses would 
predict each measure of shareholder power reported in these models increases the 
likelihood of deviation; however, Founder CEO is the only power variable which was 
significant in model (13).  This is not entirely surprising.  The binary dependent variable 
treats a small deviation from contractual priority the same as a large deviation, even 
though these have very different financial consequences for the parties.  In model (14) we 
use the de facto measure of board control, and find that all three sources of shareholder 
power have a positive and significant effect on the likelihood of deviation.  While 
shareholder power may be better at explaining the magnitude of deviations, it also 
predicts the frequency of deviations from contractual priority as our hypotheses would 
suggest. 

                                                                                                                                                 
an issue for our main findings.  Our attempt is simply to measure ex post deviations (i.e. renegotiations) 
from contractual priority, and we do not generally address the ex ante value of control rights.   
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Table 8: Alternative Measurement of Deviation 

 
This table reports ordinary least squares regressions on a sample of 42 firms.  Models (9) and (10) measure 
deviations in terms of dollars (in millions), and the dependent variable is Carveout to Common ($).  Models 
(11) and (12) include management bonuses in the measure of deviation, using Combined Deviation (%) as the 
dependent variable.  Models (13) and (14) use a binary dependent variable, Carevout to Common (Y/N), 
which equals 1 if a carveout payment was awarded to common stock and 0 otherwise.  All explanatory 
variables are defined in Table 5.  Heteroskedastic-robust standard errors are reported in parentheses below 
each coefficient estimate.  We use a 1-sided test for statistical significance for the power variables, and a 2-
sided test for each control variable. 

 
 OLS 
 Model 

 
Carveout to Common 

($) 
Combined Deviation 

(%) 
Carevout to Common 

(Y/N) 
 (9) (10) (11) (12) (13) (14) 
Power Variables       

Board Control (formal) 1.346***  .018  .177  
 (.530)  (.024)  (.159)  
Board Control (de facto)  1.410**  .031  .320*** 
  (.694)  (.032)  (.126) 
Founder CEO 2.576*** 2.205*** .062** .056** .348** .295** 
 (1.005) (.891) (.035) (.029) (.158) (.133) 
California 1.537** 1.691** .019 .024 .156 .196* 
 (.801) (.839) (.017) (.020) (.157) (.149) 

Control Variables       
Number of Lead VCs .757^ .633^ .019^ .018^ .104 .093 
 (.319) (.297) (.010) (.009) (.081) (.060) 
Total Invested -.005 -.007 -.0003 -.0004 -.002^ -.003^ 
 (.004) (.005) (.0002) (.0002) (.001) (.001) 
Serial Entrepreneur .293 .205 .009 .005 -.201 -.248^ 
 (.617) (.609) (.018) (.018) (.125) (.125) 
Management Bonus (%) .648 -2.732   .098 -.427 
 (5.592) (6.546)   (1.929) (1.873) 
Public Acquirer 1.075^ 1.231^ .069^^ .069^^ .317^ .334^ 
 (.510) (.552) (.025) (.025) (.133) (.134) 
Profit 3.405^ 4.419^ .090^^ .112^ .842^^ 1.094^^ 
 (1.601) (1.809) (.031) (.042) (.273) (.273) 
Washout 2.815^ 3.912^ .129^^ .153^^ .872^^ 1.159^^ 
 (1.155) (1.555) (.034) (.055) (.240) (.285) 
Washout * Profit .349 -1.223 -.037 -.072 -.474 -.895^ 
 (3.714) (4.144) (.088) (.114) (.377) (.427) 
Log |Price – LP| -.331 -.438^ -.016^ -.018^ -.116^^ -.135^^ 
 (.198) (.234) (.008) (.008) (.041) (.043) 
Constant -5.854^^ -5.716^ -.143^^ -.153^^ -.818^ -.948^^ 
 (2.127) (2.122) (.044) (.048) (.415) (.317) 

       
R2 .61 .60 .51 .52 .48 .53 
No. of Observations 42 42 42 42 42 42 

*= 10% significance; **=5% significance; ***=1% significance [1-sided test] 
^= 10% significance; ^^=1% significance [2-sided test] 
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 Since corporate governance rights are not completely exogenous it is worth 
considering causality.  Instead of the hypothesized use of shareholder power, our results 
could be driven by unobserved factors that correlate with the observed control rights.  To 
minimize this possibility we control for a broad range of factors that influence corporate 
governance.  For instance, the startup’s law firm and industry might affect where the 
business incorporates and whether the founder remains CEO.  The law firm and industry 
could also impact the negotiation over carveout payments.  Since we control for these 
effects we significantly reduce the number of factors which might correlate with 
shareholder power.  We further reduce the possibility of unobserved heterogeneity by 
limiting our sample to VC-backed companies, located in Silicon Valley and sold during a 
narrow period of time.  Still, we cannot completely remove the possibility that 
unobserved factors could affect our results.  For instance, a highly skilled or charismatic 
founder may be more likely to remain the CEO.  These same traits might also benefit the 
founder in negotiating for a carveout payment.  While it is certainly possible that 
personality traits could impact outcomes, such traits are unlikely to have any effect if 
they are not accompanied by the corresponding control right.  For example, if a highly 
skilled founder is not the CEO and not sitting on the board at the time of the acquisition, 
would she still be able to secure a generous carveout payment?  Based on our interview 
experience, founders who are not in a senior executive position and are not sitting on the 
board typically have no role in the merger negotiations.  Other than our hypothesized use 
of holdup power it is difficult to explain the strong correlation that we find between the 
allocation of control rights and deviations from contractual priority.      

 
6.   Is Common Shareholder Power Desirable? 
 Common shareholders’ ability to divert value from preferred shareholders, by 
itself, merely affects an ex post redistribution of value among participants in the startup.  
Everything else equal, this redistribution does not increase the size of the pie.  Indeed, the 
transaction costs incurred by the common shareholders seeking to obtain some of the 
liquidation preference would, everything else equal, likely reduce the total proceeds 
available to all the participants.  In principle, one could more efficiently achieve the same 
distributional effects of common shareholder power by removing their holdup power and 
instead giving common shareholders slightly better financial terms ex ante.     

However, common shareholder power is in large part the direct or indirect 
product of the parties’ contractual arrangements regarding (1) the allocation of board 
seats; (2) the corporate law rights of common shareholders; and (3) the identity of the 
CEO.   The parties could therefore reduce at least some sources of common shareholders’ 
power.  The fact that they choose not to do so suggests that in some cases allocating 
power to common shareholders, while creating ex post costs, may nevertheless provide 
ex ante benefits. 

Consider the choice of corporate law.  Our findings suggest that a California 
incorporation (rather than a Delaware incorporation) increases common shareholder 
power and their ability to extract value from VCs.  It would be straightforward and 
relatively inexpensive for the parties of a California corporation to reincorporate into 
Delaware. Such reincorporation can be affected by a transaction approved by a majority 
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of the board and a majority of each class of shareholders.  Indeed, in 4 firms in our 
sample such a reincorporation occurred (no reincorporations occurred in the other 
direction).  The fact that 15 companies chose to remain incorporated in California is 
consistent with the parties believing that giving common shareholders more power 
provides desirable ex ante effects.  

We offer two possible reasons why it might be desirable to limit VCs’ control by 
giving common shareholders power in the startup. First, common shareholder power 
could reduce the amount of inefficient sales.  As we discussed in Section 2, because VCs 
cash flow rights are different from common shareholders, they may prefer a sale even 
when total shareholder value is maximized by keeping the company independent.  Giving 
common shareholders the ability to impede sales may thus reduce the amount of 
inefficient sales, and increase the expected payout to shareholders as a group. 

Second, giving common shareholders power increases both the value and 
incentive effects of the equity compensation used to compensate and incentivize 
employees.  Equity compensation allows liquidity-constrained startups to compete in the 
labor market for talented employees and it aligns the interests of employees with those of 
shareholders. Giving VCs the untrammeled ability to reduce or eliminate the value of 
common stock through the sale of the company that wipes out the common stock will 
both reduce the value of the equity compensation given to employees and dilute its 
desirable incentive effects.  Giving common shareholders power to obstruct such sales 
may therefore allow the startup to more efficiently provide compensation to employees 
(Fried & Ganor, 2006).  

Unfortunately, our data do not allow us to test whether firms deliberately increase 
common shareholder power in order to improve the quality of sale transactions or provide 
incentives to founders and employees.  We thus offer these explanations only as possible 
hypothesis for why parties sometimes choose to give common shareholders the power to 
extract part of VCs’ cash flow.  We leave it to future work to investigate more 
systematically whether startups give common shareholders power for these or other 
reasons. 

 

7. Conclusion 
This paper investigates whether corporate governance rights provided to different 

classes of shareholders in startup companies have any effect on the allocation of the 
proceeds from the sale of these companies.  In particular, we consider whether common 
stockholders’ power to block a merger exit affects preferred-holding VCs’ ability to 
receive their liquidation preferences in full.  To explore this issue we use a hand-collected 
dataset of startups that received funding from VCs and were eventually sold.   

We find that in most cases VCs receive their full liquidation preference.  However, 
in more than a quarter of the firms we observe deviations from contractual priority 
benefiting common stockholders, some of which are substantial.  We also show that 
giving common shareholders additional control rights causes such deviations.  Deviations 
for the benefit of common stock are more likely if the VCs do not control the board, if the 
company is incorporated in California (which provides greater legal protection to 
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common shareholders), and if the CEO at the time of the acquisition is one of the 
company’s founders (and therefore more likely to care about payouts to other founders, 
employees, and early-stage investors holding common stock). 

Our findings contribute to several literatures.  First, our study contributes to the 
finance literature on incomplete contracting. Incomplete contracting theory recognizes 
that cash-flow rights may be unreliable when the holder of the cash-flow right does not 
have full control rights (Hart, 1995).  Accordingly, the ex ante allocation of control rights 
can have a significant affect on ex post outcomes (Grossman and Hart 1986; Williamson, 
1985; and Tirole, 1999).  Our study shows that, in a setting with incomplete contracts, 
cash flow rights are in fact not perfectly reliable.  In particular, when VCs do not have 
complete control, they cannot always ensure that their cash flow rights will be completely 
respected.  It also shows, consistent with incomplete contracting theory, that when 
common stock has greater control rights, deviations from the VCs’ liquidation 
preferences for the benefit of common stock are more likely.  In short, we document that 
there are financial consequences to the allocation of residual control rights. 

Second, our paper contributes to the literature on VC contracting.  The VC 
contracting literature has to date focused primarily on the relationship between the VCs 
and the entrepreneur seeking their funding. It demonstrates that cash-flow and control 
rights in the financing agreement between the VC and the entrepreneur respond to 
asymmetric information and agency problems (Sahlman, 1990; Gompers and Lerner, 
1999; Klausner and Litvak, 2001).  Kaplan and Strömberg (2003) describe cash-flow and 
control rights used in a sample of VC financing agreements and find that VC cash flow 
and control rights over entrepreneurs are complementary contractual strategies.  Less 
attention has been paid to the relationship between VCs and common shareholders, who 
include not only the entrepreneur but also employees and early-stage investors in the firm.   
Our study highlights the importance of the allocation of control rights between preferred-
holding VCs and common shareholders.  Our paper also shows that the allocation of 
these control rights affects financial outcomes in startups.  

Third, our paper contributes to the literature on VC exits.  A number of articles 
study the effect of venture capital on IPO exits (Barry et al, 1990; Megginson and Weiss, 
1991; Lee and Wahal, 2004; Gompers. 1996).  These studies explain the role of the VC in 
certifying the company as it goes public, timing the IPO, first day under-pricing and other 
factors.  Less is known about private sales, however, which are a more frequent form of 
VC exit (Cumming et al., 2006).   It is often assumed that VCs have sufficient control 
rights to determine the method, timing and terms of exit (Black and Gilson, 1998; Smith, 
2005).  However, nobody has studied what occurs when VC-backed firms are sold.  We 
add to the literature on VC exits by empirically documenting merger exits at the 
individual firm level.   We find that VCs frequently exit without full control.  VCs often 
need the cooperation of common stock in order to sell the startup company.  Obtaining 
this cooperation often costs the VCs a portion of their cash-flow rights.   

Fourth, our study contributes to the literature on the importance of corporate law 
in firm governance.  There is some evidence suggesting that, within the U.S., state 
corporate law affects value of common stock in public companies (Daines, 2001; 
Subramanian, 2004).  There is also some evidence that cross-country differences in 
corporate law protection affect the value of common shares (e.g., La Porta et al, 2002).  
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Our study adds to this literature by showing that corporate law affects financial outcomes 
in private companies as well.   

 Finally, our study suggests an area for future research.  In addition to the carveout 
payments given to common stock, we document that substantial management bonuses are 
sometimes awarded in connection with the merger.  Our finding is similar to studies 
documenting golden parachute payments to managers of public companies in connection 
with hostile takeovers (Walkling and Long, 1984; Lambert and Larcker, 1985).  Just as 
such payments can overcome public company CEO resistance to transactions that will 
terminate their employment, the management bonuses we document may be necessary to 
convince startup executives to support a job-ending transaction.  Thus, VCs must 
overcome not only common shareholders’ resistance but managerial resistance as well.  
Future research might explore sources of managerial power in private firms. 
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