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SEEKING FOR VC INVESTMENT - WHAT DOES MATTER FOR START-UPS?

Y INIOIYKAX BEHYYPHOI'O IHBECTYBAHHSI: 11O BAKJINBO BPAXOBYBATH
Y KOHTEKCTI AIAJIBHOCTI CTAPTAIIIB?

Sitchenko H.M., Graduate student at the Department of Civil Law
Kharkiv National University of Internal Affairs

The reconstruction of Ukraine is declared the largest and most comprehensive reconstruction effort since the Marshall Plan after World War
1. The Ukrainian government has prioritised private investments. Therefore reforms must be a reflection of progress in improving the business-en-
abling environment as an attractive destination for economic activities for all parties involved in private investment. In this context, it is important
to bring efficient improvements to the role of innovative entrepreneurship. To strengthen the institutions and regulatory framework in Ukraine with
a focus on VC funding as a part of Ukraine’s reconstruction, it is relevant to consider how far Ukraine’s legal framework supports VC-backed
innovative start-ups.

We aim to analyse the popular choice of start-up entities in foreign jurisdictions to understand the features of the legal framework that may
require particular attention from the point of view of encouraging indigenous VC investee companies in Ukraine.

We consider the form of a Limited Liability Company and a Joint Stock Company as the most appropriate legal entities to incorporate innov-
ative start-ups in Ukraine. But, it is important to customise the appropriate legal variables that might be critical to the demand from VC Funds,
investing in Ukraine. Further studies, which take these variables into account, will need to be undertaken to consider the structure of why and how
venture capital markets differ with respect to investee firm governance and investee firm performance in the Ukrainian context.

In the sense of determining the contents of innovative start-ups' performance to domestic law, the paper aims to consider the legal struc-
ture(s) on the level of innovative start-ups that are most commonly used as vehicles for VC in the USA. We assume that for the purposes of any
legislation changes regulating VC, which will be implemented the government would work closely with the business community to ensure a trans-
parent and efficient process, and look to apply an evidence-based legislative design, taking into consideration the practical needs of VC deals to
promote early-stage venture capital finance of innovative entrepreneurs in Ukraine.
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BinHoBneHHs YkpaiHu oronoLieHo HaimacwTabHilmM nnaHom 3 Biadyaoswu 3 vacie MnaHy Mapluanna nicns yacis [pyroi CBiTOBOI BiliHM.
YKpaiHCbKWiA YpsA BU3HAYMB NpUBATHI iHBECTULIT OQHWM i3 NPUOPITETIB Y NpOLeCi PEKOHCTPYKLT Ta micnsaBoeHHoi po3byaosun. Pedopmun matoTb
ByTV cnpsiMOBaHi Ha NOKpaLLEeHHs CnpUsTIMBoOro GisHec-cepenoBuLLa. Y LibOMY KOHTEKCTI BaXTMBO eDEeKTUBHO MNiABULLMTY ponb iHHOBALLIMHOTO
nignpmeMHuUTBa. AN 3MiLHEeHHs IHCTUTYL Ta HOpMaTUBHO-NPaBOBOI 6a3n B YkpaiHi 3 akLEHTOM Ha BeHYYPHOMY (DiHaHCYBaHHi y BifHOBMEHHI
KpaiHW, BaXNMUBO PO3TMSHYTM, HACKIMNbKW HaLioHanbHe 3aKOHOAABCTBO MiATPUMYE Ta 3abe3nyyye BianoBiaHi yMoBW Ans ehEKTUBHOI AisiNbHOCTI
iHHOBaL|iiHWX cTapTanis.

MerToto cTaTTi — NpoaHanisyBaTy opraHisauiiHo-npaBoBi popMu cTapTanis, LWo6 3po3yMiTv 0COGNMBOCTI NPABOBOO PerynoBaHHsl, ki MOXYTb
noTpebyBaT 0cobnMBOi yBary 3 TOUKM 30py 3a0XO4EHHST MiCLIEBMX KOMMAHI-06'eKTiB BEHYYPHOTO iHBECTYBaHHS B YKpaiHi.

BeaxaeTbcs, WwWo TOB Ta AT € HaibinbLu NPUAHATHUMM hopMamu st CTBOPEHHS! iHHOBALiHWX cTapTanis B YkpaiHi Ha OCHOBI NpoBeAeHOro
aHanidy npaeoBoi (hopMu AiANbHOCTI CTapTani, SKi HaNYacTiLle BUKOPUCTOBYIOTLCS SiK 00'EKTW BEHYYpPHOTO iHBECTYBAHHS B MiXKHAPOOHOMY KOH-
TekcTi. Baxnueo HanawTyBaTty BignOBIAHI OPUANYHI 3MiHHI, SIKi MOXYTb BYTU KPUTUYHO BaXXIMBUMM Ansi 36inblIeHHs NonuTy 3 GOKY BEHUYPHUX
iHBeCTULi#A, LLO iHBECTYIOTb B YKpaiHy.

Y KOHTeKCTi po3noyatix pecopM JaHOro CEKTOopY, BaXNMBUM BUAAETLCA NobyAoBa NPaBOBOrO CepefoBMLLa, WO CTUMYIIOE NPOoLEecH 3any-
YeHHS MPUBATHUX IHBECTULLIN 0 iHHOBALHMX MiANPUEMLIB Ha paHHIX CTafisx po3BMTKY B YKpaiHi, y TiCHIN cniBnpaui ypsagy 3 6i3Hec-cninbHOTO0
ANs ypaxyBaHHAM NpakTU4HMX NoTped TpaH3aKLil BEHYYPHOTO iHBECTYBaHHS.

Takox, 3pobneHo BUCHOBOK, WO ANs Lifiei NOTOYHUX pedopM, CnpsiMOBaHMX Ha Mobinisauiio npuBaTHuX cyb'ekTiB Ans AuBepcudikauii
xepen iHaHCyBaHHsSI Ta 3MILHEHHSI HaLliOHarNbHOrO IHBECTULINHOMO NOTeHLjiany, HeobXigHO CKOpWUryBaTW BIAMOBIAHUIA MExaHi3M NpPaBOBOMO
peryntoBaHHs iHHOBALiHOrO MiANPUEMHULTBA SK 00’'€KTa NPaBOBIAHOCWMH BEHYYPHOTO iHBeCTyBaHHs. MNoganbLuoro po3rmsaay notpebye nuTaHHs
BAOCKOHANEHHs LUMBINbHO-NPABOBOro perynioBaHHsA 3 MeTOK aganTauii HauioHanbHWX HOPM KOpPMOpaTMBHOMO nMpaBa A0 Cy4aCHWX TeHAeHUin

perynioBaHHsi MPABOYMHIB 3 BEHYYPHMUM KaniTanom Ha rnobansHOMY pUHKY iHHOBALLil.
Knto4oBi cnoBa: BeH4ypHi iHBeCTuULii, iHHOBALi, NpMBaTHi iHBECTULT, BEHYYPHWUI (hOHA, CTapTan.

The war is triggering new challenges for the Ukrainian gov-
ernment and policymakers to form a new Ukrainian transform-
ation. While Russia's aggression against Ukraine continues
to cause untold suffering and destruction, the legal and eco-
nomic reforms in Ukraine are already taking shape in an inter-
national context of Ukrainian recovery and reconstruction.

Recovery should enable Ukraine’s private investment
and boost nationwide entrepreneurship, support small
and medium-size innovative start-ups as an important pil-
lar of the new economic model. The recovery process has
to facilitate collaboration between national and international
actors, including from the private sector, civil society, aca-
demia and local government.

The government is implementing investor-friendly reforms
at a faster pace than ever before and the potential role of VC
funding in supporting Ukraine’s post-conflict reconstruction is
high on the policy-making agenda.

There is a hypothesis in empirical research if legal start-up
structures are excessively rigid and do not adequately facilitate
contracting a venture capitalist over rights to returns and con-
trol, this will make the investment less attractive [1]. Tt is

relevant to consider how far Ukraine’s Civil Law regulation
is flexible to support VC-backed start-ups in the context
of the practical needs of parties.

The war has not slowed the success of Ukraine’s IT sector
which is seeing 20% growth in 2022. From artificial intelli-
gence, blockchain, FinTech to software development and more,
Ukraine has over 300,000 IT specialists, and is at the forefront
of developments in the industry, with IT outsourcing Ukraine’s
third largest export [2].

But another tendency is the incorporation of innova-
tive start-ups in a foreign jurisdiction to the requirements on
demand of the supplied VC Fund, for example, US or English
law. Allowing that situation has increased the attractiveness
of investment in Ukraine-focused funds, but it poses the ques-
tion of how far returns from successful start-ups will eventu-
ally flow out of the country.

As we can see, even though martial law, Ukrainian start-
ups have a high level of VC funding in comparison to other
countries in Central and Eastern Europe. Since the summer
0f2022 anumber of VC partnerships based in London and New
York have announced new funds to support early-stage invest-
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ment in Ukrainian companies. A lot of Ukrainian start-ups are
continuing to choose the incorporation of their businesses in
the USA and the UK as well. We face the situation described
by Rock (2001) in his research: in practice that if domestic
organisational forms hinder start-ups ability to contract effect-
ively with VCs, they may opt to incorporate elsewhere, even if
the business does not physically move [6].

Obviously, this tendency is a reflection of the lack of appro-
priate legislation, in part, and commercial impact — the invest-
ments by USA VC funds to spur the success of Ukrainian uni-
corns.

The current discussion in Ukrainian legislation is to bring
efficient improvements to innovative entrepreneurship, espe-
cially for aims of post-war reconstruction related to raising VC
funds in Ukrainian IT innovations, provides for the implemen-
tation of legal instruments formed in international practice into
Ukrainian Civil law regulation.

The question arises of the possibility of using certain legal
instruments taking into consideration how the VC structure
alters in certain circumstances of specific legal frameworks —
the possible best entity choice depends upon many legal fac-
tors. We are aiming to analyse the popular choice of start-up
entities to understand the features of the legal framework
which may require particular attention from the point of view
of encouraging indigenous VC investee companies in Ukraine.

The general model of VC Investment is private investment
in start-up in exchange for an ownership stake in the target
investee company (most often a minority equity stake) [4].
Venture capital firms aim to boost the value of the start-ups
they target with the intention of selling them, or their owner-
ship in them, for a profit. Venture capital firms fund emerging
companies that have yet to fully develop. For such early-stage
companies, venture capital funding can be essential, especially
since they are frequently unable to access traditional debt
instruments, such as bank loans or capital markets.

Given that venture capital firms invest early in a company’s
lifespan, these investments are generally viewed as very risky.
However, venture capital firms tend to reduce risk by giving
VC funds a high degree of control and monitoring over their
investee companies, and use a range of legal mechanisms to
this end including board membership, equity stakes, and staged
financing using debt covenants to set targets for firms. If a ven-
ture capital-backed business is successfully acquired or goes
public through an IPO, the firm generally makes a profit,
which is then distributed to the investors [3, p. 10].

It is therefore thought that policymakers wishing to foster
venture capital markets should pay attention on instruments
of corporate law, it must be possible for parties to customize
the governing rules on how a start-up can operate.

We examine the choice of organizational structure for VC
investee companies startups in the USA.

Limited liability companies and C corporations are the two
primary corporate entities in the United States. Venture Capitalist
will more than often want to invest in C-Corporations (C-corp).
There are structural and tax restrictions that prevent them
from owning stocks in other forms of cooperations, or make
investing in Limited Liability Company 's (LLC) less attractive.

A limited liability company, also known as an LLC, is
a type of company organized under an operating agreement,
which is a contract between the owners specifying how it
will be run and how the economic burdens and returns will
be split between the partners. The possibilities for how to
structure an LLC are almost endless, which can have some
positive as well as negative sides. This makes interfacing with
an LLC challenging, because one has to examine the operating
agreement (and potentially other contracts signed between
the members) to get a handle on how the company is gov-
erned. C corporations, by comparison, are more standardized:
They share commonalities like stock to represent ownership,
are governance by a board of directors, have day-to-day
operations handled by officers, etc.

The main features of LLC are: 1. LLCs act as a business
entity intended to provide limited liability for protection for
founders. Owners’ personal assets are protected, and instead,
liability for debts and obligations of the business move
from the entrepreneurs into the company itself; 2. LLCs
offer pass-through taxation; the LLC’s owners generally pay
personal income taxes on the income of the business

A C corporation is an entity designed to act as an abstraction
layer between the operators of the business and the owners of
the business, who may or may not be operationally involved.
Ownership is tracked by shares, with each share corresponding
to a defined portion of control of the business and entitlement
to the economic upside of it. Owners are called shareholders.
Control rights and ownership may be separate flows through
the mechanics and regulation of C corporations. The state
of Delaware has a highly developed body of law governing
corporations that can lead to a high degree of predictability in
the event of a legal dispute.

There are the main characteristics that are common to C
corporations: I. C corporations are intended to provide limited
liability protection; shareholders are generally not individ-
ually liable for the debts and obligations of the company; II. C
corporations are assessed corporate taxes on their own profits
(and have extensive filing obligations). Shareholders are taxed
separately if the company distributes dividends to them (or if
it pays them a salary, in the case of employee owners) [8].

Roughly 30% of the firms that switch from LLC to C-corp
change structure within 30 days of their first round of VC finan-
cing, and over 50% change within 30 days of any VC finan-
cing. VC general partners prefer the C-corp form and invest
less and/or encourage the firm to switch if it organizes as
an LLC. The founder choice may reflect an effort to struc-
ture the company to ex ante appeal to VC preferences. There
are well-established procedures for organizing and adminis-
tering VC investments using that form. They include widely
used legal templates to set up governance rights and incentive
compensation, and an extensive history of case law and indus-
try practices. More importantly, all market participants, even
less sophisticated ones, generally accept and understand
the C-corp’s operations [5, p. 3-4].

As an explanation of the preferable choice of C corpora-
tions in context of corporate law, there are some key points
the corporate constitution would create for a US-style VC
Investment.

Corporation is that mostly VC firms often want preferred
shares in exchange for their investment. Preferred stocks pro-
vide VC’s with additional rights over common stock. So,
venture capitalists typically take preferred shares, usually con-
vertible on demand into ordinary shares, whereas the entrepre-
neur takes ‘plain’ ordinary shares. Conversion by the VC will
of course remove the liquidation preference, and so will only
be done where the portfolio company is doing well. Invest-
ment agreements usually provide for automatic conversion on
a successful IPO.

One particularly troublesome issue is that the theoretical
explanations do not fully explain why convertible preferred
stock appears to be the financial contract of choice. The
indeterminacy has two aspects. On the one hand, the liquida-
tion priority it affords is unlikely to be of much value to venture
capitalists, for the same reason as debt finance is inappropriate.
A typical start-up firm will have few liquid assets and there-
fore the returns from liquidation, if the ‘downside’ outcome
eventuates, will be small. Thus it is unclear why the VC does
not simply take ordinary stock. On the other hand, in cases
where the assets do have some downside value, and liquidation
priority may be worth taking, theoretical accounts of the value
of convertability do not distinguish between convertible debt
and preferred equity. Thus, we might expect in some cases to
see convertible debt, and in others ordinary equity [1, p. 5].
We found the explanation of the instrument of convertible pre-
ferred as the main choice in the US in commercial context to
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issue a class of preferred shares. LLCs do not issue shares.
They can provide a class of interests with preferences but this
is more complex to do and increases the legal fees and star-
tup costs. Also, available evidence that US VCs who invest in
Canadian start-up companies do not use convertible preferred
stock with anything like the frequency observed in their US
investments [1, p. 5].

The absence of preferred shares may create difficulties
for venture capitalist in Ukraine, shaping the corporate con-
stitution, but the question is what rights that are superior to
holders of common stock might be granted as typical holders
of preferred shares typically have. These rights are negotiated
and vary accordingly, but will include: 1. A liquidation pref-
erence that is senior to the rights of the common stockholders
to receive distributions of assets in the event of the company's
liquidation. This is a multiple of the original investment amount
and is returned to the investor before the common stockhold-
ers receive any distribution in a liquidation. In addition to
the liquidation preference, the investor may also participate in
the distribution of the remaining proceeds on an as-converted-
to-common-stock basis alongside the common stockholders
(participating preferred stock). 2. Price-based anti-dilution
protection (typically broad-based weighted average anti-dilu-
tion). 3. A seat on the company's board of directors, or the right
to be present at meetings of the board of directors. 4. Veto
rights over certain company actions, including over: raising
subsequent rounds of equity financing or debt; amending
the charter or bye-laws of the company; selling, merging or
dissolving the company [7]. As we see the main reason for
different classes of share is to allow for differentiated rights in
the context of protection of investors.

If the particular transaction structure also requires dif-
ferent dividend or capital rights for the different groups then
the need for separate classes is made even clearer. Where
there is the founders and employees that need to be moti-
vated by a small shareholding or share options. If the company
has already completed an equity financing with a VC fund
and the value of the common stock has increased, in an early
stage company, the employees typically receive stock options.
LLCs cannot offer stock options. They can offer a “profits
interest’ but again this adds to the complexity and cost.

VC funds holding equity in successful companies typically
seek to exit their investments: 1. An initial public offering or
direct listing, after which the VC fund can sell its shares on
the public market. 2. A sale of the company. If [PO is desired
as an exit mechanism, law should not place impediments in
the way of the firm’s subsequent listing [8]. In the US both
options are easier with a C corporation, shares are freely trans-
ferable while there are restrictions on the sale of LLC interests.
And depending on the exit strategy, the investors may nego-
tiate for more control rights relating to the type of exit. For
example, if it is more likely the company will be sold rather
than conduct an initial public offering, the investor may nego-
tiate for more control rights over sales of the company.

As we can consider from the USA experience, other fac-
tors that impact Civil Law regulation and which may play
arole in structuring the form of legal entity of start-ups include
tax environment (by enabling the retention of capital gains
from share sales), insolvency law (to the degree that it protects
entrepreneurs against the more severe effects of firm failure,
and employment law (in terms of how far it enables flexible
hiring and firing and allows employees to move between firms
without the constraints imposed by restrictive covenants).

As we've already stressed, it is common for start-up firms
to make use of the C-corporation form, notwithstanding that
these are less flexible than forms designed specifically for
small businesses, such as LLCs. We considered LLC and JSC
as most appropriate legal entities to incorporate innovative
start-ups in Ukraine.

The key considerations that JSC or LLC should be recog-
nized as direct organizational and legal forms of entities that
carry out relevant activities. It should be borne in mind that

persons who create a legal entity that will carry out venture
capital entrepreneurship, have the goal of obtaining profit
from such activities, in case of a negative result of scientific
and technical developments, they are interested in their own lia-
bility to creditors solely within the value of their contributions
(Article 140 ofthe Civil Code of Ukraine— LLC) or to the extent
of the value of the shares they own (Article 152 of the Civil
Code of Ukraine — JSC).

But the question of choice of legal entities in the context
of reform is wider than just the mechanism of adaptation LLC
and JSC to the legal requirements of international VC. The key
consideration should be to assess the efficient legal changes
to help innovative small VC-backed start-ups operate in that
framework to able to create jobs, prosperity, and economic
growth efficiently across the country.

To adapt Ukrainian legislation to the requirements for
proper venture capital investments in the innovation sector,
we propose to formulate some additional legal requirements
for start-ups entities.

Start up might be established in a foreign jurisdiction, but
company must have a permanent establishment in Ukraine.
The argument in favor of keeping VC funds within Ukraine,
stimulating the development of Ukrainian innovative enter-
prises and enterprises of foreign founders who have decided
to operate in Ukraine, focusing VC funds on finding poten-
tially successful projects and, as a result, deepening coopera-
tion between the business environment and innovation infra-
structure entities in the development of national startup projects.

There is also practical evidence of the economic efficiency
of this rule — the empirical research provides an unbiased
assessment of the economic value generated by private cap-
ital-backed businesses in the UK today. The fundamental find-
ings demonstrate that VC-backed companies contribute sig-
nificant economic benefits to the UK economy [3].

The requirement for the start-up to carry out innovative
activities is important, as such entities, as a rule, are deprived
of the opportunity to raise funds from other sources of finan-
cing in Ukraine at the initial stages, and therefore VC funds
are almost the only reliable source of funds for the develop-
ment and further commercialization of the developed innova-
tions, struggling to survive of their innovations in their early
years of economic activities. The Fund is expected to invest
in companies that are less than seven years old from the date
of their first commercial sale. However, there are exceptions
for ‘follow-on’ investments and where an established com-
pany is looking to raise a significant amount of capital to enter
a new product or geographic market, or for example under
unexpected circumstances (for example, a war), the company
doesn't have sources for economic activity in Ukraine, but
there is a high demand for its scaling up on global markets. But
there couldn’t be exemptions, the rule is that the investee com-
pany is unlisted and it is considered a high-risk investment.

In addition, we believe that implementation of offered
rules will help to solve the current situation in Ukraine when
VC funds invest not in innovations, but in their own projects,
for purposes to optimize the taxation of the organization that
created the respective VC Fund.

Providing this analise we noticed that the legal form
of entities for innovative star-ups offers a wide range
of sources, types, and styles of legal instruments to meet many
different needs of the real practice of VC. It helps us to con-
clude that for purposes of current reforms to mobilize private
actors and financing institutions to diversify sources of fund-
ing and strengthen national investment capacities, there should
be adjusted an appropriate mechanism of legal regulation
of innovative entrepreneurship. In the context of VC demand,
existing forms of LLC and JSC in Ukraine are suitable for
incorporating innovative economic activities. Further consi-
deration needs to be done for adjusting the Civil law regula-
tion to be able to customize national corporate constitutions
in the context of the implementation of the current trends
of VC deals on the global market of innovations.
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