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angel readily known, primarily out of a desire to avoid being inundated by
requests for money from entrepreneurs.13 This makes for an interesting
situation, as angels try to balance their desire for deal flow with their
inability to handle, or desire to avoid, an inordinate number of financing
requests. Because many angels are not full-time investors, they do not have
the time or resources to deal with large numbers of requests.

In addition to the angels' desire to retain some level of anonymity,
federal and state regulations impose an additional burden on the ability of
entrepreneurs to locate potential angel investors. Absent an exemption,
federal securities law requires that every offer or sale of a security that
involves the "use of any means or instruments of transportation or
communication in interstate commerce or of the mails" to comply with the
registration requirements of section 5 of the Securities Act of 1933 (the
"Securities Act")." 4 The typical funding of a start-up company by either
angel investors or VC funds will involve a non-public offering of equity
securities of the start-up that is exempt from the registration requirements of
section 5. The most common exemption relied on is Rule 506 of Regulation
D of the Securities Act. 15 In order to qualify under Rule 506, Regulation D
prohibits the use of general advertising or general solicitation in seeking
potential investors for the offering.1 6 Specifically, Rule 502(c) states that
"neither the issuer nor any person acting on its behalf shall offer or sell
securities by any form of general solicitation or general advertising."' 7 For
example, an issuer cannot make "use of mass media or other similar
marketing techniques to effect a widespread offering of securities to the
public.""' 8 While some have argued that what constitutes a general
solicitation is unfortunately vague,119 it is apparent that for a solicitation to

113. Id.; see also VAN OSNABRUGGE & ROBINSON, supra note 1, at 46.
114. 15 U.S.C. § 77e (2000).
115. Securities Act Rule, 17 C.F.R. § 230.506 (2004). One reason for the popularity of Rule

506 is its special status under the National Securities Markets Improvement Act of 1996 (the
"NSMIA"). Pub. L. No. 104-290, 110 Stat. 3416. The NSMIA limits the role of state securities
regulation in a few explicit areas. One of those areas involves securities offerings of "covered
securities." 15 U.S.C. § 77r(a)(1)(A) (2000). Specifically, amended section 18 of the Securities
Act preempts state regulation that would require "registration or qualification of [covered]
securities, or registration or qualification of securities transactions" that involve covered
securities. Id. § 77r(a)(1). The definition of a "covered security" includes securities sold under
Rule 506, but does not include any other of the common section 5 exemptions for start-up
private equity financings. See id. § 77r(b).

116. Regulation D of the Securities Act refers to 17 C.F.R. §§ 230.501-230.508; 17 C.F.R.
§ 230.502(c).

117. 17 C.F.R. § 230.502(c).
118. Patrick Daugherty, Rethinking the Ban on General Solicitation, 38 EMORY L.J. 67, 68

(1989).
119. Id. at70.
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qualify as limited, rather than general, the SEC has a strong preference that
the solicitor and the potential investor have a "pre-existing, substantive
relationship." 120 For a new entrepreneur who does not have a ready rolodex
of potentially interested investors from prior ventures, this prohibition on
general solicitation can amount to a substantial impediment to obtaining
outside equity capital.' 2 '

To compound matters, angels themselves complain about having
substantial difficulties in locating start-up investment opportunities. For
active angel investors, studies have shown that limited deal flow is a
substantial constraint on the amount of capital they invest in rapid-growth
start-ups. 22 While this limited deal flow is likely caused by angels' efforts
to preserve their anonymity and could be cured by angels making it known
that they wish to receive more investment proposals, this outcome is
unlikely because most angels simply are not equipped to deal with high
volumes of unfiltered deals. The problem is not simply a lack of deal flow
for active angels, but a lack of prescreened, high-quality deal flow.

3. Agency Problems

The above problems have involved largely "pre-investment" concerns
for investors. There are also "post-investment" concerns. These post-
investment concerns revolve around the classic agency problems that arise
in external equity investments due to the separation of ownership from
control. 123  Agency problems may arise whenever a principal-agent
relationship exists and the agent is given decision-making authority, but her
interests are not fully aligned with the principal. In such situations, it should

120. See William K. Sjostrom, Jr., Relaxing the Ban: It's Time to Allow General
Solicitation and Advertising in Exempt Offerings, 32 FLA. ST. U. L. REV. 1, 13-14 (2004).

121. See generally id. (arguing for a relaxation on the general solicitation/advertising
prohibition so as to facilitate the fundraising efforts by small and emerging companies).

122. Stephen Prowse, Angel Investors and the Marketfor Angel Investments, 22 J. BANKING
& FIN. 785, 789 (1998).

123. Adam Smith described the problem as follows:
The directors of [joint-stock] companies, however, being the managers rather
of other people's money than of their own, it cannot well be expected, that
they should watch over it with the same anxious vigilance with which the
partners in a private copartnery frequently watch over their own. Like the
stewards of a rich man, they are apt to consider attention to small matters as
not for their master's honour, and very easily give themselves a dispensation
from having it. Negligence and profusion, therefore, must always prevail,
more or less, in the management of the affairs of such a company.

ADAM SMITH, Of the Revenue of the Sovereign or Commonwealth, in AN INQUIRY INTO THE

NATURE AND CAUSES OF THE WEALTH OF NATIONS 264-65 (Univ. of Chi. Press 1976) (1776).
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be expected that if both the agent and principal are utility maximizers, "the
agent will not always act in the best interests of the principal."1 24

External equity investment conflict arises from the separation of
ownership of the firm from its management, as the managers of the firm
(i.e., the agents) may have differing interests from the external shareholders
(i.e., the principals). 125 For example, the managers may be incentivized to
spend the firm's resources on wasteful perquisites (items that do not
generate direct financial returns to the firm, such as lavish offices, first-class
travel or private club memberships, but do provide non-pecuniary benefits
to the recipient of the perquisites), because the manager will enjoy 100% of
the fruits of such perquisites, but bear only a small percentage of the cost of
such perquisites since the managers own only a portion of the firm's
equity. 126 This dynamic may also encourage a manager to work at a less
than optimal level (e.g., the manager may prefer to spend time golfing
rather than building the business), because the manager receives the full
benefit of her shirking while once again only bearing a fraction of the cost.

C. Coping with Information, Agency, and Transaction Cost Problems-
Intermediaries in the Public Equity and Formal VC-Fund Markets

The information, agency, and transaction cost problems that plague the
angel market are not unique to the angel market. Such problems are, in fact,
quite common to capital markets and require costly information gathering
and assessment endeavors, as well as costly monitoring activities to
overcome. In the case of external equity investments, these information and
monitoring efforts are made more difficult by the presence of diverse
shareholders which leads to a collective action problem. 127 Namely, while
the cost of gathering and assessing the information or monitoring
management may be justified by the benefit to the shareholders as a whole,
such cost is greater than the benefit that would be received by any one
shareholder (or potential shareholder).128 For example, a single shareholder
who expends resources individually to monitor management may improve
the corporation's management and benefit all of the shareholders of the

124. Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior,
Agency Costs and Ownership Structure, 3 J. OF FIN. ECON. 305, 308 (1976).

125. Id. at 309, 312-13.
126. Id. at 312-13; see also VENTURE CAPITAL CYCLE, supra note 39, at 129; SANDLER,

supra note 8, at 14.
127. Stephen J. Choi & Jill E. Fisch, How to Fix Wall Street: A Voucher Financing

Proposal for Securities Intermediaries, 113 YALE L.J. 269, 271 (2003).
128. Id.
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corporation collectively. However, the single shareholder will likely have to
bear this cost on its own. 129 Therefore, while the collective group of
shareholders may benefit from this increased monitoring, including those
that did not bear the cost, 130 such monitoring will not likely take place
unless the benefit is so great that it is justified by the individual benefit to
the single shareholder. Without a mechanism to spread the costs of
gathering/assessing information or monitoring across the shareholders (or
potential shareholders) collectively, it should be expected that a suboptimal
level of such activities will take place.

With respect to the public equity market and the formal VC-fund
markets, one market solution to the information, agency, and transaction
cost problems (and one which takes account of the collective action
problem) is the formation of financial intermediaries to provide information
and monitoring services.

1. Public Equity Market

Numerous financial intermediaries have developed to provide
information and monitoring services for the public equity market, including
investment banks and research analysts. The following is meant to be
illustrative of the role that financial intermediaries can play and is by no
means meant to be a cataloguing of financial intermediaries for the public
equity market.

a. Investment Banks and Underwritten Offerings

Investment banks provide a variety of intermediary services for the
capital markets. One such service is the underwriting role they play in
public equity offerings where they bridge corporations in search of capital
with public investors who provide the capital. Raising public equity is a
highly complex process, and investment banks are able to lower the
transaction costs for the process based on their specialization in the sale and
distribution of securities. In the typical public offering, the issuer does not
sell its securities directly to public investors, but instead hires a few
investment banks to serve as underwriters (i.e., the investment banks
purchase the securities from the issuer and then sell those securities to
public investors) and to shepherd the corporation through the public
offering process (e.g., help to obtain regulatory clearance, to position the

129. Id. at 278.
130. Id.
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corporation so that it will interest potential investors, and to prepare the
corporation for the rigors of being a public company).

Moreover, the investment bank/underwriters help to alleviate the
asymmetric information problem between the issuer and the potential public
investors."' The issuer's management has superior information about the
investment worthiness of the company and may have an incentive to be
dishonest about the quality of the company. Investment banks reduce the
"lemons problem" by serving as a "certifier" of the information that the
issuer provides to investors. Investment banks effectively prescreen issuers
on behalf of public investors. Only a fraction of the companies that wish to
conduct underwritten offerings are actually accepted by investment banks.
While investment banks may wish to underwrite offerings for low quality
companies simply to garner the fee, their status as frequent and repeat
players in the public equity markets and their dependence on a good
reputation to be able to conduct future offerings serve as strong checks on
such misbehavior. 3 2 This intermediary role improves the ability of (i)
issuers to raise public equity capital, because their information has been
"certified" by the underwriting investment banks, and (ii) public investors
to invest, because it reduces their information gathering and assessment
costs (e.g., the public investors can focus their detailed due diligence efforts
on higher quality, prescreened companies).

b. Research Analysts

Research analysts are another common market intermediary. There are
three main categories of research analysts: sell-side analysts (who work for
brokerage firms and provide investment information to their firms' clients);
buy-side analysts (who work for institutional investors and provide them
with investment information); and independent analysts (who provide
investment information to third-party clients like sell-side analysts but are

131. This asymmetric information problem in the public equity market is identical to the
asymmetric information problem in the angel market.

132. See Lily H. Fang, Investment Bank Reputation and the Price and Quality of
Underwriting Services 1-2 (Nov. 8, 2002) (unpublished Ph.D. dissertation, University of
Pennsylvania) (on file with author). This paper deals with investment banks' role in the public
debt markets, but the same analysis applies to their role in the public equity markets. Ms. Fang
points out that investment banks are dependent on their "reputational capital."

[Investment banks'] viability and stream of future income is directly tied to
their reputation. Although one-time dishonesty may increase short-term
profit, such profit will be earned at the cost of losing reputation and future
income. As long as the present value of future income exceeds the one-time
profit from cheating, investment banks will find cheating sub-optimal.

886 [Ariz. St. L.J.
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not linked to a brokerage firm).'3 3 In each case, the research analyst's
primary intermediary role is to "gather information (both publicly available
and not publicly available) about the [issuer], its industry, and its
competitors," and to analyze this information to help its clients better
understand the dynamics that will drive a security's future performance.'34

Analysts help to overcome the collective action problem that plagues
individual investors by providing their service to a collective group of
investors. 3 Moreover, much of the analysts' information gathering and
analysis efforts will be absorbed by the market as a whole, either through
dissemination of the analysts' research reports (which quickly get into the
market) or through individual investors acting on the advice given by an
analyst. The United States Supreme Court, quoting the SEC, noted that the
"value to the entire market of [analysts'] efforts cannot be gainsaid; market
efficiency in pricing is significantly enhanced by [their] initiatives to ferret
out and analyze information, and thus the analyst's work redounds to the
benefit of all investors."' 136

While many have questioned the effectiveness of analysts in forecasting
company performance and picking stocks, including this author, 37 there
remains little doubt that analysts do perform a valuable information service
and help to reduce the collective action problem.

c. Other Common Intermediaries for the Public Equity Market

There is no lack of intermediaries in the U.S. public equity market. In
addition to investment banks and research analysts, there are a number of
other intermediaries that play substantial roles in helping to reduce
information and agency problems and transaction costs in that market. For
example, public auditors "provide certification and verification of a
company's financial statements."13 8 Institutional investors, which include
mutual funds, play a number of intermediary roles, including serving as a
substantial collectivizing agent for shareholders. This collectivizing role
allows individual shareholders to collectively pay for an investment
professional to screen investment opportunities and monitor the actual

133. John L. Orcutt, Investor Skepticism v. Investor Confidence: Why the New Research
Analyst Reforms Will Harm Investors, 81 DENV. U. L. REV. 1, 7-10 (2003).

134. Id. at 49.
135. See id. at 48-49.
136. Dirks v. SEC, 463 U.S. 646, 658 n.17 (1983) (quoting Securities Exchange Act of

1934 Release No. 17480, 21 SEC Docket 1401, 1406 (Jan. 22, 1981)).
137. See Orcutt, supra note 133, at 48-54 (reviewing various studies that document

analysts' shortcomings in forecasting company performance and picking stocks).
138. Stephen J. Choi, A Framework for the Regulation of Securities Market Intermediaries,

1 BERKELEY Bus. L.J. 45, 47 (2004).
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investments. 3 9 Proxy advisors are another prominent intermediary.140

Institutional Shareholder Services, Inc., for example, which is one of the
largest proxy advisory services, describes its core business as "analyzing
proxies and issuing informed research and objective vote recommendations
for more than 33,000 companies across 115 markets worldwide."' 4' By
doing so, the proxy advisory service provides research and monitoring on
management in a collective manner for a substantial number of
shareholders.

2. Formal VC-Fund Market-VC-Fund Managers are
Intermediaries

Financial intermediaries have also developed to provide information and
monitoring services for the formal VC market. The most specialized
intermediaries for the formal VC-fund market are the managers of the VC
funds. To understand the intermediary role these managers play, it is helpful
to examine the set-up for a typical VC fund. VC funds are generally
structured as limited partnerships. 4 2 Outside investors such as pension
funds, 143  other institutional investors (e.g., banks, endowments, and
insurance companies), and wealthy individuals invest in the fund by
purchasing limited partnership interests. Because of the limited partnership
structure, the outside investors are not permitted an active role in the
management of the fund or in the approval of particular investments that the

139. See id.
140. See id.
141. Institutional Shareholder Services, About ISS, http://www.issproxy.com/about/index

.jsp (last visited Oct. 5, 2005).
142. Gilson, supra note 1, at 1070.
143. Interestingly, one reason for the substantial growth of VC funds since the early 1980s

has been the investment by pension funds in VC funds. The Employee Retirement Income
Security Act of 1974 ("ERISA") is a federal law that establishes a set of standards for most
voluntarily established pension and health plans in private industry. Pub. L. No. 93-406, 88 Stat.
829 (codified in scattered sections of 5, 18, 26, 29, 31, 42 U.S.C.). One of the standards that
ERISA establishes is to provide "fiduciary responsibilities" for persons who manage and control
a plan's assets, one of which is to manage the plan's assets with the care of a "prudent man"
(i.e., carefully and conservatively). 29 U.S.C.A. § 1104 (West Supp. 2005). During the 1970s,
most plan managers were concerned that investing in private equity was too risky and would
violate the "prudent man" standard. In 1979, the U.S. Department of Labor ruled that portfolio
managers could consider portfolio diversification in determining the prudence of a particular
investment. 29 C.F.R. §§ 2550.404a-1. The implication was that pension funds could allocate a
portion of their portfolios to higher risk investments, such as venture capital funds. This ruling
allowed one of the largest sources of investment capital in the United States to start flowing into
venture capital.

[Ariz. St. L.J.
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fund will make.1" Instead, the management of the fund is conducted by the
fund's general partner. 145 The general partner, which is typically a limited
liability company itself, exerts this management through individuals that
serve as fund managers.1 46 It is these fund managers who make and monitor
the VC-fund's investments and who serve in the financial intermediary
role. 141

The VC-fund managers employ a number of mechanisms to help reduce
the impact of information, agency, and transaction cost problems. 48 To
begin with, the managers' specialization in the private financing process
helps to reduce the transaction costs for the process. For example, the
problem of issuers and investors finding each other is greatly reduced for
the formal VC-fund market. From the entrepreneur's standpoint, formal VC
funds are not very difficult to find.149 Numerous sources exist that identify
the formal VC funds and provide their contact information. For example,
Pratt's Guide to Venture Capital Sources,5 ° which is published annually,
contains contact information for over 1,400 VC funds.' 5' From the VC
funds' perspective, the fund managers employ a number of means for
identifying potential investment candidates. The fund managers will
typically possess specialized industry knowledge about the particular
industries in which their VC fund invests. 5 2 This specialized industry
knowledge, which generally comes from prior work or investment
experience in the industry, allows the managers to gauge what is occurring
in the industry, including recognizing when a start-up begins to achieve the

144. Gilson, supra note 1, at 1070-71. Moreover, most VC funds are structured as "blind
pools." Id.

At the time an institution decides whether to participate in a venture capital
fund, it receives an offering memorandum that discloses the fund's
investment strategy-for example, that the fund will specialize in a particular
industry, like the Internet, or a distinct development stage, like early stage
investments. However, the particular companies in which the fund will invest
are not yet known.

Id.
145. Id. at 1071.
146. Id. In popular parlance, these fund managers are often referred to as, or given the title

of, "partners" in the VC fund. To avoid any confusion that a reader might have with the limited
partners, or the general partner, this Article will employ the term VC fund managers to describe
the individuals that run the VC funds.

147. Id.
148. See discussion supra Part II.B.
149. SANDLER, supra note 8, at 14.
150. PRATr'S GUIDE To VENTURE CAPITAL SOURCES (David Kwateng ed., Thomson

Financial Venture Economics 2001).
151. Id. at 125.
152. See MONEY OF INVENTION, supra note 20, at 44.
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level of success that would make it attractive to a VC fund.153 The
managers' specialized industry expertise is often supplemented by a
"network of experts," including employees within the industry, formerly
financed entrepreneurs, and various investment professionals (e.g.,
investment banks and certain law firms). 54

Regarding the information and agency problems, VC fund managers
employ a number of techniques and mechanisms that allow them to reduce
the impact of these problems. Such techniques/mechanisms include: (i)
employing a substantial screening process prior to making an investment;
(ii) staging investments over time; (iii) requiring protective financing terms
and mechanisms; and (iv) strategically composing the company's board of
directors. '55

a. Employing a Substantial Screening Process

VC investment professionals typically conduct a detailed screening
process of the potential investment candidate prior to committing any funds.
This process, often referred to as due diligence, involves an intensive
review on a number of different fronts, including a review of:
" The management team and its ability to successfully run the company;'56

" The start-up's business plan, with a particular focus on the size, and
potential for growth, of the start-up's targeted market, the executability
of the plan, potential competitive advantages (e.g., barriers to entry to
the market) that the start-up might possess and the start-up's
competitors;

" The quality of the product or service being offered by the start-up,'57

including through discussions with current customers;
" The strength of the start-up's intellectual property rights; 5 8 and

153. Id.
154. See id. at 45-46.
155. See id. at 43.
156. Georges Doriot, who is credited by many as the founder of modem venture capital, has

been credited as saying something along the following lines regarding the importance of
management in the investment decision: "Always consider investing in a grade A man with a
grade B idea. Never invest in a grade B man with a Grade A idea." William D. Bygrave, The
Entrepreneurial Process, in THE PORTABLE MBA IN ENTREPRENEURSHIP 12 (William D.
Bygrave & Andrew Zacharakis eds., 3d ed. 2004).

157. For technology companies, this entails understanding the strength and viability of any
new and proprietary technology being developed by the company.

158. It is common that a rapid-growth start-up's primary assets are intellectual property. As
a result, it is critical for investors to understand the strength of those rights. For example, if the
start-up's product is based on technology licensed from another party, what are the
parameters/restrictions of that license? If the value of the start-up depends on its ability to patent
its proprietary technology, what is the anticipated strength of those patents?

890 [Ariz. St. L.J.
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* A detailed review of the start-up's financial projections.15 9

The screening process is very arduous and few businesses that submit
funding requests to VC funds actually receive funding. 6 ° The purpose of
this process is both to gather the information necessary to make an informed
investment decision and eliminate those management teams that will require
an inappropriate amount of monitoring.

b. Staging Investments

Rather than provide a company with the capital needed to fund its entire
business plan, VC funds typically stage the capital. 6' The investments are
staged through various rounds, with each round of financing intended to
finance the company to a particular milestone or milestones. 62 Staging the
investments provides the VC funds with an "option to abandon"'63 the
investment, which can be a powerful tool to reduce both information and
agency problems.

To begin with, staging helps to reduce the uncertainty problem. 64 For
example, if the VC fund is concerned about the viability of the company's
technology or its ability to achieve certain milestones, staging the
investment allows the company to risk only a portion of the investment on
the company up front. 165 The initial investment may be of an amount to
allow the VC fund to become more comfortable with the technology or to
allow the company to reach some of the milestones. 66 The result is that
projections about the company are replaced with fact. 167 Staging the
investments also reduces information asymmetries by providing VC funds
with improved access to the company's most confidential information.
Prior to becoming an investor, the company's management has substantially
greater access to crucial information about the investment worthiness of the
company, such as the reliability of the company's financial projections and
the true capabilities of management. 68 Making a partial initial investment

159. Because the value of the company will generally depend on the expected future
profitability of the company, projections (including how they were developed and their
reasonableness) are a fundamental part of the due diligence process.

160. SANDLER, supra note 8, at 14.
161. Gilson, supra note 1, at 1073 (citing Paul A. Gompers, Optimal Investment,

Monitoring and Staging of Venture Capital, 50 J. FIN. 1461, 1463-67 (1995)).
162. Id.
163. Id. at 1078.
164. Id. at 1078-79.
165. Id.
166. See id.
167. Id. at 1079.
168. Id. at 1080-81.
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allows the VC funds to obtain similar access as management to much of this
information, 69 in particular since the VC fund will likely receive board
representation. 70 The end result is that staging allows the VC fund to
postpone a substantial portion of its investment decision until it has better
information about the company.

Finally, staging helps to reduce agency concerns for the VC funds.'
First, staging places the decision of whether to continue to fund the
company in the hands of the VC funds, which shifts a substantial amount of
discretion regarding the direction of the company from its managers to its
owners (i.e., the VC funds).'72 As Professor Gilson points out:

This power, in turn, gives the venture capital fund the incentive to
make the investment in monitoring necessary to evaluate the
portfolio company's overall performance over the initial funding
period. In the absence of the power to act in response to what it
discovers, the venture capital fund would have no reason to
expend time and resources in the kind of monitoring necessary to
balance the intense incentives created to align the two parties'
interests.

73

Requiring management to remain beholden to the VC funds for additional
funding greatly reduces the ability of the company's managers to act
strategically. 174

c. Including Protective Financing Terms and Mechanisms

VC funds will also typically require the investee to agree to a number of
terms in the financing documents that are meant to protect the investment of
the VC funds and to better align the interests of the entrepreneurs with those
of the VC funds. For example, VC funds generally insist on receiving

169. Id.
170. See discussion infra Part II.C.2.d.
171. Id. at 1079-80.
172. Id. at 1081. Professor Gilson points out that staging does not eliminate the agency

problem, but merely shifts discretion from the entrepreneur to the VC fund. It shifts the ability
to act strategically from the company's managers to the VC fund, which may misuse its power
in pricing the next round of financing. Professor Gilson goes on to note that in this type of
setting:

[T]he goal is to shift discretion to that party whose misuse of it can be most
easily constrained. As will appear, misuse of the discretion shifted to the
venture capital fund is policed by market forces in the venture capital market,
whose functioning is crucial to the feasibility of the entire organizational and
contractual structure.

Id.
173. Id. at 1082.
174. See id. at 1082-83.

[Ariz. St. L.J.
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convertible preferred stock when they make investments.'75 A primary
benefit to the VC funds of receiving convertible preferred stock is that it has
a higher priority than common stock, which means that holders of preferred
stock get paid before holders of common stock if the company is
liquidated.'76 Because the company's founding entrepreneurs and its
management typically own common stock, preferred stock provides a
substantial incentive to the managers to run the company successfully. 77 If
they do not, the only parties who are likely to see any return on their
investment will be the VC funds. 78 The VC funds may also insist on a
variety of other contractual terms in the financing documents that attempt to
better align the incentives of the VC funds and the entrepreneurs/managers,
including: 79 (i) participation rights; 0 (ii) mandatory redemption rights;' 8'

(iii) special voting rights;182 and (iv) anti-dilution rights.183

d. Strategically Composing the Company's Board of Directors

State corporate statutes typically contain a code section that provides that
the corporation will "be managed by or under the direction of a board of
directors."'' 84 As a result, the board is the ultimate decision making authority

175. MONEY OF INVENTION, supra note 20, at 55.
176. The liquidation of a company refers generally to the winding up, or ending, of the

company in its current form. The liquidation can occur because the company is sold to another
entity or is shut down.

177. Id. Another rationale for the use of preferred stock is the "cheap stock" issue. For a
discussion of the cheap stock issue and why it may encourage the issuance of preferred, rather
than common, stock to VC funds, see Michael J. Halloran et al., Taxation of Equity Based
Compensation, in VENTURE CAPITAL AND PUBLIC OFFERING NEGOTIATION 15-7 to 15-8 (3d ed.
Supp. 2001).

178. See MONEY OF INVENTION, supra note 20, at 55.
179. Id. at 55-58.
180. Participation rights refer to additional liquidation rights that may be granted to

preferred stockholders. Preferred stock is referred to as having "participation rights" when the
preferred stockholders, after receiving their full liquidation preference, are then entitled to
"participate" with the common stockholders in any additional amounts distributed to
stockholders.

181. A mandatory redemption right is a right for the investor to require the company to
repurchase its stock at a certain price and during a certain time period.

182. Common special voting rights include class voting fights on business combinations or
new financings.

183. Anti-dilution rights increase the amount of stock the preferred stockholders receive in
the event that a future financing is done at a lower valuation.

184. E.g., DEL. CODE ANN. tit. 8, § 141(a) (2005); see also MODEL Bus. CORP. ACT §
8.01(b) (2003) ("All corporate powers shall be exercised by or under the authority of, and the
business and affairs of the corporation managed by or under the direction of, its board of
directors ...."); see FRANKLIN A. GEVURTZ, CORPORATION LAW, HORNBOOK SERIES 190
(2000) for the proposition that most states have a similar state corporate code provision.
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for a corporation. One way for the VC funds to reduce information and

agency problems is to insist on substantial board representation, and thereby

become part of the corporation's management. The directors that are

ultimately chosen by the VC fund will typically be representatives of the

fund. By taking meaningful positions on the board, the VC funds are better

able to monitor their investments and to reduce information asymmetries

because, under state corporate law, the corporation's officers answer to the
board. '85

D. Coping with Information, Agency and Transaction Cost Problems - The
Angel Market

At first glance, one might expect that angel investors would operate in a

substantially similar manner as the formal VC investors. Both are patient

investors'86 who invest in high-risk, non-public entrepreneurial companies.
Angels, however, take a very different approach to investing than VC funds.

It is important to remember that angels concentrate their investing in

early-stage companies, while VC funds focus on later-stage companies.
This is relevant because earlier stage companies experience higher failure

rates 87 and should be expected to suffer from greater information problems

(e.g., more uncertainty). The logical response to such an investment
environment would be to increase the screening and monitoring of such
investments. In fact, angels appear to do the opposite. They expend

substantially less resources on screening and monitoring mechanisms than
VC funds. While some angels are extremely sophisticated and are capable

of investing in a manner similar to formal VC funds,'88 this does not appear
to be the rule. A recent study on the differences between angel investors and
VC funds reached the following conclusion:

Business angels are less concerned with financial projections and
are less likely to calculate rates of return. They do less detailed
due diligence, have fewer meetings with entrepreneurs, are less
likely to take up references on the entrepreneur and are less likely

185. DEL. CODE ANN. tit. 8, § 141 (a) (2005); see also GEVURTZ, supra note 184, at 180-81.
186. This refers to the fact that both angels and VC funds invest in illiquid securities that

require their holders to have long time horizons before they can reasonably expect to liquidate
their investments.

187. See Dean A. Shepherd, et al., New Venture Survival: Ignorance, External Shocks, and

Risk Reduction Strategies, 15 J. Bus. VENTURING 393, 394, 400-01 (2000).
188. See VAN OSNABRUGGE & ROBINSON, supra note 1, at 43.
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to consult other people about the investment. Conversely, business
angels are more likely to invest on 'gut feeling.'1 89

Moreover, many angels apparently invest for non-financial reasons, as
they will take "bigger risks or accept lower rewards when they are attracted
by the nonfinancial characteristics of an entrepreneur's proposal."'1 90 So,
how do angels decide which companies to invest in? The primary screening
mechanism used by angels is to employ a network of trusted associates (a
"network of trust") to source and recommend deals.' 91 For example, some
angels simply will not consider deals that come directly from the
entrepreneur. 192 This network of trust typically includes business associates,
other angels, entrepreneurs from companies formerly financed by the angel,
VCs, investment bankers, lawyers and accountants.193 An angel's perception
of the quality of a particular deal varies greatly depending on the source of
the deal. 194 For example, if angel X receives a deal recommendation from
another trusted angel who will also be investing in the deal, angel X is likely
to perceive the deal as a higher quality opportunity.' 95 Consequently, angel
X may be less likely to perform substantial screening of the opportunity and
more likely to rely on the work conducted by the recommending angel. On
the other end of the spectrum, deals recommended by lawyers and
accountants are generally deemed to be of much lower quality. 196

In addition to their weaker screening mechanisms, angels also employ
weaker monitoring mechanisms. Many angels are content to receive
common stock, rather than convertible preferred stock and its added
protections against agency problems.' 97 Angels also regularly avoid detailed
financing contracts. For less sophisticated angels, their investment contracts
are likely to omit even the most basic protections against agency problems
or poor managerial performance.198 Finally, angels are likely to control a

189. Colin M. Mason & Richard T. Harrison, Is It Worth It? The Rates of Return from
Informal Venture Capital Investments, 17 J. Bus. VENTURING 211, 220 (2002); see also
Prowse, supra note 122, at 789 (reporting similar findings).

190. REPORT TO SBA, supra note 8, at 8.
191. LUCINDA A. LINDE & ALOK PHASAD, MIT ENTREPRENEURSHIP CENTER, VENTURE

SUPPORT SYSTEMS PROJECT: ANGEL INVESTORS 26 (Release 1.1 2000).
192. Id.
193. Id. at 26-29.
194. See id.
195. See id. at 27-28.
196. Id. at 27.
197. Prowse, supra note 122, at 790; see also George W. Fenn et al., The Role of Angel

Investors in Financing High Tech Start-ups, 4 (Dec. 1998) (unpublished manuscript, on file with
author).

198. Prowse, supra note 122, at 788.
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smaller percentage of board seats than VC-fund investors 99 and angels
rarely use contractual management incentive schemes." 0

Why angels employ weaker screening and monitoring mechanisms is not
entirely clear. It could be due to lack of sufficient resources or lack of
knowledge on how to conduct such activities. Unless there are unobservable
governance mechanisms being employed by angels, it should be expected
that a group of financial intermediaries would develop to provide such
under-utilized mechanisms. Unlike the VC-fund market, where fund
managers perform such services, there is no equivalent for the angel market.
It is possible that angel syndicates may eventually, and partially, fill such an
intermediary role, but that does not appear to be the case today with only
approximately 170 angel syndicates operating201 for a pool of over 225,000
active angels.20 2 Even if angel syndicates do meaningfully fulfill such a role,
additional intermediaries could also benefit the market. Finders appear to be
a logical party to help serve in a meaningful intermediary role for the angel
market.

E. Potential Failures of Financial Intermediaries

While financial intermediaries can perform very valuable market
functions, it must be pointed out that such market participants are subject to
their own deficiencies and can themselves cause market problems. Much
has been written lately on conflicts of interest that plague many of the
important intermediaries for public securities markets, including research
analysts and financial auditors.20 3 One of the purposes of the Sarbanes-
Oxley Act of 2002204 ("Sarbanes-Oxley") was to address some of these
financial intermediary conflicts of interest. For example, Sarbanes-Oxley (i)
makes it unlawful for statutory auditors for registered companies to provide
a wide range of non-auditing services to its clients,20 5 (ii) prohibits an

199. Fenn et al., supra note 197, at 4.
200. Prowse, supra note 122, at 790.
201. See Ewing Marion Kauffman Foundation, supra note 92.
202. Center for Venture Research, supra note 84.
203. See, e.g., Choi & Fisch, supra note 127 (examining financial intermediary conflicts

that result when the recipient of the intermediaries' services is not the direct payer for those
services, such as occurs with financial auditors and research analysts); Orcutt, supra note 133, at
13-26 (discussing the conflicts of interest that plague sell-side research analysts).

204. Pub. L. No. 107-204, 116 Stat. 745 (codified in scattered sections of 11, 15, 18, 28 and
29 U.S.C.).

205. Prohibited services include: bookkeeping services; financial information systems
design and implementation; appraisal or valuation services (including fairness opinions);
actuarial services; internal audit outsourcing services; management functions or human
resources; broker or dealer, investment adviser, or investment banking services; legal services
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auditing firm from auditing a registered firm whose CEO, controller, CFO,
Chief Accounting Officer, or person in an equivalent position had been
employed by the auditing firm during the one-year period preceding the
audit,2°6 and (iii) requires the SEC, including through the NASD and the
NYSE, to adopt rules for the purpose of separating sell-side research
analysts from the influences of investment banking.0 7

Pointing out that intermediaries are subject to serious conflicts of
interest is not meant to suggest that intermediaries are not useful resources
to securities markets. The critique is simply meant to provide a cautionary
note. When confidence in intermediaries becomes such that investors rely
on them too heavily (e.g., when investors rely on intermediaries without
maintaining a proper level of skepticism), the role of the intermediaries can
become detrimental. Overconfidence in intermediaries is not a desirable
outcome. This Article proposes techniques that could be employed to
reduce conflicts of interest that may arise if finders are allowed an expanded
intermediary role in the private capital market setting.

II. CURRENT PERMISSIBLE ROLE OF FINDERS IN PRIVATE EQUITY

TRANSACTIONS

The problems that exist for the angel market discussed in Part I.B of this
Article are by no means unique to the angel market. In fact, the failures that
plague the angel market are actually quite ordinary and plague every type of
securities market to some extent. What is unique to the angel market is the
lack of meaningful market intermediaries to help reduce the negative impact
of these problems. One logical group that could potentially perform a
meaningful intermediary role in the angel market would be an empowered
class of finders. 0 8 Federal and state securities regulations, however,
currently place a serious burden on the ability of finders to play a
meaningful role in the private capital raising process.

A. Overview of Finders

Viewing the term in its broadest sense, a finder in a securities market
setting encompasses persons or entities who bring together buyers and
sellers for a fee, but have no role, or at least a very limited role, in bringing

and expert services unrelated to auditing; and any other service that the company's board of
directors determines, by regulation, is impermissible. 15 U.S.C. § 78j-l(g) (West Supp. 2005).

206. 15 U.S.C. § 78j-1(I).
207. See 15 U.S.C.A. § 78o-6 (West Supp. 2005).
208. See discussion infra Part V.
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the ensuing transaction to closure. 20 9 Finders are meant to provide
introductions between potentially interested parties but not actively
consummate transactions. There are four classic types of finders in
securities markets: Private Placement Finders, M&A Finders, Investor-to-
Investor Finders, and Broker-Dealer Finders.

1. Private Placement Finders

Private Placement Finders can come in many forms, but their binding
purpose is to match investors with entrepreneurs seeking financing. The
classic form of a Private Placement Finder is the individual who, for a fee,
will help early-stage start-up companies find external sources of equity
financing. Their role appears to be concentrated in the early-stage market,
because they are the companies who have the greatest trouble locating
capital.21°

When locating potential investors, it also appears that Private Placement
Finders focus primarily on angels. VC funds, the other major source of
external private equity, typically will not invest in the early-stage financing
market.21 1 As well, VC funds generally tend to avoid the services of Private
Placement Finders and will not invest in deals where a Private Placement
Finder is present.21 2 Anecdotally, the VC funds' aversion to Private
Placement Finders is based largely on the intermediary role of the VC-fund
managers. These fund managers are investment professionals who feel
capable of identifying and screening potential investment candidates
without the need of a finder. As a result, there is little desire on the part of
the VC funds to pay for the services of a Private Placement Finder either
through a direct payment or through a fee that is deducted from the funds of
the company that is the subject of the investment.213 The angel market
provides a very different environment for Private Placement Finders. Unlike
the VC-fund market, the angel market is populated with a substantial
number of individuals who are not professional investors. For these
individuals, the services that a Private Placement Finder offers may very
well justify a finder's fee.

209. Berkeley & Parisi, supra note 28, at 118; see also Polanin, supra note 28, at 789.
210. See generally discussion supra Part I.C.3.
211. See discussion supra Part I.C. I.
212. Based on the author's experience at Robertson Stephens, Inc.
213. The VC funds want to be certain that any funds invested in a company actually go to

running the company, and not to paying fees to outside service providers (e.g., finders) unless
those outside services are crucial (e.g., outside legal counsel).
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