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professional literature, Venture capital investment
contracts with regard to millions of dollars are
concluded regularly, however, these contracis
include English terms which are challenging to be
translated into Hungarian and are often the literal
translations of an American contract. These
translations may not be a cause for concern solely
due to their wording, but also due to the issue of the
applicability of common law legal concepts and
solutions in a continental (Romano-Germanic) legal

system,

The present thesis aims at the detailed examination

of venture capital investment contracts.

The thesis follows the typical structure found in the
contracts examined. First, it examines who the
parties to investment contracts are and what the
subject matter of the transaction is. Then, it
elaborates on the system by which companies are
directed and controlled (corporate governance)
subsequent to an investment. Finally, the thesis

enumerates the special preferential rights to which

investors may be entitled and which may usually be

found only in venture capital investment contracts.

However, it should be noted that the thesis does not
examine the early stages of corporate investment,
that is, angel investments or seed investments. In
addition, the thesis does not examine either later-
stage corporate investments, that is, the so-called
private equity transactions, or contracts performed
in the initial public offering (IPO) stage or in the

stage subsequent to it.
The methods applied

The scientific approach of the thesis is empirical,
focusing on the legal issues which have arisen in my
daily practice, and the method of reasoning is
inductive, since it attempts to understand the
standard practice 3\ drawing conclusions from the
individual contracts examined. The final aim of the
thesis is pragmatic: it wishes to provide the legal
practice with in-depth scientific answers to the legal
issues which have arisen. Considering its topic, the

thesis is of a comparative nature, since it compares
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After listing the substantive legal elements derived
from the contracts, I performed the comparative
legal analysis of the legal concepts in question. In
the course of this, I performed the traditional
analysis of the professional literature and of the
judicial practice, focusing on the most significant
substantive elements in the relevant German and
American professional literature and aiming at
achieving completeness with regard to the

Hungarian professional literature,

The conclusions of the thesis, the methodological
approach of the researcher, and the methodology of
the research are qualitative,” There are no binding
statutory provisions for the structure of capital
investment contracts; the contents of the contracts
are especially heterogeneous and show great variety
both with regard to the place of the origin of the
contract and to the time in question, Due to this, if

the research had been conducted from a different

* Corbin Juliet, Strauss Anselm: A kvalitativ kutatés alapjai,
I’ Harmattan, 2015,, pp. 51-52.

3.L

10

sample or at a different time, the results of it would
have probably been similar, but not identical, to the
results of the present research. In the thesis, I
constantly emphasize that I examine the nine
contracts constituting the basis of the research and at
no time do 1 claim that the contractual provisions
examined have to comply with these rules in every

case.
Synopsis
The structnre of the thesis

No such work is known in the Hungarian
professional literature which aims at the exhaustive
analysis of venture capital investment contracts. In
addition, 1 am not aware of any Hungatian paper
which aims at achieving completeness in the
enumeration of the substantive elements
characteristic of or specific to venture capital

investment contracts.

The thesis aims at addressing this academic
deficiency. Based on the contracts examined, the

thesis presents, in the broadest manner possible, the
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.

Owners, that is, those members or

—_

sharcholders of the target company who are
distinct from the founders with regard to
their rights and/or obligations but are neither

investors not persons entitled to ESOP.

ey
—

Persons entitled to ESOP, that is, those
employees of the target company who have
acquired a business share or a share in the
target company in return for their work
performed in the interests of the target
company but are neither founders nor

ownets.

FYyy
—
—

Holders of convertible notes, that is, those
creditors of the target company who are
entitled, upon the occurrence of a certain
condition, to convert their debt claims
towards the target company into stock

claims.

The thesis analyses in detail the legal characteristics
of the specific parties based on the examined

contracts,

14

It was concluded that the target companies operated
as limited business organizations in each of the
Jurisdictions examined. This form of business
organization was Inc. or LLC in the United States,
was GmbH in every German case, and kft. in
Hungary. In the thesis, I analyze in detail the
national laws regulating the said forms of business
organization. However, in order to avoid deviating
from the subject of the thesis, I omit the detailed
analysis of other forms of business organization in

the other parts of the thesis.

The founders were natural persons in each of the

contracts examined.

With regard to the investors, 1 concluded that their
legal characteristics and the investments they
effected changed depending on at which stage of the
development of the business of the target company
they had entered the target company. I applied the
following categorization, which had not been

presented in any other source of professional
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Regarding crowdfunding, 1 analyse Regulation (EU)
2020/1503 of the European Parliament and of the
Council on European crowdfunding service
providers for business, and amending Regulation
(EU) 2017/1129 and Directive (EU) 2019/1937,
applicable from 10 November 2021.

Concerning business angels, I accept the definition
by Peter Cowley, who calls business angels
‘invested investors’. In his book, he characterizes
business angels in the following way: ‘invested
investors not only provide money, but also help
enfrepreneurs as they build their businesses. They
have money that they’re willing to risk losing,
experience in the sector their entrepreneurs are
targeting and contacts that can help the new business
find customers, suppliers and management skills.
They also recognize when to re-invest, when to Jook
for investors with bigger pockets, and when to

fold.”.® Subsequent to this, I analyze and criticize the

® Peter Cowley: The Invested Investor, published by: invested
Investor Limited, 2018, pp. 5.

18

practicability and the applicability of the provisions
on business angels prescribed in Government
Decree 33172017 (XI. 9.) on the detailed rules of the
registration procedure of early-stage businesses and

of businesses supporting early-stage businesses,
ad b) Non-institutional investors

I defined the concept of ‘non-institutional investors’
as those investors which have to comply with certain
provisions of company law, however, are not subject
to special legal provisions regarding investments,
organizational structure, capital, or investor
protection. Non-institutional investors have to
comply with, e.g., the provisions of company law,
but are not subject to the provisions applicable to
different funds. Examples of this concept may be
those business organizations in Hungary which
usually operate as ‘investment and consultancy Lid’-
s and have no distinguishing characteristics either in

their activities or in their capital structure.

In the thesis, the company law legislation applicable

to the forms of investment featured in the contracts
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alternative investment funds (hereinafier

referred to as ‘AIF’) at EU level, and

ii. 1 analyze the German alternative
investment funds based on the relevant EU
legislation, the German Sondervermdgen,
that is, the (not special) investment fund,
the Spezial-Sondervermégen, that is, the
special investment fund, * and the German
alternative investment fund managers, the

Investment AG and the Investment KG.'°

¢) The bases of the Hungarian regulation of AIFs
are Act XVI of 2014 on the forms of collective
investment and their managers and on the
amendment of certain acts on finance, and
Government Decree 78/2014 (III. 14.) on the
tules of the investments and of the borrowing of

the forms of collective investment, I analyze the

? Wolfgang Weitnaver; Handbuch Venture Capital, Mtinchen, C.H.
Beck, 2019. 6. ed. (e-book), Rn, 1-11,

1"Dirk A, Zetzsche {ed.): The Alternative Investment Fund Managers
Directive, Second Edition, Wolters Kluwer, Croydon, 20135, pp, §25-
826.

22

relevant statutory definitions such as that of the
venture capital fund (VC) and of the private
equity fund (PE) and the fundamental provisions

applicable to venture capital fund managers,'!

At the end of the chapter on the analysis of the
parties to venture capital investment contracts, I

conclude the following:

a) I conclude that the target company operated
under the general company law provisions in
every contract examined (excluding the rules of
corporate governance to be analyzed below),
even if it was established for the business
purpose of introducing a highly innovative

technology to the market.

b) 1 also conclude that the regulation of AIFs is
especially complicated and presumably imposes
unnecessary administrative burdens on the

investors. | make a recommendation that the

11 Judit Glavanits: A kockazati i8kebefektetések egyes jogi kérdései,
UNIVERSITAS-GYOR Nonprofit Kft, Gyér, 2013, and Judit Karsai:
Vélsdg utdn: valtozd &llami szerep a kockdzati-toke Agazatban, in
Kiilgazdasdg, 2013/4-5,, pp, 12-34.
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found no differences in the contracts examined. In
the thesis, I analyze the legislation of all three
countries applicable to the increase of capital, with
special emphasis on the detailed analysis of the
relevant provisions of the Hungarian Civil Code!®

and Accountancy Act'?,

1 also analyze two issues of law which are especially
important in practice, in the course of which analysis
[ demonstrate that it is possible to pass a resolution
on the increase of capital at a premium in a
contingent manner as well, and [ also explain why
that judicial decision'* is incorrect according to
which, in the case of an Ltd. (kft.), the rights of the
members with regard to the increased authorized
share capital may be exercised in the course of the

increase of the capital only from the registration of

the change,

128, 3:198 of Act V 0f 2013 on the Civil Code (hereinafier referred to
as the *Civil Code”),

138, 36. s5. {1) para. b) of Act C of 2000 on accountancy (hereinafter
referred to as the *Accountancy Act’).

" Decision nr, Gf.40199/2019/8, of the Regional Court of Appeal of
Budapest,

26

3.4, Corporate Governance The main issue analyzed in

this chapter is how the internal decision-making
structure of the target company is organised, which
bodies may pass resolutions on which issues.
Ultimately, this chapter seeks to answer the question
of who directs and controls the target company

subsequent to the investment.

In the thesis, 1 analyze in detail the corporate
governance solutions featured in the contracts
examined, in the course of which [ summarize the
powers of the general meetings and the
managements of the companies in each of the
countries in question, and 1 also analyze the relevant
legislation of these countries. [ concluded that the
contractual intentions of the parties wete similar in
each contract and the powers to pass the majority of
the resolutions belonged to the management (except

in the case of one of the Hungarian contracts).

The central issue in the chapter is the analysis of the

theoretical models of the so-called one-tier and two-
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investors were officers not entitled to represent the

company (non-executive directors), "’

I also analyzed the decision-making mechanisms in
the target companies, that is, those ‘spheres of
influence’ which determine who actually directs and
controls a target company. T discovered that the
investors were always entitled to the right of veto. I
called this right of theirs ‘destructive veto’?’, since it
did not entitle the investor to force the passing of
certain resolutions on its own, but it did entitle them
to ?.962 the passing of certain resolutions. Since
the investor.had always been entitled to a right of
destructive veto — either in the general meeting or in
the board — with regard to numerous key issues in

the contracts examined, I concluded that even

1% Jean Jacques du Plessis, Anil Hargovan, Jason Harris: Principles of
Contemporary Corporate Governance, Cambridge University Press,
IV, ed. Cambridge, 2018., p. 96.

® Sharifzadeh Azin, Venture Capital and Corporate Governance,
Inaugural-Dissertation zur Eiangung des Dokforgrades des
Fachbereichs Wittschaftswissenschaften der Johann Wolfgang
Goethe-Universitit Frankfurt am Main, 2016, pp. 57-58., and
compate: Neil J. Beaton: Valuing Barly Stage and Venture-Backed
Companies, John Wiley & Sons, Inc., 2010, New Jersey, p. 27,

3.5.

30

though the founders were the primary officers of the
company, and they managed the day-to-day affairs
of the company, the investors were those who
determined the strategies of the target companies. In
the thesis, | analyze the so-called ‘shadow director
liability’?! of the investors with regard to these
decisions and conclude that even though there are
certain statutory provisions in the Hungarian law
with regard to this form of liability, and the issue
itself is highly debated in the modern study of law,
the exact rules are still missing. In my opinion, it is
just a matter of — a very short — time for the
legislature to decide on regulating shadow director

liability in more detail.

The preferential rights of investors

WA vezetd tisztségviselSk hitelezfkkel szembeni felelfssége”
targykorben felallitott joggyakorlatelemzd csoport  8sszefoglald
véleménye”, a consolidated opinion approved on 12 January 2017 by
the workgroup of the Supreme Court of Hungary for the analysis of
the judicial practice and on 6 February 2017 by the Civil Law
Department of the Supreme Court of Hungary p. 13, URL:
https:/kuri

birasag hu/sites/defauli/files/ioppyak/osszefoglalo velemeny 6.ndl

{6 July 2018).
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shares would be allowed only in a strictly
limited group of persons for a certain period of
time following the IPO?; the restriction
regarding the transfer ‘to a third party’® as
prescribed in the Civil Code may also be

included here,
b) Pre-emption right

A pre-emption right was stipulated in each of the
contracts examined, however, it served different
purposes in the different contracts. While it was
-rather an obligation of the founders towards the
investors in the American® and in the German
contracts, in one of the Hungarian contracts, the

founders were the ones entitled to a pre-emption

* Susanne Espenlaub, Marc Goergen, Arif Khurshed: Governance
implications of locked-in venture capitalists (VCs) and founder
owners in newly floated UK companies, in,; Igor Fifatotchev, Mike
Wright: The Life Cycle of Corporate Governance, Edward Elgar
Publishing, Inc., Northampton, MA, USA, 2005, pp. 99-122,

# 8, 3:167, ss. (6) of the Civil Code.

* Jerry W. Markham, Thomas Lee Hazen: selected Materials and
Statues on Corporate Finances, 2004 Edition, Thomson West, p. 170,
and Mark T. Bettencourt, Mary Bevelock, Patrick Jhon Cammarata:
Ventute Capital and Private Equity Financing, MCLE, 2008, pp. 47-
71.

34

right in case the investor wished to sell its

business share.
c) Options

I found no examples of options in any of the
American contracts examined (excluding the
ESOP, to be discussed later). Both a purchase
option and a sale option were stipulated in each
German and Hungarian contract. Both types of
options were used in the contracts but for
completely different _uc%o%m_. In each of the
German contracts, the founders were entitled to
a purchase option in order to be able to buy the
investors out (including the return®’).?® In each
of the Hungarian contracts, the purchase option
was a collateral in case any member other than

the investor breached the investment contract. In

%7 Brealey, Myers, Allen, Principles of corporate finance, 10. edition,
McGraw-Hiil/Irvin, New York, 20[1. pp. 107-113., and Judit Karsai:
A kapitalizmus 0] kiralyai, Budapest, 2012, pp. 34-48.

2 The relevant professional literature corresponds to this: Christoph
Winkler: Rechisfragen der Venture Capital Finanzierung, Duncker &
Humblot, Berlin, 2004, pp. 203-204.
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called ‘hold-up problem’).*? In the thesis, [
examine the necessary elements of the drag-
along right, then I analyze each special
provision. I wish not to enumerate the special
provisions here, however, it is worth mentioning
the necessary elements here as well. In each of
the contracts, it was stipulated that in the event
of the transfer of a business share, share of a
certain value in the target company, certain
members, shareholders, or a certain group of
them was entitled to force the other members,
shareholders of the target company to sell their
business shares, shares with the same conditions
under which the exiting member or sharcholder
had sold their business shares or shares,

respectively.
Tag-along right

A tag-along right was stipulated in all of the

contracts examined, however, none of the

% Carsten Bienz and Uwe Walz: Venture Capital Exit Rights, 2008,

CFS Working Paper No, 2009/05.

38

national legislations in question regulated this

right explicitly.

The tag-along right is usually described as the
right which atlows the person entitled to it to join
a transaction for the transfer of a business share
or a share with the same conditions as the seller
and in a proportionate manner. In the event that
the buyer no longer wishes to conclude the
transaction under such conditions, then the sale
and purchase transaction under the conditions of
the original offer may not be concluded either.
Due to this, the tag-along right is deemed to be
suitable for shareholders wishing to maximize
the value the company and to sell the target
company to that buyer who offers the highest

purchase price at any given time.*

¥ Compare: Simon Witey: The corporate governance of private
equity-backed companics, a thesis submitted to the Department of
Law of the London School of Economics for the degree of Doctor of
Philosophty, London, Aprit 2017, p. 83., and Beddow S., The Equity
Deal, in C. HALE, Private Equity: a Transactional Analysis (Globe
Business Publishing, 2007), p. 51., and Bartlett J.W., Equity Finance:
Venture Capital, Buyouts, Restructurings and Reorganizations, Aspen
Publishers, p. 231., and Gllles Chemla, Michel A. Habib, Alexander
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shares based on the passage of time or on the
fulfilment of certain conditions,3

b) In the case of ‘reverse vesting’, those shares in
the company which were acquired by the
employee earlier are gradually decreased or
lost, The trigger event of the reverse vesting is
when the employment relationship between the

employee and the target company is terminated.

I conclude that neither the Hungarian company law
applicable to an Ltd. (kft) nor the Hungarian
employment law is prepared to handle vesting and
reverse vesting clauses. The aim pursued by the
pattiecs may be achieved only via especially
complicated contracts which are secured by
purchase options, sale options, and repurchase
options and which are difficult to put into practice.
also conclude that vesting and reverse vesting
clauses may efficiently facilitate the dynamic

growth of target companies and should be supported

% David R. Skeie: Vesting and Control in Venture Capital Contracts,
FRB of New York Staff Report, No. 297., pp. 1-5,

42

by the legislature via the development of a suitable

legal background.

3.5.5. Exit and liquidation preference

The exit is the most important event from the
perspective of the investor. It is an economic
principle of capital investment that the investor is the
first to exit the target company, but it is also a
principle that the investor is repaid first. 7 These
principles serve as the basis of the concept of
‘liquidation preference’, that is, in what order the
investor, the member or the sharcholder, and the
founder are repaid their investments in .ﬂrm case of a
liquidation event and based on what principles the
parties distribute the profit accrued in the course of

the liquidation.

¥ Ellen B. Corenswet: Formation and Financing of Start-ups, in: Dror
Futter, Issac J. Vaughn: Venture Capital, 2004, Practising Law
Institute, pp. 664-665.
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distribution of the return prior to the repayment
of the entire amount of the return of the investor

(exit participation, catch-up).
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