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I. INTRODUCTION

Venture capital has been the subject of much discussion in recent years, with
some claiming that the use of decentralized autonomous organizations (DAOs), a
nascent financing and governance structure, could disrupt the industry." In the late
2010s, a new type of DAO called Venture DAOs (VDs) emerged” to make venture
capital-style investments in traditional startup equities and projects with
decentralization, ubiquity, and artificial intelligence characteristics, known as Web 3.0
(Web3).” VDs sources capital from large numbers of individual investors, who
participate in the investment process through a decentralized, democratic structure.*
This approach represents a significant departure from VC funds (VCs), which are
generally controlled by small independent VC firms and financed by separate
institutional investors.’

Several discrete legal innovations in the law of corporations have played an
essential role in making venture capital a key component of the startup ecosystem
and shaping the makeup and incentives of venture investing. ® One such innovation
was the development of the limited partnership for VC investments, which
introduced the carried interest profit-sharing mechanism that has incentivized top-
tier investment talent to become VCs.” Another innovation was the relaxation of
investment rules for U.S. pension funds, which unlocked large inflows of capital
from pension funds and other institutional investors.® It remains to be seen whether
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VDs will represent a new legal innovation that will drive further change in the
industry.

The foregoing context begs a general question: what is the most efficient
organizational form for venture investing? Law and economics provides a strong
framework to perform a comparative institutional analysis of VCs and VDs. In this
paper, the normative welfare criterion used to evaluate the efficiency of venture
investing is that all positive-expected-value ventures should receive financing. To
assess VDs according to this criterion, it is necessary to first provide some
background context on the characteristics of VDs. Section 3 of the paper then turns
to analyzing the incentives of organizers, investors, founders, and established VCs
for engaging with Venture DAOs. Section 4 concludes.

II. CHARACTERISTICS OF VENTURE DAOS

VCs and VDs are two types of investment structures with distinct
characteristics. VCs are typically composed of independent VC firms that manage
VC funds, which are limited partnerships with a finite yet renewable timeline.” The
firms, which are small organizations averaging about 10 professionals, serve as
general partners (GPs) for the funds, while the limited partners (LPs) are mostly
institutional investors.'” In contrast, VDs are online communities that invest in both
Web3 projects and traditional startup equities using self-executing contracts called
smart contracts.”’ The terms of these contracts are written in code, removing the
need for intermediaries'? and allowing the community to make investments and
distribute returns.” While both VDs and VCs seek to maximize returns for their
investors by supporting the internal growth of portfolio companies and exiting
investments at attractive prices, they employ different strategies to achieve this
objective." VCs rely on a few consistent top performers to drive profits,”” while VDs
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pursue their purpose through a participatory approach to investment decision-
making."’

A. Screening, Supporting, and Exiting Activities

VDs and VCs engage in three key activities to maximize return on capital:
screening, supporting, and exiting activities."” Unlike VCs, VDs carry out these
activities through a decentralized community of investors, elevating community
management as a fourth key activity."® Since exiting activities are similar for both
structures, the analysis below focuses on how VDs and VCs screen and support
investments.

Screening activities refer to the VC’s ability to source high-quality investment
prospects, also called deal flow."” Many venture deals involve a syndicate of investors
who negotiate and close deals together, leveraging relationships to produce a
virtuous cycle of quality deal flow.” Some top-tier VCs can generate high-quality deal
flow through the sheer force of their reputations because entrepreneurs and other
investors want the brand of that top-tier VC attached to their venture.”’ Other
reputational benefits include pricing leverage, introductions to top-tier talent, and
attractive exit opportunities.” Both VDs* and VCs™ rely heavily on reputation to
source and syndicate deals, and both investment structures have potential to reduce
search costs for founders via a strong brand. For example, V3C DAO is a VD
composed of hundreds of well-established venture capitalists.”
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VCs and VDs must also excel at supporting their portfolio companies
through activities like mentoring, advising, networking, and pressuring.” Ideally,
founders will be able to tap into the collective knowledge and abilities of a VD’s
community to harness these benefits. However, while VDs have the unique potential
to serve as a source of crowd-sourced feedback on product or business plans,
connections to potential employees or clients, productive performance pressure for
founders and their management teams, and other operational capacities, they have
struggled so far to do so.”” Indeed, the existence of free riders who exploit the
reputations, due diligence, and supportive efforts of other community members may
be endemic to VDs without sufficient safeguards put in place.” In a VC, while much
of the increase in wealth goes to the limited partners, the increase in external
reputational benefits are nevertheless more fully captured by the VC general partner
compared to its analog in the VD investing context.” To mitigate motivational risks,
some well-known VDs like Global Coin Research (GCR) employ governance
features like giving active or more invested members enhanced privileges, requiring
participation in investment decisions, and strict approval processes for bringing in
new members.”

Questions have thus arisen about whether VDs, composed of mostly non-
professional individuals, can consistently produce quality due diligence and returns.
GCR has shown a voracious appetite for investing in companies presented to their
communities, raising concerns about the quality of due diligence. The VD’s members
committed $26 million to approximately 25 deals after reviewing 70 deals in the
VD’s first four months of operation, a conversion rate of 35.7%.”" In contrast, the
probability of moving from screening to investing for VCs is approximately 2%.> It
remains to be seen whether VDs will be able to build a sense of community and
public-spiritedness among investors capable of inspiring systematic quality screening
and supportive efforts.”
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B. Governance by Smart Contract

Smart contracts underpin VDs, but their use in coordinating investment and
governance activities can vary.”* A VD is often set up as a participatory DAO, which
aggregate member votes using smart contracts, as opposed to an algorithmic DAO
that uses code to automate the entire DAQO’s functionality including management,
social interactions, and governance functions traditionally provided by boards and
written legal documents.” For example, The LAO uses smart contracts to facilitate
governance functions such as: (1) collecting members’ initial contributions to The
LAO; (2) voting; (3) delegating voting to third parties; * (4) funding investments;”’
(5) distributing proceeds;” and (6) rage quitting.”” The LAO simultaneously retains
and relies “on a service provider (initially, OpenLaw) to facilitate various
administrative functions on behalf of its members.”*’ The LLAO’s operating
agreement was also prepared by Openlaw’s outside counsel.* Despite the apparent
benefits of smart contracts, then, smart contracts do not render existing legal
contracts or legal processes obsolete.

VDs’ model of corporate governance in an investment context presents
myriad legal risks, and VDs are subject to greater regulatory burdens than non-
investment-otiented DAOs.*” VDs face the risk of being deemed “general
partnerships” because VD members have full management control of the entity,”
subjecting members to unlimited liability if the entity harms a third party or is unable
to pay creditors.* As such, to provide members with limited liability, VDs have
mainly organized as Delaware LI.Cs.*
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The previously mentioned “rage quitting” mechanism offered by some VDs
also raises regulatory concerns about whether the VD ownership interests are
publicly tradeable securities under SEC purview.* Rage quitting could trigger statutes
prohibiting members from taking “improper distribution,” particularly if pending
liabilities exist.”” The incorporation of legal text from an operating agreement may
also create potential ambiguity about the operation of the VD’s underlying smart
contracts.” The LLAO states that members shall not have any fiduciary duty to The
LAO or any other member and that under the operating agreement, members agree
to interact in good faith and to engage in fair dealing,” but there remains potential
ambiguity since fiduciary duties are traditionally used as gap-filling mechanisms in the
law.”

Another fundamental question is whether VDs qualify as investment
companies under the Investment Company Act of 1940 (the Act),” which provides
actions in the event of fraud or breach of fiduciary duty, and requires different types
of investment companies to register with the SEC and abide by a host of specific
rules before they can offer their products to the investing public.”® VC funds are
generally excluded from the Act by satisfying the exclusions of Section 3(c)(1) and
Section 3(c)(7).” To avoid the regulatory burdens of the Act, some VDs have sought
qualification as an investment clubs by including limitations like a cap on members
and requiring all members actively participate in decision making.™
Against this backdrop of legal uncertainty, one might ask whether the
democratization of venture investing is normatively desirable. Arguably, differences
in the characteristics of VD investors (i.e., they could be literally any random person
off the street) and those of VC fund investors justify different regulatory treatment
for VDs under the Act.
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III. MOTIVATIONS FOR ENGAGING VENTURE DAOS

A. Organizer, Investor, and Founder Incentives

Another question concerning Venture DAOs relates to the incentives of
existing stakeholders in the venture industry to engage with them. Most DAOs either
implicitly or explicitly assert that they are trying to “increase access” or
“democratize” venture capital so that less economically powerful people can
participate in ptivate equity-style investing.” Venture DAOs frequently employ
operating strategies that focus on transforming the shared identity of their organizers
into a comparative advantage. Consider the case of Orange DAO, a Venture DAO
initiated by a group of alumni from the prestigious Y-Combinator startup incubator
which limits its membership by smart contract to other alumni.” Other DAOs
change tack by integrating an impact investing component that emphasizes the social
or environmental impact of projects: for example, Komorebi Collective prioritizes
investing in female and non-binary crypto founders.”” The primaty reasons for
joining a VD are thus the opportunity to earn profit and participate in a startup or
Web3 project’s unique community.

Founders may find VDs attractive as a rich and more accessible source of
support, advice, connections, and capital.”® Indeed, VDs may enable founders to
access capital at a lower cost than from VCs; as mentioned previously, the potential
lack of sophistication characterizing VDs, whose communities are more likely to
invest in projects out of fear of missing out, could lead such investors to accept
prices that are higher the project’s fundamentals.” If VD investors are irrationally
optimistic about projects’ economics, the resulting lower cost of capital would lead
to more projects for which expected returns are lower than costs being funded.*
This windfall to less-deserving founders would result in VDs performing less well
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than VCs, which would be a suboptimal outcome according to our normative
criterion of financing all ventures that have positive expected value.

B. VC Incentives and Service DAOs

Despite the efficiency concerns just described, there is yet potential for
DAOs more generally to complement and enhance the activities of VCs themselves.
DAOs are well-positioned to form around existing VCs and their associated networks
of invested startups, LPs, operators, and audiences.”’ As mentioned previously, there
are VDs like V3C that have been formed by sophisticated venture capitalists.”” This
paper also identifies a new type of VDs called “Service Venture DAOs” or “SVDs”
that concentrate on providing the previously discussed non-investment value-add
activities of venture investing. For example, in 2022, VC fund Bessemer Ventures
announced $250 million dollars in investments to “[forge| the decentralized future
as well as the launch of BessemerDAO, “a web3 community for founders, creators,
and operators” with the goals of “help[ing] the crypto community meet talent, trade
ideas on product, business development, and tokenomics, extend visibility into
where innovation is happening in the crypto space, and ultimately, aid in staying
ahead of major shifts and trends in web3.”** The division of labor between a SVD
and its associated VC could mean that the SVD can benefit from the reputation and
skills of the VC* while the VC can benefit from the operational support of the
SVD.® Ultimately, the SVD-VC structure may outperform VCs and VDs, even those
composed of established professional venture capitalists.
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IV. CONCLUSION

There are limits to what scholarship on a topic as current as Venture DAOs
can accomplish today. What is clear is that VDs represent a more democratic,
potentially compelling set of new approaches to venture capital investing, and VC
firms are not sitting idly by. Of course, while VDs may enable a larger number of
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people to participate in the activities associated with venture investing, including not
just the investing itself but also sourcing, supporting, and exiting, the proportion of
venture investors generating outsize returns is not likely to change dramatically given
the long tail that characterizes the venture investing talent distribution. Perhaps,
then, the most serious challenge to currently established VDs is not from impending
regulation, as often thought, but rather competition from VC firms experimenting
with launching their own VDs and Service Venture DAOs. Indeed, GCR, The LAO,
BessemerDAO, V3C, Orange DAO, and other venture industry participants
launching DAOs offer an opportunity to reconsider how the venture capital industry
operates and when alternative approaches could be competitively advantageous.



