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Monitoring, Incentives, and Cooperation:
The Strategy behind the O ganizational Gane

Zeni chi  Shi shi do
| nt roducti on

Doi ng business with a partner always carries the risk
that your partner wll not keep her prom ses. The breach of
prom se, terned opportunistic behavior by Wllianmson,' wll
distort the incentive to cooperate. G-ossman & Hart devel oped
the property rights approach by focusing on the predictable
opportuni sm because they assune that the two parties are both
rational and farsighted.? In their nodel, hold-up will occur ex
ante because you can rationally expect the ex post
opportuni stic behavior of your partner.®In this article, the
breach of prom se is not necessarily predictable nor
measurable. | aminterested in the ways of mnimzing the |oss
in case where the partner does not necessarily behave
rationally.

There are two different types of unpredictability which
W Il cause the distortion of incentive to cooperate. One is
the unpredictability about exclusion, which concerns being
excl uded from managenent and profit. The other is the
unpredictability about cooperation (the reliability of prom se
to cooperate), which concerns the fellow partner’s non-
cooper ati on.

The joint venture or venture business usually takes
corporate form but the relationshi ps between partner-
sharehol ders are very contractual. Even after the initial
nmonetary investnent and creation of the joint corporation, a
partner needs the continued cooperation of his fell ow partners
wi th whom he may have conflicting interests. The partners
organi ze the corporation through contracts to maintain a

'Adiver WIlianmson, The Economc Institutions of Capitalism

Firms, Markets, Relational Contracting (1985).
’See David M Kreps, A Course in M croecononmic Theory 760

(1990) .

)Sanford J. Grossman & Aiver D. Hart, The Cost and Benefit
of Omnership: A Theory of Vertical and Lateral Integration, 94
J. Political Econony 691 (1986).
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cooperative relationship. | termthis type of corporation a
"contractual organization."

Consi der two partners, A and B, who create a contractua
or gani zati on between thenselves. The prem se is that both
partners are indispensable,” so cooperation is necessary for
the success of the project. A and B are the prom sor and the
prom see respectively and nonitor each other. The objects of
nmoni toring and the nethods of nonitoring in the contractual
organi zation are nore conplicated than in spot transactions
for two reasons: not all prom ses can be witten as the
contingent contract,® and the partners nust care for the fell ow
partner's incentives.?®

The gane in the contractual organizations is howto
achi eve the situation where the partner can, reciprocally,
monitor the fellow partner’s prom se to cooperate and, at the
same time, wll not distort the fellow partner’s incentive to
cooperat e.

The prom se to cooperate is further divided into two
prom ses: the promse to invest their human capital w thout
reservation and the promise to renegotiate if necessary.’
Renegotiation will, however, induce a hold-up problem? Because
the result of renegotiation will depend on the ex post
bar gai ni ng power of the parties, a party may fear exploitation

“Strictly speaking, they are not really indispensable
because there are usually sone substitutes. W coul d, however,
realistically hypothesize that A provides unique services
whi ch are valuable to B and finding a substitute is costly.

*The perfect contingent contract actually cannot be witten
even in a spot transaction. See Benjamn Klein, Transaction
Cost Determ nants of "Unfair" Contractual Arrangenents, 70 Am
Econ. Rev. 356 (1980).

°See Bengt Hol nstrom Moral Hazard and Cbservability, 10
Bell J. Econ. 74 (19 ).

Al though there is a tendency for business people to
renegoti ate contracts when unforeseeabl e contingencies arise
(see Stewart Macaul ay, Non-contractual Relations in Business:
A Prelimnary Study, 28 Am Soc. Rev. 55, 64 (1963); Lisa
Bernstein, Opting out of the Legal System Extral egal
Contractual Relations in the D anond Industry, 21 J. Legal
Studies 115, 138 (1992)), they would never legally promse to
renegotiate ex ante. The "prom se" to renegotiate is not the
| egal contract but the inplied obligation to renegoti ate.

®d iver Hart, Firnms, Contracts, and Financial Structure 78

(1995). Klein, supra note 5, at 356.
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by the other party and be reluctant to fully invest in the
specific relationship.® It is therefore a puzzle that
renegotiation is indispensable and at the sane tine inpedes
successful contractual organization.®

The primary way to nonitor the prom sor’s prom se to
cooperate is through |l egal enforcenent, which is only
avai |l abl e when the contract is clear and its breach
verifiable by a court. It is, however, inpossible to wite all
prom ses in the contractual organization as such legally
enf orceabl e contingent contracts.

Al though the partner's overall bargaining power in
relation to the other partner may still enforce the prom se,
unpredictability remains.™ To decrease the unpredictability
about cooperation, the partners may use sone "threat of
exclusion"” in the contractual organization. Threats of
excl usion use a conbi nation of equity and nonitoring contracts
to exclude from busi ness deci sion making the party that failed
to keep its pronise. ®

The strongest threat of exclusion is usurping the
majority stock holding. In the usual corporation, the party
who owns the majority stock controls the corporation and can
exclude mnority sharehol ders from managenent. In the
contractual organization, however, the principle of the stock

Hart, supra note 8, at 26-27

“The prospect of contract renegotiati on has been exam ned
by AQiver Hart & John Mdwore, |Inconplete Contracts and
Negoti ation, 56 Econonetrica 755 (1988), and Philippe Agi hion,
Mat hi as Dewatri pont, and Patrick Rey, Renegotiation Design
with Unverifiable information, 62 Econonetrica, 257 (1994).

“Bar gai ni ng power is determined by such characteristics as
the scarcity of human capital and the reputational bond.

“Threat of exclusion is a w der concept than the "threat
of term nation" of the business relationship by Professor
Klein. He raised an excellent question: "How nmuch of the hol d-
up probl em can be avoided by an explicit governnment-enforced
contract, and how nmuch remains to be handled by an inplicit
self-enforcing contract."” Klein, supra note 5, at 358.
According to ny categorization, the explicit governnent-
enforced contract seens to be the contingent contract and the
inplicit self-enforcing contract, such as the threat of
term nation, seens to be bargai ni ng power. However, not only
contingent contracts and bargai ni ng power, but also equity,
monitoring contracts, and reputational bond could mtigate the

hol d- up probl em
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majority is usually contractually nodified. The mnority
partner contractually retains vetoes on certain inportant
decisions. Wth the vetoes, the mnority partner can, at

| east, block a decision unfavorable to her. Even a

“di ssolution-at-will” clause is sonetines used.® | wll call
these contracts "nonitoring contracts,” to distinguish them
from contingent contracts.™

Threats of |egal enforcenent and exclusion not only
nmonitor the prom sor but al so decrease the unpredictability of
the promsee. | wll call these nonitors "sanction-supported
monitoring." Unfortunately, this one-way nonitoring distorts
the other partner's incentives to cooperate. If A's nonitoring
power is strong enough to exclude B from managenent, A could
just do so whenever A thinks B has breached a promse to
cooperate, even if a third party, presumably a court, could
not verify the breach.™ The strength of A's nonitoring power
creates the unpredictability about exclusion for B, who now
hesitates to invest her human capital to the project if she
considers her position fragile. Therefore, A nust consider how
to increase B's incentive to cooperate for the success of
their cooperative project. | wll call these nethods to
encourage the partner to cooperate "incentive-supported
nmoni toring. "

In this article, I wll analyze the joint venture and the
vent ure busi ness, as exanples of contractual organization and
illustrate how the gane of allocating unpredictability is
pl ayed.

Section Il introduces the practice of joint ventures and
vent ure businesses and shows the simlarities and the
di fferences between these two types of contractual
organi zations. Section Il devel ops the framework of the gane

BProf essors Aghi on, Dewatripont, and Rey take "at-wil|
contracts" as exanples of the "renegotiation design," by which
t he underi nvest nent probl em can be overcone. Aghion,
Dewat ri pont, and Rey, supra note 10, at 257, 258.

YAccording to the categorization by Professor Bernstein,
the threat of exclusion is not the "relationship-preserving
norm" but the "end-gane norm" See Lisa Bernstein, Mrchant
Law in a Merchant Court: Rethinking the Code's Search for
| mm nent Business Norns, 144 U. Pen. L. Rev. 1765, 1796
(1996).

“On the distinction between observable and verifiable
informati on, see Bernstein, supra note 14, at 1791. See al so,

Aghi on, Dewatripont, and Rey, supra note 10, at 257.
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in the contractual organization and provi des anal ytical tools.
Section |V categorizes the joint venture and the venture

busi ness by the typical equity allocation patterns of each.
This section then uses ganme theory to explain what we view in
practice and the inplications for the business planning of the
contractual organization. Section V provides concl uding

remar ks.

1. Contractual O ganizations

Initially, let us limt the scope of the contractual
organi zation to a corporation of two sharehol ders, whom | cal
partners. | define the contractual organization as the
corporation in which 1) both partners have substantial equity;
2) both partners participate in the managenent; 3) the stock
majority rule is nodified by contracts; and 4) each partner
must care for the fellow partner's incentive to cooperate.

Al t hough many types of corporations can be categorized as
contractual organi zations--such as the partnership type
closely held corporations--in this article, I wll address the
joint venture and the venture business as typical exanples of
the contractual organization

A. Joint Ventures

The joint venture is a formof enterprise that is
preverent in the history of world business®™ In this formtwo
or nore independent enterprises (partners) invest, and al
partners participate in its operation. A mgjor advantage of
joint ventures is the synergistic effect from partners’
cooperation. A disadvantage of joint ventures is the inherent
conflicts of interest which nmakes the necessary cooperation
difficult.

Joint ventures, like closely held corporations, generally
have no market for their stock, which means mnority or equal
partners cannot easily liquidate their investnents. Joint
ventures thus struggle to resolve disputes or deadl ocks
simlar to those of a closely held corporation.®

A joint venture is distinct fromthe typical closely held

%Zeni chi Shishido, Conflicts of Interest and Fiduciary
Duties in the Operation of a Joint Venture, 39 Hastings L.J.
66 (1987).

YShi shi do, supra note 16, at 63.

8Shi shi do, supra note 16, at 69.
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corporation, however, because the principle of stock majority
is typically nodified in the followng three ways. First, in a
joint venture, board nenber seats are allotted to partners by
speci al agreenent in proportion to their shares. Second, a
mnority partner, by virtue of an express pre-agreenent,
generally has a veto power in inportant decisions, whereas
mnority partners in a closely held corporation generally do
not. Third, the bargaining power of a mnority partner wll
nodi fy the principle of stock majority (as discussed in
Chapter 1V)."

In sum even if one partner owns nore than fifty percent
of the joint venture's equity, that partner is not necessarily
guaranteed full control. Correspondingly, there is | ess need
to protect the mnority sharehol ders of a joint venture than
there may be for those of a closely held corporation.®

The conflicts of interest inherent to a joint venture
create fiduciary duty problens both for directors and
partners. These can be divided into three categories: self-
deal i ng, corporate opportunity, and disclosure.?® Although the
legal liability of directors and partners for violation of
their fiduciary duties can be avoided by contracts, the
contractual schene is no panacea. D ssatisfied partners could
potentially force a buy-out or refuse to cooperate in
operating the joint venture.?

The purpose of creating a joint venture is to maxim ze
the long-terminterests of each partner through cooperation
with the other partner. Therefore, throughout the creation and
operation of a joint venture, A should deal with and nonitor B
to maximze A's own long-terminterests which may differ from
A's short-terminterests. A may danmage its long-terminterests
by pursuing short-terminterests in a specific conflict of
interests situation.?®

B. Venture Busi nesses

The term "venture business” is generally used for the
young enterprise which is launched as a risky business,
particularly in the area of new technology. In this article, |
wWill use the termnore limtedly. The venture business will be

¥Shi shi do, supra note 16, at 69-70.
“Shi shi do, supra note 16, at 71
“Shi shi do, supra note 16, at 75.
“2Shi shi do, supra note 16, at 122.

#Shi shi do, supra note 16, at 122-123.
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defined as the corporation which is financed by venture
capital--in particular, the specialized investor in early
st age conpani es.

To sinplify the discussion, consider only a venture
business with two sharehol ders: a founder-entrepreneur and a
venture capitalist. In practice, there are often nore
shar ehol ders, such as co-founders, enpl oyee-sharehol ders, and
plural venture capitalists.

In practice the contracts drafted between the founder and
the venture capitalist, particularly in Silicon Valley, are
not secret. They are filed in a book entitled "Venture Capital
and Public Ofering Negotiation"? which every practitioner in
Silicon Valley uses as the nodel contract. | wll draw from
the nodel case in this book to introduce the practice of the
vent ure busi ness.

Usual Iy, the transaction between the founder and the
venture capitalist is a second stage financing. The venture
capitalist invests in a conpany with a history of business,
and the conpany issues new stock to the venture capitalist--
typically preferred stock which is convertible into conmon
stock.® The preferred stock is issued, for exanple, at a price
of $2.00 per share to the venture capitalist, while the price
of the common stock issued to the founder was $.10 six nonths
ago. The preferred stock provides for (1) noncunul ative
di vidends, (2) a liquidation preference equal to the original
i ssue price, (3) mandatory redenption, (4) voting rights
equi valent to those of the common stock, (5) convertibility
into one share of common stock, (6) antidilution protection,
and (7) automatic conversion into common stock upon certain
public offering.?®

The nost inportant point in these arrangenents is that in
allocating equity the parties exchange the capital
contribution of the venture capitalist and the non-capital
contributions of the founders. Because preferred stock is
automatically converted i nto common stock upon the public

of fering%-the common goal for both parties--the conmmon stock
and the preferred stock have conparabl e val ue, although the

“M cnael J. Halloran, Lee F. Benton, Rovert V. @Gundeson,
Jr., Keith L. Kearney, and Jorge del Calvo, Venture Capital
and Public Ofering Negotiation (2nd ed. 1995 Suppl enent)
(herei nafter VCPON)

®\/CPON, supra note 24, at 5-2.

®\/CPON, supra note 24, at 5-5, 5-9.
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preferred stock has sone seniority before the public offering.
Therefore, the deal |ooks |ike the venture capitalist invests
nmoney and the founder invests human capital including
technol ogy and | abor--an observation that is basically
correct, but still oversinplified.

First, the venture capitalist provides not only noney but
advi sory services and reputation, enhancing the credibility of
the venture business to third parties.® Second, the venture
capitalist usually obtains equity and control rights, which
are costly to the founder because the venture capitalist can
fire the founder fromthe CEO position any tinme.*

Why does the founder transfer control rights to the
venture capitalist when it is so costly to her? One
explanation is that the parties share the common goal of
public offering, giving the founder an incentive. Another
explanation is that the venture capitalist’s concern for a
good reputation in the marketpl ace prevents abuse of control
rights.?

The nodel case in VCPON supposes that the founder owns
40% equity and the venture capitalist 60% ® The hol der of the
preferred stock (the venture capitalist) has the right to
el ect three board nmenbers out of five, and the hol der of
common stock (the founder) can elect the remaining two.® So
in the nodel case, the venture capitalist obtains majority
stock and both partners get board seats in proportion to their
equi ty hol di ng.

Even if the venture capitalist has |less than a majority
of the voting power, the contract often provides the right to

“Ronald J. Glson & Bernard S. Black, Venture Capital and
the Structure of Capital Markets: Banks Versus Stock Markets 9
(Working Paper, July 14, 1996).

*®The founder has the risk of his managerial quasi-rents
bei ng expropriated. See Erik Berglof, A Control Theory of
Venture Capital Financing, 10 J. Law, Econ. & Og. 247, 248
(1994). See also, Glson & Black, supra note 27, at 19.

®See G lson & Black, supra note 27, at 25. Professors
G lson & Black explain, "the prospect of an PO exit if the
conpany i s successful gives the entrepreneur sonething of a
call option on control." Glson & Black, supra note 27, at 21

¥'n VCPON, the founder is actually founders and enpl oyees,
and the venture capital is the lead investor and the second
i nvestor. VCPON, supra note 24, at 5-7.

¥\CPON, supra note 24, at 5-14, 7-30.
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name a majority of the board nmenbers. Board control gives the
venture capitalist direct power to replace the founder as
chief executive officer if performance is poor.* And even
where the venture capitalist has less than the majority board
seats, the contract frequently provides veto power over nuch
board action through a nunber of negative covenants.®

Anot her interesting practice is the so-called "voting
switch,"” only used if the venture capitalist is nerely
entitled to elect a mnority of board nmenmbers. The voting
switch provision gives the holder of the preferred stock (the
venture capitalist) the right to elect a mgjority of the board
menbers upon the occurrence of specified events, such as a
m ssed redenption, a m ssed dividend paynent (or a string of
m ssed di vidend paynents), insolvency, bankruptcy, the failure
of the conmpany to satisfy the terms of any covenants, or the
failure of the conpany to neet specific financial tests.* The
founder maintains control only under good behavi or.

The venture business is simlar to the joint venture in
the sense that both partners (the founder and the venture
capitalist) make substantial investnent and participate in the
managenent. As in the joint venture, the stock majority rule
is also nodified by contractual schenes, usually nore so in
vent ure busi nesses.

The venture business is, however, distinct fromthe joint
venture in three ways. First, in the venture business the term
of the partnership, which is the termof the venture
capitalist financing, is usually shorter than in the joint
venture. In the venture business it is typically around five
years, whereas the termof financing in a joint venture is
usual ly not limited.® Second, partners will |iquidate
investnment differently. In the joint venture, alnost the only
way the retiring partner liquidates investnent is by selling
to the fellow partner. However in a venture business, partners

¥G | son & Black, supra note 27, at 11.

®G I son & Black supra note 27, at 11.

¥\WCPON, supra note 24, at 7-34, 7-36.

*The average termof venture capital investnent is said to
be less than five years (WIIliam Sahl man, The Structure and
Governance of Venture Capital Organizations, 27 J. Fin. Econ.
473 (1990)) or four to seven years (G lson & Black, supra note
27, at 22). Long-termventure capitalist investnent is not
efficient because once a founder gains its own experience, the
experience of the venture capitalist declines in relative

value. G lson & Black, supra note 27, at 14.
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understand fromthe beginning that either a public offering or
a nerger and acquisition will be the neans of |iquidation.
Third, the repetitiveness of investnent is different. For the
partners of a joint venture, investnment in the joint venture
iIs not necessarily a repeated endeavor, it nay be a one-tine
deal. In a venture business, the venture capitalist repeatedly
invests in many venture businesses, although the founder is
usually a first tine entrepreneur. Therefore, the difference
in relative bargai ni ng power depends upon the business
experience of the venture capitalist versus the technol ogy of
the founder. In addition, the venture capitalist, because he
repeatedly invests nust be concerned with his reputation.®

I11. The Gane of Allocating Unpredictability and Anal yti cal
Tool s

The ganme for the partner-shareholders in the contractual
organi zation is to try to maximze their long-term benefits
given two types of unpredictability. One type of
unpredi ctability concerns exclusion (being excluded from
managenent and profit) and the other concerns cooperation from
your partner (the reliability of prom ses to cooperate). Wth
contractual organizations, only cooperation maxim zes
benefits, and those two types of unpredictability will both
distort the incentive of each to cooperate. Thus to naxim ze
benefits, a partner nust not only decrease her own
unpredictability, but also her partner's unpredictability.

Al t hough the unpredictability about exclusion wll
distort the incentive to cooperate, it wll also nonitor the
prom se to cooperate. Wthout any nonitoring contract, the
mnority partner will not only have the unpredictability about
excl usion, but also have the unpredictability about
cooperation because she can use no threat of exclusion for
nmonitoring the majority partner’s prom se to cooperate. The
maj ority partner who has no unpredictability about excl usion
can decrease his unpredictability about cooperation by using
the threat of exclusion as the nonitor, but he cannot entirely
elimnate the wunpredictability about cooperation.

Met hods to decrease the unpredictability are limted:
equity, nonitoring contracts, reputational bonds, bargaining
power, and contingent contracts.

¥On how reput ations provide an enforcenent nechani sm see
Benjamn Klein & Keith B. Leffler, The Role of Market Forces
in Assuring Contractual Performance, 89 J. Political Econony

615 (1981).
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Conti ngent contracts, acconpani ed by the |egal
enforcenment, can decrease the unpredictability about
cooperation. The conprehensiveness of contingent contracts
depends on the nature of the transaction. ¥

The useful ness of the reputational bond and the
bar gai ni ng power, which will work to decrease the both types
of unpredictability, are fixed depending on the partners’
rel ationship. *®

Therefore, the only alternatives which the partners
negoti ate ex ante are equity and nonitoring contracts, which |
will call the threat of exclusion. The threat of exclusion
directly affects the unpredictability about exclusion, and as
a nonitor, indirectly affects the unpredictability about
cooperation. The threat of exclusion is a scarce resource, SO
the partners nust share it. The game is how to share the
threat of exclusion to achieve the optiml allocation of
unpredictability.

Consi der an exanpl e of how one partner trades away a
threat of exclusion for a decrease in the both types of
unpredictability. Suppose A has 60% equity and B has 40%
equity. Wthout any nonitoring contracts, A has an al nost
conplete threat of exclusion. In this case B may fail to
cooperate due to the significant unpredictability he faces. A
could allow B sone vetoes on certain decisions to decrease B's
unpredictability about exclusion. Gving the mnority the

vetoes, on the other hand, will increase the unpredictability
about cooperation for the majority for two reasons. The
mnority may use the vetoes arbitrarily, and A will |oose sone

threat of exclusion. In this sense, the threat of exclusion is
a scarce resource.

Granting substantial equity to another partner is the
nost conmon net hod to i ncrease cooperation incentives. The
equity hol der has, as the residual claimant, the incentive to
i ncrease the value of the conpany.® To increase the val ue of

¥I'n practice, however, all possible contingent contracts
are not necessarily witten. See Bernstein, supra note 7, at
134. Rather, business people seek the val ue- maxi m zi ng
conbi nati on of |egal and extralegal terns. See Berstein, supra
note 14, at 1770.

¥On reputational bond, see Bernstein, supra note 7, at
138.

¥See Hart, supra note 8, at 50.
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t he contractual organization, the partners nust invest in the
rel ati onship and renegotiate if necessary.

V. Exanples of The Game in the Contractual Organization
A. Joint Venture with 50% 50% Part ners

| will begin with the sinplest form The equally shared
equity is the nost popular in joint ventures and very rare in
vent ure busi nesses.

In cases of equally shared equity, both partners have a
perfect veto without any nonitoring contract. Each partner
knows that any deci sion cannot be nade w thout her consent,
and at the sane tinme, nothing can be done by herself. Such a
situation is described as no unpredictability about excl usion
for both partners.

Al though there is no unpredictability about exclusion for
both partners in the joint venture with 50% 50% partners, the
unpredictability about cooperation renains. Contractual
arrangenments for the partner to exit the joint venture, such
as the right of first appraisal, the right of first option,
and the "Russian roulette,"® will decrease the latter
unpredictability as nonitoring contracts.

Bar gai ni ng power and reputational bond would al so
decrease the unpredictability about cooperation. In joint
ventures, bargaining power is usually nore inportant than
reput ati onal bond. Because nobst conpani es creating joint
ventures are not repeat players in the venture market, the
mechani sm of reputation does not necessarily work.*

“The Russian roulette is an arrangenent between two
partners where the partner who would like to quit nust set a
price at which the other partner can choose between buyi ng her
partner's share or selling her own to her partner. See Aghi on,
Dewatri pont, and Rey, supra note 10, at 258.

“Al t hough Prof essor Hal onen shows that joint ownership can
be the first best solution when there is inconplete
information due to the need of agents to protect their
reputation, the theory is not adaptable to many joint
ventures. See Maija Hal onen, A Theory of Joint Oanership,
University of Bristol Departnment of Econom cs D scussion Paper
Series (March 1997). See also, Gerald T. Garvey, Wy
Reput ati on Favors Joint Ventures over Vertical and Hori zontal
Integration: A Sinple Mdel, 28 J. Econ. Behav. & Org. 387

(1995).
12



B. Joint Venture with 60% 40% Part ners

Anot her type of joint venture is the formwth the
majority partner and the mnority partner. Let us say the
majority owns 60% and the mnority owns 40%

Wthout nonitoring contracts, the majority partner wll
have the residual right and, of course, no unpredictability
about exclusion. On the other hand, the mnority partner wll
have only a mnority shareholder's right granted by the
corporation | aw. She has nearly 100% unpredi ctability about
exclusion, even if she invests as nuch equity as 40%

No rational person or conpany will nmake such a mnority
i nvestnment and ri sk being squeezed out. In fact, in every
joint venture with majority and mnority partners, nonitoring
contracts are nmade to nodify the stock majority rule. Board
menbers are usually shared proportionally, such as the
majority has three board seats and the mnority has two board
seats, and the mnority partner will have vetoes agai nst
certain inportant decisions, such as the issuing of new stock
and the substantial borrow ng of noney.

Wth such nmonitoring contracts, the unpredictability
about exclusion for the mnority partner decreases, and
i kewi se, the unpredictability about cooperation for the
majority partner increases for two reasons. The majority
partner | ooses sone threat of exclusion, and the mnority
partner may use the vetoes arbitrarily.

Wen there is a difference in the | evel of
unpredictability faced by the partners, they then wll have
differing investnent incentives. The partner with greater
unpredictability wll tend to underinvest. One factor which
can mtigate this underinvestnent is bargaining power. If the
partner with greater unpredictability holds nore technol ogy or
know how, this position increases her bargai ni ng power and can
close the gap in unpredictability. O herw se, opportunistic
behavior will ruin the cooperation as seen in many real world
exanpl es.

| f the bargai ning power of the managi ng partner is not
strong enough to fill the unpredictability, then it is in her
interest to have the majority position. An additional benefit
of giving the managing partner the majority position is that
it increases the expected payoff to the non-nmanagi ng partner
as well. This position is especially desirable when the

13



bar gai ni ng power of the non-nmanagi ng partner is stronger than
t hat of the managi ng partner.

C. Venture Business with Founder 60% - Venture Capitalist
40%

When a venture capitalist invests in a venture business,
the first mgjor issue is: W takes the majority of equity?
In either case, the venture capitalist and the founder often
wite a nonitoring contract which is quite unusual in joint
ventures. They share the board nenbers inversely to the equity
share. If the founder has 60% stock and the venture capitalist
40% the latter will have three board nenbers and the forner
wi |l have two. Even without majority stock, if you have the
maj ority board seats, you could control the conpany.

Wth such arrangenents the venture capitalist, the

m nority sharehol der, has not only vetoes but al so control

whi ch can be used for nonitoring the founder, the managi ng
partner. The founder may be fired fromthe CEO position if the
venture capitalist considers himto be ineffectual as the CEQO
Therefore, under this structure the venture capitalist has no
unpredictability about exclusion. In fact he has enough threat
of exclusion to nonitor the founder. The founder, on the other
hand, has the unpredictability about excl usion.

In the venture business, the founder, as the nmanagi ng
partner, needs incentive to invest his human capital, which
will be distorted by the unpredictability about exclusion. The
venture capitalists, as the non-managi ng partner, needs
nmoni toring schemes and, at the sane tine, has to avoid
distorting incentive of the founder.

These arrangenents | ook rational. The venture capitali st
can nonitor the founder. Both partners as substantial equity
hol ders have incentive to cooperate to pursue the initial
public offering. Therefore, the unpredictability about
cooperation is mnimzed for both partners. Al though there is
a problemthat the unpredictability about exclusion may
distort the incentive of the founder, the unpredictability can
be decreased by the reputational bond of the venture
capitalist.

For the venture capitalist, investing and participating
in the managenent of venture businesses is a repetitive
transaction and the source of reputation--once tainted, fewer
future founder will ask for her investnent. The founder can
rely on this reputational bond. On the other hand, the founder

14



usually transacts with a venture capitalist only once in her
business |ife. The reputational nmechanismis not reciprocal in
elimnating unpredictability.

D. Venture Business with Venture Capitalist 60% - Founder
40%

As the business expands, the venture business needs nore
noney. At a certain point, it is alnost inevitable that the
venture capitalist obtains the mgjority stock and the only
remai ni ng question is whether the venture capitalist will also
hold the majority of the board seats.

In the first case, where the venture capitalist holds a
majority of equity and board seats, the situation of
unpredictability is close to the case of the joint venture
with 60% and 40% partners. The difference is that the founder
will fill the unpredictability about exclusion with
reput ati onal bond instead of bargai ning power.

In the second case, where the venture capitalist holds
majority equity but allows the founder a majority of board
seats, another nonitoring contract could be used. They could
arrange that if the conpany fails to pay dividends, which
i ndi cates that the founder has poorly managed busi ness, the
venture capitalist shall be entitled to elect majority board
seats (which is called "voting switch").® Wth this nonitoring
contract, the venture capitalist has the threat of exclusion
as the last resort and the founder has the m ni num stable
position. The possibility of being excluded from nanagenent is
predi ct abl e.

V. Concl usi on

Joint ventures and venture businesses are not only
practically inmportant but also theoretically intriguing.
Theoretically, they are wonderful exanples of the inconplete
contract for econom sts and the relational contracts for |egal
scholars.® Also as corporations, they are addressed by
econom sts who propose the property rights approach.

Al t hough the property rights approach introduces val uabl e
insight into the contractual relationship, it tends to tel

“See VCPON, supra note 24, at 7-34, 7-36.
®See Al an Schwartz, Relational Contracts in the Courts: An
Anal ysis of Inconplete Agreenents and Judicial Strategies, 21

J. Legal Studies 271 (1992).
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the story as all or nothing. The party who has ownership
obtains the residual right and has incentive to invest, while
the party who does not have ownership inevitably has distorted
incentives to invest.* Mich theoretical work regarding

i nconpl ete contract that has addressed either joint ventures
or venture businesses tends to stress only the reputational
mechanismto explain the practice.®

Nei t her ownership nor reputation, however, tell us the
whol e story of the contractual organization. Two cruci al
el ements are lacking in previous works. One is what type of
relationship is required to make an inconplete contract
feasi ble. The other is howto use the nonitoring contract,
whi ch is distinguished fromthe contingent contract, to make
such a rel ationship.

| suggest viewing the practice of joint ventures and
venture businesses as a gane. The purpose of the partners who
join the contractual organization, either the joint venture or
the venture business, is to maxim ze their own |ong-term
i nterest through cooperation with other partners. The gane is
pl ayed between two partners who try to achi eve cooperation in
the face of unpredictable prom ses to cooperate.

Unpredictability is the key to this gane. There are two
different types of unpredictability. One concerns excl usion
and the other concerns cooperation. Both will distort the
incentive to cooperate. Therefore, a partner nust consider not
only how to decrease her own unpredictability but also how to
decrease her fellow partner's unpredictability in order to
generate the necessary synergy.

Met hods to decrease the unpredictability are limted.
defined them as contingent contracts, bargaining power,
reput ati onal bond, equity, and nonitoring contracts. The
degree to which unpredictability can be reduced either by
contingent contracts or by bargaining power and reputational
bond is fixed before the gane starts. Therefore, the gane is
on how to use equity and nonitoring contracts to generate
cooper ati on.

Use of equity and the nonitoring contract, which | called
the threat of exclusion, is a scarce resource. The threat of
exclusion works as a nonitor for a partner, while it wll

“Grossman & Hart, supra note 3, at 691, 716.
®See Garvey, supra note 41, at 387; Hal onen, supra note

41, at 1.
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i ncrease the unpredictability about control for another
partner. A decrease in the unpredictability about exclusion
for the mnority partner by giving her vetoes, increases the
unpredi ctability about cooperation for the majority partner.
Therefore, the gane is howto share the threat of exclusion
for achieving the optimal allocation of unpredictability.

Conpari son between the practice of joint ventures and
that of venture businesses gives us insight into the gane.
Al t hough they share the basic characteristics there are
curious differences in their practices, especially in the
conbi nation of equity and nonitoring contracts. These
practices show us how the partners seek the optimal allocation
of unpredictability by sharing the threat of exclusion given
their rel ationship.

Al t hough the gane of the contractual organization is too
conplicated for the current ganme theory to produce a cl osed-
formsolution, viewng the practice in the contractua
organi zation as a game will notivate an expl anation of the
practice and pronote optimal business planning.
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