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Rise in Corporate Venture Capital Investments

The ecosystem that provides the funding necessary to finance the development
and growth of startups and early-stage companies has traditionally been dominated
by venture capitalists with funds dedicated to taking risky bets. These venture capital-
ists source investments in hopes of spurring rapid growth in portfolio companies,
scaling them and putting those companies on the trajectory to successful exits. Cor-
porations, considered slow and bureaucratic, generally took a backseat and did not
pose a serious challenge to venture capitalists." The funding landscape, however, is
changing. In recent years, venture capital investors have pulled back from startup
funding amid market turmoil caused, in part, by high interest rates and inflation.

Given the slowdown in financing from traditional venture capitalists, corporations
are slowly rising from their shadows to establish themselves as dominant players in
the venture sphere. By 2019, corporate venture capital (CVC) participation in startup
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funding reached a record high. That year,
CVCs participated in 25% of all venture
capital-backed deals, and CVCs invested
alone, without venture capitalists as co-
investors, in 10% of their deals.* By the
second quarter of 2023, global CVC
funding rose by 4% to $14.6 billion, even
as overall venture funding for the same
period fell 13% to $60.5 billion, the low-
est level in three years.*

A growing number of large corpora-
tions have created separate venture capi-
tal arms specifically dedicated to sourc-
ing and investing in startups focused on
innovative solutions within their indus-
tries. These CVC units operate independ-
ently from their parent corporation, act-
ing more like a venture capitalist but
with financial support from the parent.®
Through strategic investments in early-
stage companies, corporations see value
in being able to “get in on the action”
without changing their core business,
and view strategic investments as an
essential part of their corporate develop-
ment efforts.*

This article will discuss the upswing in
CVC investment activity, including the
benefits and challenges of strategic
investments. It will also address structur-
ing considerations in making those
investments, and highlight corporations,
particularly in New Jersey, that are capi-
talizing on the momentum to augment
corporate development efforts by engag-
ing in CVC investments.

The Benefits and Challenges of
Strategic Investments

While traditional venture investors
singularly pursue financial return for
their limited partners, CVCs often have
broader strategic goals.” These corpora-
tions tend to be motivated by the strate-
gic and commercial synergies realized by
investing in companies focused on prod-
ucts or services that are often compli-
mentary, and sometimes competitive, to
their operating businesses.®

From a financial perspective, a corpo-
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ration can capture significant financial
upside if it funds a successful venture.’
From a strategic perspective, however,
exposure to an emerging or competing
technology or product can serve as a
hedge against a competitive threat or dis-
ruption to the corporation’s existing

While traditional
venture investors
singularly pursue
financial return for
their limited partners,
CVCs often have
broader strategic goals.
These corporations
tend to be motivated by
the strategic and
commercial synergies
realized by investing in
companies focused on
products or services
that are often
complimentary, and
sometimes competitive,
to their operating

businesses.

business.” A CVC can gain advantages for
its parent corporation by surveying the
landscape of what startups are doing."
This informational advantage can be
critical in determining whether to pur-
sue acquisition opportunities. Through
this exposure, the corporate investor can
observe how the startup operates, build

relationships with its founders, and
decide whether to pursue a more signifi-
cant transaction.” Even if acquisition is
not the main driver, the strategic invest-
ment can boost a corporation’s research
and development initiatives and
enhance the opportunity for the corpo-
ration to penetrate growth markets.”

For the startup, in addition to getting
access to the capital it needs to scale,
CVCs offer key value-added services.
Their established distribution networks,
relationships with strategic partners and
entrenched domain intelligence are con-
sequential for the startup. Through cor-
porations, startups gain invaluable intro-
ductions to important industry contacts
and access to an experienced sales force,
among other benefits.* Moreover, since
the companies with CVC arms are gener-
ally some of the biggest and most signifi-
cant industry players, their investments
also validate and provide credibility to
the startup’s products and services.”

Startups also appreciate the patience
that comes with a strategic investment.
Traditional venture capital funds with
limited life spans face pressure to exit
early and return funds to their limited
partners.® Corporate venture capital
units, by contrast, are not bound by limit-
ed partnership agreements that have
defined terms of seven to 10 years and,
given the proliferation of CVC units with-
in large corporations in recent years, cor-
porations have demonstrated a commit-
ment to investing in startups for longer
terms.” The strategic investor’s ability to
stay the course is even more acute during
down cycles when those corporate
investors are willing to support startups
in spite of lower valuations. As the presi-
dent of one CVC unit put it, “If the com-
pany continues to deliver on what we are
looking for from an innovation perspec-
tive, and if they continue to progress
against those milestones, absolutely, we
want to continue to help them. We want
that company to be successful.”® This
longer horizon is attractive to startups
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that wish to stay private longer and side-
step a premature acquisition or initial
public offering.”

The CVC model is not without its
challenges. Given that CVC investments
are often negotiated alongside commer-
cial agreements (see the discussion
below) that may include rights of first
refusal on future sales or other exclusivi-
ty provisions, these investments may
limit the fundraising or financing alter-
natives for startups, as well as a startup’s
ability to pursue opportunities with
other strategic partners.

Structuring Corporate Venture Capital
Investments
Initial Structuring Considerations

A corporation’s investments into early-
stage companies are largely driven by
strategic and commercial motivations.
Whether it’s obtaining a license to the
startup’s technology, cooperating on a
research and development initiative, secur-
ing a commitment from the startup to sup-
ply a product or technology, or the oppor-
tunity to evaluate the startup with an eye
toward acquisition, the key drivers of CVC
investments are often strategic objectives
the corporation wishes to address.”

The CVC structure can take a few
forms. For one, corporations can join an
existing venture capital fund as a limited
partner.” Alternatively, corporations can
use current operating business units and
task them with venture capital invest-
ing.”” Another option would be for dedi-
cated funds to be co-managed by a ven-
ture capital fund and the corporation.”
Most commonly, however, a corporation
creates a wholly-owned subsidiary, and
that subsidiary operates exclusively to
make venture capital investments and
retains employees to manage those
investment activities.*

Type of Equity Investments and Special
Terms in Legal Documents

Like traditional venture capitalists,
corporate investors prefer to invest in
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preferred equity rather than common
equity. Preferred equity offers the holder
downside protection in the form of a lig-
uidated preference or the right to receive,

A corporation’s
investments into early-
stage companies are
largely driven by
strategic and commercial
motivations. Whether
it’s obtaining a license to
the startup’s technology,
cooperating on a
research and
development initiative,
securing a commitment
from the startup to
supply a product or
technology, or the
opportunity to evaluate
the startup with an eye
toward acquisition, the
key drivers of CVC
investments are often
strategic objectives the

corporation wishes to

address.

in preference to any distributions to
holders of common equity, on a sale, lig-
uidation or winding up of the issuer,
some multiple (often 1x) of their invest-
ed capital.* Corporate investors also seek

preferred equity that is convertible® into
shares of common equity based on a con-
version price per share that is typically
tied to the purchase price paid by the
investor at funding and, thereafter, sub-
ject to anti-dilution protection. That
anti-dilution protection is intended to
protect the strategic investor (who is
often a minority investor in the startup)
from its ownership percentages being
diluted upon the occurrence of certain
dilutive events like a stock split, stock
dividend or down-round funding, over
which the corporate investor as a minor-
ity investor may not have a veto right.”

To address their commercial and
strategic objectives, corporations tend to
negotiate special terms in investment
documents or craft stand-alone agree-
ments that align with those objectives.
For instance, in addition to the tradition-
al investment documents for venture
capital financing,® corporate investors
typically negotiate a separate business,
commercial or intellectual property
agreement addressing their commercial
needs. If the strategic investor’s interest
in the startup is as a prospective acquisi-
tion target, it should consider negotiat-
ing a right to be provided with notice of
the startup’s receipt or solicitation of an
acquisition offer, and the opportunity to
make a competing offer if the corporate
investor desires, generally on the same
terms and conditions as the acquisition
offer.” Finally, a strategic investor should
consider entering into a side letter with
the startup that provides the investor
with certain financial and reporting
information, particularly if the corporate
investor does not have a seat on the start-
up’s board of directors. These informa-
tional rights will grant the strategic
investor access to financial statements
(quarterly and annual) and annual budg-
ets to enable the investor to monitor its
investment.” The side letter form will
also ensure that the strategic investor’s
informational rights cannot be eliminat-
ed without the investor’s approval.”
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Additional Legal Considerations:
Disclosure Obligations and Conflicts of
Interest

Corporations interested in pursuing
strategic investments in startups should
keep some key legal considerations in
mind. While CVC investments are gener-
ally not made in amounts that trigger dis-
closure requirements, particularly for
public companies,*” corporations should
be mindful that startups will likely dis-
close their investment by publicizing the
list of investors participating in capital
raising rounds.” These disclosures “[serve]
an important market signaling function”
for the startup but can have other conse-
quences for the corporate investor.* Dis-
closing a corporation as an investor can
signal that corporation’s strategies con-
cerning future acquisition areas or specific
targets.” For corporations in highly com-
petitive industries, this information may
incite competition among other industry
players, so corporations should be pre-
pared and negotiate tighter confidentiali-
ty restrictions, if necessary, within their
investment documents.

Another important consideration is
the conflict of interest that may arise
when corporate investors appoint indi-
viduals to a startup’s board of directors.*
In connection with their investments,
investors often negotiate the right to
appoint a director to the startup’s board
and often designate one of their employ-
ees to fill that role.” The corporate
investor generally expects that its board
designee will protect the investor’s inter-
ests by consulting with the investor on
major company decisions and reporting
to the investor on non-public financial
results.*®* However, the question that
is whether the board
designee’s obligations to their designat-

often arises

ing investor conflicts with their duty of
loyalty to the startup on whose board the
designee sits. While the board designee
owes an “uncompromising duty of loyal-
ty” as a director in the startup,” disclo-
sures to their designating investors are
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generally permitted; provided that the
corporate investor does not cause harm
to the startup by, for example, using that
information to compete with the startup
or to divert business opportunities away
from the startup.®

Corporate Venture Capital Activity
Within New Jersey

New Jersey is home to several corpora-
tions with robust CVC activity. Johnson
& Johnson (J&J) has been a leader on this
front, boasting a 50-year old CVC prac-
tice that has had many successes, includ-
ing launching and establishing J&J as a
significant player within the HIV-treat-
ment market.” Like J&J, many New Jersey
companies are embracing the opportuni-
ty to gain visibility into emerging mar-
kets within their respective industries
through strategic investments in innova-
tive, early stage companies. l
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