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Abstract
Venture finance is a type of finance that is focused on investments in startup companies.
With the rise of the world wide web and eventually Web 3.0, venture finance has become
ubiquitous in the public eye with investors funding a wide range of new companies. For
example in 2021, Helium a blockchain based company building wireless infrastructure,
received over $111 million in investments from prominent venture capital firms like
Andreessen Horowitz . Market research firm Emergen Research expects the global web2

3.0 market size to reach $81.5 billion by 2030 .3

While startup companies have disrupted a wide range of industries, venture finance itself
has yet to be disrupted. In particular, startup companies continue to raise funds from
well-connected venture investors with trust built on top of the traditional legal system in
developed countries. For instance, a survey by prominent venture capitalist Richard
Kerby found that in 2018, 40% of venture capitalists attended Stanford or Harvard, schools
well known for being amongst the most elite in the world . According to Crunchbase4

columnist Joanna Glasner, the vast majority of venture funding happens in the US, a
jurisdiction known for its established venture capital law .5

The traditional legal system presents multiple challenges, particularly with cost and
global accessibility. Agreements between investors and startup leaders involve a wide
range of manual contracts and disputes which are handled in slow and expensive
commercial courts.

Among the most important types of disputes between investors and startup leaders are
those that involve representations made to either party. Such representations for
example can include a startup leader claiming to have made a certain amount of sales in
the past few years.

This paper explores the potential application of Kleros to resolve these disputes.

5 (Glasner, 2021)
4 (Kerby, 2018)
3 (Emergen Research, 2022)
2 (Ossinger, 2021)



1. Traditional Venture Capital (VC)
Disputes

Introduction to Venture Capital (VC)

According to Adam Hayes a writer for Investopedia, a popular investment education
website, “Venture capital (VC) is a form of private equity and a type of financing that
investors provide to startup companies and small business that are believed to have
long-term growth potential” . The National Venture Capital Association, a major industry6

group in the United States,  provides further clarity stating that “venture capital is quite
unique as an institutional investor asset class. Venture capital funds make equity
investments in a company whose stock is essentially illiquid and worthless until a
company matures five to eight years down the road” .7

With that, venture capital financing has become ubiquitous in the internet age, where
startups take advantage of its immense scale to bring products and services across the
globe. As of 2021, the global venture capital investment market reached $211.3 billion
according to the market research firm imarc group . Venture finance contrasts with8

traditional company financing. Investors in venture capital are not as easily able to
quantify present business value. Startups frequently have limited history and as a result
often lack financial statements, have little to no credit history, and are void of other
material aspects that are characteristic of established companies.

Venture finance, like many forms of finance, has a repeatable deal-making process. The
deal-making process involves a relatively lean flow of originating deals (often times
through business and academic networks), screening, due diligence (examining the
company’s condition), followed by the actual investment and its lead up to an exit. The
actual investment instrument and method can vary widely depending on the maturity of
the company and macroeconomic factors.

8 (imarc group, 2022)
7 (National Venture Capital Association, 2022)
6 (Hayes, 2022)
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Given the type of investment, venture capital investors depend heavily on the
trustworthiness of startup founders, market research, and flexible projection models to
determine the ability of a business to succeed in the long term. This ultimately makes
venture capital investments among the highest risk class of investments in modern
finance. In the United States, for instance, Harvard Business School senior lecturer
Shikhar Ghosh estimates that 75% of venture-backed startups fail .9

These key aspects inevitably lead to the concern that investors can be defrauded by bad
actors. Investors conducting due diligence on startup companies must accept the claims
of founders at their own risk. To counteract this, the venture capital industry has
developed various funding techniques aimed at mitigating the risk of losing large
amounts of capital. These techniques can include for instance appointing board
members and advisors to companies for increased oversight and accountability, and
investing in “tranches” rather than all at once, among many other popular methods.

However, no method is foolproof in preventing company founders from defrauding
investors. At the same time, startup founders are increasingly emerging from many new
geographies outside of the confines of traditional startup hubs with established histories
in dealing with venture capital disputes. According to analysis by Preqin, an investment
data company focused on alternative assets, there are a number of emerging markets in
Latin America and Sub-Saharan Africa where there is rapidly growing early stage funding

.  This presents a challenge in holding startup founders accountable when there are10

cross-jurisdictional investments. How do investors from say Latin America, ensure they
are not defrauded by founders in Eastern Europe?

10 (Preqin, 2018)
9 (McDermott, 2012)
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Introduction to Venture Capital (VC) Disputes

In venture capital, there have been numerous disputes between investors and startup
leaders. Investor startup disputes can arise in a multitude of ways, including on issues of
business strategy, breach of fiduciary duty, among many others. One of the most well
understood and problematic forms of dispute are around alleged misrepresentations.
Representations are statements that describe the condition of the company provided to
investors.

As venture capital investment firms matured over time, they began to develop more
standardized investment contracts to reduce uncertainty and time spent in the
deal-making process. As part of these investment contracts, certain sections became
dedicated to the purpose of making material representations to the other party.

In the United States, for instance, standard venture capital investment contracts typically
contain a representations and warranties section and often a disclosure schedule. Below
is an example clause introducing such a section in the widely popular National Venture
Capital Association model Stock Purchase Agreement :11

11 (National Venture Capital Association, 2020)



National Venture Capital Association (NVCA) Model Stock Purchase Agreement
(September 2020)
Representations and Warranties of the Company. The Company hereby represents and
warrants to each Purchaser that, except as set forth on the Disclosure Schedule
attached as Exhibit C to this Agreement, which exceptions shall be deemed to be part of
the representations and warranties made hereunder, the following representations are
true and complete as of the date of the [Initial][applicable] Closing, except as otherwise
indicated…

Company representations typically include statements that material contracts have been
properly fulfilled, financial conditions properly disclosed, the signatories to the deal have
the appropriate authority to sign, various laws have been complied with, etc.

In the disclosure schedule, there are typically two different types of disclosures that
parties make: affirmative and factual disclosures. In an affirmative disclosure, the party
affirms that a certain material item has been met, such as an insurance policy having
been obtained. In a negative disclosure, the party lays out any material exceptions to
their affirmations and representations, such as that an insurance policy doesn’t cover
certain important claims that may arise with the company.

Company founders are considered to have made misrepresentations to investors when
they make knowingly untrue representations for their own gain. For instance, a company
might claim to have secured a key contract or deal with a client which they know was not
signed or was voided. If an investor alleges a misrepresentation, they may file a claim in a
traditional court. A textbook example of such a case would be CBS v. Ziff-Davis Publ. Co.
(1990), where the investing party alleged that the company misrepresented its financial
condition .12

To bring this issue into more widely known contexts, in the high-profile Theranos case,
investors alleged that the startups founders defrauded them by making claims about the
company’s products that were untrue . This case went on to become one of the most13

famous venture fraud cases in recent history.

To address these issues, Kleros can be utilized as an alternative dispute settlement
mechanism. In the event that a party disputes a representation, a Kleros court can
examine, and review documents submitted by both sides to determine if a
misrepresentation took place.

This can be done by first directing such disputes to be arbitrated in Kleros in investment
documents. The below would be a sample clause that could be added to a Stock
Purchase Agreement for instance:

13 (Weaver, 2016)
12 (CBS v. Ziff-Davis Publ. Co., 1990)



Arbitration. Any controversy, dispute or claim arising out of or relating to this agreement or
the breach thereof shall first be settled through good faith negotiation. If the parties are
unsuccessful at resolving the dispute through negotiation, the parties agree to arbitration
administered by the Kleros arbitration service or its successor protocol subject to the
protocol’s rules. Judgment on the Award may be entered in any court having jurisdiction.

Unlike a Decentralized Autonomous Organization (DAO) which will be discussed later in
this paper, parties would simply initiate cases manually through Kleros Dispute Resolver.
Case parameters can be agreed to beforehand and cases would then proceed through
the normal user flow. By utilizing Kleros, investors and founders would no longer be
limited by the traditional legal methods available to them. Kleros can also serve as a tool
to optimize traditional legal dispute settlement, by functioning as a way to establish the
validity of facts in a particular case. This would have the potential to open up startups in
less well-established jurisdictions with greater opportunities to obtain investments.

2. Kleros Implementation
Considerations

Case Parameters

Parameters such as the number of jurors, permissible documents, etc would need to be
established. These would be required to ensure consistency and predictability to dispute
resolution, without favoring one party unfairly by allowing them to set partial parameters
that favor them.
Some example key parameters to set would include:

Parameter Description

Kleros Court to be utilized The Kleros court to handle the type of
case

Number of appeals (if any) permitted Number and if appeals are allowed

Permissible and impermissible questions
to resolve

Decide on the category and types of
questions that could be resolved through
Kleros

Permissible and impermissible forms of
evidence

Evidence that may or may not be
submitted and what forms

Usage of expert witnesses When and how expert witnesses can be



utilized

Time period to hire outside counsel and
expert witnesses

Time given to hire counsel and expert
witnesses

Over time, it is likely that such parameters would be standardized for the most common
types of cases.

Enforceability

As a new form of arbitration available on the market, the enforceability of Kleros
decisions would continue to evolve. Unlike traditional forms of arbitration, many
jurisdictions would need to adopt and further accept blockchain-based dispute
settlement protocols like Kleros. In Mexico for example, a court recently chose not to
object to the usage of Kleros by an arbitrator to decide a dispute . Instances like this will14

provide fertile ground for continued progress in this area.

Confidentiality

There are certain aspects of venture capital that require special consideration. One of
those, in particular, would be confidentiality. Many representations made by early-stage
startup companies are intended to be kept private. This is due to the sensitive nature of
many of these representations, which could include information that could potentially be
used by competitors. In the traditional legal system, sensitive business information can
be redacted, and non-disclosure agreements can be utilized. It will be interesting to see
further developments in the area to protect sensitive business information from being
circulated. Some example methods can be, for instance: securing and tracking sensitive
documentation on the blockchain with unique IDs, having funds held in time locked
smart contracts that would prevent their release in the event of a data leak, as well as
reputational trust scores for jurors through the Proof of Humanity blockchain . With the15

first example of securing and tracking sensitive documentation on the blockchain, this
technique has already been established even before the advent of blockchain. For
instance, publishers of monetized PDFs and academic articles have put identifiers in
PDFs timestamping the time, IP address, account, and other information about the
document, in order to prevent piracy for years. These techniques can and have been
used to secure sensitive business information, especially in the legal industry. In the
second example of time locked smart contracts, funds to jurors can be held in a escrow
smart contracts, and only released upon the conclusion of the case and after it has been
confirmed for a specified period of time that no data leaks have taken place. With the
third example, the Proof of Humanity blockchain, which was developed to verify real
human identities, offers a strong method for assigning trust scores to jurors. Key to this is

15 (Proof of Humanity, 2021)
14 (Ast, Kleros Project Update - February 2022, 2022)



the Proof of Humanity’s key feature of identifying unique humans, as to prevent jurors
from creating many duplicate juror accounts in the event their reputational score is
reduced for leaking sensitive business data.

Expertise

Some representations may require a level of familiarity and expertise with the subject
matter. These could be for instance representations about the company’s financial state,
product, etc. For example, a juror with expertise in accounting and financial statements
would be better suited for cases involving claims of faulty financial statements. To some
degree, this is already reflected in the choice of varying courts such as the Translation
and Data Analysis courts. This is done by allowing jurors into these courts whom possess
the right domain knowledge on these subject areas. Further research will be needed to
understand the best methods for ensuring jurors have adequate knowledge on
specialized areas of expertise.

3. Traditional Venture Capital (VC)
Dispute Business Case

Determining the business case for transitioning disputes to Kleros for traditional VCs
requires comparing the time and cost of handling disputes on Kleros compared to
methods in the traditional legal system.
In the traditional legal system there are two primary methods are used for resolving
disputes. Litigation in the courts or third-party arbitration services. Commercial litigation
in the courts typically involves the investing party suing the company they allege has
made misrepresentations to them in a contractual agreement. Third-party arbitration
typically involves both the investors and the company founders agreeing to use a
commercial dispute settlement arbitration service. Some popular organizations that
provide such services in the case of the U.S. include JAMS or the AAA .16

Time savings

Calculating time savings of resolving disputes in Kleros compared to litigation or
traditional arbitration requires making many simplifications and assumptions.

In the case of litigation, investor disputes can take place in a wide range of courts with
varying jurisdictions, each with their own average time frame for disputes, caseloads, and
a whole host of other factors. These variabilities make it difficult to determine the average
time a VC dispute would take. Therefore, for the sake of simplicity in this paper, we will

16 (ADR Times, 2021)



assume that cases would take place in the United States (as it is the largest VC market in
the world) within the state of Delaware (the most popular state for incorporating17

corporations and where most shareholder based disputes occur) , and lastly that such18

disputes are handled by the Delaware Court of Chancery (the United States’ preeminent
business court) . In taking a snapshot and analyzing the most recent 2021 docket19

(totalling 96 decided cases) , the average commercial dispute in the Delaware Chancery20

Court took approximately 83 days .21

In order to make a form a basic comparison, we will also need to understand the time
benefits that arbitration affords to cases. According to a 2018 study by the American
Arbitration Association, Federal District Court cases that we handled in arbitration instead
took approximately 12 months less (24.2 months versus 11.6 months) . Using this as a22

rough proxy, we can assume that traditional arbitration for the same commercial dispute
takes half as long.
When looking at Kleros arbitration, we see that according to the Klerosboard Dashboard
the average dispute took 13.9 days .23

The below table shows the average days elapsed based on these assumptions.

Litigation Traditional Arbitration Kleros Arbitration
Average Days
Elapsed (2021)

83 41.5 13.9

Based on this preliminary comparison, we can infer that Kleros arbitration is 5.97 times
faster at resolving its cases compared to litigation and 2.99 times faster at resolving cases
compared to traditional arbitration.

However, this simple comparison does not tell us the whole story. Cases resolved in the
different methods have varying degrees of complexity. Cases for instance in litigation can
be substantially more complex than those resolved in traditional arbitration or Kleros
arbitration. What additionally complicates matters is that judges in litigation or arbitrators
in traditional arbitration can be specialized in the subject matter of the dispute.
Furthermore, a significant portion of litigation matters settle before a decision is rendered
by the court. Lastly, caseload and operations are another major aspect of how long
disputes may take. Some courts may deal with substantially more cases than other
courts or there may be large differences in court staffing. Additional research will need to
take place to further explore caseload and operations, some potential research

23 (Kleros, 2021)
22 (Singer, 2020)
21 Table of Chancery Court Analysis Provided in Works Cited Section
20 (Delaware Courts, n.d.)
19 (State of Delaware, n.d.)
18 (Crockett, 2021)
17 (Vanham, 2015)



techniques can include system dynamics and predictive modeling.

This comparison primarily serves to begin a discussion on comparing blockchain-based
dispute resolution to traditional methods. Currently, blockchain-based dispute resolution
is heavily focused on disputes particular to the Web 3.0 ecosystem and internet based
commerce. This emphasis can be seen for instance, with the focus on issues such as
cryptoasset escrow, e-commerce, and content moderation amongst Kleros’s advertised
use cases. However, over time blockchain-based dispute resolution will likely mature in
capabilities to accommodate a wider variety of cases. These new capabilities will
accommodate convergence with cases found in traditional methods, allowing for more
thorough and advanced comparisons.

Cost savings

Calculating cost savings also requires making simplifications and assumptions. Litigation
and arbitration fees can vary based on chosen legal counsel, court fees (which vary from
court to court), and other factors. We will assume for our example, that in the case of
litigation it would be handled by the Delaware Court of Chancery and in the case of
arbitration, it would be JAMS.

To further simplify, we will assume that in all dispute resolution methods, each side will
select a representative which would be a commercial litigation lawyer. Although a lawyer
is not always legally required for arbitration unlike litigation, we will assume that lawyers
will be used as venture disputes often involve substantial claims. The lawyers would bill
their respective clients 8 hours a day that the dispute is taking place, for a total labor time
of 16 hours a day. These simplifications are made given that attorneys usually have
support staff and bill in odd increments making it difficult to judge hours expended for



clients.

We then arrive at a calculation wherein the cost for using each method is the average
hourly rate of the representative, times the 16 hours a day, times the number of days the
dispute is taking place. For the hourly rate, we will utilize the national average hourly rate
for an attorney found on the professional services site, Thervo, which was $225 .24

For the sake of simplicity, we exclude court and arbitration filing fees. These fees can
include filing costs for documents or juror fees.

The below table shows the average costs of utilizing each method:

Litigation Traditional Arbitration Kleros Arbitration
Hourly Fee $225 $225 $225
Daily Utilization
by Both Parties

16 16 16

Average Number
of Dispute Days
Elapsed

83 41.5 13.9

Dispute Cost $298,800 $149,400 $50,040

This comparison is only meant to provide a starting point in understanding potential cost
savings in one market. It is also worth mentioning that Kleros may not necessarily have to
be used to resolve the entirety of a dispute. It may be utilized to resolve certain factual
questions or provide expert witness type guidance on particular areas.

4. Decentralized Autonomous
Organization (DAO) Based VC

According to CoinDesk’s crypto journalist Alyssa Hertig, decentralized autonomous
organizations (DAOs) are a blockchain-based form of organization or company that are
governed by a native cryptocurrency token . The cryptocurrency tokens that govern the25

DAO can be seen as analogous to company shares, which can have voting/staking rights
attached to them. This allows investors to purchase tokens of DAO projects which they
believe have strong growth potential and influence their trajectory.

An early famous example of a successful DAO is MakerDAO, which is a DAO focused on

25 (Hertig, 2021)
24 (Thervo, 2022)



governing a popular DeFi stablecoin called DAI . Since then, DAOs have exploded into26

an enormous ecosystem encompassing an incredible number of use cases. According to
API company Alchemy’s Bud Hennekes, popular DAO use cases include; protocols,
investments, social, and media DAOs .27

When it comes to DAOs taking place of traditional corporate entities, DAOs provide
numerous advantages. Traditional corporate entities require considerable manual
processes to govern, while DAOs have the ability to make use of smart contracts to
automate governance. However, utilizing DAOs in venture capital has thus far been
limited due to the issue of dispute resolution. This can be seen with the strong interest in
projects such as The LAO and other DAO LLC hybrid entities which allow the DAO to be
governed by smart contracts, while pushing dispute resolution to the traditional
corporate legal system . This is why venture capital funds continue to prefer traditional28

legal entities, even when they are investing in the web 3.0 space.  Unlike traditional
corporate entities, DAO accountability is limited (unless registered as a traditional
corporate entity such as a Wyoming DAO LLC) since investors in tokens have little they
can do if the project sponsors misrepresent their project accomplishments. This has
unfortunately allowed for numerous types of scam tokens to be created that are merely
pump and dump schemes covered in clever marketing. An example of a infamous scam
token would be the “Squid Game Token”, where unsuspecting buyers purchased a token
based on its false association with a popular streaming series . These incidents are29

popularly referred to as “pump and dumps”. According to Rajeev Dhir at the popular
investment education site Investopedia, pump and dumps “a manipulative scheme that
attempts to boost the price of a stock or security through fake recommendations. These
recommendations are based on false, misleading, or greatly exaggerated statements.
The perpetrators of a pump-and-dump scheme already have an established position in
the company's stock and will sell their positions after the hype has led to a higher share
price” . Rajeev Dhir further adds that “the burgeoning popularity of cryptocurrencies has30

resulted in the proliferation of pump-and-dump schemes within the industry” .31

As described by Federico Ast, a milestone-based system where a smart contract holds
investor funds to be distributed upon milestone completion may be a great approach to
build trust in DAOs and secure investments . Past milestones can function as32

representations that have already been met, and if they come into question, investing
token holders may initiate a dispute through Kleros to dispute a milestone. Designated
investor token holders (such as those forming a certain majority of the token) may vote to
approve such a dispute. DAO smart contracts can be integrated with Kleros utilizing its
APIs. We will not discuss technical implementation in this paper as it is out of scope,

32 (Ast, Kleros: Fighting Scams and Abuse in Token Sales, 2017)
31 (Dhir, 2022)
30 (Dhir, 2022)
29 (Stokel, 2021)
28 (The LAO, 2021)
27 (Hennekes & Lau, 2022)
26 (MakerDAO, n.d.)



however, we can say that token purchase smart contracts can be made arbitrable and
linked to Kleros. One key technical implementation consideration to note would be
interoperability. Ensuring that disputes can be settled on Kleros irrespective of the choice
of platform will be important in ensuring widespread acceptance. Otherwise, we could
see fragmentation in the field where each DAO platform will have its own dispute
settlement protocol rather than utilize universal protocols.

5. DAO Dispute Business Case
At this time, there are few alternative functioning platforms for disputing DAO cases aside
from Kleros. Two other prominent dispute settlement protocols include Aragon Court and
Jur . As of the writing of this paper, few cases have been resolved on these other33

protocols to allow for comparison.  It will be interesting to see the adoption and
development of other dispute settlement protocols in comparison to Kleros. RMIT
University’s Allen et al. offers an interesting glimpse at the emerging methods for
resolving disputes by different blockchain based platforms . Some of these methods for34

instance do not even utilize juries and instead work by utilizing smart contract algorithms.
There are also varying sub-methods within arbitration methods. William George at Kleros
writes about how UMA for instance is another service used for dispute resolution which
has a different take on utilizing schelling points which Kleros depends on . Ultimately it is35

likely that in the future each protocol will fulfill its particular target market needs. At that
point differentiation in time savings and cost would be able to be made.

As mentioned in the previous section on interoperability, it is also possible that DAO
platforms could utilize their own dispute resolution protocols in place of separate
services like Kleros. However, setting aside prior mentioned interoperability concerns,
another key issue would be the independence of these internal dispute resolution
protocols and their impact on the fairness of their dispute resolution outcomes. Scholar
Gungmian Kung writes eloquently that integrated dispute resolution protocols could lead
“to what some has called the reverse agency problem, where the obligation to protect
the DAO's capital pools is often at odds with the duty to use these pools of capital to
compensate insurees for their losses” . Such issues with ensuring fair outcomes will36

likely mean a potentially competitive market for 3rd party dispute resolution services in
the near future.

36 (Kung, 2022)
35 (George & Ast, 2022)
34 (Allen et al., 2020, 75-101)
33 (Yann Aouidef, 2021)



6. Conclusion
Modern venture capital has always been dependent on a trusted legal system under rule
of law. It has been long understood that investors are more willing to invest in newer
ventures when capital markets are supported by a fair system for resolving disputes. This
has meant that those who live in states which are more corrupt and lacking in rule of law
are more limited in their ability to secure investments. At the same time, individuals in
such states are often in most need of capital over other components of enterprise such
as labor and resources. Through decentralized arbitration, these individuals will be better
able to secure investment capital without being fully dependent on their imposed legal
systems. By opening up venture capital investment to more people around the world, this
would lead to faster development of developing economies and reduced global
inequality between countries.

There are many areas to conduct further research on applying Kleros for venture capital
arbitration. These can be broadly categorized into research on the legal, business, and
technical applications of Kleros on venture capital. On the legal side, it would be critical
to further research how clauses allowing for Kleros arbitration could be added to the
different aspects of venture capital deals, both on the investment/buy side and on the
company/sell side. These clauses would also have to suit the particularity of different
investment instruments whether they be debt, equity, or a combination of both types of
instruments.
On the business aspects of venture capital, it would be important to look at how Kleros
would impact levels of trust in investments, especially around web 3.0 based deals.
Understanding how aspects of Kleros could provide greater confidence to investors
would be a major area to explore.
For the technical side, building APIs and integrations for technologies already employed
by the venture capital scene would be of great importance. Tools such as Carta and
Sydecar are just a few examples amongst the hundreds of big names in venture capital
investment technology and fund administration .37

37 (Han, 2022)
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