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With the high tech boom over the last few years, we decided to focus on Angel investors who are focused on investing in startup ventures in this segment.  The surge in high-tech advances has fueled today’s economy to record levels of growth.  Many individuals, small business and large corporations have wildly profited from this growth, due in large part to having the right amount of financing at the right time. While other equally good opportunities have never had the chance to get off the ground, due to a lack of funding.  Yet, the media has glorified the successes and downplayed the failures.  For every success there has to have been at least 100 failures.  This paper is an attempt to allow the reader the opportunity to have their business fall snugly into the minority of successes by explaining how to “get money better, faster and cheaper” from High-Tech Angel investors.

Definition and Description

Business Angels are often retired or semi-retired business people.  Often times when an entrepreneur cashes out with his/her successful exit strategy, they look for other opportunities within their same industry.  It is important to note that the Angel investor who invests outside of his/her industry is the exception rather than the rule.  Angels bring not only money to a venture, but also a wealth of knowledge, expertise, experience and a network of contacts.  Therefore it is the best interest of both the entrepreneur and the Angel to work within the same industry.  

Capital gain is the prime motivator of Angels followed closely by enjoyment.  Of course Angels like to/need to see a strong return on their investment, but the same ambitious drive that helped them to make their money in the first place, fuels their enjoyment of being an integral part of the “new venture”.  Therefore, when “selling” and Angel on a business idea, the numbers are definitely important, but the emotional sell of the venture itself is just as integral to closing the round.  

Many business angels invest within their local community – within a one-hour drive from their home.  Since they often come from the same industry, they will often want to maintain a “high-touch” approach to their investment.  If they become members of the board, then being within close proximity is equally important.  A listing of geographically dispersed Angel Networks is included in the Appendix in order that the reader may best determine whom to contact in the country depending on the location of the venture.

Angels can be loosely grouped together into three separate categories:

· Individual

· Loose Group

· Organized Group

An individual investor is an Angel working on his/her own and investing in a venture as a lone contributor.  This is usually the case where the dollar amounts required by the venture are relatively low (usually $25,000 to $100,000) and the venture itself is in the very early stages

Sometimes Angels will form loose groups so that they may pool some resources and provide a larger contribution to the venture, thus gaining a larger share of the company.  These groups may or may not have invested together in the past, and may or may not invest together in the future.  They often times will at least know of each other (usually from being in the same industry), but it was strictly circumstance that brought them together.

Most recently, individual investors have started to band together to form organized groups in order to do deals.  They may have initially met in a loose group previously and found success in their venture….but more importantly they had chemistry amongst each other and their dealings.  Through our interviews we found many benefits to sophisticated groups of angels, a few of which are larger pools of cash, more experience, and a streamlined due-diligence process

Trends

We are at an extremely interesting phase in our economy today which we like to call the “3rd Generation of Angel Financing”.  In the late1970’s and early 1980’s the first powerful high-tech companies starting out as fledglings got their start.  Companies like Oracle, Microsoft, and Apple sought money to build their empires.  Many of the investors have already successfully cashed out, as have some of the founders of the companies.  (It is said that Microsoft itself spawned 38 billionaires since its inception).  These founders and investors, looking to increase their wealth and seek another challenge, then poured their money into the second generation of high-tech companies.  Companies such as Amazon.com, AOL, and Yahoo were the recipients of this newfound cash in the economy, as were many smaller companies such as Direct Hit and Adsmart.  While the AOL’s of the world enjoyed profitable IPOs, the Direct Hits enjoyed successful buy-outs (in this case by AskJeeves.com).  In either case, the investors and founders of these ventures enjoyed greater wealth still.  Now, in the beginning of the new millenium, these “new money” millionaires are looking for venture opportunities that they may now participate in.  And today’s start-ups are looking for money that has already successfully been recycled twice over.

Even with this turnover and re-introduction of wealth into our New Economy, the trend for the future may look a little grim for the individual Angel.  As the speed of business accelerates daily, more and more ventures are bypassing the traditional route of Friends/Family/Fools – Angels – Venture Capitalists.  Instead they are going directly to Venture Caps for their first round of financing.   The reasons for this are that as more and more high-tech companies enter a space that has historically been breaking new ground, the industry now has a track record of successes and failures associated with it.   Therefore, the risk of a known industry is lessened and attracts highly profile investors.  Also, many of today’s technology companies must ramp up very quickly to attain first-mover advantage, or to catch up to the first movers.  VC’s are often the only way to attract the high levels of financing quickly.

Process of Getting $ (How to Get It) 

The process of getting money from an Angel can differ from each and every angel, each and every time.  Environment and Economic factors are constantly changing the face of Angel investing, and while there is currently no hard and fast “rule book” for the process, we have compiled some standard steps to follow as general guidelines.

Step #1 – Locate your Angels’ Network

Coming up with lists of Angels is one of the easiest steps, if you know where to look.  Appendix 2 contains a very short list, but one that will help get an entrepreneur started.  However, cold calling should be used as a last resort.  Most true Angels will see over 1,000 business plans per year, and if they haven’t heard about the founders beforehand or through a referral, the chances that the Business Plan will get a second chance are slim, at best.  Networking is the best way to compile a list of Angels to approach.  Use school contacts, alumnus, professors and classmates.  Float the idea around, and let it be know that you are looking for money. Your classmate could be the one with the money and industry experience to bite at the opportunity. Attorneys often know of many of their clients who are always looking for an investment opportunity. Also, look in the local papers for companies that have just been bought or sold or gone public.  Isolating a company in your industry that has just successfully completed their exit strategy may uncover multiple investors who are looking for the next great challenge.  If at all possible, get referred through someone you know.

Step #2 – Approach the Angels

Before approaching an Angel, the successful entrepreneur must know exactly what he/she is looking for in terms of money, and what the money will be used for.  Angels look to see if the money will get the venture to the next level in the business plan, or if it is simply allocated to “building market share through Marketing”.  Be specific about the dollar amounts and approach those Angels that can best serve your needs.  If the venture needs cash to create a working demo of an e-commerce website, then seek out an Angel who has an IT background and perhaps was a former CIO or CTO of a company.  If the round of cash is going to be used to market a computer software package to the top 100 companies in the insurance industry, then seek out an Angel with a history of Business Development in the Insurance industry.  By matching the venture’s needs with the Angels skills greatly increases the chances of having the business plan get more than the cursory review.

Also, knowing how much money the venture needs and matching up the dollar amounts with how much money an Angel has benefits all parties.  An Angel will rarely part with more than 5% of his/her Net Worth for an unproven start-up.  On the other hand, a Billionaire Angel may not think that an investment of less than $100,000 is worth his/her time and wouldn’t want to have his/her time wasted.  Though this information (Net Worth) is sometimes tricky to come by, it is valuable to be able to target the right investor.

Step #3 – Make Contact

When making contact, be sure to utilize the reference that brought you in.  If possible, have the reference introduce you to the Angel.  From the Angel’s point of view, they will give a “referred” idea the courtesy of 10-15 minutes if it comes from a good contact.  

Know your business plan inside and out and anticipate all possible questions.  This information should be a given, but too often Investors rush out to get money while the idea is still forming.  Not only will the Angel not give money, but the investor could have burned a valuable bridge in the future by wasting the Angel’s time.

Step #4 – The Pitch.

The pitch is the most crucial point in the cash-finding process.  This is the sales call, and the point isn’t to secure the money on the spot, but instead to sell the Angel enough that you will get another meeting.  Angels typically will block out no more than 20 minutes for the first meeting, and even if they wanted to hear more, often times they can’t because their schedule has filled up.  The goal is to get the Angel to set aside another meeting time, when the full pitch can be made, usually of at least an hour.  

One of the main things that an Angel investor looks for in the pitch is the strength of the management team.  Do they have a track record of success?  Or at least strong experience in the industry?  If the management team is weak, but the opportunity is strong, then don’t be surprised to find the Angel suggesting a new management team, or to insert him/herself into that role.  

Step #5 – The Negotiation

Everything is negotiable and the one thing to remember is that everyone has the same interests at this point – to make the Venture a success.  Angels aren’t always looking for control of the company, but are mostly looking for the most efficient way to get their return.  Also, while the term sheets differ among individual and group investors, the standard parts of the term sheet are included in the example in the Appendix Attached.

The actual process may take weeks or years, but the key point is to pursue this investing as the venture’s most important sales call.  By playing the numbers, the venture increases the odds of actually finding that one Angel who will give them a breath of life until the next round is needed.

Interviews

In our interview process we approached three separate groups:

1. Individual Angel Investors.

2. Organized Angel Investors.

3. Entrepreneurs who have received Angel financing.

In total, we interviewed 7 angel investors and 4 entrepreneurs.  Some of these interviews were informal, and some were pre-scheduled with a set agenda.

Since our research was based on the High Tech industry, we found that there often times are common themes to what is important to both the entrepreneur and investor.  The major differences exist when discussions about the Terms took place.

The following are the results of our interviews broken into subject areas:

Who are High Tech Angel Investors?

Angels are people with money.  Although it is an obvious fact, once an entrepreneur realizes this, he needs to explore why that Angel has money.  Often times the entrepreneur needs to depend on his investors to give advice about major decisions that the firm faces.  If the entrepreneur received his funding from an investor who earned his money as an executive in a related business, the entrepreneur is often times receiving more than just money from the relationship.

Angel investors are individuals or groups of private “Accredited Investors” who help early stage companies.  High Tech Angel Investors are often times men between the age of 35-55 who are either currently employed in the high tech industry or who have worked in the industry at one point in their career.  Often times, the investors were once entrepreneurs themselves.  These investors enjoy the risk associated with early high tech ventures and in return expect a very high return due to the assumed risk.  From our interviews, return expectations range from 50%-300% on an annual basis.  Individual investments will range anywhere from $25,000 to $2,000,000 (Although recently most investments will start at $100,000 in the high tech industry).

How do Angels invest?

Angels will either invest on their own or in small groups.  The trend in the high tech sector is to invest in groups which has occurred for the following reasons:

· Angel investors like to be around other people like themselves.

· Groups enable the due diligence process to be streamlined (more people to share the work).

· Groups give the investor an identity instead of the traditional doctor, dentist, lawyer, or software programmer.  This identity is often times translated in better investment opportunities.

· Angel groups are a great opportunity for networking.

No matter how the Angel investor is organized, he will first look at the plan of the venture.  If it interests him, he will question the entrepreneur about aspect of the business model and the technology involved.  The investor will then look to see what other interest has developed in the venture (in other words, is anyone else interested in investing?).  The investor prefers to invest in opportunities that were presented it him as a referral. Often times the referring person holds value in the angel’s eyes, so if the referring person thinks it’s a good idea, so will the angel.

What are the most important items to an Angel investor?

1. What market are you in?  Is it scalable?  Is there a demand in the marketplace?

Given the fast pace of technology today, High Tech Angel Investors are overly concerned about what the venture has to offer.  They want to be sure that this isn’t a quick fix to a current need in the marketplace because often times, that quick fix is replaced by a longer term solution.

Once the product is built, can you expand the offering?  If so, the market potential for the venture can be staggering.

Most important of all, if you build it, will someone buy it?  Think about Iridium and how much money was spent to develop their network.  Did any of the investors ever think about the target segment for the proposed service? 

2. Leadership, Mgt Team

What good is the idea if you don’t have the right team to carry it out?  Especially in the High Tech sector, Angels do not want to invest in a “one-man show”.  One person can not know everything and ideas/problems need to be bounced off of one another.  

Experience of the team is important, but not a barrier to investment.  If an investor finds a team that has less experience, the investor will look to the board for experience as well as plan to take a more active role in the development of the company.

3. Is it interesting to me?

Angels want to invest in something that they believe in.  Especially when angels take an active role in the venture, they don’t want to spend a lot of time thinking about something they’re not even interested in.

4. How does the entrepreneur make it to the next round of financing?

What good is their investment if the venture can’t make it to the next round of financing (assuming that another round is needed)?  Investors want to know what is the plan for the venture to make it to the next round.

What other key items came up regarding Angel Investors?

· What is my timeline?

· How does the entrepreneurial team present the concept?

· What is my investment paying for?

· Is this venture in a similar market to my other investments (so that I’m knowledgeable about the market)?

· How well does the team know the business they are competing in?

· Will I get my terms? (Types of securities, Rights of First Refusal, Board Representation, Negative Covenants)

· Is there a working prototype?

· What else does the company need besides money?

· Are the entrepreneurs asking for money to soon?

What are the most important items to an Entrepreneur?

1. Besides money, what else can the investor offer me?

An investor’s long list of contacts can sometimes be worth more than the money that he brings to the table.  In addition, if the investor has experience in the industry, input from that person can be valuable as well.

2. What are the terms that the investor demands?

Often times, when you’re asking for money (especially in early rounds) you are going to play by someone else’s rules.  Entrepreneurs may sometimes find themselves in a predicament that a potential investor is found, but the terms of the deal aren’t worth it for taking the money.

3. Get that first investor.  After the first, everything else seems to fall into place.

Many of the entrepreneurs we spoke with stated that convincing that first investor is the most difficult one.  Once the word is out that someone is interested in investing in your company, many other investors seem interested.  The feeling is almost like the investors may be giving up an opportunity if they don’t invest.  This momentum will sometimes lead to the entrepreneur being able to chose who he wants as investors.

What other key items came up regarding Entrepreneurs?

· Will I give up control?

· What are the investor’s goals?

· How soon can I get the money?

· Do I foresee personality problems with this investor in the future?

When do High Tech Angels typically invest?

High Tech Angel Investors will typically invest when the venture is operating in its first calendar year.  With the Internet boom, companies are looking for money even sooner (often times before the business plan is finalized).  This makes the due diligence process more difficult because the investor needs to evaluate an idea instead of a product in development.

What is an Angel’s typical timeline for an investment?

It depends.  Angels will look to get a return on their investment anywhere from 1 year to several years.  Once trend we did find was that the longer the term, the higher the rate they expected to receive (This makes sense because the longer they wait, the higher the risk to them as an investor).

Examples of deals:

(Although we interviewed more people, we only received deal details on five ventures)

Deal 1:

· The entrepreneurs looked for investors for a total of 5 months.  The entrepreneurs found the group of investors by the third month.  The angel round of financing took a total of two months once the investors were found.

· Pre-money valuation: $4.5 million, Post-money valuation: $8 million.

· Expected timeline for investors: 16 months.

· Angel group put two people on the board (the two most sophisticated investors).

· The company had two customers (B to B) when the decision to invest was made.

· There were a total of 12 investors who had a minimum requirement of $100,000 to invest.

· The Angel group assisted the company in finding a CEO (who received 7% ownership for signing on).

Deal 2:

· The entrepreneurs looked for a total of four months and were referred to the investing group of angels in month one (deal took three months to close).

· Pre-money valuation $2.0 million, Post-money valuation: $4.5 million.

· Expected timeline for investors: 24-30 months.

· Angel group put two people on the board.

· Company had a prototype product, with no potential for customers in the next 6 months.

· Total of 6 investors.

· Participating preferred part of the terms.

Deal 3:

· The entrepreneurs looked for 6 months, met investors in month two.

· Pre-money valuation $1.5 million, Post-money valuation $2.5 million.

· Expected timeline: 3 years.

· Company was a service provider that ended up failing due to management team.

· Total of 5 investors.

Deal 4:

· The entrepreneurs looked for 4 months, met investors in month one through a connection.

· Pre-money valuation $6 million, Post-money valuation $10 million.

· Expected timeline: 2 years.

· Investors really liked the management team’s experience and savvy.  Entrepreneurs ended up having their choice of investors.

· Total of 10 investors.

· Minimum investment of $100,000.

Deal 5:

· Angel put in $50,000 in 1986 into a company at $1/share

· Expected timeline of 3 years

· Company finally went public in 1999 – 13 years later

· Shares currently trading at approximately $100

· 10,000% return

Conclusion

So how does the entrepreneur get money “Better, Faster, Cheaper?”  We see it as it depends on the situation.  In the High Tech world there are two groups of entrepreneurs looking for money:  

1. Those who have previous successes and 

2. Those who don’t.

For those who have previous successes, it is a little easier to receive funding from Angel investors.  When Angels encounter an opportunity that has succeeded in the past, they see the experience as a great asset to the new venture.  Angels believe that although previous experience may not accurately predict the future, previous experience will be used to make knowledge-based decisions facing the venture.  

For those who don’t have previous experience, all it not lost, but it just means that these entrepreneurs need to work a little bit harder to receive their funding.  Even though “smart” money should be important to all entrepreneurs, “smart” money is vitally important to less experienced entrepreneurs.  This group needs to base important decisions on experience.  Having investors who can help you make key decisions may sometimes be worth more than the money they provide.

Regardless of which group the entrepreneur fits into, he needs to know:

· Who to ask.

· Who he is asking.

· When to ask.

· How to ask.

· Realize that everything is negotiable.

These five bullets represent a lot of preparation work.  Entrepreneurs that prepare better put themselves in a better position to get their money “Better, Faster, Cheaper”.

Appendix A – Example of CommonAngel’s Term Sheet

SUMMARY TERMS FOR SERIES A PREFERRED STOCK

This term sheet summarizes the terms proposed for an investment by a group of investors (the “Investors”) in  ____________________, a ______________ corporation (the "Company").

TYPE OF SECURITY:
Series A Convertible Redeemable Preferred Stock. 

AMOUNT OF INVESTMENT

AND PRE-MONEY

VALUATION:

Up to $________ investment  at a $____million pre-money valuation, fully diluted, the total number of shares to include an unallocated employee pool of at least 20% of the total, in addition to founders’ shares.

DIVIDENDS:


Non‑cumulative dividends as declared.  Series A Preferred Stock to participate in all dividends declared on an “as converted” basis.  No dividends payable on Common Stock or any other Class of Preferred without payment of similar and all accrued dividends to the Series A Preferred Stock.

LIQUIDATION

PREFERENCE:

Liquidation preference equal to price paid per share 

plus accrued dividends.  Any remaining proceeds to be shared pro rata among stockholders. Merger, consolidation or similar event treated as liquidation at option of investors.

CONVERSION:

Series A Preferred Stock converted on a one‑for‑one basis into 






Common Stock unless conversion rate is subject to anti-dilution 






adjustment.  Mandatory conversion of Series A Preferred 






Stock on closing of underwritten public offering at an initial 






price to the public at a valuation of at least $50,000,000  






and gross proceeds  the Company of at least $15,000,000.

ANTI‑DILUTION:

Full ratchet to any lower price in any subsequent round of





financing.  

VOTING RIGHTS:

Equal to common equivalent shares.  Investors in Series A Preferred Stock, voting separately, to elect two (2) Directors of 5 person Board of Directors.

REDEMPTION:

Required offer of redemption between years 5 and 7 at an effective compound rate of return of 10% per annum plus accrued but unpaid dividends.  Voting rights to elect majority of Directors and 18% cumulative dividend if failure to redeem.

INFORMATION

RIGHTS:


1)  Audited annual and unaudited monthly and quarterly financial information.  Also annual budgets will be supplied at least 30 days prior to the beginning of each fiscal year.

2)  Quarterly unaudited financials within 30 days of end of quarter.


3)  Monthly unaudited financials within 30 days including cash flow report and report of capital expenditures proposed in excess of $10,000 in each case and new salaries payable in excess of $100,000 per annum.  Also monthly summary technology update on progress and accomplishments since preceding update and anticipated progress against target in next period.

4) Quarterly meetings with Investors to discuss information provided.

REGISTRATION

RIGHTS:


1)  Two demand registrations.

2)  Unlimited piggyback registration rights.

3)  Unlimited rights for investors to register on Form S‑3 at Company.





4)  All expenses of investors for registrations (other than underwriting discounts and commissions) to be at Company expense.

5) Registration rights will be transferable.

RIGHT OF FIRST

REFUSAL ON SALES

BY THE COMPANY:
Investors will have a right to maintain their pro rata interest in the Company on a fully diluted basis in any subsequent offering of securities other than a public offering.

FOLLOW‑ALONG

RIGHTS:


Investors will have the right to sell a proportional part of their holdings if management sells before initial public offering.

RIGHT OF FIRST REFUSAL

ON SALES BY FOUNDERS

AND CO-SALE RIGHTS:
Investors will have a 30 day right of first refusal to purchase a proportional part of shares offered for sale by founders and management of the Company ("Founders"), if management wishes to sell stock  before an initial public offering, or if Investors so choose, have the  right to sell a proportional part of their holdings along with Founders or management before an initial public offering.

NEGATIVE

COVENANTS:

Consent of holders of two‑thirds of Series A Preferred Stock required for merger, dissolution, sale of substantially all assets, dividends on common stock, amendments to certificate of incorporation and by‑laws, etc.

NON‑COMPETITION AND 

NON-SOLICITATION

AGREEMENTS:

In addition to standard confidentiality/developments agreements, key employees to execute agreements not to compete with or solicit employees of the Company or its subsidiaries, directly or indirectly, for two years after termination of employment.

VESTING:


Stock and options issued to employees, directors and consultants would be subject to vesting/repurchase over 4 years.  At least 75% of each Founder's shares would be subject to 3 years of vesting.

COSTS OF COUNSEL:
Fees of counsel to the investors, up to $25,000 and their reasonable expenses will be borne by the Company.

COMMONANGELS COSTS:
Administrative costs of $5,000 to be paid to CommonAngels at closing.

PURCHASE

AGREEMENT:

This investment will be made pursuant to a definitive purchase agreement and related documents which will contain customary representations, warranties, covenants and indemnities, which are mutually acceptable. Binding obligations will be created only by the definitive purchase agreement.

CONDITIONS TO

INVESTMENT:

Satisfactory due-diligence by Investors, and standard disclosure schedules, representations and warranties by the company.

Appendix B – Some sources and contacts for Angel Investor
Angeltips.com

New York office

75 Maiden Lane

New York, NY 10038

PHONE: 212-402-5464

FAX: 212-402-5465

EMAIL: info@angeltips.com 

www.angeltips.com 

Band of Angels

www.bandangels.com
The Capital Network






3925 West Braker Lane, Ste 406





Austin, TX 78759-5321

PHONE: 512 305-0826

FAX: 512 305-0836

www.thecapitalnetwork.com
Colorado Capital Alliance

P.O. Box 19169

Boulder, CO 80308-2169

PHONE: 303 499-9646

FAX: 303 494-4146

www.angelcapital.org
Common Angels

EMAIL: info@commonangels.com 

www.commonangels.com
Environmental Capital Network

416 Longshore Drive

Ann Arbor, MI 48105

PHONE: 734 996-8387

FAX: 734 996-8732

www.bizserve.com/ecn
The Entree Network

4716 Ridge Water CT 

Holly Springs, NC 27540 

PHONE: 919-557-2371 

FAX: 919-557-0272

EMAIL: entreejt@ix.netcom.com 

www.entreeltd.com 

Garage.com

California



Massachusetts

420 Florence Avenue


281 Winter Street

Palo Alto, CA 94301 USA

Suite 310

PHONE: 650-470-0950

Waltham, MA 02451

FAX: 650-470-0940


PHONE: 781-290-5050

EMAIL: service@garage.com 
FAX: 781-290-5075






EMAIL: dan@garage.com 

www.garage.com 

Private Investor Network (PIN)

402 Maple Ave West

Vienna, VA 22180

PHONE: 703 255-4930

FAX: 703 255-4931

www.mava.org/pin.html
Technology Capital Network at MIT

101 Main Street, 9th Floor

Cambridge, MA 02142

PHONE: 617 253-2337

FAX: 258-7395

www.tcnmit.org
Rural Capital Network

2540 Esplanade, Ste 7

Chico, CA 95973

PHONE: 530 893-8732

FAX: 530 893-0820

www.rcnetwork.org
The Gathering of Angels

1360 Vista Colorado

Santa Fe, New Mexico 87501

PHONE: 505 982-3050

FAX: 505 982-1747

www.gatheringofangels.com
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