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Section I:
Introduction 

Angels were named after Broadway's angels, or theater lovers who put up their own money to keep a play or musical running.  Although some angels still do this, angels are now more commonly known for providing the vast majority of start-up funding for entrepreneurial companies.

At the 1995 White House Conference on Small Business, the need for equity capital in the range of $250,000 to $5 Million was identified as a critical requirement from technology and growth small businesses
.  Since most venture capital firms invest more than $5 Million, angels fill the gap left open by most institutional venture capital firms.  

An angel investor typically invests small increments of between $25,000 and $200,000 for seed money, and tends to be most interested in helping to build a business as opposed to buying in and cashing out at the most opportune moment.  Under federal and state securities laws and regulations, Angel investors are known as “accredited” investors.  On the assumption that the accredited investor is  “sophisticated” in financial affairs, the SEC and state securities regulations generally permit more flexibility in the communication between accredited investors and entrepreneurs than is permitted with the general public (Greenstart.org website).   

This paper will focus on a subset of angel investors called the unsophisticated angel.  It will give a brief overview of their background including education, family size, extracurricular activities and community involvements.  It will also describe their investment patterns, as well as the things they look for in potential and/or existing investments.  For the purposes of this paper, an unsophisticated angel will be defined as:  

· A private investor, family and/or friend.

· Does not have in depth knowledge or expertise in the industry they are investing in and/or in financial markets. 

There are an estimated 250,000 angels nationwide.  Per the Greenstart.org website, Angels invest in an estimated 30,000 to 40,000 start-ups per year, and provide $10 to $20 billion in seed capital.  Per the Venture Associates Corporate website, demographics for an unsophisticated angel include:

1. A net worth of more than $1 million, and individual income exceeding $200,000.
2. 90% are males with masters and/or advanced degrees and between the ages of 40 to 60 years old.

3. Invest $25k-50k per deal and an average of $130k in total for a period of approximately 2 ½ years.

4. Expect to hold their investment for 5-7 yrs.

5. Seldom invest in more than 10% of a deal and seek 20% compounded per annum returns.

6. Prefer manufacturing and product companies that are close to home, or between 50 to 300 miles.

7. Like a consulting or board position with the company.

8. Like to invest with others. 

As the “Do-It-Yourself Angel Round” Article in Inc. Magazine states, it is important for angels to feel comfortable with the people as well as with the investment idea, some qualities angels seek include:  

“..easy to get a hold of, which is important in this market, since angles don’t have a lot of time to study people…always had good answers was also impressive; he was ready to do this with facts, data, and presentations…be ethical, honest, and clear…had all the documents you need, which most people at the angel stage don’t… can really share a story.” 
 

  Another angel investor in the article stated that:

 “I felt if I could sit down with management and learn how they’d build the company differently, it would either swing me or it wouldn’t.” 
 

In order to achieve our objective, we held interviews with the following four unsophisticated angels:

1. Paul Bradford

2. Shear Lee

3. Chris Chang

4. Sanjay Gupta

We also interviewed angel recipient and cofounder of Smartbride, Steve Lanza,  an internet startup company.  Please see below for a summary of the information discovered during our interviews, and Exhibit B for a sample copy of the questionnaire used during the interview.   Please note that due to time restrictions and confidentiality issues, not all information was available or disclosed.

Section IIa.  Interview with Angel –  Paul Bradford

Background:

Paul is a 44 year old owner of a $10M sales organization with approximately 20 employees.  The company sells primarily Electronic Design Automation software as a reseller, but has been trying to grow the service business during the last several years.

Paul has his bachelor’s degree in Math/Physics from Bridgewater State.  Just before he graduated, he became a 1/3 partner in a manufacturer’s rep company (electronic instrumentation).  After working as partner at this company for almost 10 years, he negotiated the acquisition of some of the lines of software products.  He is very proud that he has not had to get any outside funding for the operation of his business.  His current company has been in existence for over 10 years now and he still involved in many of the company’s sales calls.

He is an active skier and is an ambassador at Killington Mt.  He frequently plays basketball and has sponsored/coached a softball league.   Paul is very competitive in every activity he is involved in.  He travels quite often (business and pleasure) and is currently married with no children. 

Business:

Paul considers himself a financially conservative person.  He is careful in not spending too much money for things and is always trying to negotiate a deal for everything (from cars to real-estate).  Although he has made most of his money from his current company, in the past few years, he has also made large gains in the stock market.  His net worth is $10M plus.

Investments:

Reflective upon his personal nature, all of Paul investments are also very conservative in nature.  Paul only invests  when he thinks there is potential for significant returns.    

Paul has been involved in about 10 angel investments over the last 6 years.  The angel investments have ranged from investments in a hotel, a herb company, a restaurant to several high tech companies recently.  Three of the investments were for over $150K each while others were as low as 20K.  The investments that are the most sizable are the high tech investments.  

Paul’s Angel investments represent about 10% of his total available investment funds (not including housing, retirement funds).  He has no targeted financial goals, but he is looking for big returns.

Currently, Paul is not on any Company Board of Directors, however, he is an advisor in some companies.  Paul does not look for people seeking funding- he either knows some of the key founders as acquaintances or they have been referred to him from other friends.   

Before Paul invests in a company, there are many things that he looks for.  Primarily, he needs to be confident with the management team.  This does not necessarily mean that they have to be experienced, more importantly, he is looking for passion and dedication in the founders.  He also wants to be confident that the market potential is significant.  Although not extensively, he does read some of the research from companies like the Gartner Group, Forester, and some others.  He has walked away from potential investments when he thought the market was too small and or they seemed to have a poor sales strategy (Paul has been is sales his entire professional life).  Additionally he looks for what his instincts tell him is a good technology investment.

Although by our definition Paul is an unsophisticated investor, he is by no means unintelligent.   Not unlike other angel investors, he will always seek advice from other friends and investors.  For example if Paul likes a particular business plan, he will often have a fellow angel investor review/analyze the financials before he will move ahead.  He may meet potential candidates 10-15 times over 3 months before making an investment.  On rare occasions, when suggested from other friends, he may invest right away.

In some of his angel investments, he has obtained preferred stocks, but once the Venture Capitalists get involved he says they will try to convert his stocks to common.  Once he has invested, he expects board meeting notes, monthly reports, and other information that will help him determine their cash flow and burn rates.  

Some of his angel investments are loans with subordinated debentures (can be converted to stock).  A couple of his investments (real-estate) have been paid back as loans.  He has been involved in 2nd rounds of angel funding as well.  In some cases he has agreed to higher valuations than he and other angels have though justifiable if offered additional options at just pennies per share.  His returns to date have been between 9 and 300 percent per year although he says he has a couple that may be big real soon.

Section IIb.  Interview with Angel - Shear Lee 

Background:

Ms. Lee works full time in high-tech companies as an engineer.  She did her first angel investment in 1997 with another family member (brother) and harvested handsomely. After that, she and her investment partners have invested in one start-up per year.  However, as experiences accumulate, Ms. Lee and her partners expect to invest in ten start-ups this year. 

Holding an MSEE degree and solid knowledge about telecommunication industry, Ms. Lee only invests in telecom start-ups.  She and her partners read through business plans, visit the company multiple times, and do some due diligence before making an investment. Ms. Lee also consults with her friend in a venture capital firm for opinions about investment candidates.  It usually takes one to two months to close a deal. 

Investments:

Ms. Lee prefers those start-ups with promising technological idea.  She would like to see a strong R&D team and flexible founders who can quickly learn from their own mistakes.  She does not like a stubborn entrepreneur who is not willing to listen to venture capital investors’ advices.  She does not like to see an unprofessional business plan without marketing and financial projections.  She will definitely walk away from a company if the entrepreneur keeps raising the valuation of the company simply because Ms. Lee shows interest at the company. 

If Ms. Lee likes the management team and gets positive feedback from her partner and her venture capital friend, she will invest in the company. She normally invests $300,000 to $500,000 for the seed money and $1,000,000+ for the first round with her partners.  Ms. Lee considers herself to be an active investor and wants to know how the company is run.

Typical terms for her deals include right of first refusal for future investments. She and her partners always request a seat on the board of the start-up.  Generally, she harvests her investment after the company goes IPO or gets purchased. 

Section IIc.  Interview with Angel - Chris Chang

Background:

Chris is a veteran in high-tech industry with 15 years of experiences.  He has an MS degree in Computer Science from University of Pennsylvania. He worked as software engineer, manager, and director for different high-tech companies. Currently he is the engineering VP of another successful high-tech start-up. Chris also actively involves in the activities of a local networking engineer association.  

Investments:

Chris started angel investment about five years ago. His angel investment represents less than 5% of his total available investment funds. So far Chris has made investments to three start-ups in telecom and biotech industries. His investments range from $100,000 to $1,000,000. He is not an active angel investor because of his tight schedule as an engineering VP. 

Chris does not read investment magazines or web sites.  Friends referred all the above three start-ups to him.  He met with the company founders two to three times in person and did background checks. Chris also seeks advice from other angel investors and from his financial advisors. It took several weeks for Chris to make his final decision. His investment decisions were based on his belief of the founders and his friends’ persuasions.  And the investment amount was also decided by his intuition. As to the term sheet, Chris told us that his lawyer wrote all the term sheets, which basically decide the percentage of the company Chris will own. Chris is not satisfied with his investments so far. He told us that he would probably lose all his investments because all three companies performed poorly. 

As for future investments, Chris looks for several things. He prefers the company to be local. He prefers to join other angels to share the risk.  He also prefers to be on boards to get a clear picture of what goes on in the company. Chris prefers the first round investment to get big returns. He will like periodic financial updates from the company after he put money in.  He would walk away if he think the founders and management team are incapable.  As he did before, he emphasize the confidence of the founders.  Chris says that a well-thought plan and a group of angels’ willing to invest will definitely be a green light for the deal.

Section IId.  Interview with Angel– Sanjay Gupta
Background:

Sanjay Gupta is a successful entrepreneur.  He just sold his dot com company a half year ago and is thinking about his next start-up.  Sanjay has a BS in business and worked as a marketing person for five years before he started his own internet company. 

Although he became an angel investor only for three months, he has invested in two start-ups whose founders he knows well.  His angel investment represents about 10% of his total available investment fund.  Sanjay expects he will invest in at least one company per year in the future.

Investments:

Sanjay tells us that he prefers high-tech start-up. He has no preference of the company’s location.  He does not prefer to invest with other angels either.  Sanjay will not invest on a venture if he thinks the management is incapable.  Sanjay wants to feel comfortable with his investment.  He would like to see that the risk and process are managed, the execution plan is reasonable, and the revenue and marketing plan is well analyzed.  If the start-up past Sanjay’s comfort test, he can close a deal in several days.

Sanjay expects the companies he has invested in will influence the way people do things in the future.   He also expects exponential return from his investment.  Sanjay strongly prefers very early stage investments, which generate high rewards for high risks. He also thinks that by investing early, he is capable to help or influence the venture.  After the investment, he wants to sit on the boards and be reasonably involved in the company. 

Sanjay’s investments range from $500,000 to $1,000,000.  He likes to own 10% to 30% of the company he invested in.  He always asks for convertible preferred stocks.  Sanjay has no clear exit strategy of his investments.  He tells us “It depends. I have no time frame set”. 

Section III:
Interview with Angel Recipient-  Steve Lanza, Smartbride
Background:

Steve Lanza is actually a current Babson MBA student and his partner, Helen Lee, is a Babson/Williams College alumni.  Helen was the person that came up with the original idea and Steve met her in one of their Babson classes.  Smartbride is a web based service (www.smartbride.com) for people looking for information on wedding services    (bands, catering, florists, etc.).  They incorporated in July of 1999.

Business:

Steve and Helen are currently working out of the Babson Blank Center.  They have recently received over $100K from angel investors.  They had many problems getting funding in prior months.  Steve said that they had several significant offers ($300K range) that they turned down.  One of the early investors was actually quite upset that they could not agree to fair terms.  The biggest concerns for Steve and Helen with these investors was that their fear of giving away too much of the company so early.  Some of the potential investors had valued the early company too low according to what Helen and Steve though reasonable based on other internet comparables.  They had hoped to get about $300K in first round of angel investing based on a valuation of about $3M.

The $100K plus in angel investments came in chunks of investments.  The earliest investors were a friend, a parent, a financial advisor friend and another angel.  None of these original investors had invested in a company like this before.  Again, one of the most difficult tasks was to determine a fair value for the company.  To overcome this obstacle, professor Spinelli suggested they consider coming up with a convertible debt structure- their investment is effectively a loan, without personal guarantees, that would convert to equity at a 50% discount rate at their first round of $1M or more.

Steve said that they came up with some interesting “cheese and cracker” meetings to help attract potential investors.  Steve and Helen targeted potential candidates and sent them business plans to review before the meeting.  During the meeting, Helen and Steve basically  gave them a 2 hour, somewhat informal pitch.  After the 2 hours the people left the meeting and decided if/how they would invest.  All of the people that went to the first meeting invested.

Steve said that although they now have some well needed money, they are now interested in finding “smart” money.  Money is obviously very important to them still, but they are now interested in seeking funding from more sophisticated investors.  Family and friends do not typically have a network of other investors that can help critique a business plan or introduce you to other later round investors.  They are currently seeking additional funding from an early incubator company that can help bring them additional value other than just money.

Some key points that Steve pointed out:

· Network, network, network… this is so important, leads can come from anywhere.  This has helped Smartbride get well known people on their board!  

· Once someone invests others will follow, this is true even with unsophisticated investors.  It is very difficult coming up with an early valuation (more so with unsophisticated investors).

· Don’t give away too much too early.  And remember, unsophisticated angels may not be able to add any value other than money- no business advice, etc.

· Know  your plans and strategies inside out and up side down (when you seek sophisticated investors, they will also demand this).

· Be creative when trying to come up with investors as well as coming up with investment terms.

· In sales it’s “always be closing”, in a new venture it’s “always be looking for money” (it needs to be ongoing).

Section IV:
General Observations 

We discovered during our research and interviews with unsophisticated angels many significant points as follows.

Angels are usually found through networking with friends and other professionals.   Please see Greenstart.org chart in Exhibit A for additional Angel referral sources.  As the chart depicts, the top three angel referral sources are (in order of priority) with business associates, friends, and active personal searches.  Networking is extremely important to the entrepreneur and to the investor.  To the entrepreneur, networking may lead to many dead ends but often it leads to other potential investors that are invaluable.  Steve Lanza had mentioned that Smartbride has received lots of extremely valuable information (at no charge!) even from investment candidates that didn’t ultimately offer any funding.

Networking seems equally important to the angel investors as well.  In many cases our interviewees lacked financial, marketing and/or technical knowledge.  To fill these voids our “unsophisticated” angels seemed to rely heavily on advice/feedback from other sources.  These sources included others angels (all types), friends/family, financial advisors or institutional VCs.  In some cases our angels would make decisions based almost entirely on opinions of other more knowledgeable people.  In most cases, the angels invested in “packs”, meaning that they wouldn’t invest until they knew that others had bought in.

We also discovered that the entrepreneurs’ ability to communicate efficiently with angels is usually limited by the local and personal nature of existing networks.  Unsophisticated angels seem to mainly go with their instincts and their reliance and confidence on the management team’s ability to effectively carry out the plan, more so than with the business idea.  This confidence may come from a passionate delivery of a business plan presentation, prior experience or just a “convincing” team.  All angels were very concerned that the founder(s) be strong minded, yet flexible and willing to accept sometimes-harsh criticisms

Each angel looked for a strong business plan, but what he or she looked for varied considerably.  Some angels we interviewed clearly were looking at the technical aspects of the venture, while others looked at the potential market size, sales strategy and/or strong market strategies for example.  Again, they all wanted strong management qualities.

One common problem encountered by both the angels and the entrepreneurs was determining a proper valuation of the new venture.  Since there are no revenues, history of the company or “proof” of abilities, this was a huge topic.  In many cases there may not be any good comparables, and even if there are, it may be likely that the entrepreneur and the investor don’t agree on them or the valuations.  In several cases, not agreeing on a valuation had caused the parties to walk away from each other (sometimes angrily).  We did notice that there are no clear ways of determining a proper valuation, but there are several ways that this issue can be resolved (again being flexible, creative and negotiable are key qualities).  Several options are available, including using convertible debt, subordinated debentures and many other investment options to hopefully ensure both parties acquire a fair deal.  Interestingly, most of the angels left the legal “details” to the lawyers once the parties agreed on an investment.

Most of the investors could not say exactly what kinds of returns they were looking for, other than “big” or “exponential”, etc.  As far as exit strategies, it seemed that the newer investors didn’t have well planned exit strategies, they seemed to be accepting all risks.  More knowledgeable angels, or those with financial friends, tend to ask for convertible preferred stocks, subordinated debt or guarantees in the event that a venture doesn’t ultimately get purchased or go public.  Of the people that answered how much of their investment money was invested into these new ventures, all were only 10% or less.

EXHIBIT A

Source:  Greenstart.Org (4/26/00)


Interview Questions for Angel Investors

EXHIBIT B

Questionnaire

Background:

1. Family history? Married? Children? Age?

2. Interests, sports, travel?

3. Describe your personality?

4. Net Worth today? How did you make the money you've invested?

5. Education background? 

6. Work Experience? 

Investment Experience:
1. Being an Angel investor for how long? 

2. What percentage is your Angel investment in your total investment portfolio? 100% / 10%.

3. How many investments have you made to date?  

4. Do you read any magzines/internet site about investment? What are they?

Investment Patterns:
1. Normally how many investments per year?

2. Which area you would like to invest in? Hardware/Software/Biomed/Telecom/Service/Internet DotCom, etc.

3. How do you know about the company you invested to? Friends and Family/Other sources.

4. Do you prefer local companies to invest to?

5. Do you prefer to invest with other Angels to lower your risk?

6. Why you invest in the company? Great idea/Good management/Confident founders/Friends’ persuasion/etc.

7. How long does it normally take from starting the investment deal to close it? Days/Weeks/Months.

8. Do you do background checking of the company you interested in? How long does it take?

9. Do you have preference of the fund you invested? Seed money/First round/Second round/etc

10. What is the major purpose of your investment? Return of investment/Gain control of the company/Contribute to soceity/etc.

11. Do you seek information/advice from other investors?  Angels, VCs, etc.

12. What is the range of your typical investment? $10k-$100k/$100k-$1m

13. How do you determine how much to invest? Same as other investors/Find out what the company really need/ Based on your standard invest amount.

14. How many times do you meet with the company prior to investing? By phone or in person?

15. Do you create a term sheet for your investment?  What are the terms?

16. What kind of involvement do you prefer with the companies you've invested in? Participate in operational decisions? Hired/Fired people?  Like to be on Boards? Or prefer no involvement at all.

17. When/how do you harvest your investment?

Suggestion to future seeker of Angel fund: 
1. What one thing would make you walk away from an investment? 

2. Do you expect financial documents/updates, etc. from the company?

3. What do you like to see when people ask you for investment? Business plan/Future project/Founder’s confidence/Good references/etc.

4. What do you think might shorten the closing of the deal?

� � HYPERLINK "http://www.greenstart.org" ��www.greenstart.org� website, 4/26/00.


� The Do-It-Yourself Angel Round, Ilan Mochari, Inc. Magazine, April, 2000, pg. 126
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