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Introduction

Angel investors have been a growing phenomenon in the equity financing scene over the course of the last few years.  It is uncommon to find start-ups these days that haven’t gone through some kind of angel funding.  Although they are becoming an integral part of an aspiring entrepreneur’s Rolodex, angels receive scant attention from press or public, mainly because angel investors prefer to remain invisible.

Who is an Angel?
Angels are wealthy individuals with higher risk tolerance who invest in the very early stages of a start-up.  According to the classic definition, an angel can be one of the three Fs: Family, Friends and Fools.  In essence, anyone who believes in a new idea of the entrepreneur and is willing to help the idea turn into reality by way of investing money for an equity stake in the venture could be considered  an angel.  In this discussion, we focus mostly on the third ‘F’, i.e., fools who are neither Family nor Friends.

Growth in Angel Financing

According to a 1996 study by Freear and Wetzel, angels are playing an increasingly significant role in providing venture capital for companies at the seed stage ($25k to $500k) and startup stage ($500k to $3 million) of development. It is estimated that around 250,000 angels invested $20 billion in about 30,000 new ventures in 1998.  In 1999 these numbers rocketed to 400,000 angels investing $30 - $40 billion in about 50,000 start ups.
  That number is accelerating as Internet commerce, infrastructure, wireless and other fast-growth technology companies quickly turn entrepreneurs and executives into this new class of wealthy investors. These relatively young, risk-taking individuals flush with new money are highly motivated to remain engaged in the technology business, where their passion lies.

Types of Angels 


Angel investors could be broadly classified into four categories based on their motivations, mode of operations and level of involvement.  They are:

· Guardian angels

· Entrepreneurial angels

· Operational angels

· Financial angels


Guardian angels are entrepreneurs-turned-investors that have themselves founded one or more companies.  They almost always invest in their field of expertise. In addition to the much needed cash, angels bring credibility, industry knowledge, financial contacts, coaching, and company-building expertise to the venture.  Guardian angels usually invest significant dollars in a few startups each year, and have a strong track record.  Unlike the other angels, guardian angels get involved in company building, not just company investing.

Entrepreneurial angels differ from guardian angels in their chosen area of  investment.   Entrepreneurial angels are not averse to investing outside their area of industry expertise. Commonly, these angels have been entrepreneurs themselves at some point, and are interested in helping other entrepreneurs. They can bring start-up knowledge, financing contacts, and company-building expertise, but generally do not bring industry knowledge or contacts.

Operational angels are not likely to have founded a company themselves, but usually invest in start-ups in their field of expertise.  More often than not, these angels are executives of major companies who can validate a venture concept and introduce a company’s management to key industry players. They can also provide credibility, operational and strategic guidance.


Financial angels are wealthy individuals with a higher tolerance for risk, seeking to maximize their returns by investing in start-ups.  Normally, they have limited entrepreneurial and industry experience and are hence less involved in the start-up, unless they feel they bring value to the venture.  They come from all walks of life - businessmen, doctors, lawyers, people who struck it rich in stock market, real estate, people who inherited fortunes, etc. These angels typically have limited involvement with the venture after the initial investment.

Angel Groups
Individual angels who are motivated to invest at the seed and start-up stage gain much from the “networks of trust” they establish with other private investors, both socially and intellectually. In fact, it is these networks that have allowed angel investing to grow and prosper in the past five years.   This has led to the growth of  ‘bands of angels’ roaming the high-tech corridors trying to avoid pitfalls associated with individual angel investing.  Here are some of the reasons for grouping of the angels:

· Investing in an “angel pool” enables each individual to diversify his holdings and lower his/her risk by having a stake in a large number of companies.

· Individual angels have a hard time finding appropriate ventures

· Individual angels have little or no support staff and limited time and resources for channeling and screening of ideas, performing due diligence, term negotiation, post-investment involvement, etc.

· Visibility as a group

· The opportunity to network with other angels for learning and fun.

Angel groups can be broadly classified into four broad categories: 

· Seed financing businesses (e.g., Furneaux & Co. and BRM)

· Member-organized angel clubs (e.g., Band of Angels on the West Coast and Walnut Venture Associates and Commonwealth Angels on the East Coast)

· For-profit matching and investment organizations (e.g., Garage.com and VIMAC)

· Third-party matching services (e.g., Investors’ Circle and ACEnet)

Angels vs. VC’s 


As IPO and M&A events continue to grow at a blistering pace, the market for liquid investments has expanded rapidly. The dollar volume of M&A transactions in 1997 was $1 trillion, a five-fold increase from the 1990 level. Almost $50 billion was raised by initial public offerings in 1997, up from $5 billion at the beginning of the decade.   In 1999, M&A transactions grew to $1.4 trillion, and some 544 companies raised a total of $65 billion in IPO’s.
  These and other factors have helped venture capital returns outperform the S&P 500 and small-capitalization stocks.  Over $46 billion was invested in 1999 by venture capital firms, compared to a cyclical low of $1.3 billion in 1991. 

This investment mania has resulted in a proliferation of new VC companies, and has reduced the VC focus on early stage investments. In addition, venture capital firms have tended towards higher minimum initial investments in emerging companies. This shift in investment target and dollar amount has left a gap in funding sources for early stage companies. Angel investors have played an increasing role in filling this gap.

The most distinguishing factor between an angel investor and a venture capitalist lies in the purpose and operation behind the investment. For angels, investing in start-ups is generally optional, and the size of their operational infrastructure is usually quite limited. Venture capitalists, on the other hand, are usually involved with managing a fund, and have a substantial corporate infrastructure around them. Some other significant differentiating factors between Angel investors and VC’s are as follows: 

· Angels tend to get involved at a much earlier stage than VCs.

· The amount of investment from an angel is normally in the range of $25k - $500k, far less than an investment from a VC firm which is normally in the range of $1m-$20m.

· Angels are more likely to invest with and coach a first-time entrepreneur.

· Usually, Angel’s terms are not as rigorous as those of a VC.

· Angels are answerable only to themselves and their family, and therefore tend to operate much faster than VCs.

· Angels tend to operate in networks and groups.

· Many angels hold other jobs, and consequently may not be able to do as much due diligence as VC’s on a prospective investment. 

· To the outsider looking for investment backing, angels are harder to find than VCs. 

Angel Investments
The average yearly investment made by an angel is about $80k per company.  They take anywhere from a few days to 4 months to make a decision to invest. After the initial screening, angels invest in 25 to 30 percent of all deals on which they perform due diligence and their investment levels range from 5% to 25% of the company at the time of investment, with an average of 10%.  Most of the angels do not look for a specific rate of return on their investment, but emphasize size and the potential for growth in the company’s target market.  A return of 5 to 10 times their investment over a 2 to 7 year period is not uncommon.  IPOs and acquisitions are their targeted liquidity events.  The strong stock market coupled with consolidation in the technology industry over the last 3 to 4 years has have shortened most angel’s exit timeframes to as early as six months.

Investment Process 


Initial contact:
An angel investor comes across companies seeking funding in many ways. Normally, an entrepreneur approaches the angel based on a reference by a fellow angel or similar contact.  In other cases, the angel comes across opportunities through the group or network with which he or she is associated.  It is very rare for an angel to actually go out looking for a specific type of investment opportunity.  Therefore it is imperative to aggressively network to find the right angel to fund a new venture.

Business summary and presentation:
On average, an angel receives about 10 – 12 business summaries per month.  If the opportunity is appealing, the angel will initiate the process of due diligence to investigate the company further. If the angel is associated with a group, a few group members who are familiar with the industry volunteer to perform due diligence. About a third of the plans the angel receives make it to this round.  Angels try to evaluate the team, growth potential of the opportunity, market segment, and geographic location among other factors before conducting any due diligence.

Ideally, angels prefer to look at a 1- to 2-page executive summary before reading the business plan.  Generally, they will not sign a non-disclosure agreement  before reading a summary or a business plan, although some will sign one afterwards and prior to conducting due diligence. The summary or business plan should outline the concept, describe the product or the technology, define the business model, highlight the competition and other market issues, outline the financials, justify the financing need and define the path to liquidity.  A discussion of valuation generally comes later.  

Evaluation:
When an angel evaluates an opportunity,  the composition and quality of the management team matters most. According to one angel a venture’s success is 5% idea and 95% execution. A committed, dedicated, and well-diversified team with a clear vision is a key factor.  Things angels look for include prior experience, experience in start-ups, level of commitment (full-time, part-time etc), how long the founders have been working on the idea, how much of the work has already been done, etc.  Your ability to prove demand for your idea is critical.

Market segment and growth potentials of the opportunity are some other important factors an angel considers before deciding to make an investment.  Angel investors prefer high growth, high margin industry segments  and often have clear elimination criteria based on these factors.  New technological breakthroughs, unique competitive advantages, and high entry barriers are highly valuable attributes for a business from the angel’s perspective.  The entrepreneur presenting the idea can expect to be barraged with plenty of queries in this regard.

Many angels tend to invest in companies that are in geographic proximity to them. Though this is changing, it is still common to see angels from one location invest only in companies in that area.  

Due Diligence:
This process could last up to a few months, and sometimes more.  The level of due diligence in which angels engage varies widely, depending on their initial perception of the team, opportunity, investment amount, and potential payoff.  They almost always discuss the opportunity with a few trusted friends and business associates. One angel referred to this as his process of “triangulating” his data on the venture. Sometimes, they’ll rely on other angels and venture capitalists for due diligence.  More detailed processes include checking the references and background of the management team, contacting current as well as prospective customers and strategic partners, bringing in technology experts to evaluate the technology behind the opportunity and gathering information from industry consultants and investment bankers about the company’s potential. 

Following the initial due diligence process, angels discuss the venture in light of the new findings with their groups or networks.  This is an iterative process that lasts until they make a final decision.  If they find the investment very attractive, not much time is wasted in making a decision.  With regard to start-up ideas about which they are uncertain, however, they tend to take lot more time.  Angels normally do not give a definite ‘no’, but prefer to wait and jump in if someone else invests. Entrepreneurs should be wary of this tendency and know when to move on to avoid getting strung along for months.

Term Sheets:
After the due diligence process, if the angel or group of angels decide to invest in the venture, the Entrepreneurs can expect a “terms and conditions” document, as well as a fair amount of contact with the angels’ attorneys.  You are strongly advised to have your own qualified legal representation!!  Remember that you will have to live with the terms of your deal for some time.  The ideal terms for your deal will vary depending on the situation, but here are a few frequently encountered term issues to consider:

· Investment Type:  Angels are sometimes willing to settle for preferred stock, but often ask for preferred equity, convertible debt, or some combination of the three in order to limit their downside potential.  It is important to recognize that issuing them preferred stock or debt could be viewed negatively by investors in future rounds, because it could limit the ability of those future investors to mitigate their downside risk.

· Right of First Refusal and “Full Ratchets”:  Angels often ask for “right of first refusal” and “full ratchets” in future financing rounds. The former means that if a new offering is made, the company must give the angel the first opportunity to invest. The latter, a “full ratchet,” is an anti-dilution protection that requires the company in future financing rounds to issue sufficient new shares to the angel to keep his or her percentage of ownership constant. These, too, can be negatively perceived by investors in future rounds, as it would their ability to control the participants in that round.  

· “Kickers”:  Deal terms may also include a provision for an investment “kicker” if the venture reaches specified hurdle rates in company performance according to various pre-determined metrics, such as the completion of technology development, a specific level of sales volume, etc.  However, some angels frown upon such terms because they feel that they encourage the company to be overly focused on certain operational imperatives, at the expense of other components of company development.

· Board Representation:  Angels almost always demand Board representation, and with good reason.  It promotes good communication between the entrepreneur and the investor, and often encourages the investor to become actively involved in the company’s development.  Future investors may question how long the angel has the right to serve on the Board.  Therefore this issue should be addressed within the deal terms.  One way to resolve the problem is to have the Board rights disappear once the venture has raised a certain level of financing, or the angel’s ownership percentage falls below a certain level.  

· Negative Covenants:  In order to protect their investment, angels often ask the company to agree to not take certain actions without the angel investors’ approval. These include selling all or substantially all of the company’s assets, issuing additional stock to existing management, selling stock below prices paid by the investors or creating classes of stock with liquidation preferences or other rights senior to the angel’s class of security. Angels may also ask for price protection, that is anti-dilution provisions that will result in their receiving more stock should the Company issue stock at a lower price than that paid by the angels. As with the right of first refusal and Board representation, there are points at which these covenants should disappear so as not to unduly limit the company’s right to raise capital going forward or to unduly restrict management’s operations of the company.
· Valuation:  Valuation is often a major sticking point when negotiating funding terms, but ironically it sometimes ends up being the least important issue in the long run.  The time that can be lost by seeking the “correct” valuation can sometimes make the difference between securing a first mover advantage and being an “also run”.  Furthermore, an angel’s non-monetary contributions to the development of the venture (contacts, customers, strategic advice, etc.) can often have a more important impact on the company than the cash they provide.    In the words of one entrepreneur, “Money is a commodity these days.  What’s really important is not the money, but what’s attached to it, like brainpower and contacts.”
  This may seem counterintuitive to the founders of a cash-starved venture, but in the long run it often proves to be true.
Again, the terms of each individual deal should conform to the situation, the needs of the company, and the requirements of the investor.  These competing forces may not always be easy to reconcile, however it is imperative that the entrepreneur consider the future needs of the venture when negotiating a deal.


Reasons for not investing:
There are three major reasons an angel declines to invest in a start-up.  

· Poor assessment of the entrepreneur or the team

· Lack of competitive advantage

· Limited markets

So, in order to attract an angel, an entrepreneur should make sure to properly convey the strengths of the team, competitive advantages of the opportunity, how their market will develop and why they will command the premier position in the future.  Not every angel will be right for every venture, just as not every venture will be right for every angel. 

Exhibit I:  Interview with Angel #1

This angel investor came from a family of inventors and entrepreneurs. It’s something he derives fun and satisfaction from, but its also been made possible by family money. 

2. Angel Investments:  Entry/Exit, Drivers, How do they decide to invest.

This investor only looks at companies with technologies he can understand, and with a quality of management he can believe in. This is good in that it ensures he doesn’t rush into an investment, however, it has its drawbacks in that sometimes he is too slow to figure something out and he misses an opportunity. When researching a company, he likes to “triangulate” his opinion by checking with various sources who see the technology or business plan or management from a different perspective. He screens and screens until he has developed a “comfort level” with the technology. He has a network of contacts he consults with frequently and from whom he obtains expert opinions.

The key factor his group looks for is quality management – the question they ask themselves is “can we believe the management of this company over and over and over again?” This factor represents at least 75% of the equation for him, but more likely the figure is closer to 85% or 90%. 

One deal leads to another. Typically, 3 – 5 deals per week are referred to him. He will review them, and say yes, no, maybe or refer you to someone else who might have more experience with your type of technology or business. 

He belongs to Boston Security Analysts Group, as well as the Stock Broker’s Club, but these do not play a prominent role in generating deal flow.

1st trenche: $200,000 to $1million

2nd trenche: $750,000 to $2 million

Whereas VC’s normally take 20% - 40% of a company, he normally (in conjunction with other angels) will get 10% - 15%. He’s seen how VC’s will sometimes string someone along, dragging them out trying to deplete their cash so that they are in a weaker position from which to negotiate. Then once involved, VC’s start to tighten their grip and sometimes kill the Entrepreneurial spirit.

Deals usually are conducted from start to finish over a 3-4 month period, but sometimes it takes less than that. Normally he participates in 2 – 3 deals per year, and frequently takes a friendly seat on the Board of Directors.

His advice to entrepreneurs: think about a way to compensate your investors without options. Options can be very expensive, therefore, its better to give investors stock early on. 

Exhibit II:  Interview with Angel #2

The process of obtaining angel investor backing is usually an informal one. The first meeting might occur over coffee or lunch. If they decide to go forward, they will have more meetings to scrutinize the business plan and do due diligence, and they will work to bring in other angels to do likewise. The most important

criteria is the quality of the management. There are many good ideas out

there, so the key question is can the management of the venture "get out of

their own way" to make the thing happen. The business plan is quite important.

His group is not big - 3 investors with no corporate entity. His expected ROR: a double every 24 months. They look to build $300k - $400k into $3 - $5 million, then they're out. 

1st trenche: $200k - $400k

2nd: up to $1 million

They generally come in after the founders have managed to scrape together $200 - $300k from friends, fools and family.

They're intuitive in their approach, not as hands on as VC. They own a minority stock position and take a seat as a "friendly" board member. They keep no right to change the Company’s management (unlike VC). They will bring in a scientist (if its a biotech company) or other technology expert, a patent attorney, a better corporate attorney than what the co. currently has, and an auditor.

As an angel investor, he is “not a nanny, but a marriage-maker".

They'll provide bridge financing. They're not ideologically motivated although

he knows some who are. Those types of angels are usually doing research on

specific technologies that are relevant to their cause.

How does someone find their angel group?

Answer: "I don't know" - there is no way to find them because they are not

listed. Networking, word of mouth, and if the management of the company is good, they'll be talking with experts in the field who will have knowledge of some

angels. The angels know each other and are always talking with each other, and

bringing each other into deals. Sometimes a new deal comes to their attention serendipitously. For example, they fly 1st class a lot and tend to talk with the

people they are sitting next to. Sometimes that turns into something. They

don't act as broker/dealers and they don't look for a fee, they usually say

"this person can help you out, or we can help you out etc."

The angels are out there, "hiding in nooks and crannies".

� Center for Venture Research at the University of New Hampshire


� “Where Has All the Money Gone?”, Jill Andresky Fraser, Inc. Magazine.  May 4, 2000.


� “Who Wants to Be a Venture Capitalist?”.  Red Herring.  May, 2000.
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