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Executive Summary

An Angel is an individual investor or network of investors that contributes their own money to private companies.  Sophisticated Angels take this one step further and also contribute their expertise in a specific industry.  They are generally involved in markets in technologies they are familiar with and operate regionally.  There are approximately 250,000 Angels in the United States.  These Angels account for $20-30 billion worth of financing in roughly 30,000 businesses. The time frame from finding an Angel to the culmination of a deal varies greatly and is determinate on factors such as due diligence, presentations, and negotiations.  The question that arises is – With a large number of sophisticated Angels in the market and vast sums of cash available for investment – How can an Angel and a company make the process better, cheaper, and faster?

Finding a sophisticated Angel

Networking is the best way to find an appropriate Angel investor for both investor and company. Networking is the method all Angels and entrepreneurs polled found their eventual partners.  This process shortens the time involved for due diligence, and has the best opportunity to link a company with an Angel that has awareness of a company’s future market, and strategic alliances and contacts that a company can use to it’s advantage.

What are sophisticated Angels interested in?  

 Ideas - Angels want to see ideas that are “game changers”.  The idea a company poses to a sophisticated Angel should identify and solve a problem.  The idea should improve a customers current situation, have a system in place for customers to pay for it, and be accessible for customers so that acquisition is relatively simple. 

Management – Angel invest in people.  The management must have a passion for their idea.  They also should be willing to view the Angel as a partner.  Angels expect management to have solid goals, firm understanding of their potential market, and a grasp of emergent competitors that could enter their space.  Sophisticated Angels will understand the idea and the market.  They bring this knowledge to The Company, as well as contacts, both within the market and for future financing, in addition to possible customers and brand equity to a fledgling firm.

What are the Components of a Deal?

Valuation – Valuation is crucial.  Undervaluing a company can cost The Company value in the eyes of it’s investors.  This can make financing more difficult down the road.  Overvaluation can dilute initial investor value, and lose money for the Angel.  This area is an art as much as it is a science, so all information should be available to make the wisest decision.

Financing – There are a number of Financing options available to a company.  Angels polled prefer the preferred stock financing mechanism. The rights associated with preferred share are in place to minimize risk for an investor.  Companies must realize that to get money cheaper, they have to be willing to give up more of the firm.

Equality, Simple Terms –There should be an element of win/win in any successful deal.  Investors want to minimize risk, while The Company seeks fair equity ownership and incentives for reaching milestones.  Simplifying the deal means less time in negotiations and serves to somewhat limit the involvement of lawyers and accountants.  A simple deal alleviates confusion in terms of risk, rewards, obligations, and works to everyone’s advantage during later rounds of financing.

Lawyers and Accountants – The higher the quality and experience levels of these participants in a deal, again the faster the deal will come to successful outcome.  Selection of these specialists is crucial to speed the process along
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This paper explains how to get Sophisticated Angel Financing better, cheaper and faster.  An Angel is an individual investor or network of investors that contributes their own money to private companies.  Sophisticated Angels take this one step further and also contribute their expertise in a specific industry.  They are generally involved in markets in technologies they are familiar with and operate regionally.  There are approximately 250,000 Angels in the United States.  These Angels account for $20-30 billion worth of financing in roughly 30,000 businesses.  By comparison, Venture Capitalists invest $10 billion in less than 2,000 companies.  The typical size of a VC investment is greater than $5 million where as Angel investments range between $10,000 to $5 million.  The average angel investment lies between $500,000 and $1 million.  This paper will follow the natural progression of Angel financing, starting with how to find an Angel and ending with closing the deal.


The boundaries that separate angel investors and Venture Capitalists are becoming increasingly blurred.  As the early stage financing markets are growing, the investment size, structure and opportunity are following along.  As a result Angels are becoming more sophisticated and forming networks to handle the large demand.          

I. Finding an Angel

Networking

An Angel can only look at an investment opportunity if the Angel knows about The Company.  Experienced Angels receive a number of business plans, and cannot possibly review all of them. Networking is essential for the right plan to end up on the right Angel’s desk.  The entrepreneurs we interviewed for this project not only received financing from Angels they reached through networking, but also believe from The Company-side that it is the process which is most likely provide a “best fit” between company and investor.

   Friends and family are a great place to initiate networking.  Classmates, friends of classmates, and faculty can be other relationships to embark upon reaching an Angel.  Most Angels that are presented with numerous business plans have a dependable group of references of which they generally listen.   Networking supplies a company and an investor a sense of familiarity prior to actually meeting.  The beginnings of trust are developed from this familiarity.  This trust will serve to save time during the deal process as The Company should be more forthright in sharing their information, and the investor will be more likely to have a sense of how The Company and the management team will operate. 

Networking is important enough that the final question after a presentation to an Angel should be – Do you know anyone else that may be interested in our firm?  Angels have the ability to construct a “bandwagon” for companies seeking investment.  This can broaden the scope of investment opportunities for The Company, and decrease the risk of an Angel by seeking out friends with whom to share the investment.

Other Methods to Contact an Angel

Other methods to initiate the process of finding Angel funding can be the Internet and cold calling.  Cold calling is probably the least attractive, as many an Angel has warned about the trouble in regards to future funding, a company can face with an investment of “dumb money”.  The Internet has ample sites, such as Garage.com, where business plans are screened and made available to Angels.  However, most of the Angels addressed for this project, prefer to come across opportunities from people they know, in business segments of which they are knowledgeable.   Methods other than networking can be used, but our contacts for this project do not view these methods as, generally, effective.

Another way for entrepreneurs to find angel investors is through investment banks.  The larger banks historically were not involved at this early stage but are now getting in on the ground level.  If an investment bank is involved in finding angels for a company, it has a greater chance of getting to perform the IPO.  The IPO is the part of the deal where the investment bank makes the bulk of their money. When new deals are presented to an investment bank, the bankers are invited to act as angel investors and invest their own money.  The bankers can then continue to work with the companies through future rounds of investments, including the IPO.  An example of this is Exario Networks, a company involved in the Internet infrastructure business.  They had a contact at DLJ and approached them to aid in the process of getting angel financing.  The Company was very new at this stage and also was looking for a CEO and strategic direction.  Through working with DLJ they obtained the financing they needed and also gained a CEO and a Vice President of Corporate Development and Strategy.  After working with the investment bankers they formed relationships and were able to entice them to join the new company. 

II. What Qualities Attract a Sophisticated Angel?


   Regardless of the method used to contact an Angel, a company should seek a financing partner they trust.  The Angel should understand The Company’s industry, and there should be clear Angel attributes that The Company can leverage.  The attributes present themselves in the form of contacts, customers, brand equity, or financing leverage for future funds.  With these qualities in mind, The Company can focus on what topics will spur an Angel to take part in a deal.

The Idea

What makes a deal attractive to an Angel?  An Angel will usually ask three questions – Will it change your life? Will people pay for it?  How accessible will the product be to customers?  Many Angel investors polled revealed that a primary takeaway from an investment “pitch” is that The Company is a “game changer”.  Tony Morris defines this term by noting that a “company must enable a customer to do something they’ve never done before”.  If there is a lack of the “game changer” quality for an Angel, then The Company, at the very least, should have a certain “twist” on some part of the market. 

Angels are also interested in the cost required for a company to acquire a customer.  A company should be prepared to prove this equation upon the request of a potential investor.  A turn off noted by many Angels is that they are not interested in a pitch whose primary success quotient is to capture 1% of a vast market.  Angels are interested in companies that truly solve a problem.  Many Angels noted that “no one will buy a solution to a problem that does not exist”.  A company that presents a viable solution to a problem should not only thoroughly understand the problem, but also be very aware of the competitors who are also working on a solution within a particular market.

The Market

Sophisticated Angels also bring to the table the foresight that the investment opportunity represents enough growth to bring “real” venture capital companies to the table in the next round of financing.  A key component of this area is the companies grasp of the competitive climate of their particular industry.  A tragic flaw for a company seeking investment is to turn a “blind eye” to the market they hope to enter.  A company that has a strong sense of its competitors, a quality that assists in ensuring capital further down the road, impresses Angels.

 Sophisticated Angels also would like to see a match between themselves and The Company they are considering for investment.  In many situations, it is important for the Angel to bring some quality to the table that The Company will be able to leverage in the future.  These types of Angels want to understand the business and be able to contribute something, whether it is business contacts, investors, strategic partners or strategies thinking. Loren Walters commented that the relationship between Angel and company be a “partnership” where each side contributes to making the investment a success.

Management

Management of The Company under consideration is also a strong component of which company an Angel investor will invest.  Management must have the knowledge to make their company work, but Angels are looking for more.  Many Angels commented on the need to see management’s “passion” for the task at hand.  As Steve Smith says – “Angels invest in people!”  Past experience and success is a bonus, but Angels like to see a management team that they perceive, has the ability to “will” a company to success.  This team should bring another quality to the table that Angels are interested in-a lack of ego. Many Angels have suggested that a management team have to be both strong willed, but open to advice from others.

Management must also have a grasp of how much money they believe their venture will require, and why.  Angels expect to be presented with a budget for one year’s worth of company operations, and an estimate for a budget to bring The Company public.  Many Angels also require an exit strategy from a company prior to investment.  Entrepreneurs can expect to give up a portion of The Company as a result of partnering with a sophisticated Angel that brings many other tangible and intangible qualities to the bargaining table.

Logistics

From a logistical standpoint, Angels want to see that a management team has done their homework, but also that the message they want to convey be passed along in a concise, to-the –point fashion.  This includes a brief Executive Summary, along with a business plan that is not lengthy.  Many Angels polled prefer to review business plans no longer that twenty pages.  Companies should be prepared to hear an Angel’s critiques, even welcome them.

An Angel will want to see adaptability at this point, from the management team.  Milestones should be clearly presented.  At this stage a sophisticated Angel has an idea if this opportunity is valid, and can begin to extrapolate where he /she may best benefit The Company by becoming involved.

III. Valuation 


Process

The valuation process is very critical to the Angel investor and The Company.  It is a science and an art that can be devised by various analytical methods.  To the Angel, an investor generally in on the ground level, the valuation process will determine the return on investment he or she receives.  The valuation must be clearly defined and fair for both parties.  It is crucial that an entrepreneur be able to explain the origin of the numbers in the valuation.  This is the process where The Company and the Angles come to an agreement over how the equity will be distributed.   

Text Book vs. Reality

The problem with valuations for such young companies is that there often are no comparable companies in the market, and The Company many not have any cash flows or revenues.  If there are others companies in the same space the valuation process is much easier.  The Angel can then look to these comparable companies to determine the terminal value of The Company.  A companies strategic partnerships and alliances will also provide substance to the valuation.  An Angel investor is generally looking for a return on investment of greater than 40% because of the risk involved with the deal.  The Angel investors involved in the Global Risk Exchange started by a Babson Entrepreneur are looking for a return of ten times their initial investment.  This return on investment is so high because there are currently no other companies doing what the Global Risk Exchange is proposing.  The Angels are also the primary investors, and the risk to them is very great.    

How Angels Value New Companies

To value the new company an Angel therefore must look to two important items, the management team and the future opportunity of The Company and/or idea.  A proven management team is very important to an Angel investor, often the most crucial factor of the deal.  The management team will be responsible for the execution of The Company and for taking advantage of the market opportunities.  If the sophisticated Angels do not feel that they are competent, they will not be willing to invest in The Company.  In the case of the Global Risk Exchange, the entrepreneurs were all inexperienced, but had personal relationships with the Angels.  

Attitude of The Company 


The attitude of the entrepreneur during the valuation process can be a litmus test to the Angel investor.  If the entrepreneur is too greedy, out of touch with reality and not willing to bargain it can be a signal of bad things to come for the Angel.  Sophisticated Angels are interested in working with the management teams of the companies and bringing in their expertise.  An unagreeable entrepreneurial team with large egos is not what sophisticated Angels are looking for.  The four entrepreneurs from the Global Risk Exchange we able to obtain Angel financing because of their willingness to work with the Angels.  Although the team is relatively inexperienced they proved that they are capable of running The Company and taking advantage of the open market opportunity.   

IV. Due Diligence  

Process

The due diligence process can take a great deal of time if the information on The Company is not made readily available.  The best thing an entrepreneur can do is to aid the Angels is obtaining all of the information that they need.  An Angel will be looking to overturn every rock.  The due diligence process will include the investigation of the market, competitors, management teams, business models, environmental aspects, customers, possible lawsuits and any every other aspect of The Company.   When The Company is new, the major areas the Angels look to are the management and the business plan.  

Time Frame

Due diligence is the process by which investors validate suppositions put forth by the entrepreneurs and the capabilities of the management team.  Due Diligence (2 weeks to 3>months):  The process of due diligence can either be a matter of weeks or a matter of months.  Time depends on how accessible the founder(s) have made the information that the Angel investors require.  The time frame is also influenced by the familiarity the Angel investors have with not only the concept of the venture but also the founder(s).  Angel investors who understand the concept and the industry will often take less time to do due diligence on the business.  If the Angel investors are part of a group, the due diligence process will be shorter because of the greater number of researchers.  Finally, if the investors know the founder(s) personally or a high degree of familiarity exists, then personal background and reference checks will take less time.  The due diligence process for several of the entrepreneurs interviewed were a matter of days because of the personnel and professional relationships that existed 

V. The Deal

The Deal

The deal is a blueprint for the distribution of value among investors and The Company.  The deal encompasses the allocation of risk, obligations of the investor, obligations of The Company and ownership amounts.  Paramount to investors is the reduction of risk, which can be achieved through the types of securities offered and provisions and covenants in the deal.  Negotiations concerning terms in the deal create opportunities for The Company to obtain money better, cheaper and faster but also represent pitfalls for The Company. A good deal should be a balance of providing equality between the investors and The Company while maintaining simplicity. Most importantly, The Company must know ahead of time what it wants, what its willing to give up and finally, at what point it will walk away.

Equality is Better

The deal should create a win/win situation for all parties involved.  For investors, this means reducing risk and obtaining a proportional amount of ownership equal to the money invested.  From The Company’s point of view, the deal should also provide fair equity ownership and incentives for achieving goals.     

Simple is Faster and Cheaper

The deal structure should be made as simple as possible.  The simpler the deal the less time is spent on negotiations.  The less time spent on negotiations means the less involvement of lawyers, which saves both time and money.  A deal that is complex will require a much longer time to review by both parties lawyers and creates the opportunity for oversights that could have significant future implications.  A simple deal alleviates confusion in terms of risks, rewards, investor and founder obligations and works to everyone’s advantage during later financing rounds.  A simple base facilitates future negotiations allowing for the future financing deals to be made faster and cheaper.  

Types of Securities
There are various types of securities that can be offered as part of the deal.  Each type of security offers advantages and disadvantages to both investors and The Company.   

Common Stock:  Common stock is he typical form of ownership issued to investors.  Common stock has voting rights for choosing board membership and other corporate decisions.  Common stockholders can be entitled to dividends but are subordinate to preferred stock holders.  In most cases, common stock is not issued to Angel Investors.  

Preferred Stock:  The issuance of preferred stock is common in sophisticated Angel deals.  Preferred stock distinguishes itself from common through certain preferences in terms of rights and liquidation.

Convertible Securities:  Convertible securities are a class of securities that can be both debt and equity.  These securities can be exchanged into other forms of securities at some point in the future.  The attraction for convertible securities is the combination of downside risk protection and participation in capital appreciation.  Convertible debt allows the investor to receive interest payments and principle while providing the opportunity to realize capital appreciation through the conversion to equity.  This form of debt is of great benefit to the investor when harvesting opportunities are uncertain. 

Convertible preferred stock provides the investor with the opportunity to maintain preference over common stock in terms of dividends and redemption while creating the opportunity to convert to common when advantageous.  The conversion ratio is typically predetermined and offers protection from dilution and/or has a built in profit to the investor upon redemption.  Redemption can also be mandatory.  

Implications/Resolutions 

Convertible debt or convertible preferred stock can be disadvantageous for The Company because of the need to pay interest and principle.  The payment of interest and principle is a draw on cash and needs to be accounted for in the firm’s budget.  A mandatory sinking fund, which requires the prepayment of principle, is even a greater draw on cash and can create liquidity issues.  These investments could have an impact on subsequent rounds of financing creating a weaker bargaining position and ultimately leading to more expansive money.  Mandatory convertible that is redeemed at an in opportune time can lead to cash shortages. 

The Company should attempt to use common stock because it puts the investor and The Company on equal footing as opposed to preferred stock.  Common stock can be issued by type allowing for different voting rights.  This can be used as a compromise when The Company wants to issue common stock, but the Investors require greater control through more voting rights.  The Company can provide protection from the negative affects of convertible securities by establishing liquidation preferences.  This is especially important in acquisition or bankruptcy situations.  

Vesting Schedules

Vesting provisions provide insurance against founders or key personnel leaving The Company by creating a situation where the realization of stock ownership occurs over a period of time.  If the person leaves prior to being fully vested, the unvested portion of stock is forfeited.  Research indicated that vesting was not very common but one of the entrepreneurs interviewed did have a vesting provision in his term sheet.  The entrepreneur had a vesting schedule where 25% of ownership was vested upon the closing of the deal and the remaining portion vested monthly over 3 years.  One of the Angel investors interviewed used a five-year vesting schedule in a situation where he wanted extra protection against the possibility of the founder leaving the venture. 

Implications/Resolutions
Vesting schedules are designed to make leaving The Company in the early stages costly to the founder.  The forfeiture of potential wealth can be a substantial barrier against leaving a company.  Vesting also creates potential tax issues that should be discussed with an attorney or accountant.

The Company can use vesting provisions as a bargaining tool by offering to agree to this provision in exchange for the investors agreement on another provision important to The Company.   Vesting can be used as a way of retaining employees who are critical to The Company’s success.  Vesting can also be used as part of payment terms for creditors or as leverage over strategic partners.  The same entrepreneur whose founder’s stock was on a vesting schedule, established a vesting schedule for stock given to his law firm for services rendered.  If the firm fires The Company within several years, the unvested portion is forfeited.   

Rights of First Refusal 

Angels will often request Rights of First Refusal (“ROFR”) which provides the investor with the opportunity to invest more money into future financing rounds.  These rights offer the original investors some control offer future shareholders of The Company.  If an unwanted party is considering the purchase of equity, the original investors by exercising ROFR, can purchase the outstanding shares. 

Implications/Resolutions

. Although common in deals, Rights of First Refusal could inhibit investments in future rounds from other investors.  Investors in future rounds might seek control over the deal participants, however the ROFR would prevent this control.  Larger investors often have investment minimums and the participation of earlier investors through the exercise of their Rights of First Refusal may prevent the investment minimums from being satisfied.  Investor’s refusal to exercise their rights to participate could act as a signal of a lack of faith and ward of potential investors.

The Rights of First Refusal just like everything else are negotiable.  The possibility exists for The Company to obtain ROFR in exchange for the granting of the same rights to the Angel Investor.  This provides The Company with some input over future investors.

Board of Director Representation/Control
There is a varying degree to which Angel Investors require board participation, which ultimately creates control issues.  As Angel Investors are becoming more sophisticated and taking more active roles in The Company, the issue of control is increasing.    

Implications/Resolutions
Several issues arise concerning board membership.  The first issue is control.  The Company needs to understand how much control to retain and how much to relinquish.  This issue is important for several reasons.  First, The Company may be limited in the ability to make decisions if investors have substantial board representation.  Second, future investors may opt not to invest in The Company if other investors hold a majority of the board.  Finally, researched showed that investors view a situation where The Company is extremely reluctant to allocate a portion of board membership to investors as negative and as a sign of potential future problems.  They see this as a sign that The Company is too controlling and further issues could arise when future investors require ownership in return for their investments. 

The Company needs to evaluate the importance of control.  If control is extremely important than target investors who do not take board seats.  If control is not a big issue than other mechanisms can be used to create equality for current investors, future investors and The Company.  The Company can create time or ownership provisions that limits or ends board membership.  These provisions can be based on a certain percentage ownership that is required to be on the board.  Membership would end when new money is invested in The Company and early investor ownership is diluted.  Also, board membership can be designed to end solely on the raising of new money with or without dilution. 

Negative Covenants  

The Angel Investor can institute various negative covenants that offer some level of risk protection.  A common form is the requirement of Angel approval on certain company decisions concerning the spending of large sums of money, new hires, issuance of additional stock, etc. 

VI. Anti Dilution

One way in which Angels protect their investment is through the use of anti-dilution provisions.  These provisions are designed to maintain certain levels of ownership that might otherwise be diluted by future rounds of financing. Ratchets are a form of anti-dilution that provides investors additional shares of stock if future rounds of financing are offered at a lower price than previous rounds. The valuation of the future rounds of the fund raising will greatly effect the initial investment of the sophisticated Angel and Founder’s stock.  The angel investor is looking for an initial low valuation, so future investors purchase at a higher share price.  An example of the dilution is given in Table 1.  If the Angel is not careful with the terms or the valuation and the future rounds, he/she can be diluted out of The Company.  The table also shows the dilution of the entrepreneur’s capital in The Company.  

Table 1

Round
Type
Investment

(Millions)
Pre-Money Valuation

(Millions)
Post-Money Valuation

(Millions)
Multiple
Dilution from Prior Round
Original Investment

1
Angel
2
4
6
N/A
33%
66%

2
Angel/

Institutional
8
30
38
6.3
21%
52%

3
Large

Institutional
30
150
180
4.7
21%
43%

4
IPO
100
600
700
3.9
25%
37%

Implications/Resolutions
Anti-dilution can cause the founders ownership and/or equity reserved for management and employees to decrease due to the increasing proportion of the Angel’s ownership.  Substantial dilution can create moral issues due to the decreasing value of reward incentives for the founders, management and employees.  Anti-dilution provisions can negatively influence future capital provider’s decisions to invest.     

The Company can protect itself in several ways.  First, the anti-dilution provision can be designed to expire at some point in time or upon some event (i.e. the execution of certain milestones).   One of the entrepreneurs interviewed had a floor and ceiling provision in his deal.  If the valuation of the next round of financing is greater than the first round, the Angel’s ownership will be reduced.  However, if the next round is at a lower valuation, the Angel’s will receive a greater portion of ownership.  The Company can require their own anti-dilution provisions that create a level playing field. 

VII.  Other Provisions

Collateral or a personal guarantee:  These provisions create a form of “Peace of Mind” for investors because they cause The Company to take responsibility in the risk of capital.  Personal guarantees and collateral can be used to test the faith of The Company by placing The Company’s assets at risk and not just the investors’. 

Earnups/Equity Penalties:  Earnups are a way to earn more stock and act as incentive programs.  When The Company reaches certain goals, it receives more stock as a reward.  Earnups are a good way for investors to test The Company’s confidence in the venture. Equity penalties work in an opposite way as Earnups.  If The Company does not achieve certain goals, then the investor’s equity is increased and The Company’s is decreased. 

Implications  

It is important that The Company sets realistic goals from the beginning instead of using over enthusiastic assumptions t increase valuation.  Unrealistic expectations will make it difficult to reach goals and The Company will not receive the benefits Earnups have to offer.  Alternatively, in the case of equity penalties, The Company will lose equity.  Try to avoid equity penalties but if investors insist than negotiate to make the timeline longer or lower the benchmarks. 

There many other terms in a deal that have not been discussed.  When negotiating, make sure all terms and provisions are understood and there long-term implications.  The deal 

highlights the importance of having a good lawyer.  

Importance of Professional Services

A good law firm and accountant is vital for The Company.  A good law firm will help you understand and possibly get a better term sheet.  The process of creating The Company, accepting investments and continuing operations requires the help of a good accountant.  Look for not only a law firm specializing in start-ups, but also a law firms specializing in start-ups in the same industry as The Company.  Getting a lawyer from a top law firm is difficult.  Contacts is one way to obtain services and just being persistent is another.  A founder interviewed tried desperately to hire one of the top law firms in the country but instead, was referred to another firm.  The founder went with the recommended lawyer who then joined the firm the founder was trying to get into originally.  Some might call that luck, however it shows the value of persistence.
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