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For entrepreneurs with a killer business plan in a hot vertical, the world has changed.  Five years ago, twenty percent of venture capital was invested in just this kind of seed and startup ventures.  Today, as is shown in the figure below, less than 2% of VC funds are invested at the seed and startup stage of development.  And, while the average investment round funded by VCs in entrepreneurs a decade ago was $3 to 5 million, it is now $7 to 10 million.  Entrepreneurs must look elsewhere for their startup capital.  Friends and family (pre-seed) investment usually tops out at less than $100,000.  Where do entrepreneurs with highly scalable businesses find the capital to bridge from friends and family investment to funding from venture capitalists?  Filling the gap are angel investors, those exited entrepreneurs and businesspersons who invest both expertise (time) and money in new enterprises.  The author has estimated that 90% of the equity capital for seed and startup ventures is invested by angel investors.  J. Sohl has reported1 that angel invested $18.1 billion in 2003 in startup ventures, an amount approximately equal to that of the venture capital industry.


What should entrepreneurs look for in angel investors?  First, look for “smart money,” that is, savvy businesspersons who are patient investors and bring loads of appropriate business experience to the deal.  Seek out investors with experience in the specific vertical of operation of the invested company.   Find investors with lots of Board experience and those who excel at coaching and mentoring.  Secondly, seek investors who have access to deeper pockets, that is those angel investors who have a Rolodex of venture capitalists and strategic investors who might be interested in funding the enterprise after the achievement of significant milestones.  Finally, seek out experienced accredited investors2, those wealthy individuals who understand the risks involved in new venture investing and can afford to lose their investment.


Where should entrepreneurs look for sophisticated angel investors?  The local angel organization is the place to start.  You can find angel organizations by inquiring at the local entrepreneurship center or with experienced early stage service providers (attorneys and accountants).  The Angel Capital Association maintains a list of most of the angel organization in North American on their website at www.angelcapitalassociation.com.  Angel organizations tend to be sophisticated groups of investors with significant experience in doing deals with entrepreneurs and with substantial experience in diverse business sectors.  Because angels in angel organizations tend to fund many companies, they are likely to have established investing relationships with venture capital firms that invest in similar business sectors.


Angel organizations have a specific process for screening and studying deals prior to investment.  This process will be described on the angel organization website or by the organization’s “gatekeeper,” that is, the first contact individual in the angel group for entrepreneurs applying for funding.  Due diligence is the process by which angels validate the investment opportunity.  It is important that entrepreneurs also perform due diligence upon the angels interested in investing in their companies.  Angel investors become partners in the business for five to ten years, a relationship compared by some to marriage.  Entrepreneurs should do background checks on the angels interested in investing in their companies, to assure the long-term compatibility of these relationships.

The Preferred A Round


How should entrepreneurs who are building highly scalable businesses and will require millions of investment dollars to achieve success, expect to structure the early angel rounds in their companies?  The favored deal structure is a “C” corporation in which the founders ownership is vested in common stock and investors purchase a separate class of preferred stock.  The first round of angel investment would likely be the Preferred A round, the second the Preferred B round and eventually the venture capitalists might fund the Preferred C or D round of investment.  Angels and venture capitalists usually insist on investing in preferred securities for several reasons:  (1) specific rights can be reserved for certain classes of stock, (2) preferred stock is ahead of common stock in case of liquidation, and, among others, (3) the preferred stock can be priced above the common, which facilitates the creation of attractive employee option pools to assist in filling out the management team.  Since VCs generally demand investment in preferred securities, it is very important that entrepreneurs begin the process early by insisting that early angel rounds also be in preferred securities.


Entrepreneurs should expect the valuation to grow steadily over a series of investment rounds.  Starting at a modest valuation and steadily increasing the valuation usually avoids the dreaded “down round” in which a subsequent round of investment is completed at a lower valuation than the preceding round, which generally results in substantial dilution of earlier investors and founders.  This acrimonious event creates hard feelings among early stage investors who fostered the company through the fledgling years and can usually be avoided by negotiating modest early valuations of the company.  Seed and startup rounds of investment by VCs in 2003 were at average pre-money valuations of $2.8 million according to Venture One (see www.ventureone.com ) and at valuations estimated by the author of $2 million by angel investors.  The typical range of pre-money valuations for many angel groups in the US are $1-3 million.


Entrepreneurs and angels alike should avoid deal terms that will be viewed unfavorably by subsequent sophisticated venture capital investors.  Such terms might be high liquidation preferences (above 1X), onerous redemption rights (full buyback with interest in five years), strict anti-dilution clauses and unreasonable registration rights upon a subsequent public offering of company stock.  Such terms are difficult to negotiate at the outset and will like be repealed by the terms of subsequent venture financings.  Substantial heartburn can be avoided by negotiating more conventional or “vanilla” terms.  Negotiate the current round of investment with a good understanding of what might be expected from investors in subsequent rounds.

Using a Convertible Note in Early Rounds


Early stage investors sometimes use debt to bridge to the next rounds of investment.  In this case, the investors purchases a note from the company, usually at a modest interest rate (which can be deferred), that, at the option of the investors, is converted to stock under the same terms and conditions as the investors of the subsequent round of investment and generally at a reasonably discounted (10-30%) valuation.  The discount results in the early investors (convertible note) receive 10-30% more shares than the subsequent investors upon the conversion of their debt.


The advantages for early investors to fund convertible debt is that they can avoid a “down round” if they feel the entrepreneur’s valuation is too high at the time of their investment.  The valuation of their eventual stock purchase is determined by the subsequent investors.  Investors who hold debt instruments are also ahead of all shareholders, in case of liquidation.  Convertible notes can also be useful investment tools, when the investors and entrepreneur simply cannot agree on valuation, in an otherwise attractive investment opportunity.


The principal disadvantage of convertible debt is that closing the subsequent round may take much longer than expected at the time of funding the convertible debt.  During this period, the valuation of the company may have increased as much as several hundred percent.  In this case, the 10 to 30% discount is totally inadequate compensation for the earlier stage investors.  A discounted note limits exposure to “down rounds” but also limits the upside opportunity for angel investors.

Summary

Entrepreneurs should seek out sophisticated angel investors to fund their highly scalable business ventures and expect to negotiate investment in preferred securities, in preparation for subsequent venture rounds of investment.  Modest valuations in early rounds avoid the “heartburn” of down rounds later.  Onerous terms, while seemingly attractive to early stage investors, will only be subject to retraction as terms of subsequent rounds of investment.  Convertible notes, while offering attractive downside protection to investors, often also limits return on investment.
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Disclaimer:  Author is not an attorney.  Use knowledgeable service providers in negotiation term sheets for all rounds of investment.
1   Press Release April 21, 2004, Center for Venture Research, Director, Jeffrey Sohl, University of New Hampshire, (www.unh.edu/cvr), “The Angel Investor Market in 2003:  The Angel Market Rebounds but a Troublesome Post Seed Funding Gap Deepens.

2  Accredited Investors - defined term under the Securities Act of 1933

“Any natural person whose individual net worth, or joint net worth with that person's spouse, at the time of his purchase exceeds $1,000,000;” and “Any natural person who had an individual income in excess of $200,000 in each of the two most recent years or joint income with that person's spouse in excess of $300,000 in each of those years and has a reasonable expectation of reaching the same income level in the current year.”  
