The Angel Reality Check
By Joe Bartlett

Angel investors are, by definition, focused on early stage issuers and both the founders and the angels are, accordingly, often flying more or less blind in terms of valuation, at least if the issuer is pre-revenue and discounted cash flow, for example, is not a realistic analysis.

Assume a typical case:  The founder, processing on the basis of, e.g., the AngelSoft platform, will start the conversation with a target valuation and suggested deal terms.  Negotiations between the ACA member(s), the founder and their respective counsel then proceed to the threshold of a term sheet, with  due diligence getting underway and proceeding apace.

At this point, it is time, in my view, for angel investors to secure access to the tools necessary for due diligence reality checks, along the following lines:

Start with pre-money valuation.  The parties have arrived at a tentative number for the “pre” based on a combination of gut instinct, hope (in the founder’s case) and experience.  At that point, the time has come, in my view, for a comparison of that number against a comprehensive database of comparable private company valuations, data from officially derived filings on privately-held U.S. companies, as compiled by the VC Experts research term.  The data base currently has details on more than 2800 privately-held U.S. companies, including certificates of incorporation downloadable in PDF format.  Angels can search by company name, industry, region and financing round.  This tool in fact provides the valuation benchmarks used by the leading private equity secondary trading platforms to get the buy and sell side trades implemented, based on a common starting point.  

The remaining metric, a gut check against the best available information, starts with the list of deal terms on offer … assuming the round is not simply more common stock.  Assume a Series A preferred, for example.

First, how does each term match up with regional and national industry “market” standards?  From the VC Experts data base, comprised of thousands of companies and transactions as indicated above, the due diligence investigator can come up with the critical information … this deal term (an x% cumulative dividend) is found in 24.73% (a made up number) of the deals (broken out by sector and region) in the last two (or three, four, five, etc.) calendar quarters.  So much for the lawyer for the founder who blusters, “My firm always gets this term.”

Then, the portfolio company analysis tool gives all hands the real story of the draft term sheet … what does this mean for each investor economically?  One inputs the pro forma cap table and, in a matter of seconds, out comes the critical data, showing what impact the terms, one by one and all together, have on the outcomes and IRRs of the stakeholders … founder, angels, employee option plan participants … indexed against a ladder of hypothetical exit proceeds to the company ranging from the trivial … $3 million, say … to $300 million, expressed in $5 million increments.  The tool is particularly useful if the angels are already in the A round and a B round, a venture round, is on the table,  Given what the vulture capitalists are offering, at what exit level can the angels get a > 20% IRR?  And, if the angels can negotiate changes in the B round terms, which ones will have the maximum positive impact on the A round holders’ outcomes?  On which specific terms, in other words, should we concentrate our negotiation efforts?  And, where (if at all) does the A round have to get to the point of the angels politely walking away?

First disclosure: The above explanation does not do adequate justice to the power of the VC Experts tools.  To get the full picture, one needs only to click on the free 5-minute videos on the VC Experts home page … http://vcexperts.com.  For anyone interested in a full scale demo, please e-mail Michael Ostendorff at michael@vcexperts.com.  

Second disclosure.  I, the scrivener of the above, am the chair and co-founder of VC Experts.  For my CV, and collateral information about me, let me invite you to visit http://joebartlettvc.com. 
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