
BOB JONES AT HIS OTHER JOB 

Bob Jones at Work with the Back Beat Blues Band. Bob was a Founder of the MIT Sloan 

School Consumption Function 

http://www.backbeatblues.com 
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Bob Jones 
Bob Jones is President and CEO of Vitasoy USA, Inc.  Vitasoy is the nation’s largest marketer 
and manufacturer of tofu, and one of the leading providers of soymilk.  Prior to joining Vitasoy, 
Bob launched several start-ups in the nutrition field.  He was President of Medical Foods, Inc., 
then President of Functional Foods, Inc., and most recently was President of Advanced 
Functional Foods International, Inc.   At Advanced Functional Foods International, Bob built 
strategic alliances with Procter & Gamble and CVS Pharmacy, and led the creation and launch of 
a nutrition bar for weight management that is now selling in every CVS in the country. 

Prior to the start-ups, Bob was Vice President of Sales and Marketing at NCI Medical Foods (in 
California), and also managed the clinical nutrition business at McGaw, Inc.  He has also held 
sales and marketing positions at Abbott Laboratories and at Baxter International.  He has two 
awarded patents.  Bob has an A.B. in biology from Princeton University, and an M.S.M. from the 
Sloan School at M.I.T.  After hours, Bob plays in a blues band in the Boston area, and is an 
enthusiastic motorcyclist.  He lives with his wife and three children in Belmont. 
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Building Financial Projections

January 22, 2004

Charlie Tillett
SM ‘91
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Agenda

Business Plan Financials
• The Business Model
• Building Financial Projections

• People, People, People
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Background
1991 Sloan SM – Entrepreneurial Finance

Third Place 1990 $10K Contest
Summer Intern - Boston Capital Ventures

‘91 to ‘00 CFO - NetScout Systems (NTCT)
- VC financings of $6MM and $45MM
- IPO in August 1999

Current CFO – Reveal Imaging
- Bomb Detection for checked baggage
- Completed $10MM VC funding in July ‘03

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

5
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Business Plan Financials
Charlie’s Rules-of-Thumb: Disclaimer

• Focused on making attractive to investors

• Most relevant for technology companies 

• May not apply to your industry

• Most common Business Plan errors:

Revenue too high in year 4

Profit too high in year 4
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Business Model Example

Wi-Fi Planet – April 5, 2005

• RoomLinX has finally come up with a business 
model that actually works

• Market had been dominated by discredited 
MobilStar business model

• RoomLinX “forced” a new business model on 
their customers
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RoomLinX: Wi-Fi for Hotels

Mobilstar Business Model
Companies built & supported systems
Took 10% of guest fees for in-room use

RoomLinX Business Model
Sell system to hotel
Monthly fee for management
Free to guests for in-room use
50% of the fee for conference room use
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What is “The Business Model”

• An explanation of how your business will MAKE 
MONEY

• A Profit & Loss Statement that details financial 
performance in percentage terms

• Assumes you reach critical mass
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Profit & Loss (P&L) Statement
Also called Income Statement

Sample

Revenue 50.0$     100%

Cost of Goods Sold 20.0$     40%

Gross Margin 30.0$     60%

Sales & Marketing 15.0$     30%

R&D 5.0$       10%

G&A 2.5$       5%

Total Expenses 22.5$     45%

Operating Profit 7.5$       15%

• Revenue (after discounts)
• Cost of Goods Sold (COGS)

• Direct product cost
• Mfg but NOT R&D

• Gross Margin or Gross Profit

• Departmental Expenses

• Operating Profit / Loss
• Profit before taxes (PBT)
• EBITDA (Earnings before 

interest, taxes, depreciation, 
amortization)
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Business Model Example
“Typical” Data-Com Company

Sales 100%

Cost of Goods Sold (20% to 50%) 40%

Gross Margin 60%

Sales & Marketing (20% to 35%) 30%

R&D (10% to 15%) 10%

G&A (4% to 6%) 5%

Total Expenses 45%

Operating Profit (15%-25%) 15%
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Actual Business Models
Q3 ’98 vs. Q3 ’00 vs. Q3 ‘03

NetScout NetScout NetScout Cisco Cisco Cisco IBM IBM IBM

Q3 '98 Q3 '00 Q3 '03 Q3 '98 Q3 '00 Q3 '03 Q3 '98 Q3 '00 Q3 '03

Revenue 100% 100% 100% 100% 100% 100% 100% 100% 100%

Cost of Goods Sold 32% 28% 25% 35% 36% 30% 60% 64% 63%

Gross Margin 68% 72% 75% 65% 64% 70% 40% 36% 37%

   

Sales & Marketing 29% 35% 45% 19% 21% 26% 17% 14% 17%

R&D 13% 13% 21% 12% 14% 16% 7% 6% 6%

G&A 6% 8% 9% 3% 3% 21% 4% 3% 5%

Total Expenses 48% 56% 75% 34% 38% 63% 28% 23% 28%

Operating Profit 20% 16% 0% 31% 26% 7% 12% 13% 9%

Annual Revenue/Emp. 350,000$  320,000$  600,000$  675,000$  315,000$  
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Actual Business Models
Q3 ’98 vs. Q3 ’00 vs. Q3 ‘03

Yahoo Yahoo Yahoo Amazon Amazon Amazon

Q3 '98 Q3 '00 Q3 '03 Q3 '98 Q3 '00 Q3 '03

Revenue 100% 100% 100% 100% 100% 100%

Cost of Goods Sold 11% 13% 13% 78% 74% 75%

Gross Margin 89% 87% 87% 22% 26% 25%

  

Sales & Marketing 53% 36% 41% 23% 22% 12%

R&D 15% 9% 13% 8% 11% 5%

G&A 7% 6% 7% 3% 4% 3%

Total Expenses 75% 51% 61% 34% 37% 20%

Operating Profit 14% 36% 26% -12% -11% 5%

Annual Revenue/Emp. 250,000$  400,000$  400,000$  300,000$  
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Building YOUR Model

• Start with what you “know”
Your Cost of Goods Sold
R&D should end up at 10% to 20%
G&A should  end up at 5% to 15%    

• Target an operating profit of 15% to 20%

• Only remaining variable is S & M

• Verify by looking at comparable companies
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First Major Decision:
How will you sell your product? 

Direct Sales Force

Revenue $100 100%

Cost of Goods Sold $40 40%

Gross Margin $60 60%

Sales & Marketing $23 23%

R&D $12 12%

G&A $5 5%

Total Expenses $40 40%

Operating Profit $20 20%
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First Major Decision:
How will you sell your product? 

Direct Sales Force

Revenue $100 100%

Cost of Goods Sold $40 40%

Gross Margin $60 60%

Sales & Marketing $23 23%

R&D $12 12%

G&A $5 5%

Total Expenses $40 40%

Operating Profit $20 20%

Distributor

$80 100%

$40 50%

$40 50%

$8 10%

$12 15%

$4 5%

$24 30%

$16 20%

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

16
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Building Financial Projections
Rules-of-Thumb

• Average employee salary will be $70K to $80K

• Employee benefits will add just 15%

• Salaries will be 60% to 75% of non-COGS
Remainder will be rent, utilities,phones, travel  
UNLESS you have extraordinary marketing!!!
Will reduce to 50% to 55% over time

• Staffing DRIVES departmental expenses
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Building Financial Projections
Rules-of-Thumb

• Sales Projections
$50MM to $100MM in year 5

• Market Size
Between 5% and 25%

• Revenue per Employee
Between $125K and $300K

• Revenue per Salesperson
Between $1MM and $3MM
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Cash Flow Projections
Happiness is a positive cash flow

• Burn Rate

Monthly operating loss plus capital expenditures

• Cash Flow Projection
Cumulative operating losses excluding depreciation

Plus cumulative capital expenses

• To determine the total cash required 
Cumulative operating losses PLUS

Cumulative capital expenses

On the month that you turn cash positive
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VC Observations

• Don’t expect you to spend you own money

BUT 

Expect you to spend it as though it were your own

• VCs don’t want their entrepreneurs to starve

BUT

They want them to be hungry
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End Result
4 year Profit and Loss Statement

P & L by Year

Source Year 1 Year 2 Year 3 Year 4

Revenue

Model 1 P&L By Qtr 1,275,000$     100% 10,500,000$   88% 33,750,000$   82% 37,500,000$   50%

Model 2 P&L By Qtr -$               0% 1,400,000$     12% 5,250,000$     13% 27,500,000$   36%

Model 3 P&L By Qtr -$               0% -$               0% 2,400,000$     6% 10,500,000$   14%

Total Revenue 1,275,000$     100% 11,900,000$   100% 41,400,000$   100% 75,500,000$   100%

COGS P&L By Qtr 425,000$        33% 3,920,000$     33% 13,385,000$   32% 23,200,000$   31%

 

Gross Margin 850,000$        67% 7,980,000$     67% 28,015,000$   68% 52,300,000$   69%

Expenses

Engineering P&L By Qtr 1,326,625$     104% 3,475,275$     29% 7,212,188$     17% 12,205,975$   16%

Marketing P&L By Qtr 710,750$        56% 1,810,750$     15% 3,239,350$     8% 5,300,000$     7%

Sales P&L By Qtr 1,214,250$     95% 3,466,500$     29% 7,171,500$     17% 12,393,500$   16%

G&A P&L By Qtr 964,575$        76% 1,817,750$     15% 3,117,000$     8% 5,308,500$     7%

Operating Exp. 4,216,200$     331% 10,570,275$   89% 20,740,038$   50% 35,207,975$   47%

Operating Profit (3,366,200)$   -264% (2,590,275)$   -22% 7,274,963$     18% 17,092,025$   23%

Depreciation P&L By Qtr 144,833$        427,333$        593,000$        608,167$        

EBIT (3,511,033)$   (3,017,608)$   6,681,963$     16,483,858$   
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Profit and Loss Statement
Quarterly

P & L by Month Source Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1 Year 2 Year 2 Year 2 Year 2

Revenue

Model 1 Sales Plan -$             150,000$      375,000$      750,000$      1,500,000$   2,250,000$   3,000,000$   3,750,000$   

Model 2 Sales Plan -$             -$             -$             -$             200,000$      300,000$      400,000$      500,000$      

Model 3 Sales Plan -$             -$             -$             -$             -$             -$             -$             -$             

Total Revenue -$             150,000$      375,000$      750,000$      1,700,000$   2,550,000$   3,400,000$   4,250,000$   

COGS Sales Plan -$             50,000$        125,000$      250,000$      560,000$      840,000$      1,120,000$   1,400,000$   

 

Gross Margin -$             100,000$      250,000$      500,000$      1,140,000$   1,710,000$   2,280,000$   2,850,000$   

Expenses

Engineering Expenses 169,375$      312,875$      378,000$      466,375$      576,038$      792,275$      965,163$      1,141,800$   

Marketing Expenses 111,250$      136,250$      185,125$      278,125$      330,600$      409,200$      470,738$      600,213$      

Sales Expenses 146,188$      220,188$      378,813$      469,063$      672,563$      792,188$      938,938$      1,062,813$   

G&A Expenses 173,700$      206,875$      284,325$      299,675$      388,150$      417,975$      492,300$      519,325$      

Operating Exp. 600,513$      876,188$      1,226,263$   1,513,238$   1,967,350$   2,411,638$   2,867,138$   3,324,150$   

Operating Profit (600,513)$    (776,188)$    (976,263)$    (1,013,238)$ (827,350)$    (701,638)$    (587,138)$    (474,150)$    

Depreciation CAPEX 9,833$          20,833$        45,667$        68,500$        81,167$        105,000$      117,333$      123,833$      

EBIT (610,346)$    (797,021)$    (1,021,929)$ (1,081,738)$ (908,517)$    (806,638)$    (704,471)$    (597,983)$    
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Sales and COGS Forecast

Sales Plan Source Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1 Year 2 Year 2 Year 2 Year 2

Unit Sales

Model 1 Input -                  20                   50                   100                 200                 300                 400                 500                 

Model 2 Input -                  -                  -                  -                  20                   30                   40                   50                   

Model 3 Input -                  -                  -                  -                  -                  -                  -                  -                  

Total Units -                  20                   50                   100                 220                 330                 440                 550                 

Revenue

Model 1 7,500$      -$                150,000$        375,000$        750,000$        1,500,000$     2,250,000$     3,000,000$     3,750,000$     

Model 2 10,000$    -$                -$                -$                -$                200,000$        300,000$        400,000$        500,000$        

Model 3 15,000$    -$                -$                -$                -$                -$                -$                -$                -$                

Total Revenue -$                150,000$        375,000$        750,000$        1,700,000$     2,550,000$     3,400,000$     4,250,000$     

Cost of Goods Sold

Model 1 2,500$      -$                50,000$          125,000$        250,000$        500,000$        750,000$        1,000,000$     1,250,000$     

Model 2 3,000$      -$                -$                -$                -$                60,000$          90,000$          120,000$        150,000$        

Model 3 3,500$      -$                -$                -$                -$                -$                -$                -$                -$                

Total COGS To P&L -$                50,000$          125,000$        250,000$        560,000$        840,000$        1,120,000$     1,400,000$     
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Staffing Plan

Staffing Plan Staffing Staffing Staffing Staffing Staffing Staffing Staffing Staffing

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1 Year 2 Year 2 Year 2 Year 2

Engineering

CTO Input 1           1           1           1           1           1           1           1           

Programmer Input 4           8           10         12         15         20         25         30         

Tech Writer Input -        1           1           2           2           4           4           4           

Other Input -        -        -        -        -        -        -        -        

Total Eng 5           10         12         15         18         25         30         35         

Marketing

VP Marketing Input 1           1           1           1           1           1           1           1           

Product Manager Input 1           1           2           2           3           3           4           4           

Mar-Com Input -        -        1           1           2           2           2           2           

Other Input 1           1           1           2           2           2           3           3           

Total Mktg 3           3           5           6           8           8           10         10         
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Salary Expenses

Staffing Plan Annual Expense Expense Expense Expense Expense Expense Expense Expense

Salary Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1 Year 2 Year 2 Year 2 Year 2

Benefits/COLA -> 115% 115% 115% 115% 117% 119% 121% 123%

Engineering

CTO Input 150,000$   43,125$   43,125$   43,125$   43,125$   43,875$   44,625$   45,375$   46,125$   

Programmer Input 75,000$     86,250$   172,500$ 215,625$ 258,750$ 329,063$ 446,250$ 567,188$ 691,875$ 

Tech Writer Input 60,000$     -$         17,250$   17,250$   34,500$   35,100$   71,400$   72,600$   73,800$   

Other Input 80,000$     -$         -$         -$         -$         -$         -$         -$         -$         

Total Eng To Dept Exp 129,375$ 232,875$ 276,000$ 336,375$ 408,038$ 562,275$ 685,163$ 811,800$ 

Marketing

VP Marketing Input 125,000$   35,938$   35,938$   35,938$   35,938$   36,563$   37,188$   37,813$   38,438$   

Product Manager Input 95,000$     27,313$   27,313$   54,625$   54,625$   83,363$   84,788$   114,950$ 116,850$ 

Mar-Com Input 75,000$     -$         -$         21,563$   21,563$   43,875$   44,625$   45,375$   46,125$   

Other Input 80,000$     23,000$   23,000$   23,000$   46,000$   46,800$   47,600$   72,600$   73,800$   

Total Mktg To Dept Exp 86,250$   86,250$   135,125$ 158,125$ 210,600$ 214,200$ 270,738$ 275,213$ 
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Non-Salary Expenses

Departmental Expenses Source Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1

Engineering

Salaries & Benefits Staff ing Plan 129,375$     232,875$     276,000$     336,375$     

Tech Supplies (PP/PM) 2,000$        input/formula 30,000$       60,000$       72,000$       90,000$       

Misc / Other input 10,000$       20,000$       30,000$       40,000$       

Total Engineering To P&L 169,375$     312,875$     378,000$     466,375$     

Marketing

Salaries & Benefits Staff ing Plan 86,250$       86,250$       135,125$     158,125$     

Literature / PR input 5,000$         5,000$         10,000$       10,000$       

Trade Show s input -$             25,000$       -$             50,000$       

Misc / Other input 20,000$       20,000$       40,000$       60,000$       

Total Marketing To P&L 111,250$     136,250$     185,125$     278,125$     
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Non-Salary Expenses

Departmental Expenses Source Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1

Sales

Salaries & Benefits Staff ing Plan 122,188$     179,688$     309,063$     366,563$     

Travel (PP/PM) 3,000$        input/formula 9,000$         18,000$       36,000$       45,000$       

Commission (% Rev) 5.00% input/formula -$             7,500$         18,750$       37,500$       

Misc / Other input 15,000$       15,000$       15,000$       20,000$       

Total Sales To P&L 146,188$     220,188$     378,813$     469,063$     

General & Admin

Salaries & Benefits Staff ing Plan 129,375$     143,750$     195,500$     195,500$     

Rent (pp/pm) 375$           input/formula 19,125$       28,125$       41,625$       48,375$       

Tel & Postage (PP/PM) 200$           input/formula 10,200$       15,000$       22,200$       25,800$       

Misc / Other input 15,000$       20,000$       25,000$       30,000$       

Total G&A To P&L 173,700$     206,875$     284,325$     299,675$     
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Profit and Loss Statement
Quarterly

P & L by Month Source Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1 Year 2 Year 2 Year 2 Year 2

Revenue

Model 1 Sales Plan -$             150,000$      375,000$      750,000$      1,500,000$   2,250,000$   3,000,000$   3,750,000$   

Model 2 Sales Plan -$             -$             -$             -$             200,000$      300,000$      400,000$      500,000$      

Model 3 Sales Plan -$             -$             -$             -$             -$             -$             -$             -$             

Total Revenue -$             150,000$      375,000$      750,000$      1,700,000$   2,550,000$   3,400,000$   4,250,000$   

COGS Sales Plan -$             50,000$        125,000$      250,000$      560,000$      840,000$      1,120,000$   1,400,000$   

 

Gross Margin -$             100,000$      250,000$      500,000$      1,140,000$   1,710,000$   2,280,000$   2,850,000$   

Expenses

Engineering Expenses 169,375$      312,875$      378,000$      466,375$      576,038$      792,275$      965,163$      1,141,800$   

Marketing Expenses 111,250$      136,250$      185,125$      278,125$      330,600$      409,200$      470,738$      600,213$      

Sales Expenses 146,188$      220,188$      378,813$      469,063$      672,563$      792,188$      938,938$      1,062,813$   

G&A Expenses 173,700$      206,875$      284,325$      299,675$      388,150$      417,975$      492,300$      519,325$      

Operating Exp. 600,513$      876,188$      1,226,263$   1,513,238$   1,967,350$   2,411,638$   2,867,138$   3,324,150$   

Operating Profit (600,513)$    (776,188)$    (976,263)$    (1,013,238)$ (827,350)$    (701,638)$    (587,138)$    (474,150)$    

Depreciation CAPEX 9,833$          20,833$        45,667$        68,500$        81,167$        105,000$      117,333$      123,833$      

EBIT (610,346)$    (797,021)$    (1,021,929)$ (1,081,738)$ (908,517)$    (806,638)$    (704,471)$    (597,983)$    

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

28
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



CAPEX & Cash Flow

Cash Flow Source Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1

Beginning Cash Input (Beginning only) -$            4,281,488$   3,273,300$   1,849,038$   

Gross Margin From P&L Quarterly -$            -$              100,000$      250,000$      

Expenses From P&L Quarterly (600,513)$   (876,188)$     (1,226,263)$  (1,513,238)$  

Investment Input 5,000,000$  -$              -$              -$              

Capital Expense From P&L CAPEX (118,000)$   (132,000)$     (298,000)$     (274,000)$     

Change in Cash 4,281,488$  (1,008,188)$  (1,424,263)$  (1,537,238)$  

Ending Balance 4,281,488$  3,273,300$   1,849,038$   311,800$      

Capital Expenses Q1 Q2 Q3 Q4

Year 1 Year 1 Year 1 Year 1

Employee Workstations (PP) 4,000$            68,000$       32,000$        48,000$        24,000$        

Prototype Expenses Input 50,000$       100,000$      250,000$      250,000$      

118,000$     132,000$      298,000$      274,000$      

Cumulative CAPEX 118,000$     250,000$      548,000$      822,000$      

Depreciation

Depreciation Charge 9,833$         20,833$        45,667$        68,500$        
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Real World Expenses

• See $50K Web Site for more detail

• //50K.mit.edu
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Financial Data
Presentation Suggestions

• Steady, consistent evolution of your model
Revenue growth in $
Expenses over time in %

• Show % next to quarterly & yearly columns

• Show pre-tax only

• Don’t allocate G&A expenses

• Show depreciation expenses on a separate line
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Executive Summary
Presentation Suggestions

• Annual P&L for 4 or 5 years (with %)

• Data to justify revenue projections
Unit sales
Average selling price (ASP)

• What quarter you will be profitable 

• Your total cash requirement
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Full Business Plan
Presentation Suggestions

• Page 1: Annual P&L for 4 years 

• Page 2 & 3: Quarterly P&L for all 4 years

• Page 4: Quarterly Staffing plan for 4 years

• Page 5: Quarterly cash flow for 4 years
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Philosophy on Team Building

• Work to be Completed > Work Completed

• Compensate for both risk and sacrifice

• Reward for getting to the End Zone

• Maintain internal equity

• EVERYONE should vest – Typically 4 years

BUT - every situation is different and rules are 
made to be broken
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Three Main Groups

• Founding Team

• Investors

• Employees
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Founding Team
Key Factors
• Value of past contributions

• Value of future contributions

Over next 12 months

Over next 4 years

• Sacrifice & Commitment

• Ownership of IP

• Individual’s external or “Market value”

• Internal Equity – everyone finds out
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Employees
Key Factors

• Company’s stage

Funding

Revenue

Liquidity

• Employee’s value to company

• Employee’s market value 

• Internal equity
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Employee Specifics

Ownership % after 2 rounds of financing

CEO 5%

VP 1% to 2 ½ %

Sr Manager .25% (1/4 of 1%)

Sr Ind Contributor .1% (1/10 of 1%)

YOU CAN ALWAYS GRANT MORE LATER
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Equity Distribution Example

Initial
After 

Option Pool  Post Angel  Post VC 1  Post VC 2 
Name Title #  Shares  %  Shares  %  Shares  %  Shares  %  Shares  %

Founders
Jack CEO 2,000,000 50.0% 2,000,000    32.3% 2,000,000   29.0% 2,000,000   14.5% 2,000,000   7.3%
Susan CTO 1,000,000 25.0% 1,000,000    16.1% 1,000,000   14.5% 1,000,000   7.3% 1,000,000   3.6%
Anil VP Sales 1,000,000 25.0% 1,000,000    16.1% 1,000,000   14.5% 1,000,000   7.3% 1,000,000   3.6%
Total 4,000,000 100.0% 4,000,000    64.5% 4,000,000   58.1% 4,000,000   29.0% 4,000,000   14.5%

Key Early Employees
Jack VP R&D 300,000       4.8% 300,000      4.4% 300,000      2.2% 300,000      1.1%
Julie Manager 1 100,000       1.6% 100,000      1.5% 100,000      0.7% 100,000      0.4%
Sam Manager 2 75,000         1.2% 75,000       1.1% 75,000       0.5% 75,000       0.3%
Total -           0.0% 475,000       7.7% 475,000      6.9% 475,000      3.4% 475,000      1.7%

Advisors Per Person # PP
Board Members 35,000           2 70,000         1.1% 70,000       1.0% 70,000       0.5% 70,000       0.3% 0.13%
Advisory Board 15,000           3 45,000         0.7% 45,000       0.7% 45,000       0.3% 45,000       0.2% 0.05%
Total -           0.0% 115,000       1.9% 115,000      1.7% 115,000      0.8% 115,000      0.4%

Option Plan Per Person # PP
Manager 50,000           10 500,000       8.1% 500,000      7.3% 500,000      3.6% 500,000      1.8% 0.18%
Sr. Eng 25,000           20 500,000       8.1% 500,000      7.3% 500,000      3.6% 500,000      1.8% 0.09%
Jr. Eng 15,000           40 600,000       9.7% 600,000      8.7% 600,000      4.4% 600,000      2.2% 0.05%
Admin 1,000             10 10,000         0.2% 10,000       0.1% 10,000       0.1% 10,000       0.0%
Total 80 -           0.0% 1,610,000    26.0% 1,610,000   23.4% 1,610,000   11.7% 1,610,000   5.8%

Investors
Angels ($500K at $4.5MM) 688,889      10.0% 688,889      5.0% 688,889      2.5%
VC Round ($10MM at $10MM) 6,888,889   50.0% 6,888,889   25.0%
VC Round ($10MM at $10MM) 13,777,778 50.0%
Total -           0.0% -              0.0% 688,889      10.0% 7,577,778   55.0% 21,355,556 77.5%

Grand Total 4,000,000 100% 6,200,000    100% 6,888,889   100% 13,777,778 100% 27,555,556 100%
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M. Diane Burton 
Michael M. Koerner '49 Career Development Professorship 

Behavioral Policy Science (BPS) 

Biography  

Diane Burton's field of interest is employment relations in 
entrepreneurial companies and human resource management 
practices. Currently, she is conducting a study of Silicon Valley start-
ups, with an emphasis on sources and consequences of different 
organizational systems, structures, and practices. In ongoing 
research, she is studying entrepreneurial teams and executive 
careers.  
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FIONA MURRAY 
Michael M. Koerner Career Development Assistant Professor of Management of 
Technology, Innovation and Entrepreneurship (MTIE) 

 
Fiona Murray studies and teaches entrepreneurship 
in the life science and healthcare industries. Her 
research examines how new life science businesses 
build organizations and strategies that are 
commercially successful and yet remain at the 
forefront of science. She is particularly interested in 

how these companies build knowledge capital and create a 
reputation for high quality science and management. 
Recently, she has been looking at the role of founders, 
investors and the Scientific Advisory Board. She is also 
working on several policy-related topics including the impact 
of intellectual property rights on scientific progress and the 
collaborative behavior of scientists - both in academia and 
industry. In much of her work she brings a comparative 
perspective aiming to understand how organizational and 
institutional differences across countries shapes their success 
and failure in building successful biotechnology companies 
and clusters. Prof. Murray also studies the challenges 
associated with transferring very early stage healthcare 
technologies from medical schools and major medical 
research-oriented institutions and the requirements for 
translational organizations and institutions.  

Courses Taught: 
15.363 Strategic Descision Making in the Biomedical Business 

15.393 Technology and Entrepreneurial Strategy 

15.968 Special Seminar in Management: Building a Biomedical Business
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JOSEPH HADZIMA  
Senior Lecturer  

 
Joseph G. Hadzima Jr. is a Senior Lecturer at Sloan School of Management, where he has 
lectured on a variety of subjects since 1984.  He received a B.Sc. from MIT (1973), a 
S.M. in Management from the MIT Sloan School of Management (1977) and a Juris 
Doctor cum laude from Harvard Law School (1979).  He has been involved with over 
120 new ventures over the last 25 years as a venture capitalist, entrepreneur, lawyer and 
board member.   As a practicing lawyer for 17 years he was Partner, Founder and 
Director of the Sullivan & Worcester High Tech/New Ventures Group.   He was a 
Founding Judge of the MIT $50K Entrepreneurship Competition.   He is a Chairman of 
the Board of the Global MIT Enterprise Forum and is a Director of the New England 
Chapter of the National Association of Corporate Directors. He is currently a Managing 
Director of Main Street Partners LLC, a venture development and technology 
commercialization firm located in Kendall Square Cambridge. 
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #1

Technology Strategy for Start-Ups

Professor Fiona Murray
Sloan School of Management
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #2

Foundations of Technology Strategy

Technologies

Markets

How will we create 
value?

Can we capture 
this value despite 

competition?

Do we have the 
organizational 
capabilities
necessary to 
deliver it?
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #3

Do all scientific ideas have economic potential?

-Not Very Useful

-Can’t Implement

-Cost / Processes

X
X

X

X
X

X

-Social Constraints

-No “Market”

Potential
Economic
Value of idea

Value of
Scientific ideawww.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #4

Is it the case that
great ideas = pots of money?

X EMI- CT Scanner
Betamax

VHS Philips

Xerox Parc

-Competition
-Standards

-Managerial OversightGE-CT ScannerX

X Microsoft
-Licensing StrategyEconomic 

value 
captured 
by the 
startup
& Investors

Economic value
potential createdwww.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #5

Two main areas of technology strategy

• Value creation
– Does this technology or scientific idea create 

something of value for customers?
• Value capture

– Can we capture the economic value inherent in 
this idea in the face of competition?
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #6

What is a business model?

• Business model =
How do you plan to make money?

• Way you decide to transform your scientific 
ideas into economic value
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #7

The Business Model Mediates Between
the Technical and Economic Domains

Business Model:
¥ market

¥ value proposition
¥ value chain

¥ cost and profit
¥ value network
¥ competitive 

strategy

Technical 
Inputs:

e.g. 
feasibility, 

performance

Economic 
Outputs:

e.g. value,
price, 
profit

Measured in technical domain Measured in social domain
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #8

Value Creation

• What is your value proposition?
• What does this idea do for a group of customers?
• Valuable attributes belong to products not technologies

Technology MarketProduct/
solution
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #9

Many technologies can be used in different 
ways ….

• Which customers are most willing to pay?
• Where is this the most significant improvement?

• Which applications are the most technology do-able?
• Which applications are on the path to progress?

Technology

e.g. e-Ink

Product/solution

Product/solution

Product/solution

e.g.  Signage

e.g.  eNews

e.g.  eBooks
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #10

Value Capture
• Can we protect our competitive advantage (value proposition)?
• How will we deliver value to customers?

Technology Product/
solution

Market

What protective layer can we wrap around our 
technology, product & customers?
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #11

Four key ideas for start-ups:

• Intellectual property
– Controlling the knowledge underlying an innovation

• Secrecy
– No-on else knows how to do this

• Speed
– Moving rapidly beyond current competition & 

keeping ahead
• Lock-in customers

– Making it costly for customers to switch or 
becoming the standard
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #12

Many ways to deliver value to customers …

• Product or service?

• How far along the value chain?

• Interaction with competitive advantage & protection

Technology

e.g. combo-
chem

Product

Service

Drug discovery

e.g.  Library h’ware & s’ware

e.g.  Library service

e.g.  Pharmaco firm

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

56
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #13

Evolution of your technology strategy:
example of Millennium

Build Revenue:
Apply technology to 

different problems thru 
service contracts and 

maintain IPR

Build Assets:
Use alliances to 

develop key assets & 
new technologies

Firm founding:
Based on narrowly 

defined gene technology

Forward Integrate:
Move down the value chain 

internally & thru 
acquisitions
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Nuts and Bolts of Business Plans 
MIT Course 15.975 – Joe Hadzima

Session Topic:  Technology Strategy 
Professor Fiona Murray #14

Key Questions that MUST be addressed

• Does this idea create economic value?
1. What is the value proposition of the product? 
2. What is the market segment?

• Can we capture this economic value?
3. Can we protect our competitive advantage
4. Where in the value chain are we focused – how do 

we deliver the value?

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

58
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Richard P. Kivel - Chief Executive Officer, MolecularWare, Inc. 

Rich has over thirteen-years in senior executive roles with responsibility for defining and executing 

market strategy, business operations and the management of joint ventures and strategic alliances 

in the technology sector. His first company, Advanced Security Technology, Inc. he founded, 

developed and then sold. Later as Executive Vice President at RentGrow Software, Inc. he re-

engineered operations and sales to expand the company nationwide and assist in the company 

becoming the leader in credit evaluation software. After helping lead a successful turn-around at 

RentGrow, Rich joined Net Daemons Associates (NDA). As Vice President of Sales Rich was 

responsible for managing sales, and business development relationships of this IT systems and 

network consulting firm. He took NDA to new levels of revenue growth and national expansion. As a 

member of the Executive Management Team he played an active role in NDA's acquisition by 

Interliant, a publicly traded application service provider {ASP} and technology-consulting firm, of 

which he became Vice President and National Sales Director. He holds a M.S. in Management from 

Boston College and a B.A. from American International College. 
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The Nuts and Bolts of Business Plans

Business Models

Richard P Kivel

CEO

MolecularWare, Inc.

January 22nd 2004

6:00pm MIT
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Richard Kivel - MIT/ IAP 2004 2

Background
Career:

2001- Present - CEO, MolecularWare, Inc (company acquired in June 2003)

98-01- Director of Sales Interliant / NDA (company acquired Feb 1999)

96-98 - EVP, RentGrow Software, Inc.

91-96 - President, Advanced Security Technology ( company acquired Dec 1995)

Education:

American International College – BA

Boston College – MS

UPenn -- Advanced program in Genomics, Drug Discovery, Therapeutics

Other:

MIT 50K Entrepreneurship Competition, Mentor 96-98, Judge 1998- Present

Young Entrepreneurs Organization (YEO) Member 1994-Present

MIT Deshpande Center - Catalyst Program Executive
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What is a Business Model

def: This is the method by which a firm uses its 
resources to offer its customers better value 
than its competitors and make money doing 
so.

It tells who pays, how much and how often.
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Richard Kivel - MIT/ IAP 2004 4

Reality Check

28+ Million Firms in the U.S.

* 96% under $1 million in gross sales

* 3.6% $1-3 million in gross sales

* 0.4% $8-12 million in gross sales

-Most employ less than 50 employees.

* 17,000 $40-75 million in gross sales

*  Only 2,500 companies do more than $500 million.

* 500 +- companies in the world do over $11 billion 
*Bottom Line Consultants, Richmond VA
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Richard Kivel - MIT/ IAP 2004 5

The Right Ingredients

A Team with Relevant Experience

Market Size

Technology

Reasonable Projections

Competitive Advantage

Exit Strategy
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Business Models need to measure:

Revenues

Cost

Profit
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Which model do you choose...

Models depend many things including: 

Stage of development of your business

Your Value Proposition.
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3 Stages of Growth

Stage 1: Early Growth

Sales Driven

Flexible/Agile/Creative

Loose controls and procedures

Stage 2: Rapid Growth

Delegation

Operations Driven

Focus is internal

Stage 3: Late Growth

What used to work no longer  does.

System become obsolete. 

Lose touch with customers
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Five Critical Growth Drivers:

1- Market Intelligence

2- Strategic Leadership

3- Clarity of Purpose & Direction

4- Strategic Planning

5- Infrastructure
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Corporate Values and Business Models

Southwest -vs- Virgin Air

Wal-Mart -vs- Nordstrom's

Dell -vs- e-Machines

Piaget -vs- Swatch

Amazon.com -vs- The Mall

MobileStar -vs- RoomLinX

VirtualInk –vs- Smart Technologies
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Different Models to Evaluate
Direct Mass Media

Retail Telemarketing/ Phone 
Sales

Channels, Distributors
and Partners

Trade Shows and 
Conferences

OEM Channels Internet - Web
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Three Examples of…

Direct

Distributors, Channels & Partners

Original Equipment Manufacturer (OEM)
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Richard Kivel - MIT/ IAP 2004 13

Direct Sales

Positives:

High Contact

Customer relations

More Control

Multi Purpose 

Experts in the field

Negatives:

Free Consulting

May not like rep or rep 
leaves

High Cost

Gains lots of company 
knowledge

Retention
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Distributors. Channel, Partner Sales

Positives:

Cost of Sale is Low

Hands-off Sales

Exposure in new 
markets

Credibility

Competitive Edge

Negatives:

Up-front fees

No control

Distant clients

Performance

Technical Pressure

Require lots of attention 
and training
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OEM Channels

Negatives

Competitor envy

Two way street

Or not

Technical pressure

Channel Conflict

Positives:

Prestige and Publicity

List Sharing

Royalties / steady 
revenue stream

Increase Market 
Presence

Technical Control
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Others:

Telemarketing/ Phone Sales

Trade Shows, Conferences

Internet- Web

Retail

Mass Media
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How do you know your 

succeeding?

What do you measure?
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Fort 500 $289k avg  rev p/e

Small Biz $100k avg rev p/e

Microsoft $250k avg PROFIT!

Fort 500 $289k avg  rev p/e

Small Biz $100k avg rev p/e

Microsoft $250k avg PROFIT!

What are the Value Drivers you need to measure? 

Sales/
Revenue

Profits, Gross 
or Net?

Rev per 
employee
** (see above)

Rev per SQ 
foot

Billable Hours Utilization Rate

Closing Rate Sales Cycle Average Sale

Market Share Number of 
clients

Share Price
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Re-Cap #1

Do you have the right TEAM?

What STAGE is your Company?

What MODEL is most common in your 
industry?

What does your customer VALUE?

What do you MEASURE?

Prepare for CHANGE!
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Business Strategy
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A Business Strategy needs to 

address more then…

Revenues

Cost

Profit
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Five Critical Growth Drivers:

1- Market Intelligence

2- Strategic Leadership

3- Clarity of Purpose & Direction

4- Strategic Planning

5- Infrastructure
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Successful Companies have a Leverage 

Point that allows them to leap past their 

competitors!

Scalability

High Switching Cost

Speed

Pricing

Service
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The Leverage Point Matters!

Amazon

RoomLinx

Boston Chicken

Jamba Juice

Match.com

AOL

Virtual Ink

Partnership w/ Distributors

Proprietary Technology

Speed via Franchise Model

Speed or lack of..

Network Effect

High switching Cost

Price Performance 
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Closing thoughts

The Right Team

Mentors

Advisors

Networking

MIT, MIT , MIT

No fear
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Thank you!

Richard P Kivel

CEO

MolecularWare, Inc.
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The 16th Annual
The Nuts and Bolts of Business Plans

MIT Course 15.975
January 2005

Image by MIT OCW.

Joe Hadzima
(MIT S.B., M.S. in Management; Harvard Law)
Senior Lecturer, MIT Sloan School

Managing Director, Main Street Partners LLC
Joost Bonsen Yonald Chery

MIT Sloan Graduate Student MIT Course 6, PhD Candidate
Former Lead Organizer, MIT $50K Competition                     $50K Finalist, Founder Virtual Ink

Mark Roberge
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January 2005 The Nuts and Bolts of Business Plans
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2

MIT Course 15.975
3 Credits   Pass/Fail
Class Attendance Required
Written Requirement

-Executive Summary 
-Of an Idea you are thinking about
-Or of a product/service coming to market today

-Team Efforts Encouraged
-Email by Thursday with Team/Idea

The Nuts and Bolts of Business Plans
Course Information
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Course Schedule
6:00pm to 9:00pm

• BUSINESS PLAN BASICS - Monday, January 10
• MARKETING, CHANNELS AND SALES – Tuesday, January 11
• REFINING AND PRESENTING YOUR VENTURE IDEA – Wed, Jan 12
• NIGHT AT THE MOVIES:  TECHNOLOGY STRATEGY; TEAM DYNAMICS –

Thurs, January 13
• BUSINESS MODELS; FINANCIAL PROJECTIONS – Tues, January 18
• PITFALLS AND PLAN EXECUTION – Wed January 19
• FORECASTING MARKETS: THE CAPITAL UPDATE FOR 2005 – Thurs 

January 20**
COURSE READER.   CHECK CLASS WEBSITE FOR ASSIGNMENTS ETC

** In conjunction with the MIT Enterprise Forum Satellite Broadcast- 7:00pm-9:00pm.  
Networking and Sign-In at 5:30PM

Background Image by MIT OCW.
www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

88
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



January 2005 The Nuts and Bolts of Business Plans
Joe Hadzima

4

Why Should You Be Here?

• 16th Year, 2,200+ have attended, multiple companies started
• Who Am I ?
• Why Do We Do This Course ?

•Feedback and Giveback
• Who Should Take This Course ?
• Take This Course For CREDIT
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Who Are You?
15.975 Pre-Registered Students 2005

46%

54%

Management
Non-Management
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6

What Do You Want To Learn?
• From a Sloan MBA with Bachelors in Physics  Masters and PhD in
Applied Physics (Minor EE):

• “learn how to write a business plan that will be viewed favorably by  possible 
funders”
• “learn how to determine the prospects for a start-up to help choose what are 
and are not good opportunities and to map strategic course for chosen startup”
• “hear general views from experts on what type of companies do well and 
which ones don't”

• From an EECS Undergraduate:  
• “I hope to gain insights into what it takes to start a business, and hopefully be 
inspired to act upon my entrepreneurial interests in the future”

• From a Course 10 Chemical Engineering Undergraduate:
• “I look forward to being introduced to the type of material I will study to earn 
an MBA.”
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What Areas Interest You ?
• Energy technology including nuclear (fission), hydrogen, and renewables
• Real Estate Finance and Development    Investment    China opportunities
• Industries: High Tech Products / Medical Products.
• Nanotech/tinytech and biotech
• Strategic Planning  Heavy Industry
• Finance and Stock Market
• Overseas software outsourcing (China).
• How scientific and technological innovation in academia can be transferred into 
commercially viable products and businesses.  
• Hard copy communication industry and package delivery services
• Alternative fuels/energies both for automobiles and in other applications.   
Aerospace and possibilities of commercial spaceflight.
• Nonprofits,  entrepreneurial skills, technology
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How Are We Going To Meet These 
Interests/Needs?

• We Can’t and We Won’t
• At Least You Probably Won’t Think So At The End Of The 
Course

• But We Probably Will
• When You Look Back On The Course A Few Years Out
• That Is What Your Predecessors Continue To Tell Us

H   =    E
R
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SESSION 1:  BUSINESS PLAN BASICS
• The Business Plan - A SUPPORTED VISION

Te
ch

no
lo

gy

In
te

lle
ct

ua
l

Pr
op

er
ty

Ma
rk

et
An

aly
sis

Co
m

pe
tit

ive
An

aly
sis

Sa
les

 an
d

Di
st

rib
ut

io
n

Te
am

Fi
na

nc
ial

Pr
oj

ec
tio

ns

Detailed
Support/Foundation

Full Business Plan

PowerPoint Presentation

Executive Summary
Elevator Speech

Mission/Vision Statement 1 paragraph
30 seconds

2-5 pages

10-15 minutes

20-30 pages
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SESSION 1:  BUSINESS PLAN BASICS

What We Will Discuss Today:
– Why Write A Business Plan?
– What Should Be In A Business Plan?
– The Business Plan As A Financing 

Document
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SESSION 1:  BUSINESS PLAN BASICS
Why Write a Business Plan?

– Because I have to...
– Needed for financing
– Strategic partnering
– To explain business to customers/suppliers
– To attract key people
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SESSION 1:  BUSINESS PLAN BASICS
Why Write a Business Plan?

– Because I Need to Understand My Business
• The Business Plan is a result of a PLANNING 

PROCESS
• People don’t Plan to Fail; they Fail to Plan

– Who are your customers?
– Why will the buy your service or product?
– What will they pay?
– How will you make and deliver the service/product
– What resources (people, money, technology) will you 

need?
– Can you make money/create value?
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SESSION 1:  BUSINESS PLAN BASICS
• Types of Plans

• Operational plans
• External plans

– Summary Plan
– Full Business Plan

• Who should write the Plan?
• CEO alone?
• The team?
• A hired writer/consultant?

You need to OWN the Plan
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?
• Size/Packaging Of The Plan

• Avoid the 3" thick binder
• Separate binding of Executive Summary?
• How to bind?

– staple
– spiral
– Velabind
– Accubinder

• Appearance should be professional but not 
overly slick
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– The Plan is a SELLING DOCUMENT
– Don't lose sight of the vision
– The excitement must come through
– The Plan should project your image

– BUT:  The Plan Must Be Defensible
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– Elements of a Plan
– Executive Summary
– The Opportunity and the Company and its Services/Products
– Market Research/Analysis
– Economics of the Business
– Marketing Plan
– Design and Development Plan
– Manufacturing and Operations Plan
– Management Team
– Schedule
– Critical Risks, Problems and Assumptions
– The Financial Plan
– Appendices

Notice That “Technology” Is NOT A Section
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?
• Elements of a Plan

– Executive Summary - Tonight
– The Opportunity and the Company and its Services/Products – Tonight
– Market Research/Analysis – Session 2 and Session 3
– Economics of the Business – Session 5
– Marketing Plan – Session 2
– Design and Development Plan – Tonight and Session 4
– Manufacturing and Operations Plan – Session 5
– Management Team – Session 4
– Schedule – Session 5
– Critical Risks, Problems and Assumptions – Session 3
– The Financial Plan  – Session 5
– Appendices
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– Cover Page
• Name of Company
• Address
• Telephone/fax/email
• Confidentiality legend
• Securities law legend
• Control numbering of copies
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– Table of Contents
• Put one in
• Include page numbers
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– Executive Summary
• An Executive Summary is

– NOT an introduction
– NOT a preface
– NOT a random collection of highlights

• An Executive Summary IS the Business Plan 
in miniature
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-Executive Summary (continued)
• Size

– Two pages (preferable) to five pages (max)
• The Executive Summary must be

– Logical
– Clear
– Interesting/Exciting

• The Executive Summary is like a RESUME
– If it gets the reader’s attention, the rest gets read
– The Elevator Speech is to the Exec Summary as the 

Exec Summary is to the Full Plan
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-Executive Summary (continued)
• The Executive Summary tells

– Who you are
– What your strategy/vision is
– What you are doing and/or propose to do
– What is the market
– How many $$$$ do you need and what will you do with 

them
– What your SUSTAINABLE COMPETITIVE ADVANTAGE is

• When the reader is finished he or she should be able to tell 
someone what you are up to.
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-Executive Summary (continued)
• The Executive Summary Should Contain:

– Description of the Business Concept and the Business
– The Opportunity and Strategy
– The Target Market and Projections
– The Competitive Advantages
– The Economics, Profitability and Harvest Potential
– The Team
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– The Body of the Plan-
• The Opportunity

– What is the Market / Opportunity?
» How big is it now?
» What are the trends- how fast is it or will it 

grow?
– Why Is This Time The Right Time For Your 

Product/Service?
» Convergence of Opportunity and Solution
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-The Body of the Plan
• Market Analysis

– Existing and planned products in marketplace
– Market segments
– Market players/competition

» Competitive Advantages
– Estimated Market Shares

» Current Players
» You
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-The Body of the Plan
• Marketing Plan

– What is your Marketing Strategy?
– Pricing and Distribution

» Pricing and margin erosion
» Distribution must match strategy/pricing

– Sales Tactics
» Who will be the first customer, second 

customer etc.?
» How will you reach the customer?

– Advertising and Promotion
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-The Body of the Plan
• Development Plan

– Where is development today- product status
– What development is needed?

» Time and resources needed for development
» Do you have to produce a complete product to 

get going?  Avoid “Nuclear Fusion”
– Difficulty and Risks
– Product Pipeline Plans
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan? 

-The Body of the Plan
• Action Plan

– What Will You Do and When?
» Identification of “Credibility Testers”
» Sequencing to build VALUE
» Eliminate or Reduce Dependencies
» Coordination of Schedule, Value Recognition 

Events and Financing Requirements
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SESSION 1:  BUSINESS PLAN BASICS
• What Should Be In A Business Plan?

– Appendices
– Separately Bound Volume
– Resumes of Principals
– Product Literature
– Trade Press/Business Press
– Patents (front page)
– Testimonials Letters
– Technical Information
– Confidentiality
– Technical person to technical person discussion
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SESSION 1:  BUSINESS PLAN BASICS
• Fine Tuning/Targeting the Plan

• Have an Independent Reader Review the Plan
– One or more independent readers for feedback:

» Retired industry pro?
» Customer(?)
» Consultant?
» Professor?
» Accountant- yes definitely
» Lawyer- yes definitely
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SESSION 1:  BUSINESS PLAN BASICS
The Business Plan As A Financing Document

(Excerpts From Materials Prepared By Lita Nelsen, Director of MIT Technology Licensing Office)

• A.  First Reading:  Like a Resume
– Make The Cut, So That You Get An Opportunity To 

Tell Your Story
• B. Second Reading:  Justify The Investment
• C. Third Reading:  Commit To A Plan

– That You And The Investors Can Live With.
• REMEMBER:  If you don’t make the FIRST 

CUT, B and C never happen.
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SESSION 1:  BUSINESS PLAN BASICS
The Business Plan As A Financing Document

– MAKING THE FIRST CUT
– An Idea Too Good To Ignore
– A Financial Promise Too Good To Turn Down
– A Team Good Enough To Believe In
– An Action Plan That’s 

» Credible
» Focused

– Details That Give Assurance of Insight, Commitment 
and Follow Through

– Format and Style That Show
» Passion 
» Sanity
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SESSION 1:  BUSINESS PLAN BASICS
The Business Plan As A Financing Document

• . WHY PLANS FAIL THE FIRST CUT
– Insufficient Market
– Non-Credible Technology

» Too Wild
» Too Blue-Sky (Unproven)
» Not Protectible
» Too Mundane

– Investment Too Large For The Promise
– Failure to Understand The Market
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SESSION 1:  BUSINESS PLAN BASICS
The Business Plan As A Financing Document

• . WHY PLANS FAIL THE FIRST CUT (cont.)
– Action Plan Not Credible

» Too Optimistic
» Naïve About The Hurdles
» Runs Off In All Directions
» Not Ambitious Enough
» Regulatory Barriers Insufficiently Addressed
» Gaps Filled By Handwaving
» No Promises At All

– Team Not Credible
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SESSION 1:  BUSINESS PLAN BASICS
The Business Plan As A Financing Document

• COSMETIC” REASONS FOR FAILING THE FIRST 
CUT

– I Can’t Understand It.
– Filled With Market Or Technology-Specific Jargon

» i.e.,  WHAT IS THE BUSINESS?
– Naïve Projections
– Sloppy:  Misspellings, Poor Grammar, Poor Quality 

Printing
– Too Damn Long
– Ignores The Basics
– “Forget Marketing, My Technology Is Best”
– Naïve (or Terrible) Writing
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SESSION 1:  BUSINESS PLAN BASICS

• SUMMARY
– We Have Covered

• Why Write A Business Plan?
• What Should Be In A Business Plan?
• The Business Plan As A Financing Document
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SESSION 1:  BUSINESS PLAN BASICS
• The Business Plan - A SUPPORTED VISION
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Full Business Plan

PowerPoint Presentation

Executive Summary
Elevator Speech

Mission Statement 1 paragraph
30 seconds

2-5 pages

10-15 minutes

20-30 pages

Detailed
Support/Foundation
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Yonald Chery

The Virtual Ink Story
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SESSION 1:  BUSINESS PLAN BASICS

NEXT TIME:  
• TUESDAY Jan 11, 6:00pm

MARKETING, CHANNELS AND SALES
-Bob Jones, Sloan 77, Serial Entrepreneur
– Moore, Geoffrey A., Crossing the Chasm, Marketing and Selling 

High-Tech Products to Mainstream Customers, Chapter 1 and 2, 
Focus on the descriptions of markets in Chapter 2. 
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Terry Heagney is a lecturer at the Sloan School, MIT, where he has taught managerial communication for the last 
three years. Before that, he was corporate vice president for external affairs for Houghton Mifflin Company, 
where he was in charge of media relations, government relations and all corporate communications. He served on 
the board of the Huntington Theater from 2000 to 2002, taught a graduate course in publishing at Emerson 
College in 1996-97, and spent a number of years acquiring, developing and marketing college textbooks for 
Prentice Hall, Prindle, Weber & Schmidt and Houghton Mifflin. He has his AB from Harvard and his PhD in 
English Literature from Boston College. 
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Analyzing the Situation


C O N T E X T 

Audience 

Purpose 

Communicator 

Communication for Managers
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Deciding on a Strategy


Content Structure 

Managerial Style Channel 

Communication for Managers
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Deciding on Your

Managerial Style 

Managerial Style 

Tell 

Sell 

Consult 

Join 
Low 

Writer/ 

Speaker 

Control 

High 

Low 
Audience Involvement High 

Communication for Managers
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Approaches to Structure


Direct Indirect 

Informative 
Main points followed 

by subsidiary points 

Subsidiary points 

preceding main point 

Persuasive 
Recommendation 

backed by arguments 

Arguments leading 

to recommendation 

Communication for Managers
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Deciding on Structure: 

Rhetorical Concerns 

Communication for Managers 

High
Audience 

Involvement 
Low 

Direct 

Structure 

Audience 

Bias 

Positive 

Direct 

Structure 

Negative 

Your 

CredibilityHigh Low 

Direct 

Structure 
Indirect 

Structure 
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Deciding on a Structure:

Balancing Factors 

Cognitive 

Processing 

Factors 

Rhetorical 

Factors 

Factors affecting 

general audiences 
Factors affecting 

specific audiences 

•Memory curve 

•Cognitive framework 

•Audience bias 

•Audience involvement 

•Context 

Communication for Managers
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Deciding on an Structure:

Cognitive Processing Constraints 

most 

Typical 

extent of 

audience 

recall 

least 

beginning Position in talk or document end


Communication for Managers
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Seven Ways to an Effective 

Presentation 

• Create a Strategy 

• Respect the Medium 

• Compose for the Ear 

• Focus on the Introduction & Conclusion


• Polish Delivery 

• Use Visual Aids Effectively 

• Prepare for Questions 

Communication for Managers 
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Charlie Tillett 
Charlie Tillett, who graduated with a SM from Sloan in 1991, was CFO of NetScout 
Systems from 1991 until January 2000. During  that time, he completed venture 
financings for $6MM and $45MM as well as an IPO in August 1999. He also had 
responsibility for budgeting, financial reporting, accounting, HR, and MIS. He is 
currently consulting to a number of early-stage technology companies. 
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YONALD CHERY 
President & CEO, MOK3, Inc. 

Mr. Chery has spent over 10 years involved in high-technology, both as an MIT 

researcher and as a high-technology entrepreneur. At Mok3, Mr. Chery oversees all 

business-related functions, assists Dr. Oh with intellectual property development, and 

develops product and market strategy. Prior to Mok3, he has spent last 6 years as an 

entrepreneur having started two companies: Virtual Ink and Newbury Networks. 

Mr. Chery was the founding executive of Newbury Networks, funded by idealab!'s Boston 

incubator. He served as CTO and Vice-President of Engineering of Newbury Networks, 

responsible for all product development related activities and intellectual property 

development. In addition, he identified and developed early key customer accounts. 

Mr. Chery founded Virtual Ink in 1997 with his graduate school colleagues and served as 

a Director and as CTO until March 2001. He conceived the flagship product, mimio, a 

portable retrofit pen-tracking system that records handwritten notes from a conventional 

whiteboard to a personal computer. The business was launched while at MIT and won 

$10,000 in 1997 in the prestigious MIT $50k Entrepreneurship Competition. To date, 

Virtual Ink has shipped over 100,000 units of mimio worldwide for over $15 million in 

revenue. 

Mr. Chery currently holds 10 patents in the United States, 4 patents in the United 

Kingdom, with several more pending in the United States, Europe, and Asia. Mr. Chery 

often speaks about technology strategy, team-building, business plan development, and 

entrepreneurship and has lectured on such topics at MIT's Sloan School of Management. 

Mr. Chery is an active member of the Boston chapter of Young Entrepreneurs' 
Organization (YEO), having recently been a finalist for the 2001 YEO Edison Award. Mr. 
Chery holds a B.S. in Electrical Engineering, M.S. in Electrical Engineering & Computer 
Science, and is a doctoral candidate in Electrical Engineering, all at MIT. 
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"Outside Directors: Do You Need Them 
And Where To Find Them"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)  

In the past two weeks, I have attended Board of Director meetings of five different 
privately held entrepreneurial companies.  Three were required to elect a representative 
of their venture capital investor firm to the Board.  The other two had sought out good 
outside directors for other reasons.  What if you don't have outside investors or if you are 
not required by your financing sources to have an active Board? Should you bother? 

The Basics.  

As a matter of law, a corporation must have a Board of Directors.  The directors are 
elected by the stockholders and have the responsibility as the representatives of the 
stockholders to oversee corporate operations.  In the United States, a Director in his or 
her capacity in this role, does not have the power to sign contracts or commit the 
corporation legally.  The Board elects the officers, who are responsible for the day to day 
running of the corporation and who have the power to sign contracts under provisions of 
the bylaws, corporate law and specific Board authorization.  There is no limit on the 
number of directors that a corporation can have.  A Delaware corporation can have as few 
as one director.  A Massachusetts corporation needs only one director if it has only one 
stockholder, two directors if only two stockholders and three directors if there are three or 
more stockholders.  

Beyond the Law.  

So the short answer is, "Yes, your corporation does need a Board of Directors; it's 
required by law."  But let's get to the more interesting question, "Who should be on the 
Board?"  I have read many business plans and have observed many entrepreneurial 
startups.  Experience tells me that a venture with a Board of Directors consisting of 
management and family or friends is a real "red flag" situation.  Usually management has 
its nose so in the day-to-day, short-term firefighting trenches that it can easily miss the 
big picture forces which can make or break the venture.  Having your only "outsiders" be 
friends or family members usually doesn't make the situation any better because it either 
gives you a false sense of "everything is going well," or can degenerate into interpersonal 
issues which are unrelated to the business.  I have another client who I had been after for 
four years to get some outside board members, but he kept procrastinating. Finally, he 
took in some venture capital money and had to have a "real Board."  After three months 
of a "real Board," he not too grudgingly admits that he should have done this sooner. 
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A Director's Job Description.  

So you are convinced, or are at least willing to consider, that an active outside Board of 
Directors is a good idea.  What do you look for in a Director, and how do you find them?  
Approach Board composition the way you hire employees.  What job/role do you need 
represented on the Board?  Consider preparing a job description to help you figure out 
what type of person you need on your Board.  Directors can have relevant industry 
experience, general business experience, growth company experience, financing 
expertise, strategic contacts, financial community credibility and many more attributes.  
Which is most critical for your business?  Not every director will have all of the desired 
attributes and not all of these attributes may be needed at the same time—some are more 
important in the short term while others might be more critical over the longer run.  
However, think twice before you invite someone on the Board who will not be making a 
sustained long-term contribution to the company.  When you have a discrete short-term 
non-repetitive task in your business you usually don't hire a full time employee to do it.  
Instead you might use an independent contractor or a part-timer.  The same applies to 
Directors. 

Hunting for Directors.  

Where do you find these director types?  There is no one place, but it is like fishing—to 
catch bluefish, go where the bluefish are.  Ask other entrepreneurs where they found their 
directors.  Check with your accountant or lawyer.  Look around industry associations—
the Massachusetts Software Council, the MIT Enterprise Forum, etc.  Read Boston 
Business Journal to find an entrepreneur who has just sold his or her business and might 
have time available.  Check out annual reports of public companies to find their directors 
or perhaps their senior management.  The National Association of Corporate Directors 
has an active New England chapter.  As with any hire, do your homework and check the 
references and reputations of your potential directors. 

Closing the Deal.  

In a recent survey discussed in a Deloitte & Touche publication, "the opportunity to 
contribute and be part of a force for change" was cited by 74 percent of Fortune 1000 
directors as the single most important reason for being a director, followed by "respect 
for the CEO" at 61percent.  I have seen very busy people respond very favorably to an 
approach that says in effect, “I have a specific role which is important to me for these 
reasons, I believe you would be perfect in this role for these reasons.”  With this approach 
even if the person can't commit to being a director, you probably will win the admiration 
of the person and perhaps even their support on specific, less time-demanding tasks you 
might have in the future.  Be sure to make sure you and the director candidate have 
calibrated on the time commitment expected/available.  

Compensation.  
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You should certainly pay all expenses of your directors for their Board related activities.  
Venture capital representative directors are usually not separately compensated for 
director duties.  According to one study, in 1995 directors of public manufacturing 
companies with under $200 million in sales received a median of $18,500 in 
compensation and approximately 81percent of the companies used a combination of a 
yearly retainer and per-meeting fee [see National Association of Corporate Executives, 
nacdowww.nline.org].  However, a privately held growth company probably can't afford 
to pay good directors in cash what they are really worth.  Stock or options are a nice way 
of handling this, and relatively small amounts can work for compensation for normal 
director activity.  Separate consulting services provided by directors should be the subject 
of separate compensation.  Although situations differ, remember that most directors value 
the experience of working with energetic management and other quality people. That is 
most likely their real reward. 

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Don't Bore the Board of Directors (How 
To Use A Board Effectively)"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

In other columns, I explained why you need a Board of Directors, how to select directors, 
and how to compensate them. Now that you have a great Board, what exactly do you do 
with it? Boards, being composed of people, come in a variety of sizes and shapes. Not 
surprisingly, there is no one "recipe" for effective use of a Board, but here are some ideas 
and observations.  

Board Size.  

Size and the resulting group dynamics will dictate much of how you deal with the Board. 
Most entrepreneurial private companies I see have Boards comprised of three to five 
Directors. Some have advisory boards (e.g., a Science Advisory Board) which are larger, 
but the legal Board usually does not exceed five in number and rarely is greater than 
seven. Larger public companies usually have larger Boards, partly because of the need to 
have specialized committees (e.g., Audit Committee, Compensation Committee). As with 
Congress, in larger Boards much of the important work occurs in the committees.  

Assuming you have a manageable size Board of Directors, what do you do with it? First, 
you should try to establish a working relationship with each individual Director. As 
mentioned in other columns, you should have a "job description" for the Directors you 
choose. If you have found a Director who meets the specific job description, the result 
will be a set of on-going interactions, both outside and inside the Board of Directors 
Meeting.  

Outside of the Board Meeting. 

In recruiting a Director, you should have worked out the Director's level of activity and 
attention, both in terms of the number of Board Meetings expected, and, if the "job 
description" includes it, interactions outside of the Board room. These outside 
interactions with individual Directors are your opportunity to obtain individual advice 
and assistance. Establish a format which works for the individual Director and for you: a 
weekly breakfast, a monthly lunch, twice-a-week telephone calls, frequent email, a tennis 
match followed by a half hour discussion by the juice bar, whatever works.  

The Board Meeting.  
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The strength of the Board of Directors system comes from the collective action of 
experienced and informed people. It follows that the Board Meeting has to be a 
combination of information transfer processes and resulting decision making. Board 
Meetings rarely last all day unless some major event is being considered such as an 
acquisition. For a normal Board Meeting, plan on a minimum of one to two hours, more 
typically three to four hours.  

Information.  

Because time is limited, you should "offload" as much of the background information 
transfer process as possible so that the Meeting can focus more on decision making. The 
"Board Package" is the main method of off-line information transfer and should be 
distributed to the Board with enough time for the Directors to be able to read and digest 
the material, but not so far in advance that the information is out of date. Plan on getting 
the materials to the Directors about three days before the Meeting. A typical package will 
contain the following: an Agenda, Draft Minutes of the Last Meeting, Financial Reports 
with Management Commentary, and Other Relevant Information. Be sure to keep the 
Directors informed of general developments between meetings—include the Directors on 
press release lists, product mailings, etc. It can be very annoying to a Director to find out 
something about the Company from a source outside of the Company.  

When and Where to Meet.  

The quality Directors you want are going to be very busy people so you need to get on 
their calendars. Schedule meetings as far ahead as possible. Early-stage growth 
companies may have Board Meetings once a month. As the Company becomes more 
established, the number of Board Meetings will tend to decrease to six or four per year, 
with perhaps more committee work filling in the gaps. Meeting dates often coincide with 
financial reporting periods (e.g., 15 to 20 days after the end of a month or quarter) or 
major industry events (e.g., after the major trade show). Special meetings will be needed 
to approve financings. The time of day for the meeting will depend on whether your 
Directors are all locally based or have to travel, and whether you and they are "morning" 
or "afternoon" people. I find morning meetings, like morning doctor visits, work best 
because people tend to get behind schedule as the day progresses. Most meetings are held 
at the Company's facilities so make sure the place looks presentable and that your people 
are aware that the "suits" will be there.  

The Agenda.  

You will have to experiment to find the right formula for the Meeting itself, but use an 
Agenda to keep things on track and moving. A typical Agenda will include: Approval of 
Past Minutes, President's Report summarizing and highlighting (not duplicating) 
developments reported in the Board Package, Operations/Marketing Report, Financial 
Report, Old Business, and New Business. The "Operations/ Marketing Report" segment 
varies from company to company. For example, one of my software clients is working on 
its first product release and the Board spends a good deal of time on engineering, product 
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features, and market positioning issues. Another client is facing manufacturing and 
distribution problems so the Board has been focusing on those issues. In each case, the 
Board hears reports from middle to upper-middle managers, which allows the Board to 
get information that is relatively unfiltered by senior management and keeps the lower-
level managers on their toes.  

Be sure to allow enough time for New Business or the "legal stuff" like approval of stock 
options, etc. Many companies put these at the end of the Agenda, which can be a problem 
if the meeting is running late and people have to leave. Some Boards like to see 
specifically worded legal resolutions, in which case make sure they have been prepared, 
while others will approve items in general terms, leaving it to the lawyers to draft up the 
minutes. I recommend previously drafted resolutions if the issues involved are complex; 
it avoids confusion as to what was intended.  

A Board of Directors is a legal requirement, but you can turn it into a business asset by 
following some of these tips.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"A Little Advice On Advising: Three 
Models of Success Will Help"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

You can't pick up a business magazine these days without reading something about the 
virtual corporation—the idea of forming "alliances" or "relationships" in order to 
accomplish business goals—rather than building a big inflexible infrastructure of people.  

While that may seem like a novel idea, the fact is that successful entrepreneurs have been 
doing such things for years, not because it's "faddish," but because they usually have very 
limited resources at the outset.  

An entrepreneur certainly should seek professional advice from his/her accountant and 
lawyer. Yet, too many fledgling entrepreneurs either don't seek out advice from 
experienced business people or just don't make effective use of such advice.  

There are three basic advisor models that I have seen used successfully: an individual 
advisor, an advisory board, or a board of directors. Most entrepreneurs ought to avail 
themselves of all three models.  

Individual Advisor.  

An individual advisor might be a retired executive, a successful entrepreneur, a former 
co-worker or even a peer. In most cases that I've observed, the individual advisor's role is 
centered on a specific task or area of experience or expertise.  

For example, Paul, one of my startup clients, has a product that will be sold to the defense 
and automotive industries. He has established an informal advisor relationship with 
Kevin, a semi-retired former General Electric executive who has years of experience in 
dealing with the government and large manufacturers. Over the past year, advisor Kevin 
has given entrepreneur Paul invaluable advice about pricing, contract  
strategies and dealing with subcontractors. Paul figures he has saved more than $50,000 
as a result of just one recommendation that Kevin gave in dealing with an injection 
molder. Kevin also has been able to use his lifelong contacts to give Paul leads to other 
potential advisors with expertise.  

Advisory Boards.  

A more formal advisor-board model will enhance the appearance (i.e., increase the 
valuation) of an entrepreneur's business. In addition, the dynamic interaction of the 
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various advisors will benefit everyone. That may be obvious, but it came home to me 
recently in my dealings with Bob, another startup client of mine.  

Bob has a great deal of experience in the computer and information industry. He left his 
job last year to pursue an idea he has that involves the Internet. His partner, Fred, still 
works at Bob's old employer, but plans to leave next year and join Bob full-time. Bob and 
Fred have put together a three-person advisory board, consisting of a former business 
school classmate of Bob's, who is now president of a  
thriving retail catalog business; a strategy consultant, who has experience in corporate 
partnering; and me.  

Bob and Fred approached each of us with a simple business proposition: "Join our 
advisory board. We'll meet evenings, pay you a very modest amount, buy you dinner, and 
share with you our insights into this field. We'll educate you, and each of you will get the 
opportunity to interact with other experiences and successful people. If it looks like we 
have a real business opportunity, then we can talk about how we might work together."  

The advisory board has met four times for a total of about 20 hours. Everyone has 
benefited. Bob and Fred have worked hard to pull together information about emerging 
technologies that will be useful to each advisor in his or her business. We have pressed 
Bob and Fred to refine their business concept.  

Equally important, we all have tried to eliminate "hidden agendas" by being explicit in 
the group about what we want to get out of the process. The retail catalog president is a 
complementary, but not competing, business, and figures the information Bob and Fred 
are assembling would cost quite a bit if purchased from a consultant. The strategy 
consultant and I similarly value the information and expect that, if things work out, we'll 
be involved at some point in a professional fee-paying capacity.  

Board of Directors.  

Every corporation is required to have a board of directors as a matter of law. In some 
cases, the legal board carries out all or some of the functions of the board of advisors, but 
the legal board has additional responsibilities and liabilities.  

Corporate directors, for example, are accountable to stockholders and have liability under 
a variety of statutes, ranging from securities laws to employment and environmental 
matters. For that reason, it's often difficult to convince experienced advisors to become 
directors.  

In addition, the entrepreneur often needs specialized advice over relatively short periods 
of time. In those cases, an individual advisor relationship or an ad-hoc board for a 
specific function often works better than trying to add the required expertise to the legal 
board of directors.  

Some Dos and Don'ts.  
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Whatever advisory model you choose, here are some points to keep in mind:  

1. Have a clear idea about what kind of advisor your want.  

2. Aim high. If you can articulate a clear reason why you want someone's advice, you'll 
be surprised at how often even "famous" people will devote time to budding 
entrepreneurs who have that "spark."  

3. Seek people with complementary skills and personalities.  

4. Don't think you have to pay a lot. You probably can't afford to pay a good advisor what 
s/he is worth, but you should be able to entice them to be a part of your vision.  

5. Don't waste the advisor's time. Figure out ways they can be a big help to you without 
requiring them to do a lot of work.  

6. Don't use an advisor's name in offering materials or the business plan unless you have 
asked permission. The advisor may have a good reason why s/he wants to stay 
anonymous.  

7. Don't plan on having the advisor invest money in your venture. Keep the advisor and 
investor roles separate. An advisor may eventually want to invest after s/he gets to know 
you and your business, but don't push the issue up front.  

We all can use good advice. By being creative and thoughtful, an entrepreneur can get the 
help s/he needs without spending a lot of money.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Seven Characteristics of Highly 
Effective Entrepreneurial Employees"  
by Joe Hadzima with George Pilla 

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

Fast-growing, entrepreneurial organizations need employees who regularly demonstrate 
entrepreneurial characteristics and work habits. Management of entrepreneurial 
companies must work diligently to recognize, identify and attract this type of employee 
during the recruitment process. This helps to assure a steady stream of the people with the 
"Right Stuff" to fuel growth of the venture.  

Employees come in all shapes and sizes with all sorts of different skills and quirks. Their 
outlook and approach has been tempered by past experiences, good or bad. In the 
relatively short period of time which you have to do hiring, you have to cut through the 
prospective employee's resume and verbal statements and figure out if he or she has the 
Right Stuff. This is really important because just as "a bad apple will spoil the barrel," an 
employee with the Wrong Stuff will drag your whole effort down. It would be one thing 
if a Wrong Stuff employee simply didn't contribute, but it is worse than that; he usually 
sucks up scarce management time, creates diversions for Right Stuff Employees, etc.  

So what are the characteristics of highly effective Right Stuff entrepreneurial employees? 
Here are a few to keep in mind as you interview potential new hires. 

1. Ability to Deal With Risk.  

An entrepreneur has to operate effectively in an environment filled with risk. The Right 
Stuff Employee can deal with risk and uncertainty. He is able to make progress towards 
goals and is able to make decisions when lacking one or several critical resources or data.  

2. Results Oriented.  

The Right Stuff Employee is results-oriented; she takes ownership to get the task done. 
She is a "can-do" person who demonstrates common sense in her decisions and actions, 
and is able to cut through and resolve problems which divert others. Her business 
judgment is sound and becomes stronger with each experience, decision or 
recommendation. While supervisors and managers may disagree with her ultimate 
recommendation, they usually agree that the alternatives she presents are reasonable for 
the situation at hand.  

3. Energy.  
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The Right Stuff Employee has high levels of enthusiasm and energy; he consistently 
generates output which is higher than could be reasonably expected. He is fully 
committed to the organization, its goals and overall success. Not only does he desire to 
make a contribution to results, he needs to see the results of his contributions quickly, not 
measured in years. He will seek out an organization that solicits and acts upon his ideas, 
gives credit where credit is due, and points out errors and poor decisions quickly and 
clearly. He performs effectively with limited supervision and is able to self-motivate and 
set priorities with minimal guidance.  

4. Growth Potential.  

The Right Stuff Employee's reach exceeds her grasp today. Today's Right Stuff 
Employee is often next year's supervisor and a department manager soon thereafter. She 
is willing to accept much higher levels of responsibility than is the norm for her position, 
title, experience level or salary. She acts as a strong role model, trains and coaches others, 
and soon begins to assume supervisory responsibilities, again much earlier than would be 
expected in a normal corporate environment.  

5. Team Player.  

The Right Stuff Employee is a true team player; she recognizes how her role contributes 
to the overall effort and success of the organization. She accepts accountability and 
ownership for her area of responsibility and expects others on the team to do the same. 
She also recognizes the roles and contributions of others and applauds their efforts 
sincerely.  

6. Multi-tasking Ability.  

The Right Stuff Employee is flexible to accept new duties, assignments and 
responsibilities. He can perform more than one role until the incremental duties and 
functions assumed can be assigned to co-workers in newly defined roles. He is also 
willing to dig in and do grunt work tasks which eventually will be performed by lower 
level employees.  

7. Improvement Oriented.  

The Right Stuff Employee is more than willing to challenge existing procedures and 
systems in a constructive way; to her, the status quo is temporary. She suggests changes 
and improvements frequently and encourages others to do so also. Right Stuff Employees 
are easier to manage in some ways, but require a higher level of management 
involvement in others. Ordinary (average) employees will not produce extraordinary 
results over time; Right Stuff Employees will generally produce extraordinary results 
consistently over time. Unfortunately, unless properly motivated, managed and rewarded, 
Right Stuff Employees could perform at lower levels and only produce ordinary results. 
So what makes a Right Stuff Manager?  
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First of all the Right Stuff Manager must herself have the characteristics of the Right 
Stuff Employee. Beyond that, she must have the basic skill set of sound business 
judgment, practical hands-on experience, general management skills and common sense. 
She must be committed to and contribute to the organization's vision and mission, and 
must convey this commitment in multiple ways: written, verbal, and through actions. She 
needs an awareness, understanding and interest in the technology trends that affect the 
venture and its customers.  

Externally, the Right Stuff Manager must be able to identify and build creative strategic 
relationships, especially for partnering opportunities in areas of limited resources. 
Internally, he must effectively produce and manage change as the organization evolves, 
gaining enthusiastic support for change and improvements from the Right Stuff 
Employees in the ranks.  

So when you interview each new employee or manager, look beyond the mere facts of 
the resume and ask yourself is this a "Right Stuff" person? You are most likely 
interviewing the person because of the resume. Now is the time to put the resume aside 
and focus on the "Right Questions." 

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Employment Pitfalls Part One"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

When I graduated from MIT some thirty years ago (how time flies), my first job was as 
the third employee of a startup company in Cambridge (some things don't change).  Life 
seemed simple then—I worked long hours programming on a mainframe computer (PCs 
did not exist) and they paid me a weekly salary.  New England was losing textile and 
shoe factories to the Southeast, the unemployment rate was high, and a few (very few) 
high-tech companies were being formed.  There was no legal specialty called 
"Employment Law" (the closest area was Labor-Management Law, i.e. union stuff).  
Today much has changed, especially in the employment area. 

There hopefully comes a point in the development of an entrepreneur's business when he 
or she has to hire or retain others to do some of the work.  Since the main assets of most 
high-tech companies go home at night (or perhaps work all night), getting the 
employment thing right is critical for the success of the venture.  Here is a partial 
checklist of legal things to think about when paying others to do work for you: 

Employee vs. Independent Contractor.  

Employers pay payroll taxes, Social Security/FICA, and unemployment taxes on 
employee salaries.  If you hire independent contractors, then these taxes are primarily the 
responsibility of the contractor and the effective tax rates are lower.  For this reason the 
Internal Revenue Service looks very carefully at whether the relationship is an 
employer/employee one, or truly that of an independent contractor.  There are 20+ factors 
that the IRS uses in this determination, including whether the person has multiple clients 
(looks like an independent contractor) or only one client (looks more like an employee).  
If you do use an independent contractor, be sure you will own the copyrights and other 
intellectual property produced by the contractor.  In general, copyrightable works 
produced by independent contractors are owned by the contractor even if you pay for the 
work to be done—unless you get an assignment of the work.  On the other hand, an 
employer owns the copyrightable work authored by an employee in the course of his or 
her employment. 

Offer Letters.  

In general, the employer wants the employment relationship to be "at will," meaning that 
the employee can be fired as needed.  Avoid offer letters that imply long-term 
commitments—unless that is what you want to do.  For example, one startup company 
hired a number of people using offer letters that offered various positions "for five years." 
Because the aggregate salaries offered amounted to well over $1M, the venture capital 
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investors required those situations to be cleaned up, which entailed some current cost to 
the company.  If offer letters are used, the compensation should be stated on a monthly or 
weekly basis instead of a yearly salary.  In addition, consider the use of "probation 
periods" before any major benefits or equity participation is permitted. 

Noncompetition Agreements.  

These agreements are always tricky from a legal and business viewpoint.  These are 
generally enforceable as a legal matter in Massachusetts if properly drafted and limited in 
time, scope and geographic area—in California they generally are not enforceable.  
However, from a business viewpoint some companies hesitate to impose these 
agreements because they may be perceived negatively by the valuable potential 
employee.  If you decide to go with non-competition agreements then the best time to 
have them signed up is as a condition of getting the job in the first place.  One of the first 
things a lawyer looks at when trying to get a client "out from under" a non-competition 
agreement is whether any consideration or compensation was given in exchange for the 
agreement, and the job itself certainly is good consideration. 

Confidentiality Agreements.  

Although an employee has a duty to keep confidential his or her employer's confidential 
information, it is a good idea to have employees sign an agreement which states the 
obligation clearly and also covers confidential information given to the employer in 
confidence by third parties.  Independent contractors don't have any common law duty to 
maintain confidentiality, so be sure to have all contractors sign an appropriate 
confidentiality/non-use agreement. 

Payroll and Taxes.  

Because of the complexities of the rules, many companies use outside vendors to do 
payroll and send in the proper withholding taxes to the IRS and the state.  The officers of 
the company have responsibility for paying payroll and withholding taxes and may be 
held personally liable if these are not paid.  In Massachusetts, because a bank may not 
attach payroll accounts, be sure to use the word "payroll" in the account title, otherwise 
the officers may incur personal liability if the payroll is not paid due to a bank having set 
off an account.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Employment Pitfalls Part Two"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

This is the second installment of our look at employment issues for entrepreneurs.  Last 
month we explored whether someone was an employee or an independent contractor, 
what to avoid in employment offer letters, the use of non-competition and confidentiality 
agreements, and personal liability for payroll and taxes.  Each of these topics could be a 
column itself (or even a chapter in a book), so remember that these Starting Up columns 
are designed to help you, the entrepreneur, get a handle on a number of important issues 
to help your business succeed.  The format of a monthly column doesn't allow us to go 
into all the details, yet we all know that success comes in part through mastering the 
details.  So use these columns as a sort of "checklist," but seek out competent 
professional assistance in applying the concepts to your particular situation.  Moral: avoid 
the "do-it-yourself brain surgery" mentality. 

So here are some other employment areas you should know about: 

Government Contracts. 

The workplace has become the focal point for legislation that tries to change societal 
attitudes and practices.  There are rules governing gender, age, and disability based 
discrimination, affirmative action, health and safety, family leave, etc.  Some of these 
rules may actually conflict with each other.  Fortunately for the entrepreneur trying to get 
a business launched, many of these rules don't apply until you have a certain number of 
employees.  However, you should be aware that many of them do apply if you have 
government contracts or subcontracts.  Some government contract regulations apply 
unless you specifically exclude them in your contract or subcontract.  So if you are 
involved directly or indirectly in government contracts, don't assume that you are exempt 
from these regulations. Always read your government contract solicitation before 
preparing a bid or proposal, and always be sure to administer your government contract 
in a way that fully complies with the contract. 

Minimum Wages and Overtime.  

With technological advances coming rapidly, high-tech companies have to meet tight 
deadlines that usually mean very long hours.  Although you may think of a programmer 
as being exempt from minimum wage laws (as opposed to the traditional factory worker), 
the Department of Labor may think otherwise, resulting in penalties.  Check this out with 
your employment lawyer before you have this problem. 

Immigration Law.  

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

150
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Although we are a nation of immigrants, we have also had a history of trying to limit 
immigration.  To a large extent immigration rules are targeted toward cheap foreign labor 
taking U.S. jobs, but, contrary to common misconceptions, U.S. immigration laws also 
treat degree professionals, entrepreneurs, and established businesses with complex and 
non-intuitive regulations.  I have many clients who successfully hire highly trained 
foreigners who graduate each year from Boston's fine universities.  This can be a winning 
strategy for you, too, but you must make sure that you understand and are able to comply 
with U.S. immigration law before you begin the process.  With advance planning, the 
process can go smoothly.  Failure to plan can result in a disaster.  So spend the few 
preliminary and necessary hours with an immigration lawyer beforehand if hiring foreign 
nationals is a likely part of your hiring plans.  Even if you do not have an active plan to 
hire foreign nationals, you are nevertheless required to obtain an INS Form I-9 from each 
new hire. 

Employee Handbooks.  

You are not required to have an employee handbook.  However an employee handbook 
can be a valuable part of your human resource "package" if it reflects your philosophy of 
dealing with your most valuable assets—your employees.  From that viewpoint alone, 
you should not simply copy the employee handbook of some other organization.  I once 
had a former Digital Equipment employee start a new venture and use DEC's employee 
manual on the theory that DEC must have had the manual reviewed by its lawyers.  
However, many of the DEC employment practices are a result of laws that apply only to 
large employers or government contractors.  Because an employee handbook can be 
construed as part of an "employment contract," the entrepreneur found out that he had 
taken on legal obligations that he did not have to incur.  Perhaps more importantly, he 
missed an opportunity to establish a "tone" by thinking through his own approach to 
dealing with employees. 

When you hire other people, you will inevitably have to build some 
infrastructure/bureaucracy to deal with these various legal requirements.  You can either 
view this as a useless distraction, or you can take the opportunity to put in place 
approaches and procedures that will help maximize the potential of the people you hire.  I 
think you will have the best results if you develop a clear philosophy of how you plan to 
attract, motivate, and retain good people, and then fill in the legal requirements around 
your plan.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Do You Still Have the Right People (in 
the Right Job)?"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

It's People, People, People.  I can't say enough about the importance of people to an 
entrepreneurial venture.  I have seen many more promising companies crash and burn 
because of people issues than because of failure of technology, lack of financing, or any 
of the other things that can trip up a new venture.  Attracting, retaining, and motivating 
good people should be at the top of the entrepreneur's "to do" list.  By the way, "people" 
in this context includes your "outside team members": Board members, investors, 
accountants, lawyers, etc. 

Although not trivial, it is usually relatively easier to put together the initial team of good 
people, and past Starting Up columns have discussed a variety of issues there.  Today I 
want to fast forward in the life of the venture to when things are really cooking along 
quite nicely.  At this point you have to take a big step back and look critically at your 
team as it exists now, and how it needs to be structured in the future. 

Last week, I was in a Board Meeting for a client of mine which has been around for about 
10 years, but which has grown rapidly in the last two years to about 100 people and 
$20M in revenues.  The company is in a hot technology market segment and a public 
offering is a real possibility.  (Those of you who are at a little earlier stage keep reading, 
this could be you in no time).  The bulk of the time at the Board Meeting was spent on 
people issues.  The outside Board members asked each senior manager to review the 
current and future staffing needs, and to create a "now" and "later" organization chart for 
their areas of responsibility.  Although it was quite time consuming, the Board pressed 
each manager to define the strategic needs of his or her area and to discuss the 
backgrounds and skill sets of the current team as they related to meeting these needs. 
Here is a summary of what emerged: 

1.The Company had a good group of talented, hard-working, and very loyal employees; 
after all they had grown the business to $20M.  

2.Many of these employees had grown significantly in their abilities and were tackling 
new responsibilities with energy and enthusiasm.  

3.This "home grown" talent was in many cases inadequate for what had to be achieved. 

4.It was time to bring in the second generation of managers and there was no time to lose 
because the Company was targeting an IPO in 9 to 12 months.  
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The Company had reached that point in the growth of a business in which you need to 
bring in the "I have done this before" managers.  This is not the time to reinvent the 
wheel because the failure to execute crisply in the next year could very likely result in the 
loss of business partners and customers, and make an IPO all but impossible.  As this 
Company moves from a "few Chiefs, many Indians" structure to a layered management 
structure, it will undergo some severe organizational stress.  Bringing in the second 
generation of management may require you to tell the loyal, hard-working, early stage 
people that their career tracks are limited or have to be redirected.  It is tough to do this to 
someone who took early stage risk, did all-nighters for long stretches of time, etc.  This is 
why you have to make sure that the early stagers have an adequate stock position in the 
company.  Speaking of stock, how will you attract the quality second-generation 
management types?  The Securities and Exchange Commission looks very carefully at 
stock and option grants in the 12 months before the IPO.  If the price of these grants does 
not ramp up toward the expected IPO price, the SEC may make the company reprice the 
stock grants and take charges to earnings, which can kill an IPO.  This ramp up 
requirement will limit this Company's ability to use "cheap stock" to attract good people.  
With the lag time to find and recruit quality managers, it will most likely be a minimum 
of three to six months before most of them can be on the job.  There won't be much time 
to integrate them into the business, continue to grow the business, and still hit a 9 to 12 
month IPO target. 

As the Company gets closer to the IPO the senior management team, which has been the 
driving force behind the Company's growth and which has the contacts with the strategic 
partners, will be diverted into financing issues and IPO.  This will leave a management 
gap at just the time when extra attention will be required to manage the assimilation of 
the new people and channel the resulting "culture shift."  Hey nobody said this stuff was 
easy. 

Has this Company waited too long to address this set of issues?  Not really, or if so, only 
by three to six months.  It has only been in the past year that this Company's growth path 
has accelerated into the IPO potential zone.  You may not think that your company will 
fall victim to this timing trap, but remember that many technology markets and 
companies develop quickly and unpredictably.  So what is the lesson here?  The 
entrepreneur has to keep looking ahead and develop an "over the horizon" radar system.  

Which leads me back to my opening: it's People, People, People.  You need to get good 
people now; you have to plan ahead to get the good people you will need; and you really 
need to search out good advisors.  It is highly unlikely that the Company in this story 
would have been able to foresee the tight time schedule to the IPO if the Board had not 
forced the issue.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, laws 
and their interpretations change over time and the contents of this column may not reflect 
these changes. The reader is advised to consult competent legal counsel as to his or her 
particular situation.  
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"How Much Does An Employee Cost?"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

This is another in a series of columns on "how much things cost." This time, some 
metrics on the cost of employees.  

I have six clients who have been fortunate enough to receive significant early-stage 
venture capital financing in the past month or so. They are all struggling with the problem 
of rapid hiring to achieve their business plan. Before they were funded, life was easier in 
some ways—there was no money to spend on new hires. Now they have the cash to 
spend, but need to spend it wisely. Here are the results of an informal survey I did about 
what people are spending on employees these days.  

Employment costs fall into several broad categories:  

Recruiting Expenses.  

Finding technically qualified people who can function effectively in a rapidly growing 
startup venture is not an easy task. In another column, I discussed the economic 
alternatives for head hunting. For this column, it suffices for me to remind you to be sure 
to devote the time to make sure that your hires are as close to perfect A-10s as possible. 
Anything less will be a drag on your business.  

Basic Salary.  

Basic salaries vary all over the place depending on the industry and a variety of other 
factors. There are data that can help you calibrate an appropriate base salary; for example, 
a Google search for "compensation survey" returns more than a half-million Web pages. 
Be sure to establish rational salary ranges given your growth plans. This means that in 
most cases there should not be great salary differentials between early hires and later 
employees; any "risk component" of being an early hire should be made up in the equity 
compensation component.  

Employment Taxes.  

In preparing your personnel budget, be sure to include allowances for Social 
Security/FICA, Unemployment/FUTA, and Medicare. Workmen's compensation 
premiums will depend on the category of your employee, with clerical at about 0.3 
percent of salary and manufacturing at 7.5 percent.  

Benefits.  
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Basic salary and employment taxes are a minimum; in most cases, you will need to 
provide some benefits. Typical benefits for a salaried employee include life insurance and 
health coverage. Other benefits could include long-term disability insurance, dental plans, 
dependent care assistance, tuition reimbursement, retirement plans, etc. These involve 
actual payment of benefits by the employer. There are also "self-funded" plans where the 
employer contribution is the administrative costs, e.g., 401(k) savings plans where a 
portion of the employee's salary is withheld. Vacation is another cost but is subsumed in 
the basic salary.  

The costs to this point (basic salary, employment taxes, and benefits) are typically in the 
1.25 to 1.4 times base salary range. So the cost range for a $50,000 a year employee 
might actually be $62,500 to $70,000.  

Space.  

Unless you are hiring traveling salespeople, you need to provide some physical space to 
house the new employee. Obviously the rent per square foot varies depending on the 
fanciness and location of the facility. But how many square feet does an employee need? 
Again this varies, but there are some guidelines. Work cubes are typically 8' x 8' and 
private offices range in size. In high-tech, figure on 225 to 250 square feet per employee 
when you add in common space. Furnishing the space, even with used work cubes, will 
add up fast.  

Other Equipment.  

The basics for workers has to include a computer and telephone. This needs to include 
both the hardware and software, servers and printers, and telephone installation. Don't 
forget the periodic expensive upgrades you will need to your LAN and voice mail 
systems.  

Other Approaches.  

Instead of figuring out each cost component separately, you can develop some simple 
metrics. For example, one entrepreneur I talked to is in the engineering services business 
and his people are billed on projects on a time and materials basis. The entrepreneur takes 
the employee's base salary and multiplies it by 1.25 to cover employment taxes and 
benefits. She then multiplies that number by 1.75 to cover rent, equipment, etc. Because 
some management personnel are needed and some of the employee time is spent in non-
billable technology development, she multiplies that number by 1.25. She figures that for 
her professional engineering consulting business, the fully functioning managed 
employee costs about 2.7 times the base salary. She has a different metric for planning 
the manufacturing side of her business. In both cases, even though the metrics are simple 
and easy to apply, it has taken her some time to really understand the cost components of 
her business segments in order to develop the metric. She notes that although her "rule of 
thumb" is helpful in planning rapid growth, like any rule of thumb, the underlying 
assumptions need to be recalibrated periodically.  
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Hiring is always a difficult and important activity, especially in a rapid-growth business. 
There is always too much to do and often the new entrepreneur has little experience in 
hiring. It is the rare case when you can hire exactly to meet your needs. Delay in hiring 
and you will have trouble meeting your plan; hire too quickly and you may burn through 
cash before revenue catches up. Consider using independent contractors to cover peak 
periods if your business does not have too steep a learning curve. One of my clients staffs 
at 85 percent of forecasted needs and contracts out the remaining 15 percent.  

Although you can't control the hiring process exactly, you can understand the economic 
metrics of what you are doing, and that can help you avoid some really unpleasant 
results.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Subchapter S: Some Myths, Realities 
and Practical Considerations"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

I have often had entrepreneurs tell me with great confidence that they either do or do not 
want to set up their venture as a Subchapter S corporation.  Equally often when I ask 
them why they want to take that course of action, I find they don't really understand what 
is involved.  

What is a Subchapter S Corporation?  

A Subchapter S corporation is a corporation that meets the requirements for, and has 
made a proper election to be taxed under, Subchapter S of the Internal Revenue Code.  
Although its taxation is a creature of the tax code, it is not a corporation which is 
organized under the Internal Revenue Code.  This seems to be a popular misconception 
among entrepreneurs.  

Why elect Subchapter S status? 

The primary perceived benefit is one layer of tax.  A corporation like IBM is taxed under 
"Subchapter C" of the Internal Revenue Code.  IBM pays taxes on its net profits and then 
the IBM stockholders pay taxes when the profits are paid out to them.  In contrast, a 
Subchapter S corporation's net profit or net loss is deemed distributed to the stockholders, 
who have to include it on their individual tax returns whether or not they actually receive 
cash. 

It used to be a relative no brainer to elect S if you qualified.  The highest corporate rates 
were higher than the highest individual rates.  So if the corporation elected Subchapter S 
status, the overall situation resulted in less current tax.  After the tax changes in the early 
Clinton years, the highest individual rates (in the 40 percent range) are now higher than 
the highest corporate rates (generally 35 percent) and, as a result, the venture (corporation 
and stockholders combined) may actually pay more currently if the venture is profitable 
and elects S status.   

Now you have to look at the venture's likely exit strategy.  If the company can be sold 
through an asset sale in a few years, then with a cash flow model, you can determine the 
net present value of paying incrementally higher taxes currently in order to pay only one 
layer of tax on a "big hit" sale at the end, assuming the tax rules don't change in the 
interim.  If the exit strategy is a tax-free, stock-for-stock acquisition of your company by 
a public company, then it might not make sense to have the stockholders pay a larger 
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current tax on profits.  However, for most high-tech growth companies involved in 
product development, there may not be any net profit during the development stage, so 
being an S Corporation will not create a current tax payment situation. 

With one layer of tax, losses as well as profit flow through.  There are a number of 
complex rules about how those losses can or can't be used currently to offset other 
income of the stockholders.  When all is said and done, your outside private investors 
will most likely not be able to use their share of the losses currently, and the only time the 
Founders and management team will effectively be able to use the losses currently is if 
(a) they have made actual cash investment in the venture, (b) they own a large enough 
percentage of the venture so that the losses allocated to them are useful, and (c) they have 
other income (e.g. a working spouse) to use the losses against.  

The net result is that for most high-growth technology ventures the primary benefit to 
Sub S status is to avoid two layers of tax on a sale of the venture in an asset sale 
transaction.  Still this is useful.  

Becoming a Subchapter S Corporation.  

So how does a corporation receive the benefits of Subchapter S status?  First, an S 
corporation must at all times qualify.  It can have no more than 75 stockholders who in 
general must all be human beings.  A few special types of trusts are permitted as 
stockholders, but you cannot have any corporate stockholders, partnership stockholders, 
etc.  Because of this, most S corporations lose their S status when venture capital firms 
invest.  No stockholder can be a "nonresident alien," e.g., an S corporation cannot have as 
a stockholder a French citizen living in Paris. For all practical purposes, only foreigners 
living in the United States and having green cards will meet the "resident alien" test.  The 
corporation must have only one class of stock (although two or more classes are allowed 
if the only difference between the classes is in voting rights). 

Second, the qualifying corporation must elect to be taxed under Subchapter S. In general 
to be effective for a particular year, the election must be filed with the IRS on or before 
the 15th day of the third month of the taxable year.  So for example, a corporation formed 
on June 1, 2004 would have to file the election by August 15.  The election is a simple 
one-page form that must be signed by all stockholders.  This creates a practical problem 
if the stock ownership has not been worked out or if the percentages are agreed but the 
stockholder agreement issues haven't been finalized.  Once Subchapter S status is elected 
you can switch back to regular Subchapter C status, but you can't flip-flop back and 
forward, and there are a number of technical rules which apply.  

Some Practical Issues.  

With Sub S, you are more involved with your investor stockholders' tax situation.  Every 
tax season, you have to supply them with "K-1" reports so they know how to treat their 
investment on their tax returns.  If you don't get these out in time for April 15, your 
stockholders will have to file for extensions for their returns or file amended returns.  
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Some people don't like loose ends and will be annoyed if you delay their April 15 filing 
schedule.  With some limited exceptions, a Subchapter S corporation must have a 
calendar tax year.  This means that you will be dealing with your accountants during their 
busiest season, which may result in extra costs or the foregoing of discounted billing 
(some accountants give lower rates to companies who have work that does not need to be 
done during the "peak season").  In addition, there is some level of general extra expense 
involved in trying to work within the Subchapter S rules. 

Alternatives to Subchapter S.  

It is possible to achieve the single layer of tax through the use of a partnership form of 
doing business.  However there is potential personal liability on the part of the partners 
even if the limited partnership form is used, and there are some operational problems in 
running a business in partnership form.  Another option is to set the business up as a 
"limited liability company," which can be structured like a partnership to give a single 
layer of tax treatment and provide limited liability to the owners of the business.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Is an LLC For Me?"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

Well the Massachusetts legislature finally did it: enacted a “Limited Liability Company” 
statute.  As mentioned in an earlier Starting Up column, Massachusetts was one of only a 
handful of states that did not recognize this legal form of doing business.  Now that we 
have it, a number of clients and entrepreneurs starting new ventures have asked me: ”Is 
an LCC for me?”  

First, what is an LLC?  To answer this, we need to climb into a time machine and take a 
journey back in history.  In the beginning of time before the LLC statute, there were two 
main legal forms in which businesses operated: corporations and partnerships. 

The corporate form is most familiar and provides limited liability to the 
stockholders/owners.  For federal tax purposes, corporations are categorized into “C 
corporations” and “S corporations," with the letters referring to the subchapter of the 
Internal Revenue Code under which they are taxed.  "C corporation" is the default 
category and results in two layers of tax: the corporation is taxed on its net income, and 
the stockholders are taxed when they receive dividends, etc.  This can result in a 
combined tax rate of 60 percent or more.  "S corporations" are so-called “pass thru” tax 
entities, meaning they have only one layer of tax.  The S corporation does not pay tax on 
its income, which is deemed distributed or “passed thru” to the corporation's stockholders 
who have to include the income on their individual tax returns whether or not they 
actually receive any cash.  This one layer of tax is generally viewed as a good thing.   The 
problem is that there are strict eligibility rules for Subchapter S status—e.g. no more than 
75 stockholders, all of whom must be “human beings” (some trusts qualify) who are “not 
non-resident aliens,” and there can only be one class of stock.  These rules limit the 
situations in which S corporations can be used. For example, a venture capital investment 
usually destroys S status because a venture capital fund investor is not a “human being” 
(many entrepreneurs would agree with this statement on many levels).  [Note: some of 
these Subchapter S rules changed in 1997, so look into your situation more closely with 
proper advisors.] 

Partnerships are also “pass thru” tax entities and they don't have as many eligibility 
requirements as S corporations.  In fact, the partnership tax rules can accommodate fairly 
creative allocations of profits and losses among the participants in the business.  
However, to achieve limited liability status the limited partners of a limited partnership 
cannot participate in management of the business, while the general partner has full 
personal liability for the business.   
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So for years we had to choose between the corporate form and the partnership form.  In 
the vast majority of cases the corporate form was chosen for operating businesses and, if 
we could make it work, the corporation elected to be taxed as a Subchapter S 
corporation.  Over many years the gurus in this area kept scratching their heads and said, 
“There must be a better way.”  And after much scratching, the outlines of a new entity 
began to appear, one in which limited liability could be achieved for all owners 
regardless of who or how many there were or whether or not they participated in 
management, and which would receive pass thru tax treatment without undue 
restrictions.  A few state statutes were enacted, a few IRS rulings were obtained, and the 
whole thing snowballed until, in a “2001” Zarathustra fanfare, the LLC was born. 

As the 2001 fanfare diminishes the question remains: Is an LLC for me?  Although each 
situation needs to be looked at on its own facts, here are some general points to consider. 

It's New.  

Massachusetts lawyers are busy attending seminars and reading up on the LLC form of 
business.  In the short term, this means it probably will cost more in legal fees because 
we haven't developed our legal boilerplate documents and there are no cases interpreting 
ambiguities in the statute.  Investors and banks may be reluctant to invest or lend to LLCs 
until they understand the implications of the LLC for them.  Tax exempt investors in 
venture capital funds (e.g. pension funds, educational endowments) have issues (albeit 
solvable) of UBTI (unrelated business taxable income) to deal with, and foreign investors 
have to consider the effect of an LLC on their U.S. tax status.   

Employee Equity.  

Many employees have fuzzy but generally correct understanding about how stock works.  
LLC interests, with their potentially varying allocations of profits, are a whole other 
thing.  Because LLC interests are not “stock,” you can't grant ISOs (incentive stock 
options), although there are other mechanisms available.   

Potential Complexity.  

The LLC statute provides great flexibility but contains a number of “default provisions” 
which may not apply to your business situation.  As a result, the governing document for 
an LLC (the operating agreement) can be complex if you want to override the statutory 
defaults.  This may translate into higher initial and on-going costs.   

Tax Qualifications.  

Although designed to be a blend of a partnership and a corporation, the LLC must still 
meet the IRS tests to qualify as a pass thru tax entity.  One of these requirements which, 
for technical reasons, will often apply, is that the LLC interests must not be freely 
transferable.  This can limit the usefulness of LLCs for larger organizations, and will 
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most likely require the LLC to convert to a corporation in order to “go public,” which can 
involve a number of complexities.   

Acquisitions.  

My tax partners tell me that acquisitions of LLCs will usually be taxable transactions.  An 
acquisition of an LLC by a public company using public company stock will probably 
result in a taxable event with the recipient of the public company stock possibly not being 
able to resell the stock immediately in order to raise the cash to pay the tax.   

Some Other Issues. 

LLC personal property is subject to Massachusetts local tax; manufacturing corporations 
have an exemption for this.  There are a number of operational requirements which must 
be observed—e.g. an LLC terminates for tax purposes if there is a sale or exchange of a 
majority of the LLC interests in a 12-month period.  Many of these rules also apply to 
partnerships, but will be new to operating businesses.  Also, the 14percent small business 
capital gains rate only applies to C corporations, not LLCs. 

So the answer is: a traditional high-tech growth company may not want to rush out and 
become an LLC without carefully considering the costs and uncertainties involved, while 
businesses which have traditionally operated in partnership form (e.g. real estate 
ventures) may want to look at the new LLC statue.   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Thinking About Valuation"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

The ultimate question for both Entrepreneur and Investor is: "What is the venture 
worth?"  In the past week, I have had discussions with three of my clients about this 
question.  One is a five-year-old, 10-person company with hardware and software 
products, funded to the tune of $1,500,000 by family and friends, and which has an 
opportunity to introduce an advanced digital signal processing (DSP) product.  The 
second is a 10-year-old networking related company whose sales have started to increase 
dramatically.  Two years ago, it couldn't get the time of day from investors, but today it 
has a termsheet from a major venture capital firm and equity investment offers from three 
major networking companies.  The third is a one-year-old interactive online marketing 
startup with two very experienced people who are in discussions with a major record 
company. 

There are some major differences in the valuations which these companies may receive, 
but the basic question the Investor is asking in each case is, "How much can I earn on my 
money?"  Remember, the Investor can earn a nice safe return by investing in U.S. 
Treasury bills.  What return will it take to get the Investor to tie up money in an illiquid 
private company? 

Ultimately valuation is a matter of negotiation.  Successful negotiation requires 
homework to support a convincing case.  Financial projections should be based on hard 
facts, if possible, and should be internally consistent and integrated with the business plan 
strategy.  It is hard to close a deal with an Investor who finds obvious "holes" in your 
plan and numbers. 

Valuation Approaches. 

So what is the valuation?  There are several techniques which might be used to "bound" 
or reality check the valuation.  The most basic is the discounted cash flow (DCF) 
method.  What are the projected revenue/profit numbers in five years when the investor 
wants to get his money out?  What are the price/earnings multiples for comparable 
companies today?  Multiply these numbers to get an assumed value in year five and then 
discount that number back to today.  The discount rate is a judgment call based on a 
number of variables including risk and the current market for similar investments.  
Venture capitalists often talk of a 30 to 40 percent annual compounded return target.  The 
result of the analysis is what the value of the company is today.  Obviously the analysis 
involves a number of judgment calls, but if you do a sensitivity analysis by varying the 
assumptions, you would be surprised to see the number of times when you can't get 
anywhere near the valuation an entrepreneur is asking.  For my DSP client, a challenge is 
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to get the Investors to focus not on past revenues, but rather on the DCF of the new 
product line. 

Sometimes, but rarely, the DCF analysis is enough.  Other valuation perspectives are 
often used.  For example, if an acquisition is a realistic exit strategy, then look at what 
prices have been paid recently for comparable companies.  This works for my networking 
client because in the past year there was a $35 million acquisition of a similar company 
with lesser technology.  If there have not been comparable company acquisitions in your 
industry because the technology is too new or whatever, then look to acquisitions which 
have been made in other industries for reasons which are similar to why you think your 
company will be an attractive candidate. 

What if your asset is an "enabling technology" for an industry that is only starting to 
develop?  This is possibly the case with my interactive company where a DCF analysis 
on what the Founders realistically project in five years yields a fairly low value.  The 
Founders have projected relatively low five-year numbers because they do not expect to 
see massive interactive online sales within five years because a number of pieces have to 
come together first.  In this case, a mergers and acquisitions investment banker suggested 
looking at valuation based on multiples of projected market share.  He pointed to the 
software operating system market where percentage market share valuations correlate 
with DCF valuation, and actual market values of companies such as Microsoft. 

Pre-Money and Post-Money.  

It is critical to understand whether you are talking about "pre-money" or "post-money" 
valuation.  I have some technology and an idea and I attract an Investor.  We agree on 
three points: we will incorporate the venture, the value of the venture is $1 million and 
the Investor will put in $300,000.  The ownership percentages will depend on whether we 
mean a $1 million pre-money or post-money valuation: 

$1M Pre-Money Valuation $1M Post-Money Valuation    
Value % Value % 

Entrepreneur $1M 77% $700K 70% 
Investor $300K 23% $300K 30% 
Total $1.3M 100% $1M 100% 

  

Fully Diluted.  

Even if we agree that we are talking about pre-money valuation, there is still the question 
about what that value applies to.  Investors usually mean a fully diluted valuation—i.e., 
assuming that all outstanding options and warrants are fully exercised and all convertible 
securities are converted.  If the management team is not fully fleshed out, the Investors 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

164
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



may mean fully diluted, taking into account full issuance of stock to a fully formed team.  
These points are often a subject of negotiation with questions such as: What happens if 
the option pool is not fully used up? Do the Founders get the shares or are they in effect 
shared with the Investors?  What if one Founder leaves and forfeits shares under vesting 
arrangements? Do the other Founders get the shares? 

Valuation is not a science, but it is not totally an art either.  Do your homework and build 
a realistic, defensible set of projections.  Most importantly, you must "own the numbers" 
by having a well-thought-out, consistent, believable story about why your plan will 
succeed—that can really help you get your valuation. 

Special thanks to Ken Schiciano of TA Associates and Stu Auerbach and Charlie Yie of 
Ampersand Ventures for their thoughts on this subject.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Dilution: Here's A Primer of Stock 
Vocabulary"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

I was pleasantly surprised when I received a number of very favorable comments about 
my column which discussed the basics of stock, i.e., issued, outstanding, treasury and the 
like. Although I thought that this was pretty basic stuff, I forgot that it can be confusing 
the first time through.  

In the last few weeks, I have had several discussions with entrepreneurs and investors 
about the concepts of "dilution" and "valuation." Because there are often misconceptions 
about these terms, I thought it would be useful to review them at this time.  

Dilution.  

Dilution connotes a decrease in something. As applied to stock there are at least two 
dilution concepts: a decrease in percentage ownership of a company (Percentage 
Dilution), or a decrease in the economic value of an investment (Economic Dilution).  

Percentage Dilution.  

If Bill Gates owns one thousand shares of Microsoft, which represents 100 percent of the 
issued and outstanding stock, and Microsoft issues one thousand shares to Paul Allen, 
then Bill Gates has experienced Percentage Dilution in his ownership from 100 percent to 
50 percent.  

Economic Dilution.  

Note that a Percentage Dilution in stock ownership has no direct relationship to the value 
of that stock ownership position. The Board of Directors of a company is supposed to 
determine that the company has received fair value for the stock it issues. Of course, the 
"value" of the stock can go up and down over time. So if Bill Gates paid one dollar per 
share for his one thousand shares, and Paul Allen comes along and buys one thousand 
shares from Microsoft at a price of two dollars per share, then Bill Gates has experienced 
a Percentage Dilution, but his economic position has been increased from his initial 
position. On the other hand, if Paul Allen buys his Microsoft stock at a price of seventy-
five cents per share, then Bill Gates has experienced both Percentage Dilution and an 
Economic Dilution from his initial one dollar purchase price. Dilution from an initial 
price is different than dilution from the current price. For example, a sale at seventy-five 
cents per share would not represent an Economic Dilution from current value if the fair 
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market value of the stock was fifty cents per share at the time Paul Allen purchased. 
Conversely, if Paul Allen paid two dollars per share, there would be an Economic 
Dilution from current value if the fair market value at the time was $2.50 a share. So, 
Dilution is really a matter of what perspective you take.  

Anti-dilution Protection.  

So what does it mean when an Investor talks about receiving "Anti-dilution Protection?" 

In some cases, usually rare, the Investor means that his or her percentage ownership will 
always remain the same as when the initial investment was made. What this really means 
is that the other stockholders will "take it on the chin" and experience more than their 
pro-rata portion of dilution. This type of Anti-dilution Protection is most often used early 
on in a venture (e.g., until the first $1 million in equity is  
raised), or if there are some real questions about the current valuation.  

In other cases, mainly with publicly traded securities, the Investor means that he or she 
wants to be protected from issuances of securities by the company at prices below the 
then-current fair market value. So the Investor will be protected if he buys at two dollars 
per share, and the company subsequently issues stock at ten dollars per share at a time 
when the fair market value is twelve dollars per share.  

For the private company with professional venture capital investors, there is yet a third 
concept. Venture investors often choose convertible preferred stock, convertible debt, or 
debt with warrants as their investment vehicle. This gives them a position which is senior 
to, or "ahead of," the common stock if the company is sold or liquidated, but also allows 
them to participate in the "upside" with the common stock if things take off. For example, 
assume the investors purchase Series A Convertible Preferred Stock at a price of one 
dollar per share, which is initially convertible at the option of the investor into one share 
of common stock, a 1:1 conversion ratio. If the company subsequently issues stock at a 
price less than the initial one dollar price paid by the investor, then the conversion ratio is 
adjusted so that one share of Preferred Stock will be convertible to more than one share 
of common stock. The conversion formula adjustment is typically referred to as "anti-
dilution protection" and there are two types: full ratchet adjustment, and weighted 
average ratchet adjustment.  

Full ratchet is the most onerous from the Founder's viewpoint. If the company issues even 
one share of stock at a price below the price paid by the Investors, then the conversion 
price drops fully to that price. For example, assume the Founder owns one million shares 
of common stock and the Investor purchases one million shares of Convertible Preferred 
Stock at a price of one dollar per share, which is convertible into common stock at that 
price ($1 million initial purchase price divided by one dollar conversion price equals one 
million shares of common stock). The Founder and the Investor each now own 50 percent 
of the company. Under a full ratchet, if the company issues one share at a price of ten 
cents, then the conversion price becomes ten cents, and the Investor can then convert his 
one million shares of Convertible Preferred Stock into ten million shares of common 
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stock ($1 million initial purchase price divided by ten cent conversion price), thereby 
resulting in the  
Founder owning 1/11th of the company and the Investor owning 10/11ths.  

Weighted average ratchet anti-dilution adjustment is better from the Founder's viewpoint. 
Although the formulae used differ in some ways, the basic approach is to adjust the 
conversion price to the average price received by the company for stock issuances, taking 
into account the amount of money raised at different prices. A typical formula is as 
follows: 

NCP = [(OB x OCP) + New$] / OA  

where:  
NCP = New Conversion Price  
OB = Outstanding Shares Before Offering  
OCP = Old Conversion Price  
New$ = Amount Raised in Offering  
OA = Outstanding Shares After Offering  

This formula is applied only if the price in the offering is less than the old conversion 
price.  

Armed with a basic understanding of the vocabulary of Dilution, both the Entrepreneur 
and Investor are ready to finalize their deal. But don't take my definitions literally; 
different people mean different things by the same words. So don't be afraid to ask.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 

 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

168
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



"Take Stock When Using Stock in Trade 
Part One: Stock Basics"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

Last week, the two founders of an MIT spin-off software company (which I will call 
Thunderbolt Software) came in to see me about issuing stock to their initial employees.  
Thunderbolt had just received a $500,000 check as the first installment of the OEM deal 
which they had inked with a major software company.  This major accomplishment for 
Thunderbolt was in no small part a result of the endless hours spent in software code 
development by the two Founders and their two initial employees who had received only 
minimal cash compensation.  With the major hurdle of the OEM deal accomplished, and 
cash in the bank account, the two Founders were finally ready to turn to issuing the stock 
they had promised to the two initial employees.  Now comes the fun part.  

Thunderbolt Software was incorporated as a Massachusetts corporation with 275,000 
shares of Common Stock authorized, which is the maximum number of shares that can be 
authorized for the $275 incorporation filing fee paid to The Commonwealth of 
Massachusetts.  The two Founders, who I will call Bill Kapor and Mitch Gates, had on 
paper divided the 200,000 shares into three main components: The 50,000 shares which 
had already been issued to the two Founders (a total of 100,000 shares); 50,000 shares for 
employees; and 50,000 shares for investors.  Following this mental model, Bill and Mitch 
promised each of the two initial employees four percent of the stock.  When they arrived 
in my office, Mitch said, "Joe, please issue each of these two employees stock certificates 
for 8,000 shares, four percent of 200,000 shares.  Next we have a question about software 
escrow agreements..."  

"Hold it," I said.  “The two initial employees will each own about 6.9 percent of 
Thunderbolt or 13.8 percent together.  After I issue 8,000 to each of them, there will be a 
total of 116,000 shares outstanding—your 100,000, plus their 16,000.  Bill, 8,000 divided 
by 116,000 is 6.9 percent not 4 percent.”  There was a moment of silence.   

“But what about the 200,000 shares?” asked Bill.  Here is the story.  

The 200,000 shares constitute the "Authorized Shares."  This is the maximum number of 
shares that Thunderbolt Software can issue under its Articles of Organization or charter.  
This number can be increased if the stockholders amend the charter, file the amendment 
with the state, and pay a filing fee.  The Board of Directors votes to issue shares from this 
Authorized pool.  Shares which have been issued and are still in the hands of 
stockholders are called "Issued and Outstanding" shares.  If shares have been issued and 
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subsequently repurchased or reacquired by the corporation, they are called "Treasury 
Shares;" they have been issued but are no longer "outstanding."  

Some numbers will illustrate these terms:  

Assume that Thunderbolt initially had three Founders, each of whom had been issued 
50,000 shares.  One Founder leaves and forfeits all of her shares.  

Authorized Shares              275,000 
Issued Shares                  - 150,000          150,000 
Authorized and Unissued    125,000 
Treasury Shares                                       - 50,000 
Issued and Outstanding                             100,000 

It is the number of "Issued and Outstanding" shares which counts from an economic 
viewpoint.  If Bill and Mitch had issued one share each to themselves, then the Issued and 
Outstanding shares would be two shares, and each of them would own half of 
Thunderbolt Software (one of two shares).  In addition, only the Issued and Outstanding 
shares have a vote.  [Note: In the above example, the number of shares which can be 
sold/given to others is 175,000, which equals the Authorized and Unissued (125,000) 
plus the Treasury Shares (50,000). 

What Bill and Mitch did was to promise their two initial employees 8,000 shares based 
on all of the Authorized Shares.  This would have resulted in each employee owning four 
percent if, in fact, all of the Authorized Shares were issued and outstanding.  The fact of 
the matter is that Bill and Mitch don't know whether exactly 200,000 shares will be 
issued in the future.  Perhaps they will do other OEM deals and not need outside 
investors.  Perhaps the outside investors will demand more than 50,000 shares. Perhaps 
they will settle for less.  

Here are some suggestions in talking about stock with employees:  

Are you sure that stock "motivates"? Stock provides a longer term return.  Not all 
employees will value stock the same way.  For example, salespeople should "live for the 
sale" and as such are generally short-term focused, which is generally what you want.  

Do employees really understand the technical aspects of stock?  The Founders didn't.  
Why should they expect their employees to be any more knowledgeable?  Try this test. 
Which would you rather have: 100 shares or 10,000 shares?  The answer is you have to 
tell me how many shares are issued and outstanding—100 shares might represent 50 
percent of the company, whereas 10,000 shares could constitute less than one percent.  
However, many persons would place a higher value on 10,000 shares because it sounds 
like more.  

How much stock should I issue to employees in general?  This is really a matter of 
philosophy, corporate culture, and market conditions.  We are all victims of our past 
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experience.  The past experience of the Founders in other companies will tend to shape 
their approach to stock in the new venture.  For example, I have seen Founders who want 
a broad ownership of stock simply because in a past job they saw the negative impact of 
too large a concentration in the hands of a few people.   

There are some metrics however.  For example, historically in many venture capital deals 
12 to 18 percent of the stock is reserved for employee stock grants/options going 
forward.  The amount of stock issued to employees varies by industry.  Talk to others and 
check out current industry statistics, for example, the Massachusetts Software Council 
Annual Compensation Survey.  Most of the major accounting firms publish compensation 
surveys by industry; I often consult the Biotech Compensation Survey put out by 
PricewaterhouseCoopers.  

Finally, make sure you understand the technical aspects of stock before you make 
commitments.  Bill and Mitch wish they had. So "Take Stock" when using "Stock in 
Trade" for services.  In a future column, we will discuss approaches to setting specific 
stock allocations with employees. 

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation. 
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"Take Stock When Using Stock in Trade 
Part Two:  
Stock and Options"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

The last column talked about some issues which our famous entrepreneurs Mitch Gates 
and Bill Kapor, the Founders of Thunderbolt Software, considered in deciding to give 
stock to employees and consultants.  Here we follow up with some more details about 
how exactly Mitch and Bill should give out the equity. 

The basic choice is whether to give out shares of stock or options.  Here are the basic 
differences between the two: 

Stock. 

Usually shares of Common Stock are issued, as opposed to Preferred Stock.  The 
Common Stock represents the residual value of the business after all debts and more 
senior classes of stock are paid off.  Usually a share of Common Stock has one vote on 
matters put to the stockholders, although a non-voting class of common stock can be 
created.  A stockholder is entitled to notice of stockholder meetings and certain financial 
information.  Stockholders elect the Board of Directors and are usually required to 
approve major corporate events, such as mergers or sale of the business.  Except for 
restrictions on transfer under the securities laws, once a share of stock is issued, it can be 
freely transferred in the absence of an agreement to the contrary. 

Options. 

An option is a right to purchase a security at a given price.  Employees, directors, and 
consultants are most often granted options to purchase Common Stock, as opposed to 
other securities.  An optionholder does not actually own the underlying stock, is not 
entitled to vote or to receive notice of stockholder meetings, and does not have the same 
right that a stockholder has to receive financial information.  Options are typically non-
transferable except in limited circumstances. 

Mitch, being a quick study, notes that all things being equal, wouldn't employees rather 
have stock than options?  The answer is yes, if all things are equal, but the tax code fouls 
things up over time.  You see, under Section 83 of the Internal Revenue Code, if someone 
receives stock in connection with providing services, he or she will receive ordinary 
income equal to the excess of the fair market value of the stock over what he or she paid 
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for the stock.  At the early stages of a venture, the fair market value will be relatively 
low, so this is not a problem.  But what if investors have just bought stock which values 
the company at several million dollars?  In that case, the stock can be a disincentive in the 
short run because Mitch and Bill will have to say to the employee, "Congratulations, here 
are 1,000 shares which are currently worth $30,000, and you owe tax on the $30,000."  
Now it is true that Thunderbolt Software will get a tax deduction equal to the $30,000 
required to be recognized as income, but most startup companies are in a loss position 
and the deduction can't be used currently. 

It's here that options start to come into play.  I explain to Bill and Mitch that options are 
generally not subject to Section 83, and therefore the recipient does not have any taxable 
income when he or she receives the option.  If the option is an incentive stock option, 
there is no income realized on exercise of the option, although the alternative minimum 
tax may apply in certain instances, and if the employee doesn't sell the stock until two 
years after the date of grant of the option and one year after the date of exercise, then the 
result will be capital gains instead of ordinary income.  If the option is a non-qualified 
option (i.e., does not qualify as an incentive stock option), then the optionee recognizes 
ordinary income when he or she exercises the option.  The amount of ordinary income is 
equal to the then fair market value of the stock minus the exercise price paid.  But, 
Thunderbolt Software will get an income tax deduction for the amount of income 
recognized and this is a "non-cash" deduction; i.e., Thunderbolt doesn't have to pay any 
cash to get the deduction. 

So Bill and Mitch, as the value of Thunderbolt's stock increases, you most likely will be 
using more options with your employees and consultants.  With options, the optionee 
controls the timing of the income tax event.  Note that people usually do not exercise 
options unless there is a "cash out event" such as an initial public offering or a sale of the 
business, or unless the option will expire if it is not exercised. 

Types of Options.  

Tax law requires that an incentive stock option (ISO) can only be granted to employees, 
must be granted under a stock option plan approved by stockholders, must have an 
exercise price equal to the fair market value of the stock on the date of grant, and can not 
have a term of more than 10 years.  In the case of a 10 percent stockholder, the price must 
be 110 percent of fair market value and the term cannot exceed five years.  All other 
options are non-qualified options (NQOs).  Thus, outside directors and consultants can 
only receive NQOs.  Note that NQOs do not have to be granted at fair market value, 
making it possible, in effect, to give out "cheap stock."  However, the difference between 
the fair market value and the exercise price is treated as compensation expense for book 
accounting purposes, thereby decreasing reported earnings.  Although this may not be a 
problem in early years, it can have an impact at an initial public offering.  Also, if the 
option price is too low, the IRS may claim that it is the equivalent of an outright stock 
grant.  There are also potential state securities law "cheap stock" rules which have to be 
considered.  Think through all of the issues before you grant below market options. 
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Vesting/Exercisability. 

"Joe," say Bill and Mitch, "we plan to give out 1,000 shares each year to each of the key 
people. What do you think of that idea?  It makes sense from a business viewpoint in that 
stock is only given if the key people are still working or involved with Thunderbolt."  
This idea is sound, but giving stock out each year is not very efficient because of the tax 
rules.  For example, if I am an early employee, I am better off if I get 5,000 shares when 
the stock is worth $.01 per share as opposed to getting the stock each year as the value 
increases.  Even if I get an option each year, the exercise price must be at least fair 
market value to make the option an ISO, and if the exercise price is less than fair market 
value, Thunderbolt will have the compensation expense and those other issues. 

A more efficient way is to grant all of the shares or the option upfront and make the 
ability of the employee to retain the equity "vest" over time.  In the typical case, if the 
employee leaves Thunderbolt, then he or she will forfeit the portion of the equity which 
has not "vested."  There are two basic types of vesting: milestone vesting and calendar 
vesting.  Under milestone vesting, the ability to retain equity is dependent on the 
achievement of individual or group goals such as the shipment of a beta version of the 
product.  Milestone vesting is rarely used since it is often difficult to define the 
milestones accurately, and goals tend to change over time, leaving the status of the equity 
unclear.  A surrogate is calendar vesting, which says that if the person is still employed or 
actively involved with the company on a given date, then the equity vests.  Here the 
theory is that if the person is not working out or contributing, then the company should be 
replacing the person anyway. 

Here are some points to consider in thinking about vesting: 

Section 83(b).  

Under Section 83 of the Internal Revenue Code, if Thunderbolt decides to issue stock 
subject to vesting, then the measurement date for determining the amount of income 
received is not the date of issuance of the stock, but rather the date that the vesting 
occurs.  This can be a disaster since the whole purpose of giving the stock was to increase 
the value of Thunderbolt.  There is a solution: an 83(b) election can be filed with the IRS 
to recognize the income on the issuance date instead of the vesting date.  However, this 
election must be filed within 30 days of the date the stock is transferred to the person. 

Calendar Vesting Schedule. 

Calendar vesting is usually over a three- to five-year period.  Vesting can be on an 
annual, quarterly, monthly or other basis.  If you decide on annual vesting, be careful not 
to wait until the end of the year to fire an employee who is not working out.  If you do so, 
you could then be subject to a claim that the main reason for the firing was to deprive the 
employee of the vesting.  Quarterly or monthly vesting minimizes this effect. 

Acceleration of Vesting. 
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What happens if there is five-year vesting and Thunderbolt is sold after one year?  Does 
the employee become fully vested at the date of sale?  If you decide to give stock instead 
of options, then the default is that the employee owns the stock unless you "divest" him 
or her on a sale.  Under an option, the vesting is accomplished by an exercise schedule, 
i.e. on a given date the option is exercisable for a given number of shares.  Therefore, 
with an option you have to provide for acceleration of the exercise schedule at the time of 
a sale if you want to make sure that the employee gets the full benefit of the option.  
Option plans usually give the Board of Directors flexibility either to accelerate an option 
fully or in part, to cancel the option at the sale, or to arrange for a carryover of the option 
with the acquiring company.  This can be done on an option by option basis, so that the 
Board could, for example, partially accelerate options of employees who will not be 
staying on, and substitute acquiring company options for employees who will be 
continuing.  Be sure to check out these issues with your accountants; there are some 
potentially tricky issues here. 

Appearances.  

Bill and Mitch were concerned that if Thunderbolt gives an employee stock which vests 
over five years then there is nothing "new" to give to the employee each year.  We 
decided to issue 5,000 shares in five stock certificates of 1,000 each and "hold" the 
unvested portion.  At the end of each year, Bill and Mitch will deliver the newly "vested" 
certificate to the employee, thus creating a tangible symbol of accomplishment.  

Bill and Mitch thought it was tough enough to design, build and sell their software.  They 
didn't think that they would have to master these and other details of stock and options 
simply to "share the success" with their team.  They don't have to become experts on the 
subject, but they do need to have a clear vision of what they want to accomplish and how 
they want to treat the team.  With this vision, they can put the accounting and legal 
experts to work coming up with a plan which will navigate the technical shoals to 
produce the intended result.  If Mitch and Bill go off blindly, then the Thunderbolt ship 
could very well run aground in unexpected ways with disastrous results.   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Employees' Stock Reward: How Much 
Equity Do They Deserve?"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.) 

How much stock should we set aside to give to employees, and how do we decide on how 
much to give to any one employee? 

That's the question, isn't it?  People often look for an equation that would solve the 
problem.  Of course, there really isn't any, but there are some metrics you can apply to 
guide you.  To apply these metrics intelligently, you should ask some fundamental 
questions: Why are you giving stock to employees?  For motivation?  Can't afford market 
salaries?  As a risk premium for a venture that has no track record? 

Most likely it is a combination of these, but it is worth thinking this through because you 
will find it helpful to everyone if you can articulate a "vision" or "philosophy" about your 
stock.  Without such a vision, you will be like a ship without a compass; you will have a 
vague idea of where you are going but you will be unlikely to get there in any reasonable 
fashion. 

How much stock should a particular employee get?  This is a matter of negotiation based 
on how valuable the employee is or may be, how much he or she could receive 
elsewhere, etc.  Be sure to think of the longer term impact of early stock grants.  For 
example, project your staffing growth over the next two or three years.  What job will this 
employee realistically have in two years?  Does this initial engineer/programmer have the 
potential to be head of R&D or software development?  If not, what amount of stock will 
I have to issue to the person I hire as my Director of Software Development?  It is not 
unusual for an initial programmer to end up with more stock than the Director of 
Software Development, after all the initial programmer took more risk.  The important 
point is that you manage perceptions.  Like cash compensation, relative stock ownership 
is a way some people keep score.  

So what are some metrics?  While I haven't done any systematic research on this, I have 
noticed that in a typical first-round venture capital deal, between 12 and 18 percent of the 
stock after the investment is set aside for additional stock or option grants.  The figure is 
on the higher end if it is perceived that a critical hire, such as an experienced CEO or 
marketing person, is necessary.  This stock pool is expected to meet the company's need 
for two or more years. 

What about stock allocations before a venture round?  After the venture money comes in, 
usually there is not a problem with paying market or near-market salaries.  As a result, 
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the stock allocation after the venture round is used primarily for motivational purposes.  
Before the venture round, the stock allocation is most likely fulfilling multiple functions: 
compensating for salaries, adjusting for risk, and motivation. 

Here are a few metrics you can apply at the pre-money stage.  Take your business plan 
and look at your projected organizational chart at the end of one year, two years, etc.  
Now look at your existing team and any currently contemplated new hires.  Where will 
the team members fit in several years from now?  For instance, does the marketing person 
have the ability to grow in his or her capacity, or will you most likely have to hire 
someone with more experience and put that person in charge?  How much of the limited 
stock pool might you have to give to the more experienced marketing person? 

Now, let's look at the risk and below-market compensation side of the question.  Using 
your business plan, put together a chart.  Make the columns the ultimate "value" of the 
venture at the initial public offering or upon being acquired.  Start with a conservative 
value on the left (say $5 million) and proceed to a reasonable "home run" scenario ($100 
million).  Make the rows the "percentage dilution" which could occur as you raise money 
at different valuations. 

For example, if you raise two rounds totaling $2 million, assume that you will have to 
give up anywhere from 30 to 70 percent of the company to the investors.  By filing in the 
cells in the table for a given person, you can show what will be the range of ultimate 
values for that person's initial equity allocation.  For example, at a 50 percent dilution, an 
initial two percent interest will become one percent, which will be worth $250,000 if it's 
sold for $25 million. 

This can provide a focal point for discussions with that person.  For example, if her 
market salary would be $70,000 and you can only afford to pay her $35,000, then you 
can use the table to show that a two percent equity interest at a moderate success level 
will realize $250,000—which is $75,000 more than the $35,000 "give-up" in salary over 
five years. 

Be very careful in promising a certain "percentage" of the company.  I have seen 
situations in which a Founder has written a letter which contains language which could be 
construed as granting an employee a fixed percentage of the company.  This is fine if you 
intend that result.  However, most typically what is meant is a percentage of the current 
issued and outstanding stock, and that any further stock issuances will dilute this 
percentage, just as they dilute the Founder's percentage.  So talk in terms of "5,000 
shares, which represents two percent of the current issued and outstanding stock."   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, laws 
and their interpretations change over time and the contents of this column may not reflect 
these changes. The reader is advised to consult competent legal counsel as to his or her 
particular situation.  
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"Steer Clear of the Tempest: A Startup 
Tragedy in Three Acts"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

ACT I

Scene 1.   

Bill bootstraps his company for several years and manages to develop a beta version of 
an exciting education electronic consumer product. 

Scene 2.   

Bill raises some money in an MCI offering (friends and family) and continues to sell 
stock to a variety of people in a series of sales over an 18-month period.  He uses the 
money to produce a commercial version. 

ACT II

Scene 1.   

Bill's company receives a $1 million advance order for the Christmas season from a 
major specialty store chain.  Bill needs to raise $1 million in additional equity money to 
finish the product and to provide working capital while he ramps up production to meet 
this major order. 

Scene 2.   

Bill tells everyone he meets about his big order and the opportunity.  As a result he raises 
$500,000 from a variety of people at different prices.  Bill's lawyer becomes aware that in 
the past six months, Bill has taken in money from more than three dozen people.  He 
decides Bill should make a filing with the Massachusetts Securities Commissioner, 
whose office sees what has happened and starts to ask all sorts of questions. 

ACT III

Scene 1.  

A potential investor group likes the opportunity presented by Bill's company and is 
prepared to invest $750,000.  Seeing that Bill has filed with Massachusetts, and having 
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been "burned" by securities law problems before, this investor group calls me and asks 
me to look the situation over, saying, "If you can figure out how to fix the securities 
problems quickly and without undue expense, then we will probably invest." 

Scene 2.   

I look over the paperwork, including a series of increasingly heated letters between Bill's 
lawyer and Massachusetts.  I make some "no name" calls to the Massachusetts Securities 
Commissioner's office to point out that an investor group is willing to invest in a 
company if Massachusetts will approve a pending offering which has some problems.  I 
point out that, without the new investment, this "unnamed company" may go out of 
business, and prior investors could lose everything.  Not unexpectedly, I don't get a clear 
answer.  I tell the investors that it will take some time, but I believe that eventually we 
will be able to resolve the situation.  The investors say "life is too short" and pass on the 
investment. 

What happened?  Even though everything is coming together in Bill's business, he might 
find himself out of business because he did not comply in a timely fashion with the 
Massachusetts securities law.  The tragedy is that this ending was avoidable with a little 
planning. 

What Are Securities Laws?

In the United States, the offer and sale of securities is regulated by the federal Securities 
and Exchange Commission and by each state's securities authority under so-called "blue 
sky" laws.  The term "blue sky" comes from the snake oil securities hustler's claims that 
"the sky's the limit on how much money you will make if you buy the stock of..."  
Although the securities laws have become somewhat technical, the main ideas can be 
summarized in two sentences: (1) "Every offer or sale of a security must be registered 
with the federal and appropriate state agency unless an exemption from registration is 
available." (2) "Whether or not registration is required, the 'anti-fraud' rules always 
apply." 

Registration/Exemption.

You want to avoid registration like the plague unless you really intend to do a public 
offering with investment bankers and a fancy prospectus.  Registration is time consuming 
and very expensive.  So the name of the game is to find an exemption from registration; 
hopefully one that does not involve making any filing with federal or state agencies. 

As a result of the adoption of Regulation D by the SEC, it is usually possible to avoid any 
cumbersome filings at the federal level.  Although there are a number of technical issues 
involved, Regulation D basically allows you to sell securities to not more than 35 "non-
accredited" investors and an unlimited number of accredited investors, provided you don't 
do any general advertising.  Accredited investors are certain types of financial institutions 
and venture capital funds, persons with a million dollar net worth, individuals who make 
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more than $200,000 per year, or a couple who makes more than $300,000 per year.  In 
counting purchasers, the general rule is that you count sales made within six months 
before or after a sale, so-called "integration." 

A more serious problem arises at the state level.  You must comply with the law of each 
state in which a purchaser resides.  Many states are coordinated with Regulation D and 
only require a simple post-sale filing and a filing fee, which typically ranges from $100 to 
$500.  Some exemptions require a filing before you can offer and require a waiting period 
of five to ten days.  This is where problems can arise. 

Many states are "disclosure" states, which means that the securities administrators only 
look to see if your offering material makes clear and adequate disclosure of the risks 
involved in the business.  Other states are "merit review" states, which means that the 
regulators will not let an offering go forward if the sale "tends to work a fraud on the 
public," i.e., if they don't like the merits of the deal.  Perhaps the most egregious example 
of this approach in action was the refusal of the Massachusetts Securities Commissioner 
to allow Apple Computer to offer its initial public offering in Massachusetts because the 
price was too high.  If the state securities authorities decide to question your offering, 
they are in the driver seat.  They can delay the offering and delay can kill the offering and 
hence your business.  Their concept of "quick response" is not the same as that of a fast-
moving entrepreneur.  You have to avoid the temptation to argue with them. 

Are these regulators "pointed head bureaucrats"?  Well, some may be, but in general they 
are an overworked and underpaid group of people who have to deal with real fraud and 
scams all the time.  They aren't out to kill your business, but they are required to protect 
the public.  Their nightmare is those "60 Minutes" or "20/20" TV segments about some 
elderly couple, widow, or orphan getting bilked by a hustler.  Because there is a big gap 
between your needs and the regulators' concerns, the name of the game is to avoid having 
to deal with these regulators if at all possible. 

In Massachusetts, the most commonly used "non-filing" exemption is the 402(b)(9) 
exemption, which does not require a filing if you have no more than 25 offerees and no 
commissions are being paid.  Note that this applied to offerees not purchasers.  A catch 
here is that the regulations state that cheap promoter stock constitutes "commissions" 
unless the stock is subordinated to that of the investors. 

Finder's Fees.

In Massachusetts, can you pay a "finder's fee" to someone who arranges financing for 
you?  If you do, you will not qualify for the 402(b)(9) "no filing" exemption.  In addition, 
if the person is not registered as a broker-dealer or exempt from such registration, then 
the payment of such fees could make your offering illegal.  This is a complex area and 
the result is not usually a satisfactory one for the entrepreneur who is usually perfectly 
willing to pay someone who can "deliver the goods."  In my opinion, this policy does 
little to foster protection of investors and imposes needless impediments to funding 
promising new ventures. 
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Disclosure. 

Anti-fraud rules require that the persons offering securities disclose and not omit or 
mistate any material information about the business.  A "material fact" is one which a 
reasonable investor would consider important in making an investment decision.  As a 
test, if you were investing in your company, ask yourself if you would you be upset if 
someone didn't tell you a particular fact. 

Regulation D and other exemptions require you to make certain disclosures to investors 
who are not "accredited."  No particular disclosure is required if the offering is only to 
accredited investors because it is presumed they are big boys who can take care of 
themselves.  However, it is advisable to make similar disclosures to accredited investors 
for the reasons described below. 

What happens if you don't comply with securities law?  You could be subject to criminal 
penalties, but that doesn't happen all that often. Of more practical importance is the fact 
that if you fail to comply, a purchaser of securities gets a "free put," meaning that the 
investor is entitled to get his or her money back from the company and from controlling 
persons individually.  This is a personal liability; the purchaser can reach all of your 
assets: your home, car, etc.  In Bill's case, the potential investor did not want to put 
money into the company only to have prior purchasers be able to get their money back. 

Closing Curtain.

Raising money is hard enough, but to lose a funding opportunity because of a securities 
law foul-up is a real tragedy.  If you are selling securities, check out the details before 
you become the victim of your own tragedy.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"WHIPLASH: The Pitfalls of 
Acceleration"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

No, this is not a column about personal injury law.  I am talking about accelerated vesting 
of stock and stock options. 

Vesting is the concept that stock ownership should be based on the achievement of the 
goals of the business.  Vesting is often imposed by founders on each other's stock and on 
stock given to new hires. Investors almost always require vesting on the theory that when 
their check clears your bank, they have done all they said they would do, yet all you have 
done is promise to achieve success.  Vesting provides an "incentive" for you to keep your 
end of the bargain.  For example, you and I may agree that you will receive 10,000 shares 
of stock in my new venture if you join the team.  Implicit in this is that you will be 
applying your skill set to help the team achieve "success" for the business.  If the 
business is successful, then you have "earned" the ownership of these 10,000 shares. 

What I really want is success, not your best efforts.  In an ideal world, you and I would 
come to agreement on what milestones must be achieved in order for your stock to vest.  
For example, if you are responsible for product development, then we might agree that a 
certain portion of the 10,000 shares vests on completion of a beta version of the product, 
and another portion vests on first customer shipment.  However, I don't see milestone 
vesting very often for a variety of reasons including (a) the difficulty of defining 
milestones, (b) the tendency of business strategy and goals to shift over time, and (c) the 
fact that there are very few jobs where achievement of a milestone is within the control of 
the person.  "Calendar vesting" is usually chosen as a surrogate for milestone vesting.  A 
typical calendar vesting program has the person earning ownership over time if he or she 
is still employed by the company—e.g. a five-year linear vesting period with employee 
earning 20 percent of the stock each year.  Common vesting periods range from three to 
five years with annual, quarterly, or monthly vesting.  Where quarterly or monthly 
vesting is used, the first vesting often occurs after 6 or 12 months of employment to make 
sure that the person is fitting in as a member of the team. 

Vesting takes different forms.  If I grant you a stock option, the vesting will take the form 
of an "exercise schedule," which governs how many shares you may obtain if you 
exercise the option.  If you receive an outright stock grant, then vesting is usually in the 
form of how many shares you will forfeit if you cease to be employed. 

So what does all this have to do with Whiplash/Acceleration?  The idea behind 
acceleration of vesting is that whatever schedule we agree upon should "accelerate" upon 
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the achievement of "success events" such as an initial public offering or an acquisition of 
the company.  For example, assume we agreed on five-year linear vesting as a surrogate 
for milestone vesting.  In one year, a Fortune 500 company appears and offers to acquire 
the company for $1,000 per share in cash.  This is success and we ought to throw away 
the five-year vesting schedule and say that you earned all of your stock as of the date of 
the acquisition, i.e., we should accelerate vesting.  Sounds like a sensible idea, but is it?  
Maybe, but acceleration might cause whiplash. 

Here are some things to think about:  

Not all acquisitions are "home run" events. Some acquisitions are survival events or 
strategic moves that in themselves do not constitute the "success" which might justify 
acceleration.  Investors who put in $2 million might not see a $3 million acquisition after 
three years as a success event which entitles management to accelerated vesting.  In 
addition, some investors don't like the idea of providing a built in incentive for 
management to sell the company cheaply and thereby become fully vested. 

Should everyone have accelerated vesting?  It may make sense for early employees to 
accelerate but what about the person you hired last month; should she vest fully if the 
company is acquired this month? 

The "Earnout". 

Sometimes an acquirer will make a large portion of the purchase price available only on a 
contingent "earnout" basis, i.e., if the acquired company makes its numbers, then 
additional payments will be made.  In this situation, the Founders have an interest in 
keeping the troops motivated to achieve the earnout, and acceleration of vesting might 
not foster this goal. 

The Initial Public Offering.

Going public is usually viewed as a success event.  Shouldn't acceleration occur in this 
case?  First, acceleration may be an illusion because the underwriters may require 
"lockups" from everyone anyway.  In addition, resales of stock are subject to securities 
law limitations.  Acceleration will result in an increase in compensation expense for 
accounting purposes for any difference between the fair market value and the exercise 
price of stock options that was being recognized over the original vesting period. There is 
no such impact if the options were granted with an exercise price equal to the fair market 
value on the grant date.  The compensation expense associated with a stock grant will 
also accelerate when the "home run" event becomes probable.  Companies should 
consider the impact of this additional earnings hit on their IPO. 

If there are all of these potential issues, why not be flexible and leave it to the Board to 
accelerate vesting if appropriate?  Aside from the issue of who the Board will be at the 
time, it may not be possible for acceleration to be discretionary.  For example, one of my 
clients was recently acquired by a public company.  Because the acquisition price was 
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relatively large, the public company had to do the deal in a way which qualified for 
"pooling of interests" accounting treatment in order to avoid a large goodwill charge to 
earnings.  The complex pooling rules would not have allowed a discretionary acceleration 
in vesting.  Fortunately for my client, all of the stock and stock option provisions had 
automatic acceleration of vesting on an acquisition.  Although this may have caused a 
problem in an "earnout" acquisition, it happened to work out fine in this pooling 
transaction.  Having said this, management was not thrilled that detailed disclosures had 
to be made to stockholders about the acceleration in order to avoid the imposition of a 
"parachute excise tax" by the IRS.  There is always something! 

So, should you accelerate vesting?  It depends.  Just brace yourself for possible whiplash 
if you do.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"All Financing Sources Are Not Equal"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

Most entrepreneurs would love to be in the position of having multiple sources eager to 
invest.  However, when you dig beneath the surface, you find that the choices are not 
easy. 

The decision about financing sources involves fundamental choices in deal structure, 
valuation, cost, and even business strategy.  These choices are a function of the different 
business and legal requirements/realities imposed by the financing source.  
Unfortunately, there is not much written material available on the subject, but here are 
some of my observations: 

Venture Capital.

The structure and functioning of the professional venture capital industry follows a 
typical pattern.  Professional venture capital money managers form a venture capital 
limited partnership fund in which they are the general partners, and through which money 
is raised from wealthy individuals, private and public pension funds, educational 
endowments, insurance companies, and sometimes operating companies. 

The fund typically has a ten-year life, at the end of which the partnership dissolves and 
distributes its assets to the partners.  A typical life cycle of a venture capital fund is as 
follows: Initial investments are made during years one to four of the fund.  Years two to 
six primarily involve follow-on investments in portfolio companies.  Harvesting or 
"cashing out" of the investments typically occurs from years four through ten.  
Somewhere in the middle of the fund's life, after the bulk of the initial investment is made 
and perhaps some harvesting of the early "winners" has occurred, the general partners 
may start to raise an additional fund, recycling some of the investment success money 
and adding new limited partner investors.  What does this life cycle mean to the 
entrepreneur?  First, you should focus on funds which are in the initial investment phase 
as opposed to funds which are in their eighth or ninth year. 

The entrepreneur also needs to know how the venture capitalists are compensated.  
General partners receive a management fee of from 1 to 2.5 percent of the assets in the 
fund.  This fee is used to run the operations of the general partners, e.g. pay rent, annual 
salaries to the general partners, etc.  Obviously the larger the fund, the bigger the cash 
management fee.  Larger funds are usually not interested in investing small amounts of 
money, say under $1M, because the general partners are legally required to monitor the 
investment, and it takes as much effort to monitor a large investment as it does a small 
investment.  Although the management fee is nice, the real payoff to the general partners 
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comes through participation in the fund's profits.  Typically the profits of the fund are 
distributed 99 percent to the limited partners, and one percent to the general partners until 
the limited partners receive all of their investment back, at which time a "flip" occurs and 
the split is 80 percent limited partners and 20 percent general partners.  This structure 
drives the venture capitalists to invest in potential high-growth and big return situations 
because it is only through "home runs" that the general partners' 20 percent carried 
interest is worth much.  Moral for the entrepreneur: don't bother pursuing venture capital 
unless you have a potential "home run" venture.  I leave it to you to think through some 
of the other implications of the institutional attributes of venture capital funds. 

Private Placement Through Brokerage Firms.

Two clients are talking with a Wall Street brokerage firm to do a private placement to 
wealthy individual clients of the firm.  They can expect to pay commissions or fees of 
10+ percent with some equity "kickers."  Why?  Brokers receive a small commission by 
getting their clients to buy and sell securities.  The more times this happens, the larger the 
dollar volume of commissions to the broker.  If the broker puts his client in an illiquid 
private placement, it reduces the amount which the client can use to buy public securities 
on which the broker makes his normal brokerage commission.  The higher commission 
for the private placement is to compensate the broker for giving up the opportunity to 
earn his regular commissions.  In addition, these private placement deals may have an 
implicit quicker "exit" requirement than the more patient venture capital funds having a 
ten-year life.  

Strategic Partners.

The strategic partner investor may give higher valuations than other investors because it 
is more knowledgeable about the business.  Sometimes it is not a valuation issue, but the 
synergies which the strategic partner sees with its own business, which makes it willing 
to do the deal when others won't from only a financial analysis perspective.  A strategic 
partner which is not financially driven may not be there for future rounds if its 
technology transfer goals are not being met, if the technology falls out of favor with the 
partner, or if there are other managerial issues which get in the way.  

Private Investors. 

Experienced private investors, often former entrepreneurs, can be worth a lot more than 
the money they invest by adding value through hands-on advice, contacts, etc.  On the 
other hand, do they have the depth of pocketbook to fund multiple rounds of financing if 
needed?  

Summary.

As this quick overflight of investor types shows, not all money is the same, and not all 
funding sources are equal.  The entrepreneur must carefully consider the implications 
which may follow from the institutional and other requirements of various financing 
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sources.  There are few written materials which cover these points.  Pratt's Guide to 
Venture Capital and the Venture Capital Journal are good sources for information about 
professional venture capital.  The entrepreneur will have to do some digging to find 
information about the other financing sources—ask other entrepreneurs, your lawyer, 
accountant, banker, and other advisors.  Once you have amassed as much information as 
possible, don't hesitate to discuss these issues directly with the financing sources you are 
considering.    

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"What Are the Terms? Part One: A 
Preferred Return"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

Several entrepreneurs and private investors have asked me to do a Starting Up co lumn 
on "non-price" investment terms.  Many entrepreneurs I know have gone into at least a 
mild panic when they see the typical five-page termsheet.  They have become somewhat 
paranoid and have started envisioning thousands of hidden traps in all of the financial and 
legal verbiage.  They usually re-enter a form of reality after I explain what the terms 
mean and what the investor is trying to accomplish. 

I like to group the terms of a typical professional venture capital termsheet into four 
broad categories rather than tackle the terms one by one.  Entrepreneurs have told me that 
this categorization has helped them see the big picture as they try to fathom the 
complexities of the deal.  These categories are: (1) A Preferred Return; (2) Protection of 
Valuation and Position, re: Future Money; (3) Management of the Investment; and (4) 
Exit Strategies. 

A Preferred Return.

Investors usually feel that their payment of cash is more "tangible" than the 
entrepreneur's promises of greatness.  As a result, rightly or wrongly, investors, 
especially venture capital investors, want their return to come before that of the 
entrepreneur.  Although there are variations among venture fund groups based on tax and 
institutional issues, the typical investment instrument is convertible preferred stock. 

Dividends. 

The holder of a preferred stock is entitled to receive dividends before dividends are paid 
on the common stock.  This might not seem to be an issue with a high-growth, non-
dividend- paying entrepreneurial company.  However, dividends do come into play if 
they are cumulative.  In many preferred stock instruments, if the company can't or doesn't 
pay a dividend then the amount of the stated dividend accumulates and has to be paid in 
full before dividends can be paid on the common stock.  Again, you might say this 
doesn't matter for a non-dividend-paying company.  But let's consider how cumulative 
dividends apply in liquidation. 

Liquidation Preference. 
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If the company is liquidated, the holders of the preferred stock are entitled to receive their 
investment back before the holders of any "junior stock," such as common stock.  Here 
"investment" means the amount paid for the preferred plus any accrued and unpaid 
dividends.  If the dividends are cumulative, then the amount which has to be repaid to the 
holders of the preferred stock grows every year.  Fortunately for the entrepreneur, 
dividends do not "compound" like interest. 

Downside and Upside.

The liquidation preference provides some downside protection for the investor by giving 
the preferred holder the first money out of the company.  However, depending on the 
"flavor" of the preferred, the preference may also increase the investors "upside." 

The most favorable arrangement from the entrepreneur's viewpoint is a straight 
convertible preferred stock in which the investor is put to a choice upon the occurrence of 
a liquidation event (usually defined to include a sale or merger in addition to a true 
liquidation/going out of business). The choice: either take your liquidation preference or 
convert into common stock. 

In recent years, the "participating preferred" has become more popular with investors.  
Here the holder of the preferred first gets the liquidation preference, and then participates 
with the common as if he had converted.  This "double dip" preferred can act to deprive 
the entrepreneur of a good portion of value if the company is not a home run success.  
For example, assume $2 million is invested in exchange for a preferred which converts 
into 50 percent of the common.  If the company is sold for $5M, the participating 
preferred holder would receive his $2M initial investment, plus 50 percent of the 
remaining $3M, for a total of $3.5M.  In a straight convertible, the investor would decide 
to convert into common and take 50 percent of $5M, or $2.5M, instead of taking his $2M 
liquidation preference.  This $1M difference between the participating and straight 
preferred represents a fairly large percentage of a deal of this size.  If the participating 
preferred also has a cumulative dividend, then the effect is even larger.  In our example, 
if the cumulative dividend is 10 percent, and the company is sold after five years, then the 
participating preferred would receive $4M (80 percent of the deal). 

Multiple Payout Instruments.

In recent years in situations which are perceived to be more risky, I have seen more use 
of preferreds, or notes with multiple payouts.  Here the investor receives a liquidation 
preference which is a multiple (e.g. two to three times) of the investment.  However, 
these can backfire in a manner similar to a high jump in which the bar is set so high that 
the jumper doesn't even really try.  In one recent situation, it became clear that the value 
of the company was not large enough to provide any meaningful return to management, 
and after much hand wringing, the investors waived the multiple preference so that 
management had some incentive to work to sell the company. 

Moral:
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Focusing on what is an appropriate Preferred Return under various business scenarios 
should help the entrepreneur and investor slash through the detailed terms which 
implement concept. 

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"What Are the Terms? Part Two: 
Investors Need Some Control After Their 
Checks are Cashed"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

This is the second installment of our look at the "non-price" terms of a typical 
professional venture capital termsheet.  In last month's column, I suggested that 
entrepreneurs and investors think about four broad categories of investment terms in 
order to keep the big picture in focus as they try to fathom the complexities of the deal.  
These categories are: (1) A Preferred Return; (2) Protection of Valuation and Position, re: 
Future Money; (3) Management of the Investment; and (4) Exit Strategies.  Today we 
will explore the second and third of these categories. 

Protection of Valuation and Position, re: Future Money. 

This second category of terms is designed to protect the investor from having overpriced 
the original deal, and to assure that the investor has a say in future financings. 

Antidilution. 

Antidilution adjustments, which we discussed in some detail in an earlier column, 
increase the amount of stock received by an investor if the company issues additional 
stock at prices which are lower than that paid by the investor.  Because there is no readily 
ascertainable independent market price for the stock, investors believe that they should be 
protected against having overpaid.  Another rationale is that the entrepreneur should pay 
if he does not increase the value of the company by the next round of financing.  
However, from the entrepreneur's side, a decrease in the value of the company could 
result from events beyond the entrepreneur's control—e.g. a stock market crash or a 
change in the law.  Having said this, antidilution adjustments are almost always present in 
one form or another. 

Approval Rights.

Separate approvals of the investors are usually required for any new financings and there 
is most often some form of pre-emptive rights, meaning that the investors are given the 
first opportunity to participate in the next round of financing.  Pre-emptive rights should 
be particularly important to early stage investors whose seed capital launches the 
venture.  You can think of pre-emptive rights as buying a ticket to the main show if the 
seed capital preview looks promising.  In theory, the separate approval right, coupled 
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with antidilution protection and pre-emptive rights, can create interesting dynamics in 
which the investors only approve a deal in which antidilution protection kicks in, thereby 
increasing their ownership.  However, I have not seen this happen in the real world unless 
something has gone terribly wrong with the business. 

The past few years have seen the introduction of "pay-to-play" provisions for this 
category of investment terms.  The idea is that antidilution adjustments and pre-emptive 
rights should not be available on a going-forward basis if the investor does not step up to 
the plate and put in his share of the money in the next financing round. 

Because of this category of terms, the entrepreneur needs to understand clearly that it will 
be difficult, if not impossible, to get rid of the investor.  Moral: (a) make sure you check 
out the investor's track record; and (b) get comfortable that you can establish a good 
personal working relationship with the investor. 

Management of the Investment.

The third general category of terms provides the investor with a say in the management 
of the venture.  When confronted with these terms, many entrepreneurs find it hard to 
accept the fact that most investors do not want to manage the company.  Although some 
private investors really do want to get involved with the company, most investors only 
want to make money.  They do this by trying to invest in good business concepts run by 
good management teams.  I have yet to see an investor who consciously says that he is 
investing in the business concept even though he has serious doubts about the 
management team. 

So why does an investor need certain management rights?  First, once the investor's 
check has cleared the company's bank, the investor has done everything he promised.  As 
a result, the investor needs some way to step in if the entrepreneur doesn't perform up to 
his side of the deal.  Second, many "investors" are not investing their own money, they 
are playing with money entrusted to them by pension funds, insurance companies, 
educational endowments, and wealthy individuals.  When other people's money is 
involved, the law imposes fiduciary duties to oversee and monitor the investment in a 
prudent manner. 

What terms are in this category?  The investors usually get one or more seats on the 
Board of Directors, or they have "visitation rights" to attend Board meetings and to meet 
with management on a periodic basis.  They also receive information—monthly operating 
reports, quarterly unaudited and audited financial statements, etc.  Separate approval of 
the investor Directors may be required for such items as major capital expenditures, 
borrowing from banks, or deviations from previously approved business plans.  

As a form of indirect management, investors often establish some "carrots and sticks" to 
keep management focused.  Vesting of the stock of key management provides a penalty if 
managers leave the business.  Employment agreements, including non-competition 
covenants, also help keep the entrepreneur focused.  Stock transfer restrictions and co-
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sale/take-along rights prevent management from bailing out or trying to cash-in on its 
stock position prematurely.  Stock option pools enable management to bring in additional 
personnel to help grow the business and can provide additional incentives to senior 
managers. 

Aimed with an understanding of these two categories of investment terms, the 
entrepreneur may be able to negotiate variations on these terms which address the 
investor's underlying concerns without unduly constraining the entrepreneur. 

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"What Are the Terms? Part Three: Run, 
Don't Walk, to the Exit"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

This is the final installment of our look at the four broad "non-price" terms of a venture 
capital term sheet: (1) A Preferred Return; (2) Protection of Valuation and Position, re: 
Future Money; (3) Management of the Investment; and (4) Exit Strategies.  Today we 
will look for that bright red "Exit" sign. 

The purpose of investing is to make money, and the investor can't pay her mortgage with 
illiquid stock—even stock in your "best thing since sliced bread" new venture.  So the 
investor must take a schizophrenic view from the beginning and look for the exit row 
while deciding what seat to take.  The entrepreneur should also be thinking about the exit, 
but too often this doesn't happen because the entrepreneur's focus is to "get the money" 
in.  This is understandable, especially where the entrepreneur has been living off of 
severance pay and credit cards. 

There are several different categories of exits, the relative importance of which depends 
on the investor's source of funds.  The professional venture capitalist is investing "other 
peoples' money," where institutional dynamics and law push towards harvesting the 
investment in five to seven years.  Private investors playing with their own money may 
be more flexible, although even here the particular facts have to be examined—e.g., who 
is likely to be more demanding of an exit, a 40-year-old entrepreneur who has cashed, in 
or a 65- year-old, semi-retired executive who dabbles in private investing? 

So where are the exits? 

The Initial Public Offering and Registration Rights. 

By far, the biggest exit in everyone's mind is the successful initial public offering.  
Because the typical venture capital convertible preferred stock and related rights do not 
work very well for a public company, the term sheet should provide for automatic 
conversion of the preferred on a qualified IPO, e.g., with gross proceeds of at least $5 to 
$10 million at an offering price of 200 to 300 percent of the investor's purchase price.  
Once the company is public, the investor will be able to sell stock publicly in limited 
volumes if she has held the stock for at least two years, and the conditions of SEC Rule 
144 are met. 

In order to have a public offering, the company must file a registration statement with the 
Securities and Exchange Commission.  Because the investor cannot be assured of 
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controlling the Board of Directors of the company (after all, that is what the entrepreneur 
fears will happen), the investor usually negotiates for "demand registration rights" under 
which the company contractually agrees to file a registration statement on the demand of 
the investor.  The number of "demands" is negotiated, with the company saying that one 
is enough and the investor arguing for two or more.  Conceptually, the granting of 
demand registration rights is a big deal for the company because of the time and cost 
involved if those rights are invoked—it can easily cost $200,000 or more to file a 
registration statement.  In reality, it is a rare case when registration is demanded against 
the desires of management—after all management has to go on the "road show" and 
make a good presentation to the mutual fund managers and brokers who will be buying 
the stock. 

In addition, the investor usually receives "piggyback" registration rights under which the 
investor's shares are included in any "primary registration" statement (where the company 
is selling its own stock), or in any "secondary registration" (where the company is filing a 
registration statement to permit others to sell). 

Sale/Acquisition of the Company.

Another exit is the sale or acquisition of the company.  Such an event is usually defined 
to constitute a "liquidation" for purposes of the investor's liquidation preference.  
Although it is not usual for the investors to have the right to require the company to be 
sold (unless they own enough stock to do this on their own), the separate vote of the 
investors is typically required in order to approve the deal.  This blocking right helps, 
among other things, to protect against "sweetheart" deals in which management get big 
employment contracts and stock options in the new company in lieu of a good price for 
the stock. 

Mandatory Redemption.

While going public or an acquisition usually connote a clear "success," the investor must 
also consider the case in which the company only achieves moderate success and 
management is content to keep things going as a private company.  The investor may 
negotiate a mandatory redemption at the investor's election, meaning that the investor can 
say "enough is enough, buy my stock."  The redemption price is typically the liquidation 
preference including accrued dividends, but in some cases I have seen a multiple of the 
liquidation preference or some notion of fair market value.  The redemption right would 
normally not apply until five to seven years from the initial investment date. 

It is likely that a growing company will not have the cash in the bank to meet the 
redemption.  As a result, the mandatory redemption has the effect of forcing a sale of the 
company or some of its assets.  It is here where I have seen the most bitter fights in which 
the investors have lost confidence in the entrepreneur and want to get their money out 
while the entrepreneur, believing that a newly adopted business strategy will work, finds 
that the company is being pulled out from under him, with the result that he has little, if 
anything, to show for his years of work.  This same dynamic can occur where the 
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company has achieved good results, but the entrepreneur sees an even bigger success in 
the future, while the investor, who gets first dollars out via the liquidation preference, 
says a "bird in the hand is worth two in the bush."  Picture a scenario in which Bill Gates 
took on venture investors who decided that Microsoft should be sold in 1984 and you'll 
get the picture. 

Run, Don't Walk.

The entrepreneur may be able to negotiate some of these issues to his or her advantage, 
but when all is said and done, it must be recognized that when you take in other people's 
money, you have to be willing to deliver on their time schedule.  So, as an entrepreneur in 
this situation, plan for success and then "run, don't walk" your business towards an 
orderly exit.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Success is No Day at the Beach"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

It has been a hot summer in New England, the type of summer when people dream of just 
sitting on the beach.  The beach is a great place to sit and think about the big picture, or 
perhaps just to sit.  Here are a few ideas for you to consider if you are inclined to do a 
little thinking, instead of just sitting, while on the beach. 

Do you know where you are going?  I received a call a few weeks ago from someone at 
MIT who apparently has come up with some innovative software techniques which will 
solve some fairly serious technical problems involving the Internet.  His question to me 
was whether he should (a) bootstrap his way along by doing some consulting; (b) assign 
his invention over to MIT and allow MIT to license it to others; or (c) try to raise money 
from investors and form a company to make and sell a product based on the idea.  Since I 
don't keep a three-sided coin on my desk that I can flip to answer such questions, I asked 
him a basic question; "What do you want to accomplish personally?"  After about fifteen 
minutes of discussion, it became clear that this fellow really didn't know where he wanted 
to go.  The closest we came to answering the question was that he really wanted to have 
his ideas adopted because he thought that his technology solved some real problems, and 
he wanted to be recognized as the person who solved them.  

Why did I ask him this question?  Success is measured in many ways, but I think that the 
ultimate personal success is in achieving the goals which we set for ourselves.  This is as 
true in business ventures as it is in life in general.  Growing a successful new venture is 
somewhat like planning a trip.  You have to know where you want to go in order to have 
a chance of figuring out how to get there. 

Perhaps this sounds all to "touchy feely" and you are wondering whether I have been 
sitting out on the beach in the sun too long.  That may be, but I can assure you that over 
the years I have seen a lot of ventures succeed and fail.  I don't have any hard data to 
support the proposition, but at some level, the ones that I have seen succeed have done so 
mainly because the entrepreneur or entrepreneurial team has managed to sign on to a 
common vision of where they want to go. 

A few weeks ago, I met with a team of three people who were thinking of starting a new 
venture.  In the course of the meeting, I tried to get them to articulate their personal goals 
and here is what came out, although not in any organized fashion.  They all wanted to 
make money.  So far, so good.  Bill, the technical person, wanted to be known as the guy 
who invented this great technology and product.  Tom wanted to grow the company 
quickly, take it public, and cash out. He wanted to be known as a high-flying 
entrepreneur.  Susan, who had previously been in a large organization, did not like 
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working in a bureaucracy and wanted the new venture to function in a lean and creative 
mode.  What a recipe for a potential disaster.  What is going to happen when decisions 
have to be made about financing and growth?  Tom will be pressing for venture capital, 
and its resulting rapid growth (after all, it's hard to take a three-person company public).  
Susan is not going to like having to hire lots of people needed to support this growth; 
they're not likely to be the tightly knit creative group she wants to work with.  And Bill 
may have a hard time dealing with all the "uninteresting" but important issues 
surrounding technical support and making sure that the product is compatible with 
customers' existing systems and needs.  They may be able to work it out, but they are not 
going to have an easy time of it if they can't answer the question of where they want to 
end up. 

These are not easy questions and it is not always possible to articulate clearly what the 
goals are.  But if you don't know where you are going, how are you ever going to figure 
out how to get there?  So select the beach you want to sit on this summer, and chart your 
course to get there through the traffic.  When you arrive, put on the sunglasses and the 
sunblock, relax awhile and then take some time to think about what beach you want to 
reach in your entrepreneurial venture.  Life's a beach, enjoy it.   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  

 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

198
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



"The Foundation of Success: Build Value 
Every Step Along the Way"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

You have probably received one of those newspaper sales pitch letters—you know, the 
one that tells the story of two young men just out of college.  One becomes CEO of a 
major corporation and the other never reaches his potential.  Why?  The successful one 
subscribed to The Wall Street Journal and the other one didn't.  You can chuckle about 
this simplistic story, but turn it around a little and look back at what happened during the 
Internet boom.  Netscape goes public with an initial market capitalization of more than $1 
billion.  On a smaller scale, one of my Internet clients was purchased for $8+ million 
after only 12 months in existence, while another sold out for only $100,000—barely one 
times revenue. 

What accounts for these differences? There are numerous factors which come into play—
being in the right place at the right time, having a well thought out strategy and focus, 
building a superior product, or delivering superior service.  The list goes on.  However, 
something I almost always see in one form or another in successful companies is that 
they have systematically built value.  Virtually every step they have taken has been done 
in a manner designed to enhance value.  This may seem obvious, but in my experience it 
is not done often enough, consistently enough, or well enough.  Here are some 
ideas/examples. 

Core Competencies.

In starting a company, there are lots of things that have to be done, and there is a 
tendency for people to become diverted in the process.  I had one extremely bright client 
who received $500,000 in seed money to finish an advanced prototype.  When I asked 
him how the prototype was going, he said, "Fine, great...but you know, I just figured out 
how this double entry bookkeeping software works."  I proceeded to lecture him on how 
his investors did not put money into his company in order for him to master accounting.  
His was obviously an extreme case, but it illustrates the idea of the need to determine 
your "core competencies"—something that you can do better than anyone else.  His core 
competency was in advanced computer design, not in accounting.  He was not building 
value. 

Consider Outsourcing.

Consider outsourcing everything except your core competency.  Clearly the computer 
design fellow should have outsourced accounting, either by going with an outside 
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accountant/bookkeeper or, if appropriate, by hiring someone to handle those functions.  
However, you should rarely, if ever, outsource your true core competency, either because 
you will educate the outsourcer and perhaps create a competitor, or because the 
outsourcer will not do as good a job.  As with most things there can be exceptions, but 
you had better have an extremely compelling reason for outsourcing your core 
competency. 

Quality People.

Surround yourself with quality people because you are known by the company you keep.  
I have one venture capital-backed startup client that has engaged in a sustained and 
rigorous hiring campaign.  They looked at over 1,000 resumes for a VP of Engineering 
position, interviewed 25, and rejected several very qualified persons because, in one way 
or the other, they did not fit the core competency picture or there were some questions 
about their leadership potential.  The fellow they finally hired is really first rate. This 
effort has paid off in many ways.  The process of doing this key hire really focused the 
company on what it needed.  The past accomplishments of the new hire certainly 
enhanced the value of the company in the next round of financing.  And was it just a 
coincidence that the fellow they hired happened to have lead the engineering effort at a 
company in which XYZ Partners, the startup's targeted next round venture capital 
investors, made a handsome return?  By the way, XYZ Partners was targeted for several 
reasons that were unrelated to money.  There was a particular partner of XYZ Partners 
who was perceived as having extremely valuable industry knowledge and contacts.  The 
firm also had racked up a number of investing successes, which itself enhanced the 
perceived value of the startup—e.g., if the XYZ venture firm is backing them they must 
be good.  Lest I mislead you on this, the startup did not hire the new VP of Engineering 
solely for these reasons; the fellow is quite good.  However, this hire was part of a 
broader strategy of building a quality team and value. 

Leverage Everything.

The VP of Engineering story is a good example of building value by leveraging as much 
as possible.  You should look at every task and opportunity to see if it can be leveraged to 
increase value.  Some projects may not be profitable in the short term, but have clear 
leverage potentials, while other projects may pay well, but do not add any longer term 
value.  Sometimes these differences are hard to calibrate.  Assume you have an 
opportunity to be contracted for work by a Fortune 100 company.  The project will be 
profitable and you will be able to say, "Yeah, we did work for them."  You also have an 
opportunity to work on a less profitable job for a known, but substantially smaller, 
company, however, the work you will do for them will demonstrate your unique 
technology.  From a "leverage" perspective, the second project may be the better choice. 

Publicize. 

There is really is no such thing as "absolute value:" a true "laws of physics" value of a 
company.  However there clearly is "perceived value."  Netscape, rightly or wrongly, was 
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perceived as valuable.  Look for opportunities to publicize what you are doing.  Most 
entrepreneurs I encounter equate publicity with trade press.  This is important, but don't 
overlook the importance of visibility in the financial/general business arena.  This is a 
source of financing and potential customers.  The CEO of a potential customer is looking 
at your product and your competitor's and both product offerings are closely matched.  
Does it matter that your competitor is better known?  Consider retaining a good public 
relations person early on in your company's development.  Many have creative fee 
arrangements that match their creative abilities.  You can even arrange for some "free" 
publicity.  I have one client who spent a few weekends looking through both trade and 
general business publications to find good stories written by "free lance" writers.  He then 
pitched his story to a couple of these writers.  One of them liked the idea and put together 
a great article, which the "free lance" sold to a business magazine.  Now my client 
includes reprints of that and other stories in his new business presentation kit. 

The point of all of this is that you should systematically pursue opportunities to build the 
perceived value of your company.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"The Business Plan"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

In January, I had the pleasure of organizing and moderating the Annual "Nuts and Bolts 
of Business Plans" seminar series at MIT. Although these seminars are aimed primarily at 
MIT students who are planning to enter the Business Plan Competition, many non-
students attended as well. There were 12 excellent outside speakers covering the topics of 
marketing, finance, business plan basics, and "war stories." In reviewing the notes I took 
during the series, I was struck with how consistent the message was from these 12 
speakers who never met each other, and how similar that message was to what has been 
said by the 50 or so unrelated speakers who have participated in the series over the past 
six years.  

Here is a summary of those messages:  

A Resume.  

The business plan is essential to obtaining financing. Like a resume, it doesn't get you the 
job/money, but it may get you an interview.  

Not An Offering.  

The plan should focus on the business and the opportunity. For a variety of reasons, 
including securities laws, it should not offer a specific deal that is for negotiation and the 
formal offering documents. Again, think of the resume—you put down your 
qualifications, you don't say, "I am willing to work for you for $X and Y weeks 
vacation."  

Executive Summary.  

You need an Executive Summary of not more than two pages. It must be crisp so that the 
reader can quickly grasp what the business is. It must entice the reader to want to read on. 
Put in a summary chart giving a thumbnail sketch of projected five-year revenue, margins 
and profits. Develop an "elevator speech" which ties to the executive summary—e.g., you 
get into an elevator with a venture capitalist in a high-rise building in the financial 
district. She turns to you and says, "What line of business are you in?" You have thirty 
seconds to respond before she reaches her floor. What do you say?  

Operating Plan.  
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The Business Plan should be the core of your operating plan. It should state the vision for 
the company and function as a roadmap that you actually try to follow.  

Everything Must Tie Together.  

The Business Plan should be internally consistent and tie to any presentation you will 
make. This seems obvious, but I can't tell you how many times I have seen plans which 
present a cluttered, inconsistent message. We all have difficulty critiquing our own work, 
so have your plan reviewed by several people who haven't been involved in putting it 
together and ask them for frank feedback.  

Field of Dreams.  

The marketing section is usually the weakest section of the plan. Many marketing 
sections should be entitled "Field of Dreams" because they assume that if "I build the 
product, they will buy it." Don't do "top down" market analysis—e.g., there are 60 
million personal computers, one percent of the PC owners will buy our product at a price 
of $50, so we will have sales of $30 million. Instead, do "bottom up"  
analysis—exactly who will buy the product and why? What is the compelling need that 
your product or service fills? Show that you have actually talked to potential customers.  

Sales and Marketing.  

Once you have done the marketing analysis correctly, make sure the sales strategy ties in. 
The sales section of many business plans basically says, "We will sell through every 
known channel." This just isn't convincing. Demonstrate that you understand why a 
particular channel strategy makes sense given your market analysis.  

Financial Projections.  

The financial needs of the business will depend greatly on the marketing and sales 
strategies. It all has to fit together in a coherent way. Remember, projections are just that, 
projections; they will never turn out to be correct. However, projections do have to show 
an understanding of how all of the variables of the business interact. In the plan, and in 
any presentation you make, you must demonstrate that you "own" the numbers, that you 
really understand the financial implications of your strategy. Because they are 
projections, don't present the numbers to the penny; five-significant-digit accuracy may 
be critical in the engineering of your product but it has no place in business plan 
financials. Don't be creative in your presentation of the numbers—there is an accepted 
format. Help your reader out by calculating key percentages like gross margins.  

Team is Critical.  

Some investors look at the product/market opportunity first and then the team, but most 
seminar speakers put the emphasis on the team. The general consensus was that a first-
rate team will figure out how to make the business a success. It's much easier to raise 
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money if you have a few "success notches" in your gun. If you are new at the game, 
surround yourself with experienced advisers with good reputations. A well thought out 
and written business plan is critical in attracting those advisers.  

Important Practical Points.  

Plan length should be 20 to 30 pages max. Put the details in separate volumes which you 
make available upon request. Professional investors see hundreds of plans a year and 
often read them on airplanes or on the train home. Moral: Don't put the plan in a large 
three-ring binder—it's too big to fit in a briefcase. Preferences vary but many people 
seem to like a plastic spiral bound plan because it lays flat, which makes it easier to write 
notes on. First impressions are important, so run the spell checker on your word 
processing program, and have someone check your plan over for obvious grammar errors 
and for internal consistency. Finally, if you have followed all of this advice, and you have 
the most interesting plan and business opportunity in the recorded history of 
entrepreneurial ventures, and the investor is all set to give you the interview, make sure 
that you can be reached. Put in your name, address, telephone, fax, email, etc. 
information. It seems obvious, but you would be surprised how often this information is 
missing from business plans.  

That's my summary of some of the important information conveyed by some 50 speakers 
in over 100 hours of practical presentations at the MIT Business Plan Competitions' 
Seminars over the past six years. No one can tell you how to succeed, but if you avoid 
enough mistakes, your ability to succeed will be enhanced. Good luck and happy hunting.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Pinpointing That Critical 
Entrepreneurial Spark"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

So you want to start a company.  Do you think you are an Entrepreneur?  

Do you have a passion to succeed?

Entrepreneurs are driven to succeed.  They will figure out ways to go over, under, 
around, or through obstacles to reach their goal.   Entrepreneurs leave the impression that 
they are going to succeed, that their train is leaving the station and they will be on it, one 
way or another.  

Ask yourself whether you are leaving your current position because of something there, 
or because you have the passion to do something innovative. 

Can you focus on success and set clear goals and accomplish them?

Because nothing succeeds like success, are you capable of sacrificing the perfect situation 
in order to generate some near-term successes that you can leverage?  

Entrepreneurs usually are not distracted by details that are not important to achieving the 
task at hand.  That is usually the opposite of what it takes to succeed in a larger, more 
rigid organization.  Warning: Those who have this trait should make sure they get 
someone working with them who will worry about the details, without dragging the effort 
down.  

Can you deal with STRESS?

Startups can be very stressful.  One of my startup clients is a company founded by a 
former Digital employee and a former Data General employee, both in their 40s.  Each 
held very responsible positions with their prior employers and both worked long hours.  
They admit that they did not really understand stress until they started their own 
company.  

“At DEC, I never woke up in the middle of the night in a sweat, unable to get back to 
sleep,” says the entrepreneur-client.  

Not all founders face that level of stress.  The point is: Are you ready for stress and, 
perhaps more important, are your spouse and children ready?  
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A roller coaster metaphor is appropriate for several reasons.  A roller coaster provides 
highs and lows.  Are you capable of managing such extremes?  The highs and lows of a 
roller coaster usually come in rapid succession.  Startups can also face rapid changes, and 
you have to be ready for them.  

Are roller coasters risky?  Thrilling, perhaps; but not commonly thought of as being 
risky.  Jumping out of an airplane without a parachute—now that is risky! 

Although people often say that entrepreneurs are risk-takers, most entrepreneurs don't 
jump out of airplanes without knowing what they are doing.  While they're not afraid to 
undertake projects that might fail, they also work to minimize risk.  

Are you an innovator? 

Entrepreneurs look at problems and craft new ways of doing things.  Jonathan Harber 
was a co-founder of Digital Video Applications Corp. (DiVA), a company that developed 
and marketed digital video-editing software for the Macintosh.  At a seminar series 
organized for entrepreneurs at MIT, Harber told how he set a “zero budget” marketing 
policy for DiVA.  “If it cost money, we wouldn't do it,” he said, proudly.  

The result?  DiVA managed to attend tradeshows by appearing at other companies' 
booths.  DiVA also got Ben & Jerry's to beta test DiVA's product, and to donate its ice 
cream bars as a promotion for DiVA at the tradeshows.  A larger corporation using 
traditional approaches to marketing would probably have spent $100,000—with-out 
achieving the same impact.  

Can you build a team?

Entrepreneurs often think and act differently, but the most successful ones are not loners.  

MIT Sloan Professor Ed Roberts in his book Entrepreneurs in High Technology (Oxford 
Press) reports on research that shows that entrepreneurial teams of three or more persons 
have a higher probability of success.  

Are you capable of identifying your strengths and weaknesses? Are you capable of 
finding and motivating persons with complementary skills? 

Are you a control freak? 

Many people leave larger companies because they want to be their own boss.  The simple 
fact is that no one is really his or her own boss.  An entrepreneur must answer to many 
people, including customers, investors, and employees.  Entrepreneurs, however, 
probably will have more control over their situation than they did in a larger company.   
But they shouldn't look to control for control's sake.  Ask yourself, “Am I a control 
freak?” If so, ask yourself if you would like to work with, and for, somebody like 
you.              
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If you have answered these questions to your satisfaction, and have not been dissuaded 
from starting a new venture, here are five homework assignments:             

1. Hang out with people interested in entrepreneurial ventures.  For example, attend the 
MIT Enterprise Forum, the WPI Forum at Worcester Polytech, and other similar groups.  

2. Read extensively about entrepreneurial efforts in newspapers.              

3. Join the entrepreneurial network.  Talk to people.  Get on mailing lists from the big 
accounting firms, law firms, etc.              

4. Read biographies, not only of today's entrepreneurs, but also of those who have 
innovated in the past.   Ask yourself what traits the person had that enabled him or her to 
succeed.  How did the person handle failure?             

5. Above all, constantly plumb your soul and consider what motivates you to start and 
grow a company.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Paying the Founding Piper: It's Not As 
Simple As Writing a Check"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

A few days ago, Victor Capatil, a fellow who invests in early-stage companies, called me 
with comments on my last BBJ column, "Beware Capital Gains Gift".

"You really should tell entrepreneurs how to pay themselves," V.C. insisted.  "It's a tough 
issue, believe it or not, that frequently screws up an investment." 

What's V.C. talking about?  The entrepreneur just writes a check to him/herself, right? 

Unfortunately, it's not that simple.  If you don't do it intelligently, you could wind up with 
tax problems, miss an opportunity to put more money in your pocket, and jeopardize your 
chances of raising equity financing. 

Let's assume you've recently incorporated a new venture.  While you develop your new 
product, you plan to live off some personal savings, etc. Why not put some money into 
your corporation so that its balance sheet looks better, and then pay yourself a "modest" 
salary? 

Why not?  Because by doing so, you will expose your money to creditors, and have to 
pay income and employment taxes on your compensation.  And, unless we're talking 
about a large investment, who in the world is going to be fooled by a "stronger" balance 
sheet in your startup venture? 

Why not just put your money into the company and then "borrow" it when you need to 
meet personal obligations?  You don't pay income taxes when you borrow money, do 
you?  Well, not usually.  But if the loan is in lieu of salary, your friendly IRS agent may 
see it otherwise. 

We recommend that you don't put your money into the new venture.  Instead, keep most 
of the money in your personal account, and draw on it to meet your personal needs. 

For example, one of our startup ventures consisted of four people, each of whom agreed 
to invest $25,000 in their new venture.  Two of the founders were engineers who planned 
to quit their jobs immediately and develop the product over the next eight months; the 
other two were financial and marketing types who would keep their day jobs and join the 
venture full time when the product was ready. 
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Instead of having each of them put the $25,000 in and then pay part of those funds out in 
salary to the two engineers, we suggested that each of them invest $5,000 in equity.  The 
financial/marketing founders would each retain their $20,000 portion and use it to "pay" 
themselves, outside of the corporation, a salary-equivalent of $2,500 per month for eight 
months.  In that way, they would not pay income taxes on their "salary," and they, as well 
as the corporation, would avoid FICA and FUTA taxes. 

While it's true that, if the venture succeeds, the financial/marketing founders will 
eventually get their $20,000 loan back, and the engineer-founders won't, these 
entrepreneurs anticipated that the difference could be made up with a bonus or other 
compensation adjustment later on. 

That idea of paying a bonus in the future leads me to another issue—even if you don't 
have a lot of money to invest in your business, don't assume that you can't pay yourself.  
Sure, you say, I'll just pretend I'm IBM's Lou Gerstner and tell the company that if they 
want my services they'll have to pay me big time.  Come on, Joe, where am I going to get 
the money to pay me what I'm worth? 

Well, I didn't mean that you would get paid today; but what about getting paid in the 
future for what you do during the lean startup years?  Many founders fail to distinguish 
between the ideas and technology that they bring to a new venture on the one hand, and 
the time, talent, and effort they invest in getting the new venture off the ground.  Many 
founders and investors lump those two separate "functions" together under the name 
"sweat equity"—i.e., the founders get their stock for bringing their bundle of 
ideas/technology to the table, while the investors get their stock for the cold hard dollars 
they supply.  But where is it written in stone that the founders should not be separately 
compensated for their time/talent/effort, i.e. their "sweat"? 

Which brings me back to my conversation with Victor Capatill.  V.C. and other investors 
will tell you that they want to see their invested dollars going into growing the business, 
and not into paying past expenses and salary.  In fact, that philosophy is in the interest of 
the founders also; presumably, a dollar invested in growing the business will pay off with 
a larger "pie" later on.  However, if a founder presses the investors a little, he or she may 
find that the real issue is simply that they don't want their invested funds to be paid out 
now. 

V.C. tells me that he is not at all averse to recognizing the prior "sweat" of the 
founders—if that recognition is in the form of "deferred compensation."  If the founders 
accrue (but don't pay) a reasonable salary on the balance sheet for the period prior to the 
first outside investors, V.C. and other investors may not have a problem with the deferred 
compensation being paid out in future years. 

One final note of caution: If you decide to take the deferred compensation approach, be 
sure to check the current tax and accounting rules.  For example, if a deferred 
compensation arrangement is "vested," the IRS will require FICA and FUTA taxes to be 
paid today on the deferred amount for past services; even if you won't get your money 
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until later.  In the past, that sometimes was not a problem, because FICA taxes were not 
paid on salary above the FICA base.  But since 1993, the health portion of FICA is 
required to be paid on all compensation. 

Or, you might opt to take your deferral in the form of a subordinate note, a note with 
warrants, or some sort of redeemable equity security.  Know that these all have tax issues 
associated with them.  Also, you may want to consider obtaining life insurance to cover 
the deferred compensation, as well as to protect the value of your equity interest. 

Finally, a word to the wise: Don't go crazy with deferred compensation.  Your balance 
sheet will become important if you seek bank financing.  And, at some point, potential 
investors will balk at an extravagant amount.  

What's really at issue is that you have an obligation to understand your investors' 
viewpoints, and beyond that, your challenge will be to manage their perceptions of why 
you should get your founder's stock and deferred compensation. 

I wish to acknowledge the following persons for their review of my column from 
investment, accounting and tax perspectives:  Hal Shear, Research Investors Advisors, 
Boston; Mark A. Verdi, Entrepreneurial Services Group, PricewaterhouseCoopers, 
Cambridge; and Sullivan & Worcester tax partners, Jonathan Dubitzky and Joe 
Newburg.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Ten Commandments of How To Work 
Effectively With Lawyers"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

As a result of my own law practice and teaching of the "Manager's Legal Function" 
course at the MIT Sloan School of Management, I have developed this Ten 
Commandments of How to Work Effectively With Lawyers. Hopefully by following 
these commandments, you will be able to work more effectively with your lawyer, and 
thereby reduce legal costs while improving responsiveness.  

1. Remember, You Are Purchasing Expertise By the Hour. 

When you consult a lawyer, the product you should be purchasing is "expertise by the 
hour." This may seem self evident, but many managers lose sight of this. For example, 
you pay the same amount for 30 minutes of a lawyer's time whether he or she is drafting 
a document or calling you to remind you to send the documents you promised you would 
send. Moral: Make sure that you are spending your lawyer's time (and therefore, your 
money) wisely.  

2. Plan Ahead. 

"I want it quick, cheap and good." Unfortunately, you rarely can get all three of these. By 
giving your lawyer advanced warning of what you want, you can reduce cost while 
maintaining quality. For example, if you call your lawyer at 4:30 on a Friday afternoon 
requesting a contract by 9:00 Monday morning, it is likely that a more senior lawyer will 
have to draft the contract because there may not be sufficient time for the senior lawyer to 
delegate the work to a junior (i.e., lower billing rate) lawyer and to also review the junior 
lawyer's draft before Monday morning.  

3. Get In Line. 

A corollary of "Plan Ahead" is to let your lawyer know something is developing in your 
business which may require the lawyer's attention. A lawyer has multiple demands put on 
his or her time. By giving advanced notice, you will enable your lawyer to plan his or her 
schedule, and to assemble a team if required. Also, if you get in line, it is psychologically 
much more difficult for the lawyer to make excuses about why your work can't be done 
within your time schedule.  

4. Keep Your Counsel Informed About Business Developments. 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

211
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Legal advice can not be given effectively in a vacuum. Choose a lawyer that is interested 
in and capable of understanding your business and educate him or her. Put the lawyer's 
name on the press release and new product announcement mailing list. Expect your 
lawyer to keep informed. If your lawyer charges you for the time he or she spends to keep 
informed generally about your business, get another lawyer.  

5. Practice Preventative Law. 

You may remember the old Fram oil filter commercial where the mechanic says that "you 
can pay me now, or you can pay me later," referring to replacing a $5.00 oil filter which 
could have prevented rebuilding the engine. The same concept applies to legal matters.  

Meet with your lawyer once a quarter or at least twice a year to review what you have 
done since the last meeting and what you are planning. This may generate some work for 
the lawyer to fix things you have done before they become larger problems, but this 
should not be the prime purpose of the meeting. Instead, get your lawyer's views on what 
you should watch out for in carrying out your plans. The idea is to avoid problems and 
create opportunities; to move the focus from remedial law to preventive law. Tell your 
lawyer that you will buy him or her lunch at these quarterly meetings, but that you don't 
expect to be charged for the lawyer's time. In today's increasingly competitive legal 
services marketplace, you should find that your lawyer has no problem with this 
arrangement which allows him or her to maintain good relationships with clients. You 
may even find that the lawyer will buy you lunch.  

6. Use Your Lawyer's Contacts and Knowledge. 

An active business lawyer regularly comes into contact with a variety of people who you 
might not meet in your business, e.g., bankers, accountants, venture capitalists. Your 
lawyer also sees a wide range of businesses and business deals. You should make use of 
these contacts and knowledge by educating your lawyer about your goals and objectives, 
thereby making the lawyer part of your extended management team.  

7. Follow Through. 

You will tend to get the most cost-efficient result from your lawyer if you concentrate 
your efforts and if you follow through. The longer you stretch out a task, the longer it will 
take, and the more it will cost. For example, if you meet with your lawyer and say, "I'll 
get back to you on that," and you take two months to do so, the lawyer will have to 
review the file to get back up to speed. This takes additional time and results in larger 
fees.  

8. Set Agendas, Do Memos. 

If possible, a few days before meeting with your lawyer, send a memo describing the 
facts, what you want to accomplish, and your questions. If the lawyer sees that more 
information is needed, he can call you to make sure you have it for the meeting. This 
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makes the meeting more productive. In addition, the lawyer can't help but think of your 
situation during times when he or she has a few spare minutes, e.g., jogging or in the 
shower. This should usually not be "billed" time.  

9. Be Up Front About Fees. 

Discuss billing arrangements up front. Review the bills and the relationship on a periodic 
basis. You may want to insist on monthly bills with detailed descriptions to see what has 
been done. This will create a tighter feedback loop between the work done and the costs 
incurred. If there are unexpectedly high bills, you can find out why—perhaps the lawyer 
or his or her junior lawyers were not efficient, or perhaps you weren't efficient. Find out 
why the fees were higher than expected and fix the situation.  

As your business grows larger, centralize legal service authorizations with one or a few 
people. Avoid creating a situation where a junior employee calls up the lawyer and 
authorizes work.  

10. Don't Be Penny Wise and Pound Foolish. 

In their desire to keep down expenses, some managers try to do their own legal work, 
e.g., use the last contract as a guide, etc. Because law and legal consequences are very 
fact and context sensitive, don't assume that the last contract will automatically work with 
this deal. Also, in the interest of saving money, some managers don't give the lawyer all 
of the facts. This can result in the wrong legal advice or missed opportunities.  

Conclusion. 

If you have developed a periodic review program with your lawyer, if you have taken the 
time to educate the lawyer about your business, and if you include the lawyer as part of 
your business team, i.e., if you manage the legal function, then you are likely to have an 
effective and cost-efficient relationship with your legal counsel.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Questions of Copyright: Another 
Weapon in the Property Arsenal"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

In other columns, I have talked about two categories of intellectual property law: 
trademark law, which protects a name, phrase or symbol that is associated with a 
company's goods or services, and patent law, which protects an invention or idea. 
Copyrights are a third weapon in a company's intellectual property arsenal.  

What is a Copyright? 

Copyright protection is available under Federal law for any "original work of authorship 
fixed in any tangible medium of expression." Originality requires that work be created 
through the independent effort of the author. Copyrights exist in written works (books, 
manuals, letters, computer programs, databases, paintings, and audio and video works). 
Abstract ideas, processes, methods of operation, facts, or utilitarian objects are not 
susceptible to copyright protection, but may sometimes be protected by trade-secret law 
or patent law.  

Protection of Expression. 

Copyright protects only the manner in which an idea is expressed, not the idea itself. As a 
result, the protection of copyright is not absolute because third parties may independently 
develop the same idea or "reverse engineer" a product to determine how it is made.  

What Rights Does a Copyright Owner Have? 

A copyright owner has the exclusive right to copy, publicly perform, and distribute the 
copyrighted material, and to prepare derivative works. Copyrights can be transferred, and 
any or all of these rights can be licensed.  

Fair Use. 

Not all copying is prohibited. For example, there is a "fair use" defense to copyright 
infringement action. This permits copying for purpose of scholarly research, 
commentary, and similar activities. The courts apply a multi-factor test that looks at the 
purpose of the copying, the amount of material copied, and the impact of copying on the 
market for the copyrighted work. Fair use is a somewhat limited defense.  

When is a Copyright Created? 
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A copyright comes into existence at the time an original work is authored, e.g., as I am 
writing this article, or as your child writes a letter to Santa Claus.  

Registration of Copyright. 

Registering the copyright with the Library of Congress is not required to have a 
copyright. However, with certain exceptions, you must register the copyright before you 
can bring a lawsuit for copyright infringement. A court will award you the "actual 
damages" that you can prove you incurred as a result of an infringement. For 
infringements occurring after you register a copyright, the court may award "statutory 
damages" of up to $20,000 ($100,000 in the case of a willful infringement), plus 
attorney's fees, without proof of actual injury. Copyright registration is a simple and 
inexpensive process; you file a short form, pay a very modest fee ($30), and deposit a 
copy of the work.  

In the case of computer software, there are special rules that allow you to file only a 
portion of the computer code. For further information on registration, call the U.S. 
Copyright Office at (202) 707-3000, or visit their web page on Copyright Basics.  

Copyright Notice. 

Prior to 1989, it was necessary to put a copyright notice on a work in order to obtain a 
copyright in a published work. This requirement was eliminated when the United States 
joined the Berne Convention, the major international copyright regime. However, you 
should still use a copyright notice because there are certain benefits that can be obtained 
if a notice is used (such as the ability to avoid an "innocent infringer" defense).  

The following form is recommended: "Copyright [year of publication], [name of 
copyright owner], All Rights Reserved." The © symbol or the abbreviation "copyr" may 
be used in place of the word copyright.  

Who Owns a Copyright? 

In general, the author of an original work is the owner of the copyright. There are two 
main exceptions to this rule. First, an employer is the owner of the copyright on a work 
created by an employee in the course of his or her employment. If the creator of a work is 
not your employee, that person will own the copyright unless the work is within one of 
the nine statutory categories of works known as "works for hire," and there is a written 
agreement that provides that the work will be owned by the company that commissions it. 
Some of the "works for hire" categories include a contribution to a collective work, a 
translation, a compilation, an instructional text, and tests. If the work does not fall into 
one of these categories, the only way in which you can obtain ownership of the copyright 
is to obtain an assignment in writing from the non-employee author.  

How Long Does a Copyright Exist? 
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Under current law, works copyrighted by an individual are protected for life of the 
author, plus fifty years. Works copyrighted by a business entity are protected for 75 years 
from the publication of the work or 100 years from its creation, whichever expires first. 
Works copyrighted under older law may be protected for different periods.  

Emerging Issues. 

Traditional copyright concepts have been put to the test by advances in computer and 
information technology. For example, once it was determined that computer programs 
were entitled to copyright protection, a series of court cases extended the scope of 
copyright protection for computer programs to such an extent that it threatened to protect 
the "idea" instead of the "expression." Recently, that trend has started to be reversed. 
Multimedia is an emerging area. It combines photography, music, film, text, and 
computer programs, each of which had its own industry customs for licensing and 
exploitation of rights granted by copyright. Making sure that these rights mesh in 
multimedia product can be a difficult task. In addition, the advances in computer 
technology that enable multimedia presentations to be created on personal computers 
rather than in professional studios with equipment costing hundreds of thousands of 
dollars has resulted in many more persons capable of producing infringing materials.  

I hope you find this overview of copyright law to be helpful. By the way, Boston 
Business Journal, the MIT Enterprise Forum, Inc., and I hereby grant you the right to 
copy and distribute this article, as a whole, so long as you identify the source and do not 
charge for it.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"The Importance of Patents: It Pays to 
Know Patent Regulations"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

A patent is an exclusive right granted by a country to an inventor, allowing the inventor 
to exclude others from making, using, or selling his or her invention in that country 
during the life of the patent.  It does NOT give the inventor the right to use or "practice" 
the invention, and thus the right is subject to any prior rights that others may have to 
related inventions.  For example, if you have a patent on a “vessel to hold coffee” and I 
have a patent on a “handle for a vessel,” then I can prevent you from putting a handle on 
a coffee cup, and you can prevent me from attaching a cup to my handle. 

A patent is issued to the individual inventor and not to a company, although it is typical 
practice to have employees assign inventions to their employer. Patent protection is 
available for any product, process, or design that meets certain requirements of novelty, 
non-obviousness, and utility. For most categories of inventions, patent protection in the 
United States lasts for 20 years from the date the patent is filed (under prior law, it was 
17 years from the date the patent was issued).   

In the United States, a patent application must be filed with the Patent & Trademark 
Office (www.uspto.gov) no later than one year after a description of the invention is 
published or publicly disclosed or the invention is first put on sale or made available for 
commercial use. In general, disclosure under a signed confidentiality agreement is not 
deemed to be "public disclosure."   

Because of this one-year rule, it is possible to test market the invention before having to 
decide to invest in a patent filing.  However, in most foreign countries, patent protection 
is not available for inventions that are publicly disclosed prior to the filing of a patent 
application.  In addition, in foreign countries, the "first to file" a patent will prevail in a 
dispute among inventors, whereas in the United States the "first to invent" wins—if the 
patent application is filed within the one year period. Under international treaties, a patent 
filing in the United States is deemed to be a filing for foreign purposes as of the date of 
the domestic filing.  As a result, a safe approach is to file in the United States before 
publicly disclosing the invention. By using this approach, you'll preserve your ability to 
obtain a foreign patent; however, in order to obtain the foreign patent, you'll still have to 
make a foreign filing within one year of the U.S. filing.  

Although foreign patent filings may be made individually in each foreign country, they 
are usually made under one of two international treaties: the Patent Cooperation Treaty or 
the European Patent Convention.  Filing under these treaty provisions can preserve your 
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rights and limit the upfront filing fees required. However, eventually you will have to pay 
the patent filing fees in each country in which you want to obtain a patent.   

Unfortunately, patent applications aren't published or made available by the U.S. Patent 
and Trademark Office until at least 18 months after filing. As a result, there is no direct 
way of knowing what patents your competitors may be in the process of obtaining.   

Obtaining a patent in the United States usually takes 18 to 24 months and can be 
expensive, depending on how well the inventor does in describing the invention in 
writing.  Plan on budgeting between $10,000 and $25,000 for obtaining a patent in the 
U.S.—maintenance fees and foreign filing fees are extra.  A 2002 report from the General 
Accounting Office has estimated that the cost for a small company to obtain and maintain 
a patent in ten industrial nations ranges from $160,000 to $330,000.  

If you are early on in a venture and don't have funds to spare, you might consider the low 
cost “provisional patent” process, which allows you to file a description of your invention 
with the USPTO, thereby obtaining an early filing date. You will still have to file your 
full patent application within one year.   The provisional application does not have to 
contain claims and does not have to meet all of the formalities required of a full 
application. 

Search out a patent lawyer who specializes in "prosecuting" (i.e., obtaining) patents in the 
technical area that the invention covers.  Although a good patent lawyer will understand 
the patent prosecution process, a patent lawyer who works in a particular technology area 
can add immense value by writing the patent claims to anticipate developments in the 
technology field.  Ask your general business lawyer for references to patent specialists. 
Also, university technology licensing offices are also a good source for references to 
patent lawyers specializing in your technology field.   

Twenty years ago, patents weren't very valuable in the sense that they were not upheld in 
court that often. Today, as a result of changes in the patent laws, inventors are more often 
prevailing in multi-million dollar lawsuits. For example, the holder of a patent on the bar 
code process has reportedly received over $450 million in royalties and judgments.   

Be aware that triple damages can be obtained in "willful infringement cases." Obtaining a 
written "non-infringement" opinion from an independent patent lawyer before you 
introduce a product will help overcome a "willful infringement" claim.   

Many companies view a patent portfolio as essential, even if they don't plan a vigorous 
program of enforcement litigation. They believe that having a portfolio of patents allows 
them to settle infringement claims against them by "cross licensing" patents with the 
other side.   

Summary.   
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More and more, obtaining and protecting intellectual property rights is becoming a 
strategic necessity for businesses.   

My thanks to Martin O'Donnell of Cesare & McKenna for his review of the patent 
portion of this article.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Of Kleenex and Cheez Whiz: 
Trademarks are Nothing to Sneeze At"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

My 10-year-old daughter Elizabeth knows that I write this column. The other day she 
said to me, "Dad, I really enjoyed your Cheez Whiz article."  I had no idea what she was 
talking about.  Several times during the evening she again mentioned my article on Cheez 
Whiz. At bedtime, I found the "article" she had written about Cheez Whiz, under my 
name. 

We had a good laugh, but I got to thinking about Cheez Whiz.  It evokes a clear image 
(for better or worse) about a particular product. In law, it's what we call a trademark, one 
of the categories of "intellectual property." 

Intellectual property assets have become very valuable and important in all businesses. 
Every week, I get questions from clients who recognize the general importance of IP 
assets, but have only a vague idea about what's involved. 

This article about trademarks will attempt to clear up some of the issues.   

Trademarks and Servicemarks. 

The major purpose of trademark law is to prevent confusion among consumers as to the 
source of goods or services.  A trademark may consist of a name, a phrase, or a symbol.  
Even colors have been held to be entitled to trademark protection under special 
circumstances.  A person who has rights in a mark may exclude others from using the 
same or a similar mark in connection with goods or services, in circumstances that may 
result in confusion by consumers. 

When you are naming a product, you should try to come up with a unique name.  
Depending on the "strength" of the mark, the breadth of the class of goods or services to 
which the trademark right pertains may be greater or smaller.  If your mark is fanciful 
and contrived, such as "Exxon" or "Kodak," it is highly unlikely that someone else is 
using it.  You also will have a stronger case against someone who later uses a similar 
mark to trade on (or "dilute") the reputation of your product. 

Further, it's easier to expand the zone of protection for a fanciful mark beyond the initial 
product on which it is used.  For example, Kodak would have a good case against 
someone who opens a chain of "Kodak" drugstores.  Conversely, a "weak" mark such as 
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"Supreme" might not be afforded trademark protection beyond the products or services 
on which it is used. 

A name that is "merely descriptive" won't be entitled to trademark protection unless you 
can show that, over time, the mark has acquired "secondary meaning"—that is, customers 
actually associate the mark with your goods. 

You can search for trademarks at the US Patent and Trademark Web site 
(www.uspto.gov) or other information services to see if the mark you have chosen is 
already registered in the Patent and Trademark Office or in use by others. 

Once established, a trademark must be "policed" to maintain rights. If you allow your 
mark to become synonymous with others' goods or services, you run the risk that your 
trademark rights will be lost because the name may be deemed to have become "generic," 
and thereby no longer identifies a source, but a good or service available from several 
sources. 

Trademark and servicemark protection are available under both federal and state law.  
You don't need to register a mark in order to obtain the basic rights afforded under state 
law.  Rights in a mark arise upon its use in commerce in connection with a particular 
good or service.  Registration of a mark is required, however, to obtain protection 
throughout the U.S. Generally, state protection is limited to the geographic area in which 
the mark is used; federal protection extends the owner's rights nationally, including to 
geographic areas in which the mark (or a very similar one) is not already in use. 

In addition, since 1989, it's been possible to obtain federal registration of a mark under an 
"intent to use" registration without actually using the mark in commerce prior to applying 
for registration. 

Federal registration filing fees are currently about $375 per mark per class of registration. 
Registration typically takes three to six months if no opposition or problems are 
encountered.  For the current fee schedule, please click here. 

If you haven't registered a mark federally, you should place the symbols "TM" and "SM" 
next to the mark in advertisements, etc., to indicate that you claim rights in the trademark 
or servicemark involved.  Federally registered marks ought to be identified by the ® 
symbol.  If you refer to a trademark belonging to someone else in an advertisement or for 
some other purpose, you should indicate clearly that the mark is owned by the other 
person.  For example, "Macintosh is a registered trademark of Apple Computer Inc." 

Although there are international trademark treaties, you need to be very careful about 
protecting your trademark rights in other countries.  For example, sending a software 
product to a reseller in another country may result in that reseller becoming the owner of 
your mark in that country. 
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A practical tip: Many startup entrepreneurs ask me to "protect the name of our 
corporation in all of the states."  It can be very expensive to reserve and protect a 
corporate name on a state-by-state basis.  Instead, consider registering a trademark for 
your product.  You can change the corporate name later without losing the value of the 
trademark for the product.  Do you know who owns the Cheez Whiz mark? Kraft General 
Foods Inc. 

So how did you like my Cheez Whiz article, Elizabeth?   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Adding Up All The Costs: How 
Accounting Services Are Priced"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

I have many technology entrepreneur clients who can recite to the penny the cost of the 
latest Pentium PC or Sun workstation with a given configuration of memory, processor, 
disk drive, etc. However, there are many other areas where they have absolutely no clue 
as to the costs of items which are central to their business. In many cases they don't even 
have a concept of what drives these costs. This column will provide facts and tips which 
may not be generally known about these costs. Because the data are drawn from the 
experience of my clients and myself, they are necessarily limited.  

What Do Certified Public Accountants Do and Why Do You Need Them?  

Although CPAs provide a range of valuable management consulting services, the typical 
entrepreneur is looking to an accounting firm to provide three basic services: tax returns, 
bookkeeping, and audits/reviews. Tax returns are required by law. You can do them 
yourself, but you are better off in most cases letting the experts handle this while you 
focus on your business. Although bookkeeping is required to support tax returns, a 
properly designed bookkeeping system is also needed to manage your business 
effectively. Even if you are not ready to ship product, you should implement a good 
bookkeeping system as soon as possible. Audited financial statements will be required by 
most investors and banks, can be of help in dealing with large customers, and are 
required if you go public. (Note: because the auditing firm must be "independent," it can 
not do your bookkeeping, but it should be able to recommend a good bookkeeper.) The 
"reviewed financial statement" is a less costly alternative, but is less extensive and 
usually does not involve verification of data. Banks and investors may not accept 
reviewed financial statements, so make sure you check with them first.  

How Do They Charge?  

Like other professional service businesses, accountants are basically selling expertise by 
the hour. Simple economics requires the accounting firm to charge out its labor at a rate 
which covers overhead (rent plus staff salaries), the salary of the employee accountants, 
plus a profit. A typical hourly rate constitutes a mark-up of about 100 percent over the 
allocated overhead cost plus the salary paid to the accountants.  

Where billing is on the traditional hourly rate method, there are at least two important 
factors to consider. First, does the person who is doing the work have the appropriate 
level of experience? In other words, you don't need to have a senior partner do a task 
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which could be done by someone with lesser experience at a lower billing rate. On the 
other hand, you also don't want a junior person spending lots of hours trying to figure 
something out that a senior person may already know. Second, is the work being done 
efficiently? This does not necessarily mean in the fewest hours. For example, a senior 
person might be able to do a task in one hour while a junior person might take two times 
as long; however, the lower billing rate of the junior person might make that person the 
most efficient person to do that task. You can help by making sure that the expertise 
which you are renting by the hour is being used appropriately and not to gather together 
information which your people can assemble for free.  

Fixed Charge or Discount Billing.  

Sometimes accountants will do fixed cost instead of hourly billing. This happens where 
the tasks are repetitive enough that the accountant can, on average, make a profit. Fixed 
charge billing might also be done as a "loss leader" in a new client relationship. However, 
fixed charge billing is harder to do on open-ended tasks. In recent years, I have seen a 
variety of innovative approaches which try to provide services within a budget and 
provide incentives on both sides to make it work. Most often this works in the context of 
a long-term relationship. Firms may also do discount billing, especially for promising 
start-up companies or for larger companies which generate lots of work. Accounting 
work can be highly seasonal with tax and public company reporting deadlines. Avoiding 
having your work done at these "crunch" times can save money.  

Timing of Payments.  

Some firms may be flexible in the timing of payments of bills, especially for promising 
entrepreneurial companies where a longer-term relationship is anticipated. Flexibility in 
timing and rates may actually be easier to achieve with larger firms which have a larger 
client base over which to spread the costs. Although smaller firms usually have lower 
overhead and lower rates, they may have a more pressing need to be paid on a current 
basis. Finally, firms can not issue audit statements unless they are paid currently so you 
need to factor this into your cash flow projections.  

Equity In Lieu of Cash Fees.  

In order to remain "independent," auditing firms may not accept stock in lieu of cash for 
payment of fees.  

Recognize Value.  

Don't be an entrepreneur who knows the price of everything but the value of nothing, and 
don't assume that the lowest-cost solution is the best one. In choosing an accountant, you 
should be looking to establish a close working relationship with a person who can add 
value to your business as part of an external management team. That "value" can be the 
person's unique experience, business "smarts," industry knowledge or contacts in the 
financial world. Also look to who else at the firm will be a part of your "team." 
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DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"The Costs of Hunting Heads"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

The most valuable assets of most high-tech firms—people— go home at night, or perhaps 
early in the morning in the case of software developers.  As the company grows, you 
have to fight the decreasing quality problem; the Founders (all “10"s) hire the second 
wave of employees (who are mostly “9s”), who hire others (“8s” or below) until the 
company is full of mediocre people who drag the whole place down.   

So how do you find good people?  The Founders probably know some quality people 
from other jobs and companies, but these people are usually only in the Founders' area of 
expertise.  You can get referrals to good people from your accountants or lawyers, but 
this only goes so far.  There are several job matching/placement services on the Internet, 
but these too are limited.  Eventually you are going to have to make a classic “make or 
buy” decision—either you commit to an active internal recruiting program, or you hire a 
pro. 

The "Do-It-Yourself" Option. 

The benefit here is that you will save short-term cash by not having to pay a pro.  The 
negatives are many—will you devote the time to recruiting, or will you put it off to deal 
with short-term fire drill problems?  Do you have the knowledge and contacts to do a 
good job?  In recruiting, you will be presenting an image of the company to the industry, 
so take it seriously.   

The "Hire the Pro" Option. 

This will cost you cash in the short run, maybe even significant cash, but it may pay off 
in the long run by getting you good people while allowing you to focus on your core 
strengths.  There are a number of types of “pros,” and the choice depends on your 
recruiting needs. 

Retained Search. 

These are the very best and most expensive recruiters.  They are used for the 
President/CEO or VP level searches, and they generally work as follows. The search firm 
works with you to scope out what you really need by getting an understanding of your 
business, plans and strategy.  This is particularly key in earlier stage business where you 
may think you need a controller for short-term cash management, but what you might 
really need is a CFO who can develop and implement a financing strategy.  In larger 
companies, the evolved organizational structure may define the needs more clearly.  The 
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search firm should have a clear idea of your corporate culture, especially when a senior 
level person is the goal; an IBM VP with 15 years of experience may sound great on 
paper, but could be a disaster for a young entrepreneurial company.  The search firm will 
develop written job specs and a list of companies to be searched for candidates.  You 
should review this list with the search firm since, for example, you may not want them 
contacting people at a firm you have targeted as a strategic partner.   

Once the search begins, the search firm will be actively managing the process, both with 
your company (lining up interviews and insuring follow through), and with the 
candidates identified (providing information, arranging for travel and hotel for out-of-
town candidates, etc.).  The firm will usually provide written reports/summaries of the 
job interviews, and impressions of/from the candidate and your people.  For promising 
candidates, references will be checked, both candidate-provided and those identified 
through independent research.   

How do you choose a retained search firm?

As with any service providers, you need to ask people you trust who know the players.  
The knowledge and experience of the search firm in your industry is important as well as 
the chemistry between you and the search executive. 

The price?

The retained search firm usually gets one-third of the budgeted first-year cash 
compensation for the position (base plus bonus).  Stock options are usually not factored 
in.  So for a $150,000 position, the search firm will get $50,000, of which a third is paid 
when you retain the firm, a third after 30 days, and the balance after 60 days.  You will 
also be billed for expenses; most search firms want to control the payment of such things 
as air fare and hotel for candidates in order to make sure things go smoothly.  These 
expenses might average $800 to $1,000 or more per month.  Typical high-level searches 
are concluded within 60 to 90 days of initiation.  Many search firms shy away from 
dealing with early stage companies, but those who are active in this sector may be willing 
to take some stock instead of cash—e.g. up to 30 percent of the fee.  However, think 
twice about giving up equity; it could be a most expensive hire if the company takes off. 

Contingency Searches. 

Contingency search firms are usually used for middle level/ multiple position searches.  
Unlike retained search firms, you pay only when they deliver someone you hire, and they 
typically charge about 20 percent of the first-year cash base compensation.  You 
generally won't get as high level of service on structuring the position—you should still 
go through that process yourself—or in managing the process, or in reference checking.  
You should count on receiving a “flood” of resumes, and you may have a good deal of 
work to do in sorting through them to find the right type of person.  Although some 
contingency search firms will do “cold calls” to identify candidates, in many cases the 
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resumes you receive will be for people who are looking to leave their jobs or who are out 
of work.  This is not necessarily bad; you just need to factor it in to your decision. 

Do-It-Yourself with Unbundled Assistance.

You don't have to make a total “make or buy” decision.  You can do some of it yourself 
and hire in expertise in particular areas.  For example: 

Contract Recruiters.  

For about $35 to $70 per hour, contract recruiters will assist you in running an in-house 
recruiting operation.  They might come in one day a week and work with your staff in 
defining position specs and organizing the process.  A typical engagement might be in a 
situation where a new product line is being developed and launched, and where you will 
need a range of people, including software development engineers, support staff for sales, 
marketing, and technical and customer support. 

Researchers.  

For $50 to $100 per hour, a researcher will identify potential candidates at other 
companies and do reference and background checks.   

Advertising.   

The old “Help Wanted” ad works for the right jobs.  Expect to pay $3,000 for a multiple 
job listing in the newspaper.  Use one of the ad agencies who specialize in newspaper 
ads; they are paid a commission by the newspaper when they place ads.   Like travel 
agents and airlines, you won't get a lower rate from the newspaper, so you might as well 
use the agency and take advantage of their expertise in designing ad layouts, etc. Also, 
take advantage of many of the online job sites, such as Monster and Craigslist.  

Good Luck and Happy Hunting! 

My thanks to a variety of people for input to this column, especially Mike Carvey of 
Gustin Partners.   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"How Much Does An Employee Cost?"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

This is another in a series of columns on "how much things cost." This time, some 
metrics on the cost of employees.  

I have six clients who have been fortunate enough to receive significant early-stage 
venture capital financing in the past month or so. They are all struggling with the problem 
of rapid hiring to achieve their business plan. Before they were funded, life was easier in 
some ways—there was no money to spend on new hires. Now they have the cash to 
spend, but need to spend it wisely. Here are the results of an informal survey I did about 
what people are spending on employees these days.  

Employment costs fall into several broad categories:  

Recruiting Expenses. 

Finding technically qualified people who can function effectively in a rapidly growing 
startup venture is not an easy task. In another column, I discussed the economic 
alternatives for head hunting. For this column, it suffices for me to remind you to be sure 
to devote the time to make sure that your hires are as close to perfect A-10s as possible. 
Anything less will be a drag on your business.  

Basic Salary. 

Basic salaries vary all over the place depending on the industry and a variety of other 
factors. There are data that can help you calibrate an appropriate base salary; for example, 
a Google search for "compensation survey" returns more than a half-million Web pages. 
Be sure to establish rational salary ranges given your growth plans. This means that in 
most cases there should not be great salary differentials between early hires and later 
employees; any "risk component" of being an early hire should be made up in the equity 
compensation component.  

Employment Taxes. 

In preparing your personnel budget, be sure to include allowances for Social 
Security/FICA, Unemployment/FUTA, and Medicare. Workmen's compensation 
premiums will depend on the category of your employee, with clerical at about 0.3 
percent of salary and manufacturing at 7.5 percent.  

Benefits. 
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Basic salary and employment taxes are a minimum; in most cases, you will need to 
provide some benefits. Typical benefits for a salaried employee include life insurance and 
health coverage. Other benefits could include long-term disability insurance, dental plans, 
dependent care assistance, tuition reimbursement, retirement plans, etc. These involve 
actual payment of benefits by the employer. There are also "self-funded" plans where the 
employer contribution is the administrative costs, e.g., 401(k) savings plans where a 
portion of the employee's salary is withheld. Vacation is another cost but is subsumed in 
the basic salary.  

The costs to this point (basic salary, employment taxes, and benefits) are typically in the 
1.25 to 1.4 times base salary range. So the cost range for a $50,000 a year employee 
might actually be $62,500 to $70,000.  

Space. 

Unless you are hiring traveling salespeople, you need to provide some physical space to 
house the new employee. Obviously the rent per square foot varies depending on the 
fanciness and location of the facility. But how many square feet does an employee need? 
Again this varies, but there are some guidelines. Work cubes are typically 8' x 8' and 
private offices range in size. In high-tech, figure on 225 to 250 square feet per employee 
when you add in common space. Furnishing the space, even with used work cubes, will 
add up fast.  

Other Equipment. 

The basics for workers has to include a computer and telephone. This needs to include 
both the hardware and software, servers and printers, and telephone installation. Don't 
forget the periodic expensive upgrades you will need to your LAN and voice mail 
systems.  

Other Approaches. 

Instead of figuring out each cost component separately, you can develop some simple 
metrics. For example, one entrepreneur I talked to is in the engineering services business 
and his people are billed on projects on a time and materials basis. The entrepreneur takes 
the employee's base salary and multiplies it by 1.25 to cover employment taxes and 
benefits. She then multiplies that number by 1.75 to cover rent, equipment, etc. Because 
some management personnel are needed and some of the employee time is spent in non-
billable technology development, she multiplies that number by 1.25. She figures that for 
her professional engineering consulting business, the fully functioning managed 
employee costs about 2.7 times the base salary. She has a different metric for planning 
the manufacturing side of her business. In both cases, even though the metrics are simple 
and easy to apply, it has taken her some time to really understand the cost components of 
her business segments in order to develop the metric. She notes that although her "rule of 
thumb" is helpful in planning rapid growth, like any rule of thumb, the underlying 
assumptions need to be recalibrated periodically.  
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Hiring is always a difficult and important activity, especially in a rapid-growth business. 
There is always too much to do and often the new entrepreneur has little experience in 
hiring. It is the rare case when you can hire exactly to meet your needs. Delay in hiring 
and you will have trouble meeting your plan; hire too quickly and you may burn through 
cash before revenue catches up. Consider using independent contractors to cover peak 
periods if your business does not have too steep a learning curve. One of my clients staffs 
at 85 percent of forecasted needs and contracts out the remaining 15 percent.  

Although you can't control the hiring process exactly, you can understand the economic 
metrics of what you are doing, and that can help you avoid some really unpleasant 
results.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Don't I Know You From Somewhere? 
The Price of Fame"  
by Joe Hadzima  

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

Having a good product or company doesn't do much good if nobody knows about it.  
Public Relations can be a powerful tool in developing markets for your product and in 
enhancing the value of your company.  PR can create an awareness of your product in the 
trade press, and give you a leg up when you try to close a sale of your product.  PR about 
your company can pay big dividends when it comes to raising money, attracting highly 
qualified employees, or even selling the company.  Ask yourself: all things being equal, 
would you rather buy a product from a company you have heard of or from an unknown 
entity?   

So I have convinced you that PR is generally a good thing, but what does it cost?  Like 
lots of things, the answer is “it depends.”  Before jumping into the cost of PR, you need 
to determine what your goals are, who is the target audience, and what the message is 
going to be.  You may be able to do this yourself. An example might be: “Goals: create 
awareness of our new product in advance of the big annual trade show; Target Audience: 
Fortune 1000 companies with LAN and WAN computer networks; Message: our product 
can detect network congestion at the software application level.”  However, in other 
situations a big “value add” in dealing with a professional PR firm can be the 
identification of the goals, target audience and message.   

So what is the cost? 

It can be quite small.  I have one client who could not afford to pay for any professional 
PR, but he had a clear idea of what he wanted to do.  He knew what trade magazines his 
customers read.  He looked at the names on the “bylines” of the stories in the magazines, 
and he identified several regular “freelance” writers.  These writers get paid if they sell 
stories to the magazines.  So he put together some interesting story ideas that were 
convincing enough for a freelance writer to put together a sellable story.  His cost?  Some 
time in researching and a few phone calls.  The result?  Telephone calls from all over the 
country and tens of thousands of dollars of sales.  Plus, he got reprints of the articles and 
used them in his promotional materials for use with customers and to sell future stories.   

This approach worked because this fellow is a quite creative person, but his “do-it-
yourself” PR success is quite unusual.  If this sort of creativity is not one of your core 
competencies, then you should consider retaining a professional PR firm. 
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PR persons I have talked to tell me that there are two facts of life in the public relations 
business: clients want results NOW, and they don't want to pay a fortune for those 
results.  Companies hire PR firms to make good things happen for them as cost-
effectively as possible.  The problem is that “good things” just don't happen by 
themselves. Positive, extensive, and regular media coverage is almost never an accident 
for publicly traded companies and never-ever is an accident for privately held 
companies.   

How do you determine a “fair market value” for PR?  The problem is that effective public 
relations is a process that evolves over time.  Time is money.  How much time? How 
much money? 

For an aggressive PR program, expect to pay as much as $10,000 per month or more.  
Many firms prefer to work with a 12-month contract with a 60-day cancellation clause.  
There are more than a few Boston-area software companies, for example, that are paying 
$10,000 per month for PR.  The “average” PR expense across most industries is more 
likely to be in the $5,000 to $6,000 per month range.   

How is the amount calculated?  One approach is “billable hours.”  Once you and the PR 
firm determine what needs to be accomplished, the PR firm then will estimate the number 
of hours necessary to complete the job, assign one or more professionals to the account, 
and bill each at a particular hourly rate against the number of hours spent on the account.  
Usual and customary billing rates are: PR firm president/owner/principal: $250-$300/hr.; 
VP-level: $175/hr.; Senior Account Executive: $125/hr.; junior AE: $75/hr.; clerical 
support: $35/hr.   You should insist on a maximum monthly fee under this approach. 

A variation on this approach is a retainer.  Again, the PR needs are determined, the PR 
firm assigns personnel, and a flat, monthly fee is agreed upon—expenses are nearly 
always billed separately.  With this approach, the company knows what to expect each 
month in PR fees. 

Another approach which I have seen used is a combination of cash and stock.  Consider a 
particular PR program which is estimated to be $6,000 per month over a 12-month 
period.  The company is emerging, and while it desperately needs extensive, regular, and 
favorable publicity to drive sales, assure a full and fair market value for its stock, and 
attract top-notch employees, it cannot afford or chooses not to pay $6,000 in cash per 
month.  An alternative might be to offer the PR firm $3,500 per month in cash and stock 
options on 15,000 shares accruing at 1,250 shares per month over the 12 months.   

Remember: no reputable PR firm will ever “guarantee” results.  The PR firm and you 
should mutually agree on the goals of the effort, and then measure results against those 
goals.  Be sure to look at the track record of the PR firm.  Can the firm show you that it 
has orchestrated the kinds of PR accomplishments you desire?  While there can be no 
guarantees that the PR firm can make the same great results happen for you, the fact is 
that a successful PR firm track record at least “guarantees” your company that if your PR 
goals are theoretically achievable, then this particular PR firm stands an exceptional 
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chance to achieve those goals, given its similarly successful performance for others in the 
past.   

Finally, be prepared to be patient—effective PR is a process which evolves over time. 

My thanks to a variety of people for input to this column, especially Ron Trahan of 
Ronald Trahan Associates, Inc. in Natick, Massachusetts.  

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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"Putting a Leash on Your Lease"  
by Joe Hadzima 

(This article originally appeared in the "Starting Up" column of the Boston Business 
Journal.)

Maybe the real estate market really is recovering.   

In the past three weeks, among the usual calls I receive regarding financing, licensing, 
stock options, and so forth, I heard from four clients asking me to review leases for them.   

One client is a raw startup that has spun out of MIT and just received its first round of 
venture capital financing.  The second is a consulting firm that has just landed a major 
project.  Another is a year-old development-stage company that has run out of space it 
had been "sharing" with another company.  The fourth is a computer product maker that 
wants to move from Cambridge into larger and cheaper space on Route 128.   

Each has particular needs that the new space must meet.  Unfortunately, the language in 
each of their new leases consisted of dense and, in many cases, poorly drafted legalese.  
To make their lease review process more efficient, I faxed each of my clients a "menu" of 
key points to consider that many of our clients have found useful when they're thinking 
about leasing space.   

I asked them to review the menu and put together a brief "bullet-point" list concerning 
their particular business needs for new space.  This would help me understand what was 
"missing" from the standard lease documents they were being asked to sign.   

Leasing new space is an event that can have major implications for any business.  If a 
company leases space that ultimately turns out to be unsuitable for all its operations, or if 
the lease does not allow for expansion, the growth of the company can be unduly 
hindered.  If too much space is leased, the company will end up wasting limited cash 
resources.   

Lease documents can be sophisticated and complicated contracts.  A great number of 
points beyond rent and square footage can directly and adversely affect a business tenant 
down the road.  Conversely, a lease that provides a tenant with the right type of space and 
flexibility as the tenant's needs change can become an asset and provide a competitive 
advantage.   

A prospective tenant might want to consider the following when entering into a lease.   

The Premises.
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Do you know, exactly, what you are leasing?  A precise plan ought to be attached to your 
lease.  The exact square footage of the premises also should be set forth. In the event 
future space needs are indefinite, an option to expand into, or a right of first refusal on, 
additional space should be considered, as well as an ability to downsize and give back 
space or reduce the lease term.  If you are leasing a substantial portion of the building, an 
option or right of first refusal to purchase the building may be appropriate.   

Storage/Parking. 

Your lease should identify storage space and number of parking spaces, their location, 
their additional cost, if any, and whether parking spaces are assigned or used in common 
with other tenants.   

Identity of the Tenant. 

If you operate your business in a form other than a corporation (such as a partnership or a 
trust), non-recourse language should be requested.  All efforts should be made to avoid 
entering into the lease in the name of an individual.  Similarly, personal guarantees 
should be avoided whenever possible.   

Permitted Uses. 

The permitted use clause, if any, ought to be broadly drafted so as to permit all 
contemplated uses of the premises and incidental uses (including uses of potential 
subtenants).  These uses should be checked against local zoning.   

Initial Tenant Improvements.

Unless the space is to be taken "as is," perhaps the most significant item to be explored is 
the nature, timing, and responsibility for the performance and cost of the improvements 
to be constructed.   

Operating Expenses. 

If you are going to share in the cost of operating expenses for the building, you should try 
to exclude capital items. You will generally benefit from operating expenses being 
determined in accordance with generally accepted accounting principles with carefully 
enumerated included and excluded costs.  If operating expenses are to be paid over a 
base, that base should, if possible, be the first full calendar year during which the lease is 
in effect, and the base should be "grossed up" to reflect full occupancy.  Consideration 
should be given to negotiating a cap on increases in operating expenses during the lease 
term.   

Maintenance and Building Services.
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Your lease ought to include detailed times and standards for building services, and set 
forth the additional cost, if any, for off-hours or additional services, such as weekend or 
evening air conditioning or heating. You may wish to negotiate an abatement of the rent 
or lease termination right in the event an interruption of services continues for a specified 
time period.   

Insurance.

The lease should include a covenant by the landlord to insure the building for its full 
replacement cost and should include a waiver of claims by the landlord for any damage 
covered by insurance—as well as a commitment by the landlord to obtain a waiver of 
subrogation from its insurer.   

Tenant Default.  

You should receive written notice of any default, including non-payment of rent or 
additional rent.  The grace period after notice should be not less than five days for 
monetary defaults and 30 days for non-monetary defaults.  The landlord should only be 
able to pursue remedies under the lease after notice and expiration of applicable grace 
periods.   

Title Issues.

A non-disturbance agreement should be requested from each present mortgagee, and the 
landlord ought to agree to obtain such an agreement from all future mortgagees, if the 
lease is to be subordinate to such mortgages. Otherwise, if the landlord's lender were to 
foreclose on its mortgage, you might find your lease terminated by that foreclosure.   

In Massachusetts, if the term of the lease, including all extension rights, exceeds seven 
years, a notice of lease must be recorded to assure protection of the tenant's leasehold 
interest from invalidation by mortgagees or purchaser who have no notice of the lease.   

Special thanks goes to Warren Heilbronner of Sullivan & Worcester LLP for his work on 
the original leasing menu.   

DISCLAIMER: This column is designed to give the reader an overview of a topic and is 
not intended to constitute legal advice as to any particular fact situation. In addition, 
laws and their interpretations change over time and the contents of this column may not 
reflect these changes. The reader is advised to consult competent legal counsel as to his 
or her particular situation.  
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Considerations for Founders:  
Issues in Structuring Relationships Among Members of the Founder Team 

 
By: Joe Hadzima Senior Lecturer M.I.T. Sloan School of Management 

 

There are so many things which Founders have to worry about and do in launching 
a new venture- financing, people, customers etc.  All of these are important but the reality 
is that most ventures fail because of people issues and are really a failure of the 
relationships among the team members. Teams come together around an interesting or 
exciting idea or opportunity and tend to get swept up in the idea. They often don’t talk 
about their shared aspirations, vision and what they want to get out of the venture. The 
venture gets launched without these discussions and then problems surface “Big Time” 
down the road when these undiscussed topics collide.   

These problems can be surfaced and dealt with early on if Founders work at it.  This 
can be done by addressing some of the practical issues which should be considered in 
structuring the relationships among the Founders.  This rest of this memorandum outlines 
some of the legal and business issues which the Founders of a new venture may want to 
consider in structuring their relationships among one another.  It is not intended to cover all 
of the potential issues; rather it is meant to stimulate thought and discussion.  Versions of 
this memo have been used by the founders of the over 120 startup companies I have had the 
privilege of being directly involved in over the years. I have incorporated feedback from 
these entrepreneurs into the current version of this memo.  If you find the thoughts here to 
be helpful or have additional ideas, please email me so we can share this collective 
knowledge with those entrepreneurs who come after you.  On that theme, please remember 
to contribute to the development of entrepreneurship in some way – please “give back” 
some of the knowledge and experience you gain from your entrepreneurial ventures with 
others.  

* * * * * *  

Of primary concern to members of the founder team is the question of how the 
equity in the new venture is to be allocated, both initially and over time.  Ownership of 
stock carries with it two attributes: economic participation in the venture and the right to 
have a say in decision making.  These attributes can be structured in a variety of ways, 
including preferred economic returns and limited or expansive voting rights.  To determine 
how to allocate these attributes the following are among the questions to be considered:  

Initial Ownership/Contributions. In the typical situation each member of the founder team 
is bringing a unique skill or property to the party for which he or she is to receive a portion 
of the equity of the venture. It is important to understand that unless the participants 
specifically agree otherwise, once stock is issued to a person it is owned free and clear by 
that person.  For example assume that Bill, Sam and Mary are the founders and their 
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understanding is that Bill will invest $20,000, Sam will work on marketing and financing 
and Mary will develop the product. They agree that each will receive 1/3 of the stock.  In 
this situation, Bill has done everything he promised once he pays his $20,000.  The 
founders should consider what happens if Sam or Mary don't do what they promised.  

A method of handling this is to "vest" the stock of the founders.  Vesting can take 
many forms.  For example, the founders might agree to a calendar vesting schedule (e.g., 
straight line vesting over 5 years) so that if a founder leaves the company after one year of 
employment or involvement then he or she would be entitled to keep only 20% of his or her 
stock.  Calendar vesting is usually a surrogate for the tasks each founder is to undertake.  
For example, it might be assumed that Mary will complete the product within a year or 
alternatively if she doesn't it may not matter because an opportunity window might have 
passed.  An alternative to calendar vesting is "milestone vesting" which vests stock on the 
basis of achieving identifiable milestones such as "first beta ship" or "prototype" 
completion.  One obvious problem here is whether the milestones can be identified clearly 
or even if they can what happens if the business plan changes.  

There are several important tax issues which must be considered if vesting is 
selected. These issues will not be discussed in this memorandum because they are 
somewhat involved. However, it is extremely important to address the equity and tax issues 
early on because there can be large personally adverse economic consequences- seek 
advice from an experienced startup lawyer.  

Scope of Economic Participation. A related question is whether a person whose 
stock has vested should be entitled to participate in the economic success of the venture 
after he or she leaves the company.  The philosophical issue is whether the person is to be 
rewarded only for the increase in the value of the venture until the time he leaves.  If so then 
either the company or the other founders or both should have the right to repurchase the 
departing founder's stock at some price, perhaps the "fair market value" or an agreed value 
or an appraised value.  Another reason for having a repurchase right is to prevent dilution 
in ownership which would occur if the company has to issue stock to someone new who is 
taking over the departing founder's tasks.  On the other hand if the deal is that once the 
stock vests a departing founder is entitled to participate in the future increases in the value 
of the venture then there would not be a need for such a repurchase right.  

Transfers of Stock. Except for certain federal and state securities law restrictions, 
once the stock has been issued it can be transferred by any founder or other stockholder.  It 
may be in the best interest of the company and the stockholders to restrict the ability of a 
stockholder to transfer stock. For example, without such restrictions a founder could 
transfer his or her stock to a competitor.  Restrictions can take the form of a "right of first 
refusal" under which the company and/or the other stockholders have a right to match the 
price which a third party offers.  This right could be triggered by a specific third party offer 
or a general statement by a stockholder that he wants to sell at $x and giving the company 
and/or the other stockholders the right to purchase at $x. Alternatively the founders could 
agree on a formula price for repurchases or that on a periodic basis the Board of Directors 
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would set the price at which all transactions in the company's stock would occur.   

Take-along Rights.  Although it is more commonly imposed by venture capital 
investors, founders sometimes agree among themselves that if any one of them finds a 
purchaser his or her stock then all will be able to participate in the sale by selling off a 
portion of their stock ownership ("take-along rights"). Sometimes this is combined with a 
right of first refusal to provide the stockholders with the opportunity to purchase the stock 
of a stockholder if they think the price he proposes to sell at is favorably low or to sell 
their shares if they think the third party price is high.  

Death/Disability. Founders should consider what happens if one of the founders 
dies or becomes disabled.  In the case of death the stock owned by the deceased 
stockholder will end up with his or her heirs. Since the other founders may not want the 
deceased stockholder's spouse, son or daughter on the Board of Directors, the company 
and/or the other stockholders often are given the right to purchase the stock owned by the 
deceased stockholder.  This repurchase right is often funded by the proceeds of a "key 
man" life insurance policy.1

The founders should also consider whether they want to give the deceased 
stockholder's executor the right to force the company to buy back the stock.  This might be 
necessary where the estate of the deceased stockholder lacks the liquidity needed to pay 
estate taxes, etc.  This put right could also be funded by insurance.  An alternative is to 
have each stockholder purchase his own insurance to provide estate liquidity. The optimal 
arrangement depends on a number of factors including tax law considerations, which of 
course have a tendency to change.  

Permitted Transferees. With any stock transfer restriction it is appropriate to ask if 
all transfers will be subject to the restriction. For example, does a gift of stock to a child 
trigger the various rights?  What about a transfer from one stockholder to an existing 
stockholder?  Even if the founders decide that such transfers do not invoke the 
restrictions, it is usual practice to have the transferee agree to be bound by the restrictions 
on subsequent transfers.  

Preemptive Rights. Preemptive rights provide that the company cannot issue any 
additional stock without giving the existing stockholders the right to purchase the stock.  
In this way the founders can avoid a dilution in the percentage ownership of the company 
as a result of new stock issuances. Preemptive rights can be a valuable item to offer 
outside investors because it gives them a chance to increase their investment.  

Duration of Restrictions. The duration of restrictions should be considered.  Do 
they apply indefinitely?  Until a public offering?  For x years?   It should be kept in mind 
                                                 
1   . In addition the company may want to have a life insurance policy which will provide the company with 
operating funds while a replacement for the deceased stockholder/officer is found. 
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that if outside financing is anticipated the new investors will have their own ideas about 
restrictions.  

Control.  With stock ownership usually comes the right to vote for a Board of 
Directors.  Even with nonvoting stock there are certain fundamental corporate transactions 
which require approval of a certain percentage of each class of security.  Often the founders 
agree to vote their stock in a manner that each has a seat on the Board of Directors.  It is not 
uncommon for the founders to agree that "Major Events" will not happen unless there is 
agreement of all or a majority of the founders.  In addition to such events as a merger or 
sale of assets of the venture, Major Events could include such items as incurring more than 
$x of debt, entering into major license agreements or distribution agreements for the 
company's products, issuing additional equity or options etc.  

Proprietary Information.  In most situations the founders will want to provide that 
any inventions or discoveries made in the course of the venture will belong to the venture.  
Where a founder is bringing certain technology to the venture he or she may want to have a 
clear understanding as to what rights the venture has in the technology.  For example, who 
owns what if the venture fails?  Can some but not all of the founders start a new venture?  Is 
the venture limited to exploiting a technology in a particular niche?  Of course later 
investors as a condition to their investment may require that all rights to a technology be 
transferred to the venture.   

Employment.  Is the continued employment of one or more founders considered 
important either to the founders being employed or to the other investors?  Under what 
conditions can a founder be terminated and what consequences does this have to his or her 
stock ownership.  What if major differences arise about the direction of the venture such 
that the services of a founder are no longer needed?  
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Executive Summary 

Angel investors are an important and growing source of financing for the start-up 
and initial growth phases of technology ventures. This study focused on high net worth 
angel investors with entrepreneurial backgrounds. Many of these angels invest in first 
time entrepreneurs before the entrepreneurs secure venture capital financing. Besides 
earning a strong return on their investment, these experienced angels are motivated to 
“give back” to the community which helped make them successful. Very little published 
data is available on angel investing and little research has been done on the experienced 
angel investor. It may be valuable for first time entrepreneurs, venture capitalists, 
regulators and other members of the venture community to understand, leverage and 
support this growing class of experienced angel investors. 

This study introduces and defines the experienced angel investor, outlines the angel 
investing process, discusses the rise of organized angel groups, and provides advice for 
high net worth individuals aspiring to become angel investors. The intended audiences 
are business school students, aspiring entrepreneurs, aspiring angel investors, and other 
members of the venture support system. 

Some of the key findings of this study are: 

•	 Angels vs. Early Stage Venture Capitalists: The motivations and operations 
of experienced angel investors are typically different than those of early stage 
venture capitalists. First time entrepreneurs can benefit from approaching 
experienced angel investors, prior to meeting early stage venture capitalists, 
when seeking early stage funding. This study outlines the differences. 

•	 The “Network of Trust”: An angel’s personal network of contacts is a key 
element in screening deals, conducting due diligence, negotiating terms, 
adding value after the investment, securing additional rounds of funding and 
executing the exit strategy. 

•	 “Not All Angels are Alike”: It pays for entrepreneurs to understand the type of 
angels they need and the role that the angels will play in building their 
company. We have categorized angels into four groups: Guardian Angels, 
Operational Angels, Entrepreneur Angels and Financial Angels. We describe 
how these various angel types operate and how they provide different value to 
emerging ventures. 

•	 Systemization is on the Rise: Experienced angel investors are becoming 
increasingly systematic in their operation. Systematic evaluation and analysis 
help reduce risk, improve returns, and increase the number of deals 
considered. 

•	 The Need to Clarify the Angel Investing Process and Terms & Conditions: 
We found wide variation in the way angel investors conducted the investing 
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process, in particular, regarding the specific terms and conditions (T&C’s) of 
the term sheet. We devote a chapter to understanding the angel investing 
process and explain some common terms and conditions. 

•	 The Rise of Angel Groups: We identify and describe the recent rise in angel 
groups. Angel groups are an important new development in venture creation. 
These groups provide the fastest way for entrepreneurs to find angels and 
provide a way for angels to leverage their combined skills, time, expertise and 
networks. We outline four types of angel groups and define a framework for 
growing and managing angel groups. 

•	 Becoming an Angel: Finally, we explored how wealthy individuals become 
successful angel investors. In our survey, we sought advice from experienced 
angels on this topic and summarized their thoughts.

 In conclusion, the six chapters of this study are designed to enable the reader to 
develop a good understanding of angel investing. We outline the chapters below: 

Chapter 1 outlines the funding options available to entrepreneurs and describes how 
angel investors fit within those options. We also highlight data on angel investing in the 
United States and compare that with bootstrapping and venture capital investment data. 

Chapter 2 introduces the experienced angel investor and the survey we used to collect 
data for our analysis. We explain the factors driving the recent growth in angel investing 
and outline the rich diversity of angel investing behaviors. Chapter 2 also describes a 
model we constructed to understand the involvement and value of different types of angel 
investors. Finally, we compare and contrast experienced angel investors with early stage 
venture capitalists. 

Chapter 3 describes the angel investing process from deal sourcing to deal exit. We 
discuss the screening criteria, due diligence performed, terms and conditions, post-
investment involvement, and exit strategies of angel investors. 

Chapter 4 outlines the different types of organized angel groups, angel businesses, 
angel clubs and match making services. As we interviewed individual angels, we found 
many of them belonged to 1 or 2 organized angel groups. We outline a framework to 
characterize and compare the various angel groups. This framework can be used to build 
and grow angel groups. 

Chapter 5 is based on the advice experienced angel investors would offer aspiring 
angels. We outline how to become proficient, and how experienced angel investors are 
willing to help newcomer angels. We also describe some investment strategies commonly 
used by experienced angel investors. 

Chapter 6 concludes with some perspectives developed while conducting this study. 
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Chapter 1. Context for Angel Investing-Overview of Funding Options 

Chapter 1 outlines the funding options available to entrepreneurs and describes how 
angel investors fit within those options. We also highlight data on angel investing in the 
United States and compare that with bootstrapping and venture capital investment data. 
This chapter serves as the foundation for characterizing angel investing. 

1.1 How Do Entrepreneurs Fund Start-ups?

Entrepreneurs today have access to a wide variety of funding alternatives. Inc. 
Magazine lists 20 ways to finance start-up businesses1. Fundamentally, the entrepreneur 
must decide if the business will require outside equity capital for growth, or if the 
company can be bootstrapped. When entrepreneurs bootstrap, they do not access external 
equity capital, but rather fund growth by using founders’ capital, sales revenue, lines of 
credit and other non-equity sources of capital. Table 1.1 shows the options available for 
entrepreneurs to fund start-up companies. Usually if there is a need to establish market 
share rapidly, entrepreneurs will seek outside capital to fund faster growth. Other reasons 
may also drive their need for outside capital. 

There is little definitive data on bootstrapping and capital raising in early stage 
companies because there are minimal or no reporting requirements on the hundreds of 
thousands of investors that inject private capital into small, private companies. Studies 
based on surveys or interviews of entrepreneurs and angel investors have no scientific 
means of verifying responses. Reliable data on venture capital financing is available 
because venture capital companies are required to report on their investments. 

Table 1.1: Funding Options for Start-Up Companies 
Bootstrapping Equity Financing 

Early Sources Early Sources 
Founders’ Capital All Bootstrapping Early Sources 
Savings Capital also from: 
Credit Cards Friends and Family 
Second Mortgage Angels 
Venture Leasing Angel Groups 
Sales Revenue Early Stage Venture Capital Firms 

Later Sources Later Sources 
Lines of Credit All Bootstrapping Sources 
SBA Loans Venture Capital Firms 
Asset Backed Lending Corporate Venture Funds 

Accounts Receivable Factoring, etc. Private Equity Firms 
Corporate Strategic Partnerships Private Placement Firms 
Banks That Lend To Start-Ups Mezzanine Financing Firms 
Government Grants (SBIR, DARPA, etc.) Investment Banks 
Company Earnings Public Markets 

Source: Inc. Magazine and Genesis Technology Partners analysis 

1 Fraser, Jill Andresky, March 1999, “How to Finance Anything”, Inc. Magazine, p. 32 
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1.2 Bootstrapping, Angel, and Venture Capital Investment Data

1.2.1 Highlights from Limited Bootstrapping Data

There are only a few studies that shed light on bootstrapping and angel investing. 
Amar Bhide reported that 80% of the 1989 Inc. 500 grew to be on the Inc. 500 list 
through bootstrapping only.2  The Inc. 500 is a list of the 500 fastest growing private 
companies over the previous 5 years. The companies represent a mix of high-tech, 
service and retail businesses. He interviewed 100 founders and discovered they used 
personal savings, credit cards, second mortgages, etc. to fund a median start-up capital 
requirement of $10,000. Less than 20% of bootstrapping founders raised follow-on equity 
capital within 5 years of founding their company. They relied on debt or earnings to 
finance growth. Ross Perot’s initial investment of $1000 to launch EDS is perhaps one of 
the most famous examples of venture bootstrapping. 

Freear and Wetzel and the Center for Venture Research at the University of New 
Hampshire conducted a study in 1987 on the financing of 284 New Technology –Based 
Firms (NTBF’s) that had been founded in New England between 1975 and 1986.3 They 
found that 38% (107) received no outside equity funding, preferring to bootstrap the 
operations of their companies. For other companies, individual angel investors were the 
most common source of funds providing 177 rounds of equity financing for 124 firms. 
Ninety firms raised equity from venture capital funds in 173 rounds. Table 1.2 shows 
how many individual angel investors and venture capitalists invested in the rounds of 
financing tracked by the study. While the data is fairly old, this study is the most 
extensive and systematic view into the early funding of high-tech ventures. The study 
does not seek to describe which form of financing leads to the fastest growth or the 
greatest long-term shareholder value. 

Table 1.2: Angels and Venture Capitalists Complement Each Other in Funding Technology Ventures 

Financing 
Round ($k) 

Number of 
Individual Angels 

Investing 

Distribution of 
Angels Investing 

(%) 

Number of Venture 
Capitalists Investing 

Distribution of Venture 
Capitalists Investing 

(%) 
<250 102 58 8 5 
250–500 43 24 14 8 

500–1,000 15 8 31 18 

>1,000 17 10 120 69 
Total 177 100 173 100 

Source: Freear and Wetzel (1987) 

2 Bhide, Amar, November/December 1992, “Bootstrap Finance: The Art of Start-ups”, Harvard Business 
Review, p. 109 

3 Freear, J., and Wetzel, W. E. 1990 “Who Bankrolls High-Tech Entrepreneurs?” Journal of Business 
Venturing, 5 (2) p. 77–89. 
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1.2.2 Highlights from Limited Angel Investing Data

Limited and fragmented data is available on angel investing. Gompers (1998) 
references and summarizes the research studies conducted on angel investing.4 Two 
studies, outlined below, estimate the number of angels investing and the amount invested 
per year by angels. The two studies provide widely differing estimates of the capital 
committed by angel investors each year to emerging companies. 

Freear and Wetzel (1996) estimate that approximately 250,000 angels invest between 
$10–20 billion in roughly 30,000 firms each year.5 

Gaston and Bell (1988) studied the annual rate of informal venture investing based on 
a sample of 435 individual investors drawn from Dun’s Market Identifier File.6 They 
estimated that 720,000 investors annually made 489,000 informal venture investment 
with a mean dollar value per investment of $66,700, implying annual equity capital 
investments of $32.7 billion from individual investors. 

1.2.3 Highlights from Venture Capital Investing Data

Table 1.3 (based on Venture Economics data presented in the Venture Capital 
Journal) shows the explosive growth in funds raised and invested by the venture capital 
industry. Even as the number of rounds invested has steadily risen since 1993, so has the 
amount invested per round. 

The buoyant stock and initial public offering markets of 1995-1997 has driven recent 
high rates of return (IRR). This fact that has not been lost on the capital markets investing 
in private equity. Limited partners committed a record $24.3 billion to venture capital 
funds in 1998, up from $13.1 billion in 1997 and $3.0 billion, a cyclical low, in 1991 
(Table 1.3). Record levels of funds have been committed by institutional investors such 
as pension funds (60%), corporate funds (11%) and family/individual (11%). Remaining 
VC funding sources include financial (6%), foundations (6%), funds of funds (3%), other 
(2%), and foreign (1%).7 

4 Gompers, P.A. 1998 “A Note on Angel Financing” Harvard Business School Case Study, Ref: 9-298-083. 
5 Freear, J., Sohl, J.E. and Wetzel, W. E. 1996 “Creating New Capital Markets for Emerging Ventures” 
Prepared for the Office of Small Business Administration under contract SBAHQ-95-M-1062. 

6 Gaston, R. J., and S.E. Bell 1988 “The Informal Supply of Capital” A report prepared for the office of 
Economic Research, Small Business Administration. 

7 Venture Capital Journal, March 1999, p. 45. 
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Our interviews with venture capitalists, angel investors, start-up lawyers, 
accountants, and other members of the venture support system revealed a widespread 
feeling that angel investing has grown in a manner similar to the venture capital funds. A 
large portion of our interviewees felt that the growing class of cashed-out entrepreneurs 
and successful high-tech executives helped drive the growth in angel investing. Many 
angels also commented that today’s angel investing is more organized and systematized 
than ever before. Chapter 3 describes the range of organizations involved in angel 
investing processes. Chapter 4 characterizes the organized angel groups that have 
contributed to increased systemization. 

Table 1.3: Recent Growth in Venture Capital 

Year Capital Committed 
to VC Funds ($B) 8 

Capital Invested by 
VC Firms ($B)9 

# Rounds $M/Round Annual Net 
IRR (%)10 

1998 24.3 16.0 3470 4.62 17 
1997 13.1 10.0 3279 4.00 29 
1996 9.9 7.5 2675 3.70 42 
1995 6.0 4.4 1900 3.16 49 
1994 5.6 3.8 1800 3.11 13 
1993 5.7 2.5 1700 3.35 18 
1992 5.6 2.5 2000 2.80 11 
1991 3.0 1.3 1600 1.88 21 
1990 4.0 1.8 1900 2.11 2 
1989 5.9 2.4 2200 2.68 5 
1988 5.9 2.9 2000 2.95 2 
Source: Venture Capital Journal (based on data from Venture Economics Information Services) and 
Genesis Technology Partners analysis 

1.3 Overview of Financing Over the Early Life of a Company 

Table 1.4 identifies different equity financing rounds, the typical amount invested in 
each round, and the investors who typically invest in such rounds. The typical investment 
ranges are based on anecdotal information received from investors and are not based on 
any systematic analysis. Generally speaking, the amount invested in each round depends 
on the type of start-up, the industry of the start-up and other valuation determining factors 
(such as recent stock market performance). Note: Investors in early rounds often 
participate (usually on a pro-rata basis) in later rounds, though they may not be the 
primary suppliers of capital. 

8 Venture Capital Journal, July 1998, p.37 and Venture Capital Journal, March 1999, p.41.

9 Venture Capital Journal, August 1998, p. 38; Venture Capital Journal, March 1999 p. 44 and Venture

Capital Yearbook 1996 p. 31.

10 Venture Capital Journal, July 1998, p. 44 and Venture Capital Journal, July 1999, p. 44
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Table 1.4: Equity Financing Rounds over the Early Life of a Company 

Financing 
Round 

Definition Typical Amounts Who Typically Plays 

Seed Prove a concept/qualify for 
start-up capital 

$25,000–500,000 Individual Angels 
Angel Groups 
Early-stage Venture Capitalists 

Start-up Complete product 
development and initial 
marketing 

$500,000–3,000,000 Select Individual Angels 
Angel Groups 
Early-stage Venture Capitalists 

First Initiate full-scale 
manufacturing and sales 

$1,500,000–5,000,000 Venture Capitalists 

Second Working capital for initial 
business expansion 

$3,000,000–10,000,000 Venture Capitalists 
Private Placement Firms 

Third Expansion capital to achieve 
break-even 

$5,000,000–30,000,000 Venture Capitalists 
Private Placement Firms 

Bridge Financing to allow company 
to go public in 6–12 months 

3,000,000–20,000,000 Mezzanine Financing Firms 
Private Placement Firms 
Investment Bankers 

Source: Interviews; definitions taken from Pratt’s Guide to Venture Capital Sources p. 14, Securities Data 
Publishing �1999 

1.4 Summary and Conclusions 

Entrepreneurs starting ventures may have access to a variety of funding sources. The 
late 1990’s have witnessed explosive growth in venture capital fund raising and 
investing, driven by the buoyant stock and initial public offering markets. Based on 
comments in our interviews, angel investing has probably experienced similar growth 
over that time period. 

Angel investing is a major source of funding for the seed ($25,000–$500,000) and 
start-up ($500,000–$3,000,000) rounds. Estimates of total annual angel investments in 
the United States range from $10–30 billion invested by 250,000–700,000 individual 
angel investors. 

It is an important dimension of the American high-tech culture that successful 
entrepreneurs choose to invest part of their gains and provide active assistance to follow-
on new ventures. Public policy initiatives, including tax policy, should continue to 
support such pro-active reinvestment of money and skills. 
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Chapter 2. Profile of the Typical Angel Investor 

In this chapter, we characterize the angel investor based on interviews with angel 
investors, venture capitalists, accountants, venture attorneys, entrepreneurs, and others; 
and on data from the literature. The sections in this chapter: 

1.	 Define and outline angel investing 

2.	 Explain the factors driving the recent growth in angel investing 
•	 Economic and environmental factors 
•	 Non-economic factors motivating high net worth individuals 

3.	 Characterize the rich diversity of angel investors 
•	 Outline the attributes along which angel investors differ 
•	 Understand their diversity of involvement and the value which angels 

provide to emerging companies 

4.	 Describe the similarities and differences between experienced angel investors 
and early-stage venture capitalists 

2.1 Angel Investors: Definition and Survey Background

The term “angel” originated in the early 1900’s and referred to investors on 
Broadway who made risky investments to support theatrical productions. Today, the term 
“angel” or “business angel” refers to high net worth individuals, usually “accredited” 
investors as defined by SEC Rule 501, who invest in and support start-up companies in 
their early stages of growth.11 

For the purposes of this study, we defined an angel investor as a high net worth 
individual (with investable funds >$1 million) who invests a portion of his/her assets in 
high-risk, high-return entrepreneurial ventures, typically in the pre-seed, seed, or start-up 
stage. In addition to providing financing, angels typically support the company by 
actively providing advice and assistance with other activities, such as recruiting 
management. The “3Fs” (friends, fools and family) sources of funding were not 
considered in this study. 

We focused on the experienced angel investor who repeatedly invests in start-up 
ventures. We interviewed 26 experienced angel investors, of which 24 have more than 2 
years’ experience as angels. The angels in our sample averaged 12 years of angel 

11 According to SEC Rule 501, an individual must have net worth of at least $1 million or earn more than 
$200,000 per year to qualify as an “accredited” investor. For a more complete description of unregistered 
security offerings, refer to article by Jack Levin, 1994 “Structuring Venture Capital, Private Equity, and 
Entrepreneurial Transactions, (CCH, Inc. Chicago). Further, see 
http://www.law.uc.edu/CCL/33ActRls/regD.html, provided by Center for Corporate Law describing SEC 
Rule 501. 
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investing experience. All the angels interviewed were located in the Boston/Route 128 or 
San Francisco/Silicon Valley areas. Twenty-five of the 26 angels interviewed invested 
primarily in technology-based companies. Most of the angels in our survey invested in 
the seed and start-up stages. Together, these angels have invested in more than 407 
companies over their angel-investing career, averaging 15 companies per angel. Angels 
in our survey invested over $8 million in 1998 alone, averaging more than $335,000 per 
angel. The average investment was greater than $80,000 per company per angel in 1998. 

Besides interviewing angel investors, we also interviewed angel groups, lawyers, 
accountants, start-up company founders, venture capitalists, and investment brokers to 
better understand how angel investors operate. Some key statistics from our interview 
sample are displayed in Table 2.1. 
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Table 2.1 An Overview of Angels and Other Interviewees in the Interview Sample 

Category Interview Facts Comments 

1. Number of Interviews Total Interviews: 53 
Conducted: • 26 Angel Investors 

• 12 Angel Groups 
• 15 Complementary Interviews: Lawyers, 

Accountants, Start-up Companies, Venture 
Capitalists, and Investment Bankers 

2. Average Number of Years 12 Years 
as an Angel Investor: 

1. The Number of Angels 
Focusing on the Different 

a. Seed Stage Investing: 22 
b. Start-up Stage Investing: 17 

• Angel investors 
can and do invest 

Stages of Investment: c. First Stage Investing: 7 
d. Second Stage Investing: 2 
e. Beyond Second Stage: 1 

in more than just 
the seed stage 

f. Number of Angels Responding 
to Question: 26 

2. Estimated Average Number a. Total Number of Companies • 4a and 4c were 
of Companies Invested in Invested by Angels: >407 calculated from the 
(over angel’s career): b. Number of Angels Responding lower limits of 

to Questions: 26 
c. Average Number of Investments: >15 

ranges in interview 
questions. 

3. Estimated Average $ a. Total $ Invested in 1998 • 5a and 5c were 
Invested per Angel Investor by Angels: >$8+ million calculated from the 
(1998): b. Number of Angels Responding lower limits of 

to Question: 24 
c. Estimated Avg. $ Invested in 1998: >$335,000 

ranges in interview 
questions. 

4. Estimated Average No. of a. Total No. of Companies • 6a, 6c, and 6d were 
Companies and Average $ Invested in 1998: >94 calculated from the 
invested by Angels per b. Number of Angels Responding lower limits of 
company per Angel Investor 
(1998): 

to Question: 24 
c. Average No. of Companies 

Invested per Angel: >4 

ranges in interview 
questions 

d. Average $ Invested by Angels per 
Company per Angel in 1998: >$80,000 
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2.2 Recent Growth in Angel Investing

In recent years, angel investing has seen rapid growth and increased systemization. 
Though statistics are hard to find, evidence of increased activity and systemization can be 
found by looking at the increase in angel group enrollment and activity. From 1995 to 
1998, the number of members in the Band of Angels organization, a Silicon Valley angel 
group, grew from 12 to 110.12  The Band of Angels invested in 19 deals in 1995 and 23 
deals in 1997. The average investment per company increased from $290,000 to 
$535,000. The growth in activity and systemization is occurring not only in Silicon 
Valley, but also across the U.S., in Europe and in other countries. For example, in the last 
five years, the Boston/Route 128 area has seen the emergence and growth of at least a 
dozen new and different angel groups. 

2.2.1 Economic and Environmental Trends Driving Increased Angel Activity

We identified four economic and environmental trends driving angel activity: 

a. Secular Trends in New Technologies13 

Secular trends in the Internet, communications technologies, life sciences, and other 
technologies are providing start-up opportunities for entrepreneurs. These opportunities, 
when combined with the availability of capital and the strong IPO and acquisition 
markets, are allowing founders and executives of start-ups to amass wealth rapidly. A 
number of these entrepreneurs have become angel investors. 

b. Continued Strength in Financial Markets and Increased Capital Availability for 
Private Equity 

The strong stock market of the mid-1990s has provided lucrative exits for VC 
portfolio companies through IPOs or by being acquired, both at high valuations, driving 
high rates of return. Table 2.2 shows that although the aggregate capital raised by 
venture-backed companies in IPOs each year is highly variable, the pre-IPO valuations 
and median dollars raised have increased to record levels over the past 5 years. 

Table 2.2 IPO Data for Venture-Backed Companies14 

Year Aggregate $M 
Raised 

# Venture-
Backed IPOs 

Median $M 
Raised 

Median Pre-IPO 
Valuation ($M) 

1993 5,577 162 24.5 51.2 
1994 2,944 121 21.0 45.5 
1995 5,681 160 31.5 68.9 
1996 9,676 232 33.3 79.5 
1997 5,365 135 33.0 103.6 
1998 4,231 77 45.0 169.6 

12 Based on presentation by McLaughlin, G., 1998, “Angel Investing: Silicon Valley”, in Chicago. 
13 “Secular trends” is a commonly used term in venture capital and fund management referring to extended 
period trends in an industry. 

14 “Liquidity Report: Initial Public Offerings”, 1998 Venture Capital Industry Report, p. 108. 
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Large corporations have expanded liquidity opportunities for venture capitalists 
by acquiring rapidly growing venture-backed companies. Corporations facing a fast and 
competitive environment have found it is more financially compelling to buy a company 
with a complete solution than to develop it in-house. M&A of venture-backed companies 
remained steady as 190 venture-backed companies were acquired for $12.6 billion in 
1998 and 198 venture-backed companies were acquired for $12.8 billion in 1997.15 

Early stage venture capital funds have grown in size without similar expansion in the 
number of experienced partners. To adapt, early stage venture capital companies are 
funding larger but later stage deals, investing at higher valuations in high growth well-
rounded ventures, establishing feeder angel and angel groups, or setting up angel 
advisory teams to support their early stage investments. Venture capital firms have not 
had the time to focus on “raw” early stage deals (deals with first time entrepreneurs). This 
has provided angel investors and angel groups with an expanded investment range to 
establish themselves in the early stage private equity market. 

c. 	 Returns of Angel Investors and Success Stories Profiled in the Media 
The media has profiled the strong returns on investment experience by a large number 

of angel investors. As a result, more high net worth individuals are interested in angel 
investing. 

d. 	 Emergence of Angel Groups 
Angel groups such as angel clubs and matchmaking services are systemizing the 

angel investing process, providing support and information to their members, and raising 
awareness about the angel investing process. High net worth individuals are finding it 
easier to understand and invest in start-ups. 

2.2.2 The Non-Economic Factors Driving High Net Worth Entrepreneurs to Become
Angels 

Cashed out entrepreneurs regard angel investing as a way to stay involved in start-ups 
without actually doing it again full-time. Though economic returns are important 
objectives for these entrepreneur/investors, they indicate that the non-economic reasons 
also drive them to become angels. The non-economic reasons are: 

•	 Desire to Give Back: Angels enjoy the chance to mentor entrepreneurs. Having 
founded and grown companies themselves, many angels they have empathy for 
the extent entrepreneurs personally have to grow to lead their companies and to 
accomplish their visions. Angels feel that if they had had similar coaching when 
they were building their companies they would have reached greater heights or 
not committed some of their mistakes. 

•	 Involvement without Immersion in Start-ups: Angels enjoy the adrenaline rush of 
emerging company volatility, but without the 80-hour workweeks and the burden 
of ultimate responsibility for the company. 

15 “Liquidity Report: Mergers and Acquisitions”, 1998 Venture Capital Industry Report, p. 124. 
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•	 Fun, Passion, Commitment: Since most angels no longer have to work to support 
themselves, they angel invest because they enjoy investing in start-ups. 

•	 Networking Benefits: Angels enjoy maintaining or building their personal

networks with similarly interested people while helping the companies.


•	 Technology & Markets: They keep abreast of rapidly evolving technologies or 
markets. 

•	 Intellectual Challenge: Angels keep their minds sharp through dealing with the 
business issues faced by the companies. 

•	 Creation of Societal Benefits: Some angels, especially those in the medical device 
and biotechnology areas, take great pride in the fact that the products developed 
by these companies save lives or make people’s lives better. 

•	 Control of Time: Angels do not want to be full-time venture capitalists They want 
the flexibility of investing without the pressures of raising funds, managing 

limited partners’ expectations and optimizing IRR. 

2.3 The Rich Diversity of Angel Investors

2.3.1 Attributes along which Angel Investors Differ

Angels are high net worth investors with varying styles, investment behavior, 
experiences, judgement, networks and focus. Table 2.3 shows some of the richness. 
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Table 2.3: Select Attributes and Ranges of Behaviors within Our Angel Investor Sample 
Note: The different attributes listed below represent the range for that attribute. Each attribute should be 
considered as independent. The extremes of each spectrum do not represent any single type of angel. 

For example, some angels invest $25,000–$50,000 per round; others invest as much as $750,000 per round. 
In another example, some angels invest only in seed rounds; others invest in seed, start-up and first rounds. 
Both attributes are independent. 

Independent Angel 
Attributes 

�� ���� ���� ��  Variance Among Angels �� ���� ���� ��

1.  Investment Amount $25,000–50,000 Per Round To $250,000–750,000 Per Round 

2. Stages Invested In Seed only To Seed, Start-up, First Round 

3. Number of 
Investments/Year 1 To 20 

4. Industry Focus Single industry (for example, To Multiple industries and socially 
investing only in data networking responsible investments 

hardware) 

5. Geographic Focus Within 50 miles of their location To Day round trip by airplane 

6. Experience Engineers from Cisco or Oracle To Founders of multiple successful 
companies 

7. Network Limited; a few industry contacts To Gold Plated: Top venture capitalists, 
attorneys, executives in strategic 

industry players, other great angel 
investors etc. 

8. Growth Prospects of Can be a moderate growth, niche To High-growth companies that will require 
Investments business that supplies profit sharing substantial venture capital funding and 

result in a large liquidity event 

1. Willingness to Work Rolodex access 
(<1 day/month) 

To Interim member of top management 
(10+ days/month) 

2. Involvement Style Hands-off, laid back To Hands-on and very demanding 

3. Personality Like an entrepreneur To Like a banker 
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2.3.2 Understanding the Diversity of Angel Investors: Categorizing Angel Investors

Diversity among angel investors is wide. We have attempted to categorize angel 
investors to help understand the involvement and value provided to start-up companies. 
Our categorization is based on relevant industry experience and entrepreneurial 
experience. Depending on the individual investment opportunity, an angel may operate in 
more than one category. 

“The Different Types of Angel Investors” 

High 

Relevant Industry

Experience


Low 

Operational 
Expertise 

Angel 

Financial 
Return 
Angel 

Guardian 
Angel 

Professional 
Entrepreneur 

Angel 

Low	 High 

Relevant Entrepreneurial 
Experience 

a. Guardian Angels: (Primary target of this study) 
General Description: These angels are active investors who guide and coach the 

management team to help them grow the company. They 
usually work with a limited set of start-ups. Guardian 
angels can invest significant amounts of time in the 
company, especially after they have developed confidence 
in the entrepreneur. 

Objectives: 	 They have strong non-economic reasons to work with 
entrepreneurs, besides achieving high economic returns. 

Geographic Focus: They invest within a 1 to 2 hour driving radius. 
Investment Amount: These angels invest substantial amounts in a limited 

number of start-ups. They often average $100,000–150,000 
per company. 

Number of 
Investments per Year: Guardian angels invest in a limited number of companies, 

(typically 2–4 per year), primarily in the seed stage. 

Due Diligence:	 Guardian angels rely on their network to source and screen 
opportunities. They conduct their own due diligence and 
consult experts to supplement their expertise. 
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Post-Investment 
Involvement: 

Performance: 

Potential Issues 

They usually take Board seats and provide guidance and 
coaching to the management team. They help recruit other 
Board members, members of the management team and, 
next round investors such as venture capitalists. They 
provide assistance in other areas based on their expertise. 
These angels usually experience high rates of return. Many 
said they have recently achieved greater than 40% ROI. 

With Later Stage 
Investors: Later stage investors often want guardian angels with 

strong business credentials to remain on the board. 

b. Professional Entrepreneur Angels: 
General Description: These angels have entrepreneurial experience but are 

Objectives: 

Geographic 
Focus: 
Investment 
Amount: 
Number of 
Investments 
Per Year: 

Due Diligence: 

Post-Investment 
Involvement: 

investing outside their area of expertise. They may have 
limited angel-investing experience. 
They are usually followers and invest based on 
recommendations of other angels they trust and whose 
expertise they respect. 
Angels in this category may be Guardian Angels for other 
ventures. 
These angels primarily seek high rates of return by 
investing in start-up companies outside their area of 
expertise, (e.g., investing in an unfamiliar industry). They 
may also wish to build their expertise in angel investing 

No particular focus 

Varies 

Varies. 

They rely on the lead angel to conduct the bulk of the due 
diligence, structure the terms and conditions, provide 
support to the start-up after investing, and monitor the 
progress of the start-up. They conduct some limited due 
diligence on their own, especially if they are trying to build 
their angel experience. 

Their involvement with the start-up is usually limited 
though they may provide market research and other 
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information. They may periodically review the progress of 
the company. 

Performance: Moderate. Returns not as high as Guardian Angels but 
potentially not as low as some Financial Angels. (Based on 
responses from Guardian Angels investing outside their 
industry of expertise). 

Potential Issues 
With Later Stage 
Investors: In most cases, these angel investors are patient investors 

with a good understanding of start-up milestones and 
growth stages. 

c. Operational Expertise Angels: (Our characterization of this group is based on 
complementary interviews with lawyers, accountants, start-up companies, venture 
capitalists and investment bankers). 
General Description: These angels, are or have been, senior executives in major 

companies in the start-up’s target industry. Usually, other 
angels approach Operational Expertise Angels for due 
diligence insights and confirmation of the deal quality. 

Objectives: 	 These angels invest for non-economic reasons as well as 
for economic returns. 

Geographic 
Focus: Not determined in this study. 
Investment 
Amount: Not determined in this study. 
Number of 
Investments 
Per Year: Not determined in this study. 

Due Diligence:	 These angels do their own detailed due diligence. They will 
also involve other trusted and known resources to 
understand unfamiliar markets or technologies. 

Post-Investment 
Involvement:	 These angels usually provide active support to the company 

(e.g.: take Board seats if offered, provide customer and 
other strategic partner introductions, and provide other 
operational structuring and guidance to the company). 

Performance:	 Not determined in this study. 
Potential Issues 
With Later Stage 
Investors: 	 Having these angels on the Board is usually perceived to be 

positive by later stage investors. 

d. Financial Return Angels: (Note: We collected limited data on these angels. 
Characterization is based on responses from lawyers, accountants, and other 
members of the venture support system). 
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General Description: Financial return angels are high net worth investors who 
have little relevant entrepreneurial experience and who 
invest in companies in which they have little industry 
experience. 
Usually these angels are high net worth individuals who 
have made money through the stock market, real estate, 
inheritance, and through professional occupations not 
related to starting up companies (such as doctors, dentists, 
lawyers, accountants, engineers, consultants, brokers, etc.). 

Objectives: These angels are investors looking for high rates of return 
by investing in start-up companies and do not desire to be 
actively involved with the start-up. 

Geographic Focus: No particular focus. 
Investment Amount: Often <$50,000 per investment. 
Number of 
Investments per Year: The number of investments varies, depending on risk 

profile, deals available etc. Quality deal flow can be uneven 
because brokers, accountants or lawyers supply deals to 
these angels on an ad hoc basis. 

Due Diligence:	 Usually these angels use attorneys and personal 
accountants to review paper work and perform limited due 
diligence. Their networks usually do not include venture 
capitalists or industry experts that could greatly aid due 
diligence. 

Post-Investment 
Involvement:	 The value-add to the start-up company is usually limited to 

financial support. Some Financial Return Angels will 
provide general business and guidance support depending 
on their background. They may also provide access to 
friends and associates. Their interactions with the company 
are varied and dependent on the individual’s temperament. 

Performance: Not determined in this study. 
Potential Issues 
With Later Stage 
Investors: Later stage, professional investors are less likely to invest 

in deals that have too many financial return angels in the 
previous rounds. These investors are less aware about the 
ups and downs of start-up company investing and they can 
become impatient or “spooked” when the venture 
experiences a downturn. Usually these angels do not 
protect themselves adequately when structuring terms and 
conditions. 
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 Though the above framework is helpful in characterizing most angels, other segments 
of individual angel investors exist that do not align with this segmentation scheme (e.g., 
socially responsible angels do not map to the above characterization). Further, an angel 
investor within a segment may not align with all the characteristics mentioned. 

2.4 Summarizing Similarities & Differences between Experienced Angel
Investors and Early Stage Venture Capitalists


Experienced Angel Investor Early Stage Venture Capitalist (VC) 
Variation 
Among 
Investors 

• As mentioned, wide variations exist 
among even experienced angel 
investors. Anyone with a checkbook can 

• Venture capitalists have less 
variation. It takes a good track 
record to raise a large fund. This 

try to become an angel investor. weeding out process improves the 
odd that VCs who invest for a 
living have some proficiency.16 

Industry 
Focus: 

• Active experienced angel investors tend 
to have targeted industry focus when 

• Most early stage venture capitalists 
focus on one or a few industries. 

they are the lead. Passive angel VC’s do not fund passive 
investors may not have an industry investments. 
focus. 

Investment 
Amount: 

• $25,000 to $750,000 per round. 
• Many angels only invest in the seed and 

start-up stages. Though some angels, 
especially lead angels, set aside funds to 

• Though VCs may invest $150,000 
to $350,000 in seed stage, they are 
more interested in the subsequent 
rounds of financing in a winner. 

participate in subsequent rounds. • VCs have the resources to support 
• In lower growth, lower capital a company through a downturn. 

industries, the angel may be the only 
investor and expect the company to self-
fund growth. 

Number of • 1–20 It depends on whether the angels • 5–50 depending on the available 
Investments are active or passive, and on the total fund size and number of partners. 
per year: funds they invest in new ventures. An average VC partner can support 

6–10 ventures. 
Stages 
Invested 

• Angels invest in seed, start-up and 
sometimes in the first round. Later stage 

• Invest from seed to exit. They 
usually increase their investments 

funding requirements become too large in winners and starve losers. 
for angels to finance. • Later stage VC’s expect that earlier 

• Often the large, professional investors stage VC’s will invest in 
want to finance the entire round and subsequent rounds, if the deal is 
discourage angels from participating in good. 
follow-on rounds. 

Continued on next page 

16 ONSET Ventures HBS Case Study and interviews with early stage venture capitalists forms the basis 
for Section 2.4. See Tempest, N. and M.J. Roberts, 1998 “ONSET Ventures” Harvard Business School 
Case Study, Ref: 9-898-154. 
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Experienced Angel Investor Early Stage Venture Capitalist (VC) 
Type of 
Investment: 

• Angels are more willing to invest in a 
first time entrepreneur and provide 

• Venture capitalists will provide 
guidance and support to an 

coaching to the entrepreneur so that experienced team. Some early 
he/she can grow with the business. stage venture capitalists allocate up 

• Some angels will invest in “lifestyle” 
companies while VCs will not. 

to 70% of their portfolio for seed 
and subsequent round funding of 
entrepreneurs they have previously 
funded. 

Accessibility: • Angels do not promote themselves and • Venture capitalists promote more 
are not listed in any directory. The 
number of deals an angel gets depends 

heavily than angels do. They are 
easy to find but it can be harder for 

on the angel’s network and the number 
of entrepreneurs that the angel comes 

first time entrepreneurs to receive 
funding from venture capitalists. 

across. They can be easy to meet in the 
right places. 

The Need to • Angel investors do not need to invest. • VCs are paid to manage other 
Invest: Angels typically allocate less than 30% people’s money. They are required 

of their total net worth to financing to invest in a manner consistent 
early stage companies. 

• For a number of active angels, the 
with the strategy they marketed to 
their limited partners.17 

chemistry with the entrepreneur is more • VCs are measured on the IRR they 
important than the specific deal return to their limited partners. 

• The angel investor is accountable to They target IRR’s of at least 30-
himself/herself for the investment. 35%. Consequently they focus their 

investments in very high growth 
industries. 

Due 
Diligence: 

• Angels rely on a more subjective 
evaluation. Their due diligence may be 

• Venture capitalists are usually 
more rigorous in their due 

less rigorous than venture capitalists. diligence. A venture capitalist must 
Angels often base their decision to justify the investment to his other 
invest on their personal (gut) assessment general and limited partners. 
of the entrepreneur, the technology and 
the market. 

• Most angels look to one or two lead 
angels to do most of the due diligence 
and will invest if the lead angel invests. 

Continued on next page 

17 Darwall, C. and M.J. Roberts, 1998, The Band of Angels, HBS Case Study: 9-898-188. 
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Experienced Angel Investor Early Stage Venture Capitalist 
Valuations: • As a group, angels invest in a higher 

range of valuations than do venture 
• Venture capitalists are tougher on 

valuations. They are more aware 
capitalists. (Based on anecdotal 
information). 

and strict about adhering to venture 
capital industry “norms” for 
valuations. 

Terms and 
Conditions: 

• Higher variances in terms and 
conditions. Terms and conditions vary 
from little or no protection to VC-like 
terms and conditions. Increasingly in 
technology deals, angel investors terms 
and conditions are getting to be similar 
to VCs. 

• Standard terms and conditions. 
• Usually they posses negotiating 

power to achieve favorable terms 
and conditions such as liquidity 
and vesting schedules. These are 
often missing from angel term 
sheets. 

Round 
Closure: 

• A pure angel round can close faster than 
a venture capital round. Closing angel 

• VCs wait until the business model 
is clear and sometimes until the 

rounds in 6–8 weeks is not unheard of. market for the product or service is 
clear. 

• Closing a VC round can take from 
3 months to a year. 

Post-
Investment 
Involvement: 

• Active angels typically provide 
guidance and support that will impact 
the company growth for 1–18 months. 

• Venture capitalists usually target to 
provide guidance and support to 
build the 18–36 month 

• Active angels normally have more infrastructure for the company. 
operating experience than many venture • It is often useful for early stage 
capitalists. These angels have good venture capitalists to have a 
contact with operating personnel and successful track record building 
can help recruit management team and operating new ventures. 
members and early customers. However, some entrepreneurs and 

angels complain that there are 
many partners in VC firms that do 
not have company operating 
experience. 

• VCs usually bring strong expertise 
to define and implement financial 
strategies. 

Patience with 
Investment 

• Experienced angel investors can be 
more patient investors. Because angels 

• VCs are required to deliver on IRR 
expectations to their limited 

cannot easily change management, they partners. They may be less patient 
are more willing to work with existing with inexperienced entrepreneurs 
management and help recruit people to and more likely to replace the 
round out the team management team if it performs 

• If the company performs poorly, angels 
are more likely than VCs to walk away 
from the venture and accept the business 

poorly. They have the network and 
resources to replace management 
team members. 

as a write-off. 
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2.5 Summary and Conclusions

Angel investors are an important and growing source of financing for the initial start
up and early growth phases of technology ventures. Secular growth in new technologies, 
continued strength in financial markets, media coverage, emergence of angel groups, and 
non-economic factors are driving the continued growth of angel investing. 

Angels are a diverse group of individuals. We categorized angels into four groups that 
supply different levels of involvement and value to start-up companies. We also outlined 
the similarities and differences between experienced angels and early stage venture 
capitalists. 

This chapter introduced angel investors and their role in early stage financing. The 
next chapter outlines the angel investing process and how angel investors operate. 
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Chapter 3. The Angel Investing Process 

In this chapter, we describe the angel investing process from deal sourcing to the time 
of exit. Our description of the process is based on literature, information and interviews 
with angels, angel groups, venture capitalists, lawyers, accountants, and start-up 
companies. Table 3.1 shows the 5 steps we observed in the angel investing process and 
the topics we addressed within each step: 

Table 3.1 Angel Investing Process Steps and Topics Addressed in this Chapter

 Process Step Topics Addressed in this Chapter: 

1. Deal Sourcing: • Define the sources through which angels obtain deals 
• Identify why angels use networks to pre-screen deals 
• Describe how angels prefer to receive opportunities 

2. Deal Screening and 
Due Diligence: 

• Discuss the ease with which angels invest 
• Outline the characteristics of a typical angel-financed 

company 
• Identify the criteria angels use to screen and conduct due 

diligence and how these criteria vary by different angel type 
• Show one angel’s due diligence checklist 

3. Term 
Negotiations: 

• Discuss the main components of a term sheet and 
describe some term sheet variations (in angel financed rounds) 

• Discuss the terms and conditions typically used by angels 
in term sheets 

• Identify typical angel investment timeframes and other 
statistics 

• Outline some insights related to the valuation process. 
We did not explore valuation techniques 

4. Post-Investment 
Involvement and 
Follow-on 
Financing: 

• Post-investment involvement of active and passive 
angels 

• How angels help start-up companies, post-investment 
• How the roles of actives angel change as professional 

investors participate in subsequent rounds 

5. Exit: • How angel investors have exited, the returns they expected, 
and the returns they experienced 

• The most common exit 
• Why angel investors feel “stuck” in some investments, and 

what they do to ensure a timely and profitable exit 
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3.1 Deal Sourcing 

With the explosion of the Internet, new medical technologies, IPOs and 
entrepreneurism, there is no shortage of deals. Yet, it is hard for some angels to find the 
deals that fit their background, ROI requirements and personal motivations. Most angel 
investors establish a venture support network of trusted and known contacts to optimize 
the time spent looking for deals. Passive angels without a strong network, often use 
matching services to identify and screen deals. 

Figure 3.1 Deal Sources for Established Angels 
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3.1.1 Deal Sources

Figure 3.1 shows how the established angels we interviewed find investment 
opportunities. Below we discuss the volume and quality of deals angels receive from 
different sources: 

a. Deals Directly from Entrepreneurs 
Experienced angels are more open to taking on deals directly from entrepreneurs if 
they have a well-defined deal screening process with established criteria. 

Angels agreed that deals received directly from entrepreneurs were typically of 
poorer quality because they were unscreened by the angel network system. 
Consequently, most angels do not want to publicize their names. Some angels will not 
even consider deals sent directly by the entrepreneur without a reference or a 
recommendation from an associate they trust.18 

18 Some angels differentiate between a reference and a recommendation. A reference is a simple 
introduction while a recommendation is an affirmation of the deal quality. 
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b. Deals from Business Associates and Angel Groups 
Trusted business associates and angel groups are the primary sources of high quality 
deals for established angel investors. Other researchers report similar findings. 19,20 

c. Deals from Attorneys, Accountants and Consultants 
Most experienced angels do not rely on attorneys, accountants and consultants as 
primary deal sources. Angels feel that the quality of deals from these professionals 
was not as high as the deals from trusted business associates and angel groups. We 
did find exceptions to this rule, especially if the attorney sought to invest his/her 
money in a recommended deal and had a track record of successful investing. 

Attorneys may be an important source of deals for new angels who are starting to 
build their network and who want to develop an understanding of the deals in the 
marketplace. These angels tend to use and value attorneys more than established 
angels. 

d. Deals from Investment Bankers 
None of the angels we interviewed used investment bankers as a source of deals. The 
major issue was quality. Major investment banks do not have expertise in early stage 
investments and do not get involved. Most experienced angels we interviewed 
questioned the quality of the deals they receive from smaller bankers and brokers. 
Further, experienced angels with established deal flow do not want to pay for 
investment opportunities. 

Some angels do use brokers, but none were in the sample we interviewed. One 
venture broker commented that he shows deals only to a well-defined set of angel 
investors. Again, the “network of trust” was the key element in using brokers as a 
source for deals. 

e. Deals from Venture Capitalists 
Based on anecdotal evidence, venture capitalists have recently started sharing more 
early stage deals with select angels. According to one venture capitalist, the angels 
they work with must have: 

• An outstanding and relevant business background so they can add value 
• A strong track-record as an angel so they are efficient to work with 
• A “gold-plated” rolodex 
• A willingness to work hard with the company after the investment is made 

As fund sizes have grown, venture capitalists have not had the time to nurture 
“raw” early stage deals. They also value the industry-specific expertise angels can 

19 Known and trusted business associates are defined as “associates”, who are familiar with start-ups, have 
invested in deals themselves, and in whom the angel has faith. Associates are usually other angels. Angel 
groups include angel clubs, third party matchmaking and investment services, and angel businesses. 

20 Freer, J., J.E. Sohl, and W.E. Wetzel, 1994. The Private Investor Market for Venture Capital, The 
Financier, 1(2):7–14. 
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bring to early stage companies. Angels feel that deals from venture capitalists are 
usually of high quality even though they require incubation. 

f. All Other Sources of Deals 
All the other sources of deals were less frequently mentioned and were angel 
dependent. For these sources, there was not enough data to extract meaningful 
conclusions. The “Others” category included sources such as alma maters and 
associations. 

g. Deal Quality 
The angels we interviewed said they received the highest quality deals from their 
network of trusted business associates. After business associates they ranked angel 
groups, venture capitalists, attorneys and finally entrepreneurs as sources of high 
quality opportunities. Other sources such as accountants, consultants, and investment 
bankers were too infrequently cited to establish a consistent rating. 

3.1.2 Building the “Network of Trust”

The “Network of Trust” is used to identify and screen venture opportunities. 
Relationships and trust are built on shared experiences and working with the players 
within the venture support network system over an extended period of time. Angels seek 
to work and develop relationships with people who have similar or shared experiences. 
For example angels who have started successful companies enjoy working with each 
other. Thereafter, the relationship develops based on the experience working together.

 If an angel receives a few poor quality deals from a source, that source is 
downgraded in value. The angel will be less likely to further investigate opportunities 
from that source. Poor deals weaken the bond; high quality deals strengthen the 
relationship. This mechanism sets checks and balances in the network and helps optimize 
the time angels spend screening deals. Time and resources are scarce commodities for 
angels. Few angels will consider business plans faxed or emailed without a reference. As 
Figure 3.2 shows, most angels rely on their networks to source and pre-qualify deals. 

Figure 3.2 How Do Entrepreneurs Find Angels? 
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Angels prefer to look at a 1–2 page executive summary of the opportunity before they 
consider the full business plan. Angels typically will not sign a non-compete agreement 
or a non-disclosure agreement before they read a summary or a business plan and only 
some will sign one afterwards. The summary or business plan should allow the angel to 
screen the deal. It should outline the market need, define the business model, highlight 
the competition and other market issues, describe the product or the technology, outline 
the financials, justify the financing need, and define the path to liquidity. Entrepreneurs 
can help justify the desired valuation by citing the valuations of comparable start-ups. 

3.2 Deal Screening and Due Diligence

In this section we characterize the opportunities that angels will most likely finance, 
define the criteria they use to screen opportunities and to conduct due diligence, and 
discuss a few approaches to due diligence. 

3.2.1 The Types of Companies in which Angels Invest

a. Companies in which Angels will Most Likely Invest 

Angels will easily invest in a start-up that employs a unique competitive advantage 
(such as proprietary technology or well-protected intellectual property) to capture a large 
new primary market, lead by a successful, experienced management team and priced at a 
reasonable valuation.21 Usually, such strong companies seek professional venture capital 
financing. However, some start-ups may approach angels to build out their Board of 
Directors or to accomplish a milestone that will greatly increase their valuation in 
subsequent rounds. Most angels will readily invest in such strong ventures, given the 
opportunity. 

b. Companies in which Angels will Least Likely Invest 

Angels cited a few characteristics of start-ups that greatly decreased their likelihood 
to invest: poor assessment of entrepreneur, lack of sustainable competitive advantage, 
and limited markets. 

A poor assessment of the entrepreneur and the management team will cause most 
angels to balk at investing, even if the start-up is targeting a great market with a strong 
technology. Reasons for a poor assessment can include inexperience in the marketplace, 
poor previous track record, lack of drive, personal dislike and questionable integrity, 

21 Other criteria may be used to define good start-ups. In section 3.2.2 we discuss different criteria used by 
angels. Note: Strong start-ups are different from “hot” start-ups. “Hot” start-ups refer to deals that have 
other investors such as VCs interested in them. 
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among others. Recently graduated MBA students typically do not have the business track 
record that angels would easily finance. 

Start-ups with no defendable and sustainable competitive advantage, such as a 
protectable breakthrough technology or a compelling value proposition, are less likely to 
be financed. Strong technology students, with a break-through technology that provides a 
compelling competitive advantage, can provide the core of a successful start-up. They 
can greatly benefit from the complementary business experience (and funding) that angel 
investors can bring to the venture. Without a compelling competitive advantage, a 
newcomer start-up will not be able to grow in an entrenched or crowded marketplace. 

Companies that target small markets are not typically funded by most of the angels 
we interviewed. Angels would rather direct their company-building skills and efforts to 
companies that target large markets with a defendable value proposition. 

c. Companies in which Angels Typically Invest 

Hi-Tech Angels Investing in Technology Deals 

Most of the angels we interviewed invest in technology-based opportunities. 
Typically, hi-tech angels invest in seed-stage companies that have 2–3 people, a business 
plan, a working prototype or, for medical technologies, some unique defendable 
technology, and potentially a first customer or strong interest from initial customers. 

Usually at least one person on the start-up team has technical expertise and another 
person has business or market expertise. Strong consideration is given to the quality of 
the team. Angels feel that the market opportunity may shift but a good entrepreneur can 
evolve the offering and the technology with the market to make the company a success. 

Most angels expect the major technical issues for the working prototype to be 
resolved prior to their consideration. Angels expect that their investment will be used to 
generate sales, build out the product, and recruit and build out the team. 

Non-Technology Angels Investing in Deals 

We interviewed only a few non-technology angels. One non-technology angel, with a 
clear investment strategy, was most comfortable investing in consumer product 
companies that could generate positive cash flow within a year. Typically he was the only 
investor since he did not invest in deals requiring multiple rounds of financing. He 
conducted little due diligence. His personal assessment of the entrepreneur and of the 
business plan drove his decision to invest. We have no information on his track record to 
verify the success of his strategy. 
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3.2.2 Criteria Used by Angels for Screening and Conducting Due Diligence 

a. Criteria Tyipcally Used by Most Angels for Screening and Conducting Due Diligence 

Figure 3.3 Screening and Due Diligence Criteria Used by Angel Investors 
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Note: Some angels mentioned that pre-money valuation was a key criterion for screening a deal, but we did not 
get consistent data. 

Figure 3.3 illustrates the criteria used by angel investors in conducting screening and due 
diligence. The majority of our sample felt the five criteria listed below were the most 
important: 

• Geography: location of the venture; near the angel 
• Industry: high growth industry usually within the angel’s expertise 
• Growth potential of the venture: high growth market targeted 
• Personal attributes of the entrepreneur and the management team 
• Track record of the entrepreneur and the management team 

Table 3.2 provides specific insights on the screening and due diligence criteria mentioned 
most often. 
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Table 3.2: Common Criteria for Screening and Due Diligence 
Criteria Context 

1. Industry 
Most angels will only consider deals within a targeted industry based either on 
their personal expertise or on a desire to invest in a high growth industry. 

2. Geography Many angels, especially those playing an active role in start-ups, are particular 
about the geography. Most active angels will not invest in opportunities outside a 
1-2 hour driving range. 

3. Market and 
Growth 
Potential 

Market and growth potential are important criteria in selecting an opportunity. 
Some angels define rate-of-return and sales-growth-rate criteria. Entrepreneurs 
need to articulate how the market will develop and why they will command the 
premier position. 

4. Personal 
Integrity and 
Attributes 

Integrity and other personal attributes of the management team are extremely 
important considerations in the decision to invest. Some important elements are: 
• Integrity: Angels look for trustworthy entrepreneurs who keep the investors’ 

interests in mind as they grow the company. 
• Passion: Angels look for entrepreneurs who are passionate about their idea 

and the market. They look for passion tempered by adaptability and 
coachability. 

• Coachability: Angels prefer entrepreneurs that can take advice from others 
and are coachable. 

• Commitment to the Company: The entrepreneur has to be committed to the 
success of the company more than to his personal control of the company. If 
need be, the entrepreneur should be willing to step aside and let a more 
experienced management team/leader drive the company. (The entrepreneur 
does not leave the company; he/she takes on other key roles). 

• Confidence and Leadership: Angels rely on the entrepreneur to inspire the 
team to achieve the vision they have articulated. Angels also look for 
confidence and ability of the entrepreneur to grow with the venture. 

5. Track Record
 of the
 Management
 Team 

Most angels consider a strong track record as a “nice to have” criterion but not a 
requirement for investment. Most angels feel that companies with a complete, 
experienced management team would approach venture capitalists rather than 
angels. Experienced angels will not invest in people with poor track records; 
however, they may invest in people that have not yet built a strong track record. 

6. Referral Source Angels place varying importance on the source of the deal. Some angels 
consider this criterion as a factor in catching their attention. Others, however, use 
this criterion as a means of screening in/out deals, especially if they rely on their 
network to provide part or all of the due diligence. 

7. Track Record
 of the Board 

Many entrepreneurs do not have a Board at the seed stage, so this is not usually 
an important consideration. Entrepreneurs often want angels to build the Board. 

8. Other Criteria Effort required from the angel: Some angels want to create winning companies; 
others feel they should pick winning companies and it is up to the entrepreneur to 
create the winning company. 
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b. Different Angel Types Use Different Screening and Investment Criteria 

Active Angels Use More Specific Screening and Investment Criteria 

Active angels take an active role in the company, often occupying a Board seat or 
serving as an interim member of the management team. Active angels typically have 
stringent screening and investment criteria. For example, most active angels invest only 
in their immediate geographic zone and are focused on one or two related industries. 
Usually active angel investors invest larger amounts of money and time in fewer deals 
compared to passive angel investors. 

Passive angel investors have less stringent screening criteria. Passive angels, tend to 
invest in local companies, so they can monitor progress. However, some will, on 
occasion, invest in deals outside their immediate geographic zone and industry expertise. 
Passive angels usually rely on the due diligence and the terms negotiated by active lead 
investors. Angels that normally take the lead/active role can sometimes make passive 
investments. 

Different Industries Rely on Different Investment Criteria 

Differences in criteria exist by industry. For example, some medical technology 
angels will not consider a deal if the venture does not own intellectual property rights. 
Many software and Internet-focused angels do not consider patents an important factor, 
yet only consider deals with a working prototype. This area could provide a rich 
opportunity for further research. 

3.2.3 Variation in the Depth of Due Diligence Performed by Angel Investors

Due diligence conducted by angels varies widely. At one end of the spectrum, angels 
primarily invest on “gut feel”. They will talk with the entrepreneur, ask targeted 
questions, build impressions based on entrepreneur’s responses, and, in some cases, 
discuss the opportunity with few trusted friends and business associates to make their 
decision. Some of these angels rely on the network to screen the deals before they 
conduct their minimal due diligence; others may piggyback on due diligence of other 
angels or venture capitalists. 

At the other end of the spectrum, some angels conduct detailed due diligence. They: 
•	 Read through the business plan 
•	 Speak extensively with the entrepreneur and the management team 
•	 Check the references and background of the team 
•	 Phone current and prospective customers 
•	 Discuss and introduce the company to prospective customers and strategic 

partners to gain a better understanding of market interest 
•	 Ask technology experts to evaluate the technology 
•	 Discuss the deal with targeted industry business associates 
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•	 Understand product specific market issues by talking with industry 
consultants and investment bankers 

•	 Ask other angel investors or venture capitalists familiar with the industry to 
look at the deal 

3.2.4 One Angel’s Detailed Due Diligence Checklist 

The table below illustrates the information collected by a well-respected active angel 
investor who performs detailed due diligence. The angel uses the checklist to capture and 
summarize information collected from meetings and company interviews, reference 
checks (e.g., previous employers of founders and management personnel), customer calls, 
industry analysts, company lawyers and other sources. 

Table 3.3: One Angel’s Detailed Due Diligence Checklist

 Due Diligence Checklist 

Background Information 
• Date Submitted 
• Company 
• Address 
• Entrepreneur Information: Name, Title, Email, 

Phone, Fax, Prior Employment 

Summary Information 
• Web Site URL: 
• Referred by: 
• Seeking $: 
• Valuation, By Whom 
• Already Invested $: 
• Break Even $: 
• Burn Rate $: 
• Have talked to 

• Angels/ 

Product Description 
• 
• When did you begin working on this? 
• Product 
• Elevator Pitch 

Marketing 
• Marketing Strategy: 
• Target Market: 
• Competition: 
• Competitive Advantage: 
• Business Model: 
• Make $ By: 
• Underlying Technology: 
• Intellectual Properties: 
• Manufacturing Process: 

Sales 
• Unique Selling Proposition: 
• Distribution Plans: 
• Sales Force: 
• Number of Customers: 
• Pricing Strategy: 
• Cost of Manufacturing: 
• 

Price, Unit Sales per Year 

Financial Data 
• 5-year Table: Revenues, Operating Expenses, 

Net Income, # of Employees 

Business Structure 
• Type: 
• Inc. Date: 
• Inc. State: 
• What are you offering? (Equity, Convertible 

Debt, Debt, Don’t Know/Not Sure, Warrants) 

Service Provider 
• General Counsel: 
• Legal Disputes: 
• Bank: 
• Accountants: 
• Audited Financials: 
• For how long? 

Management & Staffing 
• Full-time Permanent Employees: 
• Full-time Contracted Employees: 
• Critical Positions Filled 

Capitalization 
• Total funding to date $: 
• Capitalization Table: 
• Shares & $ Invested by Founders: 
• Other Senior Managers: 
• Other Employees 
• Outside Directors 
• Other Investors 
• Total 
• Debt Financing? 
• How have you used funds to date? 

VCs (list each with comments) 

Stage:_Alpha:_Beta:_Ship_ 

Sales by Product: Name, Description, Average 

Source: High Tech Angel Investor 
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3.2.5 Angel Investment Statistics 

We asked angels how many deals they screened and how many they conducted due 
diligence on. Based on the numbers provided, angels typically invest in 3–4% of all deals 
that come to them versus venture capitalists that invest in 1% of all deals they receive22. 
They invest in 25–30% of all deals on which they perform due diligence. 

Based on the interview responses, angels will invest, on average, three months after 
they receive a deal. The minimum stated timeframe to invest was one month and the 
maximum was seven months. 

Angels exited their investments in a median timeframe of four years. Recent exits 
have taken place as fast as six months. Angels commented that the strong stock market 
and the rapidly consolidating Internet market place have shortened exit timeframes in the 
late 1990’s. The longest exit timeframe was six years. These exit timeframes would be 
longer if we conducted the surveys in a weaker economic period. 

3.3 Negotiating Terms and the Term Sheet

3.3.1 Agreeing on the Term Sheet23 

Once the angel has performed sufficient due diligence, the angel will present a term 
sheet to the start-up. The term sheet outlines the key terms of the proposed financing. The 
term sheet usually signals that the investor expects to work in good faith with the start-up 
company as they negotiate the detailed terms and conditions of the business deal. 

The term sheet should be agreed upon before substantial legal or other costs are 
incurred in closing the deal. Venture lawyers can help explain implications of the terms 
and conditions. One entrepreneur we interviewed recommended seeking outside advisors 
to help the entrepreneur incorporate his best interests in the deal. He commented that 
most company resources (e.g., company attorneys) are focused on the best interests of the 
company and not necessarily the best interests of the entrepreneur. Usually the company 
is responsible for all legal incurred once the term sheet has been signed. 

Some term sheets have a “No-Shop” clause that restrains start-ups from showing the 
deal to other investors while the terms and conditions are being negotiated. “No-Shop” 
clauses are more prevalent with venture capitalists than with angel investors. 

22 Fenn, G.W., N. Liang, and S. Prowse, 1995, The Economics Of The Private Equity Market (Washington, 
Board of Governors of the Federal Reserve System). 

23 Morreale, J.P., 1995, Raising Growth Capital—A Businessman’s Outline. MIT Enterprise Forum Fall 
Workshop, October 14, 1995. Bingham Dana, 150 Federal Street, Boston, MA 02110. 
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3.3.2 An Illustrative Term Sheet

A generic, yet illustrative, term-sheet used by a high tech angel investor is outlined 
below. Additional example term sheets used by angel investors are included in 
Appendices A, B, and C. 

Table 3.4: Illustrative Term Sheet Used by an Experienced Angel 
Type of Security: Convertible Series A Preferred Stock (Series A). 
Dividend: 8% non-cumulative. 
Liquidation Preference: Non-participating Preferred (Return capital to Series 

A, then remaining proceeds to Common); provided 
that if the Company grants participating rights to 
next round of investors, then Series A will be 
revised to include similar rights. 

Conversion: Autoconversion on IPO at 5x purchase price with 
offering size of at least $10,000,000; permissive 
conversion at any time. 

Anti-dilution: Stock splits and price based anti-dilution on a 
weighted average basis. 

Voting Rights: Preferred vote with Common, except as required by 
law. Other protective provisions may be included 

Directors: Series A elects one director, Common elects one 
director, all others elected by Common and 
Preferred voting together. 

Information Rights: Major investors get annual audited and monthly 
unaudited financial statements (Major investor is 
anyone investing at least $100,000 with affiliated 
entities being aggregated). 

Registration Rights: Two demand, unlimited piggyback, one S-3 per 
year. All rights terminate 5 years after IPO. 

Right of First Refusal: Major investors get right to maintain ownership 
percentage on future financing. 

Source: High Tech Angel Investor 

3.3.3 Discussion of Term Sheet Variations among Angel Investors

a. Informal Terms and Conditions 

Some angels use informal or simple term sheets, or in some cases, there is no term 
sheet. As a result these investments have limited, if any, protection. Usually these 
investors: 

• Invest primarily for non-economic reasons, 
• Invest in limited number of deals, or 
• Are new to angel investing. 

Venture capitalists feel that these investors do not get compensated for the risks they 
take. Because these investors are not protected, they can suffer dilution, poor step-up 
valuation, and other negative impacts in later stage financings. 
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b. Venture Capital Terms and Conditions 

Experienced and financially sophisticated angels negotiate terms verging on those 
negotiated by venture capitalists. Because they have outstanding business or investing 
track records, entrepreneurs are willing to agree to the terms and conditions outlined by 
these angels. However, even experienced angels do not achieve all the stringent venture 
capitalist terms. They do not have the negotiating power of venture capitalists and they 
would much rather invest in a good deal with less stringent terms and conditions than in a 
poor deal with stronger terms and conditions. Most of these angels develop a standard 
term sheet over time. 

Venture capitalists view experienced angels as early stage venture capitalists with 
smaller funds. Organized angel groups (see chapter 4) use their negotiating power to 
achieve terms similar to those negotiated by venture capital firms. 

3.3.4 Comments on Valuations and Terms Used by Angels

Our data on valuations, terms and conditions is limited. Many angels felt 
uncomfortable discussing terms and conditions. Also, due to the wide scope of our 
interviews, we were only able to collect partial data on venture valuations. 

The below comments on valuations and terms used by angels are based on what 
angels desire rather than what they actually agree to in negotiations. 

a. Valuations 

The experienced angel investors we interviewed used a variety of methods to set 
valuations. Anecdotally, the pre-money valuation of technology ventures at the seed stage 
typically ranged from $500,000 to $3 million. Valuations greater than $5 million required 
an extraordinarily compelling story. 24 

Valuations are calculated on a fully diluted equity basis. This includes all equity, 
loans (if convertible), options, share commitments to founders and lead employees, and 
other financial instruments that affect the value of the company. Usually the fully diluted 
equity basis also includes the option pools set aside for key employees. The fully diluted 
basis becomes the basis for calculating the pre-money valuation. 

24 Pre- and post-money valuation: If a start-up is looking for $200,000 for 20% of the company, the total 
valuation of the start-up after the investment is made is $1,000,000 ($200,000/0.2). This total valuation 
after the investment is made is called post-money valuation. The pre-money valuation is the value of the 
company without the investment and in this case it is $800,000. For further information read: Johnson, 
R.M., 1997. Valuing Start-ups & Early-Stage Companies: The Venture Capital Method, London Business 
School Case Study, LBS-CS97-012. 
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Our study did not analyze valuation approaches. Harrison and Mason found valuation 
methods to be characterized by entrepreneurs and angels as “arbitrary”, “informal” and 
“by negotiation”.25 We found angels determine valuations using a variety of methods: 

•	 Some angels adjust the entrepreneur’s financial projections by injecting their own 
market and cost assumptions. 

•	 Both entrepreneurs and angel investors benchmark recent, similar deals to help set 
the valuation of the company. This assessment is based on deals in similar 
industries, at comparable development stages and lead by comparable 
management teams. Angels and early stage venture capitalists develop rules of 
thumb to assign valuation ranges for deals with these characteristics. 

•	 Some high tech angels try to anticipate the valuation of the next financing round, 
potentially through discussions with venture capitalists, and assume a 30–50% 
step up to back-calculate the valuation of the current round. 

•	 Some high tech angels use convertible debt to avoid the battle over valuation with 
the entrepreneur. These securities allow the venture capitalist or other second 
round investors to set the value of the company in the next round (e.g. Series A) 
and provide the angel seed investors a discount to that round. 

b.	 Two Types of Security Offerings 

In this section we discuss two types of securities used in angel seed or start-up 
rounds: 

•	 Convertible Debt 
•	 Preferred Stock with Various Rights Impacting the Company Valuation 

Convertible Debt: Recently companies that anticipate pursuing venture capital in 
later rounds have structured their seed round as convertible debt. The convertible 
debt is a bridge loan that converts to equity in the next equity round. These 
convertible debt securities enable the next round investors (e.g. venture 
capitalists) to set the value of the company in the later (Series A) round and 
provide the angel seed investors a discount to that round. 

We observed that angels target a 30% discount, though actual discounts ranged 
from 10% to 30% based on discussions with venture lawyers and entrepreneurs. 
The convertible debt mechanism allows venture capitalists to set the valuation and 
eliminates the battle between the angel and the entrepreneur in setting the 
valuation. Further, it allows the company to raise financing rapidly without 
complex term sheet discussions. For example, it took only 6–8 weeks for one 
company to close a convertible debt round. 

Angels who used this structure expect that the company will successfully secure 
professional venture capital financing within 6 months. Some angels attach terms 
that specify the size of the next financing and the conversion valuation if the next 

25 Harrison, R.T., and C.M. Mason, 1996, Informal Venture Capital: A Study of the Investment Process, the 
Post-Investment Experience and Investment Performance. Entrepreneurship and Regional Development, 
8, 105-125. 
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round is below that level. Further, these angels limit the amount of the convertible 
debt to $500,000 to $1,000,000 because the debt increases the pre-money 
valuation of the company. High pre-money valuations can deter venture 
capitalists from participating in later rounds. 

Some angels and entrepreneurs feel that convertible debt, while pragmatic, is a 
risky financing mechanism since it assumes the next round of funding will 
definitely happen rapidly. 

Preferred Stock with Various Rights Impacting the Valuation of the Company: 
Most angel investors seek Preferred Stock over Common Stock. Preferred Stock 
provides priority rights to current investors over previous investors’ and founders’ 
interest. Usually these priority rights relate to Liquidation Rights and Voting 
Rights. Liquidation Rights allow Preferred Stock holders preferential treatment to 
dividends and payouts over Common Stock holders if any dividends or payouts 
are declared upon merger, sale, or liquidation of the company. Voting Rights give 
Preferred Stock holders higher voting privileges based on agreed terms that may 
be different than that based on straight percentage equity. 

Liquidation Rights commonly used by angels, which impact the valuation of the 
deal, include: 

i. Convertibility Rights (as in Convertible Preferred Stock). 
ii. Participating Rights (as in Participating Preferred Stock). 
iii. Redeemable Rights. 

These features can be combined in a security offering. For example, some angels 
negotiate Participating Convertible Preferred Stock. We discuss each liquidation 
right below: 

i. Convertibility Rights allow Preferred Stock holders to convert to Common
Stock at some predefined conversion rate. This right is normally invoked at the 
time of an IPO or sale of the company. Convertibility rights can have significant 
impact on the value of the company if the Common Stock is priced nominally. 

ii. Participating Rights allow angels to “double dip” if the stock is liquidated.
Upon liquidation, Participating Preferred Stockholders will be “repaid” their 
original purchase price (plus unpaid dividends, if any) and then share in the 
remaining assets as if they held common stock. At low exit valuations, the 
Participating Preferred Stockholder still earns a return, while common 
stockholders realize little or no return. Participating Rights allow angels to take 
lower equity at the time of financing. 

The example below illustrates the impact of Participating Rights. Consider the 
following cases: 

Page 39 

�2000 MIT Entrepreneurship Center 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

281
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Case A. Founders sell 40% of the company for $5 million of Preferred Stock with 
Liquidation Rights for investors to preferentially receive $5 million but no 
Participating Rights. 

Case B. Founders sell 30% of the company for $5 million of Participating 
Preferred Stock. 

In Case B the company is valued at $15 million post-money $10 million pre-
money. In Case A, the company is valued at $12.5 million post-money and $7.5 
million pre-money. Depending on the exit valuation, Case A may be the better 
deal for the founders who own common stock. 

Payout schedule for Case A 

In Case A, the investors have preferential Liquidation Rights. As a result they 
have the option of taking $5 million from the payout or getting 40% of the payout. 
The payout schedule would look as follows for different exit valuations: 

Exit Valuation ($M): 5 10 12.5 20 35 100 

Investors 
Payout ($M): 5 5 5 8 14 40 

Founders 
Payout ($M): 0 5 7.5 12 21 60 

$12.5 million is the breakeven exit valuation. Below the $12.5 million sale price, 
the investors get back only their principal back. Below the $5 million sale price, 
the investors lose part or all of their principal. Above $12.5 million, investors 
share in the payout at a 40% rate. This liquidation preference helps limit the 
angel’s downside risk. 

Payout schedule for Case B 

In Case B, the investors first take out their $5 million initial investment, and then 
share 30% in all remaining equity. 

Exit Valuation ($M): 5 10 15 20 35 100 

Investors 
Payout ($M): 5 6.5 8 9.5 14 33.5 

Founders 
Payout ($M): 0 4.5 7 10.5 21 66.5 
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Below $35 million exit valuation, the investors make more money in Case B than 
in Case A. Above $35 million exit valuation, the founders make more money in 
Case B than in Case A. The best deal for founders at the time of investment 
depends on the founders expectation of what may happen at the time of exit. 

iii. Redemption Rights allow preferred stock investors to redeem their
investments after a certain amount of time has elapsed, or in specific situations. 
For example, Appendix B shows a redemption example where a mandatory 
redemption will take place on the sixth anniversary of closing the investment 
round and the investor gets 10% annual cumulative compounded dividends. 

c.	 Anti-dilution Clauses and Protective Provisions 

Anti-dilution clauses are usually standard in term sheets and protect the angel 
investment from stock splits, unplanned stock dividends, recapitalizations, and other 
events that dilute ownership. Full-ratchet protection makes the angel investor indifferent 
to any changes. For example, if the angel investor bought the stock at $1.00 and then in 
the next round that share was priced at $0.50, full-ratchet protection changes the angel 
ownership structure so that the original angel investment gets priced at $0.50. However, 
few new (subsequent round) investors will allow this to happen. The more common form 
is weighted-average ratchet. 

Right of First Refusal is usually standard and it allows Preferred Stock holders the 
rights of first refusal on future issuance of stock. 

Protective provisions usually relate to the sale of the company, certain issuance of 
shares (senior/pari passu shares), change in business, and incurrence of debt. 

d.	 Percentage Ownership and Control26 

Angel investors, based on anecdotal data, look to own between 5% to 25% of the 
company, and typically own 10% of the company in the start-up stage round. High 
percentage ownership by angels can deter later stage investors from investing. 

As low percentage owners, angel investors cannot exert formal control, though they 
often do have contractual controls through: 

•	 Board participation and predefining the number of Board seats: It is not 
uncommon after the start-up round to have 3 directors on the Board27—the 
CEO, an angel, and one unaffiliated member chosen by mutual agreement 
during negotiations. 

Morreale, J.P., 1995. Raising Growth Capital—A Businessman’s Outline. MIT Enterprise Forum 
Fall Workshop, October 14, 1995. Bingham Dana & Gould, 150 Federal Street, Boston, MA 02110. 

27 Based on term sheets provided by angel investors. 
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•	 Restrictive and affirmative covenants 
- On operational matters (e.g., capital investments, compensation, and 

even approval of management personnel under certain circumstances). 
- On corporate structural issues (mergers, sales of assets, purchases of 

businesses, etc.). 
-	 On equity matters (rights of participation in future financing; “ratchet

down” protection on future financing if valuation declines). 

Founders anticipating raising several rounds of financing should be reconciled to 
losing control of the Board and the company after completing the second or third round. 
No one investor will control the company but outside investors as a whole will own more 
equity than the founders. Strong founders, however, control the company not by equity 
control but by consistently exceeding milestones set by the company and the Board 

e.	 Exit Mechanism or Liquidity Contracts 

Increasingly, angel investors are specifying liquidity terms such as redemption rights. 

f.	 Key Employee Compensation and Incentives 

Investors want to keep key management personnel “locked up” through employment 
contracts, with appropriate non-compete, ownership of intellectual property and 
confidentiality covenants. Some of the venture capitalists we interviewed felt that angel 
investors were weakest in this area of terms and conditions. Some angels feel that it is 
difficult for them as individuals to negotiate terms and conditions similar to that 
negotiated by venture capitalists, as they do not have the same negotiating power. 

Nevertheless, angels are increasingly introducing vesting schedules for key 
employees and even founders who are key employees. These employees are asked to 
place a predefined portion of their stock at risk for a predetermined period of time. 
Founders are sometimes surprised that they are asked to vest their ownership when a 
venture investor comes into the company. The vesting schedule is typically 4–5 years 
with a 20–50% acceleration clause if the start-up is acquired prior to vesting completion. 

Issues negotiated during vesting schedule negotiations include the amount of stock to 
be vested initially, the time period or other milestones for vesting and what happens in 
case of death, disability, or termination without cause. Besides vesting schedules, angel 
investors set aside options, stock appreciation rights and profit interests to provide 
adequate incentives for key personnel. The key employee option pool is created at the 
expense of the current equity holder, not the new investor. 
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The financing deal may also include “ratchet” incentive. The ratchet incentive is a 
mechanism by which the management team’s percentage equity ownership can be 
increased when certain company milestones are achieved.28 

3.4 Post-Investment Involvement and Follow-on Financing

Angel investors can choose to play active or passive roles in the company. We 
discuss each role for the angel investor. 

3.4.1 Post-Investment Involvement of the Passive Angel

Passive angels do not take a Board seat and play a minimal role in the day-to-day 
operations of the company. They stay in touch with the start-up company on a periodic 
basis (monthly to quarterly) to keep track of their investment and the performance of the 
company. 

Wyatt Starnes, CEO, Tripwire Security, a start-up with passive angel investors, sums 
up their activity, “Passive angel investors touch base with us infrequently. They send 
articles from the Wall Street Journal, market research information, and other data they 
come across that they feel will be helpful for the company.” 

They want to stay enough involved with the company so that they can decide whether 
to invest in subsequent rounds or whether to give up their option to invest. (Most angels 
have the Rights of First Refusal clause in their terms and conditions). 

3.4.2 Post-Investment Involvement of Active Angels

Figure 3.4 Post-Investment Involvement: Perceived Strong 
Contribution by Active Angel Investors 
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28 Based on discussions with angels and case study description. See Pesenti, S., 1994. Finance for 
Entrepreneurial Companies: Financing Instruments, London Business School Case Study, LBS 
Reference: LBS-CS94-007. 
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Active angels take a Board seat or take other advisory roles such as consulting to the 
company. Figure 3.4 shows where active angels perceive that their contributions are 
strong. 

Note, angel involvement and contributions are strongly dependent on the angel’s 
background, skill set and willingness to work with the company. Active angel investors 
with strong business backgrounds bring relevant industry experience and high value to 
the venture through his/her advice, network of contacts, and hands-on support. Their 
presence on the Board gives credibility to the company. 

Based on our interviews, we outline the post-investment support which active angels 
typically provide to start-up companies: 

Recruiting and Coaching Management: Helping in recruiting management is the most 
widely performed role by active angel investors. Although they do help identify 
management candidates, they are invaluable in assessing candidates and checking on 
their track records. They also enjoy coaching the management team, helping them 
overcome obstacles to their growth. 

Recruiting the Board: Active angel investors help identify, recruit and select Board 
members. Strong industry and venture contacts and prior start-up experience help angel 
investors identify effective Board members. 

Recruiting Venture Capitalists: Some of the angels we interviewed in the information 
technology industry, particularly on the West Coast, feel that their primary post-
investment role is to incubate the company and help prepare it for subsequent venture 
capital funding. Experienced angel investors have strong venture capital contacts and 
help start-ups find the right venture capital partners to support their growth. 

Assistance with Financial Structuring: Angels can help with structuring the option and 
incentive plans. They can also help craft the company’s financial strategy, including in 
raising capital. Many angels have deep experience in financial structuring for mergers, 
acquisitions, and strategic partner investing. 

Customer and Alliance Building: We were surprised to see how few angels helped build 
customers and alliances, even though most of the angels interviewed had deep industry 
experience and relationships. Only a few angels offered to attend customer sales calls. 

Other Support Areas: Angels also provide support in organizational structuring; defining 
and establishing the marketing, sales and distribution strategies and providing general 
coaching and guidance. Some angels were willing to act as interim CEO or interim 
member of the senior management team. 

Our post-investment involvement findings are similar to findings in the literature. 
Feear and Wetzel reported that Board representation was the most common form of 
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participation for angel investors, followed by consulting relationships.29 They found that 
Board seats were held in 71% percent of angel investments and angels participated as 
consultants in 65% of the ventures after investment. We did not scientifically validate the 
percentage involvement data. 

Freear, Grinde, and Sohl also researched the extent to which angels benefit emerging 
ventures. Thirty-five start-ups responded to their research survey.30 Twenty-three (68%) 
of the entrepreneurs believed that the angels had played a “productive” role in the 
venture. Five (14%) believed their role was neutral while seven (20%) of the 
entrepreneurs believed that the angels had played a substantially unproductive role. 

3.4.3 Time Spent by Active Angels with the Start-up Company

Figure 3.5 Number of Days of Angel Support Provided Per Start
up Company Per Month 
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We were surprised to find that most angel investors spent only 1–2 days per company 
per month, similar to venture capital support levels. We expected to find that angel 
investors spend more time with their portfolio companies than venture capitalists do. 

29 Freear, J. and W.E. Wetzel. 1992. The Informal Venture Capital Markets in the 1990s. In D.L Sexton and 
J.D. Kasarda (eds): State of the Art of Entrepreneurship. Boston: PWS-Kent, 462–486. 

30 Freear, J., R.B. Grinde, and J.E. Sohl. 1996. The Early Stage Financing of High Tech Entrepreneurs 
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3.4.4 Change in the Role of Active Angels as Professional Money Gets Involved

Figure 3.6 How Do Angel Roles Change as Professional 
Money Gets Involved? 
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Almost unanimously, we found that the role of angel investors decreases as 
professional money enters the venture. Active angels are often requested to leave the 
Board once professional investors participate in subsequent financing rounds. Angels 
with exceptional business backgrounds, however, may be asked to remain on the Board. 

As George Neble, Partner at Arthur Andersen, describes, “Experienced angels 
understand that as the company grows and institutional money comes in, they take a more 
behind-the-scenes role. Experienced angels are like parents as their kids grow up. Later 
stage investors may put a more professional Board in place to support the company’s 
growth. Inexperienced angels, regardless of the level of ownership, can feel that they own 
and control the company. They sometimes resent being removed from the Board.” 

3.5 Exit Strategy

3.5.1 Exit Strategy Preferred by Angel Investors
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Figure 3.7 Exit Strategy Preferred by Angel Investors 
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Angel investors like both IPOs and acquisitions as exit strategies. Based on anecdotal 
evidence, both IPOs and acquisitions delivered strong financial returns. They cited some 
differences between IPOs and acquisitions: 

a. 	 Non-ROI Reasons for Preferring IPOs: 
•	 IPOs are more satisfying and provide more visibility. There is further upside 

potential due to stock appreciation. 

b.	 Non-ROI Reasons for Preferring Acquisitions: 
•	 Acquisitions transactions are cleaner allowing the investor easier access to 

cash. IPOs can require longer “lock-out” periods and have more restrictions. 
•	 IPOs are too dependent on the stock market. 
•	 For Internet companies, some angel investors found that they received the 

highest and fastest returns when their company was acquired. 

3.5.2 Exit Paths, Returns Expected and Returns Experienced
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Figure 3.8 How Do Angels Exit Their 
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In our sample, most angel investors exited when the company was acquired. This 
potentially reflects the high percentage of angel investors in our sample who invested in 
the Internet and other related technologies. In our sample, we found that approximately 
30% of angel investments turned into losses. Figure 3.8 shows how angels have exited. 

In our sample, we found that most angel investors targeted and experienced a 5x to 
10x return on their investment over five years. These returns were based on angel 
responses to our questions and not based on evaluating their angel portfolios. 

West Coast angels targeted higher returns and experienced higher rates of returns. West 
Coast angels predominantly targeted 10:1 returns in 5 years while East Coast angels 
predominantly targeted 5:1 returns in 5 years. West Coast angels stated that they achieved 
10:1 returns in 5 years and sometimes 10:1 in 3 years while East Coast angels mentioned
that their returns were in the range of 4:1 to 10:1 over 5 years. 
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We asked some West Coast angels why they had higher ROI expectations than 
their East Coast counterparts. They attributed this difference to their investments in the 
Internet industry. They also commented that perhaps angels on the West Coast are more 
willing to take on risk than East Coast angels are. West Coast angels felt they had more 
and better access to market and technology to qualify risks, than did their counter parts on 
the East Coast. West Coast angels could therefore conduct more stringent and 
sophisticated due diligence. 
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Our Survey 

Figure 3.10 Actual IRR Experienced by Angel Investors 
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3.5.3 Do Angels feel “Trapped” in Any Investments? Why?

Figure 3.11 Do Angels Feel "Trapped" in any of 
Their Investments? 
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A number of angels felt “trapped” in some of their investments as shown in Figure 
3.11. Angel investors felt trapped when:

•	 Founders became emotionally attached to the company and did not want to 
sell or commit to an IPO. As minority owners, the angels could not negotiate 
alternate exit mechanisms, especially without redemption provisions in the 
agreed-upon financing terms. 

•	 These companies did not grow as expected. The companies continued to exist, 
“going sideways” or “in the land of the living dead”. 

•	 The management and angels lacked synergy. 

3.5.4 How do Angels Ensure a Timely and Profitable Exit?

Angel investors employ a variety of methods to help ensure their company proceeds 
to a timely and profitable exit: 

•	 Before investing, determine: 
- The founder’s need for control and ability to be coached. 
- The founder’s vision of the path to liquidity. 

•	 Negotiate liquidity and exit clauses in the terms and conditions. 

•	 After investing: 
- If the entrepreneur does not have the skills to grow a company, bring 

in a professional CEO to lead the company. 
- Find products that are attractive to the market and to acquirers. 
- Determine milestones for the exit path. For example, if the company 

plans an initial public offering, they may need to broaden their product 
line or their customer base and they may need to recruit new key 
management. If the company seeks to be acquired, it should define the 
potential acquirers and build relationships with them. 
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•	 It is important to “get out” when the losses are small. Experienced angels 
recommend that angels should take the opportunity to get out of deals that 
have lost their upside. “Return on invested time” should drive the angels’ 
decision to “let go” and move on to other deals. 

3.6 Summary and Conclusions

Experienced angels use their networks to source and screen deals. Networks help 
angels optimize the number and quality of deals. Business associates and angel groups 
are the best sources of deals and provide the best quality. Unscreened deals sourced 
directly from entrepreneurs are usually the poorest quality deals. We also outlined how 
angels prefer to be approached with opportunities. 

We described the types of company angels easily invest in. We discussed the wide 
variance in deal screening and due diligence approaches. Some angels are systematic and 
detailed in their due diligence while others rely primarily on their “gut feeling”. 
Experienced angels use industry, geography, growth potential, and their assessment of the 
entrepreneur’s attributes and track record as criteria to screen deals and conduct due 
diligence. We also attached an illustrative checklist used by an angel that conducts a 
systematic and detailed due diligence. 

We discussed the key terms and conditions used by angel investors. We quantified 
the timeframe it takes for angels to invest and we outlined the support provided by angel 
investors after they invest. We outlined the measures angel investors take to ensure 
timely and profitable exit. Finally, we described the rates of return angel investors target 
and experience. Our interview results show that currently West Coast angels target and 
experience higher rate of returns than East Coast angels primarily due to investment in 
Internet-related technologies and better systemization of the angel investing process. 
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Chapter 4. The Rise of Organized Angel Groups 

Angel groups are an important new development in venture creation. These groups 
are transforming the venture creation process by their support of very early stage deals, 
the value they add, and the volume of deals they handle. 

This chapter describes the characteristics of organized angel groups, outlines why 
they are becoming more prevalent, and provides a framework for comparing and 
contrasting different types of organized angel groups. This framework has five elements: 

• Strategies and Goals. 
• Operating Structure. 
• Venture Selection and Support. 
• Membership Selection and Support. 
• Investment Returns. 

The focus of this chapter is on operating, venture selection, and support elements. 
Further work could profitably explore the strategies and goals; member selection and 
support; and on the investment returns of organized angel groups. 

4.1 What Are Organized Angel Groups?

In the late 1990’s, both the Route 128 and Silicon Valley areas have witnessed the 
creation and growth of organized angel groups. These groups leverage the combined 
expertise, negotiating power and contact networks of their members in executing the 
steps of the angel investing process. 

To define the terminology, we defined angel groups to refer to all four types of angel 
groups. We defined angel clubs to refer to member organized angel clubs. We describe 
four types of angel groups below. 

4.1.1 Seed Financing Businesses

Seed Financing Businesses (such as Furneaux & Co. and BRM.) are full-time 
businesses that provide seed, and routinely, follow-on financing. The firms’ principals 
supply the capital and also provide emerging companies with “company growing” 
expertise on a full-time basis. These businesses help recruit executives. Sometimes the 
principals and employees of venture-launching businesses will assume interim operating 
roles to jumpstart the initial operations of a new venture. They typically make a few 
investments per year. 
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4.1.2 Member Organized Angel Clubs

Member Organized Angel Clubs (such as Band of Angels, Walnut Venture 
Associates, CommonAngels) are groups of active angels that use their combined 
networks to source, screen, investigate, negotiate, invest in, and manage emerging 
company investments. Angel clubs build a club of peers; admission is by invitation only. 
Members bring different skills to the group and value to the entrepreneurs. Each member 
decides whether or not to invest on a deal-by-deal basis. 

Some angel clubs make more than 20 investments per year. However, because most angel 
clubs came into existence in the mid-1990’s, they are still ramping up and evolving their 
investment processes. Members value the social and fun aspects of investing alongside 
angels that they like and respect. 

4.1.3 For-Profit Matching and Investment Organizations

For-Profit Matching and Investment Organizations (such as Garage.com and 
VIMAC) are profit making third party organizations that provide screening, due diligence 
and investment services for member angels. There is a wide variance in the models used 
by organizations in this category. We will outline Garage.com and VIMAC to illustrate 
some of the variances in this category. 

4.1.4 Third-Party Matching Services

Third-Party Matching Services are non-profit matching service organizations that 
match angels to ventures (such as the Technology Capital Network or the Investors’ 
Circle). Entrepreneurs list their venture opportunities with the matching services. Little or 
no screening is conducted by the matching service organization. Angels are responsible 
for due diligence, negotiation and investing. ACEnet and Technology Capital Network 
(TCN) are in this group, though we did not interview them. 

Note: Other organizations that actively and expertly match entrepreneurs to angel 
investors, such as the MIT Technology Licensing Office (TLO), were not considered as 
angel groups. The primary role of the TLO and other university licensing organizations is 
to license technology and to ensure that the technology gets into the marketplace, and 
hopefully earn a reasonable return for the university. Understanding TLO impact on 
angel investing is an area of further research. 
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Table 4.1: Investing Statistics of Organized Angel Groups (February 1999) 
Angel Groups Interviewed Age 

(years) 
1998 $K 
invested 

1998 #Initial 
Investments 

Est. $K/ 
member/deal 

31 

$K/ 
Deal 

Members 
in the 
group 

Seed financing businesses 
1. Furneaux & Co. 3 1,900 4 170 500 3 
2. BRM 5 8,000 2 1000 4000 4 
3. The Angels’ Forum <1 3,400 16 25 200 20 
4. Seaflower Associates 6 4,000 4 N/A 750 N/A 
Member Organized Angel Clubs 
5. CommonAngels <1 1,000 2 25-100 500 25 
6. Band of Angels 4 17,000 27 50-100 600 120 
7. Walnut Venture Associates 3 1,500 2 50-100 750 16 
8. Winnipesaukee Investors Group 3 3,400 2 50-200 1700 40 
9. Boston Medical Investors 8 1,000 2 50-100 500 18 
For Profit Matching and Investment Organizations 
10. VIMAC 17 7,000 6 50-200 N/A 175 
11. Garage.com <1 0 0 N/A N/A >100 
Not For Profit Matching Services 
12. Investors’ Circle 7 N/A N/A N/A N/A 150 
N/A = Not Available 

4.2 Why Are Organized Angel Groups Becoming More Prevalent? 

The emergence of organized angel groups is a natural evolution of the growth and 
maturation of individual angel investing. Angel groups seek to mitigate the problems 
encountered in individual angel investing. Angel groups address some of these problems 
because they: 

•	 Improve inefficient matching in the venture market: Identifying and matching the 
right venture with the right angel is time-consuming and imperfect. Organized 
angel groups leverage the networks of their memberships to access more high 
quality deals. Most promote themselves discreetly to be slightly more visible to 
entrepreneurs. 

•	 Leverage time and resources for due diligence and venture support: Angel 
investors have little or no support staff. They have limited time and resources. 
Their operational expertise is often in focused markets. Each step of the angel 
investing process benefits from the combined efforts and skills of several or all of 
the group members: 

Deal Sourcing: The combined networks of the members can provide a 
large, high potential deal flow. 
Deal Screening and Due Diligence: Part- or full-time members/partners 
define and apply screening criteria to new venture opportunities. Their 
combined market expertise, technology knowledge, business perspectives 

31 Estimated $/member/deal is calculated from: $ invested in 1998/(# deals x estimated # members per 
deal). 
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and judgements of people can supply a powerful and efficient basis for 
due diligence. 
Term Negotiation: Members familiar with emerging venture terms and 
conditions apply their expertise to standardize on terms and conditions. 
Post Investment Involvement and Follow-on Financing: Angel groups can 
leverage the membership’s expertise and judgement as their ventures 
encounter new business issues. The membership can also introduce the 
company to other angels and venture capitalists for follow-on financing. 
Exit: Group members can leverage their contacts with the upper 
management of large industry players (potential acquirers) or investment 
bankers. 

Other drivers of organized angel group investing include media promotion of angel 
investing and the need for some angels to invest with people they like and respect: 

•	 Angel Group Success Stories are Celebrated By the Media: Just as individual 
angel investors have been profiled in the media, angel groups are also receiving 
extensive media coverage. Hans Severiens of the Band of Angels has been 
interviewed by The New York Times, the Washington Post, Business 2.0 and Le 
Figaro among others. Several of the angels interviewed said they greatly 
appreciated the positive exposure Hans has brought to angel investing. 

•	 Networking, Fun and Other Social Reasons: Angels look to network with other 
angels for social reasons. Angel groups, especially angel clubs, provide this 
benefit. Many topics other than the deal at hand are discussed at angel meetings. 
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4.3 Understanding Organized Angel Groups

Some common elements emerged from our analysis of angel groups. Below we 
utilize an “Organized Angel Group Growth and Management Framework” to characterize 
the structure and operation of angel groups. Angel groups can use this framework to 
evaluate and build their organizations. 

Investment Returns 

M
em

b
er

 S
el

ec
ti

o
n

Strategies and 

Goals 

Organized Angel Group Growth and 
Management Framework 

Key Elements of the Framework: 

1. Strategies and Goals: describes the investment strategies and goals pursued by the 
angel group. 

2. Operating Structure: describes the legal structure, staffing, promotion and 
organization processes/rules. Operating structure is a key pillar that drives investment 
returns for the angel group. 

3. Venture Selection and Support: describes how the angel group executes the five 
angel investing steps defined in Chapter 3 (see Table 3.1). This element also deals 
with the involvement of members in the venture selection process. 

4. Member Selection and Support: discusses how angel groups recruit and approve 
new members, how they set size and growth parameters, and how they collect and use 
membership fees. 
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5. Investment Returns: describes the economic and non-economic returns targeted 
and experienced by angel groups. 

6. Feedback, Learning and Growth: Angel groups are evolving their organizations as 
they learn. Strategies and goals set the investment context and ultimately drive 
investment returns. Feedback from both successful and unsuccessful investments 
helps evolve the group’s strategies and goals. 

In the next four sections, we will use this framework to analyze the four different 
types of angel groups: 

1. Seed Financing Businesses. 
2. Member Organized Angel Clubs. 
3. For-Profit Matching and Investment Organizations. 
4. Non-Profit Third-Party Matching Services. 

4.4 Seed Financing Businesses

4.4.1 Strategies and Goals

Full-time seed financing businesses not only fund emerging companies, but they also 
jump start the emerging company operations by temporarily engaging the resources of the 
seed financing business until the permanent management and employees are recruited. 
Examples of seed financing businesses include The Angels’ Forum, BRM, Furneaux & 
Co. and Seaflower Associates. 

Among the seed financing businesses, total deal size varies considerably, from 
$200,000 for seed investments to multiple millions invested in follow-on financings. 
With the exception of The Angels’ Forum, these businesses tend to make larger 
investments in a small number of companies. 

a. Angels’ Forum Strategies and Goals 
The amount invested per member varies widely depending on the business’ 
investment strategy and how the business is organized. For example in 1998 The 
Angels’ Forum’s twenty members each invested, on average, was $25,000–50,000 
per deal; in 1999, the average amount invested per member has risen. The Angels’ 
Forum does not limit the amount any member can invest per deal. In 1998, Angel’s 
Forum invested in 16 companies over a six-month period. The Angels’ Forum 
typically invests in the seed and start-up stages, and positions its companies for 
subsequent venture capital investment. 

b. BRM Strategies and Goals 
Each of the four principals may average $1,000,000 per deal. BRM typically invests 
in one to three new companies each year, along with follow-on investments in 
portfolio companies. BRM also prepares its companies for subsequent professional 
investment. BRM makes it a point to invest $2–4 million in every financing to 
maintain, as much as possible, its equity position. 
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c.	 Furneaux & Company Strategies and Goals 
Furneaux & Company has invested in 9 companies over three years. They invested 
$1.0 million in 1997 and $1.9 million in 1998. Furneaux & Company invests in the 
seed stage and routinely participates in the subsequent rounds. They work intensively 
with the company to define products and markets, create early customer relationships, 
and build the management teams so they achieve the milestones to qualify for venture 
capital financing in subsequent rounds. 

d.	 Seaflower Associates Strategies and Goals 
Seaflower Associates started as an angel-lead venture launching business and evolved 
into a venture capital firm. Jim Sherblom started by investing the capital of an 
informal angel group, then raised a $5 million angel fund and, based on the fund’s 
performance, raised a $20 million venture fund with institutional participation. The 
investment strategy evolved from seed stage capital to larger investments including 
later stages. 

4.4.2 Operating Structure

Seed financing businesses have fairly formal operating structures. 

•	 Legal Structures: The businesses are incorporated as LLC’s or S-corporations and 
the funds have legal structures such as limited or single purpose partnerships. 

•	 Staffing: These businesses typically have full-time paid administrative assistance. 
The principals spend significant time engaged in operating roles in the new 
ventures. BRM also retains 30 programmers, 2 business development managers, 
and 2 human resource professionals to jumpstart new ventures. 

•	 Level of Promotion: Promotion can include websites, speaking engagements, 
feature articles, etc. The level of promotion can vary widely depending on the 
character of the principals. BRM sponsored a seminar in Fort Lee, NJ in 
November 1998 entitled: How to Build and Manage a Great, Successful High-
Tech Company. The Angels’ Forum members speak at a wide variety of industry 
organizations such as the Silicon Valley Software Developers Association and 
The Indus Entrepreneur (TIE). Principals of Seaflower Associates belong to the 
Massachusetts Biotech Council and the National Venture Capital Association, 
among other organizations. 

•	 Club Processes and Rules: Not explored in this study 
•	 Membership Outreach and Coordination: The principals typically meet on a 

weekly basis to address the issues of the portfolio companies. 

4.4.3 Venture Selection and Support

a. Venture Investing Process
Sourcing:  Principals use their combined contact networks for deal flow. 
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Due Diligence: Due diligence starts with the principals’ networks of contacts and 
then the business pays for expert opinions as needed; patent searches, market 
assessments, and background checks on the entrepreneur. The due diligence 
process performed by the Seed Financing Businesses is intensive. For example, 
Furneaux & Company’s due diligence has several levels: 

1.	 5-Minute Screen: They screen for location, industry, market potential, 
management track record and valuation. They determine if it is in their 
area of interest, discuss the referral source, and scope the size of the 
opportunity. 

2.	 1-Hour Screen: They use most of the same criteria as the 5-minute 
screen, but develop more detail. They also read the business plan, 
assess competition, and evaluate how the opportunity stacks up. 

3.	 5-6 Hour Screen: Furneaux & Co meets with the management team. 
They probe to determine the technological advantage and market 
potential of the opportunity. They assess the personal attributes of the 
entrepreneur and the management team. 

4.	 Extensive Due Diligence: They contact world class experts to assess 
the technology. Furneaux & Co. assesses the market place by meeting 
with several customers and researching the competitors in depth. They 
evaluate the soundness of market and financial projections and verify 
technology ownership. They extensively check the management by 
asking each member of the management team for three references. 
They ask each of these references for three more references and ask 
each of these references for three more, totaling 27 references in all. 

Furneaux & Co. spends time with the entrepreneur to determine that 
his/her team members have talent, believe in the vision, are coachable, 
and have an enormous desire to win. They must be willing to sacrifice 
and learn but they must also be strong enough to push back. They must 
recognize the leadership role they play, yet be willing to accept their 
sustainable position in the enterprise and be willing to make 
appropriate transitions, if needed, when the company requires more 
experienced management. 

Term Negotiation: Each group stated they sought to negotiate terms similar to 
those achieved by venture capitalists. Future research could compare terms 
negotiated by the types of angel groups to those achieved by venture capitalists. 

Post-Investment Involvement and Follow-on Financing: Seed financing 
businesses intensively work with entrepreneurs to bring products to market 
quickly and build out the management team. 

For example, BRM supplies comprehensive assistance including programmers, 
human resources personnel, product managers, etc. to shorten the initial product’s 
time to market. BRM principals accelerate the company operations by taking on 
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interim management positions. It is expected that gradually the company will fill 
the management positions with its own independent personnel and that the 
dependency on BRM will decrease over time. They invest well over 30 people 
days per month after investing in a company. 

BRM takes responsibility for leading the next financing rounds of the company 
and finding appropriate investors such as venture capitalists. 

Furneaux and Company is also very active after investing. They take a Board seat, 
help recruit the management team and help define the products to target the early 
adopter market segments. They help write the business plan, secure the next round 
of financing, and may even temporarily take on the VP of Marketing role. They 
introduce the company to other angels and venture capitalists. They invest up to 
15 days per month after investing in a company. 

Seaflower Associates principals will on occasion become interim CEO or VP of 
Marketing until the company recruits the management team. Otherwise, it acts 
more like a traditional venture capitalist, taking an active Board seat, defining 
financial strategy, helping recruit management and securing follow-on financing. 
They typically invest 1–2 days per month per company after they invest. 

Exit:  Seed financing businesses are fairly young and do not have extensive 
experience with exit. Although these businesses may have only executed a few 
exits, most have principals with very deep experience guiding companies through 
IPOs or acquisitions. 

b. Involvement of Members in Ventures:

Members work full time in the angel-lead business.


c. Size and Growth Parameters
Some companies will continue to invest at their current levels. Other businesses 
like Furneaux & Co. and BRM currently make one to four new investments per 
year; and are assessing the implications of investing in more companies per year. 

4.4.4 Member Selection and Support

a. Recruiting and Approving Members 
Founding members start the business together because they trust and respect each 
other and are committed to the same vision. Seed financing businesses recruit new 
employees in a manner similar to any emerging business. 

b. Membership Fees 
Not applicable to these businesses. 
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4.4.5 Investment Returns

a. Economic
 Return on Investment is tracked by IRR. Because most of these organizations are 
under two years old, their investments are still in process and a meaningful IRR 
cannot be calculated. Most target 30–45% IRR. Because they are positioned as a seed 
investor, Furneaux & Co. targets an IRR that reflects a meaningful premium to 
venture firms, which invest post-seed. 

b. Non-Economic
 The non-economic motivations are fairly similar to those of individual angels. They 
have fun being a part of the start-up adventure and networking with others. 

4.5 Member Organized Angel Clubs

4.5.1 Strategies and Goals

Angel Clubs are groups of individual angels that use their combined networks to 
source, screen, investigate, negotiate, invest in and manage emerging company 
investments. Typically, one member sponsors the deal and engages a team of the 5–7 
most interested members to conduct due diligence. The angels are not paid for their work, 
although they often receive warrants in consideration for extra work. Some angel groups 
pay for part-time or full-time administrative assistance. 

East Coast angel clubs include CommonAngels, Walnut Venture Associates, 
Winnipesaukee Investors Group (WIG), and Boston Medical Investors. West Coast 
examples include the Band of Angels. 

a. Venture Investment Strategy
Members typically invest $25,000–100,000 in a given deal for total funding of 
$500,000–1,500,000. Often members can attract $500,000–$2,000,000 additional 
capital through their network with other, non-member angels. Not every member 
invests in every deal. Angel clubs can fund many early stage opportunities. In 1998, 
for example, the Band of Angels (120 members) invested $17,000,000 in about 30 
companies at an average pre-money valuation of $4.8 million and an average equity 
stake of 15%. Through October 1999, CommonAngels invested $3.5M in 7 ventures. 

b. Social Bonding
Social interaction and compatibility is crucial to the smooth operation of angel clubs 
because the members participate on a volunteer basis. Members say they want to 
work with people they respect and like. One angel assessed whether he would like to 
receive a call at home from a prospective member. 
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4.5.2 Operating Structure

•	 Legal Structures: Angel clubs may or may not be incorporated. The group does 
not necessarily invest as a whole. Each deal has different participation levels from 
different members; some may not participate. Funds are not syndicated. 

•	 Staffing: Staffing may be entirely volunteer or supported by paid part-time or full-
time administrative staff. CommonAngels uses an MIT Sloan MBA student. 

•	 Level of Promotion: Some clubs are quite secretive and allow word-of-mouth to 
attract entrepreneurs. Other clubs promote themselves through articles in 
prominent business magazines, being profiled in business school cases, creating 
websites and/or giving talks at industry conferences. 

•	 Club Processes and Rules: Not explored in this study. 
•	 Membership Outreach and Coordination: Coordination is accomplished through 

weekly or monthly meetings, email and voicemail. 

4.5.3 Venture Selection and Support

Angel club members usually meet monthly, at dinner or breakfast meetings.  A few 
pre-screened companies present their business plans in 15 minutes and handle questions 
for 15 minutes. To present, a company has to be sponsored by a member. 

After the company leaves, the angel club members discuss the venture opportunity. If 
there is enough interest, the sponsoring angel will lead a due diligence effort that involves 
the most interested members. Upon successful completion of the due diligence, the group 
negotiates the terms of the deal. Usually the sponsoring angel takes a seat on the Board 
and remains the most actively involved member. The other investing angels are typically 
passive investors. Here are details on the specific angel investing process steps: 

Sourcing: Most clubs source deals through their members. In the Band of Angels, an 
angel can sponsor a company once the angel has already invested on the same terms 
that will be presented to the group. 

Screening and Due Diligence: The group leverages the membership’s combined 
industry expertise, contacts and time to determine if the group is interested in investing 
in a given venture.

 Some groups perform screening and due diligence in a free form manner, often 
described as “herding cats”. Other groups have rigorous and detailed screening criteria 
and due diligence processes. Table 4.2 shows the CommonAngel’s Pre-Presentation

    Questionnaire and Table 4.3 shows the CommonAngel’s Company Presentation 
Evaluation Criteria. 

The Band of Angels differs in that it will present a company to its membership only after 
one of its members has already agreed to invest and is willing to sponsor the company to 
the Band. Other members can invest on the same terms as the sponsoring angel. 
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      Table 4.2 CommonAngels Pre-Presentation Questionnaire 

CommonAngels Pre-Presentation Questionnaire 

Each company answers this short list of questions, before presenting to the CommonAngels. The 
purpose of this survey is to quickly provide an idea of which stage the company is in, and to 
provide enough background information so that member angels are able to focus fully on the 
company’s business model. 

1.	 Brief, focused description of company’s business objectives: 
2.	 Brief description of existing executive management team: 
3.	 Date the company was founded: 
4.	 Number of employees: 
5.	 Revenue YTD: 
6.	 Capital investment so far 

•	 Dates of investments: 
•	 Amounts: 
•	 Pre-money valuations: 

7.	 Characteristics of the investment the company is seeking 
•	 Amount: 
•	 Pre-money valuation: 
•	 How long it will last: 

8.	 Current burn rate ($$ spent/month): 
9.	 Product status: 

•	 Concept, alpha, beta, shipping: 
•	 First customer ship date: 
•	 Average sales, service price:

 Table 4.3 Company Presentation Evaluation Criteria 

Company Presentation Evaluation Criteria 
1.	 The company has made a compelling case for the overall attractiveness of the business 

opportunity it seeks to capitalize on. 
2.	 The management team is reasonably complete, and each key individual appears to have 

relevant experience and an excellent track record. 
3.	 The company’s products or services address a clear need in a large market. 
4.	 The company appears to have existing customers who are extremely satisfied with its 

products or services. 
5.	 The company has presented a strong plan for marketing, selling and distributing its 

products or services. 
6.	 The product or service to be offered by the company can readily be developed with the 

human and financial resources it already has or can reasonably obtain. 
7.	 The company has clearly identified and analyzed its strengths and weaknesses relative 

to its likely competitors. 
8.	 The company product or service has a strong intellectual property position or other 

significant barrier to entry that a competitor would have difficulty overcoming. 
9.	 The capital being sought by the company should be sufficient to achieve the goals 

contained in its business plan. 
10. The company’s pre-money valuation appears reasonable. 
11. I’m (member angels) very interested in learning more about the company. 

Other Information Collected 
- Name of Company 
- Date of Presentation 
- Number of Evaluators 
- Overall Score (Range: 0-3) 

Source: CommonAngels 
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Term Negotiation: Each group has evolved to a fairly standard set of terms they 
apply to their deals. Some clubs regularly negotiate a participating, convertible, 
redeemable preferred stock. Other clubs use a wider variety of terms, depending 
on the specifics of the opportunity. 

Most of the groups have modeled their terms and conditions after venture capital 
deals which include demand rights, voting rights/Board representation, 
registration rights, piggyback rights, anti-dilution provisions and information 
rights. Band of Angels32 and Walnut Venture Associate33 case studies provide 
examples of term sheets used by these angel clubs. 

Angel clubs typically invest in companies with valuations less than $4 million. 
Several said that valuations above $4 million require a very compelling and extra
ordinary story. Nevertheless, a few clubs have invested in companies with $8–10 
million pre-money valuations. It is too soon to judge what the returns on these 
investments will be. 

In most clubs, the individual members decide to invest on a deal-by-deal basis. 
Some funds are considering a pooled side fund that the club would invest, but this 
has not happened yet. There are multiple legal issues to sort out. 

Post-Investment Involvement and Follow-on Financing: Members’ involvement 
after investment ranges from minimal to 3–4 days per month. Members that 
invested based on the due diligence team’s recommendation are often passive 
investors. Members that are on the company’s Board or that decide to take a 
temporary-operating role will spend more time. For example, Bob Carpenter 
(Boston Medical Investor’s lead angel) sometimes becomes the CEO and 
Chairman of the new venture on a near full-time basis, until the CEO has been 
recruited. The Board member is often compensated in options or warrants, rather 
than in cash. 

The group will help the company recruit other Board members, recruit and coach 
management, build customer alliances, define the financial strategy, recruit other 
investors and help with business, marketing and technology plans. 

Some venture capitalists do not feel that angel groups support their companies 
well. They characterized angel clubs as dinner clubs in which members 
participated in due diligence, but did not sufficiently leverage their expertise and 
networks in building the company after the investment had been made. 

Exit:  If the angel club retains its Board seat to the time of exit or acquisition, the 
Board member will have some say in the terms of exit. Some of the clubs have 
been recently formed and have not experienced any exits to date. 

32 Darwall, C. and M.J. Roberts, 1998, The Band of Angels, HBS Case Study: 9-898-188. 
33 Roberts, M.J., 1998, Walnut Venture Associate, HBS Case Study: 9-899-097. 
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As of February 1999, the Band of Angels, Boston Medical Investors, and 
Winnepesaukee Investors Group had exited a total of 24 companies: 

Acquisition 11 
IPO  5 
Share Buyback  0 
Liquidation/Loss  8 

4.5.4 Member Selection and Support

a. Recruiting and Approving Members
 Not explored in this study. 

b. Size and Growth Parameters
Band of Angels has grown to 120 members and has segmented its membership by 
industry. CommonAngels now has 50 members and is considering the benefits and 
costs of continued growth versus maintaining its current size. Boston Medical 
Investors is stable at 18 members. Walnut has had 16-18 members over the past year. 
Further investigation should be focused on optimal angel club size as the groups 
evolve and their track records mature. 

c. Membership Fees
 Not explored in this study. Some of the angel clubs charge about $1000 per year. 

4.5.5 Investment Returns

a. Economic
Band of Angels states they have an average 32% IRR. Some clubs do not rigorously 
track IRR and the remainder have not been in operation long enough to have a 
meaningful IRR. Jim Nicholson (WIG), says he feels more secure making angel 
investments knowing that record levels of venture capital are available for follow-on 
financing 

b. Non-Economic
Perhaps more than any other type of organized angel group, the “fun” factor is 
extremely important in a member’s decision to join an angel club. Members of angel 
clubs commented that they enjoy investing alongside people they like and respect, 
coaching entrepreneurs and the intellectual challenge of tackling new-business and 
technology issues. The principals of angel clubs investing in medical technologies, 
such as Winnipesaukee Investors Group and Boston Medical Investors, state they 
enjoy building companies that provide societal benefits. 
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4.6 For-Profit Matching and Investment Organizations 

4.6.1 Strategies and Goals 

For-profit matching and investment organizations represent a wide variety of third 
party organizations that match angel investor funds with start-up companies seeking 
investments. These organizations provide a variety of services to angels and /or emerging 
companies for a fee. They usually have a side fund that invests in emerging companies. 

Our characterization of this angel group is based on two companies: Garage.com and 
Venture Investment Management Company (VIMAC). The information presented on 
these companies is drawn from interviews and published material. We did not verify the 
information through other interviews. Garage.com and VIMAC have very different 
operating models; however, both companies are financial intermediaries that make 
money by: 

i.	 Charging start-up companies and/or angel investors for matching and other services. 
Most of companies are not broker/dealers though the angels usually invest in a start
up company through a broker/dealer affiliated with the matching service. For 
example, Garage.com Securities, Inc is Garage.com’s broker/dealer; 

ii.	 Investing company funds and any side investment funds raised; and 
iii. In some cases, earning returns through a carried interest. 

a. Overview of Garage.com
Garage.com is an Internet “market-making matching service” officially launched on 
October 19, 1998. Their first deal closed in January 1999. Garage.com will identify, 
screen opportunities, groom start-up companies and post investment opportunities on 
its password protected Internet accessible on-line database called Heaven. These 
opportunities are seed stage investment opportunities in technology with investment 
needs of $500,000 to $2.5 million. 

Interested and pre-screened accredited investors can select opportunities posted in 
“Heaven”, contact individual start-ups, and initiate discussions for investment. Angels 
are responsible for their own final due diligence, though Garage.com will do 
significant up-front screening before they post the deal in Heaven. Subsequently, 
Garage.com may be involved as the angel investors execute their due diligence. 

Garage.com invests money from its own investment fund; at the same time and on the 
same terms as when angels invest. Garage.com also has relationships with venture 
capitalists and corporate venture programs to help fund subsequent rounds for the 
start-ups. It provides several services to both start-ups and angel investors. We will 
outline some of these services later. Garage.com has an associated broker dealer 
group that helps place securities. 
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b. How Garage.com makes money
•	 Garage.com charges a placement fee (typically 5%) for all investments made 

through their service. 
•	 Garage.com has the right to buy 5% of the company at the founder’s price. 
•	 The company has a right to invest $50,000 to $100,000 at the price set by angel 

investors. Garage.com has raised a $5 million side fund (called Garage.com 
Investments 1, LP) from a number of limited partners such as Advanced 
Technology Ventures, Silicon Valley Bank. Angel investors such as Compaq 
Computer Corporation’s chairman, Ben Rosen, have participated as well. 

•	 Membership fees of $5,000 per year are charged for institutional investors and 
$1,000 per year for individual investors. The fee for individual investors has been 
waived, as of November 1999. 

c. Overview of VIMAC
VIMAC identifies opportunities, conducts due diligence and allows angel investors to 
invest in early stage deals through two approaches. In the first approach, member 
angel investors invest on a deal-by-deal basis. In the second approach, member angel 
investors invest in a side fund called “Vintage Trust” that invests targeted amounts in 
different VIMAC deals. In addition, VIMAC has raised its own funds that VIMAC 
invests at its discretion. 

On a deal-by-deal basis, VIMAC puts together a term-sheet, creates a limited 
partnership memorandum and passes the memorandum to prospective angels who can 
then meet the entrepreneur and hear his/her presentation before they decide to invest. 

The Vintage Trust side fund allows angel investors to contribute smaller amounts and 
enables angel investors to diversify their investments across multiple ventures. 

d. How VIMAC makes money
•	 VIMAC charges a one-time 11% fee to angel investors for investing in the limited 

partnership. This includes a 10% management fee (based on 2% per annum for 
five years, the typical duration of the partnership), and a 1% placement fee paid to 
their affiliated broker/dealer. Should the partnership liquidate before the end of 
the fifth year, VIMAC refunds the unearned portion of the management fee to its 
investors. Limited Partners (angel investors) are also liable for extraordinary 
expenses such as interest on loans or extraordinary litigation to protect the 
interests of the limited partners. 

•	 VIMAC also receives 20% of partnership capital gains after the principal has been 
repaid to the Limited Partners (angel investors). 

Partners at VIMAC have operating and venture experience. They provide support to 
their start-up companies similar to that provided by a venture capitalist. In many 
instances, VIMAC may hire an independent investment manager to manage a 
transaction through the life of the investment. VIMAC will always seek to invest with 
other venture capital companies and to retain a Board seat. It invests in seed stage 
companies with investment needs as low as $100,000 and looks to support the 
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company in subsequent rounds of financing. Typical investments range from 
$500,000 to $2.5 million. The targeted liquidation timeframe is three years for each 
seed stage investment, though limited partnerships are set up for five-year periods. 
VIMAC invests in information technology, telecommunications and medical device 
companies. 

4.6.2 Operating Structure 

Both VIMAC and Garage.com have raised lines of credit and sold equity to pay 
for operating expenses and investments by the company until they become cash flow 
positive. Garage.com promotes itself heavily through the media and as a result, a number 
of deals come over the transom (up to 50% according to Garage.com). However, angels, 
attorneys, business associates, accountants and consultants also supply leads. 

4.6.3 Venture Selection and Support 

Both Garage.com and VIMAC invest in seed stage deals. Typically they look for 
companies with working prototypes, proprietary technology, and lead customers or 
prospective customers. We describe Garage.com’s investing process below: 

Garage.com estimates that in1998, they looked at 1900 deals, conducted limited due 
diligence on 100–200 deals, conducted significant due diligence on 75 firms, and took on 
12 firms as clients. 

To screen a deal, Garage.com considers the quality of the deal, the source and the 
educational background of the entrepreneurs. To be considered, Garage.com asks the 
company to complete an online Q&A that provides the basic information about the 
company, market, and team. If Garage.com is still interested, they ask the company to 
complete a detailed application online. 

Based on the detailed application, Garage.com decides whether or not to proceed with 
the due diligence. The due diligence process may be as simple as one phone call resulting 
in a decision not to work with the company. More extensive due diligence may involve 
several phone calls, meetings, and technical and market assessments. After the due 
diligence, Garage.com negotiates the terms and posts the opportunity in “Heaven”. The 
opportunity is also sent to select investors, who are likely to be interested, based on 
preferences they have previously indicated. 

A one-page summary, written by the entrepreneur, is posted in “Heaven” for 
prospective investors to scan. Prospective investors email and meet with the start-up 
company, do their own due diligence and invest in the opportunity. Typically, investors 
take a 20–30% stake in the company. Ideally Garage.com expects valuations to be less 
than $2 million and not more than $5 million. 
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Garage.com supports its start-up ventures by grooming them for angel investor 
scrutiny and due diligence (e.g., helping them with their business plan). It also runs 
“Boot-camps” for start-ups, provides access to literature through its web site, seeks to 
provide media coverage for start-ups through its media network, and provides other 
services which may be of help to start-ups. 

4.6.4 Member Selection and Support 

Both Garage.com and VIMAC seek accredited investors as defined by the SEC. 
Garage.com also looks for investors familiar with the high-tech industry and they expect 
lead angel(s) to take a Board seat on the company. Other angels involved in the deal can 
be passive. Garage.com has a total of 100 angels, venture capitalists and corporations 
with access to its on-line network. 

VIMAC looks for high value add investors as part of its core group. VIMAC has 150 
angel/high net worth individuals in its network. Of those, 50–55 angels and high net 
worth individuals are very active. Since VIMAC is committed to managing each 
investment at the Board level within its partner base, it can also work effectively with a 
higher percentage of passive investors. 

4.6.5 Investment Returns 

Garage.com recently started its operations and cannot yet calculate relevant returns. 
The first few deals have been very carefully managed and have received wide media 
coverage. Many investors and venture capitalists are waiting to see how effective, 
scaleable and sustainable the Garage.com model will become. In that regard, their 
expansion plans on Route 128 are being carefully watched.

 According to the information provided by VIMAC, it has invested more than $25 
million in fifteen venture-stage private companies from 1990 to 1997. VIMAC exited six 
companies in this period. Three went public, one was merged with another company, and 
two were written off. VIMAC’s $8.6 million investment in these six companies had a 
value of $38.5 million at the time of their IPO’s, merger or closure, $213 million at the 
time of their highest public price, and $62 million as of October 1, 1997. $14.8 million is 
invested in the remaining nine portfolio companies, which were valued at $19.9 million 
in October of 1997. Eight of the nine companies are likely to increase their stock price in 
the next round. It is curious, however, that VIMAC did not discuss data through 1998. 

4.7 Non-Profit Third-Party Matching Services 

4.7.1 Strategies and Goals

Third party matching services (such as the Investors’ Circle and ACE-Net) are non
profit organizations that bring angels and entrepreneurs together through conferences, 
workshops, informal meetings, and distribution lists. The matching efforts are often seen 
as a way to promote more capital for entrepreneurial firms in areas under-served by 
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mainstream venture capital. These organizations make no investment recommendations, 
do little or no screening, do not undertake due diligence and take no commissions on 
investments made by investors. 

a. Overview of ACE-Net
According to a recently published article34 by Paul Gompers, the largest and most far-
reaching non-profit third-party matching service effort to date is ACE-Net, the Angel 
Capital Electronic Network launched by the U.S. Small Business Administration’s 
(SBA) Office of Advocacy. 

Entrepreneurs who desire exposure on the ACE-Net network fill out an application, 
file financial statements with ACE-Net, and pay a $450 fee to appear on the network 
for six months. The company must also have a qualified offering with the SEC and 
state security agencies. Accredited investors (based on SEC Rule 501) receive a 
password by registering with a regional ACE-Net office. These accredited investors 
can view and target the types of investments they desire. To facilitate finding 
companies, ACE-Net company listings are organized by region, industry, and the 
investment sought. The typical investment range targeted through ACE-Net is 
$250,000 to $2 million. 

b. Overview of Investors’ Circle 
Investors’ Circle is not a government organized matching service like ACEnet, but 
rather, a privately formed non-profit matching service. Its primary focus is identifying 
socially responsible venture opportunities for its members. The organization was 
founded in 1991. Currently, it has approximately 150 members and in the last eight 
years members have invested over $40 million in 60 companies. Typically, start-up 
companies with investment needs of less than $5 million come to Investors’ Circle. 

Very little research has been done on non-profit matching services and it may be a 
good area for further research. Below, we use our “Organized Angel Group Growth 
and Management Framework” to characterize Not-for-Profit Matching Services. 

4.7.2 Operating Structure

These organizations are non-profit organizations though they may have 
subsidiaries that are for-profit companies providing services to their members. In the 
Investors’ Circle example, the organization has a Board of Directors responsible for the 
overall guidance, financial management and for selecting the companies that present at 
their conferences. They have two staff members for managing operations. Promotion is 
through word-of-mouth and through news media coverage. A for-profit subsidiary 
provides briefing summaries to the Investors’ Circle members. 

34 This section is based on excerpts from “A Note on Angel Financing” and interview with Investor Circle. 
Ref: Gompers, P.A., 1998. A Note on Angel Financing, Harvard Business School Case: 9-298-083. 
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4.7.3 Venture Selection and Support

In most cases, the ventures seek out the matching services; matching services 
rarely seek out the venture. Members may refer opportunities to the matching service. 

As mentioned earlier, Not-for-Profit Matching Services do very little screening or 
due diligence; it is the responsibility for the investors to do their own due diligence. 
Interested investors sometimes get together and undertake due diligence as a group. 
Investors’ Circle will perform some preliminary screening to identify deals that meet its 
social responsibility charter. Increasingly, however, these organizations are looking to 
offer pooled investment vehicles and other services to members. 

4.7.4 Member Selection and Support

Member angels usually have to be accredited investors. Little other selection or 
screening is done for members. Members usually pay fees to access investment 
opportunities and to attend events sponsored by the organization. 

4.7.5 Investment Returns: Economic and Non-Economic Returns

Because the member angels do their own investing, the non-profit matching 
services do not maintain a record of economic returns achieved by their members. Angels 
we interviewed felt the quality of deals in the network was poor, because the deals were 
not screened. Many angels felt that these services do not easily leverage the “network of 
trust” that is at the heart of angel investing process, nor do they easily provide the human 
contact needed as the basis of the angels’ judgements. Angels felt that the services are 
useful in providing a quick scan of technologies and markets targeted by new ventures. 

Increasingly, matching services offer conferences and seminars to increase the 
interaction and learning among members. Investors’ Circle, for example, has conferences 
twice a year to educate members on venturing. These events allow members to interact 
with each other and enable companies looking for funding to present to investors. 
Garage.com has started a showcase breakfast series, in which companies present to 
interested angels. 

4.8 Summary and Conclusions 

The rise of organized angel groups makes it easier for prospective angels to invest. A 
natural evolution is occurring as venture capitalists focus on larger and later rounds while 
angel groups focus on the seed and start-up stages. 

We expect to see the growth of all types of angel groups, especially the popular angel 
club format. Angel clubs may find increased synergy by working together on 
opportunities. 
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Chapter 5. Becoming an Angel Investor 

Experienced angels gave the following advice to aspiring angels: 

Motivation: Understand the Reasons for Becoming an Angel 
Temperament: Certain Key Personality Attributes Are Needed 
Fundamentals: Learn the Basics of Angel Investing 
Experience: Build the Angel Investing Experience Base 
Network: Build the Angel Network 
Capital: Understand How Much Capital to Put at Risk 
Financing: Understand What the Next Round Investors Value the Most 
Tools: Use Resources and Tools To Leverage Your Time 

In this chapter, we also discuss how experienced angels are willing to help high net 
worth individuals aspiring to become angels, and we outline selected investment 
strategies used by experienced angels. 

5.1 Advice from Experienced Angel Investors

5.1.1 Motivation: Understand the Reasons for Becoming an Angel

While most angels acknowledge that return on investment is an important part of their 
motivation, for many angels, it is not the most important motivating factor. As discussed 
in Chapter 2, angels invest in emerging companies not just for economic returns but also 
for personal benefits: 

•	 Giving Back to Aspiring Entrepreneurs: Angels enjoy the chance to mentor 
entrepreneurs. Many angels have been through the process of founding and 
growing companies. They have empathy for the growing pains of the companies 
and the entrepreneurs. They feel they can help entrepreneurs avoid common 
mistakes and help their companies achieve grander goals. 

•	 Involvement with Entrepreneurs and Emerging Companies: Angels enjoy the 
adrenaline rush of emerging company volatility but without the 80-hour 
workweeks and the burden of ultimate responsibility for the company. 

•	 Networking Benefits: Angels enjoy maintaining or building their personal

networks with similarly interested people, while helping new ventures.


•	 Technology and Markets: They enjoy keeping abreast of rapidly evolving

technologies or markets.


•	 Intellectual Challenge: Angels keep their minds sharp by dealing with the

business issues faced by the companies they invest in.


•	 Societal Benefits: Some angels take great pride in the fact that their companies 
improve people’s lives through technology. 

•	 Control of Time: Angels do not desire a full-time venture capital career. They 
want the flexibility of investing without the pressures of raising capital or 
managing IRR for their funds. 
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Figure 5.1 shows the non-economic reasons mentioned by angel investors in our 
survey: 

Figure 5.1 Non-Economic Motivations for Becoming an Angel 
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Experienced angels felt that recent high returns from investing in emerging 
companies should not be the only driver to invest as an angel. They advised that if an 
angel’s only objective is to earn a high rate of return, they should consider investing in 
venture funds. Venture funds do not require the time and effort of angel investing. 

Several angels commented that the recent high returns achieved by angels and venture 
capitalists are probably not sustainable over the long term. Angels who have invested for 
longer than 10 years know that returns are cyclical with the stock, acquisition or IPO 
markets. As seen in Chapter 1, The IRR of the Venture Capital industry dipped below 
10% for several years in the early 1990’s. Angel investors probably did not achieve better 
returns during that period. Angels that have invested through good times and bad are 
driven primarily by the non-economic benefits of angel investing. 

5.1.2 Temperament: Certain Key Personality Attributes Are Needed

Angel investing is not for everyone. Prospective angels should consider the 
following: 

•	 Willingness to lose entire investment in a start-up: Many angels advise that if 
the investor cannot face losing the entire investment in a company, either 
emotionally or financially, he/she should not become an angel investor. 

•	 Ability to incorporate and adapt to new information: An angel investor should 
be able to deal well with volatility and uncertainty and be able to adapt to new 
information. Bill Sahlman, Professor of Entrepreneurial Finance at Harvard 
Business School and an experienced angel investor, comments, “The journey 
of an emerging company is a roller coaster, not a rocket ship. Every company 
experiences volatility. Early stage investors need to be able to see beyond the 
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obstacles and clearly assess the potential of the venture. The outcome is never 
certain; the opportunity is often not clearly defined at first. Sometimes new 
information blocks the original premise of the business plan and presents new 
opportunities.” 

•	 Ability to assess entrepreneurs: Many angels rank people-assessment skills as 
very important. The early stage investor has to be able to assess the 
entrepreneur’s ability to adapt to new conditions without losing focus or 
spinning the company out of control. The angel is required to judge when to 
keep helping, when to advise that a change in management be made, and 
when to pull the plug. 

•	 Willingness to let someone else manage the show: High net worth 
entrepreneurs are accustomed to controlling and driving their companies. As 
angel investors, such entrepreneurs should feel comfortable with someone else 
running the show, even when the situation seems bad. 

Kanwal Rekhi sums it up, “At the end, you want to make sure it is the 
entrepreneur’s deal and not yours. The primary job of an angel is to identify 
winners vs. making winners. If you want to control and drive success in a 
start-up, you should continue being an entrepreneur.” 

5.1.3 Fundamentals: Learn the Basics of Angel Investing

Several angel investors and venture capitalists indicated that angels should educate 
themselves on the fundamentals of angel investing. James Marten, who has founded five 
medical companies, commented that there are aspects of angel investing that 
entrepreneurs may or may not have learned in their operating experience. These items can 
be learned by working with other angels, through interviews with members in the venture 
support system (lawyers, accountants, other angels and others), and ultimately through 
practice. Fundamentals include: 

-	 Due diligence criteria relevant to the industry of the investment. 
-	 Standard terms in the term sheet and their implications to the angel investor. 
- Protective provisions in the term sheet (How not to get mugged). 
- Deal structure, development stages, milestones and valuations for companies 

in high-growth industries. 
-	 Board member best practices (Organizations such as the National Association 

of Corporate Directors and Stanford University have materials and programs 
dealing with Board membership). 

- Conventions in executive compensation and options plans.

- Intellectual property: value in relevant industries.

- Raising capital and preparing the company for professional funding: the right


stage, the right milestones, the right management to justify the right valuation. 
- Exit Strategy: the securities restrictions on the alternatives. 
- Financial Strategy: sources of capital over the life of the start-up company. 

Page 73 

�2000 MIT Entrepreneurship Center 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

315
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



5.1.4 Experience: Build the Angel Investing Experience Base

Experienced angels recommended three ways to build an angel investing experience 
base: 

a. Use prior business experience.
b. Learn by doing.
c. Learn through investing with successful, experienced angels.

a. Use prior business experience 
A majority of the angels interviewed advised prospective angels to invest in industries 
and businesses they understand. Their prior experience can often provide substantial 
value to start-up companies. A few angels commented that their poorest investments 
were in areas where they lacked expertise. 

The angels in our sample have extensive operating experience in growing small, high 
tech companies and/or founding one or more companies. Individuals who most easily 
stepped into the angel-investing role had business experience that taught them many 
of the critical success factors of angel investing. Former venture capitalists, founders 
of one or more successful companies or top management of successful start-ups bring 
several or all of the following elements: 

• Track record in launching companies: credibility and operational expertise. 
• Extensive industry contacts. 
• In-depth knowledge of a specific technology or market. 
• Entrepreneurial agility to quickly target first products or markets. 
• Knowledge of terms, valuations milestones for early financings. 
• Knowledge of negotiating acquisitions and/or IPOs. 
• Ability to assess management talent and make tough decisions. 
• Ability to create new markets with limited resources. 

While it is difficult for one individual to be proficient in all of these areas, successful 
angels have found ways to supplement and build the skills they do not have. 

b. Learn by doing 
Many angels said the best way to learn angel investing was to “just do it”. Several 
angels thought it was important to be actively involved with a small number of 
companies. They advised spending the time to learn how emerging ventures grow and 
to learn how to work with the entrepreneur and management as they dealt with 
obstacles. James Dow recommended paying attention both to everything that goes on 
both within the start-up company and in its industry. Kanwal Rekhi emphasizes that 
angels should be willing to work hard for their companies, “Angels should expect to 
match capital with energy.” 

Some advised to take the time to learn from disasters and near disasters as well as 
successes. As one angel stated, “No book can leave an imprint on you like the 
experience of losing fifty thousand dollars.” 
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c. Learn through investing with successful, experienced angels
Angels employ a wide variety of approaches to the angel investing process, as 
discussed in detail in Chapter 3. Many commented that they gained valuable insights 
by working with other angels, angel groups or venture capitalists to improve their 
angel investing processes. Carol Sands, founder of the Angels’ Forum, interviewed 
200 people in the venture support system and crystallized the best practices. She then 
recruited a group of advisors, created a model for her angel investing process and 
launched her full-time angel business. 

Working with experienced angels can improve the angel investing process in several 
ways: 

•	 Overall Investing Process: Experienced angels can help new angels 
understand company growth issues, the investing process, investing strategies 
and the language. 

•	 Due diligence: Experienced angels know the few important items to check in a 
new venture in a specific industry. They know the experts to contact to resolve 
critical issues. Many are fairly systematic in their due diligence processes. 

•	 Terms: Experienced angels know the standard terms and valuations that apply 
to companies in a given industry and at a given stage. They know the terms 
that will allow venture capitalists to invest in later stages. 

•	 Post-investment involvement and follow-on rounds: Experienced angels know 
how to serve as effective Board members, and how to help companies achieve 
the milestones required for the next financing rounds. 

•	 Exit: Experienced angels know the benefits and problems of alternative exit 
strategies. 

Members of angel clubs highly recommended joining an angel club because the 
members all benefit from the collective perspectives, networks and negotiating power 
of the group. 

5.1.5 Network: Building the Angel Network 

An angel’s network is crucial at each stage of the angel investing process. The 
contacts in an angel’s network can provide high quality deals, expert assessments in due 
diligence, and valuable perspectives on terms, valuations and Board involvement. The 
network is also helpful when the company goes public or is seeking to be acquired. 

Angels need to build and maintain their bridges to other experienced angels, angel 
groups, venture capitalists, and entrepreneurs as well as to lawyers, accountants, 
consultants and industry experts. 

Some of the best starting points for building a network are start-up related lawyers 
and accountants, as well as other angels and angels groups. Start-up company lawyers 
and accountants have a vested interest in introducing their clients to investors and 
especially to investors with skills and resources to help grow their client company. As 
with all networking, strong references help in setting up meetings. 
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Matchmaking services such as TCN and Garage.com allow angel investors to become 
familiar with deals in the market. Matchmaking services are easy to join if angels meet 
basic criteria. Some angels build their networks by speaking at clubs (e.g., Churchill 
Club), the MIT Sloan Venture Capital Conference, the MIT Enterprise Forum and other 
venture-related sessions at universities, law firms and accounting firms. It is crucial, 
thereafter, to build a good track record. 

5.1.6 Capital: Understand How Much Capital to Put at Risk

When investing, many angels recommend starting with small investments because the 
missteps in early deals can cause the entire investment to be wiped out. James Dow 
advises setting size of investment and risk guidelines you can live with and to start 
investing with small amounts because early learning can be costly. 

Angels in our sample set guidelines for the fraction of their net worth they are willing 
to place in high risk, early stage investments. Experienced angels in our sample invested 
22.5% of their investable net worth in multiple start-up ventures. Typically, angels in our 
sample invested 4.5–5.0% of their investable net worth in a given year in start-up 
ventures. 

Figure 5.2 shows the distribution of total start-up investment as a percentage of 
investable net worth. Figure 5.3 illustrates the percent of investable net worth that 
experienced angels invest in emerging ventures each year. Investable net worth does not 
include angel investment in residences and other personal fixed assets. 

Figure 5.2 Total Investable Net Worth Invested in Start-up Ventures 

0 

2 

4 

6 

8

P
er

ce
n

ta
g

e 
o

f 
T

o
ta

l N
et

W
o

rt
h

 

0 3 3 4 2 7 0 

0-3 % 4-5 % 6-10 % 11-20 % 21-30 % 31-50 % > 50 % 

Numbers of Angels 
Responding to 
Question: 19 

Page 76 

�2000 MIT Entrepreneurship Center 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

318
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Figure 5.3 Percentage of Net Worth Invested in Start-up Ventures
 In a Given Year 
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Experienced angels recommended against “betting the ranch” because of the volatile 
nature of start-ups. One angel advised new angels to be ruthless about selling, he said he 
made much of his money by selling before the company value had peaked. Bernard 
Bausch said. “Nobody ever went broke taking a profit.” 

5.1.7 Financing: Understand What the Next Round Investors Value the Most 

Investors in emerging companies should define the valuation and milestones needed 
to bring in the next round of investors. They should feel comfortable that the current 
round of financing will be invested to reduce the risk factors that will most improve the 
valuation of the company in the eyes of the next round investors. 

Venture capitalists can help define valuation in subsequent rounds. The step-up 
calculation allows angels to understand how seed valuations set the stage of later 
investors. High valuations in early stages can deter later stage investors from investing in 
the later rounds. Low valuations do not adequately compensate for the risks taken by the 
angel or the entrepreneur. 

5.1.8 Tools: Use Resources and Tools to Leverage Your Time

Some experienced angels have chosen to build a library of tools and resources for use 
and re-use. Some of the tools and resources they suggested: 
• Guidelines for types of deals they will consider. 
• Due diligence outline. 
• Standard term sheet as a starting point for investing. 
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5.2 How Experienced Angel Investors are Willing to Help
High Net Worth Individuals Aspiring to Become Angels 

Figure 5.4 shows how experienced angel investors in our study are willing to help 
high net worth individuals to become angels. Most of the angels interviewed are willing 
to speak at seminars or be interviewed by magazines. Experienced angels feel that 
seminars and magazine interviews can raise the awareness about the common pitfalls and 
process of angel. 

Some will help aspiring angels by working with them on prospective deals, especially 
if the aspiring angel brings a good deal to the experienced angel and can add value. 
However, many indicated that they would only do this for the associates and family 
members they wanted to mentor. Angel club members recommend that aspiring angels 
join angel groups to meet other angels. 

Figure 5.4 Experienced Angels are Willing to help Aspiring Angels 
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5.3 Illustrative Investing Strategies Used by Experienced Angel Investors

Below, we examine two ways to build an angel investment portfolio and look at four 
different investment strategies. This list is not comprehensive and any one angel may use 
more than one investment strategy in their portfolio. We have also not analyzed which 
strategies are more effective or whether they are valid strategies. 

5.3.1 Portfolio Management Strategy #1: Diversification

Strategy:	 Angels using this strategy invest in early stage deals, not in later rounds. 
They place small bets on many companies each year. 

Rationale: •	 Early stage successful deals can give 10–20x return on investment. As 
a result, the angel only has to have 1–2 successful deals out of 20 to 
make a profit. These angels feel that they can pick enough winners to 
beat these odds. They feel they can effectively assess the people and the 
concepts, which are often the basis for early stage investing. 

•	 In the later stages, these angels feel that both the risks and the return 
potential decline. In their minds, the risk reduction does not 
compensate for the reduction in potential return. Also, in the later 
rounds, it is important to perform a more extensive due diligence on the 
management, market, company and products, which requires 
considerable time and effort. 

•	 The support required in later stages is more related to building the 
company infrastructure. Angels may not have the time or expertise to 
conduct such analyses or to provide the required support. 

•	 Angels using this diversification strategy typically will not devote 
much time to each company. 

5.3.2 Portfolio Management Strategy #2: Targeted High Yield Investments

Strategy:	 Angels using this strategy invest substantial funds and effort in a few 
opportunities that can benefit from their industry and operational expertise. 

Rationale: •	 This strategy is a high involvement strategy. The angel strongly 
believes in the opportunity and allocates significant investments of 
funds and effort to help launch the company. Opportunities are in the 
angel’s area of expertise. 

•	 These angels feel they can leverage their network and contribute to 
building value/reducing risk in the company by helping build the team, 
finding funding and identifying potential alliance partners or customers 
by leveraging their network. 

•	 Usually angels using this strategy are very focused. They will take a 
Board seat, work actively with the entrepreneur, and sometimes take on 
an interim management role. 
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5.3.3 Rapid “Tee Up” for Subsequent VC Funding

Strategy: •	 Some angels select companies that have the potential for venture 
capital funding. These ventures are often too “raw” for venture 
capitalists to finance. Alternatively, the entrepreneur may want to 
engage an angel as a high profile Board member to help justify a higher 
valuation when seeking VC funds. 

•	 The angel’s involvement can help the company achieve key milestones 
more rapidly (thereby reducing risk) to qualify for VC funding. 

•	 They structure the deal so that it is easy for venture capitalists to 
finance the next round (e.g., use convertible debt that converts at a 
discount when the VC invests). 

Note: We found this strategy popular with Silicon Valley high tech angels. 

Rationale: •	 These angels feel they can identify winners, help build out teams, 
recruit the Board and position companies for financing by top-tier 
venture capitalists. 

•	 They believe their involvement can accelerate company development 
and achieve milestones that take the company to the next valuation 
level. 

•	 They position the companies for VC funding because they feel venture 
capitalists provide the support to quickly make start-ups successful. 

•	 Convertible debt allows the venture capitalist to set the valuation 
thereby eliminating over-valuation by the angel investors 

5.3.4 Invest in Retail Companies 1-Year Away from Becoming Cash Flow Positive

Strategy: •	 These angels seek retail and other non-technology companies with 
significant growth and margin potential and real customers. 

•	 Companies should be one year away from becoming cash flow positive. 
•	 The are often the only investor in the company. Subsequent funding 

should come from cash generated by the business. 

Rationale: •	 They feel that they can only invest in real customers and real margins. 
This strategy was not mainstream to our study. 

5.4 Summary and Conclusions
Angels employ a variety of portfolio management and investment strategy 

techniques depending on their style, time available and financial resources. Experienced 
angels emphasized the importance of investing with people you respect and trust, to build 
early stage investing expertise. 
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Chapter 6. Perspectives 

The angel investors interviewed for this study had impressive records of business 
success. However, we found they were down-to-earth, approachable and very willing to 
share their insights on investing in emerging companies. Perhaps most striking, is their 
passion and commitment to “give back” to entrepreneurs and the businesses they build. 
Despite the fact that each of these individuals has earned the right to retire, they choose to 
share their experience and invest their efforts in the roller coaster world of business 
creation. They work hard because they want to not because they have to. These angels 
invest in early stage companies because they love the excitement of new venture start
ups. The insights, skills and funds they bring to emerging ventures are invaluable 
resources. 

We were surprised at the lack of data on angel investing. As we constructed 
frameworks to characterize angel investors and angel groups, we found opportunities for 
further research: 

•	 The impact of investment strategy and Ts & Cs on multi-year returns. 
•	 Specific detail on the role angels play in launching companies; e.g., impact of 

recruiting and coaching management, accessing strategic customers, etc. 
•	 Further research on the characterization and evolution of organized angel groups: 

- Impact of investment strategy on returns.
- Member selection and support.
- Evolution of angel clubs and seed financing businesses.

•	 The role of the MIT Technology Licensing Office (TLO) in launching new 
ventures. 

•	 How angels successfully prepare and hand-off companies to VCs. 
•	 How angels help the culture of the firms in which they invest, particularly with 

regard to sales. 

We hope that this study will help aspiring angels quickly develop the skills to invest 
effectively. We also hope our work allows entrepreneurs, venture capitalists and other 
members of the venture support system to better understand and work with angels.

 Though we conducted interviews only in the Silicon Valley and the Boston areas, the 
findings may be applicable to other areas of the US and overseas. Angels and angel 
groups in other parts of the United States (and abroad) can be located through the MIT 
Enterprise Forum local universities, small business development agencies, venture law 
firms, venture related accountants and web searches for angel funds.

 We are very interested in the current evolution of organized angel groups. The 
organized angel group framework starts to outline the critical elements for employing the 
power of angels investing in groups. We would be very interested in feedback as angel 
groups evolve their models. 
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Appendix A: Illustrative Term Sheet: Angel Investor
 (Participating Convertible Preferred) 

Company A 
A California Corporation 

Terms of Series C Preferred Stock Financing 

Issuer: Company A (the “Company”). 

Security: Series C Preferred Stock. 

Amount of Series C 5,000,000 shares of Series C Preferred. 
Financing: 

Price: $1.00 per share of Series C Preferred Stock, for an aggregate purchase 
price of up to $5,000,000. 

Dividends: The holder of the Series C Preferred shall be entitled to receive 
dividends at a rate of 8% of the Original Purchase Price per annum 
when and if legally declared by the Board of Directors. The holder of 
Series C, Series B and Series A shall receive dividends in preference to 
any dividends on Common Stock. 

Liquidation Preference: The holders of the Series C, Series B and Series A Preferred will be 
entitled to receive in preference to the holders of the Common Stock an 
amount equal to their Original Purchase Price per share plus all declared 
but unpaid dividends (if any). 

Series B and C Preferred will be participating so that after the payment 
of the Original Purchase Price (plus unpaid dividends, if any) to the 
holders of Series B and C Preferred, the remaining assets shall be 
distributed pro rata to holders of Series B and C Preferred and Common 
on a common equivalent basis until the holders of Series B and C 
Preferred have received an aggregate of two (2) times their Original 
Purchase Price (including the preference amount set forth in the 
preceding paragraph). Thereafter, all remaining assets shall be 
distributed pro rata to the holders of Common Stock. 
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Company A 
A California Corporation 

Conversion: A holder of the Series C Preferred shall have the right to convert the 
Series C Preferred at the option of the holder, at any time, into shares of 
Common Stock. The total number of Common Shares into which the 
Series C Preferred may be converted initially will be determined by 
dividing the Original Purchase Price by the “Conversion Price”. The 
initial Conversion Price shall be the Original Purchase Price. Initially, 
each share of Series C Preferred will convert into one share of Common 
Stock. 

Automatic Conversion: All Preferred shares automatically will be converted into Common upon 
(1) the closing of an underwritten public offering of shares of Common 

Stock of the Company at a public offering price per share (prior to 
underwriting commissions and expenses) in an offering of not less 
than $10 million, before deduction of underwriting discounts and 
registration expenses or 

(2) approval of a majority of the Preferred. 

Antidilution Protection: The Conversion Price of the Series C Preferred shall be proportionately 
adjusted in case of subdivisions, stock dividends, combinations, 
consolidations or reclassifications of Common Stock. The Conversion 
Price shall be subject to full ratchet antidilution protection till July 31, 
2000 and broad based weighted average dilution adjustment thereafter. 

Voting Rights: The Series C Preferred will vote together with the Series A and Series B 
Preferred Stock and with the Common Stock and not as a separate class. 
Each of Series C Preferred shall have a number of votes equal to the 
number of shares of Common Stock then issuable upon conversion of 
such shares of Series C Preferred. 

Protective Provisions: For so long as any shares of Preferred remain outstanding, consent of 
the holders of at least 50% of the Preferred then outstanding, voting as a 
single class, shall be required for any amendment of the Articles of 
Incorporation, bylaws, or other charter documents of the Company 
which (1) adversely alters or changes the rights, preferences, or 
privileges of any Preferred Stock, or (2) increases or decrease the 
authorized number of shares of Preferred Stock. 
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Restrictions or Transfers: 

Registration Rights: 

Company A

A California Corporation


The Company will have the right of first refusal to purchase an 
investor’s shares if the investor seeks to sell or otherwise transfer 
investor’s Series C Preferred or the Common Stock into which such 
Series C Preferred is converted to a competitor of the Company. This 
provision shall terminate upon a registered public offering of the 
Company’s Common Stock. 

Demand Rights: If investors holding at least 10% of the Preferred (or 
Common issued upon conversion of the Preferred or a combination of 
such Common and Preferred) request that the Company file a 
Registration Statement for at least 20% of the their shares, the Company 
will use its best efforts to cause such shares to be registered; provided, 
however, that the Company shall not be obligated to effect any such 
registration prior to the earlier of 
(1) December 31, 2000 and, 
(2) Within six months following the effective date of the Company’s 

initial public offering. 
The Company shall not be obligated to effect more than two 
registrations under these demanded right provisions. 

Company Registration: The holders of the Preferred shall be entitled to 
“piggy-back” registration rights on registration of the Company’s shares 
or on demand registrations of any later round investor subject to the 
right, however, of the Company and its underwriters to reduce the 
number of shares proposed to be registered pro rata in view of market 
conditions. 

S3 Rights: The holders of the Preferred shall be entitled to two demand 
registrations on Form S-3 (if available to the Company) so long as such 
registration offerings are in the excess of $3,000,000. 

Expenses: The Company shall bear registration expenses (exclusive of 
underwriting discounts and commissions and special counsel of the 
selling shareholders) of all demands, piggy-backs, and S-3 registrations. 
The expenses of any special audit required in connection with a demand 
registration shall be borne pro rata by the selling shareholders. 

Transfer of Rights: The registration rights may be transferred provided 
that the Company is given written notice thereof and provided that the 
transferee receives at least 100,000 shares. 
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Purchase Agreement: 

EMPLOYEE MATTERS: 

Employee Pool: 

Proprietary Information 
and Invention 
Agreements: 

Company A

A California Corporation


Other Provisions: Other provisions shall be contained in the Series C 
Preferred Stock Purchase Agreement, the Exchange Agreement, and 
such other documents acceptable to the Company and the holders of the 
Preferred, with respect to registration rights as are reasonable, including 
cross-indemnification, the period of time in which the Registration 
Statement shall be kept effective, standard standoff provisions, 
underwriting arrangements and the ability of the Company to delay 
demand registrations for up to 90 days (S-3 Registrations for up to 60 
days). 

The investment shall be made pursuant to a Series C Preferred Stock 
Agreement and other related documents reasonably acceptable to the 
Company and the investors. Such agreements shall contain, among 
other things, appropriate representations and warranties of the Company 
and covenants of the Company reflecting the provisions set forth herein 
and appropriate conditions of closing, which will include, among other 
things, qualification of the shares under applicable Blue Sky laws and 
filing of Amended and Restated Articles of Incorporation. Unless 
expressly excluded by this Term Sheet, such documents shall contain 
such other provisions as are customary in connection with venture 
financings. Purchasers who purchase in the aggregate more than 
300,000 shares may elect to purchase a portion of their shares in equal 
monthly installments provided that the first installment is purchased by 
July 15, 1998 and all of the remaining shares are purchased by 
December 31, 1998. The installment purchase arrangement shall 
accelerate with the closing of a Series D financing, or, at the decision of 
the Board, if the Board reasonably believes that the undelivered portion 
is necessary to execute its Plan. 

At July 2, 1998: 
(a) 2,300,000 shares of issued and outstanding Common Stock held by 

the Founder; 
(b) 65,000 shares held by relatives of the Founder; 
(c) 2,935,000 shares of Common Stock reserved for issuance pursuant 

to the Company’s 1997 Stock Plan to employees and contractors of 
which 436,128 have been granted. 

Each officer and each employee and consultant of the Company with 
access to proprietary information of the Company shall enter into an 
acceptable proprietary information and invention agreement. 
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Appendix B: Illustrative Term Sheet:  Angel Club
 (Convertible Redeemable Preferred) 

Company B (the “Company”) 
Summary of Terms 

Series A Convertible Redeemable Preferred Stock 
To be Purchased by Individual Early-Stage Investors (Collectively “Angels”) 

January 14, 1999 

Summary: This Angel round is intended to be provide Company B with seed capital and 
advice from the Angels to help Company B grow rapidly and attract 
additional Venture Capital (“VC”). It is proposed to be done at a valuation of 
the lower of: $3,000,000, or a price such that there is a 30%-50% step-up to 
the next VC round, depending on its timing, at terms no worse than future 
rounds of financing. In the event there is no next round, because the 
company self-funds or is sold, then the terms and conditions proposed are 
those typically entered into in a VC round. 

1. Amount and $500,000 -$750,000 Series A Convertible Redeemable Preferred Stock. 
Security: Company is or will be incorporated as a C Corp. in Mass. or Delaware. 

Angels consists of individual accredited investors who are, individually, 
solely responsible for their investment decisions and who each understand 
the risks and have experience with investments in early-stage companies. 
They are affiliated with Angel Club X, which has no involvement in this 
transaction whatsoever, other than to have facilitated introductions between 
the Company and Angels. Total investment amount to be estimated at time 
term sheet is accepted. No commitment to close at this amount can be made, 
and the amounts may vary as Angels make their decisions individually based 
on terms, due diligence and advice of their counsel. 

2. Price: $3,000,000 pre-money valuation. Share price to be based on the fully diluted, 
as-converted basis of: all equity, options, loans (if convertible), share 
commitments to founders and lead employees, and a 20% option pool for 
key employees to be recruited; by dividing $3,000,000 by the fully-diluted 
total number of shares. 

3. Adjustable To provide an incentive to Angels for their early involvement and advice, 
Warrant:	 each Series A investor will receive an adjustable warrant to purchase 

additional Series A at a price of $0.01 per share, the number to be 
determined by the next round valuation. The next round to be considered as 
the basis for a final computation of the adjustable warrant, shall be the next 
one in which at least $2,000,000 is raised by the Company (the “New 
Round”). The warrant shall expire and not be exercisable if the New Round 
is raised at a per share price of at least 50% above the share price of the 
Series A shares, on an as converted basis. Otherwise, the warrant will 
convert into sufficient shares so that there is a 30% step-up in the effective 
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4. Timing:

5. Board of Directors:

6. Redemption:

7. Voting Rights:

8. Anti-Dilution:

9. Liquidation
Preference: 

10. Negative
Covenants: 

price per share to the New Round, if completed within 3 months of closing; 
or, the warrant will convert into that number of shares so that there is a 40% 
step-up in the effective price per share if the New Round is completed 
between 3 and 6 months from the closing; or if there are over 6 months until 
completion of the New Round, into sufficient shares so that there is 50% 
step-up in the effective per-share price. The warrant shall be exercised 
immediately after completion of the New Round and will expire 60 days 
following its closing. 

Company B will have until January 29, 1999 to accept this term sheet or 
renegotiate its terms and return a signed mutually agreed-upon copy. 
Company counsel will deliver initial document for review by Angels within 
two (2) weeks from acceptance of this term sheet to John Doe, who will 
coordinate the Angels review and negotiation of terms, but has no 
responsibility for the decision of other Angels. The financing will be 
completed within 1 week of when definitive closing documents are delivered 
to interested Angels by the company’s counsel. The terms and conditions 
will be structured as defined herein. 

Three initially: the CEO, One Angel designate, and one unaffiliated chosen 
by mutual agreement during negotiations, and whose future replacement will 
be chosen by majority vote of the Board. 

Series A will be convertible into common stock at any time at the holder’s 
option, initially on a 1-1 basis with common. The Series A shall be required 
to convert automatically to common stock in the event that shares are offered 
to the public at a minimum price of 5 times cost, as adjusted, with an 
offering size of not less than $15 million. A mandatory redemption, with 
10% annual cumulative compounded dividends, will be made at the sixth 
anniversary of the closing of this round. 

One vote per common equivalent share. 

Preferred stock will have standard anti-dilution protection in the event of 
stock splits, stock dividends or similar recapitalizations. In the event that 
other shares (except to employees or under a board approved stock incentive 
plan) are sold at less than the prevailing per share price, the conversion price 
of the Series A shall be adjusted using the weighted average method. 

Series A Preferred has liquidation preference, including any dividends if 
declared, on merger, sale or liquidation. 

Approval by majority of holders of Series A Preferred on a common 
equivalent basis of all major organic changes outside normal course of 
business, including but not limited to sale, liquidation, or merger, increase in 
board seats or change in election procedures, creation of new securities and 
any material loans, investments or capital expenditures. 
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11. Preemptive Standard. 
Rights: 

12. Representations Standard. 
and Warranties: 

13. Financial Monthly actual vs. plan and prior year, until New Round. Also quarterly 
Statements: financials within a month of quarter-end and annual budget prior to 

beginning of fiscal year and annual audit by national firm distributed to all 
investors. All recipients of financial statements to execute non-disclosure 
agreement acceptable to Company counsel. 

14. Registration Two demand registrations, subject to $2 million value trigger, unlimited 
Rights: piggybacks, and evergreen S-3 if requested and possible all at company 

expense. Investors will agree not to force an initial public offering. 

15. Best Term In the event investors in a future round negotiate better terms than the Series 
Offered: A Investors, at the time of closing, the Series A Preferred Stock terms will be 

amended and adjusted to terms no worse than those obtained by new 
investors and all new rights will be apportioned pari-passu to Series A 
shareholders. In the event the New Round is negotiated on substantially 
different terms and to facilitate investment by VC’s, Angels will, on 
recommendation of its Board Representative and upon approval of a 
majority of Series A shares outstanding, modify terms of the Series A 
Preferred Stock to coincide with those of the venture investors, with the 
exception of the share price and warrants. 

16. Founder’s Stock: All equity allocation to founding employees is to be completed prior to 
closing and to have vesting (or repurchase rights) similar to employee 
vesting. 

17. Options and In addition to founders’ shares, a pool for future employees of 20% of total 
Vesting: post-financing shares will set aside. Options will vest over four years with a 

one-year blackout. 

18. Employee Proprietary information agreements from everyone and two-year non-
Agreements: competes from key employees holding at least 2% common stock equivalent 

at grant time, in a form satisfactory to counsel. 

19. Legal Fees: Company will prepare closing documents. Company pays fees (not to exceed 
$5,000) and reasonable expenses for one Angel’s counsel. 
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Appendix C: Illustrative Term Sheet: For-Profit Matching and 
Investment Organization
 (Convertible Preferred) 

Term Sheet for Private Placement of 
Series A Convertible Preferred Stock of Company C 

This Term Sheet summarizes the principal terms with respect to the private 
placement of Series A Convertible Preferred Stock of Company C (the “Company”) a 
Massachusetts corporation. To the extent that any terms herein comprise a summary of 
the definitive agreements referenced below and attached to the Company’s Business Plan, 
such terms shall be qualified in their entirety by reference to the terms and provisions of 
such definitive agreements. In the case of the rights, preferences and restrictions relative 
to the Series A Convertible Preferred Stock, prospective investors are invited to review 
the Company’s Certificate of Incorporation, copies of which are available upon request. 

Issuer: Company C. 

Amount of $4,202,000 (of which $2,202,000 was closed in 1998 at the same share price 
Investment: with different warrant coverage). 

Type of Security: Shares of the Company’s Series A Preferred Stock (“Preferred A”), 
convertible into shares of the Company’s Common Stock (“Common”).. 

Purchase Price: $5.00 per share. 

Warrant Coverage 33.3% (i.e., every 3 shares of Preferred A will be accompanied by a warrant 
to purchase one share of Common of $5.00). 

Manner of Offering: The remaining available shares of Preferred A are being offered to a limited 
number of “accredited” investors to be issued and sold in one or more 
additional closings. 

Capitalization of the Series A Convertible Preferred Stock Issued and Outstanding: 440,000. 
Company: 

Additional Series A Convertible Preferred Stock Authorized: 400,000. 

Common Stock Warrant Coverage Authorized for Additional Series A 
Convertible Preferred: 133,000. 

Common Stock Issued and Outstanding: 646, 036. 

Common Stock Reserved for Previous Warrant Coverage: 166,296. 

Common Stock Reserved for Employees Options: 300,000. 
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Rights, Preferences, 
Privileges, and 
Restrictions of 
Preferred A Stock 

(1) Dividend Provisions: The holders of the Preferred A are entitled to 
receive dividends at the rate of 10% per annum of the Purchase Price 
whenever funds are legally available and when as declared by the Board 
or upon the sale or liquidation of the Company. Dividends on the 
Preferred A are cumulative. Dividends are forfeit if not paid prior to 
conversion. 

(2) Liquidation Preference: In the event of any liquidation, dissolution, or 
winding up of the Company, the holders of Preferred A will be entitled to 
receive in preference to the holders of Common an amount (“Liquidation 
Preference”) equal to the Purchase Price, plus any dividends declared on 
the Preferred but not paid. 

(3) Conversion: A holder of Preferred A will have the right to convert 
Preferred A, at the option of the holder, at any time, into shares of 
Common. 

(4) Automatic Conversion: The Preferred A will be automatically converted 
into Common, at the then applicable conversion price, upon the closing 
of a sale of the Company’s shares of Common Stock pursuant to a firm 
commitment of underwritten public offering by the Company at a public 
offering price per share (prior to underwriter commissions and discounts) 
that is not less than $10.00 and in which the total gross proceeds to the 
Company are at least $20,000,000 (a “Qualified Public Offering”). 

(5) Antidilution Provisions: The conversion price of the Preferred A will be 
subject to adjustment (I) for stock dividends, stock splits, or similar 
events; and (II) on a weighted average basis to prevent dilution in the 
event that the Company issues additional shares at a purchase price less 
than the applicable conversion price. Conversion prices will not be 
adjusted because of (a) conversion of Preferred A Stock, or (b) the 
issuance and sale of, or the grant of, options to purchase shares of the 
Common pursuant to the Company’s employee stock purchase or option 
plans (the “Reserved Employee Shares”). 

(6) Voting Rights: Except with respect to election of Directors (see “Board 
Representation” below), a holder of Preferred A will have the right to 
that number of votes equal to the number of shares of Common issuable 
upon conversion of its Preferred A at the time the shares are voted. 

(7) Protective Provisions: Consent of the holders two-thirds of the 
outstanding Preferred A will be required for any action: (I) to sell or 
merge or consolidate the Company with another entity; (II) to change the 
rights of the Preferred A so as to affect adversely the shares of such 
series; (III) to create any new series or class of shares having a 
preference or priority as to voting, dividends or assets superior to or on a 

Page C-2 

©MIT Entrepreneurship Center 

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

333
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Registration Rights: 

Board 
Representation: 

Use of Proceeds: 

Right of First 
Refusal: 

Co-Sale Agreement: 

parity with that of the Preferred A including any security convertible into 
or exercisable for shares of stock with any preference or priority as to 
voting, dividends or assets superior to or on a parity with that of the 
Preferred A; (IV) to redeem any shares of Common or Preferred Stock, 
except as contemplated by the terms of the Preferred A or from 
employees, advisors, officers, directors, consultants, and service 
providers of the Company on terms approved by the Board; (V) to in any 
manner alter or change the terms or other rights of the Preferred A; or 
(VI) to reclassify any Common or other “Junior” Stock into shares with a
preference or priority as to dividends or assets superior to or on a parity 
with that of the Preferred A or which in any manner adversely affects the 
rights of the Preferred A; (VII) Any additional rights granted to past or 
future classes of stock that are superior to rights granted to Series A 
Preferred will also be granted to holders of Series A Preferred. 

The Investors shall have certain demand, piggyback, and S-3 registration 
rights and related rights, and information rights, all as detailed in the 
Registration Rights Agreement (available on request). 

The Preferred A (voting as a class) have the right to elect two directors, on of 
which will be a representative of Investing Organization A. 

The proceeds from the sale of the Preferred A will be used for working 
capital. 

In the event that subsequent to this private placement, the Company offers 
equity securities (other than Reserved Employee Shares, or upon conversion 
of outstanding Preferred, or upon exercise of outstanding options or 
warrants, or in connection with an acquisition or in a public offering), each 
investor who holds the Preferred A issued in this private placement shall 
have a right of first refusal to purchase the same percentage of equity 
securities issued in such subsequent offering as the number of shares held by 
such investors bears to the outstanding securities of the Company. This right 
will terminate upon a firm commitment of an initial public offering as 
described above. 

The founders of the Company have executed a Co-Sale Agreement (copies 
available upon request) in which if any founder proposes to sell more than 
25,000 shares of the Company, each investor will be entitled to participate in 
such sale by selling the same percentage of his stock as such founder is 
selling of such founder’s Common. This right will terminate upon the 
Company’s Qualified Public Offering. 
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The Stock Purchase The purchase of the Preferred A will be made pursuant to a Stock Purchase 
Agreement: Agreement (with exhibits) as amended by certain Instrument of Amendment 

to the Stock Purchase Agreement (copies available upon request). The Stock 
Purchase Agreement contains, among other things, representations and 
warranties of the Company, covenants of the Company, and conditions to the 
obligations of the investors. 
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Executive Summary 

Angel investors are an important and growing source of financing for the start-up 
and initial growth phases of technology ventures. This study focused on high net worth 
angel investors with entrepreneurial backgrounds. Many of these angels invest in first 
time entrepreneurs before the entrepreneurs secure venture capital financing. Besides 
earning a strong return on their investment, these experienced angels are motivated to 
“give back” to the community which helped make them successful. Very little published 
data is available on angel investing and little research has been done on the experienced 
angel investor. It may be valuable for first time entrepreneurs, venture capitalists, 
regulators and other members of the venture community to understand, leverage and 
support this growing class of experienced angel investors. 

This study introduces and defines the experienced angel investor, outlines the angel 
investing process, discusses the rise of organized angel groups, and provides advice for 
high net worth individuals aspiring to become angel investors. The intended audiences 
are business school students, aspiring entrepreneurs, aspiring angel investors, and other 
members of the venture support system. 

Some of the key findings of this study are: 

•	 Angels vs. Early Stage Venture Capitalists: The motivations and operations 
of experienced angel investors are typically different than those of early stage 
venture capitalists. First time entrepreneurs can benefit from approaching 
experienced angel investors, prior to meeting early stage venture capitalists, 
when seeking early stage funding. This study outlines the differences. 

•	 The “Network of Trust”: An angel’s personal network of contacts is a key 
element in screening deals, conducting due diligence, negotiating terms, 
adding value after the investment, securing additional rounds of funding and 
executing the exit strategy. 

•	 “Not All Angels are Alike”: It pays for entrepreneurs to understand the type of 
angels they need and the role that the angels will play in building their 
company. We have categorized angels into four groups: Guardian Angels, 
Operational Angels, Entrepreneur Angels and Financial Angels. We describe 
how these various angel types operate and how they provide different value to 
emerging ventures. 

•	 Systemization is on the Rise: Experienced angel investors are becoming 
increasingly systematic in their operation. Systematic evaluation and analysis 
help reduce risk, improve returns, and increase the number of deals 
considered. 

•	 The Need to Clarify the Angel Investing Process and Terms & Conditions: 
We found wide variation in the way angel investors conducted the investing 
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process, in particular, regarding the specific terms and conditions (T&C’s) of 
the term sheet. We devote a chapter to understanding the angel investing 
process and explain some common terms and conditions. 

•	 The Rise of Angel Groups: We identify and describe the recent rise in angel 
groups. Angel groups are an important new development in venture creation. 
These groups provide the fastest way for entrepreneurs to find angels and 
provide a way for angels to leverage their combined skills, time, expertise and 
networks. We outline four types of angel groups and define a framework for 
growing and managing angel groups. 

•	 Becoming an Angel: Finally, we explored how wealthy individuals become 
successful angel investors. In our survey, we sought advice from experienced 
angels on this topic and summarized their thoughts.

 In conclusion, the six chapters of this study are designed to enable the reader to 
develop a good understanding of angel investing. We outline the chapters below: 

Chapter 1 outlines the funding options available to entrepreneurs and describes how 
angel investors fit within those options. We also highlight data on angel investing in the 
United States and compare that with bootstrapping and venture capital investment data. 

Chapter 2 introduces the experienced angel investor and the survey we used to collect 
data for our analysis. We explain the factors driving the recent growth in angel investing 
and outline the rich diversity of angel investing behaviors. Chapter 2 also describes a 
model we constructed to understand the involvement and value of different types of angel 
investors. Finally, we compare and contrast experienced angel investors with early stage 
venture capitalists. 

Chapter 3 describes the angel investing process from deal sourcing to deal exit. We 
discuss the screening criteria, due diligence performed, terms and conditions, post-
investment involvement, and exit strategies of angel investors. 

Chapter 4 outlines the different types of organized angel groups, angel businesses, 
angel clubs and match making services. As we interviewed individual angels, we found 
many of them belonged to 1 or 2 organized angel groups. We outline a framework to 
characterize and compare the various angel groups. This framework can be used to build 
and grow angel groups. 

Chapter 5 is based on the advice experienced angel investors would offer aspiring 
angels. We outline how to become proficient, and how experienced angel investors are 
willing to help newcomer angels. We also describe some investment strategies commonly 
used by experienced angel investors. 

Chapter 6 concludes with some perspectives developed while conducting this study. 
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Chapter 1. Context for Angel Investing-Overview of Funding Options 

Chapter 1 outlines the funding options available to entrepreneurs and describes how 
angel investors fit within those options. We also highlight data on angel investing in the 
United States and compare that with bootstrapping and venture capital investment data. 
This chapter serves as the foundation for characterizing angel investing. 

1.1 How Do Entrepreneurs Fund Start-ups?

Entrepreneurs today have access to a wide variety of funding alternatives. Inc. 
Magazine lists 20 ways to finance start-up businesses1. Fundamentally, the entrepreneur 
must decide if the business will require outside equity capital for growth, or if the 
company can be bootstrapped. When entrepreneurs bootstrap, they do not access external 
equity capital, but rather fund growth by using founders’ capital, sales revenue, lines of 
credit and other non-equity sources of capital. Table 1.1 shows the options available for 
entrepreneurs to fund start-up companies. Usually if there is a need to establish market 
share rapidly, entrepreneurs will seek outside capital to fund faster growth. Other reasons 
may also drive their need for outside capital. 

There is little definitive data on bootstrapping and capital raising in early stage 
companies because there are minimal or no reporting requirements on the hundreds of 
thousands of investors that inject private capital into small, private companies. Studies 
based on surveys or interviews of entrepreneurs and angel investors have no scientific 
means of verifying responses. Reliable data on venture capital financing is available 
because venture capital companies are required to report on their investments. 

Table 1.1: Funding Options for Start-Up Companies 
Bootstrapping Equity Financing 

Early Sources Early Sources 
Founders’ Capital All Bootstrapping Early Sources 
Savings Capital also from: 
Credit Cards Friends and Family 
Second Mortgage Angels 
Venture Leasing Angel Groups 
Sales Revenue Early Stage Venture Capital Firms 

Later Sources Later Sources 
Lines of Credit All Bootstrapping Sources 
SBA Loans Venture Capital Firms 
Asset Backed Lending Corporate Venture Funds 

Accounts Receivable Factoring, etc. Private Equity Firms 
Corporate Strategic Partnerships Private Placement Firms 
Banks That Lend To Start-Ups Mezzanine Financing Firms 
Government Grants (SBIR, DARPA, etc.) Investment Banks 
Company Earnings Public Markets 

Source: Inc. Magazine and Genesis Technology Partners analysis 

1 Fraser, Jill Andresky, March 1999, “How to Finance Anything”, Inc. Magazine, p. 32 
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1.2 Bootstrapping, Angel, and Venture Capital Investment Data

1.2.1 Highlights from Limited Bootstrapping Data

There are only a few studies that shed light on bootstrapping and angel investing. 
Amar Bhide reported that 80% of the 1989 Inc. 500 grew to be on the Inc. 500 list 
through bootstrapping only.2  The Inc. 500 is a list of the 500 fastest growing private 
companies over the previous 5 years. The companies represent a mix of high-tech, 
service and retail businesses. He interviewed 100 founders and discovered they used 
personal savings, credit cards, second mortgages, etc. to fund a median start-up capital 
requirement of $10,000. Less than 20% of bootstrapping founders raised follow-on equity 
capital within 5 years of founding their company. They relied on debt or earnings to 
finance growth. Ross Perot’s initial investment of $1000 to launch EDS is perhaps one of 
the most famous examples of venture bootstrapping. 

Freear and Wetzel and the Center for Venture Research at the University of New 
Hampshire conducted a study in 1987 on the financing of 284 New Technology –Based 
Firms (NTBF’s) that had been founded in New England between 1975 and 1986.3 They 
found that 38% (107) received no outside equity funding, preferring to bootstrap the 
operations of their companies. For other companies, individual angel investors were the 
most common source of funds providing 177 rounds of equity financing for 124 firms. 
Ninety firms raised equity from venture capital funds in 173 rounds. Table 1.2 shows 
how many individual angel investors and venture capitalists invested in the rounds of 
financing tracked by the study. While the data is fairly old, this study is the most 
extensive and systematic view into the early funding of high-tech ventures. The study 
does not seek to describe which form of financing leads to the fastest growth or the 
greatest long-term shareholder value. 

Table 1.2: Angels and Venture Capitalists Complement Each Other in Funding Technology Ventures 

Financing 
Round ($k) 

Number of 
Individual Angels 

Investing 

Distribution of 
Angels Investing 

(%) 

Number of Venture 
Capitalists Investing 

Distribution of Venture 
Capitalists Investing 

(%) 
<250 102 58 8 5 
250–500 43 24 14 8 

500–1,000 15 8 31 18 

>1,000 17 10 120 69 
Total 177 100 173 100 

Source: Freear and Wetzel (1987) 

2 Bhide, Amar, November/December 1992, “Bootstrap Finance: The Art of Start-ups”, Harvard Business 
Review, p. 109 

3 Freear, J., and Wetzel, W. E. 1990 “Who Bankrolls High-Tech Entrepreneurs?” Journal of Business 
Venturing, 5 (2) p. 77–89. 
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1.2.2 Highlights from Limited Angel Investing Data

Limited and fragmented data is available on angel investing. Gompers (1998) 
references and summarizes the research studies conducted on angel investing.4 Two 
studies, outlined below, estimate the number of angels investing and the amount invested 
per year by angels. The two studies provide widely differing estimates of the capital 
committed by angel investors each year to emerging companies. 

Freear and Wetzel (1996) estimate that approximately 250,000 angels invest between 
$10–20 billion in roughly 30,000 firms each year.5 

Gaston and Bell (1988) studied the annual rate of informal venture investing based on 
a sample of 435 individual investors drawn from Dun’s Market Identifier File.6 They 
estimated that 720,000 investors annually made 489,000 informal venture investment 
with a mean dollar value per investment of $66,700, implying annual equity capital 
investments of $32.7 billion from individual investors. 

1.2.3 Highlights from Venture Capital Investing Data

Table 1.3 (based on Venture Economics data presented in the Venture Capital 
Journal) shows the explosive growth in funds raised and invested by the venture capital 
industry. Even as the number of rounds invested has steadily risen since 1993, so has the 
amount invested per round. 

The buoyant stock and initial public offering markets of 1995-1997 has driven recent 
high rates of return (IRR). This fact that has not been lost on the capital markets investing 
in private equity. Limited partners committed a record $24.3 billion to venture capital 
funds in 1998, up from $13.1 billion in 1997 and $3.0 billion, a cyclical low, in 1991 
(Table 1.3). Record levels of funds have been committed by institutional investors such 
as pension funds (60%), corporate funds (11%) and family/individual (11%). Remaining 
VC funding sources include financial (6%), foundations (6%), funds of funds (3%), other 
(2%), and foreign (1%).7 

4 Gompers, P.A. 1998 “A Note on Angel Financing” Harvard Business School Case Study, Ref: 9-298-083. 
5 Freear, J., Sohl, J.E. and Wetzel, W. E. 1996 “Creating New Capital Markets for Emerging Ventures” 
Prepared for the Office of Small Business Administration under contract SBAHQ-95-M-1062. 

6 Gaston, R. J., and S.E. Bell 1988 “The Informal Supply of Capital” A report prepared for the office of 
Economic Research, Small Business Administration. 

7 Venture Capital Journal, March 1999, p. 45. 
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Our interviews with venture capitalists, angel investors, start-up lawyers, 
accountants, and other members of the venture support system revealed a widespread 
feeling that angel investing has grown in a manner similar to the venture capital funds. A 
large portion of our interviewees felt that the growing class of cashed-out entrepreneurs 
and successful high-tech executives helped drive the growth in angel investing. Many 
angels also commented that today’s angel investing is more organized and systematized 
than ever before. Chapter 3 describes the range of organizations involved in angel 
investing processes. Chapter 4 characterizes the organized angel groups that have 
contributed to increased systemization. 

Table 1.3: Recent Growth in Venture Capital 

Year Capital Committed 
to VC Funds ($B) 8 

Capital Invested by 
VC Firms ($B)9 

# Rounds $M/Round Annual Net 
IRR (%)10 

1998 24.3 16.0 3470 4.62 17 
1997 13.1 10.0 3279 4.00 29 
1996 9.9 7.5 2675 3.70 42 
1995 6.0 4.4 1900 3.16 49 
1994 5.6 3.8 1800 3.11 13 
1993 5.7 2.5 1700 3.35 18 
1992 5.6 2.5 2000 2.80 11 
1991 3.0 1.3 1600 1.88 21 
1990 4.0 1.8 1900 2.11 2 
1989 5.9 2.4 2200 2.68 5 
1988 5.9 2.9 2000 2.95 2 
Source: Venture Capital Journal (based on data from Venture Economics Information Services) and 
Genesis Technology Partners analysis 

1.3 Overview of Financing Over the Early Life of a Company 

Table 1.4 identifies different equity financing rounds, the typical amount invested in 
each round, and the investors who typically invest in such rounds. The typical investment 
ranges are based on anecdotal information received from investors and are not based on 
any systematic analysis. Generally speaking, the amount invested in each round depends 
on the type of start-up, the industry of the start-up and other valuation determining factors 
(such as recent stock market performance). Note: Investors in early rounds often 
participate (usually on a pro-rata basis) in later rounds, though they may not be the 
primary suppliers of capital. 

8 Venture Capital Journal, July 1998, p.37 and Venture Capital Journal, March 1999, p.41.

9 Venture Capital Journal, August 1998, p. 38; Venture Capital Journal, March 1999 p. 44 and Venture

Capital Yearbook 1996 p. 31.

10 Venture Capital Journal, July 1998, p. 44 and Venture Capital Journal, July 1999, p. 44
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Table 1.4: Equity Financing Rounds over the Early Life of a Company 

Financing 
Round 

Definition Typical Amounts Who Typically Plays 

Seed Prove a concept/qualify for 
start-up capital 

$25,000–500,000 Individual Angels 
Angel Groups 
Early-stage Venture Capitalists 

Start-up Complete product 
development and initial 
marketing 

$500,000–3,000,000 Select Individual Angels 
Angel Groups 
Early-stage Venture Capitalists 

First Initiate full-scale 
manufacturing and sales 

$1,500,000–5,000,000 Venture Capitalists 

Second Working capital for initial 
business expansion 

$3,000,000–10,000,000 Venture Capitalists 
Private Placement Firms 

Third Expansion capital to achieve 
break-even 

$5,000,000–30,000,000 Venture Capitalists 
Private Placement Firms 

Bridge Financing to allow company 
to go public in 6–12 months 

3,000,000–20,000,000 Mezzanine Financing Firms 
Private Placement Firms 
Investment Bankers 

Source: Interviews; definitions taken from Pratt’s Guide to Venture Capital Sources p. 14, Securities Data 
Publishing �1999 

1.4 Summary and Conclusions 

Entrepreneurs starting ventures may have access to a variety of funding sources. The 
late 1990’s have witnessed explosive growth in venture capital fund raising and 
investing, driven by the buoyant stock and initial public offering markets. Based on 
comments in our interviews, angel investing has probably experienced similar growth 
over that time period. 

Angel investing is a major source of funding for the seed ($25,000–$500,000) and 
start-up ($500,000–$3,000,000) rounds. Estimates of total annual angel investments in 
the United States range from $10–30 billion invested by 250,000–700,000 individual 
angel investors. 

It is an important dimension of the American high-tech culture that successful 
entrepreneurs choose to invest part of their gains and provide active assistance to follow-
on new ventures. Public policy initiatives, including tax policy, should continue to 
support such pro-active reinvestment of money and skills. 
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Large corporations have expanded liquidity opportunities for venture capitalists 
by acquiring rapidly growing venture-backed companies. Corporations facing a fast and 
competitive environment have found it is more financially compelling to buy a company 
with a complete solution than to develop it in-house. M&A of venture-backed companies 
remained steady as 190 venture-backed companies were acquired for $12.6 billion in 
1998 and 198 venture-backed companies were acquired for $12.8 billion in 1997.15 

Early stage venture capital funds have grown in size without similar expansion in the 
number of experienced partners. To adapt, early stage venture capital companies are 
funding larger but later stage deals, investing at higher valuations in high growth well-
rounded ventures, establishing feeder angel and angel groups, or setting up angel 
advisory teams to support their early stage investments. Venture capital firms have not 
had the time to focus on “raw” early stage deals (deals with first time entrepreneurs). This 
has provided angel investors and angel groups with an expanded investment range to 
establish themselves in the early stage private equity market. 

c. 	 Returns of Angel Investors and Success Stories Profiled in the Media 
The media has profiled the strong returns on investment experience by a large number 

of angel investors. As a result, more high net worth individuals are interested in angel 
investing. 

d. 	 Emergence of Angel Groups 
Angel groups such as angel clubs and matchmaking services are systemizing the


angel investing process, providing support and information to their members, and raising

awareness about the angel investing process. High net worth individuals are finding it

easier to understand and invest in start-ups.


2.2.2 The Non-Economic Factors Driving High Net Worth Entrepreneurs to Become
Angels 

Cashed out entrepreneurs regard angel investing as a way to stay involved in start-ups 
without actually doing it again full-time. Though economic returns are important 
objectives for these entrepreneur/investors, they indicate that the non-economic reasons 
also drive them to become angels. The non-economic reasons are: 

•	 Desire to Give Back: Angels enjoy the chance to mentor entrepreneurs. Having 
founded and grown companies themselves, many angels they have empathy for 
the extent entrepreneurs personally have to grow to lead their companies and to 
accomplish their visions. Angels feel that if they had had similar coaching when 
they were building their companies they would have reached greater heights or 
not committed some of their mistakes. 

•	 Involvement without Immersion in Start-ups: Angels enjoy the adrenaline rush of 
emerging company volatility, but without the 80-hour workweeks and the burden 
of ultimate responsibility for the company. 

15 “Liquidity Report: Mergers and Acquisitions”, 1998 Venture Capital Industry Report, p. 124. 
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•	 Fun, Passion, Commitment: Since most angels no longer have to work to support 
themselves, they angel invest because they enjoy investing in start-ups. 

•	 Networking Benefits: Angels enjoy maintaining or building their personal

networks with similarly interested people while helping the companies.


•	 Technology & Markets: They keep abreast of rapidly evolving technologies or 
markets. 

•	 Intellectual Challenge: Angels keep their minds sharp through dealing with the 
business issues faced by the companies. 

•	 Creation of Societal Benefits: Some angels, especially those in the medical device 
and biotechnology areas, take great pride in the fact that the products developed 
by these companies save lives or make people’s lives better. 

•	 Control of Time: Angels do not want to be full-time venture capitalists They want 
the flexibility of investing without the pressures of raising funds, managing 

limited partners’ expectations and optimizing IRR. 

2.3 The Rich Diversity of Angel Investors

2.3.1 Attributes along which Angel Investors Differ

Angels are high net worth investors with varying styles, investment behavior, 
experiences, judgement, networks and focus. Table 2.3 shows some of the richness. 
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Table 2.3: Select Attributes and Ranges of Behaviors within Our Angel Investor Sample 
Note: The different attributes listed below represent the range for that attribute. Each attribute should be 
considered as independent. The extremes of each spectrum do not represent any single type of angel. 

For example, some angels invest $25,000–$50,000 per round; others invest as much as $750,000 per round. 
In another example, some angels invest only in seed rounds; others invest in seed, start-up and first rounds. 
Both attributes are independent. 

Independent Angel 
Attributes 

�� ���� ���� ��  Variance Among Angels �� ���� ���� ��

1.  Investment Amount $25,000–50,000 Per Round To $250,000–750,000 Per Round 

2. Stages Invested In Seed only To Seed, Start-up, First Round 

3. Number of 
Investments/Year 1 To 20 

4. Industry Focus Single industry (for example, To Multiple industries and socially 
investing only in data networking responsible investments 

hardware) 

5. Geographic Focus Within 50 miles of their location To Day round trip by airplane 

6. Experience Engineers from Cisco or Oracle To Founders of multiple successful 
companies 

7. Network Limited; a few industry contacts To Gold Plated: Top venture capitalists, 
attorneys, executives in strategic 

industry players, other great angel 
investors etc. 

8. Growth Prospects of Can be a moderate growth, niche To High-growth companies that will require 
Investments business that supplies profit sharing substantial venture capital funding and 

result in a large liquidity event 

1. Willingness to Work Rolodex access 
(<1 day/month) 

To Interim member of top management 
(10+ days/month) 

2. Involvement Style Hands-off, laid back To Hands-on and very demanding 

3. Personality Like an entrepreneur To Like a banker 
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2.3.2 Understanding the Diversity of Angel Investors: Categorizing Angel Investors

Diversity among angel investors is wide. We have attempted to categorize angel 
investors to help understand the involvement and value provided to start-up companies. 
Our categorization is based on relevant industry experience and entrepreneurial 
experience. Depending on the individual investment opportunity, an angel may operate in 
more than one category. 

“The Different Types of Angel Investors” 

High 

Relevant Industry

Experience


Low 

Operational 
Expertise 

Angel 

Financial 
Return 
Angel 

Guardian 
Angel 

Professional 
Entrepreneur 

Angel 

Low	 High 

Relevant Entrepreneurial 
Experience 

a. Guardian Angels: (Primary target of this study) 
General Description: These angels are active investors who guide and coach the 

management team to help them grow the company. They 
usually work with a limited set of start-ups. Guardian 
angels can invest significant amounts of time in the 
company, especially after they have developed confidence 
in the entrepreneur. 

Objectives: 	 They have strong non-economic reasons to work with 
entrepreneurs, besides achieving high economic returns. 

Geographic Focus: They invest within a 1 to 2 hour driving radius. 
Investment Amount: These angels invest substantial amounts in a limited 

number of start-ups. They often average $100,000–150,000 
per company. 

Number of 
Investments per Year: Guardian angels invest in a limited number of companies, 

(typically 2–4 per year), primarily in the seed stage. 

Due Diligence:	 Guardian angels rely on their network to source and screen 
opportunities. They conduct their own due diligence and 
consult experts to supplement their expertise. 
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Post-Investment 
Involvement: 

Performance: 

Potential Issues 

They usually take Board seats and provide guidance and 
coaching to the management team. They help recruit other 
Board members, members of the management team and, 
next round investors such as venture capitalists. They 
provide assistance in other areas based on their expertise. 
These angels usually experience high rates of return. Many 
said they have recently achieved greater than 40% ROI. 

With Later Stage 
Investors: Later stage investors often want guardian angels with 

strong business credentials to remain on the board. 

b. Professional Entrepreneur Angels: 
General Description: These angels have entrepreneurial experience but are 

Objectives: 

Geographic 
Focus: 
Investment 
Amount: 
Number of 
Investments 
Per Year: 

Due Diligence: 

Post-Investment 
Involvement: 

investing outside their area of expertise. They may have 
limited angel-investing experience. 
They are usually followers and invest based on 
recommendations of other angels they trust and whose 
expertise they respect. 
Angels in this category may be Guardian Angels for other 
ventures. 
These angels primarily seek high rates of return by 
investing in start-up companies outside their area of 
expertise, (e.g., investing in an unfamiliar industry). They 
may also wish to build their expertise in angel investing 

No particular focus 

Varies 

Varies. 

They rely on the lead angel to conduct the bulk of the due 
diligence, structure the terms and conditions, provide 
support to the start-up after investing, and monitor the 
progress of the start-up. They conduct some limited due 
diligence on their own, especially if they are trying to build 
their angel experience. 

Their involvement with the start-up is usually limited 
though they may provide market research and other 
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information. They may periodically review the progress of 
the company. 

Performance: Moderate. Returns not as high as Guardian Angels but 
potentially not as low as some Financial Angels. (Based on 
responses from Guardian Angels investing outside their 
industry of expertise). 

Potential Issues 
With Later Stage 
Investors: In most cases, these angel investors are patient investors 

with a good understanding of start-up milestones and 
growth stages. 

c. Operational Expertise Angels: (Our characterization of this group is based on 
complementary interviews with lawyers, accountants, start-up companies, venture 
capitalists and investment bankers). 
General Description: These angels, are or have been, senior executives in major 

companies in the start-up’s target industry. Usually, other 
angels approach Operational Expertise Angels for due 
diligence insights and confirmation of the deal quality. 

Objectives: 	 These angels invest for non-economic reasons as well as 
for economic returns. 

Geographic 
Focus: Not determined in this study. 
Investment 
Amount: Not determined in this study. 
Number of 
Investments 
Per Year: Not determined in this study. 

Due Diligence:	 These angels do their own detailed due diligence. They will 
also involve other trusted and known resources to 
understand unfamiliar markets or technologies. 

Post-Investment 
Involvement:	 These angels usually provide active support to the company 

(e.g.: take Board seats if offered, provide customer and 
other strategic partner introductions, and provide other 
operational structuring and guidance to the company). 

Performance:	 Not determined in this study. 
Potential Issues 
With Later Stage 
Investors: 	 Having these angels on the Board is usually perceived to be 

positive by later stage investors. 

d. Financial Return Angels: (Note: We collected limited data on these angels. 
Characterization is based on responses from lawyers, accountants, and other 
members of the venture support system). 
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General Description: Financial return angels are high net worth investors who 
have little relevant entrepreneurial experience and who 
invest in companies in which they have little industry 
experience. 
Usually these angels are high net worth individuals who 
have made money through the stock market, real estate, 
inheritance, and through professional occupations not 
related to starting up companies (such as doctors, dentists, 
lawyers, accountants, engineers, consultants, brokers, etc.). 

Objectives: These angels are investors looking for high rates of return 
by investing in start-up companies and do not desire to be 
actively involved with the start-up. 

Geographic Focus: No particular focus. 
Investment Amount: Often <$50,000 per investment. 
Number of 
Investments per Year: The number of investments varies, depending on risk 

profile, deals available etc. Quality deal flow can be uneven 
because brokers, accountants or lawyers supply deals to 
these angels on an ad hoc basis. 

Due Diligence:	 Usually these angels use attorneys and personal 
accountants to review paper work and perform limited due 
diligence. Their networks usually do not include venture 
capitalists or industry experts that could greatly aid due 
diligence. 

Post-Investment 
Involvement:	 The value-add to the start-up company is usually limited to 

financial support. Some Financial Return Angels will 
provide general business and guidance support depending 
on their background. They may also provide access to 
friends and associates. Their interactions with the company 
are varied and dependent on the individual’s temperament. 

Performance: Not determined in this study. 
Potential Issues 
With Later Stage 
Investors: Later stage, professional investors are less likely to invest 

in deals that have too many financial return angels in the 
previous rounds. These investors are less aware about the 
ups and downs of start-up company investing and they can 
become impatient or “spooked” when the venture 
experiences a downturn. Usually these angels do not 
protect themselves adequately when structuring terms and 
conditions. 
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 Though the above framework is helpful in characterizing most angels, other segments 
of individual angel investors exist that do not align with this segmentation scheme (e.g., 
socially responsible angels do not map to the above characterization). Further, an angel 
investor within a segment may not align with all the characteristics mentioned. 

2.4 Summarizing Similarities & Differences between Experienced Angel
Investors and Early Stage Venture Capitalists


Experienced Angel Investor Early Stage Venture Capitalist (VC) 
Variation 
Among 
Investors 

• As mentioned, wide variations exist 
among even experienced angel 
investors. Anyone with a checkbook can 

• Venture capitalists have less 
variation. It takes a good track 
record to raise a large fund. This 

try to become an angel investor. weeding out process improves the 
odd that VCs who invest for a 
living have some proficiency.16 

Industry 
Focus: 

• Active experienced angel investors tend 
to have targeted industry focus when 

• Most early stage venture capitalists 
focus on one or a few industries. 

they are the lead. Passive angel VC’s do not fund passive 
investors may not have an industry investments. 
focus. 

Investment 
Amount: 

• $25,000 to $750,000 per round. 
• Many angels only invest in the seed and 

start-up stages. Though some angels, 
especially lead angels, set aside funds to 

• Though VCs may invest $150,000 
to $350,000 in seed stage, they are 
more interested in the subsequent 
rounds of financing in a winner. 

participate in subsequent rounds. • VCs have the resources to support 
• In lower growth, lower capital a company through a downturn. 

industries, the angel may be the only 
investor and expect the company to self-
fund growth. 

Number of • 1–20 It depends on whether the angels • 5–50 depending on the available 
Investments are active or passive, and on the total fund size and number of partners. 
per year: funds they invest in new ventures. An average VC partner can support 

6–10 ventures. 
Stages 
Invested 

• Angels invest in seed, start-up and 
sometimes in the first round. Later stage 

• Invest from seed to exit. They 
usually increase their investments 

funding requirements become too large in winners and starve losers. 
for angels to finance. • Later stage VC’s expect that earlier 

• Often the large, professional investors stage VC’s will invest in 
want to finance the entire round and subsequent rounds, if the deal is 
discourage angels from participating in good. 
follow-on rounds. 

Continued on next page 

16 ONSET Ventures HBS Case Study and interviews with early stage venture capitalists forms the basis 
for Section 2.4. See Tempest, N. and M.J. Roberts, 1998 “ONSET Ventures” Harvard Business School 
Case Study, Ref: 9-898-154. 
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Experienced Angel Investor Early Stage Venture Capitalist (VC) 
Type of 
Investment: 

• Angels are more willing to invest in a 
first time entrepreneur and provide 

• Venture capitalists will provide 
guidance and support to an 

coaching to the entrepreneur so that experienced team. Some early 
he/she can grow with the business. stage venture capitalists allocate up 

• Some angels will invest in “lifestyle” 
companies while VCs will not. 

to 70% of their portfolio for seed 
and subsequent round funding of 
entrepreneurs they have previously 
funded. 

Accessibility: • Angels do not promote themselves and • Venture capitalists promote more 
are not listed in any directory. The 
number of deals an angel gets depends 

heavily than angels do. They are 
easy to find but it can be harder for 

on the angel’s network and the number 
of entrepreneurs that the angel comes 

first time entrepreneurs to receive 
funding from venture capitalists. 

across. They can be easy to meet in the 
right places. 

The Need to • Angel investors do not need to invest. • VCs are paid to manage other 
Invest: Angels typically allocate less than 30% people’s money. They are required 

of their total net worth to financing to invest in a manner consistent 
early stage companies. 

• For a number of active angels, the 
with the strategy they marketed to 
their limited partners.17 

chemistry with the entrepreneur is more • VCs are measured on the IRR they 
important than the specific deal return to their limited partners. 

• The angel investor is accountable to They target IRR’s of at least 30-
himself/herself for the investment. 35%. Consequently they focus their 

investments in very high growth 
industries. 

Due 
Diligence: 

• Angels rely on a more subjective 
evaluation. Their due diligence may be 

• Venture capitalists are usually 
more rigorous in their due 

less rigorous than venture capitalists. diligence. A venture capitalist must 
Angels often base their decision to justify the investment to his other 
invest on their personal (gut) assessment general and limited partners. 
of the entrepreneur, the technology and 
the market. 

• Most angels look to one or two lead 
angels to do most of the due diligence 
and will invest if the lead angel invests. 

Continued on next page 

17 Darwall, C. and M.J. Roberts, 1998, The Band of Angels, HBS Case Study: 9-898-188. 
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Experienced Angel Investor Early Stage Venture Capitalist 
Valuations: • As a group, angels invest in a higher 

range of valuations than do venture 
• Venture capitalists are tougher on 

valuations. They are more aware 
capitalists. (Based on anecdotal 
information). 

and strict about adhering to venture 
capital industry “norms” for 
valuations. 

Terms and 
Conditions: 

• Higher variances in terms and 
conditions. Terms and conditions vary 
from little or no protection to VC-like 
terms and conditions. Increasingly in 
technology deals, angel investors terms 
and conditions are getting to be similar 
to VCs. 

• Standard terms and conditions. 
• Usually they posses negotiating 

power to achieve favorable terms 
and conditions such as liquidity 
and vesting schedules. These are 
often missing from angel term 
sheets. 

Round 
Closure: 

• A pure angel round can close faster than 
a venture capital round. Closing angel 

• VCs wait until the business model 
is clear and sometimes until the 

rounds in 6–8 weeks is not unheard of. market for the product or service is 
clear. 

• Closing a VC round can take from 
3 months to a year. 

Post-
Investment 
Involvement: 

• Active angels typically provide 
guidance and support that will impact 
the company growth for 1–18 months. 

• Venture capitalists usually target to 
provide guidance and support to 
build the 18–36 month 

• Active angels normally have more infrastructure for the company. 
operating experience than many venture • It is often useful for early stage 
capitalists. These angels have good venture capitalists to have a 
contact with operating personnel and successful track record building 
can help recruit management team and operating new ventures. 
members and early customers. However, some entrepreneurs and 

angels complain that there are 
many partners in VC firms that do 
not have company operating 
experience. 

• VCs usually bring strong expertise 
to define and implement financial 
strategies. 

Patience with 
Investment 

• Experienced angel investors can be 
more patient investors. Because angels 

• VCs are required to deliver on IRR 
expectations to their limited 

cannot easily change management, they partners. They may be less patient 
are more willing to work with existing with inexperienced entrepreneurs 
management and help recruit people to and more likely to replace the 
round out the team management team if it performs 

• If the company performs poorly, angels 
are more likely than VCs to walk away 
from the venture and accept the business 

poorly. They have the network and 
resources to replace management 
team members. 

as a write-off. 
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2.5 Summary and Conclusions

Angel investors are an important and growing source of financing for the initial start
up and early growth phases of technology ventures. Secular growth in new technologies, 
continued strength in financial markets, media coverage, emergence of angel groups, and 
non-economic factors are driving the continued growth of angel investing. 

Angels are a diverse group of individuals. We categorized angels into four groups that 
supply different levels of involvement and value to start-up companies. We also outlined 
the similarities and differences between experienced angels and early stage venture 
capitalists. 

This chapter introduced angel investors and their role in early stage financing. The 
next chapter outlines the angel investing process and how angel investors operate. 
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Student Assignment: A critical factor in entrepreneurial success is the building of 

relationships and networks. For this Session your assignment is to attend the Networking 

Session, introduce yourself to someone, tell them about yourself or the Nuts and Bolts 

Course and collect at least 2 business cards. After the Networking Session, attend the 

Broadcast and learn about what is happening in financing new ventures in 2005.  

Students registered in the Nuts and Bolts Course will be automatically pre-registered for 

the Satellite Broadcast.  
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WRITING REQUIREMENT 

There is a writing requirement which must be met in order to receive credit for this 
course. There are two ways in which this requirement can be met: You may (1) write a 2 
to 3 page Executive Summary for a business plan you are developing, or (2) write a 
hypothetical Executive Summary for a Company which has just received funding or is 
introducing a new product into the market. The paper is to be handed in during the last 
class of the course. Team efforts are encouraged. 

Alternative 1: Write an Executive Summary. 

Prepare a 2 to 4 page Executive Summary for a Business Plan. A student who is planning 
to enter the MIT $50K Entrepreneurship Competition might want to use this opportunity 
to draft an Executive Summary for his or her Business Plan. Executive Summaries will be 
evaluated on the following criteria, among others:  

•	 Is the Executive Summary: 

o	 Clear?  

o	 Convincing?  

o	 Well written/presented? 

•	 Attractiveness of Business Opportunity: 

o	 Uniqueness of idea  

o	 Size of Market  

o	 Protectability of Idea  

o	 Sustainable Competitive Advantage  

•	 Clarity of Presentation: 

o	 Market and Customer Analysis  

o	 Sales and Distribution Strategy - is the customer targeted?  

o	 Financial Analysis: Are the stated financial requirements consistent with 

the Business Opportunity and targeted market? 

Each student submitting an Executive Summary will receive feedback on a numerical 
scale to indicate where his or her Executive Summary is "strong" and where additional 
work is needed. Specific written comments may also be provided where appropriate. 
NOTE: There is a limited amount of time between the last session of the course and the 
date on which grades have to be submitted to the Registrar- accordingly, the amount of 
individual feedback available is limited. Nevertheless, this is an opportunity to obtain 
some "high level" feedback as you prepare to enter the $50K Entrepreneurship 
Competition. 
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Alternative 2: Write an Executive Summary for a Company which has just 

received financing or is just introducing a new product or service into the 

market. 

Search newspapers, magazines or the web and find a venture which has just received 

funding or which is just about to introduce a product or service into the market by a 

company. Think about what the Executive Summary would have looked like in the 

Business Plan which the Company wrote to obtain the funding for this product or service 

opportunity- then write up your version of that Executive Summary. Also submit the 

news story or article that you found about the company or product. Alternative 2 will 

provide you with the benefits of having thought about how to turn the idea into a 

business without having to have come up with the idea itself. 

Deal Source Information: There are a number of places on the web where you can find 

out about new venture funding- e.g. VentureWire (www.venturewire.com/register.asp) or 

The Deal (www.thedeal.com) 

For MIT $50K Entrepreneurship Competition Participants: 

[Note: If you entered the $1K Competition, you may NOT submit your $1K entry for 

credit unless you have revised it substantially.] If you are not planning to enter the $50K 

Competition or if you would rather not hand in an Executive Summary, the written 

requirement may be met by submitting a critique of a business plan which will be 

provided to you during the course.  

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

363
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN

www.venturewire.com/register.asp
www.thedeal.com

	MB4101.pdf (p.1)
	MB4102.pdf (p.2)
	MB4103.pdf (p.3-39)
	MB4104.pdf (p.40)
	MB4105.pdf (p.41)
	MB4106.pdf (p.42)
	MB4107.pdf (p.43)
	MB4108.pdf (p.44-58)
	MB4109.pdf (p.59)
	MB4110.pdf (p.60-85)
	MB4111.pdf (p.86-124)
	MB4112.pdf (p.125)
	MB4113.pdf (p.126-133)
	MB4114.pdf (p.134)
	MB4115.pdf (p.135)
	MB4116.pdf (p.136-138)
	MB4117.pdf (p.139-141)
	MB4118.pdf (p.142-144)
	MB4119.pdf (p.145-147)
	MB4120.pdf (p.148-149)
	MB4121.pdf (p.150-151)
	MB4122.pdf (p.152-153)
	MB4123.pdf (p.154-156)
	MB4124.pdf (p.157-159)
	MB4125.pdf (p.160-162)
	MB4126.pdf (p.163-165)
	MB4127.pdf (p.166-168)
	MB4128.pdf (p.169-171)
	MB4129.pdf (p.172-175)
	MB4130.pdf (p.176-177)
	MB4131.pdf (p.178-181)
	MB4132.pdf (p.182-184)
	MB4133.pdf (p.185-187)
	MB4134.pdf (p.188-190)
	MB4135.pdf (p.191-193)
	MB4136.pdf (p.194-196)
	MB4137.pdf (p.197-198)
	MB4138.pdf (p.199-201)
	MB4139.pdf (p.202-204)
	MB4140.pdf (p.205-207)
	MB4141.pdf (p.208-210)
	MB4142.pdf (p.211-213)
	MB4143.pdf (p.214-216)
	MB4144.pdf (p.217-219)
	MB4145.pdf (p.220-222)
	MB4146.pdf (p.223-225)
	MB4147.pdf (p.226-228)
	MB4148.pdf (p.229-231)
	MB4149.pdf (p.232-234)
	MB4150.pdf (p.235-237)
	MB4151.pdf (p.238-241)
	MB4152.pdf (p.242-341)
	MB4153.pdf (p.342-360)
	MB4154.pdf (p.361)
	MB4155.pdf (p.362-363)

	Text1: MIT Course 15.975Nuts and Bolts of Business PlansSession on FinancingExcerpts from Angel Investor Study
	Text2: 
	Text3: 


