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Vesting is Very Important 

• I believe vesting is one of the important 
elements in the corporate structure, 

• And the written, and implicit, agreements, 

• Not just between the angels and the 
entrepreneurs, 

• But also between the founders. 

• I believe it has a large effect on whether the 
company succeeds, or fails. 

 



Angel Investing is Still New 

• Angel investing is still quite new 

• I think angel investing is about where 
traditional venture capital investing was 

• About 25 years ago 

• We are still at the early stages of 
understanding what really works 

• And in developing best practices 

 



Equity Ownership is Also New 

• Like angel investing, the entire concept of 
widespread equity ownership in companies is 
also still relatively new 

• 25 years ago shares, and options, often  
vested over 10 years 

• During the late 1990’s in Silicon Valley, the 
longest vesting term was 18 months 



Vesting Applies To 

• When I speak about vesting 

• I am referring to all nominally priced 

• Shares and options 

• And for clarity, I’m definitely including 
all of the “founders shares” 



Fair and Equitable 

• I’d also like to clarify at the outset 

• That I believe the way to ensure the highest 
returns on angel portfolios, 

• Is to be as fair and equitable as possible 

• I don’t believe “investor friendly” deal terms 
maximize returns 

• In my experience, the way to make the most 
money is to be fair and to maximize alignment 



Need to Agree on the Goal 

• I also believe strongly that the entrepreneurs 
have to agree, at the outset 

• On the ultimate goal for the company 

• Is the goal a lifestyle company,  

• Or an exit? 

• For investors, only the second choice works. 

 



Typical Vesting Formulas 

• The most common vesting provision I see 

• Is straight linear 3 year vesting 

• It is also quite common to see most founders 
shares fully vested when angels invest 

• In my opinion, either of those 

• Reduces the probability of success 



Why is Linear a Plan to Fail? 

• Yes, I am absolutely convinced that if a 
company has a 3 year linear vesting formula,  

• That it will be less like to succeed 

• For two reasons: 
1. It creates a failure mechanism if one 

founder leaves, and 
2. It actually encourages founders to leave 

• Let me explain why 

 



Psychological Vesting 
• First, psychological vesting is only 2/3 of the 

total linear vesting period 

• This means that the retention benefit of linear 
3 year vesting period is only effectively 2 years 

• I can’t conclusively prove this, but I’ve seen it  
enough times to know that it is definitely 
something in this range 

• Once someone has 2/3 of their total shares, or 
options vested, their thinking has changed 

 

 



Our Species is Evolving 
• Today, vesting is even more important than a 

decade ago due to “internet acceleration” 

• Our species is evolving quite quickly 

• People under 30 years old have much shorter 
attention spans 

• If you want to really appreciate this change 
ask a university professor 

• They tell me it’s very hard to get students to 
focus long enough to read a whole book  



Internet Acceleration 
• One theory is that it’s caused by the internet 

• The flip side is that the younger generation are 
much better multi-taskers (watch your kids) 

• This is having a significant effect on companies 

• This shorter attention span means that some  of 
the team will think about moving onto the “next 
new thing”  

• After just two or three years 

 



The Best Often Go First 
• The “best and brightest” often go first 

• Perhaps they are the most impatient, 

• Or the most ambitious, 

• Or just have the largest number of alternatives. 

• But when ever one of the founders leaves a 
young company,  

• It has a significant psychological effect on the 
people who stay 
 



Cascading Departure Failure 
• When the founders started the company, 

• They probably committed to each other that 
they would all work hard together,  

• And stick it out all the way to the exit. 

• But when one of the founders leaves 

• The others begin to think: “Sounds like our  
ex-cofounder is having more fun.” 

• And “They’d already vested most of their 
shares in this venture” 



The “Equity Effect” Failure 
• “Now they’re earning shares in a new deal” 

• “This is hard work. It’s just not as much fun now 
that they’ve moved on.” 

• “Feels like the smart thing for me to do is move 
on as well.” 

• Which can start a cascade of departures 

• Which can cause the entire company to fail 

• You only have to see this once… 



Vesting Created the Failure 
• In this scenario, I believe the flawed vesting 

formula actually contributed to the failure 

• The 2 year psychological vesting period actually 
encourages people to start thinking their job is 
effectively complete after only 2 years! 

• And we need to remember that the founders 
aren’t getting paid enough for that to be their 
primary motivation 

• Founders are motivated by equity, not cash 



Vesting Protects the Founders 
• Even worse, when a founder leaves they usually 

have to be replaced 

• Young companies usually can’t afford to pay 
entirely with cash 

• So the option pool has to be increased 

• Which dilutes everyone, 

• And penalizes the people that stay 

 



Vesting Important to Founders 
• But dilution is much less important than failure. 

• If the departing founder was essential, 

• Or if their departure creates a fatal cascade, 

• Everyone will lose all of the value of their equity. 

• Optimum vesting may have prevented the failure. 

• Which is why I believe vesting is even more 
important to the founders, than to the angels. 

• (Because angels have other investments.) 

 



Implicit Agreement with Angels 
• I also believe that one implicit term in the 

'contract' with the entrepreneurs  

• Is that they will both increase the value of the 
investors' shares  

• And work to ensure that the investors get their 
money back 

• In other words, that there is an exit 



An Exit is Part of the Contract 
• If a founder leaves before the exit,  

• I don’t believe they’ve fulfilled part of their 
contract with the investors 

• Which was to work to get the investors their 
money back 

• To be fair, if they do leave, some of their 
founder’s equity should be used to 
compensate their replacement 

• The people who stay should not be penalized 



What Percentage is Fair? 
• It’s difficult to quantify what percentage of the 

founder’s contract wasn’t complete if they leave 

• Especially when you need to build it into a 
formula early on in the company’s history 

• I do know that very often over 50% of the final 
value is “created” during the exit process 

• In my opinion, the fairest we can be is to say 
that half the founders total job is not complete if 
they leave before the exit 

 



Most Fair Vesting Formula 
• All stock options, and all nominally priced 

previously issued shares, will vest: 

• 50% daily and linearly over a three year 
period; and  

• The other 50% will not vest unless, and until, 
there is a sale of the company 

• To be fair, all vesting accelerates on a sale 



Group Psychology 
• It’s very difficult to accurately describe the 

effects of a fair vesting formula compared to a 
flawed one 

• Many of the important effects are 
conversations people have just in their heads 

• Thoughts that are never even verbalized 

• Behavior we observe, but may not understand 

• That’s why we are still at the early stages of 
figuring this out 



Easier to Think of as DNA 
• Perhaps a better way to think about vesting 

than it’s effect on group psychology 

• Is to think of it more like corporate DNA 

• I think of the vesting formula as part of the 
company’s DNA 

• Like biological DNA, it has definite, but difficult 
to observe, effects on behavior,  

• Performance and longevity 

 



Fair Vesting 
• I am certain that vesting formula will change 

the behavior of the founding shareholders 

• And reduce the probability that founders leave 
early and possibly create a fatal cascade 

• And that they understand, and accept, that a 
core part of their agreement with their 
cofounders and investors is that  

• A big part of their job is to stay through the exit 

 



Vesting Confirms Alignment 
• We all know that the probabilities of a 

successful exit increases if we have alignment 
among all of the principal stakeholders 

• The entrepreneurs know the equity investors 
will stay until the exit  

• (we have no choice) 

• A fair vesting formula confirms that the angels 
also have alignment with the founders 

 



This Will Bother the Founders 
• The fact that half of their shares only vest on 

the exit will ‘bother’ the entrepreneurs 

• The realization that they haven’t earned half of 
their shares will keep popping into their minds 

• They will tend to feel uneasy, not complacent 

• They’ll keep remembering that part of their job 
is to get the investors their money back 

 



This is NOT Easy to Explain 
• Vesting is a difficult concept 

• Understanding usually requires more than one 
painful and very expensive experience 

• Most entrepreneurs just haven’t had the 
experience to really ‘get it’ 

• I admit to often failing to convince young 
founders that this is the most fair vesting 
formula 

 



But it’s Always Illuminating 
• I am sure you’ve noticed that when 

entrepreneurs are trying to convince us to 
invest, we often hear “Yes” 

• For example about exit strategy and timing 

• I find it interesting how that can sometimes 
shift when you want to codify that in vesting 

• When an entrepreneur aggressively disagrees 
about staying until the exit  

• I’m glad that I learned that before I invested 

 



Community Commitment 
• We’ve been talking about this vesting formula 

for over a decade where I live in Vancouver 

• Most of the experienced angels incorporate it 
in their term sheets 

• Now many of the entrepreneurs see the same 
terms from a range of investors 

• And a few have even observed the benefits in 
their own companies 

• The conversation is gathering momentum 



Vesting Summary 
• The most fair vesting formula provides that 

half of the nominal-cost equity vests at the exit 

• And all vesting accelerates on the exit 

• This optimum vesting formula reduces 
company failures 

• Prevents investments into lifestyle companies 

• And increase the percentage of companies 
that successfully exit 
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