
 

 

A Business Angels Thinking On Exits. 

Background Notes for the New Zealand Angel Association Summit 2012 

By Nelson Gray. 

Introduction 

Globally individuals and governments are putting tremendous effort into increasing the volume and 

effectiveness of Business Angel investing. The emphasis is on getting more money into new companies to  

stimulate entrepreneurial growth and economic development. 

Unfortunately there is a problem, globally, that business Angels, and the supporters of business Angels, are 

reluctant to talk about in public. That problem is, that however good a region is in getting money into 

businesses, very few Angels are getting money back out again. 

 “The most likely outcome in any one angel investment is failure…..Fifty-six per cent of the exits failed to 

return capital, while 9 per cent generated more than ten times the capital invested.” 

(“Siding with the Angels”, Robert E Wiltbank, NESTA 2009). 

A failure rate of close to 60% is pretty bad news for investors.  

But it’s a catastrophe for the entrepreneurs concerned and not too good for the country in terms of lost 

opportunities for jobs and wealth creation. 

Those 60%  were not all “bad companies”.  

They did not all have poor management, ineffective technology or flawed business models.  

Their root problem was that they had not thought out their funding and exit strategy properly, thinking long 

term (rather than just about this one funding). They have not given themselves options. They had not asked 

the fundamental questions. Who really cared about what they were proposing to do with their funding?  

“If we get to point B, we can 

 secure new funding to get to point C (create something of value in the eyes of new funders) 

 sell our  product and be at least cash breakeven (create something of value in the eyes of customers) 

 be an acquisition target for  company Y (create something of value in the eyes of an acquirer) 

 or…………….”. 

Too many just get on a funding treadmill without thinking about the implications of the next funding in 

terms of valuation and dilution, or whether the objective they have set themselves actually create real value, 

either in the eyes of future funders or future acquirers of the business. 



 

 

Sure the business plan had a section on “The Exit”,  because everyone knows it’s part of the template to get 

funding –  

“by way of a trade sale or an IPO”. 

Its kept a bit vague, because the entrepreneur did not really spend much time thinking about it, and the 

investors thought it would make them look too much like a VC if they asked too many questions about how 

they were going to get out of the deal before they got in. 

Chances are that neither the entrepreneurs nor the angels have ever actually had an exit, so it’s kind of hard 

for them to know what they should be asking anyway. 

So how do you stop being part of the 40% of Angels who just always lose all their money (per Scott 

Shane “Fool’s Gold? The Truth Behind Angel Investing in America” (Oxford University Press, 2009)) 

And start investing in the 9% of deals that give 10x or greater returns? (Wiltbank). 

The answer is to have an Exit Orientated Investment Strategy for your portfolio and each of your individual 

investments. 

The Transitional Investment Process Looked like this: 

 

 

Exit is something that comes at the end of the 

process. The emphasis is on finding good 

opportunities and turning them into great 

companies. If you build a great company 

someone is bound to want to purchase it, 

right? 

 

 

 

  



 

 

An Exit Orientated Investment Process Looks like this: 

 Exit is at the centre of the investors thinking, from 

before even looking at an individual business plan. 

An understanding of the critical factors affecting 

successful exit drive the sectors to be looked at, the 

funding requires to be considered, the nature of co 

investors, the structured and valuation of the dal, 

and how the business is driven post investment. 

 

 

 

Developing An Exit Orientated Investment 

Strategy 

Finding Deal Flow / Screening 

Understand Capital Efficiency: 

Angels, even in groups, have limited capital to invest. They therefore must to look for capital efficient 

investments that will provide strategic (as opposed to financial) valued exits. 

This is the fundamental message from the books by Tom McKaskill, such as “Invest to Exit” 

(http://www.tommckaskill.com/ebooks.html) 

Understand Exit Values 

It is a common misconception that exit value is likely to be based upon a multiple of turnover or profit. 

These “Financial Exits”, based upon the profit generating power of the entity being sold are unattractive to 

early stage investors because building sales, and therefore manufacturing, distribution, and support, takes too 

much time and too much capital. 

Strategic Value Exits are based upon the profit generated by the acquirer in exploiting the technology 

service or product developed by the acquired company, by using the economies of scale and distribution 

channels already in existence within the acquirer. This allows a valuation based on the acquirers 

performance, which is likely to be much greater than the sellers. 

McKaskill's discourages investors from investing in companies aiming for "high growth"  turnover, asserting 

that high growth companies represent high risk in comparison to companies that can more efficiently use 

capital to obtain strategic exits. He suggests that there is only a 4% chance of creating a successful “high 

http://www.tommckaskill.com/ebooks.html


 

 

growth” turnover company, but  a 51% probability of success in building a company that can successfully 

execute a strategic exit. This is based upon the assumption that to be successful the strategic exit company 

does not have to invest in and successfully execute significant sales, marketing distribution or service 

components. 

Understand the Exit Sweat spits and the Exit value Gap. 

The most capital efficient point for an exit is when the company can be sold on the back of the intellectual 

property it has generated rather than the sales it is generating. It will probably be necessary to have some 

sales, simply in order to prove that the product can be sold and is desirable to customers within a market. 

However each industry will have a different value at which acquirers will be keen to make acquisitions. Each 

industry will have different milestones that it required be met by potential acquisition targets. In the web 

space this might relate to site users. In life science it may relate to the stage at which clinical data is 

demanded – “first in man” for example. 

It is essential that the investors understand what these minimum mile stone requirements are (so that they 

can plan to achieve them) and what value they will generate at exit (so they can evaluate the appropriate 

capital commitment and entry valuation of their investments). 

For example whilst it is acquisitions of several hundreds of millions of dollars by Google that get headline 

attention, the vast majority of Google acquisitions are for $20 million or less. Trying to push the value of a 

company that may be bought by Google past $20 million, probably results in the company becoming 

unaquirable until it has reached a valuation of $100 million or more. Google will buy a company for $10 

million or $100 million, but rarely for say $30 million or $50 million. 

Pushing past the point at which you can achieve a strategic exit, in search of a financial exit possibly actually 

reduces the value of the company for a time, as the management has to be changed from one of technical 

development to one that is sales orientated. It absorbs a large amount of capital, and changes the 

characteristics of potential acquirers, from those who are willing to acquire intellectual property to exploit 

themselves to one who are simply acquiring an annuity of future income. 

For each investee company investors must therefore understand the likely positioning of the exit value Gap. 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Understand the realities of follow-on funding 

 

Angels need to understand how much capital is likely to be available within their local community to support 

their proposed investments through to the point of exit. Each geography is different, with differing levels of 

available government, bank, fellow Angel and venture capital funding. Business Angels often overestimate 

the likelihood of them being able to get follow-on funding, particularly from venture capital funds. 

 

This is the case even in United States, possibly the most developed capital market in the world. In 2011 there 

were estimated to be some 66,000 Angel deals, and 3700 VC deals. Most Angel backed deals do not receive 

follow-on VC funding. 

 

Before making a first investment Angels should have a realistic expectation of how much capital they can 

actually secure. This assessment is likely to result in many opportunities, particularly for example within 

drug development, simply being out with their ability to provide the capital required to get to a potential exit. 

 

Discount IPO as an Exit Opportunity 

 

In 2011 there were 262 IPOs in the United States on both the main and NASDAQ markets. Setting this 

number against the 66,000 Angel deals done in the same year, and the likely capital requirement to get to a 

potential IPO, explains why most Angels will completely discount the possibility of an IPO as a credible exit 

strategy. 

 

Appreciate the “Good News” for Angels that Less Cash is now Needed to Create Desirable Companies 



 

 

Open-source and cloud infrastructure combined with cheap hardware means that start-ups need less to reach 

break even and achieve an exit. (see for example www.gigaom.com/cloud/how-computing-impacts-the-cash-

needs-of-startups). 

 

In her resent book “Startup, the complete handbook for launching a company for less”, (Essential Books, 

2010) Elizabeth Edwards suggests that: 

 

“The cost of starting a business has radically decreased over the last decade. In 2000, the average cost to 

launch a technology start-up was $1,000,000. Today, it’s about $50,000.”  

The need for less cash means that good exit returns can be achieved at lower exit valuation. These are the 

deals that Angels should be looking for. 

Understand the Realities of Exit Values 

 

We are used to entrepreneurs having unrealistically large expectations as to the value of their business at the 

point of investment. Most Angel investors have unrealistic exit expectations. These are fed by the reports of 

large, usually web based, IPOs in the USA, or headline grabbing acquisitions by the likes of Google of 

AdMob for $750 million or ITA Software for $700 million. The reality is that even in United States the 

average merger and acquisition transaction is much lower, though at $75 million still attractive. 

Unfortunately the median value for M&A transactions in the United States is $18.2 million. In United 

Kingdom 50% of technology company acquisitions are for less than £25 million. 

 

It is vital that Angel investors understand the realistic likely exit values for their geography. If they do not it 

is very likely that too much capital will be pumped into a business, at too high a valuation before creating 

something that acquirers actually want to buy. Many companies have been over capitalised and as a result 

whilst they could be exited, those exits will not produce a sensible financial return for either the entrepreneur 

or the investor. 

 

Understand who is purchasing companies in you are geography 

 

Looking at the top 10 technology companies in the world, the likes of Apple, Cisco, Google, Hewlett-

Packard, Intel, Microsoft etc, 80% of their acquisitions are within the USA. That means only 20% of their 

acquisitions are in the rest of the world (and around 3.5% are inside Israel!). 

 

Entrepreneurs and Angels need to understand the importance of geography in the exit process and the 

possibility that in order to achieve an exit at the highest value the company may need to move, or certainly 

may need to appear to be more, say, “American” than it really is. 

 

http://www.parapundit.com/archives/006235.html
http://www.parapundit.com/archives/006235.html
http://www.gigaom.com/cloud/how-computing-impacts-the-cash-needs-of-startups
http://www.gigaom.com/cloud/how-computing-impacts-the-cash-needs-of-startups


 

 

For smaller and more geographically distant countries this may mean that whilst the heart of the companies 

research and development remains local the public persona of the company, and in particular its sales 

operations, may need to look more like the nationality of the potential acquirer. 

 

To VC or not to VC? 

 

Even when additional rounds of funding via a venture capital firm and are available the entrepreneur and the 

Angel investor should consider very carefully whether or not to take this money. 

 

A key theme of Basil Peters book, “Early Exits”( Early Exits, The First Book on Exits for Entrepreneurs and 

Angel Investors", Basil Peters, Meteor Bytes Data Management Corp, Canada, 2009) is that as venture 

capital funds have grown larger so have their individual deal sizes, with the result that the average amount 

invested by a venture capital firm prior to an M&A exit has risen from around $5 million in 1996 to over $25 

million in 2008. This means that to get the same return on capital an exit 5 times larger is required. 

 

The time taken from a VC financing to an M&A exit has doubled. This is reflected in the lifetime of VC 

funds where the average 10 year fund is now running for more than 14 years. Basil suggests that venture 

capital funds would rather take no exit then take an exit below the hurdle rate target that would trigger there 

are carried interest. 

 

Given that once the venture capital firm has invested they will control the terms and timing of any exit, he 

concludes that taking in VC money to a company is likely to increase the time to exit by at least seven years, 

and is likely to reduce the potential return to the Angel investor, both as a result of the dilation factor and the 

possibility of the VC simply not wishing to take an exit that would fail to meet their hurdle rate IRR even 

though it would perhaps have provided an attractive 5X return to the Angel. 

 

“If you think your company might be a candidate for an exit in three or four years, in the most common 

valuation range of under $30 million, you just can’t let a VC invest.”  

 

Before committing to an investment Angels need to consider whether they are prepared to take the additional 

risk of investing alongside a venture capital fund. This decision will significantly influence the type of deals 

that the Angel or the Angel group can look at. 

 

At the 2010 American Angel capital Association meeting 26% of the Angels present said that they would 

never do a deal that would need venture capital funding prior to a potential exit. 48% said that they would 

sometimes consider an investment that would require VC funding prior to a potential exit. 

 

Archangels, Scotland largest and oldest angel group, only does deals that they believe they can fund without 

VC’s to an exit. 



 

 

 

OhioTech Angels will do deals that require VC funding in the medical device space, as they recognise that 

as a group, and even by syndicating with other angel groups in Ohio, they do not have sufficient capital to 

take a medical device company through to an exit. They have a due diligence process to select which VCs 

they will work with, which includes asking the VC if they have ever  lead an investment round or ever lead 

(or had) an exit. 

 

For other deals, for example in the ITC space, OhioTech look for ones that will not require VC funding. 

They believe they do have the fire power to see these through tor exit. 

 

Before proceeding with a deal – confirm alignment with entrepreneur. 

 

Before proceeding with an investment the Angels should ensure that they have a common expectation of exit 

realities with the entrepreneur. It is inappropriate for the Angels to make an investment into a company with 

the expectation that they may achieve a “successful” exit of around $30 million, when the entrepreneur 

believes that they can sell the company for $200 or $300 million. 

 

This alignment of expectations should take place before the company pitches to the group and certainly 

before due diligence is entered into. It is likely to be a difficult conversation and should be evidence-based. 

The Angel group should collect data of all exits in the geography and within the industry to show the reality 

of exits to the entrepreneur (who is likely only to have ever read about the big ticket numbers apparently 

being achieved in Silicon Valley). 

 

At the first meeting with an entrepreneur, John Huston of Ohio Tech Angels and a former chairman of the 

ACA, asks the very specific and direct question: 

“if we invest in your company we all worked really hard with you so it can be sold in 3 to 5 years and 

generate cash proceeds for you personally of $3 million $5 million after taxes. Is that an adequate outcome 

for you and your family?”  

If the answer is “no, we aim to sell $400 million”, John quietly advises them where the airport is and wishes 

them well in their quest in Silicon Valley. 

 

Term Sheet and Legals 

 

Structure the Deal to facilitate an Exit. 

 

There are a variety of terms that should be in any investment agreement to ensure that there are as few 

problems as possible when it comes to the exit. Some of these are: 

 

 Warranty provisions  



 

 

o an upfront understanding of who within the investor group, if any, are going to give 

warranties. Venture capital firms usually refuse. Will all of the Angels involved in the 

investment agree a common position? 

 Drag / Tag Along 

o don’t let a minority investor or other shareholder hold the deal to ransom. 

 Information rights 

o make sure that the board, and the investor group, are notified about all approaches for 

acquisition when they are received. 

 Board structure 

o ensure that the investor group has the ability to change non-executive directors when the time 

comes. Very often the investor group will put a domain specialist in place to watch over the 

early stages of the company’s development. When it comes to exit you need to remove that 

person, without causing aggravation, and replace them with a transaction specialist. 

Somebody who knows how to get a company bought. 

 Investor controls 

o the investor controls, the things the company can do without the investors permission, need to 

ensure that the company doesn’t do anything dumb that prevents an exit. For example 

entering into a 25 year lease on office premises. 

 Investor Majority 

o where you have more than one investor, be it within an Angel group or a less formal 

syndicate, ensure that you have worked out how the group make will decisions. You do not 

want one minority investor holding up a deal or getting in the way. This is not majority voting 

for the company as a whole but majority voting within the subset of investor shares. 

 Incentive / share option schemes 

o providing employees with incentivise through share ownership is all very well, but it tends to 

get in the way of a smooth exit process. Share options should only be exercisable at the point 

of exit and those holding them should not need to be involved in the process or give any 

permissions. 

 Restrictive covenants 

o particularly where the value of the business lies within its people ensure at the time of the first 

investment that all contracts of employment contain the appropriate restrictive covenants for 

those key employees necessary to stay with the business upon exit to be “locked in”. You 

don’t want to be renegotiating contracts of employment and restrictive covenants whilst you 

are negotiating the exit. 

 

Post Investment Monitoring and Mentoring 

 

Drive the exit from within post investment. 



 

 

“Ten years ago we asked the entrepreneur about exits in a general manner to ensure that there was 

alignment of purpose between the Angels and the CEO – that they did intend to seek an exit at some point 

in the future, and was not simply going to be looking to buy out the investors himself. Now (having 

achieved so few profitable exits) we are driving the exit post investment”. (Frank Peters of Tec Coast 

Angels in San Diego (2010)). 

It is appropriate to consider exit in relation to virtually all decisions that the company is going to make post 

investment. That is because we are going to concentrate on building “acquirer value”, something which is 

of key strategic value to the person who is going to pay the largest amount of money possible for our 

business, as opposed to building “shareholder value” which tends to be reflected in the value of our balance 

sheet or some perceived value derived from a multiplier of our turnover or profit. 

For example when considering which new territory to open up for sales, whilst the one which is easy is to 

penetrate, and with the highest margin, may at first seem to be the most obvious to go for, the real answer is 

to go to the market that are potential acquirer most cares about. What is the point of devoting resources to 

building up sales channels in, for example, Chile, if none of the potential acquirers cares about Chile, but 

would have been really interested if there were sales in Texas? 

Change the thinking of the board by asking “added value exit questions.” Don’t ask “what new customers 

did we get last month”, ask instead “what new customers did we get last month that our potential acquirers 

care about?”. 

 

Have a Written Exit Strategy, and Keep It Up-To-Date 

 

Before the deal is done, there should be a clear roadmap to the potential exit. This should have been subject 

to appropriate due diligence, with the entrepreneur asked:  

 

“What are the five most likely strategic cash bidders for our business in 3 to 5 years? What will we have had 

to achieve in terms of product development, clients and revenues to attract those bidders? How much cash 

and how much time is it going to take us to achieve those targets?” 

 

Post investment this needs to be updated as new intelligence is gathered regarding who the potential 

acquirers might be, and what they remain interested in. Actual transaction activity should be gathered and 

highlighted at board meetings. This will help to maintain a common focus and an understanding of the 

reality of what value may be achieved from a successful exit. 

 

Angel Groups should appointment an “Exit Coach” 

 

 The primary role of an exit coach is to assist the CEO and Board of the groups investee companies with: 

 



 

 

 The development maintenance of, and alignment around, a written exit strategy. 

 An estimation of selling price and probability of success. 

 A realistic plan, budget and timeline to complete the exit. 

 Identification of specific action items necessary to complete the sale. 

 The selection of the M&A Advisor and other members of the exit team. 

 

Collect Data  

Angel groups should collect data on exits achieved within their region and internationally in order to 

“educate” themselves and entrepreneurs as to the realistic likely exit values they can expect. This will 

directly influence the entry valuation and the appropriate lifetime capital requirements for each plan, as well 

as ensuring that all parties go into the deal with a common vision and ambition for the future. 

Access to local data is the most effective antidote to the over influence of “The Valley”: 

“Entrepreneurs come with anecdotes of huge exits chronicled by the media, but the plural of anecdote is 

not evidence. 

We counterbalance unbridled hope and delusional optimism with the reality of eleven years of historic 

Ohio data” 

(John Huston, Founder of OhioTech Angels & former ACA Chairman)  

 

Manage the Exit Transaction 

Basil Peters suggests that  

“The business valuation can increase by 50 to 100% just because you sell the business well.” 

(http://www.exits.com/blog/selling-a-business-can-increase-the-final-value-by-50-or-more/#comments) 

Getting the basic process right, and involving the right people, in the last few months of a company’s life 

leading up to an exit, could double the value that was created in the preceding say 5 years! 

Advise on how to maximise the effectiveness of the management of the exit process includes:  

 The CEO of the company should not be involved in the exit directly but should concentrate on 

keeping the business going. 

 The “domestics” (i.e. having contracts in order and ready for diligence) have to be in order for a 

company to be in a position to exit.   

 Use of an agent or broker should be considered. This may be useful both in relation to finding a 

purchaser and in running the deal itself. 

 

http://www.exits.com/blog/selling-a-business-can-increase-the-final-value-by-50-or-more/#comments


 

 

Exit Management is about Minimizing Losses as well as Maximizing Gains 

The “Good Failure” 

The expression “failing upwards” has been used to describe the situation where a negative exit is properly 

managed to minimize losses, maximise potential tax write-off and minimize reputational loss on all sides. 

Angels recognise that failure is part of the game. Statistically they will have to manage more failures than 

successful exits, and therefore to maximise total portfolio returns it is appropriate to devote effort to the less 

successful companies as well as the stars. 

Too often when it comes to closing a business down the process is not managed properly and opportunities 

for minimising losses are not taken. Angel should always look to manage a “good failure” both in order to 

minimise their financial losses and to minimise their reputational losses. Time should also be taken to 

analyse what went wrong and to work out what lessons can be taken and applied to other investments. 

Fail Fast - Managing Zombies 

A company in the “living dead” category is typified by a business that has not realized its initial promise but 

is continuing as a “lifestyle” company, possibly providing a reasonable living for the management, but 

providing little possibility of a return to the investors. 

All too often Angels allow these companies to continue, often because they fear their personal reputation 

will somehow be damaged by admitting that the company is not as successful as had been hoped. 

Angels should actively cull these out of their portfolio to free up the capital and time commitments trapped 

within them. This would most likely through the construction and negotiation of a management buy-back or 

share transfer to management, in order that the capital can be redeployed in new, more promising 

opportunities. 

The use of “non embarrassment” clauses in the sale back agreement can help reassure angels that they will 

not lose out on an unexpected windfall exit just after selling their investment to management for $1. 

Conclusions 

Exit Planning gives you Options 

In his book “The Startup Game” William Draper describes a meeting he had in London back in 2005 with 

two young men, Niklas Zennstrom and Janus Friis, about the future of their company. The two entrepreneurs 

were looking for advice as to what to do next: 

 Take the offer they had received for the business 

 Secure more money and go on the acquisition trail 

 Grow organically 



 

 

Draper had been one of the first seed investors in the company in 2002. 

When the entrepreneurs eventually decided to accept the eBay offer for Skype of $2.6 billion Drapers initial 

investment showed a 1,000 X return. Not bad for three years work. 

A great investment story – yes. But perhaps not because of the massive return on investment. By now we are 

all surely used to receiving a 1,000 x uplift on our investments. 

It’s a great story because the company and the investors were able to have a conversation about their choices 

– sell, get more funding or grow organically. 

They had built a company that understood its value in the market, that was an acquisition target for some, 

and others that wanted to fund, giving them the capital capacity and nerve to consider not taking the $2.6 

billion. 

Unfortunately too few companies have been built in a way that leaves them such a choice. Or any choice. 

The more normal scenario is that it's taking longer than expected to hit the next milestone or land the 

customer that will allow them to get to breakeven cash: 

 The cash is running out fast 

 The investors are tired 

 Prospects of another round of funding are non-existent 

 The burn rate is too high, but they can’t cut staff or they will look even weaker. 

 They have not created anything that a future funder or acquirer cares about. 

 The dream of the start-up a few years ago has become a nightmare. 

 

Such companies become part of the 56% that Wiltbank identified as failing to return investment.  

You can avoid investing in such companies, and instead join the 9% that hit 10x and above, by developing 

and driving an Effective Exit Strategy. 

 

Happy and Prosperous Investing. 
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