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ANGEL DIRECTORS PLAYBOOK (ADP) INTRODUCTION  
 

Investors owning shares of Publicly Traded Companies (PTCs) only have two opportunities to affect 
their returns:  Deciding when to buy their shares, and then when to sell them.  In the interim they 
merely observe the company’s performance, changes in the economy, and the fluctuations in the 
share’s price. 
 
Conversely, investors who own shares of Angel-Backed Companies (ABCs) can have a profound impact 
on companies’ fortunes while holding their shares, especially if they are a Board member. 
 
Angel investors frequently assist their portfolio companies, but those who serve as Directors can have 
the greatest influence.  The goal of this document is to assist Directors of OTAF’s investees as they 
strive to drive lucrative exits from the Boardroom. 
 
The scope of this document is limited to the Post Investment Management (PIM) strategies and tactics 
which our Directors can apply during the holding period.  OTAF fulfills many steps before making its 
initial investment, such as performing due diligence, negotiating valuation and deal terms, executing 
the investment documents, and syndicating the financing round.  All these actions are beyond the 
scope of this document.  OTAF members can visit our Basecamp document library for materials which 
address these subjects. 
 
We have separated our Angel Directors Playbook (ADP) into two categories of PIM activities:   
 
Part 1:  “The ABCs’ of being a Director of Angel-Backed Companies’ (ABCs):”  This is a compendium of 
materials which cover the most prevalent issues facing OTAF Directors, ranging from understanding 
and mitigating the risks attendant to being a Director, to taking full advantage of the special IRS tax 
treatment of angel returns.  The challenges of replacing the CEO and expertly dissolving a failed 
venture are also covered.   These board room basics serve as the foundation for Part 2. 
 
Part 2:  “The Strategic Value Plan (SVP):” This methodology’s steps are explained.  The goal is not to 
proselytize for the “build to flip” approach to angel investing.  Instead the methodology provides a 
framework for allocating resources to most efficiently build strategic value in the minds of potential 
acquirers.  However, this does not imply the BOD should seek an exit at the earliest possible moment 
unless it clearly optimizes shareholders’ returns.  Implementing the SVP provides more options sooner, 
but does not dictate the best time for a liquidity event, which is obviously one of the BOD’s most 
important responsibilities. 

 
 
DISCLAIMER: Nothing contained herein is intended to be, nor should be construed as, providing legal, 
accounting, or investment advice.  We are merely highlighting such topics so that our members will 
become sufficiently curious to engage their own professional advisors in these fields.  Early stage 
investing involves a very high risk of complete loss and may only be appropriate for accredited 
investors. 
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Part I 
Boardroom Basics 



Composition of OTAF Investees’ Boards of Directors 
 

OTAF’s standard term sheet stipulates: 
Board of 
Directors: 

The Board of Directors will consist of five individuals:  Two of which shall be 
selected by the Common Stock owners (usually founding management team); two 
shall be designated by the Preferred Stock owners, one of which shall be designated 
by OTAF (“OTAF designee”); and one independent director to be nominated by 
Series A Directors and approved by the Company.  Should OTAF relinquish its Board 
position at some future date, OTAF shall continue to have Board observation rights.   
If the OTAF Manager or OTAF Director is not the “OTAF designee”, then one 
observation right will be shared by the OTAF Manager and OTAF Director. 

Directors and Officers insurance and Director Indemnification Agreements are 
required to be put in place within 60 days of Closing.  Non-management Director 
compensation (in the form of stock options) will be required at the level of 1% each, 
subject to a 36-month vesting schedule recommended by the Compensation 
Committee and approved by the Board of Directors. 

The Company will establish a Compensation Committee of the Board of Directors 
(the “Compensation Committee”) whose mandate is to recommend senior 
management and Director compensation to the Board.  This Committee will be 
comprised of three members:  the OTAF designee; one designated by the Common 
Stockholders, and the one independent Director.  The approval of the Board of 
Directors, including the vote of both Preferred Stock directors, shall be required to 
approve any contract or transaction with any Affiliate of an officer, director or 
principal shareholder of the Company. 

It is expected that the Board of Directors will elect a Non-Executive Chairman within 
six months of Closing.  

Why OTAF Requires a Board Chairman 

OTAF’s Term Sheet states: “It is expected that the Board of Directors will elect a 
Non-Executive Chairman within six months of the Final Closing.”  The duties of the 
Board Chair warrant additional compensation ¼ to ½ % additional common stock 
ownership via options and include the following : 

• Leading the performance evaluation of the CEO, and when necessary, 
terminating the CEO 

• Running  the CEO search committee 
• Leading the recruitment of the Independent Director 
• Removing a fellow Director who is under-performing 
• Assembling the BOD meeting agenda (ensuring all Directors have the 

opportunity to suggest topics prior to the meeting day)  Note:  Often the 



CEO performs this function which is fine so long as input from all the 
Directors is solicited before the agenda is circulated. 

• Conducting the BOD meetings (keeping the discussions at the strategic 
level) 

• Deciding when to go into Executive Session 

 



CONSIDER THESE FACTORS BEFORE BECOMING AN OTAF DIRECTOR 
 

RISKS: 
• Reputation Risk:  Assume your investment in this venture is a “Perfect Loss” as 

described below.  When this venture fails how will your reputation suffer?  Will it hurt 
your chances of joining other BOD’s?  Remember that your bio will be used in the 
company’s materials and will be widely distributed. 

 
• Litigation Risk:  How likely is it that you will be sued?  Is the D & O coverage adequate?  

Will you receive a Directors Indemnification Agreement?  
 

• Relationship Risk:  Who are the sidecars, the other angel groups and VC’s involved?  Will 
your reputation as a savvy co-investor and Director be tarnished when this venture 
fails? 
 

COST/EFFORT: 
• Estimate your likely pro rata investment amount in future financing rounds.  Are you 

prepared to invest more even if the company’s progress is disappointing, yet they are 
raising another round?  What if it is a convertible note “band-aid” round? 

 
• How much effort must you expend attending BOD meetings, both in person and 

telephonically?  What is the BOD’s minimum attendance requirement?  Expectation? 
 

• Is the chemistry among the Directors excellent or will the meetings be uncomfortable 
and unfriendly?  Have these Directors experienced troubled ventures before? 
 

• How likely is it that the BOD will have to replace the CEO prior to the exit?  If there is no 
Board Chair, are you willing to lead this initiative? 
 

• What exact tasks will your fellow Directors expect you to handle, other than leading the 
VC and Investment Banker selection process? 
 

• If you resign, presume that you will be expected to recruit your OTAF replacement. 
 

• You will have to re-read the investment documents to be familiar with the conditions to 
closing and OTAF’s voting block regarding the Protective Provisions. 
 

REWARD: 
• Calculate your likely exit proceeds with and without any Director’s equity compensation.  

Is the compensation adequate for all the hard work your Board service will require?  Do 
you have the time?  



 
• What is the cash compensation per meeting (in person and telephonic?  Committees?) 

 
• Assuming you will be fully vested your 1% ownership stake at the time of the exit, what 

will be your likely exit payday?  (Use our CEO Payday Calculator) 
 

 
“The Perfect Loss: I merely lose 100% of my investment; take the tax deduction, suffer no 
ongoing tail of litigation; no wind-down expenses, no media coverage, no damage to my 
reputation or my relationships with co-investors……and it is a “productive failure” because the 
entrepreneur, management team and investors all learned lessons which will increase their 
likelihood of success in their next venture.” 



BUSINESS JUDGMENT RULE:  DIRECTORS’ PRIMARY PROTECTION 
 

Overview:   If the plaintiff can show that an action should not be protected by the business 
judgment rule (such as when a director decides to give over a certain percentage of the 
company's profits to charity (duty of care violation) or lines his/her own pockets with 
company's money (self-interest/duty of loyalty violation)), then the burden will shift to the 
defendant to show that the action meets the burden of good faith/rational decision. In many 
cases, it is relatively easy for a director to find some rational reason for his actions and, with the 
courts using the business judgment rule, the case will likely be dismissed (U.S. courts disdain 
getting involved in business matters). 

The business judgment rule is a United States case law-derived concept in corporations law 
whereby the "directors of a corporation . . . are clothed with [the] presumption, which the law 
accords to them, of being [motivated] in their conduct by a bona fide regard for the interests of 
the corporation whose affairs the stockholders have committed to their charge".[1] 

To challenge the actions of a corporation's board of directors, a plaintiff assumes "the burden 
of providing evidence that directors, in reaching their challenged decision, breached any one of 
the triads of their fiduciary duty — good faith, loyalty, or due care".[2] Failing to do so, a plaintiff 
"is not entitled to any remedy unless the transaction constitutes waste . . . [that is,] the 
exchange was so one-sided that no business person of ordinary, sound judgment could 
conclude that the corporation has received adequate consideration".[3] 

Given that the directors cannot ensure corporate success, the business judgment rule specifies 
that the court will not review the business decisions of directors who performed their duties (1) 
in good faith; (2) with the care that an ordinarily prudent person in a like position would 
exercise under similar circumstances; and (3) in a manner the directors reasonably believe to be 
in the best interests of the corporation.[4] As part of their duty of care, directors have a duty not 
to waste corporate assets by overpaying for property or employment services. The business 
judgment rule is very difficult to overcome and courts will not interfere with directors unless it 
is clear that they are guilty of fraud or misappropriation of the corporate funds, etc.[5] 

In effect, the business judgment rule creates a strong presumption in favor of the Board of 
Directors of a corporation, freeing its members from possible liability for decisions that result in 
harm to the corporation. The presumption is that "in making business decisions not involving 
direct self-interest or self-dealing, corporate directors act on an informed basis, in good faith, 
and in the honest belief that their actions are in the corporation's best interest."[6] In short, it 
exists so that a Board will not suffer legal action simply from a bad decision. As the Delaware 
Supreme Court has said, a court "will not substitute its own notions of what is or is not sound 
business judgment"[7] if "the directors of a corporation acted on an informed basis, in good faith 
and in the honest belief that the action taken was in the best interests of the company."[8] 
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Duty of care and duty of loyalty:  Although a distinct common law concept from duty of care, 
duty of loyalty is often evaluated by courts in certain cases dealing with violations by the board. 
While the business judgment rule is historically linked particularly to the duty of care standard 
of conduct,[9] shareholders who sue the directors often charge both the duty of care and duty 
of loyalty violations. 

This forced the courts to evaluate duty of care (employing the business judgment rule standard 
of review) together with duty of loyalty violations that involve self-interest violations (as 
opposed to gross incompetence with duty of care). Violations of the duty of care are reviewed 
under a gross negligence standard, as opposed to simple negligence. 

Consequently, over time, one of the points of review that has entered the business judgment 
rule was the prohibition against self-interest transactions. Conflicting interest transactions 
occur when a director, who has a conflicting interest with respect to a transaction, knows that 
she or a related person is (1) a party to the transaction; (2) has a beneficial financial interest in, 
or closely linked to, the transaction that the interest would reasonably be expected to influence 
the director's judgment if she were to vote on the transaction; or (3) is a director, general 
partner, agent, or employee of another entity with whom the corporation is transacting 
business and the transaction is of such importance to the corporation that it would in the 
normal course of business be brought before the board.[10] 

Standard of review 

The following test was constructed in the opinion for Grobow v. Perot, 539 A.2d 180 (Del. 
1988), as a guideline for satisfaction of the business judgment rule. Directors in a business 
should: 

• act in good faith; 
• act in the best interests of the corporation; 
• act on an informed basis; 
• not be wasteful; 
• not be involved in self-interest (duty of loyalty concept plays a role here). 

DUTY OF CARE 
 
1)  You receive adequate information early enough to enable you to make good decisions at the 
BOD meetings. 
2)  Agenda:  You add items of concern to you. 
3)  Attendance:  You understand the attendance expectations and meet them, or offer to 
resign. 
4)  Proper Inquiry:  You never hesitate to inquire into noteworthy situations…..both when 
performance is off track, and when it vastly exceeds expectations.  (Regarding the latter, recall 
the demise of AIG because Directors did not delve into the reasons behind the astonishing 
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success of their Credit Default Swap office in London, which eventually sunk the entire 
company!) 
 

DUTY OF LOYALTY 
 
1)  You must exercise your Director power in the interests of the Company and not in your own 
interests, or the interests of OTAF.  This means you have a duty to reprimand VC Directors 
obviously acting mainly on behalf of their firm. 
2) You cannot use your corporate Director position to make a personal gain or profit: 
 a)  If you have a conflict of interest, full disclosure to your fellow Directors is mandatory 
 b)  If a “Corporate Opportunity” exists, you cannot pursue it until it has been made 
available to others and your fellow Directors are made aware. 
3)  Duty of Good Faith:  You must act in a reasonable and deliberate manner, and in the best 
interests of the corporation.  (Did you disregard any obvious, known, significant risks?) 
4)  Confidentiality:  Here OTAF Directors must be exceedingly cautious!  Although we may want 
to circulate BOD information to our sidecar investors, the safer course of action is to encourage 
the CEO to provide regular updates.  Ideally, these will be promulgated by him/her after each 
BOD meeting or on a regular schedule.  This precludes our Directors having to decide what is 
too confidential to divulge. 
5)  Speak with one voice outside the Boardroom:  The duty of care and loyalty requires you to 
abide by the decision of a majority of the BOD.  The BOD should speak with one voice outside 
the Boardroom or not at all. 
 a)  If you disagree with the majority decision you should have your negative vote 
recorded in the minutes, and, when appropriate before the final vote, request that the issue be 
reconsidered or revisited in the future after more research and deliberation. 
 b)  If you believe the BOD’s decision will result in a material breach of fiduciary duty or a 
violation of law then you must emphasize this in the Boardroom.   In egregious cases you may 
have to subsequently alert all shareholders (after receiving legal counsel’s guidance).  In all 
other cases, what’s decided by the BOD should be supported by all Directors and the positions 
of specific Directors not mentioned.  
 
 
CONSIDER:  While it is often easier to give OTAF sidecars an update after a BOD meeting, it is 
wise to keep all shareholders equally apprised, which means the CEO should provide the 
updates. 
 
------------------------------------------------------------------------------------------------------------------------------- 



OBSERVER SEAT VS. DIRECTOR SEAT 
 

Board Seat: 
• Duty of Care; Duty of Loyalty 
• Legal liability (D & O; DIA) 
• Compensation (1% common stock via vesting options, modest meeting fee) 
• Must evaluate CEO (and replace if needed) 

 
Observation Seat: 

• No responsibilities 
• No compensation 
• Involvement can range from no information and remaining silent, to only difference 

being no vote and cannot attend Executive Sessions 
• See the Observation Rights Agreement 
• Might stipulate an Observer seat when no longer a Director  
• OTAF’s Term Sheet states: “Should OTAF relinquish its Board position at some future date, 

OTAF shall continue to have Board observation rights.   Whenever neither the OTAF Manager nor 
the OTAF Director is the “OTAF designee”, then one observation right will be shared by them.” 
 

-----------------------------------------------------------------------------------------------------------------------------------------
-CONSIDER:  If you are currently a trusted advisor to the CEO then you may be more valuable to him/her 
if you avoid taking a Director seat in lieu of an Observer role.  This is because as a Director you will be 
evaluating the CEO’s performance, setting compensation, and perhaps joining other Directors in urging 
the CEO to take certain actions. 
------------------------------------------------------------------------------------------------------------------------------- 
 

Board Observer Issues 
 

1)  If VCs are needed for an exit, presume that all angel Directors will eventually be replaced, which 
suggests codifying the right to an Observer seat is wise.  Notice OTAF’s generic term sheet provision:   
 
The Board of Directors will consist of five individuals:  Two of which shall be selected by the 
Common Stock owners (usually founding management team); two shall be designated by the 
Preferred Stock owners, one of which shall be designated by OTAF (“OTAF designee”); and one 
independent director to be nominated by Series A Directors and approved by the Company.  
Should OTAF relinquish its Board position at some future date, OTAF shall continue to have Board 
observation rights.   If the OTAF Manager or OTAF Director is not the “OTAF designee”, then one 
observation right will be shared by the OTAF Manager and OTAF Director. 

2)  It is not uncommon for VCs to require an Observer seat in addition to their BOD seat.  In this case our 
CEO might suggest that the Observer must be “mute” to avoid “piling on” during important discussions. 
 
3)  Observers’ Rights can be codified in an Observers Rights Agreement, but they basically are 
along a continuum of these gradations: 



 A) Mute:  Sit in the back row and remain silent.  May or may not receive any BOD materials 
prior to the meeting.  No notes can be taken.  Truly a silent observer. 

 B)  Middle of the Road:  Receive the BOD materials along with the Directors, but have no 
input into the BOD agenda.  Not encouraged to make any comments, but might make a few 
during the meeting. 

 C)  Active Observer:  The only way a fly on the wall could detect who is an Observer and 
not a Director would be when a vote is cast. 



DIRECTOR COMPENSATION 
 
Note:  The comments below pertain solely to OTAF’s Director. (Management and VC Directors 
should not receive compensation since they are receiving salaries or management fees for their 
work.)   OTAF’s generic term sheet mentions that compensation for OTAF’s Director is 
expected.  However, this is an issue to be negotiated between the CEO and the OTAF Director.  
Although OTAF would prefer all our Directors receive compensation, clearly Directors can 
decide to either waive compensation or demand more recompense.  Below are OTAF’s 
guidelines, which are based on several national studies. 
 
Expected Attendance:  Many BODs expect a 75% attendance rate including the annual meeting 
which is mandatory.  The mix of telephonic and in- person meetings will vary by BOD, based on 
the number of out of town Directors.  The most prevalent approach seems to be to hold four in 
person meetings and the other eight being telephonic. 
 
Expenses:  All Directors should be reimbursed for travel expenses, although most OTAF 
Directors waive mileage. 
 
Cash Compensation:  The goals of paying Directors to attend meetings are to encourage them 
to miss fewer meetings, and to appeal to their sense of fairness, thus encouraging them to be 
better prepared when they attend. 
 

 a)  In person attendance:  The most prevalent fee is $500 per meeting, although it has 
ranged from $250 to $1,000, depending upon the number of BOD meetings/year.  
Another approach is to set an annual Director fee (generally from $2,500 to $5,000) 
regardless of the number of meetings scheduled or attended.  OTAF prefers a per 
meeting fee of $500 minimum. 

 b)  Telephonic attendance:  Often no fee is paid to our Directors if they merely dial in 
when it is an in person meeting.  This obviously encourages them to attend and 
therefore is OTAF’s preference.  The exception is when Directors are physically distant, 
making frequent attendance practical, which is often the case with the Independent 
Directors.  

 c)  Telephonic BOD meetings:  Directors are rarely paid to participate in BOD meetings 
which are scheduled to be solely telephonic. 

 d)  Committee meetings:  Meetings of the Audit and Compensation Committee should 
be compensated at lower levels than the regular BOD meetings.  Typical compensation 
for these meetings ranges from zero to $250/meeting. 

 e)  BOD Chairman Role:  Often the Chairman of the Board will be compensated more 
than others for attending BOD meetings.  This is warranted because he/she expends 
time soliciting agenda items from the Directors, and ensuring the final agenda and 
materials are promulgated well in advance of the meeting.  Furthermore, it falls to the 
Board Chair to conduct the termination conversation with the CEO and to lead the 
resultant interviewing process to find the best replacement.  Rather than receiving 



additional cash compensation per meeting the Board Chair usually receives more 
options (often an extra ¼ of 1% ownership). 

 
Equity Compensation:  To ensure the OTAF and the independent Directors are incented to 
achieve a lucrative exit it is essential they receive options to augment any personal investment 
they will likely have made in the venture.  Remember that all sidecar investors will benefit from 
a lucrative exit, yet it is OTAF’s Director who will work extra hardest to make this a reality.  Not 
providing them any incentive above their own personal cash investment is woefully inadequate, 
and would make it difficult to recruit members to fill our BOD seats.  Considering the potential 
Director liability (regardless of the extent of the D & O coverage and the Directors 
Indemnification Agreement) makes it seem simply preposterous to expect our members to be 
Directors without being rewarded for the Buyers Value they are expected to build via their 
voluntary BOD service. 
 

 a)  The options should not be different from the options used to incent members of the 
management team.  There is no need to craft a separate Directors option program. 

 b)  The vesting period for most employee option programs is two, three or four years.  
For OTAF Directors this means they may not become fully vested due most usually to 
losing their BOD seat when VC’s join the Cap table. Note:  OTAF Directors must be aware 
of their own vesting schedule and be sensitive to the potential allegation that it was a 
consideration when discussions to raise a VC round were underway. 

 c)  OTAF expects that its Directors will be granted approximately a 1% ownership stake 
via the option pool.  It is not expected that these options will be refreshed when future 
rounds are raised (although this may be highly appropriate as an extraordinary exit 
nears).  Therefore, at the time of the exit, our Directors will rarely reap 1% of the exit 
proceeds. 

 d)  All options should immediately vest upon a change of control. 
 e)  It is common to reward the Board Chair with at least an additional ¼% for fulfilling 

those duties. 
 f)  Our Directors serving on the Boards of LLC’s will obviously receive Profit Interest 

Units, which are substantially different from Options.  They should consult their 
personal tax counsel. 

 
Note:  Regarding Advisory Boards, Medical Advisory Boards, and Board Observers:  These may 
receive some compensation but it should be minimal compared to that of OTAF’s Directors.  
Board Observers are rarely compensated and often do not receive reimbursement for even 
travel expenses. 



OPTIONS FOR ANGEL VS. VC DIRECTORS 
 
 
Across America Directors representing angel groups usually receive a 1% ownership position via 
the existing option pool vesting schedule.  However, if VC’s participate in the Series A round 
they often challenge this common understanding, stating that all Directors should be treated 
equally.  Being a Director is clearly in the VC job description and firms do not presume their 
Directors will receive any additional compensation (other than reimbursement of expenses).  
Some VC’s object to giving angel Directors any options even though doing so was mentioned in 
the term sheet.  OTAF Directors should mention these issues if they must confront VCs on this 
issue. 
 
1)  The “Free Rider” Issue:  The main issue for “group angels” is one of fair treatment among 
their members and sidecars.   

 A)  Clearly all members of the group benefit when a lucrative exit occurs.  OTAF 
members rely on our Director to help drive the liquidity event so are pleased our 
Directors are incrementally incented to do so without an ownership stake in addition to 
what they typically purchased. 

 B)  Presuming our OTAF Director is also a sidecar investor, if there is no compensation 
 for all the extra hard work (plus potential reputation and financial risk), why would 
 any of our sidecars ever take a BOD seat?  It would be safer to rely on another sidecar 
 do all the work. 
 
2)  We need to attract OTAF Directors:  Post funding, OTAF’s returns hinge largely on the 
success of our OTAF Directors in orchestrating a lucrative exit for all shareholders.  Our term 
sheet stipulates two Series A Directors.  Without compensation we will struggle to fill this 
critical role for both OTAF and our co-investing angel groups taking the second Series A seat. 
   
3)  Presuming angel and VC Directors work equally hard, providing equal equity rewards for 
angels and VC’s is quite inequitable: 

A)  The daily compensation for equal work is unequal.  Angels are donating their time 
 while VC’s are getting a salary to work alongside us at BOD meetings. 

B)  The upside potential is unequal.  When the venture has a lucrative exit OTAF’s 
Director will not receive any carried interest but the VC’s will (plus hopefully be able to 
raise their next fund to increase their management fees). 
C)   The downside financial risk is unequal. VC firms generally provide their employees 
much better litigation protection than angels receive via the standard D & O policy, 
Director Indemnification Agreements and the Indemnifications in the group’s 
documents. 
D)  The downside reputation risk is unequal.  Our Directors’ reputation among our group 
of 300+ members suffers much more than the VC’s reputation damage within his/her 
small firm. 
E)  In short, compared to VC’s, angel Directors make less and can lose more so they 
should receive additional compensation in the form of equity (plus meeting fees). 



 
4)  If the angel Director happens to be the manager of a group (therefore receiving some salary 
and upside potential), this still pales woefully compared to the VC’s carried interest and bonus. 
 
5)  Even if the angel and VC Directors received the same amount of options initially, the angel 
Director’s tenure is usually much shorter than the VC’s (who remain on the BOD much longer).  
This often makes the angel Director compensation unequal even if it starts out to be identical. 
 
6)  OTAF has realized that recruiting a seasoned “exit confederate” can measurably enhance the 
likelihood of a swift and successful exit.  How can we expect our portfolio companies to attract 
such stellar independent Directors without at least 1%, which is viewed as “market?” 
 
7)  OTAF feels it is incumbent upon our Director to keep the founders and CEO closely attuned 
to the impact of dilution.  Owning options encourages this focus.   Someone needs to be wary 
of too much VC funding.  But, if VC Directors personally receive options they may actually be 
put in conflict with their firm’s interests! 
 
 
CONSIDER:  Obviously our angel Directors are most always sidecar investors so therefore have 
their own cash at risk.  However, how much of their own cash (not LP’s cash) might their fellow 
VC Directors have at risk?  It is rather common that the partners will provide 1% of the total 
capital a VC fund raises.  So, for a $50 million fund with 5 partners contributing a combined 1% 
that means they have provided a mere $500,000 while their LPs have invested the remaining 
$49.5 million.  If after management fees the fund were to invest a total of $40 million in 
perhaps 20 ventures, then the $100,000 per partner means that the VC Director personally only 
has $5,000 at risk, which is surely less than OTAF’s angel Director.  Of course the math can be 
vastly different dependent upon the size of fund, number of partners, fee structure, and 
number of portfolio companies.  However, for entertainment it is sometimes fun to ask VCs 
exactly how much of their own cash they have invested in this company (all of which they will 
recover via their management fee, of course!) 
 
 
 



IDEAL PROFILE FOR THE INDEPENDENT (5TH) DIRECTOR 
 

Background:  Quite frequently entrepreneurs want to push a specific independent director 
candidate, even before the round is closed.  OTAF’s standard documents state that the two 
Series A Directors will nominate the Independent Director and we should always exercise this 
right.  This means that until the final close of the round, after which the two Series A Directors 
are identified, even tacitly approving the Independent Director is unwise. 

 
Ideal Characteristics:  In addition to ensuring that the candidates possess the “4 Cs” 
(Competence, Collegiality, Courage, and Character) OTAF’s Directors should strive to recruit 
those who will: 
• Share OTAF’s goal of selling the company in 3 – 5 years at a price which will yield $3 – 5 

million to the founders/CEOs. 
• Keep top management aware, aligned and focuses on requiring a relevant “Exit” agenda 

point for each BOD meeting 
• Be able to function as BOD Chair if needed 
• Display constant concern for fulfilling his/her fiduciary responsibility to ALL shareholders 
• Not blanche if the BOD feels replacing the CEO is necessary 
 
 
CONSIDER:  As an ABC matures its needs for Directors’ skills and connections change.  For 
instance, if attracting considerable angel funding will be required, then a well respected and 
active angel might be the preferred 5th Director candidate because other skills are of no use if 
the venture cannot raise more capital.  Likewise, if VC funding is a necessity, connections in that 
community might be the most relevant experience for awhile.  And, as the venture begins to 
attract interest from Targeted Strategic Bidders (TSBs), Directors with those connections and 
experience can be invaluable.  This is exactly why it is wise to have an option vesting schedule 
to cease rewarding Directors who have fulfilled their role and been replaced. 
 
 
Personal Profile: 
• Tolerance for risk, team player, willingness to both lead and support 
• Creative Thinker seeking to identify the questions which need to be asked, but are not 

obvious 
• Resourceful with exceptional influence 
• Consensus builder 
• Operates with intensity and excellence 
• Good coaching skills 
 
 General Experience: 
• 15 years business experience, preferably with several of the years being with early stage 

ventures 
• CEO or C Suite experience 



• Has made past angel investments, some of which have generated total losses 
• Prior Director experience with an ABC (Angel Backed Company) 
• Exit experience 
 
Industry Experience:  Obviously this can range from having been the person in industry to 
whom our venture will be selling, to having led the Business Development area at a TSB. 
 
 
CONSIDER:  Several studies show that those who have spent their entire career in LCA (Large 
Corporate America) have the highest failure rate when they join an ABC because they have 
been unaware of the support they had from the vast corporate infrastructure, and even the 
impact of having a globally recognized logo on their calling card.  Likewise, Directors of PTCs 
rarely have much relevant experience to shepherd an ABC to an exit. Granted they are 
experienced at “Board Hygiene” and endeavoring to have their company’s stock price rise, but 
may have no experience in selling all of an ABCs stock on one day to the highest bidder. 
 
 
 
 
 
 



HOW INDEPENDENT IS THE INDEPENDENT DIRECTOR? 
 

Background:  When recruiting the 5th (Independent) Director, the issue of “independence” 
surfaces.  There are two schools of thought: 

• If he/she makes a cash investment in the ABC’s securities “independence” has 
disappeared. 

• The payment of cash to become a shareholder is not the issue, but rather whether or 
not the Independent is a shareholder at all. 

 
Discussion:  OTAF’s term sheet mentions the 1% option grant for the outside Directors.  High 
visibility, nationally known Independent Directors sometimes assert that they cannot be seen to 
back a specific young industry player, or that their employer disallows making such investments 
in ABCs.  Also, those from the scientific and academic community often espouse concerns that 
to maintain their “independence” they are precluded from making an investment. 
 
OTAF’s Position:  Legal counsel has failed at convincing us that how a Director becomes a 
shareholder is dispositive.  Therefore, in our view, Independent Directors who receive options 
are shareholders.  If they refuse to invest cash in order to preserve their “independence” then 
they should eschew receiving options.  The intention of being “Independent” is to provide an 
impartial voice which is untainted by a presumed allegiance to either the common or Series A 
shareholders.  Of course, since ALL Directors have a fiduciary duty to ALL shareholders the 
notion of needing a Director that is anointed as “independent” is odd.  Having invested cash in 
the venture does not impact this impartiality.  OTAF would prefer all 5th Directors become 
investors, and our Directors should always explain this expectation to the candidates to fill this 
seat.   
 
Moreover, whenever a financing round is underway investors will ask about the extent of the 
Directors’ participation.  For a 5th Director to use the excuse that they cannot invest would 
embarrass the BOD due to the naiveté of such a position. 
 
 
CONSIDER:  By offering an Early Exercise Option Program the Independent Director must make 
a decision within 30 days of joining the BOD and file an 83b form plus pay cash.  This makes the 
discussion unavoidable and is another benefit of such a program. 
 
 
 
 



AMENDED AND RESTATED CERTIFICATE OF INCORPORATION OF XXXXXXXX, INC.  
(Pursuant to Sections 242 and 245 of the General Corporation Law of the State 

of Delaware) 
 

“XXXXX, Inc. a corporation organized and existing under and by the virtue of the provisions of 
the General Corporation Law of the State of Delaware (the “General Corporation Law”),  
 DOES HEREBY CERTIFY: 
 TENTH:  The following indemnification provisions shall apply to the persons enumerated 
below. 
 
1.  Right to Indemnification of Directors and Officers.  The Corporation shall indemnify and hold 
harmless, to the fullest extent permitted by applicable law as it presently exists or may 
hereafter be amended, any person (an “Indemnified Person”) who has or is made or is 
threatened to be made a party or is otherwise involved in any actions, suit  or proceeding, 
whether civil, criminal, administrative or investigative (a “Proceeding”), by reason of the fact 
that such person, or a person for whom such person is a legal representative, is or was a 
director or officer of the Corporation or, while a director or officer of the Corporation, is or was 
serving at the request of the Corporation as a director, officer, employee or agent of another 
corporation or of a partnership, joint venture, limited liability company, trust, enterprise or 
nonprofit entity, including service with respect to employee benefit plans, against all liability 
and loss suffered and expenses (including attorneys’ fees) reasonably incurred by such 
Indemnified Person in such Proceeding.  Notwithstanding the preceding sentence, except as 
otherwise provided in Section 3 of this Article Tenth, the Corporation shall be required to 
indemnify an Indemnified Person in connection with a Proceeding (or part thereof) commenced 
by such Indemnified Person only if the commencement of such Proceeding (or part thereof) by 
the Indemnified Person was authorized in advance by the Board of Directors. 
 
2.  Prepayment of Expenses of Directors and Officers.  The Corporation shall pay the expenses 
(including attorney’s fees) incurred by an Indemnified Person defending any Proceeding in 
advance of its final disposition, provided, however, that, to the extent required by law, such 
payment of expenses in advance of the final disposition of the Proceeding shall be made only 
upon receipt of an undertaking by the Indemnified Person to repay all amounts advanced if it 
should be ultimately determined that the Indemnified Person is not entitled to be indemnified 
under this Article Tenth or otherwise. 
 
3.  Claims by Directors and Officers.  If a claim for indemnification or advancement of expenses 
under this Article Tenth is not paid in full within 30 days after a written claim therefor by the 
Indemnified Person has been received by the Corporation, the Indemnified Person may file suit 
to recover the unpaid amount of such claim and, if successful in whole or in part, shall be 
entitled to be paid the expense of prosecuting such claim.  In any such action the Corporation 
shall have the burden of proving that the Indemnified Person is not entitled to the requested 
indemnification or advancement of expenses under applicable law.” 



D & O INSURANCE QUIZ 
 
A very effective way to identify gaps in one’s knowledge regarding Directors and Officers 
insurance is to provide answers to questions about basic policy features.  That is the purpose of 
completing this questionnaire and then consulting the key.  Obviously D & O policies can be 
written to cover many nuances, but these questions below presume the policy is “plain vanilla.” 
 
 
1)  Which of these is the most prevalent topic or source of litigation Directors and Officers? 
 A)  Securities Law violations 
 B)  Employee matters (e.g. discrimination; wrongful termination) 
 C)  Shareholder Derivative Suits 
 D)  Suits from customers and competitors 
 
2)  Unless Directors have a D & O policy in place they have no indemnification or protection 
against such litigation.     TRUE  FALSE 
 
3)  The Dodd-Frank Act now pays “whistleblowers” a bounty of 10 – 30% of any fine the SEC 
collects which exceeds $1 million.  As a result, which aspect of D & O policies should be re-
reviewed? 
 A)  Duty to Defend 
 B)  Insured versus insured exclusion 
 C)  Allocation 
 D)  Retroactive Date 
 
4)  D & O coverage is unique in that it is one of the rare instances in which Directors’ concerns 
and interests may be divergent from those of the corporation.   
    TRUE  FALSE 
 
5)  If a Director seeks to have more coverage the best approach is to increase the amount of the 
D & O policy.    TRUE  FALSE 
 
6)  When a venture is circling the drain and bankruptcy seems likely, Directors can escape 
liability by resigning from the Board. TRUE  FALSE 
 
7)  Liability among Directors is Joint and Several and not merely Several.   
    TRUE         FALSE 
 
8)  Typically D & O policies pay only for litigation expenses and do not cover any claims or 
judgments levied by the courts.   TRUE  FALSE 
 
9)  If a corporation provides indemnification to its Directors, in which of these situations might 
that indemnification be of no value or comfort? 
 A)  Company is insolvent 



 B)  Directors’ conduct showed obvious absence of good faith 
 C)  SEC policy precludes indemnification 
 D)  All of the above 
 
10)  In 2007, just after the Enron and Worldcom disasters (which cost those Directors millions 
personally), it was determined that the number of lawsuits resulting in directors’ having to 
personally pay to settle claims over the prior 25 years was: 
 A)  3 
 B)  13 
 C)  63 
 D)  113 
 
11)  D & O policies typically protect Directors against allegations involving ERISA, pollution, 
bodily injury/property damage, and personal self dealing/profiting. 
    TRUE  FALSE 
12)  D & O policies typically protect Directors against civil, criminal or punitive fines and 
penalties; exemplary or multiplied damages. 
    TRUE  FALSE 
 
13)  Most D & O policies provide no comfort when an allegation is lodged which involves 
something that is clearly excluded in the policy. 
    TRUE  FALSE 
 
14)  Once my company is sold (stock sale) and I step down as a Director my coverage usually 
ends immediately because my potential liability evaporates.   
    TRUE  FALSE 
 
15)  As an OTAF Director, a policy which contains which of these coverage types provides you 
the most protection? 
 A)  Side A only 
 B)  Side A + B 
 C)  Side A + B + C 
 D)  Side A + B + C + D 
 
16)  Virtually 100% of America’s public companies provide D & O coverage for their Directors. 
    TRUE  FALSE 
 
17)  It is possible that the entire policy limit could be spent on legal defense costs so that there 
is virtually no coverage remaining for any possible settlement or court award. 
    TRUE  FALSE 
  
18)  If an allegation is made that involves behavior which is an exclusion to the D & O policy, 
and subsequently it was dismissed, Directors still must pay their legal defense costs. 
    TRUE  FALSE 



 
19)  When a settlement is made without an admission of wrongdoing, then this usually does not 
trigger an exclusion, even if the alleged behavior is excluded. 
    TRUE  FALSE 
 
20)  It is essential to swiftly report a “claim” and even verbal threats of future litigation need to 
be reported. 
    TRUE  FALSE 
 
21)  If a company goes bankrupt, the D & O policy and any payments there under, can be 
declared an asset of the company for bankruptcy purposes. 
    TRUE  FALSE  
 
22)  Most lawsuits don’t end up in court and settle for less than the limit on the D & O policy. 
    TRUE  FALSE 
 
23)  An outstanding D & O policy makes separate Director Indemnification Agreements 
unnecessary. 
    TRUE  FALSE 
 
24)  If our OTAF Directors are successful in negotiating extremely comprehensive 
indemnification from the corporation, along with a very broad DIA, then at least in theory, a D 
& O policy would not be needed. 
    TRUE  FALSE 



D & O INSURANCE QUIZ 
 

 
Here are the correct answers to the D & O Quiz. 
 
 
1)  Which of these is the most prevalent topic or source of litigation Directors and Officers? 
 A)  Securities Law violations 
 B)  Employee matters (e.g. discrimination; wrongful termination) 
 C)  Shareholder Derivative Suits 
 D)  Suits from customers and competitors 
 
2)  Unless Directors have a D & O policy in place they have no indemnification or protection 
against such litigation.     TRUE  FALSE 
 
 All Directors will have indemnification via the Articles of Incorporation, and can 
augment this with a Directors Indemnification Agreement.  D & O covers the situations in which 
such indemnification is inadequate or disallowed, per Question #9 below. 
 
3)  The Dodd-Frank Act now pays “whistleblowers” a bounty of 10 – 30% of any fine the SEC 
collects which exceeds $1 million.  As a result, which aspect of D & O policies should now be 
reviewed? 
 A)  Duty to Defend 
 B)  Insured versus insured exclusion 
 C)  Allocation 
 D)  Retroactive Date 
 
 The Insured vs. Insured exclusion needs to be understood and priced, plus reviewed as 
the company expands and the number of insureds increases. 
 
4)  D & O coverage is unique in that it is one of the rare instances in which Directors’ concerns 
and interests may be divergent from those of the corporation.   
    TRUE  FALSE 
 
 This is because the typical policy has A, B, and C coverage, but the Directors only benefit 
personally from the Side A coverage.  Therefore, to the extent that the policy pays out for B and 
C, the coverage available for Directors under Side A evaporates.  
 
5)  If a Director seeks to have more coverage the best approach is to increase the amount of the 
D & O policy.    TRUE  FALSE 
 
 Merely increasing the size of the policy doesn’t necessarily provide more comfort to 
Directors.  They should seek separate Side A coverage. 
 



6)  When a venture is circling the drain and extinction or bankruptcy seems likely, Directors can 
escape liability by resigning from the Board. TRUE  FALSE 
 
 Any Director can resign at any time.  This should limit the expose if for no other reason 
than “the time of service clock” stops.  However, if all Directors resign they will be breaching 
their fiduciary responsibility to shareholders.  And, once no longer a Director, the 
communications usually cease.  Most experienced Directors feel that staying aboard and driving 
the final outcome enables them to lower their risk.  At the minimum they can ensure the D & O 
policy is renewed, plus consider expanding the coverage if possible. 
 
7)  Liability among Directors is Joint and Several and not merely Several.   
    TRUE         FALSE 
 
 But, this can be tricky.  One important nuance is whether misconduct by one Director 
nullifies policy coverage for all Directors.   
 
8)  Typically D & O policies pay only for litigation expenses and do not cover any claims or 
judgments levied by the courts.   TRUE  FALSE 
 
 The typical policy does pay for claims and judgments also, if any coverage is left after 
legal defense expenses. 
 
9)  If a corporation provides indemnification to its Directors, in which of these situations might 
that indemnification be of no value or comfort? 
 A)  Company is insolvent 
 B)  Directors’ conduct showed obvious absence of good faith 
 C)  SEC policy precludes indemnification 
 D)  All of the above 
 
 This highlights the reasons for having a D & O policy.  Lehman Brothers went bankrupt 
but so far their D & O policy has covered about $100 million of claims. 
 
10)  In 2007, just after the Enron and Worldcom disasters (which cost those Directors millions 
personally), it was determined that the number of lawsuits resulting in directors’ having to 
personally pay to settle claims over the prior 25 years was: 
 A)  3 
 B)  13 
 C)  63 
 D)  113 
 
 It is important to understand that, despite the folklore about shareholder litigation, and 
the occasional headline, there really have not been very many claims resulting in Directors 
paying “out of pocket.”   The best source to track D & O litigation is the 
website www.dandodiary.com. 

http://www.dandodiary.com/


  
 
11)  D & O policies typically protect Directors against allegations involving ERISA, pollution, 
bodily injury/property damage, and personal self dealing/profiting. 
    TRUE  FALSE 
 
 These are never covered under the D & O policy.  Of course bodily injury coverage 
usually is via the P & C policy.  However, as companies mature it is wise to review their entire 
risk management umbrella. 
 
12)  D & O policies typically protect Directors against civil, criminal or punitive fines and 
penalties; exemplary or multiplied damages. 
    TRUE  FALSE 
 
 Usually, yes they do, presuming any coverage is left after litigation expenses! 
 
13)  Most D & O policies provide no comfort when an allegation is lodged which involves 
something that is clearly excluded in the policy. 
    TRUE  FALSE 
 
 The typical policy does cover defense of all allegations and makes no attempt to either 
forecast the success of the litigation or guess whether the underwriter can later successfully 
interpret that it is outside their policy’s coverage. 
 
14)  Once my company is sold (via a stock sale) and I step down as a Director my coverage 
usually ends immediately because my potential liability evaporates.   
    TRUE  FALSE 
 
 There is typically a short “tail” or run-off period, but it can be just a few months. 
 
15)  As an OTAF Director, a policy which contains which of these coverage types provides you 
with the most protection? 
 A)  Side A only 
 B)  Side A + B 
 C)  Side A + B + C 
 D)  Side A + B + C + D 
 
 Per question #4, Directors are only protected by the Side A coverage. 
 
16)  Virtually 100% of America’s public companies provide D & O coverage for their Directors. 
    TRUE  FALSE 
 
 This is a trick question!  Warren Buffett often brags about the fact that his BOD is 
“naked” which is why they behave so admirably, in his opinion.  (I presume he has expunged 



from his memory the Lubrizol/NetJets CEO debacle.)  All other public companies have D & O 
insurance, if they can get it and can afford it as they approach “lights out.” 
 
17)  It is possible that the entire policy limit could be spent on legal defense costs so that there 
would be virtually no coverage remaining for any possible settlement or court award. 
    TRUE  FALSE 
 
 Legal defense fees routinely exceed settlement costs.  An extremely important aspect of 
any policy is to ensure that legal defense fees are reimbursed as incurred, and not withheld 
until the case is settled!   
  
18)  If an allegation is made that involves behavior which is enumerated as an exclusion to the D 
& O policy, and subsequently it was dismissed, Directors still must pay their legal defense costs. 
    TRUE  FALSE 
 
 Typically, legal defense costs are paid as incurred and are not returned regardless of the 
outcome. 
 
19)  When a settlement is made without an admission of wrongdoing, this usually does not 
trigger an exclusion, even if the alleged behavior is excluded. 
    TRUE  FALSE  
 
20)  It is essential to swiftly report a “claim” and even verbal threats of future litigation need to 
be reported. 
    TRUE  FALSE 
 
 It is essential to understand the definition of a “claim” and especially the requirement 
for notification.  Typically, a threat of litigation must be in writing in order to be reportable.  Of 
course, non-reporting/tardy reporting can void the policy and is one of the most frequent 
causes of coverage disappearing when needed most. 
 
21)  If a company goes bankrupt, the D & O policy and any payments there under, can be 
declared an asset of the company for bankruptcy purposes. 
    TRUE  FALSE 
 
 There is much evolving case law on this critical point.  Directors will be horrified if policy 
payments go to the bankrupt estate, which means the receiver will not forward them to the 
Directors.  
 
22)  Most lawsuits don’t end up in court and settle for less than the limit on the D & O policy. 
    TRUE  FALSE 
 
 The settlements are usually about half the policy limit.    
 



23)  An outstanding D & O policy makes separate Director Indemnification Agreements 
unnecessary. 
    TRUE  FALSE 
 
 The DIA establishes stronger responsibility of the corporation.  Besides, VC’s require 
them so OTAF Directors should too. 
 
24)  If our OTAF Directors are successful in negotiating extremely comprehensive 
indemnification from the corporation, along with a very broad DIA, then at least in theory, a D 
& O policy would not be needed. 
    TRUE  FALSE 
 
 See Question #9 which enumerates the situations in which indemnification by the 
corporation and via a DIA can be inadequate and even worthless. 



SOURCES OF D & O CLAIMS 

Shareholders, Investors, Partners and Members: 

Merger / Acquisitions Conflict of interest 

Financial performance Bankruptcy 

Executive compensation Inadequate / Inaccurate disclosure 

Stock or other offerings Financial reporting 

 

Customers, clients and consumer groups: 

Extension, refusal of credit Restraint of trade 

Debt collection Dishonesty 

Deceptive trade practices Cost, quality of product or service 

Contract dispute Lender liability 

 

Other third party claims against Directors and Officers (including competitors) 

Anti-trust Prospective company acquisition 

Copyright / patent infringement Company defamation 

Business interference Tax issues 

Competitor disputes Regulatory / other government issues 

 



D & O TERMS AND DEFINITIONS 
 

 

D&O exposures and liability are not routinely understood. The understanding of common 
terms is an essential building block to gaining expertise.  Here are the most basic terms. 

• Allocation: This refers to the process that determines which portion of loss is covered 
between the corporate entity and the Directors and Officers. The allocation process 
determines how much of the defense of costs are advanced and in the end how much of 
the settlement or judgment is covered  

• Claims-made Policy: Coverage under the policy is triggered when the claim is made 
during the policy period  

• Continuity Date: This is the date that a company last signed a warranty statement. It 
also ties back to a prior and pending litigation exclusion and a known wrongful acts 
exclusion in the BAM form  

• Derivative Suit: An action brought by a shareholder on behalf of the corporation against 
the D&O's of the company for breach of their fiduciary duty  

• Discovery: Also referred to as optional extension. The Assured may choose to elect 
Discovery for an additional premium usually for 12 months from the date the policy is 
cancelled. During this time, the company can report claims made against the D&O's for 
wrongful acts committed prior to the effective date of cancellation  

• Duty to Defend: The insurer appoints defense counsel and assumes the defense of a 
covered claim  

• Entity Coverage: Extends coverage to the company (entity) for all covered claims  

• Retroactive Date: Claims arising out of wrongful acts committed prior to this date are 
not covered under the policy. This is also referred to as the "Retro Date or prior acts 
exclusion"  

• Run-off: When the insured experiences a change in control (such as the company is sold 
or a change in ownership voting stock exceeds a pre-determined percentage), the policy 
ceases providing ongoing acts coverage for the remainder of the policy period  

 



OTAF’s DESIRED D & O POLICY FEATURES 
 
 

Note:  Obviously the full BOD must ultimately decide whether the proposed D & O coverage is adequate, 
and only after discussing significant cost/benefit considerations.  However, OTAF Directors would derive 
maximum comfort if all these features listed below were addressed.  Our Directors might want to use this 
“Ideal Policy” in discussions with brokers before the initial policy is approved. 
 
 
Issue/Provision/Feature   Discussion 
 
Insurer’s Creditworthiness/Quality  Make sure the AM Best rating is “A” or better.   
 
 
Policy Amount = $1 MM minimum  Some BOD’s may seek more, but this is the prevalent  
      amount, especially prior to generating revenues. 
 
Retention = $0     This is a deductible. 
 
What constitutes a “Claim?”   This definition needs to be broad enough to trigger  
      coverage as early as possible to catch matters that may  
      not be elevated enough to be a “written demand for  
      monetary or non-monetary relief” or “civil, criminal,  
      arbitration or administrative proceedings.”  An example  
      is investigations against Directors.  Ideally the policy will  
      also cover the costs of investigations against the  
      company as well. 
 
Definition of “Loss”    Make sure the definition incorporates coverage for  
      punitive and exemplary damages to be determined in the 
      “most favorable venue” in addition to the standard  
      components of damages, judgments, settlements and  
      defense costs. 
 
Insured vs. Insured Exclusion   Try to avoid this exclusion, but doing so can be costly  
      and some underwriters will only provide coverage if this  
      insured vs. insured exclusion if included.  Also be  
      sensitive to a special exception to insured vs. insured  
      exclusion for Bankruptcy Trustee claims (i.e. the   
      exclusion does not apply to such claims).  Underwriters  
      generally will price removing the insured vs. insured  
      exclusion prohibitively if they will even agree to it  
      because they do not want to be embroiled in disputes  
      when one Director sues another.  Obviously the   
      exclusion precludes either Director from hiding behind  
      the D & O coverage in such a circumstance. 
 
Insolvency     An insolvent company obviously doesn’t have money to  
      indemnify so the policy proceeds are extremely   
      important, but isn’t the Trustee in Bankruptcy now  
      considered an insured as “the company?”  The policy  
      should state that claims brought by a bankruptcy trustee  
      will specifically be covered. 
 



Order-of-Payments Provision   This clause ensures that a D & O policy is not held to be  
      an asset of the bankruptcy estate.  It specifies that the  
      Directors and Officers have first claim to the policy  
      proceeds and, only if something remains after their  
      liabilities are satisfied, can the company have access to  
      the policy. 
 
Full Severability    An insurer can completely void a policy if the application  
      it relied upon from our portfolio company is determined  
      to contain misrepresentations (whether our Director is  
      aware of them or not).  This provision specifies that the  
      knowledge and representations (and wrongdoing) of one 
      Director or Officer cannot be imputed to another relative  
      to the granting of coverage under the policy.  
 
Non-rescindable Side A Coverage  This means the insurer cannot take away coverage for  
      innocent Directors and Officers where no other   
      indemnification is available to them. 
 
Personal Conduct Exclusions   All D & O policies contain exclusions for fraud and for  
      personal profit to which one wasn’t legally entitled, but  
      beware of exclusions with “in fact” wording because the  
      insurer could negate coverage based upon the mere  
      allegation of such personal conduct.  The language we  
      need is that the personal conduct exclusions only apply  
      once it has been determined through “final adjudication  
      in the underlying action” that fraud or personal profit  
      actually occurred. In other words, this “Final   
      Adjudication” provision states that if fraud is determined  
      in a final legal adjudication then the D & O policy does  
      not pay.  It seems counter-intuitive to understand why  
      such an exclusion is in the best interests of OTAF  
      Directors, yet it  clearly is.  Why?  Because it   
      encourages both the plaintiff and defendant to settle.  
      Plaintiffs recognize that winning a final adjudication will  
      preclude the D & O payments they seek.  Defendants  
      realize that going to court and losing evaporates their  
      coverage. 
  
 
First Priority Provision    This provision sets aside a portion of the D & O program  
      for the sole benefit of the outside Directors.    
      Alternatively, it can specify that they have first priority on  
      a portion of the D & O program.  In other words, the  
      policy stipulates that the insured persons would receive  
      policy proceeds first, followed by the insured entity. 
 
Split Limits Endorsements   Ensures that the D & O coverage has its own dedicated  
      limit in the policy 
 
Side A “Difference in Conditions”  This feature provides additional coverage limits above  
      the company’s existing D & O policy, but also fills  
      potential gaps in the underlying coverage in these  
      situations:  1)  Insurer attempts to rescind coverage; 2)   
      Insurer becomes bankrupt; 3)  The underlying policy is  
      held to be a bankruptcy asset; and 4)  Company   



      wrongfully refuses to indemnify and Directors are  
      required to satisfy a retention or deductible before they  
      underlying insurance applies. 
 
The Run-off or “Tail”      After an M & A exit (or bankruptcy filing or extinction)  
      how long will the coverage stay in place to protect our  
      Directors from suits filed after the sale or ceasing  
      operations?  Note:  In preparation for an exit the Board  
      should buy a three year tail extension. 
 
Whistleblower Coverage   The Dodd-Frank Act became effective May 26, 2011 so  
      now D & O policies should reference it (in addition to  
      Sarbanes Oxley) to provide such payment coverage.   
 
Other Policy Exclusions   Some of these might be built into the policy and others  
      added by endorsement, but beware of exclusions such  
      as for claims relating to “professional services” that a  
      portfolio company might provide.  Depending upon how  
      this is written this exclusion could effectively negate  
      coverage.  If such an exclusion cannot be avoided make  
      sure it carves out claims brought by shareholders or for  
      securities claims.  “Failure to Maintain Insurance”  
      exclusions negate claims if the portfolio company fails to  
      buy stipulated coverage.  An “IPO exclusion” is quite  
      common, but make sure it isn’t broad enough to negate  
      coverage if a scheduled IPO fails to be consummated. 
 
 
 
OTHER PROVISIONS TO DISCUSS WITH INSURANCE BROKERS: 
 
1)  Any special provisions for life science companies doing clinical trials? 
2)  Separate or combined limits 
3)  Duty to Defend or Reimbursement? 
4)  Prior Acts Coverage? 
5)  Broad definition of a “Claim” 
6)  Broad definition of Employment Practices Wrongful Act 
7)  Coverage of Security Holder Exposures? 
8)  Coverage of Punitive Damage Awards? 
9)  Wage and Hour Law Claim----Defense Coverage? 
10)  Third party discrimination and sexual harassment? 
11)  No “major Shareholder” or “Family” Exclusions? 
12)  No “anti-trust” of “unfair trade practices” exclusions? 
13)  No “Bankruptcy/insolvency” exclusion 
14)  Under the Side A Difference in Circumstances:  Explain the benefits of a PDL or IDL structure 
 
-------------------------------------------------------------------------------------------------------------------------------------------- 
 
GETTING QUOTES FOR D & O INSURANCE:  This is an arcane area of the insurance world and doubly 
so when considering that the really large and lucrative policies are written for behemoth public 
companies.  Few brokers are attuned to the unique and lesser risks which angel backed companies face.  
The most experienced broker in this arena is Mason and Mason which has crafted special policies for 
both the National Venture Capital Association and the Angel Capital Association.  Pam Mason, the firm’s 
principal, is well known to OTAF and will gladly review current D & O policies plus provide quotes.  Here 
is the firm’s website:  http://www.masoninsure.com/.  Pam Mason can be reached at (781) 447-5531 
 

http://www.masoninsure.com/


 
 
CONSIDER:  The “insured vs. insured” exclusion can be very important in situations in which a 
disgruntled Co-Founder who was previously a Director was ousted and threatens to sue the BOD with the 
goal of collecting under the D & O policy.  This exclusion will preclude such a claim being valid. 
 
--------------------------------------------------------------------------------------------------------------------------------------------  
   



Incentive Stock Options (ISOs) Non-Statutory Stock Options (NSOs)

Eligibility
Employees only.  In any one calendar year, any options granted  greater than  an 
amount which would result in the right to purchase  more than $100,000 in total 
fair market value of stock are treated as NSOs.

Anyone; can be employees or non-employees.  Often used for advisors / 
consultants.

Setting the Strike (Exercise) Price
Must be set at or above the fair market value (FMV) of the common stock price 
per share at time of option grant. For privately held companies, the valuation 
used in the last round of preferred equity financing is generally acceptable FMV 
provided it was in the last 12 months and no material events have occurred since 
the valuation that would reasonably change the value.

May be at , above, OR below FMV of common stock. If strike price is below FMV, 
then it is considered a deferred compensation  agreement and IRS Section 409A 
applies ,which triggers undesirable tax consequences for recipient and 
withholding requirements for the company.

Taxation at Exercise
No federally taxable income at time of grant or exercise., but difference between 
stock price at exercise and exercise price is used for Alternative Minimum Tax 
(AMT) purposes.

The difference between stock price at exercise and exercise price is taxed as 
ordinary income and is subject to tax withholding and employment taxes.  
Utilizing a Section 83b election can make the income amount effectively $0.  (See 
below.)  

Taxation at Time of Stock Sale (For Exercised Options Only)
The difference between the sale proceeds and the amount paid to exercise is 
treated as a long-term capital gain or loss.

The difference between the sale proceeds and the cost basis (exercise price plus 
gain realized at exercise) is treated as long-term capital gain or loss.  

Exercise & Sale Timeframes and Transferability Rules to Avoid Disqualifying Disposition
Stock from an option exercise may not be sold within 1 year of exercise or 2 years 
from date of option grant.  Options must be exercised within 10 years.  Only 
transferable due to death, exchange triggered by tax-free reorganization of 
company, result of conversion privilege, transferring to/from joint tenancy, or as 
part of a divorce.  Must be exercised within 3 months of termination of 
employment. (See Timeline handout for more details.)

No restrictions on either count.  The ability to exercise the options early opens up 
the potential for a Section 83b Election, which allows holders to exercise when 
the stock price is low so that taxable income is $0 and future gains can be taxed at 
lower long-term capital gains rates.  (See Timeline handout and Relevant Tax 
Code Issues handout for more details.)

ISOs vs. NSOs Quick Reference



FAS 123R 
 
Issue:  Directors need to be aware of FAS 123R when option programs are put in place. 
 
Summary:  FAS 123R is based on the underlying accounting principle that compensation costs 
resulting from share-based payment transactions should be recognized in financial statements 
at fair value.   Unlike previous rules pertaining to the handling of stock based compensation, 
FAS 123R mandates that fair value of options be derived using an accepted method of 
valuation, and that the financial effects of the stock based compensation be shown on the 
income statement.  The most common valuation methods used to derive fair values are the 
Lattice models such as a binomial pricing model, or a closed form model such as the Black 
Scholes equation.  On average, stock based compensation plans have a 3% effect on the EPS of 
S&P 500 companies, and stock based compensation plans can affect the EPS of technology 
based companies by approximately 20%.    
 
 
Required Action Step:  BOD needs to ensure that C level personnel are requiring that financial 
statements be compiled in accordance with FAS 123R, and the company is choosing the 
valuation method that best suits their specific needs. 
 
Potential Liability for Non-Compliance 
 
Companies who prepare financial statements not in accordance with FAS 123R may be 
considered to be misrepresenting their income which can be considered fraud.  Also, because 
of the tax ramifications of the change in income associated with FAS 123R, companies may miss 
out on potential tax benefits, or they can also be subject to audits and penalties if they realize a 
lower tax liability by not adhering to FAS 123R. 
 
Sources: 
 
Summary- http://www.ccgir.com/ccgir/white_papers/pdf/FAS%20123R%20Final.pdf 
 
  
Complete  
Document:  http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blob
key=id&blobwhere=1175820918940&blobheader=application%2Fpdf 
 
 
 
 
 
 
 

http://www.ccgir.com/ccgir/white_papers/pdf/FAS%20123R%20Final.pdf
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820918940&blobheader=application%2Fpdf
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820918940&blobheader=application%2Fpdf


SECTION 83B 
 

Issue:  The effective and timely utilization of IRS section 83b may serve to greatly reduce 
employees’ tax liability resulting from receipt of stock options. 

Summary:  By filing for an IRS section 83b election, a recipient of stock options gains the option 
of paying income tax on stock options at the time of issuance instead of doing so at the time of 
vesting.  If the recipient elects to use section 83b, they pay tax only on the value of the stock at 
the time of issuance as if they had received an unrestricted stock option.  If they do not file for 
an 83b election, tax is due at the time the option vests, and the holder of the option is taxed on 
the spread between the value of the stock at issuance and the value at the time the option 
vests.  This tax is due regardless of whether or not the option holder has exercised the option 
and gone through any type of liquidity event.  For those who do file for the 83b election, the 
only additional tax incurred is the capital gains tax that is due in the event of the eventual sale 
of the tax for profit.   It is important to note that those wishing to use the 83b election must file 
for the election within 30 days of the issuance of stock options. 

 

Required Action Step :  Educate all executives and employees receiving stock options on the tax 
advantages afforded to them by utilizing IRS section 83b. 

Possible Liability for Non-Compliance 

Recipients of stock options may incur significant tax liability at the time their options vest, and 
they may incur this tax liability without ever seeing any realized capital gain from the stock 
awarded to them through the option. 

Sources 

Summary - http://www.mcguirewoods.com/news-resources/news/1926.asp 

Full Text - http://www.irs.gov/irb/2006-27_IRB/ar09.html#d0e3875 

 

http://www.mcguirewoods.com/news-resources/news/1926.asp
http://www.irs.gov/irb/2006-27_IRB/ar09.html%23d0e3875


ELECTION UNDER SECTION 83(b) 
OF THE INTERNAL REVENUE CODE OF 1986 

The undersigned taxpayer hereby elects, pursuant to Sections 55 and 83(b) of the Internal Revenue Code 
of 1986, as amended, to include in taxpayer’s gross income or alternative minimum taxable income, as the 
case may be, for the current taxable year the amount of any compensation taxable to taxpayer in connection 
with taxpayer’s receipt of the property described below. 

1. The name, address, taxpayer identification number and taxable year of the undersigned are as 
follows: 

          TAXPAYER    SPOUSE  

NAME:         __________________________   __________________________ 

 ADDRESS:   __________________________   __________________________         

    __________________________   __________________________  

TAX ID NO.:   __________________________   __________________________     

TAXABLE YEAR: ________ 

2. The property with respect to which the election is made is described as follows: __________ shares 
(the “Shares”) of the Common Stock of __________ (the “Company”). 

3. The date on which the property was transferred is:___________________ ,______. 

4. The property is subject to the following restrictions: 

The Shares may not be transferred and are subject to forfeiture under the terms of an agreement 
between the taxpayer and the Company.  These restrictions lapse upon the satisfaction of certain 
conditions contained in such agreement. 

5. The Fair Market Value at the time of transfer, determined without regard to any restriction other 
than a restriction which by its terms shall never lapse, of such property is:  $_________________. 

6. The amount (if any) paid for such property is:  $_________________. 

The undersigned has submitted a copy of this statement to the person for whom the services were performed 
in connection with the undersigned’s receipt of the above-described property.  The transferee of such 
property is the person performing the services in connection with the transfer of said property. 

The undersigned understands that the foregoing election may not be revoked except with the consent of the 
Commissioner. 

Dated: ______________________, _____ 
     

Taxpayer 

The undersigned spouse of taxpayer joins in this election. 



Dated: ______________________, _____ 
     

Spouse of Taxpayer 



SECTION 409A 
 

Issue:  IRS section 409A may prescribe additional income tax liability on stock options 
structured in a manner such that the options are considered to be non exempt deferred 
income. 

Summary:  IRS section 409A regulates the taxation procedures for deferred income.  
Income that is earned in one tax year for which compensation is deferred until a later 
tax year is subject to additional taxation unless the income qualifies for exemption under 
IRS section 409A.   Any stock option for  which the exercise price is below the fair 
market price at the time of issuance is considered to be non exempt deferred income 
and is therefore subject to a) taxation at the time of vesting and b) an additional 20% 
income tax penalty.  Companies can avoid this penalty be ensuring that the exercise 
price of the option is at or above the fair market value of the stock at the time of 
issuance.    Regulation 409A outlines the requirements for a “reasonable valuation” of 
company stock and specifically states that any valuation that is more than 12 months 
old is not considered reasonable. 

Required Action Step:  It is critical that firms a) adhere to the accepted valuation 
procedures and b) set the exercise price for all awarded stock options at or above fair 
market value at the time of issuance in order to avoid the negative tax ramifications 
imposed upon non-exempt deferred income. 

Potential Liability for Non-Compliance:  Stock options that are not structured to adhere 
to the guidelines outlined in IRS section 409A will be subject to additional income tax 
liability as the income will be considered to be non exempt deferred income. 
 
 
Sources 
 
Summary- http://www.hempsteadco.com/valuation-services/irs-sec-409a-valuations 
 
Full Text- http://www.irs.gov/irb/2005-02_IRB/ar13.html 
 

 

http://www.hempsteadco.com/valuation-services/irs-sec-409a-valuations
http://www.irs.gov/irb/2005-02_IRB/ar13.html


FORWARD VESTING/EARLY EXERCISE OF STOCK OPTIONS 
 

Goal:  Most OTAF Directors’ options vest over time (three to four years) but immediate vesting is 
triggered if a “change of control” occurs.  This presents the problem that all of the accelerated vested 
shares will be taxed at the ordinary income (versus long term capital gains) rate.  This gambit results in 
all of the shares being treated as long term capital gains so long as a change of control doesn’t occur 
until after the first year following this transaction. 
   
Discussion: 
  
This idea first surfaced on the west coast and has not yet become prevalent in Ohio.  In fact, only one of 
OTAF’s portfolio companies has provided this benefit to its Directors (EndoSphere, Inc. whose counsel is 
Wilson, Sonsini).  Here’s an overview: 

• The usual vesting approach is merely reversed. 
• Instead of the Director’s right to buy shares increasing over time via the normal vesting 

schedule, the Director exercises 100% of his/her options up front but they are subject to the 
Company’s right to buy them back. 

• This buyback right withers away over time, on the same schedule as normal vesting. 
• This is why the gambit is known by various names, such as forward vesting, early exercise, early 

purchase of restricted stock, etc. 
• The Director must pay cash up front to exercise, which puts money into the company’s coffers, 

but, of course, increases the Directors’ out of pocket exposure. 
• However, the price per share is usually pennies so only a few thousand dollars is usually 

involved. 
• As a result, the Director will appear on the cap table as an owner of common shares 

 
Advantages: 

• Company receives a small amount of additional cash 
• Directors who decline to participate should be interrogated regarding their support of the 

company! 
• The CEO and Directors can mention to other investors the Directors’ high confidence in the 

venture’s likely success because they are investing more cash now. The can also obviously be 
construed as indicating they think an exit will occur before all their options will have vested. 

• A 409A study is required, which is a nice discipline, but is an expense (easily covered by the 
Directors’ cash payment). 

• An 83b IRS form must be completed, but this ensures this detail in not overlooked! 
• When VCs join the Board and remove the angel Directors (thereby ceasing their vesting) there is 

a slight possibility they will be less likely to bother with repaying cash to Directors (because the 
Company is exercising its right to buy back the shares) to cease the vesting. 

 
Disadvantages:  

• The 409A study usually costs $500 - $1,500. 
• Obviously if the company expires the Director has lost more money 
• If the venture is not sold until one year after the Directors’ option vesting has been completed 

then there is not only no benefit from this gambit, but the Director has had a few more 
thousand dollars invested with no additional benefit. 



Receiving “Phantom Equity” instead of Options 
 
 
 Lawyers will gladly explain how it is a much more complex action for LLCs to award options than for C 
Corps to do so.  To begin with, at LLCs they are technically Profit Interest Units (PIUs) and not options.  
Occasionally counsel might suggest offering “phantom equity” instead of PIUs.  Furthermore, LLCs issue 
membership units to owners while C Corps issue stock, so C Corps’ plans are called “PSPs” for “Phantom 
Stock Plans” (versus “Phantom Equity Plans” for LLCs).  OTAF avoids investing in LLCs but for the 
completeness of our Angel Directors’ Playbook, here is an overview of the mechanics of PSPs because 
some BODs utilize them.  
 
The basic concept is to incent key employees, Directors, and Advisors to help increase the venture’s 
value while avoiding virtually all aspects of actual equity ownership.  “Phantom” refers to the fact that 
the recipients receive the upside appreciation when the company prospers without making a cash 
investment nor receiving share certificates.   They are “phantom” shareholders.  The BOD may award 
anyone a Stock Appreciation Right (SAR) which has value only if the stock value increases between the 
award date and the subsequent payout date.  Typically, CEOs are given options instead of SARs due to 
the ordinary income treatment of the latter.  However, there are times when an ABC’s option pool has 
been depleted and the BOD prefers to reward the CEO with SARs in lieu of asking shareholders to 
replenish the option pool.    
 
The simplest type of PSP provides awardees a small portion of the cash proceeds when an ABC 
consummates its M & A exit.  The small portion is usually expressed in basis points.  (Each 1% of 
ownership can be expressed in basis points, so 100 basis points = 1%.)   Typically individuals are awarded 
between one and 100 basis points.  For these plans payout only occurs at the exit and no interim 
reporting occurs. 
 
However, the most prevalent PSPs seek to encourage awardees to continue building the venture’s value 
and so include a mechanism for setting the share price on the award date.  The three most common 
methods are: 

• Use the last price at which any shares were sold 
• Use the last 409A valuation price, adopting the methodology used by the firm engaged to 

perform the annual valuation. 
• Design a unique valuation formula which can be as simple as a multiple of last year’s annual 

revenues divided by the total number of shares on a CSE (Common Stock Equivalent) basis, or 
as complex as the BOD chooses to invent. 

 
An example of a unique valuation formula will illustrate how PSPs can be used if the team’s success is 
not totally dependent upon achieving the highest exit price tag.  One family-owned, middle market IT 
venture was advised by investment bankers that in both up and down markets similar ventures were 
consistently valued based on multiples of revenues and EBITDA (Earnings Before Interest, Taxes, 
Depreciation, and Amortization).  Therefore the BOD used the following formula to arrive at the initial 
share price and then update and promulgate it upon receipt of their annually audited financial 
statements: 
 
The company’s valuation was set as the average of these calculations: 

• 7X last 5 year’s mean EBITDA 



• 4X last 5 year’s median EBITDA 
• 3X last 5 year’s mean revenues 
• 1.5X last 5 year’s median revenues 

 
The BOD’s goal was to reward steady value creation.  Trailing five years’ EBITDA and revenues 
modulated the impact of an exceptionally strong or soft year (which substantially impacted bonus 
payouts to these same key employees).  (This was not an ABC and was not eager to sell the company in 
the near future.) 
 
Regardless of the math used to set the valuation, the objective is to reward grantees when it rises.  At a 
minimum, phantom stock documents cover four features: 
1)  Baseline Valuation:  The starting calculation of the venture’s value on the award date 
2)  Appreciated Value:  The uptick in value since the Baseline. 
3)  Payout Event:  Can be defined to include the awardee’s death, disability, or disconnecting from 
 the venture, but always includes the sale of the company. 
4)  Vesting Schedule:  Generally mirrors option vesting (i.e. over 3 – 4 years) but always accelerates upon 
 an exit. 
 
Awardees may perceive two benefits from receiving phantom stock versus options: 

• They never pay any cash to the company (unlike options which have a purchase price although, 
admittedly this can be covered in a cashless exercise by deducting the price from the cash 
proceeds). 

• There are no limitations on the design of the valuation methodology, which fosters focusing on 
value components in the minds of TSBs and honing a scheme to precisely reward value driver 
success. 

 
But, for awardees PSPs all present one negative: Payouts are treated as ordinary income for federal tax 
purposes.  However, plans can provide a “gross up” so the tax expenses is the same as long term capital 
gains treatment.  
 
Instead of merely presuming options to be the superior incentive tool for those best positioned to 
improve an ABC’s exit, BODs may decide that options are not always optimal after considering these PSP 
factors. 

• The awardees are “phantom” shareholders because they do not appear on the Cap table so 
technically cause no dilution.  The BOD’s Compensation Committee can recommend and the 
BOD approve the plan without seeking shareholder approval (please consult company 
counsel!) 

• The sale of the Company always triggers the payout to the phantoms.  This cash is deducted 
from exit proceeds, the same as debt.  This obviously diminishes the exit proceeds available for 
distribution to shareholders.   

• BODs should decide what they want to tell shareholders about PSPs.  Naturally all debt is 
disclosed in the venture’s financial statements.  At the minimum PSPs should be divulged in the 
annual report footnotes (although OTAF has never seen them as a footnote in a Cap table). 

• PSPs can be more finely tuned to rewarding exit momentum than the typical option plan, and 
legal costs can be less. 

• Stranded Equity:  This refers to employees, due to their vested options, remaining on the Cap 
table after their departure from the ABC.  After several years of operations, perhaps a handful 



of such names may appear, highlighting the level of turnover.  Extinguishing PSP awards upon 
employment termination avoids this impression plus keeps the Cap table shorter.  The BOD can 
decide whether the plan calls for paying departing employees all, a portion, or none of the 
Appreciated Value. 

• Financial Disclosure to Insiders:  Directors may disagree about the amount of financial 
disclosure option holders are entitled to receive, especially prior to any of their options 
becoming vested.  BODs may feel that phantoms deserve less disclosure, only being told how 
the valuation formula works and their Baseline Valuation at the time of each award or 
subsequent re-calculation.  BODs that adopt this view seek a higher level of confidentiality 
about the ABC’s performance.  However, the BOD might doubt the efficacy of an incentive 
program if progress is not reported periodically. 

• Financial Disclosure to Outsiders:  Former employees who hold vested options may inquire 
about the company’s performance, even though they may be working at a competitor after 
their non-compete expired.  Extinguishing PSP participation upon the separation from the 
company avoids this situation and is one major attraction of such plans. 

• The Free Rider Issue:  Similarly, management might feel that those who did not remain on the 
team toiling toward the exit have gotten a free ride when it finally occurs.  This is another 
justification for terminating PSPs for ex-employees. 

• Disparate Treatment of Awardees:  Most ABCs only have one or two option programs.  The 
past and potential contributions of plan participants is only differentiated by the number of 
options granted to them.  However, at least in theory, PSPs can be uniquely designed for each 
awardee.  And, a multiple of plans can be devised.  For instance, sales team members could 
have the difference between their Baseline Value and Appreciated Value reflect revenue 
growth.  In practice, however, if the disclosure of a myriad of plans might be cumbersome and 
cause suspicion of inequity among those upon whose efforts the venture’s success hinges. 

 
 

 
Consider:  PSPs can be an effective tool for rewarding consultants whose primary role is to help execute 
an exit pathway.  Investment Bankers always extract a Success Fee calculated as a percentage of the exit 
proceeds.  No exit, no fee.  Consultants engaged to position the ABC for an exit typically sign on many 
months or quarters before the banker is selected.  They are taking the risk that, despite their 
contribution, the BOD deems all take-out bids for the company to be inadequate.  Consultant’s concerns 
about this outcome can be mitigated by a PSP which includes an alternative payout (usually over time) 
based on the Appreciated Value at the time their services were no longer needed. (Note:  OTAF 
Directors might suggest a PSP when they are advising company owners who may not have pressure from 
shareholders to sell the company, per the family business example above.) 
 
 
 
Summary:  OTAF’s view is that THE most essential ingredient of a high performing BOD is EGC (Exit Goal 
Congruence).  Per our standard term sheet, we much prefer OTAF Directors to receive options (which 
represent 1% CSE ownership of the ABC) and not be PSP participants.  However, some Directors have 
uncovered some quite clever applications of phantom stock.  Moreover, some have personally benefited 
from such programs when serving on BODs of businesses without traditional angel investors expecting a 
liquidity event to occur in the next several years.   They will be pleased to provide you sample 
documents. 



Employee Equity (Fred Wilson’s blog) 

The most common comment in the long and complicated MBA Mondays series on 

Employee Equity is the question of how much equity should you grant when you make 

a hire. I am going to try to address that question in this post. 

First, a caveat. For your first key hires, three, five, maybe as much as ten, you will 

probably not be able to use any kind of formula. Getting someone to join your dream 

before it is much of anything is an art not a science. And the amount of equity you 

need to grant to accomplish these hires is also an art and most certainly not a science. 

However, a rule of thumb for those first few hires is that you will be granting them in 

terms of points of equity (i.e. 1%, 2%, 5%, 10%). To be clear, these are hires we are 

talking about, not co-founders. Co-founders are an entirely different discussion and I 

am not talking about them in this post. 

Once you have assembled a core team that is operating the business, you need to 

move from art to science in terms of granting employee equity. And most importantly 

you need to move away from points of equity to the dollar value of equity. Giving out 

equity in terms of points is very expensive and you need to move away from it as soon 

as it is reasonable to do so. 

We have developed a formula that we like to use for this purpose. I got this formula 

from a big compensation consulting firm. We hired them to advise a company I was on 

the board of that was going public a long time ago. I’ve modified it in a few places to 

simplify it. But it is based on a common practice in compensation consulting. And it is 

based on the dollar value of equity. 



The first thing you do is you figure out how valuable your company is (we call this “best 

value”). This is NOT your 409a valuation (we call that “fair value”). This “best value” 

can be the valuation on the last round of financing. Or it can be a recent offer to buy 

your company that you turned down. Or it can be the discounted value of future cash 

flows. Or it can be a public market comp analysis. Whatever approach you use, it 

should be the value of your company that you would sell or finance your business at 

right now. Let’s say the number is $25mm. This is an important data point for this 

effort. The other important data point is the number of fully diluted shares. Let’s say 

that is 10mm shares outstanding. 

The second thing you do is break up your org chart into brackets. There is no 

bracket for the CEO and COO. Grants for CEOs and COOs should and will be made 

by the Board. The first bracket is the senior management team; the CFO, Chief 

Revenue Officer/VP Sales, Chief Marketing Officer/VP Marketing, Chief Product 

Officer/VP Product, CTO, VP Eng, Chief People Officer/VP HR, General Counsel, and 

anyone else on the senior team. The second bracket is Director level managers and key 

people (engineering and design superstars for sure). The third bracket are employees 

who are in the key functions like engineering, product, marketing, etc. And the fourth 

bracket are employees who are not in key functions. This could include reception, 

clerical employees, etc. 

When you have the brackets set up, you put a multiplier next to them. There are no 

hard and fast rules on multipliers. You can also have many more brackets than four. I 

am sticking with four brackets to make this post simple. Here are our default brackets: 

Senior Team: 0.5x 

Director Level: 0.25x 



Key Functions: 0.1x 

All Others: 0.05x 

Then you multiply the employee’s base salary by the multiplier to get to a dollar value 

of equity. Let’s say your VP Product is making $175k per year. Then the dollar value of 

equity you offer them is 0.5 x $175k, which is equal to $87.5k. Let’s say a director level 

product person is making $125k. Then the dollar value of equity you offer them is 0.25 

x $125k which is equal to $31.25k. 

Then you divide the dollar value of equity by the “best value” of your business and 

multiply the result by the number of fully diluted shares outstanding to get the grant 

amount. We said that the business was worth $25mm and there are 10mm shares 

outstanding. So the VP Product gets an equity grant of ((87.5k/25mm)  * 10mm) which 

is 35k shares. And the director level product person gets an equity grant of 

((31.25k/25mm) *10mm) which is 12.5k shares. 

Another, possibly simpler, way to do this is to use the current share price. You get that 

by dividing the best value of your company ($25mm) by the fully diluted shares 

outstanding (10mm). In this case, it would be $2.50 per share. Then you simply divide 

the dollar value of equity by the current share price. You’ll get the same numbers and it 

is easier to explain and understand. 

The key thing is to communicate the equity grant in dollar values, not in percentage of 

the company. Startups should be able to dramatically increase the value of their equity 

over the four years a stock grant vests. We expect our companies to be able to 

increase in value three to five times over a four year period. So a grant with a value of 

$125k could be worth $400k to $600k over the time period it vests. And of course, 

there is always the possibility of a breakout that increases 10x over that time. Talking 



about grants in dollar values emphasizes that equity aligns interests around increasing 

the value of the company and makes it tangible to the employees. 

When you are doing retention grants, I like to use the same formula but divide the 

dollar value of the retention grant by two to reflect that they are being made every two 

years. That means the unvested equity at the time of the retention grant should be 

roughly equal to the dollar value of unvested equity at the time of the initial grant. 

We have a very sophisticated spreadsheet that Andrew Parker built that lays all of this 

out for current employees and future hires. We share it with our portfolio companies 

but I do not want to post it here because it is very complicated and requires someone 

to hand hold the users. And this blog doesn’t come with end user support. 

I hope this methodology makes sense to all of you and helps answer the question of 

“how much?” Issuing equity to employees does not have to be an art form, particularly 

once the company has grown into a real business and is scaling up. Using a 

methodology, whether it is this one or some other one, is a good practice to promote 

fairness and rigor in a very important part of the compensation scheme. 

 

http://twitter.com/%23!/andrewparker


WHY DOES OTAF NOT INVEST IN LLC’s? 
 
In the representation and warranties section of OTAF’S standard investment documents we 
require all our investees to attest to being an eligible QSBS corporation, per this language: 
 

Qualified Small Business Stock.  As of and immediately following the Initial 
Closing:  (i) the Company will be an eligible corporation as defined in Section 1202(e)(4) of the 
Code; (ii) the Company will not have made purchases of its own stock described in Code Section 
1202(c)(3)(B) during the one-year period preceding the Initial Closing; and (iii) the Company’s 
aggregate gross assets, as defined by Code Section 1202(d)(2), at no time between its incorporation 
and through the Initial Closing have exceeded $50 million, taking into account the assets of any 
corporations required to be aggregated with the Company in accordance with Code Section 
1202(d)(3); provided, however, that in no event shall the Company be liable to the Purchasers or 
any other party for any damages arising from any subsequently proven or identified error in the 
Company’s determination with respect to the applicability or interpretation of Code Section 1202 
as set forth above, unless such determination shall have been given by the Company in a manner 
either negligent or fraudulent. 

Background:  Here is the background and reasoning behind OTAF’s only buying preferred stock 
issued by an Ohio or Delaware C Corporation which can qualify for QSBS treatment under the 
IRS tax code.  When we launched our first fund in 2004 most angel groups were investing in 
LLCs due to the tax benefits of passing through the losses which all ventures generate initially.  
However, much work has been done in the ensuing years to compare the benefits of the pass 
through treatment with the benefits of IRC sections 1244, 1202, and 1045, all of which are only 
available to those holding QSBS shares.  LLCs cannot qualify for QSBS treatment.  As a result, 
many angel groups are now eschewing LLCs based on the tax treatment alone. 

 
Recall these basic differences between LLCs and C Corps: 

• LLCs are governed by their Operating Agreement instead of Articles of Incorporation or 
Certificate of Incorporation for C Corps.  (Operating Agreements can direct the tax losses 
in extremely creative ways.) 

• Investors buy membership units in an LLC and not stock, so technically they are 
members and not shareholders 

• LLCs have a Board of Managers versus a Board of Directors 
• LLC options are Profit Unit Interests and not ISOs or NSOs which C Corps grant. 
• VCs very rarely will invest in LLCs and prefer Delaware C Corps. 

 
OTAF members have seen a tutorial on the advantages and disadvantages of investing in these 
two corporation types.  We have a vast array of materials which address this topic because over 
the years it has been a hotly debated one at several annual meetings of the Angel Capital 
Association.  We have shared these with all of Ohio’s angel groups and, as a result, over the last 
several quarters most of them are rarely investing in LLCs.  As explained below, OTAF feels that 



the potential preferential tax treatments for QSBS holders are more than adequate to justify 
the decision to require all our investees to become C Corporations.  They will usually exceed the 
pass through benefits of LLCs.  Additionally, there are these other considerations: 
 
1)  Most lawyers will agree that it is exceedingly complex to write LLC investment documents 
selling membership units which will precisely convey to the members (purchasers) economics 
which are identical to those which shareholders of C Corps receive. 
2)  LLC’s Profit Unit Interests for Directors can be quite confusing 
3)  Unquestionably the case law for C Corps is much more extensive than for LLCs, perhaps 
providing a lower level of uncertainty. 
4)  LLCs must issue K-1s (just as OTAF does for each of our funds).  These can be a real bother if: 
 A)  The venture is tardy providing them.  This can delay OTAF members’ receiving theirs 
 in a timely fashion. 
 B)  It the venture is circling the drain often investors must provide the cash to have the 
 final K-1s prepared. 
5)  For any venture which cannot enjoy a liquidity event without VC funding, converting to a C 
Corp is inevitable so why not avoid this complication later? 
 
 
CONSIDER:  Often investors will form an LLC to purchase shares of a C Corp.  In fact, many angel 
groups that have not yet raised an angel fund form a separate “sidecar LLC” for each of their 
investments.  When the venture is performing nicely the LPs of the LLC do not complain about 
chipping in to cover the cost of their annual K-1s.  However, over time members may leave the 
group or the venture’s prospect dim dramatically.  In these cases the GP might find it difficult to 
get all the LPs to pay to have the K-1s issued.  OTAF will continue to avoid this approach. 
 
 



QUALIFIED SMALL BUSINESS STOCK DEFINITION (QSBS) 
 

Background:  Here is guidance regarding qualifying for QSBS treatment from the AICPA 
website.  Basically 100% of OTAF’s investees qualify so long as they are a C Corp, which is why 
OTAF does not buy membership units issued by LLCs. 
 
Qualifying Small Businesses 

The issuing corporation must be a qualified small business as of the date of issuance and during 
substantially all of the period that the taxpayer holds the stock. A qualified small business is a 
subchapter C corporation other than a domestic international sales corporation (DISC) or 
former DISC; a corporation with respect to which an election under Sec. 936 is in effect or that 
has a direct or indirect subsidiary with respect to which such an election is in effect; a regulated 
investment company; a real estate investment trust; a real estate mortgage investment 
conduit; or a cooperative. The corporation also generally cannot own (1) real property that is 
not used in the active conduct of a qualified trade or business with a value exceeding 10% of its 
total assets; or (2) portfolio stock or securities with a value exceeding 10% of its total assets in 
excess of liabilities. 

To qualify as QSBS, the stock must be: 

• Issued by a domestic C corporation with no more than $50 million of gross assets 
at the time of issuance;  

• Issued by a corporation that uses at least 80% of its assets (by value) in an active 
trade or business, other than in certain personal services and types of businesses 
described in more detail below;  

• Issued after Aug. 10, 1993;  
• Held by a noncorporate taxpayer (meaning any taxpayer other than a 

corporation);  
• Acquired by the taxpayer on original issuance (there are exceptions to this rule); 

and  
• Held for more than six months to be eligible for a tax-free rollover under Sec. 1045 

and more than five years to qualify for gain exclusion.  

The $50 million standard is fixed and is determined by reference to the amount of cash and the 
aggregate adjusted bases of other property held by the corporation. For a corporation’s stock 
to be QSBS, the following must apply: 

• At all times after Aug. 10, 1993, and before it issues the stock, the corporation 
must have aggregate gross assets that do not exceed $50 million (Sec. 
1202(d)(1)(A)).  

• Immediately after it issues the stock, the corporation must have aggregate gross 
assets that do not exceed $50 million. For this purpose, amounts received in the 
stock issuance are taken into account (Sec. 1202(d)(1)(B)).  



SECTION 1244 LOSS 
 

Issue:  IRC sec. 1244 allows investors to treat losses from sale or dissolution of Qualified Small 
Business Stock (QSBS) as ordinary loss and allows for greater levels of deduction than those 
allowed for capital loss. 

Summary:  The IRS generally regards losses on sale of securities as loss on sale or exchange of a 
capital asset, and as such, this is limited to a maximum deduction of $3,000.  However, if this 
loss occurs during the sale, exchange, or dissolution of a QSBS, an investor may treat this loss as 
an ordinary loss and up to $50,000 is eligible for deduction.   ($100,000 for married couples 
filing jointly)  In order to qualify for the deduction, the investor must have contributed either 
money or property for the stock, and the total amount received by the corporation in exchange 
for stock cannot exceed 1 million US dollars.  Also, during the 5 years prior to the loss, the 
corporation issuing the stock cannot have earned more than 50% of its gross receipts from rent, 
royalties, interest, dividends, annuities, or sale or stocks or securities.   

Required Action Step:  Educate investors and C-level personnel on the provisions of IRC sec. 
1244 so that they make utilize the provisions therein to reduce their tax liability in the event of 
a qualifying loss incurred on an investment in a QSBS. 

Possible Liability for Non Compliance:   Investors may forego their opportunity to receive the 
maximum deduction from their tax liability in the event of a loss on an investment. 

Source: 

Full text - http://www.irs.gov/irm/part4/irm_04-011-007.html 

Summary: http://wnllc.com/index.php?section=articles&subsect=section_1244&PHPSESSID=1e
cfe790ded2b3cd72d68a26b51eef0d#4 

 

 

 

http://www.irs.gov/irm/part4/irm_04-011-007.html
http://wnllc.com/index.php?section=articles&subsect=section_1244&PHPSESSID=1ecfe790ded2b3cd72d68a26b51eef0d%234
http://wnllc.com/index.php?section=articles&subsect=section_1244&PHPSESSID=1ecfe790ded2b3cd72d68a26b51eef0d%234


SECTION 1045 ROLLOVER 
 

Issue:   IRC code 1045 allows for individual investors to roll over gains from the sale of one 
qualified small business stock (QSBS) directly into the purchase of another qualified small 
business stock in order to defer their tax liability. 

Summary:  Under the provisions of IRC code 1045, an individual investor may roll over any gains 
from the sale of a QSBS to the purchase of another QSBS without incurring tax liability provided 
that a) he/she held the original QSBS for a period of at least 6 months b) the subsequent 
purchase of QSBS occurs within 60 days of the sale of the previous QSBS c) the purchase price 
of the new QSBS equals or exceed the proceeds realized on the sale of the previous QSBS.  In 
the event that the purchase of new QSBS is less than the proceeds realized from the previous 
sale, only the amount in excess of the new purchase amount is treated as a gain.  The amount 
of the rollover effectively lowers the investor’s basis in each subsequent investment until a sale 
occurs without a follow on purchase at which point the investor will incur capital gains tax on 
the cumulative total of all gains realized throughout the process. 

Required Action Step:  Educate investors and company personnel on the provisions of IRC Code 
1045 so that they may achieve maximum benefit from this provision upon sale of the 
company’s or any other QSBS. 

Potential Liability for Non-Compliance:  Investors may forego possible additional gains and incur 
otherwise avoidable tax liability if they do not adhere to the provisions of IRC code 1045. 

Sources 

Summary - http://www.reedsmith.com/_db/_documents/Toral_Venture.pdf   pg 3-5 

Full Text - http://www.irs.gov/pub/irs-irbs/irb98-38.pdf  pg 7 

http://www.reedsmith.com/_db/_documents/Toral_Venture.pdf
http://www.irs.gov/pub/irs-irbs/irb98-38.pdf


IRC SECTION 1202 
 

Issue:  By filing for exemption under IRC sec. 1202, investors in Qualified Small Business Stocks 
may be able to reduce their income tax liability on gains from the sale of such stocks provided 
certain conditions are met. 

Summary:  As a provision of IRC sec. 1202, investors in QSBS may be able to exclude up to 100% 
of the gains made on investments in QSBS from income tax liability (the initial version was 50%, 
subsequently increased to 75% and then a 100% exclusion).  Provided that the investor is a non 
corporate entity that invested in a QSBS after 1993 and held the QSBS for a minimum period 
of five years, the investor can exclude up to 50% of the gain from tax liability (original amount).  
The amount of overall gain eligible for the percentage exclusion is limited to ten times the 
investor’s basis in the stock, or 10 million dollars, whichever is greater.   For certain stocks 
purchased between February 17, 2009 and January 1, 2011, the investor may exclude up to 
75% of gains from tax liability.  This is one provision that seems to almost annually be 
incorporated into the usual tax extender bills, and therefore often expires at the end of each 
calendar year, being extended retroactively in the next year. 

Required Action Step:  Educate investors on the provisions of ICR sec. 1202 so that they can 
make investment decisions and file appropriate paperwork to qualify for the minimum possible 
tax liability. 

Possible Liability for Non-Compliance 

Investors who do not adhere to the provisions of IRC sec. 1202 will be ineligible for the tax 
exclusion and will face greater than necessary tax liability. 

Potential Impact:  Consider the entrepreneur who didn’t have a liquidity event until five years 
after he/she organized the company, even if all equity was provided in the form of “sweat” and 
not cash.  The first $10 MM of proceeds is tax free!  Likewise if an angel invested $2 MM the 
first $20 MM of proceeds would be tax free.  Notice the limit is the greater of 10X or $10 MM!  
Critical issues are when the stock was initially purchased or provided, and whether this 
exclusion continues to get extended. 
 

Sources 

Summary - http://www.lexisnexis.com/documents/pdf/20090305051137_large.pdf 

Full Text - http://www.law.cornell.edu/uscode/26/usc_sec_26_00001202----000-.html 

http://www.lexisnexis.com/documents/pdf/20090305051137_large.pdf
http://www.law.cornell.edu/uscode/26/usc_sec_26_00001202----000-.html


• Minimum 
holding period 
to utilize 
Section 1202 
exclusion from 
gains.

5 Years

• Exercised stock sold at least 1 
year after exercise qualifies for 
long-term capital gains 
treatment, provided that 2 
years has elapsed since the 
grant OR that the holder made 
an 83b election within 30 days 
of grant.

1 Year

• For purposes 
of Section 
1045, and 
investor must 
hold their 
stock for at 
least 6 months 
prior to sale 
(or sale of 
company).

6 Months

• Invest 
proceeds from 
QSBS sale into 
new QSBS 
investment 
within 60 days 
to take 
advantage of 
1045 rollover

60 Days

• File for 83(b) 
exercise within 
30 days of 
option 
granting

30 Days

•Once an entity surpasses $50mm in 
aggregate assets, it may no longer qualify as 
Qualified Small Business Stock for purposes 
of Sections 1045 and 1202.

$50mm
•Once an entity surpasses receipts of $1mm 

in cash and other property in exchange for 
stock (or as contributed capital or as paid-in 
surplus), they may no longer issue stock 
which qualifies as a Small Business 
Corporation for purposes of Section 1244

$1mm

Tax Filing Timeframes & Financial Milestones



THE STORY OF MR. MAXWELL MINIMIZER 
(and his Federal Income Tax Strategies) 

 
 
Maxwell’s Background:  Max knows little about angel investing but he considers himself an 
indisputable genius at taking maximum advantage of the federal tax laws to minimize his 
personal tax bill.  The only reason he became an angel investor was because he was intrigued 
by the opportunity to craft an investment strategy solely designed to optimize his investment 
returns via tax tactics and planning.  Here is Max’s story and resultant investment approach. 
 
Invest in Sub Chapter S Corporations?  Max abhors “double taxation” so when he commenced 
his angel investing activities he initially thought he would invest in Sub Chapter S Corporations 
because they, like LLC’s, are pass through entities.  Besides, a very large number of start-ups 
initially adopt this corporate form.  However, Max learned that S Corps cannot have LLC’s as 
investors.  This means that no angel funds (e.g. Ohio TechAngels, North Coast Angels, and 
Queen City Angels) can invest in an S Corp which vastly increases the venture’s financing 
challenges.  Max now spurns all S Corps. 
 
LLC’s versus C Corps?  Having decided to avoid all S Corps, Max thought he would invest solely 
in LLC’s which are also pass-through entities.  His plan was that once they started generating 
taxable income he would cajole them into becoming C Corps.  Besides, he knew that no VC’s 
will invest in anything other than C Corps (preferably Delaware C Corps) so every venture 
eventually needing VC funding must become a C Corp anyway.  However, Max now knows that 
LLC’s cannot qualify for any of the special tax treatments afforded ventures whose stock 
qualifies as a “QSBS” (i.e. Qualified Small Business Stock).  Therefore, Max now refuses to invest 
in anything other than a C Corp QSBS-qualifying ventures because only their investors can use: 
 

• Section 1202 Exclusion:  This excludes 100% of qualifying gains from inclusion in gross 
income if the investment is held five years.  This exclusion will expire at the end of 2013 
but it will likely be re-instated retroactively in 2014 as it has in previous years.  Of course 
Max hopes he always exits earlier than five years, but he knows that he rarely can 
control the timing of the exit, especially if VCs are on the cap table.  Just to be safe, Max 
doesn’t want to preclude his having the ability to use Section 1202 so he eschews LLCs.  
(He knows that the maximum amount of Section 1202 capital gains exclusion he can 
take is the greater of $10 million or 10X his basis in the stock, but so far this has not 
been a limiting factor for him!) 

• Section 1045 Rollover:  This allows 100% deferral of exit gains if they are rolled over into 
another QSBS within 60 days of the prior sale.   Whenever a lucrative exit seems 
imminent, Max starts scouring the landscape for another QSBS start-up into which he 
can roll his gains.  For Max, the only greater thrill than delaying the payment of taxes on 
a lucrative exit via Section 1045 is to avoid paying them completely via Section 1202 
(above).  If within 60 days he cannot find another local QSBS in which to roll his exit 
proceeds Max will even consider investing in entrepreneurs he will never meet (via 



Angelist, SecondMarket, SharesPost, etc).  He wonders why these sites don’t mention 
whether the shares are QSBS-qualified. 

• Section 1244 Loss:  Up to $50K ($100K for joint filers) of losses from the dissolution of a 
venture can be treated as an ordinary loss if the venture did not raise >$1 million of 
capital.  Therefore, Max makes sure he is always among those who bought the first $1 
million of QSBS stock any venture sells.  And, to ensure he reaps maximum benefit of 
this section Max limits his total investment in any one portfolio company to $100K, of 
which his wife (Minnie Minimizer) provides half.  Furthermore he stipulates that the 
company provide him a letter which states that his investment (for the purposes of 
Section 1244) was among the first $1 million which the company received, plus a copy of 
the cap table immediately after his investment along with the last balance sheet. 

 
Stock Options:  If Max cannot defer taxable income he always endeavors to at least have it 
taxed at the capital gains rate versus the ordinary income rate (currently 35%).  He knows that 
often angel Directors receive stock options so he only invests in companies for which he can 
become a Director to enhance his returns. 
 
Max also knows that employees receive ISO’s but angel/outside Directors, not being considered 
employees, can only receive NSO’s.  Furthermore, these typically vest over three or four years 
but will accelerate upon a change of control (i.e. when the company is sold).  Since these 
options convert into common and not preferred shares (which Max bought as a sidecar 
investor) he knows that applying the price per share for the last preferred round really isn’t 
reflective of the value of the common (which is inferior in stature to the preferred paper).  This 
is why as Director he pushes to have annual 409A valuations prepared regarding the options.  
 
Early Exercising of Stock Options:  Max recognizes that occasionally a venture might be sold 
before all his options have vested, so whenever he receives NSO options he helps the CEO and 
legal counsel craft a “forward exercise” program.  After his first liquidity event (when all his 
options immediately vested) Max’s excitement was drastically dampened when he realized that 
gains on the accelerated options were taxed as ordinary income (not at the capital gains rate).  
This occurred because he had not satisfied the one year holding period for long term capital 
gains treatment on the accelerated vesting options. Therefore, Max has devised a gambit to 
ensure all his gains from accelerated vesting options qualify as long-term capital gains.  His 
forward vesting scheme essentially gives him full ownership of all his options upon his forward 
vesting, thus starting the one year clock for capital gains treatment. 
 
Max’s ingenious approach is merely the reverse of the usual vesting process in which he would 
normally “earn” more shares with the passage of time.  Under Max’s forward vesting scheme 
he pays cash to exercise all his options at once and the company then has a right to buy them 
back over the usual vesting period.  However, instead of his ownership’s vesting over time, the 
company’s right to buy back his shares withers away over the set vesting schedule (usually 
three or four years for the Boards on which Max sits).  Technically he is buying restricted stock 
so he has to sign a restricted stock purchase agreement, but the restricted stock converts into 
common so the end result is the same as under a standard option program. 



 
In essence, Max’s sly forward exercising ensures that all his gains from his NSO’s will be taxed at 
today’s capital gains rate (at least until the tax laws change.) 
 
If he leaves the Board prior to full vesting then the Company will buy back all his restricted 
stock which remains subject to their buyback right (i.e. the unvested portion).  Because Max is a 
stellar Director he is never asked to leave the BOD by his fellow Directors.  Relinquishing his 
BOD seat most often occurs when VCs join one of his BODs.  He is hopeful that they will not buy 
back his unvested shares to conserve cash.  Max fully understands that by exercising early he is 
not only handing over precious cash from his bank account now, but if the company 
subsequently fails he will suffer a cash loss in excess of his sidecar investment.  However, he 
knows that typically in most ventures’ early life the cost to forward exercise is usually just a few 
thousand dollars due to having a very low 409(a) value.  This should be offset by the difference 
between the long term capital gains rate and Max’s ordinary income rate. To shield himself 
from IRS allegations that the option strike price was too low, he requires the company to have a 
current 409A valuation report in hand when he early exercises.  Additionally, Max knows he 
must file his 83b within 30 days of his forward exercising of his options.  In fact, Max feels that 
an additional advantage of his early exercise gambit is that he never forgets his 83b filing! 
 
83b Filing:  Filing his 83b election is not a problem for Max because regardless of whether he 
can convince the CEO and his fellow directors to implement his forward vesting technique, he 
always and automatically files an 83b form within 30 days of his receiving any stock options, 
regardless of the vesting schedule.  (Since employees, such as the CEO do not have to file an 
83b the management team overlooks this requirement for outside Directors.) This election 
causes him to have taxable income at the time the shares are transferred to him and the 
income is equal to the fair market value of the stock at that time (less the amount he paid).  
Any subsequent appreciation in the value of the shares of Max’s shares will be taxed at the 
capital gains rate instead of ordinary income.  Max recoils at the mere thought of ever being 
taxed at ordinary income rates. 
 
Exit Proceeds:  Max enjoys a successful exit sale just as much as anyone, but instead of being 
motivated by potentially jaw-dropping investment returns, he is most excited by the potential 
to use an IRC Section 1045 rollover to roll his proceeds forward into another venture and avoid 
paying any immediate capital gains tax.  Since Max only buys QSBA stock, if he redeploys his 
money into another QSBS within 60 days from the date of the sale, then he can defer his tax 
obligation.  Why defer?  For Max it is more for the thrill of being able to delay paying taxes than 
trying to make an astute investment decision regarding the new QSBS venture receiving his 
proceeds.  Some of his co-investors investors would rather re-invest their gains (letting them 
compound as long as possible) than send a check to the IRS every time they have an angel 
success story.  Then again, their new QSBS could be a complete bust.  However, Max always 
rolls over his gains merely because he simply cannot stomach paying any federal taxes unless 
and until he absolutely must do so. 
 



Loss Treatments:  While sitting around with his buddies licking their wounds after incurring a 
total loss on one of their QSBS ventures, Max takes pride in knowing that at least he can reduce 
his federally taxable income dollar-for-dollar by his loss, up to $100,000.  (Although the limit 
per taxpayer per QSBS is $50,000, recall that Max’s wife Minnie matched his $50K investment 
so together they can claim up to $100,000 as joint filers).  Since the company was a QSBS 
corporation, and his investment was among the first $1 million in cash paid for stock, he can 
take advantage of IRC Section 1244.    
  
 
Conclusion:  Despite displaying neither investment acumen nor interest regarding young 
technology ventures, Max is revered by his CEO’s and fellow Directors because he has helped 
them refine their pitch to investors, highlighting the federal tax benefits of QSBS ventures.  His 
co-investors greatly appreciate his helping them take maximum advantage of all the tax code 
sections affecting angel investors.  And, perhaps most importantly, Minnie Minimizer is less 
anguished by Max’s losses because she knows he is taking full advantage of the current benefits 
savvy angel investors like her husband deserve to utilize.   
 
 
 
 
 
 
 



Tax Issues for ABC Directors 
 

 
Background:  This guide is aimed at prompting OTAF’s Directors to consider the questions to pose to tax advisors each time they contemplate an 
action in the left hand column.  The BOD should be sensitive to these issues which their investors will encounter, and, if not have ready answers 
(wisely directing them to their own tax specialists), Directors should, at the minimum, expect these questions. 
 
 
Trigger event for angel investors about to……      Question to ask your tax advisor: 
 
Buy convertible notes with a 20% conversion discount + 10% warrant coverage  What are the tax issues if I: 
            Lose all my $$$? 
            Reap a 10X return? 
            When does my capital gains “clock” start? 
Buy membership units being sold by an LLC      What are the tax issues if I: 
            Lose all my $$$? 
            Reap a 10X return? 
            Hold a BOD seat or other active position with  
            the company? 
Have your LLC investee be converted to a C Corp     What are the tax issues for me when this occurs? 
Buy stock being issued by a C Corp that qualifies as QSBS    What are the tax issues if I: 
 (Qualified Small Business Stock)        Lose all my $$$? 
            Reap a 10X return? 
Receive synthetic equity (aka “Phantom Stock”)      What tax issues will I face if I: 
            Never receive any cash (becomes worthless)? 
            Receive a cash payout in any amount? 
 
Trigger event for Directors of Angel Backed Companies: 
 
Receiving Profit Unit Interests from an LLC      What are the tax issues if I: 
            Never receive any value from them? 
            Receive cash for them? 
Receiving options from a C Corp        What are the tax issues if I: 
            Never receive any value from them?  
            Receive cash for them? 



YOUR FIRST BOD MEETING AS AN OTAF DIRECTOR 
 

 
1)  Have the BOD materials been received allowing adequate time for review and reflection?  
 This is essential in order for you to fulfill your Duty of Care to retain your Business 
 Judgment Rule protection! 
2)  Were you given the chance to add topics to the draft agenda (whether provided by the 
 Board Chair or the CEO)? 
3)  Were the minutes of the last BOD meeting included?  Are they adequate? 
4)  Does the agenda include an Executive Session?  Should it?  Ask about the date of the last 
 Executive Session. 
5)  Has the company complied with all the stipulations in the investment documents regarding 
 the last financing round?  Are the insurance policies in place (e.g. Key Person, D & O, 
 Property & Casualty)?  OTAF’s standard documents allow a 60 day grace period post 
 closing, but it is wise  to remind Directors of the deadline. 
6)  Have the Directors Indemnification Agreements been signed? 
7)  Is there a process to ensure all new employees sign employment agreements?   
8)  What is the status of the Option Plan and Directors’ Option Agreements?  Will an Early 
 Exercise Plan be considered?  Are Directors reminded of their one-year cliff date? 
9)  Are the requisite committees in place?  Audit?   Compensation?  Others? 
10)  Have BOD meeting dates been set for the remainder of the year?  How many must a 
 Director attend?  How many will be in person versus via phone?  What’s the 
 understanding (if any) about cash compensation for Directors to cover expenses? 
 
 
CONSIDER:  Ideally our Director will be able to convince the BOD that, until the company 
achieves Survival Cash Flow Break Even, monthly meetings are appropriate.   
 
 
11)  Have you provided the CEO or CFO OTAF’s Clean Books and Records template? 
12)  If all BOD seats are not filled, who are the candidates for the Fifth Director?  Do they 
 possess the skills we seek per OTAF’s Fifth Director Profile? 
13)  Does the CEO or BOD Chair need help in following Roberts Rules of Order. 
14)  What is your assessment of your fellow Directors?  Do they possess the “4 C’s?” of 
outstanding Directors? 
 

• Competence 
• Collegiality 
• Courage 
• Character 

  
(Source:  Before You Join a Board:  21 Essential Questions, by John Balkcom, 2012) 

 
 



SIX MONTH’S BOD MEETING TOPICS 
 

1)  Are all insurance policies in place? 
2)  Is the option pool in place?  Early Exercise Program considered? 
3)  Has the 5th Director been hired? 
4)  Are all committees formed?  (usually only the Compensation and Audit Committees) 
5)  Has an investor communications routine been established? 
6)  Are Roberts Rules of Order being followed at every meeting? 
7)  Are all Directors pleased with the time of arrival and content of the BOD packages? 
8)  Have Directors started to cement their relationship via discussions outside the Boardroom? 
9)  Have all new employees hired since the closing executed Employment Agreements? 
10)  Are we pleased with our progress regarding establishing clean books and records? 
11)  Should we update our Capital Access Plan?  When is our next funding round needed?  Can 
 we forestall selling more equity via non-dilutive capital sources? 
 

ONE YEAR ANNIVERSARY BOD MEETING TOPICS 
 

1)  Well in advance of this meeting the decision regarding the removal of any Director must be 
made because it is likely his/her options have a one year cliff vesting (this is OTAF’s standard 
option vesting schedule for exactly this reason). 
2)  Has the Compensation Committee evaluated the CEO’s performance regarding any salary 
and bonus action? 
3)  Have all insurance policies been renewed? 
4)  Will an audit be needed next year?  If so, which firms will we consider?  (OTAF’s standard 
documents require an audit when annual revenues exceed $2 million.) 
5)  Should we update our Capital Access Plan?  Next funding round and alternatives? 
 

TOPICS FOR EVERY BOD MEETING 
 

1)  CEO reports on market transactions of competitors and Targeted Strategic Bidders 
2)  Building Strategic Buyers Value is an agenda item 
3)   Some thought is given before the meeting to the need for going into an Executive Session 
4)  Roberts Rules of Order are being followed to the extent that if a VC or Investment Banker 
 were to attend a meeting they would be impressed with the formality. 
5)  “Never run out of cash” is always a key consideration so the amount in the bank, the burn 
 rate and the months to fumes are discussed. 
6)  Ideally the prior meeting ended with some milestones which would be accomplished prior to 
 the next meeting.  This is always a great initial topic. 
7)  Agreement is verified regarding the BOD’s current “MAD” (Minimum Acceptable Deal), 
especially if significant progress has been made since the last meeting. 
 
 
CONSIDER:  This approach has worked well for some of our OTAF Directors: 



 
• They swiftly review the materials prior to the BOD meeting and revert to the CEO (and 

CFO) with a handful of questions which you might ask.  Why embarrass them when the 
goal is to get the information? 

• If there are any contentious votes scheduled they call each fellow director prior to the 
meeting to hear their views. 

• They avoid blindsiding the CEO……….unless truly warranted because the removal & 
replacement pathway has been set.  Most of our Directors have been CEOs so they 
simply follow “the Golden Rule.” 

• Even if the CEO is performing well the BOD goes into Executive Session a few times a 
year to discuss performance to avoid the CEO’s sensing he/she is “bulletproof” 

• At the end of each BOD meeting they try to gain agreement on the issues which might 
erupt prior to the next BOD meeting which would warrant one of these two types of e-
mails/letters being sent to shareholders: 

 a)  SSL: The “Shocking Shareholder Letter”………..Really bad news! 
 b)  GSL: The “Glowing Shareholder Letter”……News so good that reading it causes a 
 warm glow! 
 
 



CLEAN BOOKS, RECORDS & AGREEMENTS 
MANAGEMENT & BOARD CHECKLIST 

 
 
OBJECTIVE:    Buyer's due diligence proceeds smoothly and quickly, with no surprises that might trigger 
a reduction in the sale price, or worse, the buyer walking away from the deal. 
 
PROCESS:  In preparation for the first BOD meeting our OTAF Director attends, the CEO should be 
asked to provide this completed checklist.  The goal is to move all the responses to the “YES” column 
prior to commencing the exit initiative. 

        YES NO 
ACCOUNTING BOOKS AND 
REPORTS       
 Monthly financial reports prepared for management?      
 Actual results reported versus Board approved Plan?      
 Annual financial statements audited by a CPA firm?      
 Experienced  Controller/CFO/equivalent on board?      
 Monthly / weekly metrics used to monitor performance?      
 Cash flow is critical to start-ups: monitor balance, cash burn, etc.     
 Audit Committee:  Exists, meets regularly, formal minutes?     
 Bank statements reconciled monthly & reviewed by CEO?      
 All tax returns timely filed, with copies on hand?       
 All correspondence with taxing authorities organized?      
          
CORPORATE RECORDS        
 Formal board minutes prepared, approved and signed off?      
 All board minutes and actions organized, by date?      
 Shareholder minutes, votes, notices organized by date?      
 Hard copies of all "deal docs" readily at hand?       
 Compensation Committee active, with formal minutes?      

 
Stockholder records of 
ownership:        

  Accurate, complete capitalization table?      
  Schedule of all options and warrants?       

  
Copies of Stock Option 
Plan?        

  Copies of all stock certificates, organized?      
  Copies of all stock option agreements, organized?     
          
LEGAL AGREEMENTS        
 Binder with all legal agreements, from Day 1?         
 Has counsel reviewed, for possible "land mines?"      
 Does counsel review all new agreements, as appropriate?      
 Board approved, formal Employment Agreements?      



  "At will" employment        

  
Non-disclosure 
provisions        

  
Non-compete 
provisions        

  Clear IP protections - both "reach back" and new IP     
 All employee files complete and up-to-date?       
 Has counsel reviewed employees files and agreements?      

 



BOD MINUTES GUIDANCE 
 

When it comes to corporate minutes, saying less is often better:  
  
In order to keep the courtroom from invading the boardroom, saying less is often better. As discussed in an earlier issue of 
Acredula, this topic continues to attract attention from our readers, and it continues to hit home for many organizations. 

Today’s business climate places heightened scrutiny on corporate governance and the actions of board members in both 
public and private companies, and tax-exempt organizations. Therefore, what is captured in your organization’s minutes is a 
potential script for the plaintiffs’ bar. Minutes have two purposes: to inform and protect. To accomplish this purpose consider 
three questions when preparing minutes: 

“Who is the intended audience for these minutes?” 

Minutes should meet the information needs of the audience without creating undue liability. With meetings of a board of 
directors or other governing body, the intended audience is the shareholders, owners, or members. With a meeting of a 
committee of the board or other governing body, the intended audience is the board or governing body itself, (or whoever 
may rely upon the committee or to whom the committee is responsible). 

“Who may rely on these minutes for purposes of protection of the business judgment rule?” 

The business judgment rule protects not only the body whose proceedings are reflected by the minutes, but also any other 
bodies or persons who may rely on decisions of that body. In many jurisdictions, protection of the business judgment rule 
requires a decision with a duty of care and a duty of loyalty in making that decision. 

“Who else may review these minutes?” 

For almost every organization, “who else” includes government investigators who may be furthering an investigation, and 
plaintiff’s lawyers who may be preparing a cross examination. For closely held corporations, “who else” may some day 
include investment bankers deciding whether the organization is a candidate for a public offering; venture capital 
companies considering whether to make an investment; or institutional lenders considering whether to make a loan. 

An important element of minutes is that they provide an opportunity for the organization to create a record of compliance 
with its legal obligations. This then begs the question—what should be reflected? 

1) Compliance with certain procedural matters 

For protective purposes, minutes should state (typically) in an introductory paragraph (i) the date, time and place of the 
meeting to reflect compliance with notice requirements and (ii) who was in attendance to reflect compliance with quorum 
requirements.  

Some meetings—for example, special meetings of a corporation’s shareholders—require notice of purpose as well as time, 
date and place. Reflecting that purpose in the minutes is evidence of compliance with notice requirements, and, as 
discussed below, the minutes can do so simply by identifying the matters considered. 

For evidentiary purposes, it is helpful to reflect who presided over the meeting and who was responsible for the minutes of 
the meeting, either in the introductory paragraph or by signatures at the end of the minutes. A person other than an officer, 
such as the organization’s chair or secretary, who has authority under the organization’s governing documents, may 
preside or take minutes at a meeting in which the officer is not present. If this is the case, the minutes should reflect so with 
a simple declaratory statement to the effect that “X served as acting chair to preside at the meeting” or “Y served as acting 
secretary to take minutes of the meeting.” 

2) Identification of general matters considered 

For protective purposes, especially when a meeting is called for specified purposes or with an agenda, the minutes should 
identify in general terms the matters considered. For example, “The directors considered the various documents presented 



for consummating the merger of X into Y.” However, for the reasons discussed below, it is generally not advisable for 
minutes to reflect detail regarding the considerations or the discussions involved. 

3) Decisions made 

For both informative and protective purposes, the decisions made are the most important content of the minutes. A record 
of the decisions made is not only the information needed by most audiences, but is also necessary in many jurisdictions to 
invoke protection of the business judgment rule. Decisions may be either: 

 To take, or to authorize the taking of some action  
 Not to take or to authorize the taking of some action. 

Minutes should reflect either type of decision. A decision to take or authorize some action typically takes the form of a 
“resolved” clause, such as: 

RESOLVED, that each of the following merger documents . . . is hereby approved and adopted in the form presented 
together with such changes as may be approved by the officer executing the same on behalf of this Corporation, which 
approval shall be conclusively evidenced by the execution and delivery of the same by such officer. 

A decision not to take or authorize some action is more often than not less formal than a “resolved” clause: 

The directors considered and decided to decline approval and adoption of the merger documents presented. 

4) Recording of votes 

Generally, minutes are not legally required to reflect who voted and how he or she voted on any particular decision. Except 
for abstentions and minority votes discussed below, a simple statement to the effect of either of the following should suffice: 
“the directors adopted the following resolution” or “the directors decided to decline . . . .” 

What if I abstain from voting? 

The laws of many jurisdictions require disclosure of any financial or personal interest of any member of a body in any matter 
being considered by that body. Further, many jurisdictions require that the interested member abstain from voting in any 
decision with respect to that matter. For protective purposes, the minutes should reflect an abstention when it is due to a 
financial or personal interest. However, the minutes should reflect only the abstention and not the underlying particular 
financial or personal interest. A simple statement to the effect of the following will suffice: “Mr. X abstained for reasons 
stated at the meeting.” 

What if I vote “no” on an issue? 

Courts of many jurisdictions hold that members voting on the non-prevailing side of an issue considered by a body may 
request his or her vote be reflected, and if so, minutes should reflect that requested minority vote. Many statutes require 
negative votes on the non-prevailing side of an issue be reflected in the minutes. For example, Delaware’s corporation law 
gives a director the right to “cause” his or her dissenting vote to be “entered” in the minutes. 

Under Ohio law, a director is presumed to have voted for any action taken, unless they vote “no” or his written dissent from 
the action is filed either during the meeting or within a reasonable time after the adjournment with the secretary of the 
corporation. Therefore, you will want to have a negative vote reflected in the minutes.  

Courts generally have not required that the minutes reflect the member’s reason for his or her vote even if requested. As 
with the abstention for compliance with the duty of loyalty, a simple statement to the effect of the following will suffice: “Mr. 
X requested that his negative vote be reflected in the minutes.” 

5) Factors considered in making decisions 



Minutes should reflect factors considered in making decisions only if needed by the intended audience or, if advisable, for 
showing compliance with the duty of care. For example, minutes should reflect any factors that the intended audience 
wants to have considered. An example of minutes recording the discussion of an item on the agenda should be as follows: 

“The board next considered the design department’s recommendation of “X” over “Y.” Following a presentation of the issue 
by Mr. Smith, there followed a general discussion and the board voted unanimously to accept the proposal.” 

In certain situations, legal counsel for the body may advise that minutes list certain factors considered in decisions if 
appropriate to reflect the exercise of due care. The laws of most jurisdictions allow a body to consider general categories of 
factors, such as interests of the organization’s employees, suppliers, creditors and customers; the community and society; 
and the economy of the jurisdiction and nation. Any statement of such considered factors should be no more detailed than 
necessary to identify those general factors. 

Minutes should reflect a board’s reliance upon the advice, opinion or report of other advisors, including legal counsel, a 
committee or an officer. At times, directors are faced with decisions that require special knowledge or expertise, which the 
directors themselves do not possess. Because members of a governing board may not have the time or resources to 
investigate personally every matter that comes before the board, many governing statutes permit the board to rely 
reasonably upon information presented by officers, employees, board committees, and independent professional advisors 
in the board’s decision-making process. In such cases, the minutes should reflect such reliance with a simple statement 
that the board “took such action in reliance upon the advice of . . . .” 

6) Privileged discussions 

At times, discussions at a meeting, especially with legal counsel regarding legal rights or obligations, are privileged. Those 
discussions should not be memorialized in minutes. The following simple sentence will suffice: “The board participated in a 
privileged discussion on the subject matter with counsel.” The minutes should reflect counsel’s presence in any such 
session because discussions between board members and counsel are not discoverable, and saying less will protect 
directors against charges of misconduct. 

7) Minutes should be the only record 

Under the laws of most jurisdictions, the minutes of a proceeding are the official record of that proceeding. In such cases, 
minutes should be the exclusive recording of the proceeding. Members of a body who take notes at a meeting should, as a 
routine practice, destroy those notes after satisfying themselves that the minutes accurately reflect the proceedings. Many 
organizations collect all written material, including notes, at the conclusion of the meeting, and as a routine or customary 
practice, this has been accepted by courts of most jurisdictions. 
The minutes of the corporation are considered the best evidence of what transpired at the meeting. Under the best 
evidence rule, other evidence, such as someone’s notes or memory, is generally not admissible to prove what happened at 
the meeting, unless it can be shown that the minutes have been lost, destroyed, or are otherwise unavailable. However, 
personal notes or memory can be used to impeach the competence or integrity of a witness. An experienced trial attorney 
can effectively call into question competence or integrity by asking a witness to explain differences between his or someone 
else’s notes and the minutes or the witness’s memory. 

8) Prior to approving the minutes read them carefully. 

Minutes can not only inform the board, but can also make the board more or less vulnerable to potential claims from 
shareholders and others. 

If a dissident shareholder is considering bringing a claim against the corporation, the least expensive form of discovery, 
which does not require the filing of a complaint, is to demand to see copies of the minutes. Thus, initial decisions as to 
whether to initiate litigation may be based upon a review of the minutes. 

When certified to be true by the secretary, minutes constitute prima facie evidence of the facts stated, and all actions 
recited as having been taken and all elections and appointments are deemed valid until proved otherwise. Further, a 
person, who is not a shareholder, who acts in reliance on certified minutes, is deemed to have acted in good faith, 
regardless of whether the minute’s recital turns out to be accurate. So, ensuring the accuracy of the minutes before the 
secretary certifies them is critical. 

When reviewing the minutes, consider the following: 



 Factual inaccuracies.  
  
Every director knows enough to correct material misstatements in the minutes. However, there can be pressure 
when the agenda is crowded to let seemingly unimportant misstatements remain unchanged. This is a mistake. 
When in a litigation context, opposing counsel proves that a meeting in fact adjourned 15 minutes before the time 
stated in the minutes, that fact may not be important in and of itself; but it can cast doubt on other statements 
made in the minutes. 
    

 Confirm dates when actions occurred. 
  
Any attempt to make an action effective on an earlier date should precede the date with the phrase “as of” (e.g., 
“This consent is signed as of January 1, 2007). While this may raise grounds for challenge of the action’s effective 
date, it will not result in the making of a false entry, subjecting a director to potential liability under Ohio corporate 
law. 

In today’s era of heightened scrutiny, it is crucial to keep the intended audience in mind, along with other possible readers, 
such as government investigators and trial attorneys.  

The minutes should give enough detail to show compliance with notice provisions and entitle reliance under the business 
judgment rule. Additionally, minutes should reflect only the decisions made, including both those to take and not to take 
action. Doing so will keep the court room from invading the boardroom. 

Finally, carefully drafted corporate minutes should inform the intended audience and protect against giving a cause of 
action to the other. The best approach to accomplish both? Saying less is often more.  
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SAMPLE BOARD MINUTES 
 
Time & Place:  A (telephonic?) meeting of the Board of Director (the “Board”) of XYZ Start-up, 
Inc., a Delaware/Ohio corporation (the “Company”) was held at (insert time of meeting and 
venue) on (insert date), pursuant to notice duly given. 
 
Present:  The following Directors were in attendance (list names).  Also in attend via telephone 
(if applicable) were (names).  Not attending were (names).  Mr/Mrs. X served as Secretary of 
the meeting. 
 
Called to Order:  (Chairman’s or CEO’s name) called the meeting to order at (insert time) and 
confirmed that a quorum was present, and that each person attending the meeting could hear 
and be heard by each other person attending the meeting. 
 
Approval of Prior Minutes:  The Board reviewed the minutes for the previous Meeting of the 
Board.  After review, upon motion duly made, seconded and unanimously carried, the following 
resolution was adopted: 
 

• RESOLVED:  That the minutes from the Meeting of the Board held on (insert date) be, 
and they hereby are, approved in the form presented to the Board. 

 
CEO Overview:  (CEO’s Name) presented the Board with an update on the Company’s business 
since the last Board meeting.  Discussion ensued. 
 
Motions:  Mrs. XXXXXX made a motion to…………….that was seconded by Mr. YYYYYYY.  After 
discussion the motion passed unanimously. 
 
Other Agenda Items:  The attached agenda items were discussed. 
 
Adjournment:  There being no further business to come before the Board, upon motion duly 
made by (insert name) and seconded by (insert name) the meeting was adjourned at (insert 
time). 
 
 
Typed Name                  , Secretary of the Meeting 
-------------------------------------------- 
 
Signature 
-------------------------------------------- 
Date 
-------------------------------------------- 
 
 
Attachment:  Board Meeting Agenda 



KEEPING BOD DISCUSSIONS AT THE STRATEGIC LEVEL 
 
 
Here’s some advice regarding how to avoid BOD discussions diving too deeply into the minutia of a venture’s daily operations. 
 
1)  “Noses in, fingers out!”  This is how Dave Berkus characterizes the proper distance Directors should maintain from the daily 
operations.  He means that questioning is certainly appropriate, but actually trying to direct the operations is off base. 
 
2)  BOD ADVICE: “Why, What, and How?”   

• The role of a director is to ask the question “Why?”  The director questions the CEO on strategies and direction and even 
tactics. 

• The role of the CEO is to stipulate “What” the company will do.  The CEO interprets the strategy that he/she and the BOD 
have agreed upon and translates the strategy into a set of tangible goals and objectives. 

• The role of the staff/management team is to decide “How” the company will achieve the goals and objectives set by the CEO. 
 
 So, to apply this advice: 

• If a director stipulates what the company will do or how it should be done, the roles of the CEO and the staff are 
diminished.  Strong CEOs will either ask this director to change his or her behavior, replace the director or leave the 
company. 

• If a director or a CEO starts to tell the staff how to do their jobs, strong staff members will leave the company in search of 
another company at which they can carry out the goals and objectives to the best of their abilities. 

 
3)  Discussion Topic Hierarchy:  Some Directors have found this template to be helpful in identifying topics which are best left to 
company management and only discussed in the Boardroom when they become surprises of emergencies. 
 
 Goals  Strategies  Tactics  Metrics  Responsible Individual  Timeline 
 

• Goals:  The venture selects 1 – 3 goals which are aimed at building Buyers Value.  Examples might be:  1) Build the premier 
software platform; 2)  Perfect the technology with some early adopters;  3)  Convert targeted prospects into Targeted 
Strategic Customers. 

 



• Strategies:  In this column are listed the strategies which will enable achieving the goals 
• Tactics:  Here the tactics to execute each strategy are listed 
• Metrics:  List here a few key metrics for each tactic.  These metrics are used to evaluate whether the tactic is both being 

implemented and is having the desired effect 
• Responsible Individual:  Who is the primary employee responsible for both reporting the metrics and implementing each 

tactic?  This is one who will recommend a course correction is needed, based on the metrics 
• Timeline:  What is the timeline for both reporting the metrics, plus deciding if a course correction is needed?  

 
4)  Value Vigilance:  Our Dallas member, Fred Marxer, has a nicely succinct way to express the BOD’s primary focus which he calls 
“Value Vigilance.”  He explains the table below as follows:  “At the end of the day, payday, ALL shareholder value will be determined 
by ONLY three types of activities that will produce:  1) Free cash flow; 2) The preparedness for the exit; and 3) The Exit.”  
 
  Category    Importance    Timing 
 
  Strategic Market Focus  Primary cash flow driver  Early, and nearly obsessive 
 
  Operating Focus   Enhances attractiveness  Gradual, ramping over time 
 
  Exit Focus    Optimizes exit    Target partners, and big final finish 



HIGH vs. LOW FUNCTIONING BOARDS 
 

Low-Functioning Board       High-Functioning Board 
 
Passive and reactive        Highly interested and engaged; all participate 
 
Unclear priorities        Sharp focus on driving a lucrative exit for all    
          shareholders by the “Sell by Date” 
 
Spotty attendance with low energy level     Meet attendance expectations; high enthusiasm 
 
Much listening to presentations and little discourse    Extensive questions, dialogue, dissenting views,   
          dialogue and discussion 
 
Critical strategic decisions are put off while the conversation delves into  Directors are willing to mention that the conversation has 
operational minutia and trivial details     devolved into details far detached from strategic issues 
 
Directors rubber stamp all recommendations from the Audit and   Directors avoid discussing compensation and audit issues, 
Compensation Committees without questions    relying on those committees, but they never automatically 
          approve committee recommendations without discussion 
 
Challenges and disagreements are discouraged/squelched   Constructive dissent and debate are welcomed 
 
Decision-making is pro forma; The choice is obvious, based on   Decision-making is enlivened; not always swift, easy nor 
the materials presented       unanimous 
 
Expected accomplishments by the next meeting are fuzzy   Expectations from the prior meeting are always an agenda 
          item, and then updated at the next BOD meeting 
 
Frequent “Walk-on” items are added to the agenda at the meeting Chairman has given Directors ample time to have their 
          Issues/items added to the formal agenda 



 
Since the last meeting, there has been minimal/no conversation  CEO stays in touch with Directors individually between 
among the CEO and Directors      meetings and the Directors interact among    
          themselves between meetings  
 
Source:  This table has been adopted (but expanded) from the article entitled “Characteristics of Effective Boards” by Lawrence D. Prybill, Ph.D. in the 
December, 2009 edition of “Trustee Magazine.” 
 
 
 
 
 

YOU KNOW YOU ARE SITTING ON A DISFUNCTIONAL BOARD WHEN………….. 
 

 
“The Board package arrives less than 24 hours prior to the meeting…………..but 
It doesn’t matter because no one reads it anyway…………..because 
The Kabuki Theater-like meetings are so completely choreographed by the CEO that there’s little time to discuss the materials, let 
alone address any strategic issues…………besides 
All the votes for resolutions are so obvious and perfunctory because the CEO presented such a compelling, one-sided justification that 
questioning was not warranted………………and 
You presume all the other Directors probably support the resolutions anyway; You’ve not talked to them since the last Board meeting, 
which is fine………….because 
You don’t know them well enough to grasp what they bring to the Boardroom anyway……….because 
Several don’t make half the meetings in person…………..and 
When they do appear they spend most of the meeting punching on their phone which doesn’t really matter…………………because 
They all seem to be enthralled with the CEO so none would challenge sub-par performance……..because 
They all really enjoy being a member of this Board!” 
 
 



HOW TO EXCEL AS A DYSFUNCTIONAL DIRECTOR 
 

Background:  To excel as a dysfunctional Director one must consistently exhibit behavior which: 
• Ensures the usual protection afforded via the Business Judgment Rule is negated 
• Conveys the impression that……“I am busier than you everyone else around this Board 

table so I’m obviously the most important person here.” 
• Aggressively and egregiously protects the special interests of a subset of shareholders 

such as a VC firm, another angel group, or a family office. 
 
Action Steps:  It could take a few years to reach an impressive level of incompetence, but 
Directors can greatly accelerate their progress by following these steps: 
 
1)  Only attend BOD meetings if convenient and dialing-in from an impressive locale is not an 
 option……..and always be unprepared, especially if attending in person 
2)  Don’t bother with those pesky formalities of motions, votes, and minutes 
3)  Hope that with just a few more quarters of coaching the CEO’s performance will improve 
4)  Go “native”…..”Go along to get along” to ensure short, harmonious BOD meetings 
5)  Don’t push the CEO to routinely send out financial statements, shareholder updates, or 
 respond to the TechColumbus metrics (which must be reported to the DSA) 
6  When the BOD is contemplating raising more capital, don’t bother running the CEO Payday 
 Calculator to model the dilution impact on the Founders, CEO, and existing 
 shareholders.  Don’t estimate how much this new round will raise the exit price tag 
 in order for current shareholders to reap the same proceeds. 
7)  If VC’s are on the cap table, don’t force them to lead all follow-on funding rounds 
8) Provide creative reasons why you unfortunately can’t invest in the upcoming financing round 
9)  Acquiesce if the VC’s seem to be representing their firm and not all shareholders because, 
 after all, they have the most money invested and do this for a living. 
10)  Disregard both the “NCD” (No Cash Date) and the “MTF” (Months to Fumes) because 
 discussing them can cast a pall on the meeting 
11)  Be oblivious to opportunities to improve the potential returns of fellow Directors: 
 A)  Early Exercise Option Program 
 B)  Section 1244 Loss (Forget about the impact of crossing over the $1 MM limit) 
 C)  83B Election 
12)  Disregard opportunities to improve the potential returns of all shareholders: 
 A)  Section 1244 Loss 
 B)  Section 1045 Rollover 
 C)  Section 1202 Capital Gains Exclusion 
 
In Conclusion:  We realize this list is incomplete.  Therefore we encourage OTAF Directors to 
keep it updated by providing impressive instances of exceptional incompetence exhibited by 
their fellow Directors.   
 
 
 



BUILDING STRATEGIC VALUE DISCUSSION GUIDE 
 
 
Note:   A) This guide should aid our OTAF Directors when they prepare for the exit progress 
discussion they should lead at each BOD meeting.  The purpose is to frame the discussion 
regarding making progress toward a lucrative exit.  Since any and all company employees might 
see the agenda, the title is “Discussion about Building Strategic Value” because “Building Buyers 
Value” or “Progress Toward the Exit” might be unsettling to some who will see the BOD agenda. 
 B)  Obviously not all items will be applicable for all companies and all BOD meetings.  
The goal is to provide a comprehensive discussion guide which our Directors will tailor for each 
BOD meeting. 
 C)  OTAF staff can assist by providing requested information accessible from the 
databases maintained and accessible by TechColumbus. 
 
I)  News Since Last BOD Meeting:  This could include press releases, news stories, acquisitions, 
financings, personnel changes, and financial statements (likely only for public companies) for 
each of the specific companies which have been identified in these categories: 
 A)  Strategic Bidders 
 B)  Strategic Customers 
 C)  Competitors 
 
II)  M & A Market Update:  This would include an overview of the recent activity in the M & A 
realm in general.  
 
III)  Private Equity Update:  This would only be relevant for ventures which must eventually 
seek VC funding. 
 A)  NVCA quarterly update 
 B)  Quarterly update of VC deal terms:  Fenwick & West report; Wilson Sonsini report 
 C)  Other sources (especially VCs which have just made their first investment in Ohio) 
 
IV)  Recent Interactions With:  
 A)  Strategic Bidders 
 B)  Strategic Customers 
 C)  Investment Bankers 
 
V)  Exit Pathway Progress Checklist:   
 A)  When to convert to audited financial statements? 
 C)  Are we maintaining clean books, records, and agreements? 
 D)  When will we commence discussions with Investment Bankers? 
 E)  Are we leveraging our IP? 
 F)  Do we have a “deal” law firm in place? 
 



Common Board of Directors Questions 

Typical Angel Director Question OTAF’s Exit Focused Variation 

1. What’s our current burn rate? How much cash are we squandering on anything which may 
generally build shareholders value, but not specifically buyer’s value? 

2. Are the dogs eating the dog food? 
Even if they are, we must remember that our great idea is only as 
great as the problem it solves in the minds of our targeted strategic 
bidders. 

3. Does our latest hire have adequately deep domain knowledge? Exactly how will this new hire make our company more attractive 
sooner to our targeted bidders? 

4. What progress are we making on our product pipeline? 
Are all our products being built so they seamlessly integrate with 
those of our targeted bidders? 
Do they complement or compete against our rivals? 

5. How can we become the dominant company in our market? How can we become the one company that a larger, more dominant 
company wants to acquire by being the highest bidder? 

6. Are we making inroads against our largest competitors? 

Have we found a crucial problem which targeted bidders need 
solved? 

Are we solving it better than anyone else?  If not, what do we need to 
do so? 

7. Update us on the sales pipeline. 

Explain our progress in acquiring customers of maximum strategic 
interest to our targeted bidders.  
Converting which specific prospects to customers will do the most to 
establish us as a leader in our field in the minds of our targeted 
bidders? 

8. What new accounts have we landed recently? 
Of all our new accounts, which would our targeted bidders covet 
most?   Which are their existing clients which they can sell more to 
once they own us? 

  

John Huston  Ohio TechAngels 



Common Board of Directors Questions 

9. Who are our largest customers today? Which are our best customers?  
Which are our most strategic customers? 
Which ones are our best ‘teaching customers’? 

10. What’s our recent progress connecting with VC’s? What math suggests that a VC round will put more money in our 
Founders/CEO’s pocket at the exit? 
Have all other dilutive and non-dilutive sources of capital been fully 
considered and explored? 

Have we completed a VC questionnaire for each targeted VC? 

11. Which companies might want to buy us? Which companies capable of making a cash bid can exploit our 
business better than we can? 

12. Have any of our likely acquirers made an acquisition since our 
last BOD Meeting? 

Do we know the people in each targeted bidder who will be our 
internal champion responsible for driving their winning bid for us? 
Would they take our CEO’s phone call today? 
If not, what’s our plan to fix this? 

 

John Huston  Ohio TechAngels 



RAISING THE NEXT FINANCING ROUND: DIRECTOR CONSIDERATIONS WHEN 
SELLING NOTES 

 
 
 

Background:  For the benefit of all shareholders, it is incumbent upon OTAF’s Directors to 
control dilution.  This means that before they consider selling additional equity they should fully 
explore all non-dilutive sources.  The most common programs which OTAF’s BODs pursue are 
these provided by Ohio’s Development Services Agency and JobsOhio: 
 

• Ohio Third Frontier Commercial Acceleration Loan Fund 
(CALF):  https://development.ohio.gov/bs_thirdfrontier/caf.htm 

• State Small Business Credit Initiative Targeted Investment Opportunity 
(TIP): http://development.ohio.gov/bs/bs_tip.htm 

• Ohio Development Services Agency and JobsOhio Innovation Ohio Loan Fund 
(IOF): http://development.ohio.gov/files/otf/IOF%20Guidelines.pdf 

• JobsOhio Growth Fund (JO Fund): http://jobs-ohio.com/funding/ 
 
OTAF Directors are encouraged to visit these websites plus review the comparison of these 
programs which appears in the Appendix to this document. 
 
In addition to reviewing these State programs, before they automatically pursue raising their 
next equity round OTAF Directors should consider the alternative of selling debt to private 
investors.  The comments below cover the most important aspects attendant to selling debt, 
and especially for the two most prevalent note types our ABCs have issued. 
 
An accurate generalization about ABC debt:  As is obvious from the discussion below, there are 
many types of debt ABCs might consider selling, and it is incumbent upon the BOD to select 
wisely.  Obviously debt’s main appeal is that is causes less dilution than equity.  In return, the 
lenders are given more stringent rights and remedies. 
 
Perhaps the most accurate observation about ABC debt is “Debt can make the good times much 
better………..but the bad times much, much worse!” 
 
Nomenclature Alert: “Venture Debt” versus “venture debt:” ABC Directors sometimes refer to 
all debt sold by young ventures as “venture debt” and they are, of course, technically correct.  
However, to avoid confusion, we think the term should only be used to refer to “Venture Debt,” 
defined as “credit provided by lending institutions that specialize in amplifying the amount of 
capital recently injected into an ABC by VC firms.” At the end of this section we will discuss the 
various types of notes ABCs might sell, but we reserve the term “Venture Debt” solely for this 
specific flavor of credit. 
 

https://development.ohio.gov/bs_thirdfrontier/caf.htm
http://development.ohio.gov/bs/bs_tip.htm
http://development.ohio.gov/files/otf/IOF%20Guidelines.pdf
http://jobs-ohio.com/funding/


General considerations about selling debt:  Although OTAF’s funds do not buy notes, this does 
not mean we think ABCs should not sell them.  Moreover, many of our members do buy our 
investees’ debt.  Since Directors must be sensitive to dilution, whenever additional financing is 
needed BODs should always discuss the appropriateness of selling debt instead of equity. 
However, defaulting to selling notes just because they seem faster and easier would be rash 
without considering the factors below. 
 
The BOD should, of course, first determine the amount of capital needed to achieve the next 
significant inflection point in valuation and risk diminishment.  With a dollar amount in mind, it 
then should think deeply about the features required to raise that amount via notes.  In other 
words, BODs should not get fixated on “market standard terms” which are tied to total amount 
needed for the round, the proximity to an exit, and the VC funding risk in the future.   
 
Said differently, when comparing terms of one debt round with another, recall the aged 
apothegm:  “The bigger the round, the deeper the discount, the greater the warrant coverage, 
and the more collateral demanded.” 
-------------------------------------------------------------------------------------------------------------------------
CONSIDER:  BODs often presume that shareholders’ approval may not be required for a note 
issuance, but counsel’s guidance is absolutely essential on this thorny issue.  Notes generally 
are included in the definition of “securities” in the prior investment documents.  The issuance 
of debt usually requires shareholder approval, and always does if warrants are included. 
------------------------------------------------------------------------------------------------------------------------------- 
 
General advantages to the ABC of selling debt versus equity include: 

1) If not-convertible, then notes are non-dilutive 
2) Unless a conversion cap is included notes avoid the issue of valuation 
3) Note holders rarely seek a BOD seat, especially due to the inherent conflict with their 

fiduciary responsibility to shareholders. 
4) During the period which the interest is being accrued (and before principal amortization 

has commenced) note holders have few rights or remedies unless bankruptcy occurs. 
5) So long as principal and interest are being paid they don’t expect to have any say over 

how the business is being operated, so pivots and course corrections do not need their 
approval 

6) Loan documents are usually shorter, faster, and much less expensive to write which can 
translate into a swifter capital raise compared to selling equity. 

 
General disadvantages to the ABC of selling debt versus equity: 

1) Creditors’ rights vastly trump the rights of equity holders so if non-payment of interest 
or principal occurs then note holders are in control. 

2) Even convertible notes must have a maturity so, if there is no equity round into which 
the notes were presumed to convert, then at maturity the note holders have the power 
to potentially bankrupt the company if it cannot pay.  Ventures do not have access to 
this amount of cash so the note holders can extract whatever they can negotiate. 



3) This power greatly heightens the level of “stranger danger” meaning that, because note 
holders have more clout than shareholders, BODs should be comfortable with the goals 
of each and every creditor.  Some debt buyers’ might have the strategy of “loan to own” 
meaning they intend to hold the BOD hostage to their demands if their creditors’ rights 
are triggered. 

4) While an Inter-Creditor Agreement can keep a rogue note holder at bay, this document 
can be cumbersome to negotiate and draft, thereby offsetting the shorter, cheaper, 
faster aspect allure of notes. 

5) If the note round is led by one buyer then, in lieu of an Inter-Creditor Agreement the 
lead lender can stipulate it has the right to vote for all the note holders.  This can be 
quite efficient but the level of trust must be high. 

6) In some states (not Ohio) the Zone of Insolvency can come into play, thereby requiring 
the BOD to place concerns for creditors ahead of those of shareholders. 
 

The Basics of Notes:  Here is an inventory of all the various note features BODs should consider 
when crafting any note round. 

1)  Ability to repay:  Note buyers generally expect a minimum Debt Service Coverage Ratio 
(DSCR) of 1.25X.  If this cannot be convincingly portrayed in the forecasts then the notes 
should be convertible into the next equity round. 

2) Amount:  Regardless of whether the notes are cash pay or convertibles, the size of the 
round should be adequate to enable the ABC to either be able to generate the cash flow 
needed to service the debt, or to de-risk the company so that the next equity round can 
be raised. 

3) Interest rate:  The rate depends upon whether there are equity kickers/sweeteners (e.g. 
warrants, or conversion discounts) and whether the notes will be re-paid or converted 
into equity.  High yield notes generally must pay 12 – 15% per annum (with interest paid 
monthly) to clear the market.  Will the interest will be PIK (Payment in Kind, i.e. accrued) 
or paid in cash? 

4) Collateral:  Creditors must be told their relative seniority in terms of having the ability to 
offset their potential loss of principal by selling off the ABC’s assets.  Regardless of 
whether they have a perfected security interest in the venture’s assets, note holders 
obviously are senior to shareholders in any liquidation.  However, even if the company 
has no secured debt, the new note holders might demand assurances that assets will 
not be pledged in the future (called a “negative pledge clause” in the note).   

5) Amortization:  When will the principal and interest be paid?  Monthly or only at maturity 
or, for convertible notes, only when the company has an exit. 

6) Events of Default:  In what circumstances can the note holders call their notes, thereby 
threatening bankruptcy or a restructuring? 

7) What happens at maturity?  Will the notes convert into the next equity round?  If so, at 
what capped valuation or is there a discount?  If the principal is expected to be repaid at 
maturity but cannot be, then will an automatic extension become operative while 
restricting is pursued? 

8) Tenor:  What is the final maturity of the notes?  Will all the note holders have the same 
maturity?  This is highly recommended to avoid giving undue power to the creditor who 



bought the first note in the round (meaning his/her note expires first).  Is it wise to allow 
the company to have a brief (six months maximum) grace period to extend the 
maturity?  This allows the BOD to consider options if repayment cannot be made or 
raising the next equity round is stalled. 

9) What is the minimum amount of the round?  This can be expressed by a minimum dollar 
amount of the raise, or by a time deadline after which no more notes will be sold.  Or, 
these can be combined via stating the note round will close the earlier of raising 
$500,000 or June 30, 2014.  Ideally the note buyers will send in their paperwork and 
money to the law firm which will hold it in escrow until the minimum is met. 

10) What is the minimum amount any one note holder must buy?  Usually the amounts are 
$10, 25 or 50K. 

11) Receipt of payment:  Will checks be accepted or only wire transfers?  Many investors 
prefer to send checks to avoid the wire transfer expense, especially for notes.  Since 
they will be receiving the signed note from the company, they might expect to have the 
note in hand before they fund. 

12) Will any notes be sold to those who are not “Accredited investors?”  Be sensitive to the 
crowd funding and general solicitation rules. 

13) Information rights:  What financial reports must be sent to the note holders how often?  
Do they have rights to any other information or special reporting (e.g. for the Ohio 
Development Services Agency)? 

14) Is an Inter-Creditor Agreement Needed?  The purpose of this document is to set forth on 
a collective basis the rights and remedies of the note holders so that a few of them 
cannot extract preferential terms of the notes need to be restructured.  For instance, 
consider a case in which the company cannot repay the notes in full at maturity.  This is 
an Event of Default and sharks could demand payment upon penalty of pursuing a 
bankruptcy proceeding.  The basic concept of an Inter-Creditor Agreement is to install a 
most favored nation approach which means that any new collateral or repayment is 
shared pari passu among all the signatories.  These can be complex to negotiate but are 
wise if the BOD is uncomfortable with the likely inflexibility or predatory behavior of any 
note holder. 

15) Pro Rata Investment Rights?  This refers to the almost universal pre-emptive rights  
delineated in stock purchase agreements which enables investors to avoid dilution by 
granting them the right to purchase their pro rata portion of future financing rounds.  It 
is rather uncommon that ABC note issuers will provide this right, and especially if equity 
kickers are involved.  

 
 
OVERVIEW OF CONVERTIBLE BRIDGE NOTES (CAPPED/UNCAPPED/WARRANTS/DISCOUNTS): 

 
Convertible Bridge Notes:  In OTAF’s experience, there have been three most prevalent 
scenarios in which our BODs have decided to sell Convertible Bridge Notes. 
 
Scenario One:  The ABC’s progress has waned and is insufficient to ensure an uptick in 
valuation.  In essence, the BOD hopes that the creditor’s additional cash infusion will enable 



management to hit adequate milestones.  And, this momentum will attract a lead investor for 
the next equity round who is willing to offer a higher share price.  Stated differently, the BOD 
wants to use creditors’ cash to earn a higher valuation which means, that presuming the notes 
convert into the next equity round, note buyers are providing the cash to lessen their returns.  
In other words, the higher the price of the next round, the fewer shares the note holders will 
own upon conversion.  This is the justification for the note discount or capped price on the next 
round. 
 
 
CONSIDER:  Tension can arise between angels who birthed a venture by buying early equity and 
those who subsequently bought bridge notes when the venture needed additional capital yet 
chose not (or could not) sell more equity.  Obviously the BOD should offer bridge notes to all 
shareholders (and preemptive rights usually stipulate this).  The tension arises if future rounds 
provide preferential treatment for those who bought notes since the last equity round and 
those who did not.  This raises the “Free Rider Issue” which refers to equity holders benefitting 
from the note sales that kept the company moving forward regardless of whether they 
participated (see Lexicon).  The equity holders will benefit if the note round enabled the 
venture to achieve a lucrative exit, regardless of whether they bought any notes.  This suggests 
BODs are justified in rewarding those who provided the last round of capital to the company.  
This most recent round is often via notes if the company is underperforming or feels current 
market dynamics will not enable an appropriately valued equity round. 
 
 
Scenario Two:  The BOD has received a financing term sheet for the next round and thinks it is 
prudent to raise interim cash to be able to weather protracted negotiations.  Furthermore, 
while in the midst of negotiations it would be unethical to be taking cash from investors while 
knowing that a round with better terms is being negotiated.  In these situations the convertible 
bridge notes should be offered with a Most Favored Nation (see Lexicon).  This will give the 
note holders two choices. The first is to convert into the last equity round (the valuation and 
terms of which are known, so this is their worst case, plus some warrant coverage might be 
offered).  Their second choice can be to convert into the new securities despite their not having 
yet been negotiated nor the details divulged.  However, all bridge notes MUST convert into one 
of the two securities at the earlier of the next financing round or the note’s maturity. 
 
 
 
CONSIDER:  If the BOD is struggling to fill out a Series A equity round and any term sheet arrives 
with terms which are more investor favorable than the Series A terms, then the BOD is 
suddenly precluded from selling more Series A shares.  The provider of the new term sheet has 
effectively shut down all fund raising, which could result in the ABC’s burning through its 
remaining cash (thereby becoming desperate to negotiate the final deal terms).  If the BOD can 
negotiate with the new potential investor to allow the bridge notes to roll into their round, 
then this will avoid this scenario.  The new investor might be concerned about “Stranger 



Danger” and request pre-approval of all bridge note buyers, which is quite reasonable.  
However, if the new investor refuses, then the BOD might view their tactics to be predatory, 
aimed at forcing the ABC into a cash starved and fund raising stalled mode.  Unless the BOD is 
desperate, it may not want such an investor on the cap table. 
 
 
Scenarios Three:  Either an Indication of Interest Letter (IOI) or a Letter of Intent (LOI) has 
arrived.  The BOD wants to shore up its cash position to avoid becoming desperate if the due 
diligence process is prolonged and before definitive documents are drafted (because the 
confidentiality provisions preclude fund raising).  If an investment banking firm is engaged it 
might request the BOD to sell bridge notes to show TSBs that it has the ability to raise cash and 
will not be “on fumes” prior to consummating the transaction.  This might dissuade bidders 
from hoping for the aphorism of “the longer due diligence, the lower the price.” 
 
Advantages to the ABC of Selling Convertible Notes: 

• Postpones a new valuation while using the note proceeds to gain more traction and 
hopefully gain a higher valuation at the time of the next equity round 

• Less cumbersome documentation than a Series A-1 or B equity round 
• Much lower legal fees 
• Swifter closing 
• Nicely accommodates many closings over a long period of time because there is not a 

valuation to become outdated 
• Lenders are less likely to expect a BOD seat than investors 
• Interest is usually PIK (Payment in Kind which means it accrues until conversion) so 

there is no cash drain on the company 
• The clock for qualifying for long term capital gains treatment starts at the time of note 

purchase, so when the conversion to equity occurs often only a few months remain to 
expire to meet the one year requirement 

• If another financing round is planned then investors might take comfort in Most Favored 
Nation Treatment, knowing they can roll into the next round if its economics are 
superior to those of the last equity round. 

 
Disadvantages to the ABC of Selling Convertible Notes: 

• Often all assets are pledged.  This might startle customers/suppliers who inquire, or 
order a credit report 

• Since all proceeds from a liquidation are first directed to satisfy creditors, the 
shareholders will rarely receive any financial benefit from the company’s assets 

• The BODs primary responsibility is to all shareholders, and for most start-ups the result 
of pledging all assets to creditors is ensuring shareholders will receive nothing in a 
liquidation. 

• Negotiating an Inter-creditor Agreement can be time consuming and costly 
• The conversion premium and/or warrant coverage will bloat the valuation which might 

make it more difficult to raise future equity rounds 



• Lenders may be able to assign their notes and rights to anyone else which exposes the 
company to “Stranger Danger” and lenders who have a “Loan to Own” Strategy. 

• Lenders may have veto power over all future capital raises, whether debt or equity, 
which means they might demand to be paid off instead of converting to equity. 

• The note maturity puts a gun to the BOD’s head, requiring re-negotiation if the next 
financing round is delayed or evaporates. 

• Unless covered in the Inter-creditor Agreement, all lenders may not be forced to convert 
into the next equity round.  They can demand payment instead and extract better terms 
which will delay the equity round being closed. 

• Sometimes note rounds allow for a simple majority of the note holders to approve 
changes in the notes’ terms.  This might empower a predatory lender to hold the 
company hostage unless his/her demands are met. 

• Pledging all assets to note holders will add complexity and delay when seeking loans 
from the Innovation Ohio Loan Fund, CALF, or other State programs. The IOLF might be 
willing to give Convertible Note holders a first lien on inventory and accounts receivable 
but rarely will relinquish or share its first lien position on intellectual property. 

 
Convertible Bridge Note Nuances the BOD should consider: 
 

1)  To entice buyers will it be necessary to provide warrant coverage, a valuation cap, or 
discount for the next equity round into which the notes will convert?  In today’s market 
it is difficult to sell convertible notes that are not capped, regardless of whether they 
also provide warrant coverage and a discount. 

2) Will note holders have the right to invest new cash in the next equity round (i.e. pre-
emptive rights)?  

3) What protection do note holders have that those leading the next equity round will 
honor their conversion discount and pre-emptive rights?  This is of special concern if VCs 
are clearly required to lead the next equity round.  The reality is that there is no 
protection (other than having multiple term sheets). 

4) What happens if no equity round can be raised at any price acceptable to the BOD?   
5) What happens if the next equity round is not needed?  This can occur either because the 

company suddenly is highly cash flow positive, the BOD refuses to support further 
dilution, or an acquisition bid suddenly appears.  Will the note holders have taken an 
equity risk but only received a debt return because their loan was paid and never 
converted to equity? 

6) Will current investors be given priority for participating in this convertible note round?  
The BOD might find it easier to sell a convertible note round to insiders. 

7) Is there any scenario in which the convertible notes should be allowed to remain 
outstanding? 

 
 
CONSIDER:  There can be an inverse correlation between the conversion terms and the 
likelihood that the leader of the next round will honor them.  For instance, if the conversion 



discount is only 15% it might be respected although a 30% discount rarely will be.  And, 
discounts are more likely to be operative if there is a “pay to play” provision because then the 
note holders are assisting others in buying more runway for the company (and not just 
expecting to be rewarded for their past investment).  Also, some BODs prefer to offer warrant 
coverage in lieu of discounts because they think the next round funders are less likely to renege 
on them.  Finally, some feel that both discounts and warrants need to be offered in order to 
raise the requisite cash, plus hoping that at least one of these sweeteners will stay in place 
when the next round is raised. 
 
 
 
CONSIDER:  OTAF’s view is that the ABC is not disadvantaged by providing pre-emptive rights to 
either the holders of notes or stock.  In fact, investors can become surly if not allowed to 
continue investing in an ABC which is achieving forecasted results.  However, when the BOD 
provides note holders such rights, it should remind them there is no certainty the investors 
leading the next equity round will honor pre-emptive rights, or any other rights.  BODs should 
try to avoid surprised (and therefore probably angered) note buyers. 
 
 
 

OVERVIEW OF HIGH YIELD NOTES: 
 
High Yield Notes:  Selling convertible notes is often sensible for under-performing ventures, but 
selling high yield notes can be the best route for ventures needing to finance explosive revenue 
growth.  If the ABC has healthy margins (>25%) and receives some very large orders, working 
capital might most astutely be financed via cash pay notes yielding a well above market interest 
rate (i.e. generally 12 – 20% per annum).  Current investors who have witnessed the company’s 
exemplary growth are often anxious to provide the working capital needed for continued 
momentum.  One of the general tenets of finance is that enterprises should not fund their 
working capital via selling equity (if they can avoid it).  When an ABC is performing exceedingly 
well the BOD should explore selling high yield notes in lieu of another round of equity. 
 
High Yield vs. Convertible Notes:  The BOD’s pitch to prospective buyers of convertible and high 
yield notes is completely different.  For the former, creditors need to believe that the ABC will 
be able to raise the next round of financing into which their notes will convert.  Likewise, they 
hope their pre-emptive rights, discounts, warrants and valuation cap will all remain in place.  
High yield note buyers must believe that the ABC can generate adequate cash flow to pay the 
monthly interest, plus retire or refinance the notes at maturity. 
 
 
High yield note buyers do not attempt to evaluate the liquidation value of the collateral, and if 
the cash flow is convincingly robust and recurring, they may lend unsecured.  However, they do 



expect the forecasted Debt Service Coverage Ratio (see Lexicon) over the life of the loan to be 
at a suitably comforting level (which is a minimum of 1.25X).    
 
High Yield Note Nuances:  In addition to the general comments about notes at the beginning of 
this section, BODs should discuss these issues when designing high yield notes: 
 

1) Will warrant coverage be required to sell the notes?  If so, how much warrant coverage 
is needed?  Usually it ranges from 10 to 25% at the share price of the last equity round.  
For instance, presume that a $50K note buyer is offered 25% warrant coverage at the 
$3.00 share price of the last equity round (which was the Series B preferred stock 
round).  How many shares can this creditor buy? The answer is 4,166.67 which raises 
the question of how to deal with fractional shares (they should be rounded up).  Will the 
warrants convert into preferred or common?  Common is the standard.  The usual life of 
the warrants is 10 years.  (Note:  Unlike options, 83b treatment is not available for these 
warrants.) 

2) Should there be a guaranteed minimum amount of interest which note buyers will 
receive?  Consider a high yield round paying 1.25% monthly (15% per annum).  If a 
creditor buys $10,000 of notes but the notes get pre-paid in three months, then he/she 
will only have received $375.00 for all the effort of reviewing the documents.  High yield 
note buyers often expect a minimum return to get them interested and protect them 
from a swift re-payment (usually six months of interest).  This is especially true if the 
high yield notes are sold during negotiations of an M & A exit. 

3) Interest payment frequency:  High yield note investors expect to be paid cash interest 
monthly, which can be an administrative burden.  This suggests that the minimum note 
size should be at least $25K. 

4) Interest rate calculations per note:  BODs should consider setting a single closing date so 
that the interest calculations for all notes use the same date.  Selling dozens of notes, 
each with a unique note date, adds unnecessary complexity. 

5) Maturity Dates:  Likewise, all notes should have the same maturity date.  
 

DIRECTOR DUTIES WHEN SELLING NOTES: 
 
After making the “funding flavor” decision, but before unveiling it, Directors should: 

• Ensure the BOD minutes reflect that many alternatives were considered and that any 
Director conflicts were noted 

• Each commit to participating at their pro rata level 
• If they will not do so, then all Directors should be able to explain the reasoning (because 

they are likely to be asked) 
• Be able to explain the impact on the requisite exit proceeds to offset the impact this 

new capital on shareholders returns.  Obviously debt must be repaid first out of any exit 
proceeds so the impact on shareholders’ returns is equivalent to a 1X preference plus 
accrued interest and warrants (and any success fees for the State programs). 

• Have counsel explain the requisite shareholder approval pathway, and agree that the 
Directors are confident they can amass the needed votes 



 
DIRECTORS WHO ARE NOTE HOLDERS 

 
Background:  It is quite common for OTAF to invest in ventures that have previously sold notes.   
Naturally we explain that such debt must convert into our Series A round because investors will 
not allow the new cash we are providing to go out the back door into lenders’ pockets.  We 
want our capital to grow the company, not strengthen its balance sheet.  And, local 
entrepreneurs are rarely so unsophisticated that they have sold notes to those who expect to 
be re-paid (with the exception of small amounts to family members who usually convert 
anyway).  The preponderance of the notes OTAF finds on the balance sheets of our potential 
investees are convertible notes bought with the presumption they will convert into our Series A 
preferred stock round. 
 
Discussion:  However, the rights and remedies of lenders and equity holders are clearly 
unequal, with creditors being vastly more powerful because their maturity date empowers 
them to bankrupt the company if they so choose.  And, if they have a perfected security 
interest which includes a lien on the IP, then they can ensure the shareholders are unlikely to 
receive anything from a bankruptcy or liquidation.  (Moreover, some predatory lenders who 
“loan to own” do exit, but such sharks are rarely sighted in Ohio.) 
 
 
CONSIDER:  Directors are considered “insiders” and this affects their security interest if they 
have a lien on any company asset.  By virtue of being an “insider” the timeline for the 
perfection of their lien may be lengthened to one year. 
 
 
Conflict of Interest:  Setting aside the issue of collateral and acceleration rights, a Director 
owning convertible notes is faced with an obvious conflict of interest.  Directors, of course, 
have a fiduciary responsibility to all shareholders.  This means that when the BOD is negotiating 
with OTAF regarding the valuation of the Series A round we are planning to lead, each Director 
must strive to achieve the highest valuation possible (obviously also taking into consideration 
the terms and conditions, but OTAF uses standard documents so little negotiation occurs on 
any factors other than valuation).  A Director holding a convertible note will personally benefit 
more from a lower valuation (by converting into a higher ownership percentage).  Note holding 
Directors would be wise to recuse themselves during such discussions.  The BOD minutes 
should record their abstention, and also note that they left the room during such discussions. 
 
 
CONSIDER:  OTAF has not bought notes since April of 2005 (when we co-invested with 
Cleveland’s JumpStart in the PreEmptive Solutions convertible notes).  However, our investees 
have sold bridge notes bought by fellow Directors and OTAF members.  OTAF Directors must 
remind the BOD of this conflict prior to the negotiations of the next equity round. 
 



CONSIDER:  When a venture is struggling and the Directors keep it afloat (often to enable it to 
meet payroll) by buying convertible notes then the optics can be concerning to other 
shareholders almost regardless of how the notes are treated via their conversion into the next 
equity round.  Note holders might properly allege that were it not for their emergency funding 
the company would be in worse shape today.  However, since Directors are the most inside of 
insiders some shareholders might complain if the treatment of the note holders is viewed as 
“better than market” whatever that is thought to be when the complaints are lodged.  In sum, 
the vastly different rights and remedies enjoyed by note holders versus equity buyers can cause 
strife, and doubly so when most of the notes are held by Directors. 
 
 
 
   OTHER SOURCES OF DEBT FINANCING: 
 
CROWDFUNDING AND MICRO-LOANS: 
 
When the BOD discusses selling debt it is likely that one of an ABC’s Directors will suggest the 
company explore using one of the general solicitation portals.  No OTAF investee to date (as of 
2014) has used any crowdfunding sites.  New sites appear daily and almost a thousand now 
exist, but most of them are outside the United States.  This is due to the slow pace of our 
Securities and Exchange Commission in providing any definitive interpretation of the JOBS Act 
(that allowed broader solicitation).  If the BOD decides to explore these funding portals it 
should seriously consider the risk of “Stranger Danger” (see Lexicon).  Creditors’ rights and 
remedies vastly exceed those of shareholders.  Therefore, this risk is vastly larger when 
unknown investors buy an ABCs debt and not just shares (or membership units for LLCs).  
Crowdfunding is include here solely for completeness. 
 
 
LOANS FROM COMMERCIAL BANKS: 
 
Traditional commercial banks are often referred to pejoratively as “belt & suspenders” lenders.  
This means they require two sources of repayment.  The first is operating cash flow.  Ideally, in 
the past it has been more than adequate for the prospective borrower to pay all obligations as 
they came due, and it is highly likely to continue unabated over the course of the loan.  This is 
“the belt.”  “The suspenders” are all the types of collateral pledged to the bank.  Any loan 
secured by a collateral pool which could be liquidated and repay the bank’s principal (if the cash 
flow dried up) will generally be viewed as acceptable by bank management.   
 
Instead of maligning bankers for being inordinately risk averse, Directors should remember: 
 
1)  Regulators determine banks’ risk appetite:  Regardless of how bank management might view 
a specific loan, examiners sent in by both state and federal regulators will routinely score the 
loans and determine the amount of loss reserve (excess capital) the bank must reserve to cover 
its risk of loss.  The higher the loss risk, the higher the loss reserve.  Most all of OTAF’s portfolio 



companies would be rated “Substandard Assets” by bank examiners because they lack many 
quarters of both positive cash flow and bottom line profitability.  Examiners can require a 50% 
loss reserve against such assets, thereby precluding any potential profits from the loan.  Banks 
cannot afford to lend to ABCs unless they have stellar personal guarantees, which might also be 
collateralized. 
 
2)  Commercial banks’ margins are insufficient to cover many losses.   At the end of 2013 there 
were 5,783 commercial banks in the United States, and this number has been steadily declining 
for many years.  The banking industry’s consolidated return on assets (ROA) historically hovers 
around 1.00% which does not allow much margin for write-offs.  In other words, to cover the 
loss of one dollar, $100 must be lent and repaid.  Or, the bankers must guess correctly for 99 
out of each 100 loans.  (At the end of 1Q14 the ROA for US banks = 0.99%.) 
 
Too often ABC Directors suggest that banks should be approached, but this is usually driven by 
the fact that bank loans are an extremely cheap source of capital.  However, this just reflects 
the level of risk they are able to assume.  Several OTAF portfolio companies have indeed been 
successful in getting loans from banks, but they were always with collateralized personal 
guarantees.  Directors would save their BODs much wasted time and effort if they did not 
pursue bank loans until the company is consistently cash flow positive. 
 
ASSET-BASED LENDING/ASSET BASED LOANS (ABL): 
 
Some commercial banks and finance companies may lend to mature ABCs using an advance 
rate based on the amount of accounts receivable and inventory.  The most common advance 
rates are 75% against “qualified” receivables and 50% against “qualified” inventory.  Obviously 
what “qualifies” is aggressively negotiated.  Naturally they require a first priority lien on 
receivables and inventory.  Additionally the ABC must generally have recorded at least two 
quarters of positive cash flow.   No OTAF companies have been able to use ABL facilities to date 
due to the variability of their cash flow.  Although many could be cash flow positive, most 
realize that their value to TSBs is affected more by revenue growth than cash flow. 
 
FACTORING:   
 
A few OTAF portfolio companies have benefited significantly from factoring, which is a much 
more precise form of working capital finance.  Broadly speaking, specific accounts receivable 
(and maybe even Purchase Orders) are sold to the factor who buys them at a discount (say 
20%) and then collects them.  ABCs for whom factoring might be applicable have a handful of 
large, recurring accounts that maintain an investment grade rating by one of the three major 
rating agencies.  Importantly consistently positive cash flow is not as essential as for ABL 
facilities.  And, most factors are finance companies and not commercial banks. 
 
EQUIPMENT FINANCE: 
 



For capital intensive ABCs requiring expensive equipment there may be financing sources that 
will finance specific pieces via debt or leasing.  However, the common requirement of having a 
record of several quarters of consistently positive cash flow is often a non-negotiable criterion 
for the lender. 
 
VENTURE DEBT: 
 
As mentioned at the outset of this chapter, OTAF reserves the use of the term “Venture Debt” 
to refer solely to debt financings offered to ABCs that have VCs as significant equity holders.  
Some industry sources allege that Venture Debt accounts for about 8% of the total capital flow 
into VC-backed companies.  (Notice this does not refer to all ABCs, but only to enterprises 
which have taken VC funding.)  The benefits of Venture Debt are often referred to as a “bonus 
round” or “insurance policy” but fundamentally, BODs incur this flavor of debt because it 
supercharges the impact of its VCs.  The incremental capital Venture Lenders (VLs) provide is 
aimed at enabling the enterprise to achieve more progress ahead of the next equity valuation 
event, or to increase the odds of reaching such milestones, while minimizing the dilution that a 
larger VC round would cause. 
 
There are only a handful of VLs, with the best known today being Silicon Valley Bank, Square 1 
Bank, Triple Point Capital, and Leader Ventures.  They base their credit decision on neither the 
ABC’s ability to repay the loan from operating cash flow, nor the liquidation value of its assets.  
VLs assess their odds of avoiding a loss by considering: 
 
1)  The VCs already on the cap table:  Do they have adequate dry powder in their current fund 
to continue supporting the capital needs of the ABC?  Presuming the VCs have the ability to do 
so, have they generally continued to fund struggling ventures in the past?  It would be difficult 
to overstate the essentiality of mutually beneficial historic relationships between the lenders 
and the VCs.  Some OTAF investees have attracted VCs who easily arranged Venture Debt, but 
this should not be taken as evidence that all VCs will be able to do so.     
 
2)  Is there already enough cash on the balance sheet so that Venture Debt will extend the 
runway?  Some Directors think the BOD should not consider Venture Debt until the amount of 
needed additional cash can be precisely dimensioned and definitely needed.  This is totally 
wrong.  It might seem counterintuitive, but the very best time to approach VLs is immediately 
after closing the latest VC led equity round.   
 
The theory behind Venture Debt is that, properly structured, timed, and applied, it can provide 
risk capital that is less costly than equity because it enables achieving higher valuations for the 
next round.  It is not a substitute for VC funding, but rather a force multiplier. 
 
Assuming the ABC’s freshly closed VC round was led by highly regarded VCs, then the BOD 
should discuss the attractiveness of Venture Debt.  Such debt usually has these characteristics: 
 
Maturity:  Usually one to three years 



Draw periods:  To minimize interest expense sometimes the loan is drawn down over time 
 instead of immediately upon closing.  However, beware of the impact of a company 
 setback which can preclude future draws 
Multiple Tranches:  The lender may choose not to disburse the full amount of the commitment, 
 but instead make disbursements only upon hitting milestones 
Principal amortization:  Often interest only for at least the first year, but ideally should not  
 commence until the loan commitment is fully drawn or capped. 
Interest rate:  10 – 15%.  The lender’s bundled yield target is 20- 25% (including all fees and the 
 estimated value of equity kickers/warrants).  The effective interest rate is often based 
 on a “stream” or amortizing rate and is affected by the fees. 
Fees:  There can be upfront processing fees, filing fees (registering liens), fees on any undrawn 
 portion of the maximum loan commitment, pre-payment fees, final, back-end success 
 fees, fees will be levied if the loan must be restructured, plus with every waiver or 
 amendment request 
Pre-payment protection:  This fee usually ranges from 2 – 5% of the loan amount and often tied 
 to the length of time the loan or commitment is outstanding. 
Dilution:  Some amount of warrant coverage is common, but much less than an equity round 
 (see warrants below) 
Participation Rights:  VLS will want the right to participate in the next financing round 
Collateral:  All asset lien is common 
Warrants:  Expect the warrant coverage to be 5 – 10%   
Events of Default/Financial Covenants:  Often limited to the failure to pay any amounts when 
 due (i.e. fees, principal, interest) 
Financial Disclosure:  Should not be more than what the VC are currently requiring 
Deposits & Operating Accounts:  The VL will require that all of the ABC’s current banking 
 services to be  moved to their institution (to lower their risk via the right of offset 
against deposit accounts, plus elevate their return via service charges) 
 
Nonetheless, there are distinct benefits the BOD should consider regarding Venture Debt: 
 
Advantages to the ABC of Venture Debt: 

• It augments the impact of the last VC round by extending the runway 
• This increases the chances of hitting milestones, and  
• The extra cash in the bank provides a larger margin for error/delayed attainment 
• This extra “headroom” of cash can become vital in heavily regulated industries in which 

a delay of regulatory approval is both hard to handicap and challenging to survive (e.g. 
any ABC dependent upon FDA approval or CE Marking) 

• It can swiftly fund a small, bolt-on acquisition too small to warrant the costs of a larger 
financing round 

• VLs can often close faster and cheaper than re-opening the VC round, or doing a 
convertible note issuance to all shareholders 

• VCs will handle much of the negotiations, thereby encroaching much less on 
management’s time than another VC round or a convertible note round 



• Enables VCs to keep more powder dry for the next equity round 
 
Disadvantages to the ABC of Venture Debt: 

• Obviously, like all debt, the rights and remedies VLs hold are far superior to that of 
shareholders 

• The all asset lien might stymie other debt facilities, especially with the State of Ohio 
• Local banks who previously held all the ABCs accounts and provided all the operating 

services will be disappointed to lose this business, especially to an out of town 
institution 

• Since no VLs reside in Ohio, 100% of the ABCs cash moves out of State 
• Company’s counsel may need to consider the creditors’ rights issues in the VL’s 

headquarters state. 
• Every request to VLs to make any change in the loan documents is likely to involve a 

hefty additional fee.  
 
Regardless of these potential drawbacks, Venture Debt can certainly boost shareholders’ 
returns in the appropriate circumstances.  However, BODs should be wary of pursuing it in 
these situations: 
 
Situation One:  The debt payments will amount to more than 20% of the ABC’s operating 
expenses, the result being that revenue growth might be squeezed.     
 
Situation Two:  The ABC’s cash balances are already depleted.  If used as a “last resort” 
financing the VL’s terms will be too onerous. 
 
Situation Three:   The ABC’s VCs are not well known or have no relationships with VLS.  (Note:  
Recall that OTAF’s VC Vetting Questions include this topic.) 
 
Situation Four:  The ABC has already established strong and growing revenue streams, 
impressive backlogs, and high quality accounts receivable that might warrant supporting an 
Asset Based Loan, factoring, or high yield notes.  These might be much better alternatives and 
do not come with the baggage of the VC/VL relationship. 
 
 
CONSIDER:  The BOD should remember that VLs are counting on the VCs already on the cap 
table to be their primary source of repayment.  VLs know that the majority of their borrowers 
will experience some setbacks prior to their loan’s maturity, so they rely upon the VCs not to 
abandon their borrower.  Some VCs might encourage the BOD to accept Venture Debt because 
doing so further fosters their already strong relationship with the specific VL.  This can translate 
into their only considering one VL and not seeking alternative bids, or supporting borrowing 
amounts much larger than needed.  Angel Directors (if they still left have a BOD seat after the 
VC rounds) should request that a non-VC Director be involved in overseeing negotiations with 
the VL. 



 
 
 
SUMMARY:  Across angel land, the topic of notes is hotly and constantly debated.  It seems 
Manichean to take a stance for or against the wisdom of ABCs’ selling notes.  OTAF’s view is 
that notes are like dynamite.  Properly used they can be a powerfully positive tool.  However, 
they can also create much more wreckage than equity. 



XYZ, INC. 
SUMMARY OF HIGH YIELD NOTE TERMS 

 
 

Issuer:   XYZ, Inc (Ohio or Delaware C Corp.) 
 
Note Purchasers: Limited to those who are “Accredited Investors” per 501 (a) of the Securities Act 

of 1933, as amended.  
 
Amount: Total issuance minimum of $750,000; maximum of $1,500,000.  Minimum 

purchase per investor is $25,000; maximum of $250,000. 
 
Interest Rate:  15% per annum paid monthly at the rate of 1.25% (cash, not accrued);  Default  
   interest rate = 20% (or the highest rate possible considering state usury laws).  
 
Warrants: Warrants for 15% of each note amount enables the note holder over the next 

10 years to purchase common shares at the share price of the last equity round 
raised (in this case the Series A-1 which was priced at $100.00 per share) 

 
Future Investment 
Rights: The Issuer will use its best efforts to ensure note holders are given the 

opportunity to participate in the next round of financing, regardless of whether 
it is a debt or equity capital raise. 

 
Maturity:  12 months with one six-month extension if approved by 75% of Note Holders 
 
Pre-payment: Without penalty after 120 days post issuance, thereby providing holders a 

minimum cash return of 5.0% interest (plus the warrants) 
 
Principal Amortization: None; Principal paid at maturity 
 
Collateral: Unsecured; Currently the Company only has trade payables and no liens filed.  

Holders will receive a Negative Pledge precluding assets being encumbered 
during the life of the Notes 

 
Information Rights: Quarterly and annual unaudited financial statements  
 
Events of Default: Usual (non-payment and bankruptcy) 
 
Closing: Friday, March 14, 20XX (by Close of Business) 
 
 
 
    

 
 



Capital Access Plan: Sample Output 



RAISING THE NEXT EQUITY ROUND (NON- VC) 
 
Background:   Board’s of ABCs must be cautious about the investors they add to their cap table.  
When struggling to fill out a financing round, the interrogation of potential co-investors often 
becomes overlooked.  Warren Buffett has opined that…….”eventually you end up with the 
shareholders you deserve.”  OTAF Directors should avoid allowing anyone to join the cap table 
just because they have capital to do so.  BOD’s should be aware of problems which can arise 
from not knowing co-investors’ reputation, character, experience, motives, dry powder, and 
approval processes.  Lumped together these concerns are referred to as “Stranger Danger.”  
 
Directors Questions:  If an equity round cannot be avoided, then the basic question is whether 
angel or VC sources will be approached.  Regardless of which, Directors should still each commit 
to the amount of the round they will take and estimate how much of the round can be done 
“inside” (i.e. among current investors). 
 
Dodd-Frank Wall Street Reform and Consumer Protection Act:  signed by President Obama July 
21, 2010 this law requires the SEC to adopt rules to prohibit use of the Rule 506 exemptions 
under Regulation D for securities offerings in which certain “bad actors” are involved.  This is 
not limited to any general solicitation or “crowd funding” capital raising activities.  It affects 
angel groups’ investment activities.  All of our portfolio companies must now comply for their 
capital activities occurring after September 23, 2013.  Now all entities raising capital are 
required to have “Bad Actor” questionnaires completed and filed for those who are deemed to 
be “Covered Persons” which include: 

• OTAF portfolio company CEOs, Directors, and anyone else who has at least 20% voting 
control 

• Angel Funds’ CEO, Manager, Director and Executive Committee members (Note:  All 
such OTAF IV persons have completed this form). 

• Promoters and compensated capital raisers (but our portfolio companies do not use 
brokers or fund raisers, as stipulated in OTAF’s term sheet). 

 
Dodd-Frank requires such covered persons to reveal “disqualifying events” which basically are 
securities fraud convictions and sanctions. 
 
Dodd-Frank Rule 506 Disqualification Event Questionnaire:  See the “Bad Actor” form which 
the law firm of Porter, Wright, Morris and Arthur provided OTAF IV. 
 
 
CONSIDER:  Obviously an ABC’s legal counsel will bring this new requirement to the BOD’s 
attention, asking each Director to sign the “Bad Actor.”  Nonetheless, our Directors might find it 
helpful to provide fellow Directors the form well in advance of any financing.  We can provide 
the document in WORD format so the few required changes to adopt it to any ABC can easily be 
made. 
-------------------------------------------------------------------------------------------------------------------------------  



 
Adding New Angel Investors:  Although most of the new potential angels will be introduced by 
current investors or credible contacts, BODs should still be cautious about which investors they 
allow to join their cap table.  To address the “Stranger Danger” Directors should consider co-investors’ 
reputation, character, experience, motive, dry powder, and approval process.  It is recognized that often 
the challenge of filling out a round causes BODs to be less inquisitive about potential new investors.  
However, ideally totally unknown angels would be asked these 10 questions. 
 
1)  In what year did you make your first investment in an angel backed company (ABC)? 
2)  In how many ABCS have you invested to date?  (This is aimed at the number of investments, and not 
the dollar amount.) 
3)  Of these, how many to date have generated a loss for you?  A profit? 
4)  If our venture meets all its milestones, what would be the maximum total dollar amount you would 
invest in it? 
5)  How much dry powder do you typically reserve for each of your ABC investments (stated as a 
percentage of the initial check, or a dollar amount)? 
6)  On how many of your ABC’s Boards have you functioned as a Director or Observer? 
7)  How would you characterize your experience with VCs who have invested in your ABCs? 
8)  Will you be investing out of your IRA (which often delays funding)? 
9)  Please explain any instances in which you have been involved in threatened or actual litigation 
regarding you ABC investments. 
10)  If angels are members of an angel group, is the group a member of the Angel Capital Association? 
 
Selecting Non-VC Co-Investors:  The above questions pertain solely to new angel investors, but here is 
some context behind the questions.  Of course VCs should be put under the same scrutiny, but they are 
covered later. 
  
I.  Experience:  Angels who have yet to experience a loss can become nuisances to management and the 
Board. 
 
III.  Motives:   Be wary of the Series A voting blocs and be sensitive to whether a coalition could be 
formed to control the company’s action’s via the Protective Provisions.  Be especially wary of lenders 
(other than governmental agencies) because some individuals can turn out to be “loan to own” 
investors.  They buy notes, demanding an all asset lien (including the IP) and then refuse to approve all 
requests because they hope they can take over the company as an alternative to its declaring 
bankruptcy.  Clearly the clout that lenders have vastly exceeds that of equity investors. 
 
IV.  Dry Powder:  Some investors’ strategy is to avoid making follow-on investments and this should be 
known prior to accepting their check.   The BOD should discuss whether taking money from “One Check 
Willies” is really wise, especially if the check is small.  
 
V.  The “Scared Whale Syndrome:”  This is doubly so if their investment is quite significant.  Many CEO’s 
have suffered from the “Scared Whale Syndrome” in which one of their largest first investors ceased 
writing checks even though the company was performing well.  New investors presumed that such a 
large and long standing investor knew the company so much better than they could something must be 
amiss, so they declined. 
 



VI.  Investor Obfuscation:  Although many investors using LLCs as their investment entity are doing so for 
estate planning and other reasons, some may be seeking anonymity.  BODs should expect that astute 
future investors will demand to know who is on the cap table, inquiring about the LLCs” GPs and LPs.  
For instance, if “Heavenly Investors, LLC” is planning to invest it is essential to know the names of the 
LPs and remind them that, per OTAF’s standard documentation, they will have to attest to the fact that 
each LP is an Accredited Investor. 
 
VII.  Approval Process:  To avoid delayed closings, it is wise to know each investor’s approval process and 
funding procedure.  For individual angels this is seldom an issue, but:  
 A)  The Operating Agreements of LLCs will dictate the requisite steps to funding, which might 
include a protracted voting and appeal process among the LPs.  Ask whether the GP of the LLC has been 
granted a power of attorney to vote for the members. 
 
------------------------------------------------------------------------------------------------------------------------------------------ 
 
CONSIDER:  Think about needing the Series A investors’ vote to approve a significant transaction such as 
the sale of assets to stay afloat, or the sale of the company at exit.  Obviously knowing the permutations 
of the required voting bloc is essential.  However, be cautious if LLC investors are required because their 
Operating Agreement controls their voting mechanism, and, if the GP is not given their proxy one large, 
cantankerous LP could delay the approval, and demand a ransom to budge. 
 
------------------------------------------------------------------------------------------------------------------------------------------ 
 
 B)  Economic Development and Not for Profit entities may have a Board approval process which 
can delay closings 
 C)  IRA delays should be expected if individual angels will be making their investment out of their 
IRA.  Our experience has been that custodians often take four weeks to deliver a check and eschew wire 
transfers. 
 
 

 



RAISING THE NEXT EQUITY ROUND (FIRST VC ROUND) 
 

OTAF’s Due Diligence teams always try to discern whether a potential investee can achieve and 
exit without being successful at raising venture capital.  It seems that our investees can be 
grouped into three categories: 

• Those for which an exit is almost inconceivable without attracting venture capital.  We 
put all of our life science companies in this category. 

• Those whose idea might show such promise that maximizing shareholders’ returns will 
probably entail VC funding.  These are companies which might be able to exit without 
institutional funding, but their momentum growth prospects are so impressive that to 
shun such dilution would sub-optimize the opportunity. 

• Those which should be able to exit without relying on VCs.  Obviously these will be much 
smaller exits because it is presumed that less than $5 million of total capital will be 
raised (including an Innovation Ohio Loan Fund round).  Most OTAF investees fall into 
this category. 

 
Over the years is has been painful to watch excellent life science ventures struggle to raise the 
VC funding which investors knew from the outset was essential.  Angel groups know that all of 
their life science investees must be VC funded, so increasingly they are spurning IT investments 
which also cannot exit without VCs.  They want to limit the extent to which they are taking on 
VC financing risk across their portfolio. 
 
It is important to realize that OTAF is certainly not opposed to our portfolio companies adding 
VCs to their cap tables.  Seventeen of our 43 (40%) have done so to date.  However we think it 
is essential that investors discern whether VC funding will be mandatory for an M & A exit.  
And, since the VCs will be arranging the liquidity event, perhaps the largest (and frequently 
final) contribution our Director can make is to play a key role when the first institutional round 
is being contemplated. 
 
Alignment Issues:  OTAF’s focus is on “turning great ideas into prized companies to build 
entrepreneurial wealth.”  When we can help our entrepreneurs achieve an exit in three to five 
years they have reaped personal proceeds exceeding $3 million and our funds have enjoyed a 
59% IRR. 
 
Venture Capitalists, however, must fulfill their fiduciary responsibility to their Limited Partners 
who are paying their management fees plus hopefully will invest in their next fund.  Candidly, it 
is difficult to understand how a VC serving as a Director of one of our portfolio companies can 
adequately balance this fiduciary duty with the one owed to all shareholders. 
 
Moreover, VCs often spurn opportunities which do not have the potential to “return the fund.”  
This can cause them to provide several rounds of capital so they can have a much larger exit.  
The dilution can evaporate angels’ returns.  As our pay day calculator often reveals, angels can 
only overcome the impact of stacked preferences and dilution caused by subsequent equity 



rounds when the exit is extremely large.  However, OTAF has yet to benefit from an M & A 
transaction of even $50 million, including two exits which were VC-led.  It is incumbent upon 
our Directors to show the CEO/Founder the exit modeling via our calculator before the decision 
is made to seek institutional funding. 
 
When the BOD does pursue VCs it should recognize that the CEO will likely be more inclined to 
support the ones who send signals that there will definitely not be a change in top 
management.  This may not result in the best firms being selected.  Therefore, OTAF 
recommends that its Director lead the VC selection project.  Not only will this enable more 
dispassionate assessment of the candidates, but will also allow the CEO to devote more time to 
hitting the revenue targets. 
 
VC Questionnaire:  The 39 VC vetting questions in the Appendix will make it easier for Directors 
to evaluate conduct firms being considered.  It would be naïve to think VCs would answer all 
these questions, but the long list should prompt the Director to: 

• Visit each firm’s website, trying to complete as much of the form as possible, which of 
course makes for more productive conversations with the candidates 

• Assemble the same data for each firm 
 
Basically our questions emphasize: 

• Instead of being impressed by the firm, focus on the fund which will be investing 
because the BOD must know the amount of dry powder available for our company if it 
performs well. 

• Can the partner assigned to our account influence his/her fellow partners on our 
company’s behalf when it hits a rough patch (which seems to always occur)? 

 
Benefits of VC  Funding: 

• They really scrub the patent portfolio with a wire brush because a fumble would badly 
damage their reputation with their LPs.  They often use top partners at top tier firms 
and dive more deeply into the patents than angel groups. 

• Upon their arrival on the cap table they bear the primary responsibility for filling out 
future rounds so OTAF is relieved of syndication effort. 

• They have the money and experience in not only replacing average CEOs but also 
attracting better talent. 

• Their presence enables access to Venture Debt (e.g. from Silicon Valley Bank) which 
angel-only funded ABCs cannot attract. 

• Their deeper pockets might enable our investee to keep operating longer 
• The VCs will definitely drive the exit (but only when they choose to.  See below) 
• The assigned partner may have relevant exit experience. 

 
Disadvantages of VC Funding: 

• Their primary goal is to raise their next fund which ideally will be larger so that the 
management fees will increase.  They will push an exit not in order to maximize their 



returns on that investee, but rather to make it easier to raise their next fund.  They 
might sub-optimize the potential returns by selling early in order to provide their LPs 
cash to invest in their newest fund. 

• Angel Directors are often decreased in number of eliminated altogether so our ability to 
drive the exit disappears. 

• It is not easy for VCs to display equal loyalty to both their LPs and all shareholders.  Our 
Directors should presume LPs will come first. 

• They will probably make most of the decisions regarding which consultants, lawyers, 
accountants, and bankers to use. 

• Coastal VCs might be prone to try to relocate our companies to their backyard.  Having 
an Ohio VC also on the cap table can mitigate this risk. 

• Angels should remember that the VCs goal is to provide their LPs with acceptable cash 
on cash returns which requires them to be aggressive in boosting their returns at the 
expense of previous investors. 
 

_____________________________________________________________________________ 
 
CONSIDER: The CEO of an ABC whose board has decided to seek VC funding will soon find his or 
her allegiances torn between the current BOD and the lead VC, who is likely to be on the BOD 
soon.  It is imperative that the BOD assign one of its members to be involved in every step of 
the VC selection and negotiation process if the BOD is not successful in wresting the leadership 
of these efforts away from the CEO. 
______________________________________________________________________________ 



CEO Payday Calculator  
Step 1: Enter required Series A data into blue cells 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



CEO Payday Calculator  
Step 2: Enter required Series B data into blue cells 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Two interesting points regarding the impact of the option pool refresh, which only dilutes the common and Series A holders: 

1. The step up from post-money to pre-money between the rounds is 50%, but the per share price step-up is only 28% 
2. Although the “by the book” pro-rata rights for a $100K Series A investor would likely be 55,866 shares for $71,429, it may 

actually take a purchase of 73,184 shares for $93,571 to maintain the same ownership level, depending on counsel 
interpretation. 



CEO Payday Calculator  
Step 3: Use Goal Seek (Data > What-If > Goal Seek) function to determine required exit size to achieve target IRR based on assumed 
funding round and exit dates, or any other scenario (e.g. compare alternate Series B timing/valuation/size, solve for minimum founder 
proceeds) for which you would like to solve. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  



CEO Payday Calculator  
Step 4 (Optional): For each scenario, copy value outputs and paste into summary table. 
 
 
 
 
 
 



CASH FLOW BREAK EVEN (CFBE) DEFINITIONS 
 

 
OVERVIEW:  OTAF Directors know they have three main responsibilities to shareholders: 

• Coach, fire and replace the CEO 
• Never, never, never allow the company to run out of cash 
• Sell the company for a lucrative exit (ideally reaping the founder/CEO $3-5 million within 

3-5 years of OTAF’s initial investment). 
 
Having a high performing CEO is obviously essential to a venture’s being able to raise the capital 
needed to survive, which, of course, is a pre-requisite for orchestrating a lucrative exit.  
Charting the sales pathway to achieve CFBE will diminish the likelihood of running out of cash. 
 
Other than the exit, achieving CFBE is the most critical milestone for OTAF’s portfolio 
companies.  Focusing on CFBE is based on these observations: 

• There are four types of cash which companies access to stay in business: grants, equity, 
loans and revenues.  For start-ups the first three are surrogates until the fourth 
commences.  “The most impressive type of cash to raise is revenues because they are 
definitely non-dilutive!” 

• Ventures have either achieved CFBE or they have not.  “Until you are CFBE your survival 
depends upon the kindness of funders.”  

• Investees should treat their investors as they would their most important customers.  
“Until you reach CFBE your funders are more important to your survival than your 
customers.”  

• Success in raising capital increases significantly when potential new investors realize the 
venture can survive even if this round of funding is delayed.  “The more desperate you 
are for funding, the more painful the terms and valuation.” 

 
There is no one, universally accepted, definition of CFBE.  Nor is being CFBE always essential to 
an exit.  Three OTAF portfolio companies have enjoyed lucrative exits even though they were 
not CFBE at the time of their sale.  This might seem to diminish the importance of achieving 
CFBE, but, as explained below, this is not the case.  (Each of these three could have slowed 
revenue growth and achieved CFBE if required.  However, they knew that landing more 
Targeted Strategic Customers was more impressive to potential acquirers than being CFBE.) 
 
CAVEATS:  Investees’ business models vary widely so each calculation of CFBE will be unique.  
Each of these five points should be considered: 
 
First:  CFBE is highly affected by the predictability of the revenue stream.  Businesses which 
need to find new customers every day (because clients pay just once) will struggle to forecast 
accurately.  Ventures with recurring revenues (plus a steady and historically-tracked customer 
churn rate) can be much more accurate in estimating the sales performance needed to achieve 
CFBE.  For instance, consider the difference between selling a cell phone application (a single 



sale per customer) versus selling cell phone service (which locks buyers into monthly 
payments).   
 
Second:  CFBE is not stated solely in dollars.  Expressing CFBE in terms of revenues or EBITDA is 
woefully insufficient.  The required number of paying clients and units sold must be 
calculated.  For instance, presume $1 million of revenues appears adequate to achieve CFBE, 
but does that represent four clients each paying $250K/year under five year contracts, or does 
it represent selling one million phone apps at $1.00 each (to buyers who don’t need to re-
order)?  The CFBE calculation is only illuminating when it translates dollars into more tangible 
metrics such as the requisite number of units to be sold, or the number of prospects which 
must be converted to paying customers.  The goal of translating CFBE into the needed quantity 
of customers or unit sales is to highlight the magnitude of sales success needed to survive.  One 
of our DDTs’ most important tasks is to assess whether the management team is likely to make 
enough sales to warrant additional funding after the initial round.   
 
Third:   Include working capital.  Quite often our CEOs underestimate the amount of working 
capital needed to carry burgeoning levels of accounts receivables as revenues grow.  Each 
industry has its own DSO rates (Days Sales Outstanding) and standard payment terms.  The 
larger the customer, the more clout it can exert to delay its payments.  Even if factoring of 
Accounts Receivable will be used the CFBE calculation must include working capital needs. 
 
Fourth:  Margins may compress.  The possibility of shrinking gross profit margins must be 
contemplated.  We often see projections showing lower production costs as the unit volume 
ramps.  Rarely do we see presumptions that prices and therefore margins will also decrease, 
even after a few behemoth prospects have been converted to paying customers. 
 
Fifth:  Differentiate between the cash forecast and the financial projections.  The former 
focuses solely on the cash inflows and outflows and is all that is needed to calculate CFBE.  Its 
simplicity makes the calculation easier.  Financial projections require that decisions be made 
about how to properly reflect different expenditures (e.g. capitalize development expenses and 
depreciate assets over time, versus portraying them as an immediate cash cost of doing 
business).  The EBITDA level from the financial projections is helpful, but a cash forecast is often 
more effective for keeping the BOD focused on generating cash.  Why?  Because while it does 
require making assumptions about the collection time for accounts receivable, it does not 
involve accounting theories (e.g. depreciable lives of assets).  “Cash is fact; all else is opinion.”  
 
 
FOUR LEVELS OF CFBE:  Keeping these five considerations in mind we can now discuss 
definitions of CFBE.  There are many of these, but only four are useful for our Directors.  We 
expect our investees to have an M & A event prior to achieving the last two (but include them 
briefly here for completeness of the discussion). 
 
“Survival CFBE:” This milestone is reached when the venture has established a sufficient 
revenue stream so that it is no longer bleeding cash every month.  The founders/CEO/C level 



officers are probably not receiving a market wage and any small setback would likely cause 
some layoffs.  However, the company’s cash inflows are covering its outflows.  The key benefit 
of having reached “Survival CFBE” is this:  When approaching funding sources the 
BOD/management can assert that while fresh capital is needed to continue growing, it is not 
needed to continue operating.  When OTAF refers to CFBE it means “Survival CFBE” and realizes 
that it is not sustainable for more than a few quarters.  However, it is the essential first 
milestone of sales traction. 
 
“Sustainable CFBE:” As the company’s success continues it will develop a cash generation 
cushion which may provide some buffer against setbacks, and enable increasing employee 
compensation closer to market levels.  However, the BOD has determined that to maximize 
buyers’ value it should currently be “overspending” to grow the business, and this means cash 
outflows are exceeding cash receipts in most months.  This reflects the BOD’s confidence in 
being able to raise additional capital.  At this stage, the company could service all its contractual 
obligations, manage its burn rate, and live within its current cash flow if additional funding 
became unavailable.   “Sustainable CFBE” does not mean that building buyers’ value continues 
unfettered.  It does mean the venture can live within its means.  Team members will feel 
tension if they must at “Survival CFBE” for more than a few quarters because this usually means 
few office amenities and fewer vacations.  “Sustainable CFBE” is much less onerous for them.  
Importantly, at this level of success the BOD has the luxury of deciding whether shareholders 
will benefit from raising more capital (and suffering further dilution) or seeking an exit instead.  
Two of OTAF’s lucrative exits occurred when the BOD chose to sell rather than raise their first 
VC round.  At the time of the sale they were “overspending” on revenue growth, but having 
achieved “Sustainable CFBE” gave them this option. 
 
“Commercial CFBE:”   The business has matured to the point that monthly incoming cash 
routinely exceeds the cash outflow.  The company may occasionally have to extend some 
payables, but the enterprise has established an adequate track record to be viewed as viable by 
mezzanine lenders and perhaps even commercial banks.  It is a successful on-going business so 
long as investors and creditors don’t suddenly want repaid.  Ideally all OTAF investees will be 
sold before reaching this stage. 
 
“Nirvana:”   No OTAF investees and very few non-public businesses ever reach the level of 
success we call “nirvana.”  Such businesses are paying all vendors on time (and taking 
discounts), are paying a market wage, and have no debt (or have adequate cash on hand to 
repay it).  When ventures reach “nirvana” they have removed all financing risk and, unless a 
severe recession occurs, they should not be dependent upon others for capital.  If any OTAF 
portfolio company ever reaches nirvana we have failed. 
 
Two Examples:  The easiest way to identify when CFBE will be reached is merely by reviewing 
the monthly forecasts to identify the first month in which EBITDA turns consistently positive.  
However, our CFBE calculation seeks to translate the revenues and EBITDA into the sales 
success which is presumed during that month.  This success can be expressed in the required 
number of unit sales or the number of customers…..or both in cases in which a single customer 



makes multiple purchases per month.  (Examples are companies purchasing multiple seat 
licenses and hospitals routinely purchasing a medical device every month.)   
 
Manufacturing Company Example: 

• Product:  Company manufactures and sells a medical device bought by hospitals and 
clinics 

• Price:  The device’s list price = $150 but volume discounts are expected to reduce the 
average price received to $100 per device 

• Payment Terms:  New 30 days, presumed to effectively result in cash being received 60 
days after the invoice is sent 

• Cost of Goods Sold:  $60 per device fully loaded, including the cost of the materials, plus 
distribution and selling commissions. 

• Gross Margin per device:  $50 (i.e. the $110 minus the $60 COGS) 
• Overhead:  Cash operating costs total $50,000/month consisting of cash outflows such 

as salaries, benefits, T & E, rent, insurance costs, taxes, etc.  (n.b.:  Sales commissions 
would ideally be included in the COGS) 

• CFBE:  Obviously to cover $50,000 of monthly overhead the venture must sell 1,000 
devices at the $50 gross margin per device.  Knowing that 1,000 monthly sales must be 
achieved enables OTAF’s DDT to estimate how many hospitals/clinics must become 
customers to use 1,000 units per month.  Furthermore, the DDT can assess whether 
there is adequate cash on hand after closing this round to buy adequate runway to 
convince these buyers. 

 
Software Company Example:  

• Service:  Provides small and medium businesses conducting internet commerce 
software to increase their efficiency and sales success. 

• Price:  SaaS pricing is $250/month per customer purchased via a one year contract. 
• Payment Terms:  Paid via ACH debit each month in advance.  (No Accounts Receivable) 
• Cost of Goods Sold:  For simplicity, presume that production costs consist solely of 

salaries 
• Overhead:  Cash operating costs = $50,000/month. 
• CFBE:  Obviously to cover $50,000 a month the company must convert a total of 200 

prospects to customers each paying $250/month.  Knowing that 200 “sales” must be 
made to reach CFBE enables OTAF’s DDT to review the sales and marketing plan to 
discern how much time and capital will be needed to book 200 customers. 

 
Tracking Progress toward Achieving CFBE:  Stating CFBE in terms of months, units, and 
customers facilitates tracking monthly progress toward achieving it.  For instance, management 
can state “We are now adding new customers at a rate which should result in CFBE in six 
months”…..or….”Our current monthly unit sales are now at 60% of the required CFBE rate.”  
Another useful calculation is to divide the sum of the company’s current cash balance + 
accounts receivable by the current monthly burn rate, resulting in the MTF (“Months to 
Fumes”).  By presuming no additional sales will occur (but all receivables will be collected) this 



is a very conservative metric.  Note:  Some pre-revenue ventures calculate a more precise NCD 
(“No Cash Date”) which is the specific day on which cash balances will be depleted if no sales 
occur in the interim.  Both metrics can help management and the BOD stay focused on the 
essentiality of generating cash. 
 
 
SUMMARY:  By calculating the sales success needed to achieve CFBE our Directors can keep the 
BOD focused on the fragility attendant to needing to raise more capital to survive.  Ideally, for 
non-life science ventures, OTAF’s first funding round will enable reaching CFBE (again, this 
refers to Survival CFBE).  When the second round is being contemplated investors will likely 
want to be assured that Sustainable CFBE will be accomplished. 
 
Starting with their first BOD meeting, OTAF Directors should keep management focused on 
making steady progress toward reaching CFBE in order to fulfill their fiduciary duty of ensuring 
the venture never runs out of cash.  “Directors’ views about a venture’s true profitability may 
vary, but being out of cash is not debatable.” 
 
               
 
 



Ohio TechAngels 

VC Vetting 
Questions 

This questionnaire should not be given to VC’s for them to 
complete.  It should only be used by our portfolio company CEO’s 
and OTAF Directors to record VC responses to questions 
broached during conversations (after first gleaning all available 
information from their website). 

Recording the data for each VC can help identify firms most likely 
to orchestrate a lucrative liquidity event for our portfolio company. 

This selection process is essential because we should not 
presume we will have any ability to impact the exit once VC’s join 
the Board.  Therefore, perhaps the last impact OTAF can have is 
to lead the VC selection process. 

 
Firm: _____________________ Primary Contact: ____________ Phone:_______________ 
e-mail:___________________________ 
 
1)  Year Founded: ___Funds to Date: Number = ___Assets Under Mgt.:$________ 
2)  Total number of current employees: ________ Partners: _______ 
3)  Name and industry backgrounds of the founding partners 
4)  What is the profile of your typical LP across your funds?  Has it changed for your latest fund? 
5)  Across all funds, what is the average amount of invested capital per partner?  ____________ 
6)  What is the average number of current portfolio companies per partner?  __________  
7)  What Ohio-based ventures are in your portfolio?  
8)  Please discuss your prior and current portfolio companies which reflect your firm’s 
 experience, contacts, and success in our industry segment.   
9)  Are there any of your portfolio companies which might conflict your firm out from 
 considering our investee? 
10)  What is your Loss Ratio in terms of “names” (the % of your investments which have not 
 returned capital) and “dollars” (the % of capital invested that has gone to total losses)? 
11)  What are your firm’s specific strategic relationships which could benefit our company (e.g. 
 introductions to potential customers, vendor/supplier relationships, etc.)  
12)  If you are currently in the midst of raising a new fund, please summarize your progress, 
 planned size, and the first close date. 
13)  Have LP’s in any of your funds not honored a previous capital call?  YES/NO 
14)  Is there anything we should know about your potential exposure to “claw-backs?” 
15)  With which structured angel groups have you co-invested in the past?  How would you 
 characterize that experience? 
16)  We presume it will be your firm’s responsibility to fill out all future financing rounds for this 
 company.  With which Ohio and non-Ohio VC’s have you historically enjoyed co-
 investing? 
17)  Does your firm have a preference for being the sole VC investor, or for co-investing with 
 other VCs?  
18)  Please provide the name of three portfolio companies we can contact (including one from 
 an unsuccessful venture) regarding the performance of the partner who will be our 
 Board member. 
19)  We think it wise to start identifying the best Investment Bankers to orchestrate an auction 
 as soon as our liquidity event might be possible.  Please provide the names of the 
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 Investment Bankers you would recommend, based on successful exits they have 
 assisted you with in our industry. 
20)  We presume that when VC’s join us on a Cap Table we are relinquishing to them the 
 primary responsibility for orchestrating a lucrative exit.  Therefore, other than having 
 dry powder, a VC’s expertise in driving exits in the past is the most important criterion 
 we use in selecting VC’s to fund our portfolio companies.  Please explain your past exit 
 success. 
21)  If the amount of the net proceeds were identical for your firm, would you prefer an exit via 
 an IPO or an M & A transaction?  Why? 
22)  Across all your funds, in how many unicorns (i.e. a valuation >$1 B) have you invested? 
23)  How many of your funds have ever provided a “carry check” to your partners? 
24) Discuss your firm’s activities, if any, in the secondary markets.  Have you bought interests in 
 individual companies from other VCs……..or sold? 
25)  What is your firm’s view of investing in ventures that have been crowdfunded?  
 
 
Regarding your specific fund which might invest in our venture, please provide: 
1)  Vintage Year: ___ Total Amount: $____# of LP’s: ____ % Institutional LP’s: _______ 
2)  Investments to date:  Total Amount: $_____# of investments: ____# of Ventures: _____ 
3)  How does this fund make its investment decisions?  What is the formal process?  Who has 
 veto power?  Who controls allocation of capital? 
4)  Of the fund’s total capital, how much has been provided by partners of your firm? _______ 
5)  How much of this amount was invested by them up front, versus being taken out of their 
 management fees? 
6)  If previously reported to other prospective portfolio companies, what can you reveal 
 regarding this  fund’s ROI reported to date and the number of successful exits? 
7)  What are the minimum and maximum investment amounts per venture which you will make 
 from this fund? $_____/$_____ 
8)  What is this fund’s minimum ownership percentage for each portfolio company?_____ 
9)  Of your current portfolio company investments, how many, if any, were made “solo” 
 meaning that you were the only VC investing in the round? 
10)  Total “Dry Powder”: $_____ Amount in Bank: $_____Undrawn Commitments: 
 $__________ 
11)  How much “Dry Powder” would you plan to reserve for our company? ______________ 
12)  If reserves/dry powder are established, can the reserves be changed, and if so, by whom 
 via what process? 
13)  When can we discuss the exit strategy and targets which your firm has for our portfolio 
 company (in terms of time and return expectations)? 
14)  Let’s presume that your latest fund is the last one your firm raises.  Please explain the 
 level of management fees which you will be receiving post the investment period, and 
 how many employees that will enable you to keep on staff to assist in the exit of your 
 legacy investees (including our venture). 
 

 VC Dialog Script 



 
Regarding the specific individuals from your firm who will be involved with our portfolio 
company: 
1)  Do any of them have ties to the Midwest or reasons to come to Ohio on a regular basis? 
2)  Do they represent your firm on the Boards of any other Midwest investees? 
3)  Do they function as Board Chair for any of these portfolio companies? 
4)  What specific strategic relationships which could benefit our company does the partner 
 who will be our Board member have?  
5)  Does that partner have outside non-profit board roles and/or teach at the university level?  
6)  Will you want to have both a Director and an Observer seat?  Who will fill these chairs? 
7)  How active do you expect your Board Observer to be?  
8)  Explain each person’s seniority in your firm. 
9)  What do you think their fellow partners would view to be the largest contribution to the firm 
 that our assigned Director has made to date? 
10)  How much of their personal cash have they invested in this fund? 
11)  Of that amount, how much did they contribute up front, versus being deducted from their 
 management fees? 
 
 
 

 VC Dialog Script 



CONFIDENTIAL 

OHIO TECHANGEL FUND IV, LLC 

Rule 506 Disqualification Event Questionnaire 

 
DATE:    _________________________________ 

 

NAME:   _________________________________ 

 
This Questionnaire is being furnished to you to obtain information in connection with an offering (the 
“Offering”) of securities by Ohio TechAngel Fund IV, LLC (the “Issuer”), under Rule 506 of the 
Securities Act of 1933 (the “Securities Act”).  As used in this Questionnaire, “you” also refers to any 
entity on whose behalf you are responding.   

Important Note: Please answer every question.  If the Issuer has completed portions of the 
Questionnaire on your behalf, please confirm the accuracy of that information.  If your answer to a 
question is “Yes,” please provide details in the explanation.  Unless otherwise stated, your answers should 
be given as of the date you sign the Questionnaire.  Please note that certain questions are necessarily 
broad in scope, so if you have doubts regarding whether something should be included in your response 
please err on the side of over-inclusion.  The Issuer may have additional follow-up questions for you in 
connection with the Offering.   

Once you have completed the Questionnaire, please sign it to indicate:  (i) your consent for the Issuer to 
rely upon the information provided in this Questionnaire; (ii) your acknowledgement that the Securities 
and Exchange Commission (the “SEC”) may require the Issuer to publicly disclose the information 
provided in this Questionnaire, and your consent to such public disclosure; (iii) your agreement to 
promptly notify the Issuer of any changes in information provided in the Questionnaire occurring after the 
date you sign the Questionnaire; and (iv) your confirmation that the information contained in the 
Questionnaire is true and correct, to the best of your knowledge and belief after a reasonable 
investigation, as of the date you sign the Questionnaire.  

Please complete the Questionnaire and return it by [September 24].  Please return the completed 
Questionnaire to Zach Lawrence, by e-mail to [].  If you have any questions with respect to these 
matters, please call John Huston at [].  

THE EXISTENCE AND CONTENTS OF THE QUESTIONNAIRE, AS WELL AS YOUR 
ANSWERS AND ALL NOTES AND DRAFTS PREPARED BY YOU, ARE CONSIDERED 
EXTREMELY CONFIDENTIAL AND PROPRIETARY BY THE ISSUER AND SHOULD BE 
TREATED ACCORDINGLY.   



This Questionnaire must be completed by the following persons: 

• The Issuer 
• Any predecessor of the Issuer 
• Any affiliated1 issuer 
• Any director, executive officer,2 other officer participating in the offering, general partner or 

managing member of the Issuer 
• Any beneficial owner3 of 20% or more of any class of the Issuer’s equity securities 
• Any promoter4 connected with the Issuer in any capacity at the time of the sale of securities 
• Any investment manager of an issuer that is a pooled investment fund; any general partner or 

managing member of any such investment manager; and any director or executive officer of, 
or any other officer participating in the offering of, any such investment manager 

• Any person that has been or will be paid (directly or indirectly) remuneration for solicitation 
of purchasers in connection with such sale of securities (a “compensated solicitor”); and any 
director, executive officer, general partner or managing member of, or any other officer 
participating in the offering of, any such compensated solicitor 

 
 

(1) An affiliate is a person or entity that directly or indirectly through one or more intermediaries controls, is controlled by, 
or is under common control with, another person or entity. 
(2) The term executive officer includes an issuer’s president, any vice president in charge of a principal business unit, 
division or function (such as sales, administration or finance), any other officer who performs a policy making function, 
and any other person who performs similar policy making functions for the issuer, including executive officers of an 
affiliate of the issuer if such executive officers perform policy making functions for the issuer. 
(3) A beneficial owner of a security includes: 

(i) any person who, directly or indirectly, through any contract, arrangement, understanding, relationship or 
otherwise has or shares:   

(a) voting power, which includes the power to vote, or to direct the voting of, such security; and/or 
(b) investment power, which includes the power to dispose, or to direct the disposition of, such security. 

(ii) any person who, directly or indirectly, creates or uses a trust, proxy, power of attorney, pooling arrangement 
or any other contract, arrangement or device with the purpose or effect of divesting such person of beneficial 
ownership; and 
(iii) a person who has the right to acquire beneficial ownership of such security, as defined in clause (i) above, 
within sixty (60) days, including but not limited to any right to acquire: (a) through the exercise of any option, 
warrant or right, (b) through the conversion of a security, (c) pursuant to the power to revoke a trust, 
discretionary account, or similar arrangement, or (d) pursuant to the automatic termination of a trust, 
discretionary account or similar arrangement.   

(4) The term promoter includes: 
(i) any person who, acting alone or in conjunction with one or more other persons, directly or indirectly takes 
initiative in founding and organizing the business or enterprise of an issuer; or 
(ii) any person who, in connection with the founding and organizing of the business or enterprise of an issuer, 
directly or indirectly receives in consideration of services or property, or both services and property, 10 percent 
or more of any class of securities of the issuer or 10 percent or more of the proceeds from the sale of any class 
of such securities. However, a person who receives such securities or proceeds either solely as underwriting 
commissions or solely in consideration of property shall not be deemed a promoter within the meaning of this 
paragraph if such person does not otherwise take part in founding and organizing the enterprise. 

All persons coming within the definition of promoter in paragraph (i) of this definition may be referred to as founders or 
organizers or by another term provided that such term is reasonably descriptive of those persons' activities with respect to 
the issuer. 
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1. Name, Address, Telephone Number and Email 

Your full name:  

           

Please provide all previous, assumed or fictitious names or aliases: 

   

 Business Address: Home Address: 
  

  

  

Business Telephone: (      ) Home Telephone: (      ) 

E-Mail Address:  

2. Have you been convicted, within ten years before the sale of the securities (or five years, in 
the case of issuers, their predecessors and affiliated issuers), of any felony or misdemeanor: 

• in connection with the purchase or sale of any security; 
• involving the making of any false filing with the SEC; or 
• arising out of the conduct of the business of an underwriter, broker, dealer, municipal 

securities dealer, investment advisor or paid solicitor of purchasers of securities? 
 
�  Yes.   If yes, please explain: ___________________________________________________________  

�  No. 

3. Are you subject to any order, judgment or decree of any court of competent jurisdiction, 
entered within five years before the sale of the securities, that, at the time of such sale, restrains 
or enjoins you from engaging or continuing to engage in any conduct or practice: 

• in connection with the purchase or sale of any security; 
• involving the making of any false filing with the SEC; or 
• arising out of the conduct of the business of an underwriter, broker, dealer, municipal 

securities dealer, investment adviser or paid solicitor of purchasers of securities? 
 
�  Yes.   If yes, please explain: ___________________________________________________________  

�  No. 
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4. Are you subject to a final order5 of a state securities commission (or an agency of officer of a 
state performing like functions); a state authority that supervises or examines banks, savings 
associations, or credit unions; a state insurance commission (or an agency or officer of a state 
performing like functions); an appropriate federal banking agency; the Commodity Futures 
Trading Commission; or the National Credit Union Administration that: 

• at the time of the sale of the securities, bars you from: 
• association with an entity regulated by such commission, authority, agency or officer; 
• engaging in the business of securities, insurance or banking; or  
• engaging in savings association or credit union activities; or 

• constitutes a final order based on a violation of any law or regulation that prohibits 
fraudulent, manipulative, or deceptive conduct entered within ten years before the sale of the 
securities? 

 
�  Yes.   If yes, please explain: ___________________________________________________________  

�  No. 

5. Are you subject to an order of the SEC entered pursuant to section 15(b) or 15B(c) of the 
Securities Exchange Act of 1934 (the “Exchange Act”) or section 203(e) or 203(f) of the 
Investment Advisers Act of 1940 (the “Advisers Act”) that, at the time of the sale of the 
securities: 

• suspends or revokes your registration as a broker, dealer, municipal securities dealer or 
investment adviser; 

• places limitations on the activities, functions or operations of, or imposes civil money 
penalties on, such person; or 

• bars you from being associated with any entity or from participating in the offering of any 
penny stock? 

 
�  Yes.   If yes, please explain: ___________________________________________________________  

�  No. 

6. Are you subject to any order of the SEC, entered within five years before the sale of the 
securities, that, at the time of such sale, orders you to cease and desist from committing or 
causing a future violation of: 

• any scienter-based anti-fraud provision of the federal securities laws, including, but not 
limited to, Section 17(a)(1) of the Securities Act, Section 10(b) of the Exchange Act and Rule 
10b-5 thereunder, and Section 206(1) of the Advisers Act or any other rule or regulation 
thereunder; or 

• Section 5 of the Securities Act. 
 

�  Yes.   If yes, please explain: ___________________________________________________________  

�  No. 

5 A “final order” is a written directive or declaratory statement issued by a federal or state agency described in Rule 
506(d)(1)(iii) under the Securities Act of 1933 under applicable statutory authority that provides for notice and an 
opportunity for a hearing, which constitutes a final disposition or action by that federal or state agency. 
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7. Have you been suspended or expelled from membership in, or suspended or barred from 
association with a member of, a securities self-regulatory organization (e.g., a registered 
national securities exchange or a registered national or affiliated securities association) for any 
act or omission to act constituting conduct inconsistent with just and equitable principles of 
trade? 

�  Yes.   If yes, please explain: ___________________________________________________________ 

�  No. 

8. Have you filed (as a registrant or issuer), or were you named as an underwriter in any 
registration statement or Regulation A offering statement filed with the SEC that, within five 
years before the sale of the securities, was the subject of a refusal order, stop order, or order 
suspending the Regulation A exemption, or is, at the time of the sale of the securities, the 
subject of an investigation or proceeding to determine whether a stop order or suspension order 
should be issued? 

�  Yes.   If yes, please explain: ___________________________________________________________ 

�  No. 

9. Are you subject to a United States Postal Service false representation order entered within five 
years before the sale of the securities, or are you, at the time of the sale of the securities, subject 
to a temporary restraining order or preliminary injunction with respect to conduct alleged by 
the United States Postal Service to constitute a scheme or device for obtaining money or 
property through the mail by means of false representations? 

�  Yes.   If yes, please explain:  ___________________________________________________________  

�  No. 

 

[Signature Page Follows] 
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If any information furnished by me in this Questionnaire becomes inaccurate, incomplete or 
otherwise changes, I will promptly advise the Issuer to that effect and furnish any supplementary 
information that may be appropriate as a result of any developments, including the passage of time 
and any new relationships that may develop in the future. 

The foregoing answers are correctly and fully stated to the best of my knowledge, information and 
belief after a reasonable investigation. 

 

__________________________________ ________________________________________ 

 Date Signature 

 

  Print Name:______________________________ 
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REPLACING THE CEO 
 

Background:  Over the last eleven years of operations, OTAF has only invested in one venture 
knowing at the outset that we would be replacing the CEO (he wanted to recruit his successor 
and then retire in 18 months).  Obviously, running a 100 employee organization might tax the 
management skills of many founders, but the reality is that to date only two of our 43 portfolio 
companies have grown to that size so far.  Our Due Diligence Teams assess whether the CEO is 
capable of leading the company to the liquidity event.  When the BOD replaces the CEO one 
could allege that our team fumbled, yet 28% have replaced their CEOs.  It is really difficult to 
estimate how well a CEO will perform, especially for startups which are high growth, high risk, 
and high tension enterprises.   Founders are not necessarily leaders.     
 
One of the best books on the topic of how the required skills change during young companies’ 
growth is The Founder’s Dilemma written in 2012 by Harvard professor Noam Wasserman.  It is 
highly recommended to our Directors and our CEOs.   
 
Unfortunately, replacing the CEO occurs so frequently that OTAF Directors eventually become 
experienced in this task.  Prior to our investment we will have asked our Alignment Question 
and received an acceptable answer.  (“Is selling your venture in 3 – 5 years and receiving $3 – 5 
million after tax an adequate outcome for you and your family?”)   
 
However, it can be helpful to also as the “Three Rs Question” which is: “If you could only enjoy 
one outcome at the time of the exit, to the exclusion of the other two, which one of these 
would it be?  Would you prefer to be: 

• Reigning (i.e. be CEO at the time of the exit) 
• Rich (i.e. walking away with at least $3 million in 3 – 5 years, regardless of your title and 

position in the company, if any) 
• Revered (i.e. have it be widely known that you founded this successful start-up, 

regardless of your title and position in the company, if any).” 
 
Obviously the first answer is the wrong one.  It suggests that such founders are likely to sub-
optimize the opportunity in favor of retaining their position for as long as possible.  
(Incidentally, selecting the third choice is more likely to occur among physicians and researchers 
in the life sciences than with IT professionals.) 
 
OTAF’s History of replacing our CEOs:  During our first eleven years of operation we invested in 
46 Ohio-based technology ventures of which 4 have generated lucrative returns, 10 caused 
total losses, leaving us with 32 portfolio companies as of September of 2014.  When we think 
back over each situation the first obvious conclusion is that each and every venture is its own 
unique story.  The largest challenge our Directors have faced in replacing the CEO is the 
problem posed by the desire to honor the Employment Agreement’s severance terms, yet 
rarely having the cash on hand to do so.  Furthermore, most funding sources will frown on new 
capital going into the former CEO’s pocket instead of financing the company’s growth. 



 
Our Directors have frequently faced the dilemma of trying to serve all shareholders and not 
squander precious cash on severance payments for a former employee, regardless of the 
contractual terms of the Employment Agreement.  Of course this can lead to litigation, the 
likely impact of which will be to keep all potential funding sources in the pause mode until the 
problem is settled.  In many cases, especially if a founder, the CEO has such a significant 
ownership share that it would imprudent to preclude the company’s access to capital.  
Moreover, the likely appreciation of the CEO’s shares will greatly exceed the amount of the 
expected severance payments. 
 
Nonetheless, this is almost always a contentious situation.  The BOD Chair is expected to be the 
one to resolve this issue with the CEO. 
 
CEO Replacement Tools:  OTAF’s investment documents contain these tools: 

• Performance Reviews:  Of course these should be done at least annually, but rarely 
does this occur unless the Compensation Committee requires it in order to provide any 
change in the CEO’s compensation.  Investment documents do not stipulate 
performance reviews. 

• The Compensation Committee:  This mandatory committee is comprised of three 
Directors, two of which are the Independent and a Series A Director.  This means that a 
drastic reduction in the CEO’s compensation is one possible gambit.  However, the 
CEO’s employment contract may substantially (if not totally) insulate him/her from this 
maneuver (which is why it is such a key document to be reviewed in due diligence).  
This is especially true if a diminution of duties occurs with the salary reduction. 

• The Redemption Trigger:  At the five year anniversary of the Series A closing OTAF has a 
“put” to the company and we and our fellow Series A investors theoretically could only 
agree not to exercise this right if the CEO were to step down.  However, it is highly 
unusual that follow-on funding would not occur during the five years, and each 
successive set of investors will push out the Series A trigger date (if not expunge it 
altogether) so that it is not earlier than theirs.  And, even if the original date is still 
operative, if the venture really could pay off the investors it is unlikely there is much of 
a problem requiring a new CEO. 

 
Other Tools and Tactics:  Some of our Directors have effectively replaced CEOs by these 
methods. 

• Next funding round:  Under-performing ventures often cannot raise more capital unless 
a new leader is promised or unveiled, but having the cash to attract the talent is a 
challenge, especially if no VCs have joined the Cap Table yet. 

• Frequently going into Executive Sessions, excluding the CEO.  This sends a powerful 
message and may get the individual to offer his/her resignation when it becomes 
obvious that the BOD is often discussing matters among themselves. 

 
 



CONSIDER:  Company counsel works for the majority of the BOD which means a majority of the 
BOD can instruct counsel to review the current CEOs employment contract and provide 
guidance.  There is no requirement that all Directors must be invited to every BOD meeting so 
long as a quorum can be achieved.  The Directors can call a meeting without the CEO. 
 
 

• Install a seasoned Board Chair skilled in terminating and replacing CEOs.  OTAF’s 
documents require that a Chairman be appointed.   This is the one who will lead the CEO 
termination and replacement project.  (Perhaps this is why many CEOs espouse the view 
that with a five person BOD a Chair is not needed!) 

• Ensure that the Independent Director is truly impartial regarding the CEO’s continued 
employment, thereby will overlook any personal relationship.  This is why OTAF’s 
documents have the Series A Directors recommend the 5th Director. 

• Delegate the CEO replacement task to the VCs.  The challenge with finding a new CEO is 
exacerbated if there is minimal cash in the bank.  OTAF’s experience has been that new 
CEO’s would like to see at least 12 – 18 months of their salary on hand, but angels balk 
at making a further investment into the venture if the CEO is not identified.  One of the 
benefits of adding VCs to the Boardroom is that they can bring not only a sizeable 
amount of fresh capital, but also the contacts to recruit a new CEO. 

 
 
CONSIDER:  Severance payments to terminated CEOs pose a vexing challenge to Directors 
because they want to fulfill a formal, legal contract, and there are often employment law 
implications if they do not.  However, the size of the payouts can be substantial and investors 
will balk at providing more capital if much of it will go to a CEO whose underperformance has 
put their investment at risk.  Often the BOD Chair (or new CEO) must explain the reality to the 
replaced CEO that regardless of the employment agreement provisions, the company’s survival 
is unlikely if the severance is paid.  And, this will make everyone’s options worthless.  However, 
the Chairman must be attuned to the labor law issues, especially regarding any previously 
foregone salary, vacation pay, etc. 
 
    



REPLACING DIRECTORS 
 
OTAF’s experience has been that only infrequently has an outside Director been 
deemed so disruptive or unhelpful that replacement is warranted.  We have 
encountered a few situations, however, in which this was appropriate.  The greatest 
consternation has arisen when the Director was asked by the Chairman to step aside 
just before the completion of the first year vesting cliff for their options.  Of course this 
is exactly the main purpose of the cliff vesting (usually followed by monthly vesting that 
commences on the first anniversary that the options were awarded). 
 
Of course often when VCs join the BOD they want to remove some of the angel 
Directors.  For certain they will be quite attuned to exactly where each Director is 
situated in their option vesting schedule. 
 
Regardless of the reason that a Director might leave the BOD prior to being fully 
vested, it is less likely their unvested options will evaporate if they have already paid 
cash via an Early Exercise program.  



ORCHESTRATING THE “PERFECT LOSS” 
 

Background:  Angel groups are similar to VCs in that their losses, counted by percentage of 
investees, usually exceed their losses counted by dollars invested.  In other words, a higher 
percentage of their portfolio companies produce losses than the percentage of the dollars they 
have invested which produce losses.  This is because: 

• They are more likely to provide follow-on funding to their promising ventures than to 
their under-performers. 

• Returns from a few winners can easily counter-balance the dollars lost on losers. 
 
Professor Rob Wiltbank conducted two studies of the returns which angels who belong to 
organized angel groups have received over several years.  His November 2007 study of 1130 
investments by U.S. angels revealed that 52% of the investees did not return capital.  The study 
he performed in May of 2009 for the British Business Angel Association showed a 56% loss 
percentage.   
 
Both results are based on the percentage of investments, not dollars.  However, these studies 
suggest that the odds are high that any ABC will fail.  Therefore, an Angel Directors’ Playbook 
would be deficient if it did not address the challenges Directors face when a venture is going to 
cease operations. 
 
In light of the likelihood of loss OTAF’s view is that not all losses are the same.  Specifically, 
there are non-productive losses (from which little is learned) and productive losses (which 
increase the entrepreneurs’ odds of being successful the next time they launch a venture).  Our 
Directors should try to wring as much learning out of each loss while they also deliver 
shareholders “The Perfect Loss:”  
 
 The Perfect Loss:  “Investors merely lose 100% of their investment, optimize their tax 
 deduction, suffer no on-going tail of litigation, no wind down expenses they must fund, 
 no media coverage, no damage to their reputation or relationships with co-
 investors…….and it is a ‘productive failure’ because the entrepreneur, management team 
 and investors all learned lessons which will increase their likelihood of success in their 
 next venture.” 
 
Inexperienced angel investors often think that their worst possible financial outcome is that 
they will lose 100% of their investment.  Experienced angels have suffered worse losses.  
Consider OTAF’s list of “10 Exits” which has been widely circulated among ACA member groups. 
 

OTAF’S 10 EXITS 
 
1)  Grand Slam Homerun  Our returns exceeded a 10X in five years (> our 58% IRR target) 
2)  Lucrative Exit  Less than our 58% IRR, but we received between a 1X and a 10X 
3)  Harry Houdini Exit   Even though the venture struggled, we escaped with a 1X return 
4) Not a Total Loss   We didn’t lose 100% of our investment (we received some cash) 



5) For my Beneficiaries  This ventures lives, but the exit might not happen in my lifetime! 
6) Zombie                                        Among the walking dead; It won’t die so I can take my tax loss 
7) Total Loss   It died without a tail and I got to declare the loss 
8) Lost More than I invested      Not only did I lose my original investment, I had to also cover the wind 

down costs in order to take my tax deduction. 
9) “The Worst Gets Worse”        “The loss that keeps on losing” due to ongoing litigation expenses even 

after the company has no value. 
10) “Angel Hell”                              In addition to losing all my money and having to pay more, I suffered a 

considerable loss of my time and reputation due to media 
coverage and damaged my relationship with co-investors. 

 
IRC Section 1244 Loss:  OTAF Directors should strive to provide all shareholders the paperwork 
needed to facilitate their taking their loss against ordinary income.  However, they should not 
provide tax advice.  The advice investors receive from their tax accountants will vary.  We only 
expect our Directors to alert investors when they might take a 1244 loss and avoid discussing 
what documentation is needed. 
 

TURNING OUT THE LIGHTS 
 
As we have mentioned, most ventures cease operations because they run out of cash.  
Directors of ABCs approaching such a fate should consider: 
 

• Does the Zone of Insolvency apply (not for Ohio C Corps, but does for Delaware) 
• Would they be wise to resign? 
• Is the company technically insolvent? 
• How can they provide shareholders “The Perfect Loss?” 
• How do they minimize their personal liability? 
• When should the D & O insurance carrier be notified? 

 
 At what point does the ABC become technically insolvent? 
 
Fellow Directors might ask whether the venture is technically insolvent.  There are many 
definitions, but here are some of the most prevalent: 
 

• Negative net worth 
• Negative EBITDA 
• Negative cash flow 
• Continuing negative net income 
• Bleeding cash and has never achieved Cash Flow Break Even 
• Unable to service existing debt obligations (per the current repayment schedule) 
• Payables grossly exceed Receivables (Negative Working Capital) 
• Cash on hand cannot fund the next payroll 
• Have tried but failed to raise additional capital on any terms 

 



Most OTAF portfolio companies are insolvent according to one or several of these above 
definitions.  Of course the BOD may ignore them if they are confident in the future they can 
raise the cash that is needed to continue operations. 
 
Steps to “turn out the lights:” 
 
When their ABC is clearly “circling the drain” and the BOD concurs that continuing to operate 
may not be in the shareholders’ best interests, these 14 steps will hopefully lead to “The 
Perfect Loss.” 
 
A)  The BOD passes a resolution that “all alternatives will be considered, including a sale, 
 liquidation, bankruptcy, and ceasing operations” and the BOD Secretary ensures that 
 the BOD minutes reflect considering all strategic options. 
B)  Counsel is consulted regarding the dissolution process, and explains employment law issues 
 as positions are being eliminated.   
C)  The BOD decides whether to sell, liquidate, cease operations, or file for protection under the 
 bankruptcy code 
D)  If bankruptcy, then the BOD engages bankruptcy counsel 
E)  Once the decision is made that the company can't succeed and cash is running low, the 
 Directors will ideally unanimously agree to dissolve and leave enough time and cash to 
 fulfill their fiduciary duty to all shareholders by protecting them from additional 
 expenses which would increase their loss above their investment to date. 
F)  Payables are reviewed (especially missed salaries, vacation pay, payroll taxes, etc.) 
G)  Contracts are reviewed to determine the impact of bankruptcy versus ceasing operations.   
 Special scrutiny is given to the impact on technology that is licensed (because it will 
 usually revert to the licensor, providing investors no value) 
H)  The BOD quantifies the amount of the “liquidation reserve amount” to be set aside to cover 
 wind down expenses.  It should always be at least $10K. 
I)  If bankruptcy is the chosen route counsel must explain how to husband the liquidation 
 reserve and keep it outside the grasp of the receiver. 
J)  The legal process to file with the State of residence and of incorporation (Ohio and Delaware 
 for most all of OTAF investees) is time consuming and requires legal assistance. One 
 company spent $2000 plus some filing costs. Delaware required $400 in filing and taxes 
 in the year it dissolved. 
K)  Notify the states where any employee has worked or face fines and penalties for things such 
 as unemployment insurance and payroll taxes. 
L)  Buy the D&O insurance “three year tail" to protect the Directors from the threat of lawsuits 
 in the future. This can easily cost $5 – 10K. 
M)  File and pay tax preparation fees for tax returns up to and including the tax year the 
 company was dissolved.  Remember, that even if no profit has ever been recorded tax 
 filings are required. 
N)  If able to provide investors an IRC 1244 loss against their ordinary income, the BOD ensures 
 shareholders are provided the information their tax consultant requires. 
 



FAQs When Circling the Drain:  Over the last ten years several OTAF Directors have witnessed 
the failure and dissolution of their companies.  Here are the most frequent questions they have 
encountered. 

 
1)  Should Directors of Ohio-based C Corps be worried about the Zone of Insolvency?  What if 
the venture is a Delaware C Corporation? 
 

Answer:  The Zone of Insolvency concept requires the BOD to consider the rights of 
creditors ahead of those of shareholders once the company is clearly “insolvent” (which, 
of course, is not a precisely defined term).  This concept is operative in Delaware, but 
has been somewhat softened in recent years.  In Ohio, there was a 2007 case that said 
officers and directors of a company that is insolvent or on the brink owe a fiduciary duty 
to the company and its creditors so not to waste corporate assets which otherwise 
could be used to pay debts.  Same year, two Ohio federal courts said that directors of 
solvent or insolvent Ohio corporations have discretion to consider creditor interests but 
are not required to do so.  This area is tricky and case law has been evolving.  However, 
it seems that the Zone of Insolvency is more clearly established in Delaware than in 
Ohio. 

 
2)  Wouldn’t it be both easier and wiser for OTAF Directors to just resign whenever “the end is 
near?”  What issues should they consider? 
 

Answer:  Of course, resigning doesn’t expunge all past behavior and leaving the BOD can 
cause even greater angst because communications generally cease.  Moreover, if all 
Directors resign then they have all shirked their fiduciary responsibility to shareholders.  
Ideally, resigning OTAF Directors would ask for, and receive, a hold harmless, but this is 
not likely.  In any event, a Director should make sure that the corporation’s charter has 
full indemnification provisions, that he/she has an indemnification agreement with the 
corporation, and most importantly, that there is sufficient D&O coverage (and that the 
premiums have been paid and if needed, a three year tail has been purchased). 

 
 
 
CONSIDER:  All of the D & O insurance policies which OTAF portfolio companies have purchased 
contain an Insured vs. Insured exclusion, which means that the policy will not cover any 
expenses arising from litigation between or among Directors covered by the policy.  Therefore, 
if when a venture is sinking a Director jumps ship it is wise to read the policy to see how long 
that Director is covered by this exclusion. 
 

 
3)  What happens if the company just ceases operations and nothing is filed with the Ohio 
Secretary of State? 
 



 Answer:  Actually, most companies that go out of business never formally dissolve the 
 corporation so they continue to exist but in name only. Eventually, when the Company 
 fails to pay its franchise fee to the Ohio Secretary of State, the Secretary of State will 
 cancel the Company’s charter and the Secretary of State’s records will show the 
 Company is “Inactive.”  But this is not the same as a formal dissolution. 
 
4)  What is a formal dissolution? 
 
 Answer:  To accomplish this in Ohio one must follow the Ohio Revised Code (“ORC”) 
 which provides the steps which must be taken in order to dissolve a corporation.  The 
 process is very specific and compliance with all requirements is necessary.  However, 
 basically a Voluntary Dissolution is governed by the provisions of ORC 1701.86.  If the 
 shareholders vote to proceed with a Voluntary Dissolution counsel can ensure it is 
 handled properly.  However, the most important question shareholders will have is 
 “Where is my Certificate of Dissolution?”  The Secretary of State charges a $50 filing fee 
 for this document which then shareholders can file with their taxes when they take their 
 loss.  It is incumbent upon all OTAF Directors of dissolved investees to provide a copy of 
 this certificate to all shareholders. 
 
Remember:  Over the last eleven years 22% of OTAF’s investees have failed (10 of 46).  
Obviously, serving as an OTAF Director entails reputation risk.  However, we highly respect our 
members whose ventures have failed while they were Directors because we know the large 
amount of effort they expended.  We doubly respect them if they were successful in 
orchestrating “The Perfect Loss.” 
 
 
CONSIDER:  Although OTAF only invests in C Corporations in order to take advantage of the 
QSBS federal tax treatment, there is another reason to avoid investing in LLCs: To preclude 
being asked to pay for the preparation of the final K-1s for a dying or dead ABC.  Those who 
have experienced being asked for a final few thousand dollars in order to file their personal tax 
returns usually begrudge this small but extra loss as much as losing all of their original 
investment which they made years before.  
 
------------------------------------------------------------------------------------------------------------------------------- 
 
 
 



Appendix 
 



ANGEL DIRECTORS PLAYBOOK LEXICON 
 

 
AA  Angel Alpha refers to the investment acumen that an angel investor’s  
  results display (see Alpha below).  Obviously there are no continuously  
  updated and published benchmarks for angels’ returns.  Nonetheless, the 
  general concept is the same as for managers of a portfolio of Publicly  
  Traded Companies:  What investment skill does your portfolio’s return  
  suggest you possess? 
 
ABC  Angel-Backed Company (which may/may not also be a VBC defined  
  below) 
 
ABL  Asset Based Lending or Asset Based Loans refers to selling notes based  
  on an advance rate against a first priority lien on accounts receivable and  
  inventory which is granted to the lender.  The most prevalent advance  
  rates are 50% against “qualified” inventory and 75% against “qualified”  
  receivables.  Of course the definition of “qualified” can be intense   
  because the lender has a lien on 100% of both asset classes.  Therefore,  
  the fewer assets that “qualify” the greater the collateral to loan ratio  
  (ergo the lower the risk).  Regardless of the amount of collateralization,  
  the ABC will still have to be cash flow positive. 
 
ACA  Angel Capital Association (a 501 c 6 trade association of 200 North  
  American angel groups) 
 
Alpha  The extra return that a liquid security asset manager generates over a  
  benchmark against which he/she is measured (e.g. the S & P 500),   
  but only to the extent additional risk was not taken on to achieve it. 
 
AIE  Angel Investment Envelope refers to the boundaries angels set for their  
  ABC investments, taking into consideration several different factors such  
  as geography, industry, venture’s legal structure, type of securities,  
  operational status, requirement for VC funding, deal valuation, terms and  
  conditions, and management’s exit expectations.  By containing   
  investment to those with the parameters of their personal envelope  
  angels can waste less time on “off strategy” deals. 
 



ARI  Angel Resource Institute (a 501 c 3 sister organization of the ACA;   
  focuses on providing angel research and training) 
 
BATNA In negotiation theory, the Best Alternative to a Negotiated Agreement or  
  BATNA is the course of action that will be taken by a party if the current  
  negotiations fail and an agreement cannot be reached. BATNA is the key  
  focus and the driving force behind a successful negotiator. A party should 
  generally not accept a worse resolution than its BATNA, nor should it  
  reveal its BATNA.    
 
BJR  Business Judgment Rule (the primary legal protection for Directors) 
 
BOD  Board of Directors (of C corporations) 
 
BOM  Board of Managers (like a BOD but for LLCs) 
 
BPS  Bowling Pin Strategy refers to Facebook’s marketing strategy at Harvard.   
  Instead of merely trying to attract a thousand users, it first sought them at 
  one institution.  Armed with that level of penetration at a prestigious  
  institution, the other bowling pins fell easily. 
 
CAP  Capital Access Plan (This tool estimates the future capital needed in order 
  to reach the point that an exit is possible so that:  1) Dilution can be  
  estimated; and 2) The essentiality of VC funding is identified) 
 
CBA  Certified Business Angel 
 
CFBE Cash Flow Break Even means incoming cash from revenues is sufficient to 

cover daily expenses (same as PCF).  Survival CFBE refers to the minimum 
expense coverage and is not sustainable for more than a few quarters.  
Sustainable CFBE suggests the team could continue working at its current 
pace, compensation, and benefits for the foreseeable future. 

 
CSE Common Stock Equivalent refers to an ABC’s capitalization shown using 

the presumption that all preferred stock, options, and warrants become 
fully vested and exercisable into common stock.  Securities issuances that 
impact the venture’s CSE cause potential dilution.  Angels using their CSE 
ownership percentage to calculate their exit proceeds will be 
disappointed in their actual check.  CSE overstates their harvest because 



it never considers:  1)  The stack of liquidation preferences;  2)  Any 
contractual payouts due to Phantom Stock Plans (see PSP below); 3)  Any 
pending salary and benefit payments to employees (especially notes 
taken in lieu of salary); and, of course;  4)  Outstanding debt. 

 
CTW Compared to What?  This is a variation of BATNA but is not used in the 

context of an offer to buy a company.  Rather it refers to alternative 
courses of action and likely outcomes, and is useful in encouraging 
consideration of many possible alternatives, employing the premise that 
no unidentified alternative can ever be selected.  See Outcomes Map. 

 
CVR Contingent Value Right is a type of right given to shareholders of an 

acquired company that ensures they will receive a specified additional 
benefit if a narrowly defined event occurs. A CVR is similar to an option 
because it has an expiration date that relates to the timeframe within 
which the contingent event must occur.  For example, shareholders of an 
acquired company may receive a CVR enabling them to receive 
additional shares of the acquiring company if its share price falls below a 
certain level by a specified date.  Clearly this most often has value when 
shares are included in the M & A event, and OTAF seeks only all cash 
exits.  Nonetheless, if an acquiring demands that any portion of the 
acquisition be done via its stock, OTAF’s Directors should explore the 
applicability of a CVF. 

 
D & O  Directors & Officers Insurance 
 
DDT  Due Diligence Team 
 
DIA  Directors Indemnification Agreement (see the NVCA website) 
 
DLE  Driving Lucrative Exits Methodology.  This is OTAF’s second iteration of  
  our original Exit Roadmap crafted by our first Outcomes Committee in  
  2010. 
 
DSA  Ohio’s Developmental Services Agency (fka the Ohio Department of  
  Development) 
 



DSCR Debt Service Coverage Ratio reflects the ability to make principal 
&interest payments to creditors in cash.  For High Yield Notes it should 
be >1.25X. 

 
EBIT  Earnings Before Interest and Taxes 
 
EBITDA Earnings Before Interest, Taxes, Depreciation and Amortization 
 
EGC Exit Goal Congruence refers to the alignment of both the desire and 

financial return expectations between the entrepreneur/founder/CEO and 
OTAF 

 
EPS  Earnings Per Share 
 
ESP  Refers to the Ohio Third Frontier’s Entrepreneurial Signature Program  
  unveiled in 2008.  The RFPs for that cycle required each of six not-for- 
  profit venture development entities to include in their response a survey  
  of the  existing infrastructure in their assigned county footprint, specifically 
  explaining how their proposal will leverage the resources currently in  
  place.  The result has been vastly improved RFP proposals, a higher  
  winning percentage, greater funding levels, and enhanced efficacy.   
  Today “ESP” is used to refer to the six entities (e.g. TechColumbus,  
  CincyTech and Cleveland’s JumpStart).  Of Ohio’s 88 counties,   
  TechColumbus, for instance, is responsible for a 15 county footprint. 
 
Exit  This refers to the first generation of OTAF’s exit guides.  It was the 
Roadmap culmination of OTAF’s Outcomes Committee during the summer of 2010  
  and was updated by the DLE (Driving Lucrative Exits Methodology) in  
  2013 and then revamped and expanded into the current Strategic Value  
  Plan (SVP) Method in 2014 
 
FFI Fatal Funding Illiteracy refers to promising entrepreneurs with a great 

idea who would much rather try to change the capital markets than 
change their fund raising pitch to reflect the reality of current market 
conditions.  As a result, their lack of flexibility and ignorance of the 
funding necessities is fatal to their idea. 

 
FRI Free Rider Issue refers to any offering of securities in which those who are 

current investors will benefit from the infusion of additional capital 



whether or not they participate in the financing.  This is the justification 
for the “Pay to Play” requirements and the resultant potential 
“cramdown”  

 
GSL  “Glowing Shareholders Letter” refers to the best news that could possibly 
  happen prior to the next scheduled BOD meeting, thereby requiring a  
  special communication with all shareholders 
 
ICA Inter-Creditor Agreement.  This document is signed by all note holders, 

setting forth the mutual understanding that all creditors will be treated 
equally per the Most Favored Nation approach if the notes are pre-paid, 
restructured, or additional collateral is provided. 

 
ISC  Investment Screening Committee (OTAF’s initial screening body) 
 
LAD  Lead Angel Director 
 
LCA  Large Corporate America (one of the 5,000 US public companies; see  
  POC and PTC) 
 
LLC  Limited Liability Company (versus a C Corporation) 
 
MAD Minimum Acceptable Deal (the minimum size of an acceptable all cash 

bid, usually presuming a 20% escrow).  Note:  This does not refer to the 
MAD strategy espoused during the Cold War (Mutually Assured 
Destruction) which is a variation of the Nash Equilibrium! 

 
MBA  Masters of Business Administration 
 
MBC  Masters of Business Creation 
 
MFN Most Favored Nation.  This clause refers to an understanding among note 

holders, usually codified in an Inter-Creditor Agreement, stipulating that 
all note holders must be treated equally regarding the sharing of 
collateral or any payments of interest, fees or principal. 

 
MTF Months to Fumes (months of runway remaining at the current burn rate 

before the venture runs out of cash) 
 



NCD No Cash Date is the exact day when the company will be out of cash at 
its current burn rate. 

 
NCT Next Cool Thing refers to the exciting deal of the moment (see NSO) 
 
NEC Non-Executive Chairman refers to the BOD chair who is an outsider (i.e. 

not on the venture’s payroll) 
 
NED Non-Executive Director refers to BOD members who are not on the 

venture’s payroll 
 
NSO New Shiny Object refers to:  1)  Angel’s tendency to like the latest deal 

more than the deals they have already seen or are currently pursuing; and 
2)  Company’s tendency to want to pursue a new idea or market when 
they are really struggling executing their business plan. 

 
NVCA National Venture Capital Association (OTAF is a member, one of 3 angel 

groups which belong) 
 
OTAF Refers to the Ohio TechAngel Funds and the 340 investor/members who 

have invested in one or more of our four funds 
 
Outcomes Refers to a tool used to select between alternative courses of actions by 
Map assigning to each the likely outcomes if pursued.  It is especially helpful in 

identifying unintended consequences so long as all the impacted 
constituencies are identified. 

 
PCF Refers to Positive Cash Flow (see CFBE) 
 
PDC Pay Day Calculator is OTAF’s spreadsheet model for estimating the cash 

proceeds that investors will enjoy at various M & A exit price tags, 
thereby portraying the dilution effect of a future equity round on 
investors’ exit proceeds, and especially on the exit pay day of the 
CEO/Founder/Co-founders. 

 
PEP Phantom Equity Plan which is used to refer to such plans issued by LLCs.  

For C Corps they are called PSPs (see below) 
 



PID Refers to Pre-Investment Discipline which encompasses all the angel 
investment activities leading up to OTAF’s making its initial investment in 
a venture (e.g. deal flow attraction & vetting, due diligence, term sheet 
negotiations, filling out the round, selecting Directors, and the final close 
of the initial angel round). 

 
PIK Payment in Kind refers to interest which is accrued on Bridge Notes, 

meaning that instead of investors receiving cash interest payments the 
interest is accrued and only paid at the time of the sale of the company. 

 
PIM Post Investment Management refers to all activities after OTAF makes its 

initial investment in a portfolio company (e.g. filling out the future 
investment rounds, helping OTAF’s Director keeping the BOD focused on 
building SBV, sourcing and selecting VCs and investment bankers, and 
orchestrating the exit). 

 
POC  Publicly Owned Companies (63,000 around the world, but see LCA) 
 
PSP  Professional Services Provider refers to lawyers, accountants, consultants  
  and other professionals an ABC engages, but does not add to its payroll.  
 
PSP  Phantom Stock Plan refers to a C Corps’ incentive compensation tool by  
  which the awardee benefits from an appreciated value in the plan’s  
  benchmark since issuance, but remains a “phantom” left off the Cap  
  table because he/she does not actually own shares of stock, options, or  
  warrants. 
 
PTC  Publicly Traded Companies (same as POC) 
 
SAR  Stock Appreciation Rights is a term often appearing in ABC Phantom  
  Stock Plans and refers to the right to share in the appreciated value of the 
  stock despite ownership not ever being conferred.  The right to the uptick 
  is the SAR. 
 
SBV  Strategic Bidders’ Value 
 
SCP  Strategic Communications Plan is the cohesive story that explains the  
  value of the company to strategic bidders.  It is aimed at selling the  
  company and not the company’s products or services. 



 
SET  Strategic Execution Team refers to the members of the venture’s   
  management team who will execute the Strategic Plan Document.  This  
  will usually include some or all of the BOD members, plus selected   
  members of senior management. 
 
SNB  Suddenly Needy Bidder is a potential acquirer that has suffered some  
  setback or occurrence that they can rebound from if they acquired our  
  ABC 
 
SOP  Standard Operating Procedure 
 
SPD Refers to the Strategic Plan Document that codifies the tactics and 

tracking metrics to implement the Strategic Value Plan 
 
SSC  Supremely Satisfied Customer (one which will gladly provide testimonials) 
 
SSL “Shocking Shareholder Letter” refers to the worst news most likely to 

happen prior to the next BOD meeting, which would clearly warrant 
sending shareholders a special communication. 

 
Sunshine 
Director Refers to a BOD member who has never experienced the failure and 

extinction of an investee.  The term has a derogatory twinge because the 
most common outcome for ABCs is probably generating losses for 
investors.  Therefore, those who have been ABC Directors for many years 
but have never “turned out the lights” (let alone ever orchestrated a 
“Perfect Loss”) might be viewed as leaving BODs when the end is near. 

 
SVI Strategic Value Index 
 
SVP Strategic Value Plan refers to the third iteration of OTAF’s exit concepts 

that foster the efficient allocation of scarce capital and human resources 
to build value in the minds of Targeted Strategic Bidders.  SVP replaces 
DLE and Exit Roadmap. 

 
Synthetic This is sometimes used to refer to phantom stock and the related 
Equity  plans (see PEP and PSP)  
 



TC TechColumbus, Inc.  The Columbus-based not-for-profit venture 
development entity that manages all four of OTAF’s for profit funds. 

 
TDJ “The Designated Jerk” refers to an ABC’s investor who plays the role of 

being the venture’s most annoying shareholder who is constantly pushing 
for faster execution of the Strategic Value Plan and the resultant financial 
returns the founder and shareholders will receive.  Every ABC needs one! 

 
Toothbrush Attributed to Google as being their basic, initial acquisition hurdle, this 
Test refers to only seeking to buy companies whose products/services are 

similar to the toothbrush (in that everyone uses them at least twice and 
day and the benefits are so obvious and unquestioned that they will likely 
continue to do so).  

 
TSB  Targeted Strategic Bidder 
 
TSC  Targeted Strategic Customer 
 
Unicorn This refers to VC-backed ventures which currently have at least a $1 

Billion valuation.  Historically such enterprises have, on average, required 
a minimum of five rounds of VC funding. 

 
VBC Venture (i.e. Venture Capitalist) Backed Company (may or not also be an 

ABC) 
 
VC  Venture Capitalists, plus their firm and their funds 
 
VL  Venture Lender refers to institutions that provide Venture Debt 
 
VO VenutureOhio is a 501 c 6 trade association for those who support Ohio’s 

innovation community.  OTAF is a founding member, three OTAF 
members are VO Directors, and 20 OTAF members are individual 
founding members of VO. 

 
WAP Walk Away Point refers to the point during an M & A exit negotiation at 

which, due to significant negative deal drift, the BOD prefers its BATNA 
to the best possible deal it is likely to strike with the bidder. 
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