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Angel Investing Strategy (AIS) Overview 
 
Much has been written about how angels should approach investing in Angel Backed 
Companies (ABCs), but such guidance rarely aims to provide angels with the tools to 
design their own personal Angel Investing Strategy (AIS) that reflects their beliefs, time 
and money available to invest in ABCs, and the realities of their deal flow. 
 
Angels who use the individual diagnostics contained in this manual will have not only 
considered the multitude of factors affecting their risk appetite, but also converted 
them into a serviceable Angel Investment Envelope (AIE) into which the preponderance 
of the deals they will pursue should reside.  This will ensure they squander less of 
entrepreneurs’ precious time by pursuing off strategy opportunities, thereby making 
more time available for deeper dives into the types of deals that fit snuggly within their 
investment envelope boundaries. 
 

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 
readers 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. 
 
 
 



ANGEL INVESTING STRATEGY WORKSHOP 
THURSDAY, SEPTEMBER 18, 2014 

(8:00 – 12:00 OSU Ohio Union) 
 
Question to be discussed:  Suppose you have the liquidity, business acumen, deep 
domain knowledge in an industry and now have the time to become serious about 
angel investing.  What steps should you take to become an exceptionally successful 
investor in the unique alternative asset class sector we call “Angel Backed 
Companies?” 
 
I. Introduction: 
 3 goals of today’s discussion:  1) Learn new stuff; 2) Re-think old stuff, and 3)  
  Leave with some tools to improve your returns 
 There is no one, right, universal angel investing strategy 
 The benefits of an Angel Investing Strategy 
 Strive to make it into the top decile of angels 
 
II. The allure of angel investing! 
 Compare PTCs with ABCs 
 The Performance Persistence Scorecard 
 Fund Manager Risk vs. ABC Director Risk 
 #1 allure of PTCs:  They minimize the “Dope Slap”  
 The Kelly Formula and the betting “edge” 
 Why angels’ outcomes cannot be handicapped 
 Game theory 
 The 7 factors that determine angels’ returns 
 When do you have an “edge” investing in ABCs (Pre- and post-investment)? 
 Your angel clout 
 
III. What role should Angel Backed Companies (ABCs) play in your investment portfolio? 
 The “job” you want ABCs to perform 
 Bob Rice’s book (The Alternative Answer) 
 Angel’s Alpha and benchmarks 
 Build your angel alpha 3 ways 
  Astute purchase decisions 
  Build strategic value during the holding period 
  Orchestrate a lucrative exit 
 Do extremely successful angels excel at picking winners, or growing winners? 
 Participants complete the angel viewpoints survey for discussion during  



  
IV. Why is mastering angel investing so difficult? 
 Luck vs. randomness vs. skill 
 Where does angel investing sit on the luck-skill continuum? 
 Luck and sample size 
 Learning from both great and bad outcomes 
 Learning from false negatives and false positives 
 Losing intelligently vs. winning ignorantly 
 6 Characteristics of skills that are easy to master 
 Are entrepreneurs more optimistic than football players? 
 Has the growth rate of entrepreneurs outstripped our culling skills? 
 Yes, it is difficult, but some of these steps might make it easier 
  
V. Designing your personal Angel Investing Strategy (AIS) 
 How much to invest in how many ABCs? 
 What is the right number of portfolio companies? 
 What is your appropriate amount to invest in your total ABC portfolio? 
 What is the most you should invest in any one ABC? 
 Who has better returns…….Wanda One-check, or Freddie Follow-on? 
 Rob Wiltbank’s two studies suggest Wanda………..but 
 What factors are unique to you and your situation? 
 Avoiding Cognitive Dissonance 
 Discuss the attendee survey results and conclusions 
 Design your AIS with cognitive dissonance in mind 
 Handy Dandy AIS Designer Kit 
 Two AIE examples 
 Benefits of your AIS  
 
VI. Increase your income from investing in ABCs 
 Enjoy significant psychic income while awaiting financial income 
 3 obvious ways to increase your financial income 
  Stay in the game (Law of Large Numbers) 
  Pick more winners (what commonalities do they share?) 
  Avoid more losers (what are the most common causes of losses?) 
 3 Question Survey of 43 angels from 31 groups 
  Not a scientific survey 
  Several shortcomings 
  41 respondents provided 90 commonalities for winners (2 pages of  
   comments) 



  43 respondents provided 102 commonalities for losses (5 pages) 
 4 suggestions to avoid more losers   
 5 Steps to make the most money on your ABC investments 
 Guest:  Mike Blackwell of Concept Academy 
  #1:  Improve your deal flow quantity and quality; become a preferred  
   capital source 
  #2:  Vet deals based on potential returns 
  #3:  Take maximum advantage of tax benefits 
  #4.  Take a BOD seat and affect the outcome 
  #5:  Focus on who will drive the exit 
 
VII. To VC or not to VC…….that is NOT the question! 
 Guest:  Peter Rosenblum:  Foley Hoag’s Boston Office  
 Great exits start with 3 great questions 
 Above all else, seek Exit Goal Congruence (EGC) 
 4 questions to guess whether VCs are needed for an exit 
 But, what is a VC, exactly these days? 
 How much has your fellow VC Director personally invested in this ABC? 
 VC fiduciary conflicts 
 Why angel Directors should vet the VCs 
 VC Exit Control Factors 
 12 factors that might affect a VC’s timing of their ABC exit 
 Results of survey of 41 angels:  Was your most lucrative ABC portfolio company   
 VC-funded at the exit?  
 Pre-Investment Discipline questions when VCs are a necessity 
 Post Investment Management steps when VCs are necessity 
 Best defenses against getting crushed by VCs 
 Angels should not be surprised by the need for a VC round or more 
 Our goal is to raise the requisite funding without destroying angels’ returns 
 But………..VCs can provide huge value! 
 
VIII. SUMMARY: 
 Why the ARI, ACA, and I want you to make more money from investing in ABCs 
 The benefits of an Angel Investing Strategy for angels and entrepreneurs  
 Go forth:  Find, fund, mentor more entrepreneurs……and build more   
  entrepreneurial wealth! 
  



APPENDIX 
 

I.a. Angel Investing Strategy Lexicon 
II.a PTCs versus ABCs 
III.a. AIS Attendee Survey 
IV.a. OTAF’s Premortem Technique 
IV.b. Sealed Best Guess Process 
V.a. Designing Your Portfolio to Avoid Cognitive Dissonance 
V.b. Angel Investment Envelope Dimensioning Questions 
V.c. Two AIE Examples 
VI.a.1 Why Does OTAF Not Invest in LLCs? 
VI.a.2.QSBS Definition 
VI.b 1244 Loss 
VI.c. 1045 Tax Free Rollover 
VI.d. 1202 Capital Gains Holiday 
VI.e. ISOs versus NSOs 
VI.f. FAS 123R 
VI.g. Early Exercise of Stock Options 
VI.h. 83b 
VI.i.    83b IRS Election Form 
VI.j. 409A 
VI.k. Tax Issues for ABC Directors   
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Angel Investing Strategy
I.  INTRODUCTION

John O. Huston 
Ohio TechAngels Founder/Manager
ACA Chairman Emeritus

September 18, 2014

Today’s discussion: AIS can
improve your returns

The one word that might best apply to today’s session is:
Frustraneous. You will leave frustrated if you came thinking 
you would learn the one right way to craft your angel 
investment strategy! 

However, you will leave with the tools to design your 
own Angel Investing Strategy…and some ideas about 
how to use it to improve your returns.

“There is no silver bullet, 
but there may be some silver buckshot.”{ {

Why do ARI, ACA and I want you make 
more $$$ from investing in ABCs?

1. We believe our innovation community is the key driver of 
our economy’s job growth and entrepreneurial wealth 
creation

2. The greater number of successful entrepreneurs, the greater 
the number likely to follow in their footsteps

2. The more money angels make on our ABC investments the 
more entrepreneurs we can find, fund, and mentor to 
success 
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Mission: Fuel the success of angel groups and 
accredited individuals active in the early-stage 
landscape

• World’s largest trade group for angel investors
o 220+ angel groups
o 12,000 accredited investors
o Voice of accredited individuals,                                                                 

portals, and family offices

• 50 US states + Canada
• Research/ education partner

Our Moderator 

• Founder/Manager: Ohio TechAngels Funds 
(OTAF)

• Founding member of the Angel Capital 
Association (ACA). Past Chairman of the ACA and 
the Angel Resource Institute (ARI). 

• Recipient of the Hans Severiens Award, the 
highest accolade for angel leadership. 

• Chairman: Ohio’s Angel Group Network; 
member of 4 

• Founding Director of VentureOhio, the trade 
association providing the unified voice for Ohio’s 
innovation community. 

• 30 years commercial banking, currently a director 
of 4 of his 50+ portfolio companies. 

3 Goals for Today’s Discussion

•Learn new stuff

•Re-think the old stuff

•Leave with some tools that can improve 
your returns
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Today’s Discussion

• Disagree loudly at the end of each topic 

• Expert-led brainstorming session (Peter Rosenblum of 
Foley Hoag’s Boston Office):  “Steps to take when you 
know your ABC must raise VC funding to have an 
exit”

• Mike Blackwell: “Improve your returns by improving 
your deal flow and becoming a preferred source of 
capital”

There is no one right, universal 
Angel Investment Strategy!

The only right strategy is the one that is uniquely 
appropriate for you, meaning it must consider:

• How much time & money you have to invest?

• What’s your “Definition of Success” (DOS) for your 
ABC portfolio?

• What’s your “Dope Slap” tolerance level?

• Your local deal flow, and your access to it

Angels’ investing experience 
timeline

When to quit and when to keep investing?

How can you maximize your after-tax returns?

Invest Lose $$ Positive Exit House $$   Make $$[ [
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If You Want to Make
The Most $$$...

Recall the overview for today’s discussion: 
“Come and participate in a discussion of how to improve your 
returns by following a cohesive investment strategy.  Leave with 
your own individual strategy tailored to your deal flow 
characteristics and personal preferences.”

SO: What steps can you take to improve your returns? 

One step is to design your personal angel investing strategy and 
the dimension your angel investment envelope into which all 
acceptable deals must fit.

Benefits 
of an Angel Investment Strategy

For Angels:
• Spend less time on more deals; more time on less deals
• Facilitates allocation of time and capital
• Diminishes the dope slap and cognitive dissonance
• Might not immediately improve your outcomes, but will 

improve your odds

For Entrepreneurs:
• You do not waste their precious time
• Do not commit infanticide by calling their baby ugly
• You can avoid making rejections personal

Without Entrepreneurs,
No Angels

• Entrepreneurs’ most scarce resource is their time
• We should excel at rejecting them without demoralizing them
• Yes…most entrepreneurs seek confirmation instead of 

information
• They want to hear their baby is beautiful
• So…We’re in the baby judging contest

Having an Angel Investment Envelope enables you to 
say….”I’m not saying your baby is ugly, but I 
only judge blue-eyed girl babies that at least can 
toddle.”

{ {
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Today’s Topics

• The allure of angel investing, and the role it should play in your 
investment portfolio

• Why is mastering the skill of angel investor so difficult?

• Designing your personal Angel Investing Strategy (AIS)

• How to increase your income from investing in ABCs

• To VC or not to VC……..that is NOT the question!

Let’s make it into the top decile!

Rob Wiltbank’s two studies of angels’ returns:

• November 2007:  The top 10% (54) of the 539 angels reaped 
>50% of the total returns!

• May 2009:  The top 9% (14) of the 158 UK angels enjoyed >10X 
and accounted for >80% of the total returns!

Let’s make it into the top decile!

SO: Let’s discuss how we can make more 
money from our angel investments so we 
can help more entrepreneurs be 
successful!

QUESTIONS?
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II.  The Allure
of Angel Investing

Publicly Traded Companies 
vs. Angel Backed Companies

PTCs

• Financial Reporting
• Daily mkt. updates
• Stock re-priced constantly
• Instant Liquidity
• Insiders often punished

ABCs

• Often Quickbooks
• Quarterly CEO letters
• Re-priced only at next round
• Illiquid (hold to exit)
• We’re all insiders!

PTC’s CEO’s Goal

Maximize my shareholders’ 
returns….by hyping my 
company’s products & 
outlook so  my stock 
outperforms the market and 
my sector

ABC’s CEO’s Goal

Maximize my shareholders’ 
returns…by selling my 
company!  

Publicly Traded Companies 
vs. Angel Backed Companies
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Luck vs. Skill (PTC Analytical Tools)

• Alpha
• Jensen’s Alpha
• Beta
• VaR (Value at Risk)
• CaR (Capital at Risk)
• Tracking Error
• Omega Ratio
• Roy’s Safety First Ratio
• Sharpe Ratio
• Sorentino Ratio
• Treynor Ratio
• Information Ratio
• CALMAR Ratio
• Drawdown

• R Squared
• Sigma
• Skewness
• Kurtosis
• V2 Ratio
• Modigliani risk-adjusted performance 

(M-Squared)
• Upside Potential Ratio
• Bias Ratio
• Hansen-Jagannathan bound
• Ulcer Index

Skill is increasing, 
but performance is not

“We find that the active management industry has 
become more skilled over time.  Despite this rise in skill, 
average fund performance has failed to improve.”

“As more money chases opportunities to perform, 
prices move, making such opportunities more elusive.”

“The growing industry size makes it harder for fund 
managers to outperform despite their improving skill.  
The active management industry today is bigger and 
more competitive than it was 30 years ago, so it takes 
more skill just to keep up with the rest of the pack.”

The Performance Persistence 
Scorecard

• Twice a year S & P Dow Jones Indices tracks performance 
persistence of small, medium and large cap, actively 
managed U.S. equity mutual funds over 3 and 5 years

• Avoids all survivorship bias

• Tracks persistence in remaining in the top quartile and 
top half

• Five years (2009–2013):
• 2.11% stayed in top quartile (15 of 710)
• Random expectations = 6.25%
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Actively Managed 
US Equity Funds vs. S & P

% of managers who beat the S & P benchmark
1 year 3 years 5 years

46% 21% 28%
5 year persistence in top quartile (’09 – ’13):

6.25% = Random expectations
2.11% = stayed in top quartile (15 of 710)
4.14% = Managers’ Risk

Last 5 years: 32% of the 838 funds in bottom half merged/liquidated 

Source:  SPIVA (S & P Index Versus Active Fund Scorecard)

Without performance persistence, 
how much skill is really involved?

Professional investors, including 
fund managers, fail a basic test of skill:  

persistent achievement.

Kahneman’s Success Formula:
Success = Skill + Luck
Hyper Success = a LITTLE more skill + a LOT more 

luck Daniel Kahneman, Thinking, Fast and Slow

But Angels:  We improve our skill + get in the way 
of luck

“ ”

Keynesian
Beauty Contest

When buying public equities, picking great 
companies is not enough…you must pick 
stocks the stock pickers think are gorgeous.

John Maynard Keynes:  The General Theory of Employment, 
Interest, and Money(1936); also “a convergence to Nash 
Equilibrium.”

“ ”
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ABC Directors’ 8 Duties

1. Raise follow-on rounds

2. Help recruit a winning team

3. Terminate/replace CEO (& bad Directors)

4. Use Strategic Value Plan (SVP)  to Strategic Value

5. Introduce Targeted Strategic Customers (TSCs) 

6. Vet the VCs (if necessary for an exit)

7. Engage Investment Bankers (if needed)

8. Sell the company 

Bet on Fund Manager or ABC  
Director?

Fund Manager ABC Director

Keynes’ “Beauty Contest” YES NO
Inside information NO (in theory) YES
Concentrated focus Many stocks This venture

Affect company results NO YES

What’s your “Dope Slap” 
Pain Threshold? 

Are you willing to make your own 

investment blunders 
or do you like to have
someone else to blame?

Is this the #1 allure of PTCs?
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My Viewpoint

To offset the cost of 
holding totally illiquid 
assets for 3–5+ years, 
angels should 
exploit their “EDGE” 
to drive lucrative 
exits.

John L. Kelly, Jr.

• Corsicana, Texas-born, WWII pilot, gun collector, 
chain smoker, physicist studying information 
theory

• 1956:  “A New Interpretation of Information 
Rate” Bell System Technical Journal

• 1958 TV game show “The $64,000 Question”

• Viewed as the “second smartest man at Bell 
Labs…..next to Claude Shannon”

• Fortune’s Formula by William Poundstone

Kelly
Formula

“Apportion your bet according to your superior 
estimates of the probabilities”

Don’t bet when the edge = zero

• But…when do investors have an edge?
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House “Edge”

Roulette (single Zero) 2.59%
$0.25 slot machines 2.70
Roulette (double Zero) 5.26
$5.00 slot machines 7.40
US Racetracks 14 – 19
Japanese Racetracks up to 25
Blackjack 5.9%

Blackjack: Counting Cards can provide an edge!

Why Angels’ Outcomes 
Cannot be Handicapped

• Not just 52 cards

• Gambling involves mere risk, not uncertainty 

• The analog for uncertainty is warfare

• Not even sure when we win………could have won more?

• It can get worse than losing all our $$$

• Game Theory:  When entrepreneurs bring their idea to market

Game Theory

• Game theory is the science of strategy. It attempts to determine 
mathematically and logically the actions that “players” should take to 
secure the best outcomes for themselves in a wide array of “games.” 
The games it studies range from chess to child rearing and from 
tennis to takeovers. But the games all share the common feature of 
interdependence. That is, the outcome for each participant depends 
on the choices (strategies) of all. 

• John Von Neumann:  founded the field of game theory as a 
mathematical discipline. Von Neumann proved his minimax theorem
in 1928. This theorem establishes that in zero-sum games with perfect 
information (i.e., in which players know at each time all moves that 
have taken place so far), there exists a pair of strategies for both 
players that allows each to minimize his maximum losses (hence the 
name minimax). When examining every possible strategy, a player 
must consider all the possible responses of his adversary. The player 
then plays out the strategy that will result in the minimization of his 
maximum loss.
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When do you have an “Edge” 
Investing in PTCs?

PTCs (Publicly Traded Companies):
• You buy your shares at the same price as 

all others at that moment
• Same when you sell your shares

During the holding period you observe/pray

ABCs (Angel Backed Companies):
• You buy your shares at a negotiated price
• You sell your shares at a negotiated price

Your work during the holding period can vastly 
impact your returns and that’s the thrill!  That’s 
when you build your “angel alpha!”

When do you have an “Edge” 
Investing in ABCs?

My Viewpoint

Many angels sub-optimize the #1 
benefit of buying stock in 

ABCs…their ability to impact 
their returns during the 
holding period and (perhaps) 

by driving the exit.

“
”
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Pre-Investment Edge:

• The Matthew Effect……not the most, but the best deal flow

• Disciplined Due Diligence (use Subject Matter Experts)

• Follow one’s Angel Investment Envelope Discipline

• Excel at negotiating deal terms/conditions/valuation

• Build Syndication Power to decrease financing risk

Angels’ “Edge”

Post-Investment Edge:

• Design and raise follow-on rounds

• Help recruit a winning team

• Terminate/replace CEO & bad Directors

• Build Targeted Strategic Bidder (TSB) Value

• Introduce TSBs to the CEO

• Vet all co-investors (especially VCs if needed)

• Engage Investment Bankers (if needed)

• Either sell the company or provide “The Perfect Loss” 

Angels’ “Edge”

Angel Director 
Drives Exit

Game Theory:  “Multiple Play” for CEO, but “Single Play” for 
Directors & shareholders

• CEO biased by future employment

• Founder biased by beautiful baby

• Acceptable price always 125% of what’s possible?

• Re-affirm Minimum Acceptable Deal (MAD) at every BOD meeting

• BATNA:  Presume your #1 competitor is bought! (Best Alternative to 
a Negotiated Agreement)
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In Summary

• Angels might remember the Kelly Formula and assess the size 
of their “edge” when they invest

• We can significantly improve the value of our ABCs during the 
holding period

• Our returns hinge largely on our angel Directors’ & Observers’ 
Boardroom skills

• Our “edge” will always be larger for ABCs than PTCs

If an all angel Cap Table:
• Not a Director/Observer?  Then your clout hinges on the size of the 

checks you are willing to write, and the value you can provide

• If Director, then you can help determine the venture’s success

• Capital Efficiency is key during the holding period

Your Angel
Clout

Angels returns 
hinge on 7 factors

1. How much of the company do we own when we make our initial 
investment?

2. To what extent do we make follow-on investments to offset 
dilution?

3. Do we take full advantage of federal income tax benefits for 
angels? 

4. What is our portion of the final distribution waterfall (considering 
the preference stack, return caps, dividends, etc.)?

5. How much of the company do we own when it is sold?
6. How much can our connections help the company (build the 

team, introductions to suppliers, customers, and acquirers)?
7. How much does our boardroom behavior increase the 

company’s sale proceeds (considering escrows, holdbacks and 
earn-outs)?
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If VC’s are on the Cap Table:
• Did you drive the vetting process?
• Your clout is less…….in fact, VCs can have such an enormous 

impact on angels’ returns that they deserve very close scrutiny, 
which is today’s last topic

QUESTIONS?

Your Angel
Clout
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Angel Investment Strategy

III.  What role should ABCs 
play in your investment 
portfolio?

Traditional Investment 
Choices

Public Equities:  
• Globally: 63,000 publicly traded stocks
• US, 15,000

Public Bonds

Real Estate:  
• Residential 
• Commercial

Hundreds of free educational videos at: 
ALTANSWER.COM

Bob is
• Bloomberg TV’s Alternative Investments Editor

• Successful tech entrepreneur (founder of 
Viewpoint, a public 3D graphics company)

• Active Angel 

• ex Partner at Milbank, Tweed

• Founder of Tangent Capital, a NYC boutique 
investment bank  
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Possible Jobs 
of Alternative Assets

1. Income without interest rate risk

2. Reducing exposure to economic downturns

3. Increasing returns for risks taken

4. Protecting against inflation and currency devaluation

5. Keep retired investors active and out of the house

6. Give investors the opportunity to impact their returns

Job #6 
for Active Investors

“Give investors the opportunity to 
impact their returns.”

PTCs ABCs
Low/No Impact High Impact

{ {

6 Levels 
of OTAF Involvement

1. Attend Member Meetings
2. Attend Investment Screening Committee
3. Volunteer for Due Diligence Teams
4. Join sidecars (write checks alongside the funds)
5. Help the entrepreneur with introductions to employees, 

customers, suppliers, and acquirers
6. Become a Director or Observer (OTAF requires a BOD seat) 
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Alpha

Definition from the  Alternative Answer: 

“This is the extra return that a liquid security asset 
manager generates over a benchmark against 
which he’s measured ( like the S & P), but only to 
the extent he didn’t take additional risk to do it.” { {

• “In a more general sense alpha is the value added by 
an active manager in any asset class or strategy 
through skill and hard work.”

• For example, venture capitalists and TIMO’s* can and 
do provide “alpha” even though they’re operating in 
illiquid markets and where the term does not 
technically apply.

*Timberland Investment Management Organizations

Alpha

• The Chartered Alternative Investment Analyst (CAIA) 
Association (CAIA) states: “Manager alpha can arise 
because of stock picking or market timing activities.”

BUT: “How does ‘alpha’ apply to managing a portfolio of 
illiquid assets?”

Angel ALPHA: The Hard Work of Generating New Value 

Alpha
for Illiquid Assets?
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Angel Performance 
Benchmarks

• 27% IRR:  November 2007:  Returns to Angel Investors in Groups, 
by Rob Wiltbank & Warren Boeker

539 angels had 1,137 exits

• 22% IRR:  May 2009:  Siding with the Angels, by Rob Wiltbank;  
158 UK angels had 406 exits

“Wow...that angel/angel group 
sure seems to pick winners!”

BUT:  Did they pick winners…
or nurture non-losers into 

winners?

Angel Performance 
Benchmarks

[ [

Angel’s returns hinge on 7 factors

1. How much of the company do we own when we make our initial 
investment?

2. To what extent do we make follow-on investments to offset dilution?

3. Do we take full advantage of federal income tax benefits for angels? 

4. What is our portion of the final distribution waterfall (considering 
the preference stack, return caps, dividends, etc.)?

5. How much of the company do we own when it is sold?

6. How much can our connections help the company (build the team, 
introductions to suppliers, customers, and acquirers)?

7. How much does our boardroom behavior increase the company’s 
sale proceeds (considering escrows, holdbacks and earn-outs)?
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Build Angel Alpha 3 Ways

•Astute purchase decisions

•Build value during the holding period

•Orchestrate a lucrative exit

Purchase Decision (Pick Winners) 

•Pre-screening:  “The Matthew Effect”
• Most deal flow

• Best deal flow

•Subject Matter Experts

•Due Diligence/Discovery Process

• Investment Envelope and Discipline

During Holding Period (Nurture Winners)

The challenge is to build a great 
investment…….and not just a 
great company……..and so 
selecting co-investors is a critical 
builder of our angel alpha.
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During Holding Period (Nurture Winners)

• Make introductions (build team; customers)

• Set & execute the strategy (via angel Directors)

• Expend capital to build buyers value, not mere 
shareholders value (Capital Efficiency)

• Select co-investors/VCs

• Make connections with Targeted Strategic Bidders

• Negotiate the sale price, terms & conditions

• Select a banker to do so

Survey of Angels’ Viewpoints

Do other angels agree with me?
Background: Several highly successful, seasoned, and 
sagacious angels are participating today in our AIS 
discussion.  This provides a unique opportunity to poll 
their opinions about key issues to discuss during our 
session. And………in order to have everyone leave 
today with some tools for designing their own unique 
Angel Investment Envelope and Strategy it helps to start 
with one’s viewpoints on the basic angel issues.

Survey of Angels’ Viewpoints

• Instructions: Please check mark your answer to the first 
two questions, and then circle one response for each of 
the 20 other questions.  Circle “4” whenever you think 
the question is too vague or you think the most 
accurate portrayal of your opinion is……”it depends.” 

• (Please note: All individual responses will be 
destroyed and we will only be discussing the data 
today on a macro, anonymized basis.)
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In Summary

• Investing in Angel Backed Companies (ABCs) is one very 
attractive segment of Alternative Assets

• ABC shareholders can significantly improve the value of 
their investments by nurturing winners

• Angel groups have many opportunities to improve their 
“alpha” during the holding period when they nurture 
winners

• The Matthew Effect will improve your returns by giving you 
access to the best opportunities…but first your group 
needs to be viewed as a preferred source of capital
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IV.  Why is Mastering 
Angel Investing so Difficult?

Tools for PTC Investors 

• Alpha
• Jensen’s Alpha
• Beta
• VaR (Value at Risk)
• CaR (Capital at Risk)
• Tracking Error
• Omega Ratio
• Roy’s Safety First Ratio
• Sharpe Ratio
• Sorentino Ratio
• Treynor Ratio
• Information Ratio
• CALMAR Ratio

• Drawdown
• R Squared
• Sigma
• Skewness
• Kurtosis
• V2 Ratio
• Modigliani risk-adjusted 

performance (M-Squared)
• Upside Potential Ratio
• Bias Ratio
• Hansen-Jagannathan bound
• Ulcer Index

Could you Deliberately Lose $$$
By Investing in ABCs?

This sounds like an absurd question, but…

What if you were given $1 million to invest $100K in each of 10 
ABCs and told you would be rewarded with $100 million if all 10 
failed?  Are you certain you could accomplish this?

Not an absurd question…why?  The answer is essential to 
detecting the extent to which angel investing involves luck vs. skill
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Luck or Skill…
which is it?

Here’s the best way to test whether an activity involves any skill:

Can you lose on purpose?

Cannot = No Skill:  The lottery; A true roulette wheel (pays 5.36%)
Can = Skill to some extent:  All sports

What about angel investing? Our outcomes are 
exposed to both luck and randomness!

{ {

Luck 
vs. Randomness

Randomness operates at the level of a system:  Weather 
patterns, earthquakes, the stock market, the economy, maybe a 
specific industry.

Luck operates at the level of an individual: The ABC may have 
been hugely successful or gone dark…..but were you lucky 
enough to invest in it?

Luck is the residual:  It’s what’s left over after you’ve 
subtracted skill from an outcome.  But, you’ve got to get 

in luck’s way to get lucky!

If you cannot lose when you want to, 
is there any skill involved?

• Would you take the chance to win the $100 million by investing 
in 10 ABCs if you had to pay $10 million if just one of them 
returned a 1X?

• If not, you are admitting that there is some unacceptable 
amount of luck that could result in one of the 10 ABCs surviving 
and costing you money……and/or that lots can happen after 
your initial investment!

• SO:  There is lots of luck in angel investing, and much of it can 
occur after your initial check.

“If you’re not sure you can pick losers, why do you think 
you can pick winners?”
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Luck 
vs. Skill

Think about how many angels you know who have had a 
huge exit, yet you would not place them on your list of 
brilliant angels!

Lots of luck in sports…….but……I could never shoot a par round 
of golf…….yet some angels score the equivalent of consecutive 
“holes in one” without having ever tried to master the skill.

My view: Interest in trying to master the skill of 
angel investing is low precisely because we can 
“get lucky!”

The Luck-Skill Continuum 

Pure Luck Skill + Game Theory
Lottery Chess
Roulette Checkers

Hockey Football Baseball Soccer Basketball
Ave. salary $2.4 MM  $1.9 $3.2 $0.2 $5.2  MM

Michael Mauboussin’s The Success Equation (based on five seasons of pro sports 
teams results)

Luck and Sample Size

• Where an activity sits on the luck-skill risk continuum 
determines how large the sample size must be to parse 
luck from skill.

• Activities which involve mainly skill:  You can draw 
reasonable conclusions about the outcomes with a 
small sample size (e.g. Marion Tinsley, the world’s 
checker champion)

• The more luck involved:
• The less applicable is history as a teacher
• The larger the sample size needed

• Abraham De Moivre’s equation:  “The variation of the 
mean is inversely proportional to the size of the sample”
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Luck vs. Skill

For activities that involve lots of luck (e.g. poker & 
angel investing) “SKILL is best defined as a 
process of making decisions. 

The management of return is impossible, the 
management of risk is illusory, but process is 
the one thing we can exert an influence over.
James Montier’s The Little Book of Behavioral Investing.“ ”

Dumb Luck does not = Sagacity

Great Outcome Bad Outcome

Good Process Deserved Success Bad Luck

Bad/No Process Good/Dumb Luck Poetic Justice!

My view:  the worst outcome is in red!

Honing our Angel Investing Process

False Negative@ False Positive+

Good Process Why did I balk? Too busy?        Flaw in process, or 
Bad Luck?

Bad/No Process Need more deal flow? No process, so 
Bad Luck Bad Luck   

@ = I spurned the deal and it was a homerun

+   = I invested and lost all my $$$
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Observations

“It is gratifying to rationalize that we would 
rather lose intelligently than win ignorantly.”  
Richard Epstein’s The Theory of Gambling and 
Statistical Logics

“Luck may or may not smile on us, but if we 
can stick to a good process for making 
decisions, then we can learn to accept the 
outcomes of our decisions with equanimity.”  
Michael Mauboussin’s The Success Equation

Why is 
Mastering 
Angel Investing 
so Difficult?

In Theory, the easiest skills to master are 
those with these 6 characteristics:

• PRACTICE: Ideally can be done solo (without involving others)

• STABLE ENVIRONMENT: Few exogenous variables; Environment is 
stable, repeatable, consistent, and predictable based on history

• FEEDBACK: Swiftly received; easily measured against standards

• COACHING: Can speed improvement with excellent 
coaches/teachers 

• IMMUNE FROM OTHERS: Actions of others do not drive the 
outcome (game theory doesn’t apply)

• PRACTICE PAYS: Prolonged practice is highly correlated with skill 
acquisition; No practice = poor outcomes, thus rewarding practice
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Consider…………Golf! 

• PRACTICE: Easily done solo

• STABLE ENVIRONMENT: Same equipment; Biggest variable is 
the weather (when playing home course)

• FEEDBACK: Immediate; Measured against par/personal best

• COACHING: Pros at every facility

• IMMUNE FROM OTHERS: Stationery ball; Others’ actions 
should not affect you

• PRACTICE PAYS: Has any golfer ever “broken par” their first 
round?

Consider………..angel investing! 

• PRACTICE: Enormous work in being a solo, lone wolf angel

• STABLE ENVIRONMENT: Environment in flux; Difficult to replicate 
past successes; Can only book the deals you see (deal flow is 
critical)

• FEEDBACK: Wait 3-7 years; standards are sketchy/inapplicable

• COACHING: Proclaimed wizards, but can they replicate their wins?

• IMMUNE FROM OTHERS: Envision billiard balls with eyes and feet!

• PRACTICE PAYS: Ideally practice improves performance, but some 
stunning exits are reaped by new players/total neophytes 

Consider angel investing…….in Ohio!

• No huge, active acquirers
• No technology clusters the foster small, swift exits via 

“acqui-hires”
• No Matthew Effect, top tier, huge, VC funds reside in 

Ohio
• No sightings of unicorns (>$1 B valuation) in Ohio
• Few Matthew Effect VCs have found Ohio so far
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Consider angel investing…
across America

• Famous entrepreneurs rival sports stars
• Entrepreneur-spawning infrastructure has exploded
• This fall: 7.3 MM students entering 2 year colleges/universities

13.7 MM 4 year schools
21.0 college students entering 4,600 higher ed schools

• 179 U.S. schools offer a major in entrepreneurship
• 2,000 offer entrepreneurship courses
• More BP competitions, incubators, accelerators
• Are entrepreneurs the most optimistic people in business?

Optimistic…….compared to what?
Football?

• 1,121,744 played high school football last year (1,531 girls)
• 87,256 played in college
• 254 get drafted into the NFL’s 32 teams ($133 MM salary cap)
• 53 players + 10 practice squad = 2,016 NFL players
• Average NFL salary = $1.9 MM (minimum = $390K)
• Average career: 3.2 years if drafted

6.0 years if on opening day roster
7.1 years if play 3 games for each of 3 

years
9.3 years if 1st round draft pick
11.7 years if make one Pro Bowl

High School Football 
in Texas & California

• TX:  165,359 playing football at 1,061 high schools = 155.9 per 
school

• CA:  102,505 playing at 1,045 high schools = 98.1 per school

2,016 NFL Players!



9/15/2014

8

Entrepreneurs 
are overly optimistic

NFL’s 2,016 players = 0.18% of all high school players

# of U.S. entrepreneurs = ??? (inconsistent definitions)

But: My view is that the growth in the number of 
entrepreneurs has vastly exceeded the growth in 

our culling skills! 

Entrepreneurs 
are growing in number

• 7,000 incubators and accelerators worldwide (per NBIA)
• Paul Graham’s Y-Combinator just received >1,000 applications 

for 30 slots
• Online versions:  Pitchswag.com
• Case Western Reserve University entrepreneurship MOOC:  

23,000 students from 183 countries!

Has the growth rate of 
entrepreneurs outstripped our 

culling skill?

SO:  I posit that angel 
investing is a uniquely 
difficult skill to master!

BUT…
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I’m NOT complaining…….I’m cheering!

• There is correlation between the amount of time spent 
investing in ABCs and returns

• I’m convinced there is causation between the amount of effort 
expended before and after making an investment, and returns

• Having been a banker for 30 years, I find mere risk to be 
boring…….uncertainty & randomness are more intriguing

• Analog for risk = gambling
• Analog for uncertainty = warfare

Wouldn’t your dog be uninteresting 
if it could talk! 

Mastering Angel Investing 
is Difficult!  
How can we make it easier?

Practice

• Like football, it’s more enjoyable to practice with others so get 
together with regular co-investors you like and respect.

• Consider the 10,000 hour rule:  commit to continue investing 
for  years, and don’t miss a vintage year

• Employ disciplined practice, which requires designing your 
Angel Investing Envelope and staying within it:

• Type of paper you will buy from which sellers?
• Industries you will avoid?
• What is an automatic “flipper” (turn it over and read the next deal)?
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Stable Environment

• Avoid the Availability Bias (History may not even rhyme)

• Craft and follow a consistent vetting process for all deals

• Be aware of the power of Social Proof (big dog co-investors)

• Develop relationships with lawyers and investment bankers you 
know you can rely on

Feedback

• Establish your returns benchmark as a yardstick (ROI or IRR)
• Shorten the feedback loop by avoiding deals with an obviously  

protracted exit
• ALWAYS conduct a post mortem at the exit (winners & losers)
• Get more data points well before the exit

• Write premortems (most likely causes of death by the first anniversary)
• File a Sealed Best Guess whenever you write a check (Revenues, 

EBITDA)
• Craft a common reporting dashboard for all your investments
• Set milestones to prompt reviews
• Each request for follow-on funding (valuation uptick) is a data point 
• Review the cause whenever there is a down round or CEO 

replacement

OTAF’S Premortem Process 
(Feedback)

• The Due Diligence Team peers into the future and sees that by 
the first anniversary of OTAF’s investing in the venture it is 
dead (or obviously won’t yield a 1X return).  What are the most 
likely causes for this demise?

• We provide the list to the entrepreneur, requiring his/her 
response

• This encourages a discussion about whether all is being done 
to mitigate each potential cause of failure

• If/when the company struggles we consult our list to see if we 
had foreseen the cause…or missed it!
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3 Premortem Examples
(Feedback)

• Co-founders have a violent disagreement; While they are 
arguing sales plummet and investors cease funding losses

• Buy Sell Agreement
• Vesting schedule for Founders stock

• Unrest in their home country precludes the offshore 
programmers from doing their work

• Back-up plan

• Owner has a life threatening injury
• Quit riding without a helmet!

Sealed Best Guess
(Feedback)

• Each time you write a check record your personal best guess 
about the venture’s level of performance 12 months later

• Seal it in an envelope and put it in your desk
• Company Name:_______________
• To be opened on: ___________(date)
• “Today I wrote a $XXX,XXX check to buy YYY shares of the ZZZ 

round at a valuation of $__________ (pre-$ or price per share.”

Guess at one/several of these:

• Revenue Run Rate
• Gross Profit Margin
• Burn Rate
• Cash Flow or EBITDA
• Capital Raised
• Cash in Bank
• Total Employees

Sealed Best Guess
(Feedback)
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Coaching

• Avoid instant experts (big valuation uptick but no exit; Non-
productive successes)

• Focus on what consistently doesn’t work (worst practices)

• Buffett/Munger 180 degree Rule = The Non-negotiables

• One key value of angel training is to avoid being duped by 
other angels

Diminish Game Theory Impact 
(Others)

• Financing Risk causes the most casualties, so use a Capital 
Access Plan to avoid being surprised by how much VC funding 
is needed

• Fully immunize yourself from some risks (FDA, artificial 
demand, offshore production)

• Focus on the number of risks in addition to the size of each risk 
(risk layers compound, diminishing the room for error)

Practice….but our investees face 
complexity!

The more precise your Angel Investment Envelope, the more 
illuminating the data points
• Complicated Problems:  Evaluate outcomes by success (214 

people have visited the International Space Station)
• Complex Problems:  Due to the level of randomness and 

uncertainty, evaluate outcomes by whether the process was 
followed and can now be improved.

When evaluating success of others, parse skill versus 
luck, and the extent to which angel alpha is apparent.
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Summary: You can accelerate the 
acquisition of this skill!

• Admit it:  Compared to other skills, angel investing prowess is 
challenging to acquire

• Gap Analysis:  What you know today and what you think you 
need to know better to improve your performance

• Embrace the value of process and the benefits of tweaking 
yours

• Craft your AIS (Angel Investment Strategy), which forms the 
foundation of your process……and is the topic of the next 
session.

Design Your Own Process
Around Your Angel Investing Strategy

• Today we will only discuss designing your AIS (Angel 
Investment Strategy).  Your process will largely hinge on the 
availability of your time + your personal or angel group’s 
resources.

• And, after giving you some tools to assist designing your 
personal AIS we will finish with ideas for increasing your income 
from investing in ABCs.

QUESTIONS?
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V.   Designing Your Personal 
Angel Investment Strategy

How much to invest in how many 
ABCs?

HOW MANY ABCs issues
The time you can devote will vary, but:
1. Will you be passive, occasionally get involved, or take a 

BOD seat?
2. Pre-investment Discipline:  How much time for due 

diligence?
3. Post Investment Management:  How much monitoring?  

How much dry powder for follow-ons?

Number of portfolio companies

The average of the results obtained 
from a large number of trials should be 

close to the expected value and will 
tend to become closer as more trials 

are performed.

Rob Wiltbank’s studies of angels’ returns showed 
27% IRR (2007) and 22% IRR (2009). 

“
”

How many companies should be in an angel’s portfolio in 
order to start benefitting from “The Law of Large Numbers?”

Data Driven Patterns of Successful Angel Investing by Sim
Simeonov, www.slideshare.net/simeons/patterns-of-
successful-angel-investing-8306787 
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Profitability of Return
By Portfolio Size

How much to invest in how many 
ABCs?

AMOUNT issues:  Law of Large Numbers
1. Must your portfolio really contain 12–20 ABCs?

2. Presumes same amount invested in each company

3. Will you keep investing after you are playing with “house 
money?”

4. If you are seeking a unicorn, then you will have to invest in 
1,538 VC-backed ventures to get one

Conventional wisdom says 5–10% of your wealth, 
invested cash, or liquid wealth…huh?  We cannot 
rebalance our ABC portfolio!

Consider instead:
1. Want vs. need (to see your money again)
2. Lower expectations = less sleep lost
3. Amount of time to invest and monitor your portfolio
4. How many years will you stay in the game and be active?
5. Follow your AIE (Angel Investment Envelope):  If you like to write 

single checks to strangers on the internet, then you can write lots 
of checks

How much to invest in how many 
ABCs?



9/15/2014

3

MAXIMUM AMOUNT ISSUES:
1. Wanda One-Check or Follow-on Freddie?
2. If I invest more of my $$$ will I have more input into exit outcome?
3. Will more of my $$$ defend me against being crushed by VCs?
4. Dope Slap pain threshold:

Dope Slap Pain Exponent = # of checks written
What if my 10X is on my smallest investment, and my largest 
investment is a 0X?

5. Set your maximum temperature before contracting angel investor 
fever

Money’s only money 
when it’s cash  

How much to invest in a single ABC? 

“ ”
Rob Wiltbanks’ 2007 study of 539 American angels (1,137 exits):
1.  “In this sample, angels made follow-on investments in 29% of 
the ventures from which they exited.”
2.  “…..the overall multiple for ventures that did receive a follow-
on investment from the same angel investor is still positive, at 
1.4X, but is lower than the 3.6X for those that did not take a 
follow-on investment.”
3.  “……68 percent of the exits that took follow-on investments 
resulted in a loss of capital.”  (vs. 52% overall)
4.  The time to exit was 3.3 years for the non-follow on 
investments (that returned 3.6X) versus 3.9 years for those 
investments in which the same angel wrote more than one check 
(and received a 1.4X).

Wanda One-Check or Freddie Follow-
on…..who has better returns?

Rob Wiltbanks’ 2009 study of 158 UK angels (406 exits):
1.  “In 29 per cent of the exits, investors reported that they had made 
additional investments into the same company.”
2.  “……investments without follow-on activity failed significantly less 
often, and had larger wins.”
3.  “It is important to note, however, that the overall multiple for those 
exits with follow-on activity is still a positive 1.2X multiple.”
4.  “Generally, the data suggest that further diversification into more 
deals is more attractive than making follow-n investments in one’s 
exiting companies.”

“The null hypothesis in most of these argument would likely be that 
none of these things is related to outcomes because creating successful 
new ventures is extremely complicated and involves a degree of risk.”

Wanda One-Check or Freddie Follow-
on…..who has better returns?
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“In ventures where the same angel investor wrote more 
than one check to the same venture their multiple was 
significantly lower.  This was true even in ventures 
where VC’s also join into the venture in subsequent 
rounds.”

“In my opinion probably the most central issue is the 
extent to which the follow on investment was planned 
at the point of the initial investment, rather than made 
as a separate follow on investment.”

Source: January 14, 2013 e-mail 

Wanda One-Check or Freddie Follow-
on…..who has better returns?

But………consider:
1.  For angels showing discipline in the amount of the initial 
checks, it is highly likely that following-on will result in a higher 
amount invested, requiring better exits to achieves same ROI.
2.  The issue is how often angels were allowed to follow-on in 
investments which had great exits:

a.  Swift, early exit without any follow-on equity round
b.  VCs precluded angels from following-on

3.  Ideally the average amount invested in your losers will be 
much less than your winners.  ($0.34 MM versus $2.27 MM) 

Wanda One-Check or Freddie Follow-
on…..who has better returns?

Consider one American Angel’s experience:

• Invested in >50 ABCs in last 15 years

• 8 lucrative exits

• Only wrote a total of 10 checks to these 8

• Did not follow-on for these reasons:
• Acquisition bid arrived before the next round was finalized
• Company’s next round was convertible notes (this angel avoids them)
• Company did an inside round among Directors when the Investment 

Banker was engaged (not asked to participate)
• VCs precluded angels from following on ($100K minimum)

• Only declined to follow-on for 1 of the 8 (due to valuation)

Wanda One-Check or Freddie Follow-
on…..who has better returns?
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Many angels view their first check as buying an option to invest more if the 
venture performs and they are allowed to do so……….but Wanda’s 
approach has the advantages of wasting no time:

• Attending BOD meetings (never asked)

• Reviewing financial statements (why bother?)

• Estimating potential portfolio returns (in the hands of others)

• Returning entrepreneurs’ phone calls (Probably won’t call) 

Just wait for the request to provide wire transfer instructions into her 
checking account!

Wanda One-Check or Freddie Follow-
on…..who has better returns?

“Angels who never write a follow-on check 
deserve the same fate as Stuart Sutcliffe 
and Peter Best who left the Beatles 
early!”  

Wanda One-Check or Freddie Follow-
on…..who has better returns?

Your Unique Factors to Consider

• The time and money you have to devote to investing in ABCs
• Your local deal flow
• Your local angel scene and group activity level
• VCs & Strategics & acquirers residing in “your neighborhood”
• Your DOS (Definition of Success) for your angel investing 

activities
• How can you avoid cognitive dissonance?

#1 Factor: Your beliefs 
about angel investing



9/15/2014

6

Cognitive Dissonance 
Causes Psychic Pain

In psychology, cognitive dissonance is the 
mental stress or discomfort experienced by an 
individual who holds two or more contradictory 
beliefs, ideas, or values at the same time, or is 
confronted by new information that conflicts 
with existing beliefs, ideas, or values.

Leon Festinger's theory of cognitive dissonance focuses on 
how humans strive for internal consistency. When 
inconsistency (dissonance) is experienced, individuals largely 
become psychologically distressed. His basic hypotheses are 
listed below:

"The existence of dissonance, being psychologically 
uncomfortable, will motivate the person to try to reduce the 
dissonance and achieve consonance”

"When dissonance is present, in addition to trying to reduce 
it, the person will actively avoid situations and information 
which would likely increase the dissonance"

Cognitive Dissonance 
Causes Psychic Pain

{ {

Avoiding Cognitive Dissonance

• Once you know your own beliefs and viewpoints about angel 
investing, then you can avoid cognitive dissonance by using 
them to set the dimensions/boundaries of your Angel 
Investment Envelope………and that can determine your 
investment tactics

• For instance:  If you believe “VCs do this for a living, so we can 
count on them to drive the most lucrative exit possible” then 
you should follow certain tactics…….what are they, exactly?
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• Today we solicited surveys from our participants which we have 
tallied.

• This is the first time I think a group of this caliber has been 
asked to admit to their angel investing beliefs………..so

• Even though you should disregard the results when you design 
your personal Angel Investment Envelope, let’s see what they 
revealed about us as a group.

Participants Survey Results 

Today’s Survey Results

The purposes of the survey are:
1. Tap the collective wisdom on this gaggle
2. Provide insights into our collective beliefs
3. Identify especially polarized views

COMMENTS?
CONCLUSIONS?

Designing your Portfolio to Avoid 
Cognitive Dissonance

• Look at the questions on the survey numbered 10 – 22
• They can be used to identify your beliefs so you can avoid 

designing an Angel Investment Strategy that violates your 
belief

• This will lessen the amount of Cognitive Dissonance

For instance………….look at #10:  If you believe angels’ returns 
are impacted more by dilution than valuation, then consider the 7 
steps listed

COMMENTS?
QUESTIONS?
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Design your own Angel Investment 
Envelope (AIE)

By circling the applicable items 
you can expedite the design of 
your own Angel Investment 
Envelope

What’s Missing?

Two AIE Examples

Ohio TechAngel Fund IV, LLC
A $7.3 MM fund with 98 investors

USPrivateCompanies, LLC
One angel’s private investment vehicle for 
50+ ventures over the last 15 years.

Ohio TechAngel Fund IV, LLC’s AIE

Our 4th fund invests $325,000 initially in Ohio-based technology 
ventures, reserving $125,000 for a follow-on round.  We only buy 
convertible participating preferred stock issued by an Ohio or Delaware 
C Corporation qualifying for QSBS (Qualified Small Business Stock) 
treatment under the Internal Revenue Code.  We prefer investees to 
have commenced commercial sales unless theirs is a medical device 
venture.  Most of our rounds are large enough to enable the venture to 
achieve Positive Cash Flow, but we are flexible about whether we or 
another seasoned investor is the lead.  Exit Goal Congruence (EGC) is 
of paramount importance to us so we always get to know the founder, 
CEO, and team, and we feel EGC is enhanced by members of senior 
management and the Board investing their cash in the venture.  We 
expect to make substantial and on-going non-cash contributions to our 
investees from our Directors seat in the Boardroom.  Financing risk is a 
major concern for us so we like to see at least three month’s cash burn 
in the bank at the time we commit to invest.  If VC funding is essential 
to achieve a liquidity event we prefer to be involved in the vetting 
process.

“

”
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USPrivateCompanies, LLC’s AIE

I only buy convertible participating preferred stock sold by an Ohio or 
Delaware C Corporation qualifying for QSBS tax treatment.  Since the 
maximum amount I will invest in any venture is $100,000 I prefer to 
initially invest just $10-$25,000 so that I have a 3 – 9X reserve of dry 
powder before reaching my ceiling.  I will consider any Ohio-based 
technology company so long as it is highly capital efficient, has 
achieved an annual revenue running rate of at least $250,000, and 
could possibly orchestrate an exit in 3 – 5 years.  I expect the founder, 
CEO, and all Directors to have invested their own cash in the venture 
before I invest.  I am highly sensitive to who else is on the cap table and 
whether there will be adequate funding for the next round if the 
venture performs.  I much prefer to invest in deals led by the Ohio 
TechAngels or another Ohio-based angel group. It is essential that 
there be clear Exit Goal Congruence among the investors, the founder, 
and the CEO.  Furthermore, I expect COE’s to explain their Capital 
Access Plan so there is no confusion about whether VC funding is a 
necessity to achieve an exit in 3 – 5 years.  If needed I will serve as a 
compensated Director or Board Chair. 

“

”
How much to invest in how many 
ABCS?

SO:  If you have substantial liquid wealth to devote to buying 
shares of ABCs you should be able to increase your deal 
flow, continue investing in your best performing investees, 
but this will take lots of your time and $$$:

BUT:  If you do not have BOTH the 
time and the $$$.....what should you do? 

Join an angel group, and……..

• Expand your deal flow quantity & quantity…with curation
• Share Due Diligence, leveraging the power of the 

network/group
• Pick a few investees each year within your budget (with dry 

powder in mind?)
• Decide which (if any warrant) your time as a Director
• Watch for the best performing portfolio companies and then 

follow-on
• Learn from others’ mistakes + organized training sessions

In Summary…
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Benefits of an 
Angel Investment Strategy

For Entrepreneurs…………you:

• Do not waste their precious time
• Do not commit infanticide by calling their baby ugly
• Can avoid making it feel personal
For Angels:

• Spend less time on more deals, and more time on less deals
• Facilitates allocation of time and capital
• Diminishes the dope slap and cognitive dissonance
• May not improve your particular outcomes, but will improve 

your odds

But……what if you just want to make more $$$?

But………What if you just want to 
make more $$$?  

Rob Wiltbank’s studies:

• Of the 539 American angels, top 10% (54) earned 
>50% of the group’s total returns!

• Of the 158 UK angels, 9% (14) reaped >10X which 
accounted for 80% of the total returns!

Making more $$$ is today’s penultimate topic! 

QUESTIONS?
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VI.  Increase Your Income 
from Investing in ABCs

Improve Your Income
From Investing in ABCs

Recall the teaser for today’s discussion:  

Come and participate in a discussion of how to 
improve your returns by following a cohesive 
investment strategy.  Leave with your own 
individual strategy tailored to your deal flow 
characteristics and personal preferences.

“
”

Want to Become
A More Successful Angel Investor?

•Define Success (What’s your DOS)?
•Playing with “house money?”
•That will take several years, so in the 
interim…SO:

Enjoy some psychic income while 
waiting!
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Psychic
Income

Decrease psychic pain:
• Disregard others’ huge exits, which is easier if they are outside 

your AIE (Angel Investment Envelope)
• Minimize/soften “dope slaps” by staying inside your AIE
• Due to complexity, focus on refining your envelope and 

improving your process

Increase psychic income:
• Take pride in helping build your local innovation eco-system
• Delight in helping entrepreneurs avoid errors you’ve made
• Track and appreciate the impact of growing high tech, tax 

paying jobs

3 Ways to Increase Your Income

1.  Stay in the game (Law of Large Numbers; Don’t 
miss a vintage year)

2.  Pick more winners (What commonalities do they 
share?

3.   Avoid more losers (What are the most common 
causes of losses?)

3 Ways to Increase Your Income

1.  Stay in the game (Law of Large Numbers; Don’t 
miss a vintage year)

2.  Pick more winners (What commonalities do they 
share?

3.   Avoid more losers (What are the most common 
causes of losses?)
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Stay in the Game

• Set a maximum for ABC investments until “house money”

• Set a maximum investment for each ABC

• Develop a regimen to vet follow-on check requests (if any)

• Continue investing after some early losses (“lemons vs. 
plums”)

• Don’t miss vintage years

• Learn from every loss

• Recall The Law of Large Numbers

• How much time and money will you devote to ABCs each 
year?

3 Ways to Increase Your Income

1.  Stay in the game (Law of Large Numbers; Don’t 
miss a vintage year)

2.  Pick more winners (What commonalities do they 
share?

3.   Avoid more losers (What are the most common 
causes of losses?)

Angel Survey (43 of 67 Responded)

3 questions:

1.  Tell me about your winners

2.  Tell me about your losers

3.  Was your most lucrative winner VC-funded?
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Survey Respondents: 43 (31 Groups)

Belle Capital Brisbane Angels

Blue Tree Allied Angels Melbourne Angels

Tech Coast Angels Ohio TechAngel Funds

Desert Angels Queen City Angels

Wilmington Investor Network Impact Angels

Central Texas Angel Network Upstate Carolina Angel Network

Hub Angels TechColumbus

New Orleans/Louisiana Angel Network Life Science Angels

JumpStart New Jersey Angel Network Blu Venture Investors

Launchpad Venture Group The Band of Angels

Sierra Angels Savannah Angels

New York Angels RPX Group

North Coast Angels Williamette University

Golden Seeds i2C

Sand Hill Angels Frontier Angel Fund

New Vantage Group

Angel Survey (43 of 67 Responded)

My unscientific survey shortcomings:
1. Selection Bias:  Only invited my friends with 

losses & gains (2 of the 43 had no gains)
2. Honor system:  No auditing of friends!
3. Essay questions:  Tough to summarize and 

categorize + multiple reasons (management?)
4. Survivor Bias:  All respondents still active
5. Commonalities of winners: 90 (2 pages)
6. Commonalities of losers: 102 (5 pages)

41 Angel Survey (Winners)

“Thinking back over your most lucrative 
exits (in terms of ROI, not IRR), please 
provide one or two commonalities that 
they shared (e.g. serial entrepreneur at 
the helm, highly capital efficient, totally 

unique idea, etc).”
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41 Angel Survey (Winners) 

Serial entrepreneur/strong management team/Board + Advisors/Perseverance 29

Unique Idea/Strong Value Proposition/Strong IP 15

Skilled at raising and wisely spending capital/capital efficient 12

Impeccable Sales Execution 10

Luck/Perfect Market Timing 10

Designed to exit from the outset 6

Others 8

90

3 Ways to Increase Your Income

1.  Stay in the game (Law of Large Numbers; Don’t 
miss a vintage year)

2.  Pick more winners (What commonalities do they 
share?

3.   Avoid more losers (What are the most common 
causes of losses?)

43 Angel Survey (Losers) 

“Thinking back over your portfolio 
companies that have failed, please 

provide one or two commonalities that 
they shared (e.g. initial round was too 

small, too many pivots, protracted sales 
cycle, etc.)”
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43 Angel Survey (Losers) 

Slow sales traction/too many pivots/customer acquisition costs 34

Inexperienced CEO/team/lack of domain expertise 31

Lack of capital efficiency/Capital Access Plan 14

Investor discord/no Exit Goal Congruence 8

Bad Luck/bad timing/regulatory changes 4

Other 11

102

43 Angel Survey (Losers) 

They all ran out of money for several different reasons, 
but…basically:

“The CEO didn’t buy enough runway to allow for 
much slower sales traction, causing higher customer 
acquisition costs, which led to a few pivots resulting 
in inadequate revenues to prevent investor fatigue.” 

Avoid More Losers Suggestions

• EGC (Exit Goal Congruence):  Require it!

• Who will drive the exit?:  Can they?  When will they?

• Premortems & Post Mortems:  What consistently 
doesn’t work that can be controlled & predicted?

• Stay within your AIE (Angel Investment Envelope):  
Admit a “reach”
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5 STEPS TO MAKE THE MOST $$$

1. Improve your deal flow

2. Vet deals based on potential returns

3. Take maximum advantage of tax benefits

4. Take a BOD seat and affect the outcome

5. Who will drive the exit?

STEP 1 
(TO MAKE THE MOST $$$)

Improve your deal flow
•Spend less time on more deals:  

• AIE
• Showstoppers
• Avoid blue-eyed babies (but they are beautiful too!)

•Spend more time on less deals:
• Are you fishing in all the right ponds?
• Seek curated deal flow
• EGC

Improve Deal Flow
Quantity and Quality

•Quantity:

• Depends upon your local innovation eco-system

• Local/regional/national/crowd funding sources

•Quality:

• Trusted deal flow sources

• Better vetted deals
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Be a Preferred
Source of Capital

From the perspective of both a serial 
entrepreneur and OTAF member here 
are some behaviors that can make you 
as an individual or angel group become 
a sought after source of capital:

•Before the “Yes”
•After the “Yes”
•Post Investment

[ [

Be a Preferred
Source of Capital

Before “Yes”
• Quick “no”

• Early revelation of expected amount, deal terms, 
& valuation

• Improve my presentation with each meeting

• Even with a final rejection, add value to improve 
my odds

• Explain the process/timeline to a “Yes”

After “Yes”
• Brisk timeline to first close
• Syndication power to fill out the round
• Data room to minimize duplication by co-investors
• Control estimated transaction costs

Be a Preferred
Source of Capital
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•Post Investment:
• Provide savvy/seasoned/trained ABC Directors
• Recruit Independent Directors with “Star Power”
• Lead next few rounds (dry powder)
• Help orchestrate a lucrative exit

Be a Preferred
Source of Capital

Vet deals based on potential returns:
•A great company does not = great angel returns 
due to dilution

• EGC
• CAP (Capital Access Plan to estimate dilution)
• PDC (Pay Day Calculator) 

•Our returns hinge on where we are in the 
waterfall at exit

• Maximize non-dilutive funding
• How many equity rounds will be needed?
• Reliance on VCs for many of them?

STEP 2
(TO MAKE THE MOST $$$)

Take maximum advantage of tax benefits
•Losses:

• IRC 1244 write-off against ordinary income up to $100K if bought the first 
$1 million of equity sold by a QSBS

•Gains:
• IRC 1045 rollover into the stock of another QSBS and delay capital gains

• IRC 1202 enables avoiding capital gains if QSBS stock held 5 years

See summaries…….no…….this is NOT tax advice, but our advice is…………. 
ask your tax professional about ALL federal and state angel tax breaks!

STEP 3 
(TO MAKE THE MOST $$$)
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Take a BOD seat and affect the outcome
Improve your personal economics:

•Receive options for 1% CSE ownership 
(Common Stock Equivalency)

•Early Exercise of Options Program (file 83b form)
•Document your investment was among the first 
$ 1 million (IRC 1244)

•Be attuned to IRC 1202 and 1045 when exit is 
nearing

STEP 4 
(TO MAKE THE MOST $$$)

Take a BOD seat and affect the outcome

Influence opportunities:
• Select fellow Directors
• Control dilution (Pay Day Calculator)
• Recalibrate MAD at each BOD meeting (Minimum 

Acceptable Deal)
• Vet the VCs (to increase the odds you will be 

retained and options all vest)
• Select the Investment Banker

STEP 4 
(TO MAKE THE MOST $$$)

Take a BOD seat and affect the outcome

Influence opportunities:
• Select fellow Directors
• Control dilution (Pay Day Calculator)
• Recalibrate MAD at each BOD meeting (Minimum 

Acceptable Deal)
• Vet the VCs (to increase the odds you will be retained and 

options all vest)
• Select the Investment Banker

Which can affect your returns the most?

STEP 4 
(TO MAKE THE MOST $$$)
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Who will drive the exit?
Angels only to the exit?

• Do you trust the CEO to exit, even with EGC?
• Acceptable price tag = 125% of what’s likely today?
• If not the CEO…who will drive the exit?

VCs?
• Are they a necessity, or a luxury?
• Do you expect EGC with them?

STEP 5 
(TO MAKE THE MOST $$$)

Angel Survey (43 of 67 Responded)

3 questions:

1.  Tell me about your winners

2.  Tell me about your losers

3.  Was your most lucrative winner VC-funded?

41 Angel Survey of Most Lucrative Exit 

“Was your MOST lucrative exit (in terms of ROI, 
not IRR) VC-Funded? YES ____ NO ____ “

Co-investing with VCs 
warrants a separate discussion, and is our final

topic!

QUESTIONS?
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VII.  To VC or not to VC?
That is not the question!

Peter M. Rosenblum
Partner, FoleyHoag LLP

Peter Rosenblum counsels a broad range of 
clients in diverse industries concerning business and 
regulatory matters, financing strategies and structuring of 
corporate transactions. Peter is actively involved in the 
firm’s corporate and corporate finance practices, with an 
emphasis on mergers and acquisitions, venture capital, 
private equity and other public and private offerings of 
securities.

Amherst Yale Harvard Law School

There are no right answers 

to wrong questions.

-Ursula K. Le Guin

“ ”
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THAT IS THE WRONG QUESTION!

The right question is:  “Before you invest do 
you always know whether VC funding will be 
a necessity……..or just a luxury?”

Necessity: You simply cannot have a lucrative 
exit without VCs

Luxury: You can decide whether VCs will 
increase your returns enough to offset the risks

Great Exits Start with 3 Entrance Questions

1.  Do we have EGC (Exit Goal 
Congruence) with the founder/CEO?

2.  Will angels or VCs drive the exit?

3.  Can they do so successfully?

OTAF’s Alignment Question

If we decide to invest in your ABC 
(Angel Backed Company) we will 
work really hard with you over the 
next 3–5 years so that in 3–5 years 
you can sell your venture and put 
$3–5 million in your pocket, after 
taxes. 

Is that an adequate outcome for 
you and your family in light of all 
the hard work ahead?

“ “



9/15/2014

3

Exit Goal Congruence (EGC)

OTAF’s goal: Build Ohio’s entrepreneurial wealth
•Financial Wealth ($3–5 MM in 3 – 5 years)
•Experiential Wealth (exit; stay here; repeat)

Entrepreneur’s goal:  
•See their baby grow up and be successful
•Sell their baby to reap $3–5 MM; repeat

4 questions about needing VCs 

1. What does the company have to look like to 
attract multiple cash bidders?  (marquee 
customers, revenues, installed base, etc.)

2. How much capital will it need to look like that?
3. How much of that capital can be non-dilutive?
4. How much of the dilutive capital can angels & 

strategics provide?

In Ohio, raising >$3 MM from our angel 
community is a challenge.  

We can add about $1 MM from State programs, 
but any venture requiring >$5 MM for an exit 

must resort to VC or strategic funding.

{ {

A Note about Ohio’s angel capacity
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But What is a VC?

• Entrepreneurs complain that many large angel groups 
demand the same terms, conditions and valuations as VCs 
so are ersatz VCs

• Strategic acquirers may have their own VC arm

But consider who has their own $$$ at risk.  Angels and angel 
groups do;  VCs and strategics are conduits, investing others’ 
funds so they have a fiduciary responsibility to their investors.

“
”

My Definition
of a VC

Any co-investor whose primary fiduciary 
responsibility is to others whom he/she 
can please by improving their 
economic outcomes that might come 
at the expense of angels.

Exit Goal Congruence?  
Skin in the game?

How much of their own capital do our fellow VC Directors have at 
risk in our ABC?  If VCs’ partners combined to buy 1% of their 
fund, each angel has more cash at risk!

• $50 MM fund with 5 partners contributing 1% of the fund
• $500K (total) from partners + $49.5 MM from LPs
• Invest a total of $40 MM in 20 ventures ($2 MM each)
• The $100K per partner = our Director has $5K in our ABC!
• Rarely are the minimums in angel rounds $5 K and we re-up!
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Fiduciary Duty Conflicts?  
LPs & Shareholders

VC math forces their primary loyalty to be to their LPs, not 
our shareholders

• Their lowest risk paycheck comes from their management fees

• Success in their first decade is often defined as raising larger funds

• Dis-harmony in the Boardroom can arise due to conflicting 
benefits to VCs’ LPs, not merely our company’s direction

Angel Directors should vet VCs 
and Bankers

Game Theory: “Multiple Play” for CEO, but “Single Play” for 
Directors & shareholders

• CEO biased by future employment

• Founder biased by cooing over beautiful baby

• Acceptable price always 125% of what’s possible?

• Re-affirm Minimum Acceptable Deal (MAD) at every BOD 
meeting

• BATNA:  Presume your #1 competitor is bought! (Best 
Alternative to a Negotiated Agreement)

Do VCs Drive the Exit Successfully 
for Angels?

•Do not confuse skill with luck
•How many exits have the VCs on your 
BODs personally accomplished?

•More importantly, don’t presume they 
lack the ability just because our survey 
would suggest they might not have the 
ability

•Remember: Their success does not mean 
our success 
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Exit Goal Congruence? 
Exit Control

Factors giving VCs’ control over 
the exit: 

Block an exit:  Due to their 
protective provisions, they can veto 
an exit.

Cause an exit:  By often controlling 
the BOD they decide when to exit.

Factors affecting VCs’ exit proceeds:
1. Due to their stacked preferences they can get a return at a much 

lower price tag than our angels who might lose everything

2. If they are pleased with the CEO/management, they will want to 
keep refreshing the option pool, perhaps at our angels’ expense

3. If they know an exit is likely in the next 4 – 6 quarters they owe it 
to their LPs to increase their proceeds at the expense of our 
current shareholders, especially our angels who have bought 
preferred stock

Exit Goal Congruence? 
Exit Proceeds

When an exit is likely in 4 – 6 quarters: 
1. Use the “Majority Investor” ploy to put angels in the dark 
2. Remove all angel directors & stop vesting of their options
3. Raise a round to crush angels’ economics:

• Pay to play or revert to common (especially against fully invested angel
funds)

• Expunge all accrued dividends to date & cease accruing
• Huge down round & disavow the anti-dilution protection
• Dishonor angel’s preemptive rights, or set a very high minimum
• Replenish management’s options at the expense of angels
• Add a large liquidation preference on top of the current preference 

stack
• Delete the liquidation preferences in the prior angel rounds

Exit Goal Congruence? 
Exit Proceeds
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Their #1 loyalty is to their LPs who hopefully 
will invest in their next, larger fund (boosting 
management fees, regardless of exit results)

Instead of timing the exit of our ABC to 
maximize there may be other factors 
affecting the timing……..here are 12!

Exit Goal Congruence? 
Exit Timing

Factors affecting VCs’ timing of their exits:
1. They are raising their next fund and want to distribute cash 

to LPs so they will invest in the new fund.

2. They want to expunge a loser requiring more funding from 
their numbers (might prefer to shutter the company) 

3. The company is a zombie so opportunity costs vastly 
exceed any potential return (might prefer to shutter the 
company). 

4. ABC has the potential to “return the fund” so they delay 
the exit to maximize their return

5. ABC has the potential to become a unicorn (>$1 Billion in 
valuation) which brings vastly elevated 
visibility/fame/fortune so they keep funding and delaying 
the exit.

Exit Goal Congruence? 
Exit Timing

Factors affecting VCs’ timing of their exits:

6.  ABC might be able to IPO, so they hang on and orchestrate the high visibility IPO event

7.  The firm is disbanding and wants to diminish its costs for managing a legacy portfolio

8.  The fund is nearing the end of its life (including extensions) and must exit to wind up the fund.

9.  There is dis-harmony among the VCs on the BOD so some of the VCs push for a sale of the 
company, or of their holdings in the secondary market.

10.  An unsolicited offer arrives and the VCs think taking it will improve their fund’s returns more 
than the alternative of investing more and hoping for a better return later. 

11.  The venture is located remotely from the VC’s home office and the firm believes the deal has 
insufficient potential to warrant the time to attend BOD meetings or support the 
company.

12.  The lead partner on the deal leaves the firm/dies and another partner inherits 
a deal they may neither want, nor understand (especially if travel is involved).

Exit Goal Congruence? 
Exit Timing
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“Was you most successful exit VC 
Funded?

Belle Capital Brisbane Angels

Blue Tree Allied Angels Melbourne Angels

Tech Coast Angels Ohio TechAngel Funds

Desert Angels Queen City Angels

Wilmington Investor Network Impact Angels

Central Texas Angel Network Upstate Carolina Angel Network

Hub Angels TechColumbus

New Orleans/Louisiana Angel Network Life Science Angels

JumpStart New Jersey Angel Network Blu Venture Investors

Launchpad Venture Group The Band of Angels

Sierra Angels Savannah Angels

New York Angels RPX Group

North Coast Angels Williamette University

Golden Seeds i2C

Sand Hill Angels Frontier Angel Fund

New Vantage Group

41 Angel Survey (#1 Lucrative Exit) 

Was your MOST lucrative 
exit (in terms of ROI, not 
IRR) VC-Funded?

YES = 14  NO = 27
Coastal bias

“ ”
VC Concentration 
in the U.S.

State Population # of VC Deals VC Deals $

California 38 MM (12%) 406 (43%)
$5,461 MM 
(58%)

New York 20 MM  (6%) 97 (10%) $754 MM (8%)

Massachusetts 7 MM (2%) 88 (9%) $961 MM 
(10%)

Sub-Total Top 3 65 MM (21%) 591 (62%) $7,176 MM 
(76%)

Ohio 12 MM (4%) 20 (2%) $50 MM (<1%)

Other 46 States 239 MM (75%) 340 (36%) $2,243 MM 
(24%)

Total US 316 MM 951 Deals $9,469 MM

(1Q14 per National Venture Capital 
Association)
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Investors in the 
$10B Club
By earliest stage of development

Seed Series A Series B Series C

Uber

Dropbox

AirBnB

Snapchat

“Was you most successful exit VC 
Funded?  YES!

• 14 of 41 (34%) responded YES (CA/MA/NY = 7)

• YES, Green Dot = 110X with Sequoia, Walmart, GE Capital
• YES, but so was my worst positive exit
• YES, but 95% of my deals are VC funded so lots of losers in 

there too!
• YES:  Most lucrative exit was a planned 2 round (A & B) funding 

both by VC and 3 strategics totaling $28 MM and the 
company sold for $320 MM 3 year later

• YES, but the next 3 most lucrative were not VC funded
• YES, but only by a tiny bit ($500K total) and we got a 4.7X

“Was you most successful exit VC 
Funded?  NO!

• 27 of 41 (66%) responded NO!

• NO, but best exit  = 15X in 16 months all angel funded
• NO, but still a 5X
• NO, but I’ve had more exits with decent ROIs with VCs
• NO, but #2 was VC funded
• NO, but still a 19.25X 
• NO, not one of my lucrative exits has been VC funded
• NO, and of my 3 most lucrative exits only 1 was VC 

funded
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“Commonalities of your most successful 
exits (ROI)?

•90 commonalities provided by 41 
responders

•29 mentioned management

•2 mentioned VCs specifically
(Rob Wiltbank’s 2007 study showed that of the 1,137 exits 

35% were VC funded)

If VC Funding is a Necessity……consider

1.What should you do before you 
invest?  (Pre-investment Discipline)

2.What should you do after you invest 
in preparation for the VCs’ arrival 
(Post Investment Management)

PID* Questions (when VCs are required) 

1. If not a C Corp, will LLC owners convert?

2. Will this valuation likely avoid a down round?

3. Is the CEO VC-fundable?  If not, will we replace him/her?  
When?

4. What is the VC activity in our space?

5. Who would be our primo VCs?  How/when will we start a 
dialogue?

6. Will we set milestones suggested by these VCs?

7. Are angels/others providing adequate runway to achieve 
them?

8. What’s the Capital Access Plan (CAP) estimate of VC 
funding needed to exit? (* Pre-Investment Discipline)
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PIM* STEPS (when VCs are a necessity)

1. Ensure clean book/records/data room to facilitate VC due 
diligence

2. Invest in IP protection with respected law firm (patent 
landscape?)

3. Maximize non-dilutive financing sources

4. Keep the cap table simple

5. Lead the VC vetting process

6. Have at least six months’ burn in the bank

7. Craft strategy & tactics for receiving multiple term sheets

8. Use Pay Day Calculator (PDC) to model dilution
(* Pre-Investment Discipline)

When VCs are required

• Since we MUST rely on the VCs for our exit, what was the last 
great exit our VC Director personally drove?

• Most BODs will lose their angel Directors (and Observers)

“Eventually you end up with the shareholders you 
deserve.” 

Warren Buffett
• The Lead Angel Director must vet the VCs because… 

Raising all the VC funding needed for an exit is not the 
goal.  Raising it on a basis that doesn’t destroy angel’s 
economics is the goal!

{ {

Best defenses against getting crushed

• Dry Powder around the cap table

• Not desperate…cash in bank to survive protracted VC DD

• Already at Survival CFBE

• Angel Director runs the VC vetting process

• Receive dueling VC term sheets

• Savvy legal counsel who will morph standard documents to 
maximize the odds some angels’ rights will be respected when 
VCs arrive
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My Primo Point #1
of this Session

Prior to writing your angel 
check  you MUST assess 
whether VCs will be a 
necessity or a luxury to get to 
your exit!

“
”

My Primo Point #2
of this Session

Raising all the VC funding needed 
for an exit is not the goal. Raising 
it on a basis that doesn’t destroy 
angel’s economics is the goal!

“
”

But…VCs can provide huge value!

• Excellent at vetting IP
• Great Rolodex to build the team
• Adept at replacing CEOs
• Deep pockets to get to an exit
• Can attract confreres to fill out future rounds
• Angels cannot attract venture debt without them
• Can make high impact introductions to customers and 

acquirers
• May know specialized investment bankers
• Vastly more experienced at IPOs (for angels seeking IPOs)
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What’s been your experience with VCs?

War Stories?
Reactions?
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VIII.  Angel Investing Strategy 
SUMMARY

Recall, we started with……….

The one word that might best apply to today’s session is:
Frustraneous. You will leave frustrated if you came thinking 
you would learn the one right way to craft your angel 
investment strategy! 

However, you will leave with the tools to design your 
own Angel Investing Strategy…and some ideas about 
how to use it to improve your returns.

“There is no silver bullet, 
but there may be some silver buckshot.”{ {

Recall the overview for today’s discussion: 
“Come and participate in a discussion of how to improve your 
returns by following a cohesive investment strategy.  Leave with 
your own individual strategy tailored to your deal flow 
characteristics and personal preferences.”

3 Goals for Today’s Discussion:
• Learn new stuff
• Re-think old stuff
• Leave with some tools that can improve your returns………and, 

ideally enter the top decile of angels

If You Want to Make
The Most $$$...
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1. We share the belief that our innovation community is the key 
driver of our economy’s job growth and entrepreneurial 
wealth creation

1. The greater number of successful entrepreneurs the greater 
the number likely to follow in their footsteps

2. The more money angels make, the more entrepreneurs we 
can help 

Why do ARI, ACA and I want you 
to make more $$$ from investing in ABCs? 

Benefits 
of an Angel Investment Strategy

For Angels:
• Spend less time on more deals; more time on less deals
• Facilitates allocation of time and capital
• Diminishes the dope slap and cognitive dissonance
• Might not immediately improve your outcomes, but will 

improve your odds

For Entrepreneurs:
• You do not waste their precious time
• Do not commit infanticide by calling their baby ugly
• You can avoid making rejections personal

Without Entrepreneurs,
No Angels

• Entrepreneurs’ most scarce resource is their time
• We should excel at rejecting them without demoralizing them
• Yes…most entrepreneurs seek confirmation instead of 

information
• They want to hear their baby is beautiful
• So…We’re in the baby judging contest

Having an Angel Investment Envelope enables you to 
say….”I’m not saying your baby is ugly, but I 
only judge blue-eyed girl babies that at least can 
toddle.”

{ {
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• Many OTAF members are motivated by growing more 
opportunities for their children and grandkids to find high 
paying jobs in Ohio

• Not counting our 14 previous portfolio companies, OTAF’s 
remaining 32 investees are employing 423 @ an average salary 
of $87,619 for an annual payroll >$37 MM 

• Compare the $$$ we invest in ABCs with the amount we 
donate to various philanthropic entities……..which has a more 
calculable and swift impact on our community?

SO……….in closing, please consider

Go forth…
find, fund, 
and make more
entrepreneurs wealthy!

Let’s Continue 
the Discussion! 

• “If you think you have this figured 
out, you’re wrong and you’re 
dangerous!”

• “Angel training may not have taught 
me to pick more winners, but at least 
I’m less duped by other angels.”

John O. Huston
(614) 939-1503

jh@OhioTechAngels.com



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. 



Publicly Traded Companies (PTCs) vs. Angel-Backed Companies (ABCs) 
 

 
     Publicly Traded Companies (PTCs)   Angel-Backed Companies (ABCs) 
 
Share pricing    Constantly changing     Priced at each round (1 – 8 times) 
 
Share price paid at purchase  Same for all buyers at that moment   Heavily negotiated 
 
Ownership rights   Usually common stock     Usually preferred stock with preference/put 
 
Number of shareholders   Millions (6 MM Wal-Mart shares/day)   A few dozen   
 
Board seat    Never       Almost always, at least until VCs arrive 
 
Directors Fees (Outside)  Fortune 500 average = $227K/year   1% ownership via vesting options 
 
Liquidity    Total liquidity      No liquidity (only at the exit) 
 
Can buy additional shares  At any time      Perhaps a few times, but not guaranteed 
 
Brokerage commissions   Yes, and might pay asset management fees  None   
 
Dilution     Not a driver of your ROI     Perhaps the largest driver of ROI 
 
Tax Benefits    Capital gains treatment     Pass through (LLCs); 1244/1045/1243 (C corps) 
 
Business Model    Can the team execute their business model?  Can the team find a workable business model? 
 
Product Competitiveness  How competitive are the products?   Design/sell the MVP (Minimum Viable Product) 
 
Quantity of financial information  Substantial, including media coverage   Sparse; infrequent media coverage 
 
Quality of financial information  Audited financial statements    Often Quickbooks; maybe audits 
 
Third Party Analysis   Analyst reports for all large corporations   None regarding specific financial performance 
 
Insider information   Illegal, so supposedly non-existent   All information is insider information 
 



Access to capital   Rarely a concern (at some price/structure)  Sometimes not available at any price/structure 
 
International exposure   Most have important international operations  Reliance on international sales is not the norm 
 
Casualty rate    Rare (<2% per annum of Fortune 500)   About 50% within first 5 years 
 
Impact on company’s success  None       Can range from nil to enormous 
 
Investor’s “Alpha”   Via stock picking and market timing/Buy low; sell high Buy smart/Drive Success/M & A exit 
 
 
 
 
 
 
 
 
 
   
 
 
  



Angel Investing Strategy (AIS) Discussion:  Attendee Survey 
 
Background:  Several highly successful, seasoned, and sagacious angels are participating in our AIS discussion.  This 
provides a unique opportunity to poll their opinions about key issues to discuss during our session.  
  
Instructions:  Please check mark your answer to the first two questions, and then circle one response for each of the 20 
other questions.  Circle “4” whenever you think the question is too vague or you think the most accurate portrayal of 
your opinion is……”it depends.”  (Please note:  All individual responses will be destroyed and we will only be discussing 
the data today on a macro, anonymized basis.) 
 
1. The best metric for evaluating the returns of our ABC portfolio is: 
          _____ ROI (i.e. a multiple of their investment) 
          _____ IRR (Internal Rate of Return) 
 
2. Most angels evaluate their return via:        _____ ROI (i.e. a multiple of their investment) 
          _____ IRR (Internal Rate of Return) 
           
          Strongly Disagree    Strongly 
Agree 
          1           2           3           4           5           6           7 
 
3. Most of us have our own, innate tolerance for risk that doesn’t change much over time. 
 
4. Angels can develop their pattern recognition skills over time, and doing so will improve our returns. 
 
5. Most successful/famous angels have an obvious knack for picking winners. 
 



6. Many successful/famous angels care little about valuation and deal terms because one huge exit makes such details 
 almost irrelevant. 
 
7. Angels who mainly focus on just building a great company will eventually reap adequately lucrative returns. 
 
8. The #1 goal of angels and VCs is the same:  Maximize our return on each and every investment. 
 
9. Angels’ investment decisions are more swayed by the particular entrepreneur than by impressive co-investors already 
 in or considering this round. 
 
10.  Angels’ returns are impacted more by dilution than by valuation. 
 
11.  IPO exits generate significantly higher returns for angels than M & A exits. 
    
12.  VCs do this for a living, so we can count on them to drive the most lucrative exit possible for us. 
 
13.  Angels who make follow-on investments have lower returns than those who do not. 
  
14.  “Bet the jockey, not the horse” is a winning strategy. 
    
15.  Truly great ventures/deals can always get funded locally, so those using national syndication or crowdfunding are, 
 by definition, of lower quality. 
 
16.  Since the preponderance of angels’ returns come from very few deals we should avoid lower risk/lower reward deals, 
 and instead “swing for the fences” every time. 
    
17.  Since note holders have priority rights in bankruptcy and many start-ups ultimately fail, we should have some notes 
 in our portfolio. 



    
18.  We can significantly improve our returns by taking advantage of the federal tax code breaks for angels. 
 
19.  Angels should harmonize the size of our check with our assessment of potential returns for each investee. 
 
20.  Angels’ returns are strongly correlated with the amount of due diligence we personally perform. 
    
21.  Year in, year out, some industries consistently provide angels far better returns than others. 
    
22.  Angels’ best returns often occur when we invest early, ideally in the first round after friends and family. 
 
 



OTAF’s Premortem Technique 
 

Background:  Gary A. Klein is a behavioral economist and psychologist famous for his work in the field of 
naturalistic decision making.  He worked as a Research Psychologist at Wright Patterson AFB from 1974 
– 78 and resides in Dayton, Ohio.  Much of his best known work addresses the appropriate role which 
intuition should play in decision making.  He invented the idea of the “Premortem” which he suggests 
should be conducted prior to launching any major project.  In a 2007 Harvard Business Review article 
(“Performing a Project Premortem”) he states: 
 
 “Research conducted in 1989 by Deborah J. Mitchell, of the Wharton School; Jay Russo, of 
 Cornell; and Nancy Pennington, of the University of Colorado, found that prospective 
 hindsight….imagining that an event has already occurred….increases the ability to correctly 
 identify reasons for future outcomes by 30%.”  
 
In addition to several books, Klein’s March 2010 article in the McKinsey Quarterly Review (“Strategic 
Decisions:  When can you trust your gut?”) in which he spars with Nobel Prize winner Daniel Kahneman, 
has been widely quoted.  Guy Kawasaki picked up the premortem idea in his 2011 book (Enchanted).  
Daniel Kahneman included the idea in his 2010 Davos talk and extols it in his 2011 bestseller (Thinking, 
Fast and Slow) stating “The main virtue of the premortem is that it legitimizes doubt” (page 265). 
 
OTAF has adopted Klein’s now famous premortem technique for use by each of our Due Diligence 
Teams (DDTs) prior to recommending an investment to our members.  
 
Definition:  Obviously a premortem is the opposite of the post mortem performed after the patient or the 
project has expired.  OTAF’s premortem is conducted via a discussion among our DDT members as 
described below.  The essence is to project ahead to a point one year after OTAF’s initial funding, and 
presume that the venture has been an abject failure causing a total loss of OTAF’s investment.  Then 
discuss the most likely causes of this outcome as though a post mortem were being conducted one year 
post funding. 
 
Procedure: 

• When?  The premortem discussion will be held after the first meeting with management. 
• Who?  The DDT leader (usually Victor Thorne or John Huston) is responsible for leading the 

premortem, recording the results, and taking any prescribed action steps. 
• How?  The DDT leader will ask the team to devote twenty minutes to this exercise by following 

these steps: 
 
 Step One:  The DDT leader says……..”I am looking into my crystal ball and I see that exactly one 
year after we invested this venture ceased operations and we lost all our money.  We’re going to devote 
the next five minutes to individually and silently writing down the reasons we think this will have occurred.  
Then we will go around the room and ask everyone to provide their most likely reason.  If yours has been 
mentioned when it is your turn, state your next most likely cause.” 
 
 Step Two:  The DDT leader writes down all the reasons. 
 
 Step Three:  The DDT leader facilitates a discussion of whether additional due diligence requests 
will be made of management, and whether other action steps are warranted (e.g. engage a Subject 
Matter Expert, pay for an IP review, etc.). 
 
 Step Four:  The DDT leader posts the premortem’s most likely causes on Basecamp, follows up 
with management, plus executes any other action steps. 
 
Summary:  The typical post mortem of angels’ failed investments provides “Tombstone Training” while 
the goal of the premortem is “Funeral Avoidance.”  



AIS Sealed Best Guess (SBG) Process 
 
Background:  The goals of the SBG process are to: 

• Shorten angels’ feedback loop by providing a data point about one’s ability to 
forecast many years prior to the exit. 

• Preclude angels’ comforting “remembrance version” of their performance 
prognostication by having it set forth in one’s own indelible scrawl immune to 
updating over the next four quarters. 

• Put aside the sealed estimates in a place where they will be opened one year 
after angels wrote their checks. 

• Maintain privacy by discouraging any revelation of the results of such a personal 
prophecy. 

The Process: 
• Every time angels write an ABC investment check they will take a moment to 

record their best guess about the level of performance the venture will have 
accomplished on the first anniversary of their investment. 

• They write down their projection and seal it in an envelope with the company’s 
name and the date to be opened (one year after their investment). 

• Being sealed, the conjecture cannot be adjusted during intervening months, so 
it becomes the angel’s irrefutable best guess.   

______________________________________________________________________________ 
 
The envelope:  Write on the envelope: 
 
Company Name: _______________(Insert) 
 
“Today (insert date) I wrote a $???,??? check (insert amount) to this company to buy 
YYY shares (insert the number of shares you purchased) of their ZZZ round (insert the 
description of the round) at a valuation of $?,???,??? (insert per share price or the pre-
money valuation for this round).  I have enclosed my best guess about the level of 
performance the company will have achieved one year from today.”  
 
Open on this date:____________ (insert 12 months from today) 
 

 
Remember:  The goal of the SBG process is to provide irrefutable, personally written 
data points that can help calibrate angel’s ability to forecast investees’ performance.  
After they have many portfolio companies they can review their ability to forecast 
performance as they hone their skill at angel investing.  The specific performance 



metrics they choose to estimate will depend upon the investee’s industry, stage of 
development, and especially the risks highlighted in the premortem exercise.  
However, here are five of the most prevalent metrics OTAF has used in its SBG 
envelopes. 
 
“On the first anniversary of our investment, our Sealed Best Guess is that this company 
will have recorded this level of performance:’ 
 
REVENUE RUN RATE:  $ ____________ thousands/millions (Annual running rate based 
on last month’s rate or the average of the last three months rate of booked revenues) 
 
GROSS PROFIT MARGIN:  %______________ 
 
BURN RATE:  $_________ thousands/millions (Based on the last month’s burn rate or 
the average of the last three months) 
 
CASH FLOW:  $ ________ (This can be defined many ways, such as Operating Income 
(after amortization, depreciation, and accrued or paid interest) and it can be stated 
merely as being positive or negative by a monthly running rate amount. 
 
CAPITAL RAISED:  $ ________ This could be the total amount of capital raised in the 
first 12 months since the closing, separated into dilutive and non-dilutive buckets, or a 
more precise prognostication such as “The company will have raised $XX millions of 
VC funding.” 
 
CASH IN BANK:  $ ________ This estimate avoids all of the above guesses and focuses 
on the amount the investee will have in the bank one year from when the envelope is 
sealed.  The thought is that “gas in the tank” is an excellent predictor of survival. 
 
TOTAL EMPLOYEES: ______  This metric should be estimated when it is obvious that 
the venture’s success hinges on their being able to meet their staffing plan. 
 
SUMMARY:  Considering the very few minutes the SBG exercise entails, it is difficult to 
justify not using it to gauge one’s forecasting proficiency during the holding period.  
Since the time requirement is so minimal, the worst downside is that upon opening 
each envelope angels will be embarrassed by the magnitude of their error.  The upside 
is that by knowing their leaning toward being too optimistic, pessimistic, or oblivious to 
the factors that impacted their portfolio companies’ performance, they will more swiftly 
amplify their angel investing acumen.   



AIS Designing Your Portfolio to Avoid Cognitive Dissonance 
 
 
If you believe this about angels’ strategies…………then you should employ these tactics: 
 
10.  Angels’ returns are impacted more by dilution than valuation. 
   1)  Demand a Capital Access Plan with every investment 
   2)  Seek highly capital efficient deals 
   3)  Ensure your investees are adept at accessing all sources of non-dilutive financing 
   4)  Avoid deals that require significant VC funding 
   5)  Develop an early exit template and encourage investees to follow it 
   6)  Look for earlier and less lucrative exits 
   7)  Become adept at using the Pay Day Calculator to calibrate your returns prior to every new equity  
    round 
 
11.  IPO exits generate significantly higher returns for angels than M & A exits. 
   1)  Avoid all deals that are unlikely to attract VCs, since the likelihood an IPO will occur without VC  
    funding is nil 
   2)  Interrogate potential VCs about their preference for IPO exits, and their IPO track record 
   3)  Develop strong VC relationships with the hope that you will be treated fairly 
   4)  Be sensitive to the 180-day lock-up period and the returns angels have actually reaped when they 
    sold their shares (and disregard the data about first day upticks) 
   5)  Admit that, since there have only been a handful of IPOs of Ohio-based ABCs, you must seek  
    deal flow from across America, and especially from the coasts with a special concentration on  
    California deals 
   6)  Consider whether you should invest in any deals in regions (like Ohio) for which an IPO is almost a 
    black swan 
 



12.  VCs do this for a living, so we can count on them to drive the most lucrative exit possible for us. 
   1)  Identify the VC firms with the best track record and develop relationships with their most   
    successful partners 
   2)  Become a valued source of deal flow for them, with the hope they will treat you fairly 
   3)  Avoid all entrepreneurs seeking an early exit, trying to avoid VC funding 
   4)  Expect that the option pool will be refreshed several times prior to the exit, at your expense 
   5)  Try to decrease the financing risk by focusing on deals with VCs who have adequate dry powder  
    to get to an exit 
   6)  If it is obvious multiple VCs will be needed in the future, focus on VCs with strong syndication  
    success and relationships with venture debt providers 
   7)  Do not bother looking at crowd funding sites until VCs have invested (since the likelihood they  
    will is low) 
 
13.  Angels who make follow-on investments have lower returns than those who do not. 
   1)  Do not worry about pre-emptive rights since you will not be reinvesting 
   2)  Waste no time following the performance of your portfolio companies 
   3)  Tell entrepreneurs that you are a “Wanda One Check” 
   4)  Do not presume you will be asked to join BODs, so avoid Directors Training 
   5)  Consider making make a much higher number of investments at a lower dollar amount (“Spray &  
    Pray”) 
 
14.  “Bet the jockey, not the horse” is a winning strategy. 
   1)  Develop your CEO vetting prowess 
   2)  Thoroughly vet the CEO’s Employment Agreement  
   3)  Avoid ventures that are likely to have to replace the CEO prior to the exit 
   4)  Take a BOD seat to ensure the CEO is performing 
   5)  Become adroit at replacing CEOs 
 



15. Truly great ventures/deals can always get funded locally, so those using national syndication or crowdfunding are, by 
definition, of lower quality. 
   1)  Spend no time looking at crowd funding sites 
   2)  Define “locally” and avoid all deals outside your targeted geography 
   3)  Avoid local deals that you will need to syndicate outside your region because you will not have  
    built a network of friendly co-investors to call 
   4)  Don’t waste time reading about all the big deals attracting media attention, unless they are in  
    your region 
   5)  Realize your returns might suffer if you are not located in an area with a history of lucrative exits 
 
16.  Since the preponderance of angels’ returns come from very few deals we should avoid lower risk/lower reward deals, 
and instead “swing for the fences” every time. 
   1)  Set your minimum hurdle rate (whether ROI or IRR) and briskly avoid all deals unlikely to meet it 
   2)  Decline all deals for which your upside potential return is capped 
   3)  Consider the steps above regarding IPOs and VCs 
   4)  Expect a longer holding period if VCs are driving the exit 
 
17.  Since note holders have priority rights in bankruptcy and many start-ups ultimately fail, we should have some notes in 
our portfolio. 
   1)  Seek out convertible note rounds, especially if they are secured and a perfected security interest  
    in all assets has or will be filed 
   2)  Be sensitive to the security interests currently held by others, plus any negative pledge clauses 
   3)  Realize that many government programs offering non-dilutive financing will require a senior, all  
    asset lien 
   4)  Do not encourage VC-funded entrepreneurs to take on venture debt (it will be fully secured with  
    a priority lien) 
   5)  Perhaps seek out companies that have hard assets which could have some value in a liquidation 



   6)  Take a short term view of the value of a venture’s IP portfolio (can it be sold swiftly in a   
    liquidation?) 
   7)  To fully leverage your clout as a creditor, plan to be aggressive when requests are made to  
    change any note terms, including threatening bankruptcy     
  
18. We can significantly improve our returns by taking advantage of the federal tax code breaks for angels. 
   1)  Be sure your tax accountant is an expert in the applicable sections of the Internal Revenue Code  
    and will alert you to the changes in the Code (e.g. IRC 1202, 1202, 1045) 
   2)  Do not buy notes 
   3)  Avoid buying equity from LLCs 
   4)  Only buy equity sold by a C Corp that qualifies for treatment as a QSBS (Qualified Small Business  
    Stock) 
   5)  Master the requisite forms and filings to take full advantage of angel tax breaks (e.g. 83(b)) 
 
19.  Angels should harmonize the size of our check with our assessment of potential returns for each investee. 
   1)  Admit that you honestly think you can pick winners………and the evidence is…….? 
   2)  Keep lots of dry powder because as more risk is baked out you will want to invest more (if   
    allowed) 
   3)  Avoid being swayed by the big dogs’ checks.  Make your own independent decision both initially 
    and with each follow-on check 
 
20.  Angels’ returns are strongly correlated with the amount of due diligence we personally perform. 
   1)  Be prepared to perform lots of due diligence, so allocate a minimum amount of time spent on  
    each deal 
   2)  Develop your own proprietary, highly efficient due diligence process and continue to refine it  
    with each deal 
   3)  Identify co-investors whose due diligence you respect 
    



21. Year in, year out, some industries consistently provide angels far better returns than others. 
   1)  Define your domain and focus on it 
   2)  Avoid all the deals in under-performing industries, turning them down immediately to not waste  
    your precious time 
   3)  Develop relationships with a cadre of industry confreres whose wisdom, judgment, and   
    connections will be valuable  
   3)  Stay abreast of the developments in your targeted industries 
   4)  Leverage your domain expertise to assist in filling out management teams 
   5)  Seek out investment bankers and venture capitalists who are highly regarded in your industry 
   6)  Allocate the time and money to attend the major industry conventions and symposia 
 
22.  Angels’ best returns often occur when we invest early, ideally in the first round after friends and family. 
   1)  Lower your standards regarding how much market traction, if any, your investees will have   
    accomplished 
   2)  Be prepared for a higher casualty rate, especially when investing in pre-revenue ventures 
   3)  If you are not a passive investor, then be prepared to provide much assistance as the venture  
    designs its Capital Access Plan and attempts to execute it 
   4)  Since younger ventures need more help you may only have time to invest in fewer ABCs 
   5)  The more assistance you provide very early ventures, expect a greater amount of psychic income, 
    but a delay in your financial income 
   
  
 
    
    
 
    
 



AIS Angel Investment Envelope (AIE) Dimensioning Questions 
 

CIRCLE ALL THAT APPLY: 
 
Geography: 
 I only invest in ABCs within a 3 hour drive 
 I only invest in ABCs within my state’s borders 
 I only invest in ABCs in my region 
 I will consider investing in ABCs from anywhere in America 
 I am geography agnostic and will consider deals from around the globe 
 
Industry: 
 I only invest in these industries: 
 _______________________________________________ 
 I will invest in any industries except these:  
 ___________________________________________ 
 
Company’s Legal Structure: 
 I only invest in C Corps qualifying for QSBS (Qualified Small Business Stock)  
  treatment under the Internal Revenue Code 
 I invest in either LLCs or C Corps 
 I will consider investing in any type of legal entity 
 
Types of Securities: 
 I only buy preferred equities 
 I buy any type of equities (preferred or common) 
 I buy convertible notes 
 I buy high yield, cash pay notes 
 I will consider all types of securities. 
 
Company’s operational status: 
 I invest in pre-revenue and post revenue ventures 
 I invest only in pre-revenue ventures if they are life science companies 
 I much prefer to invest in ventures that have commenced booking revenues 
 Ventures must have an annualized revenue running rate of $ _______ before I  
  will invest 
 I only invest in ventures that have achieved Positive Cash Flow 
 I am stage agnostic and will consider ventures regardless of their stage of  
  development 



 
Deal Referral Sources: 
 I only invest in deals via a warm introduction from an investor I know 
 I will look at any and all deals, regardless of the source 
 I actively pursue deals via crowdfunding portals 
 
Lead the Deal, or Follow? 
 I prefer to lead the round 
 I prefer to co-invest behind the deal lead 
 I am indifferent and have both led and participated in rounds 
 
Meet the entrepreneur? 
 I generally won’t invest until I have met the entrepreneur 
 I prefer to meet the entrepreneur, but it is not always a requirement 
 Meeting the entrepreneur is not a consideration (obviously for most   
  crowdfunded rounds) 
 
Who on the team has invested cash in the venture? 
 Presuming the entrepreneur is financially capable of doing so, I don’t invest  
  unless he/she has some amount of personal cash at risk in the venture 
 I am comfortable with just “sweat equity” being invested by the entrepreneur 
 When the CEO is not the founder, I expect to see some cash investment by  
  him/her 
 It is important to me to know which Directors, advisors, and C Suite officers have 
  invested at least some cash in the venture 
 Each deal and team is unique so I am totally flexible on this issue of cash   
  investment 
 
Co-investors: 
 I always want to know the names of the other major investors before I will write  
  my first check 
 Although I like to know the names of co-investors, it is not a requirement for me  
  to invest 
 
Exit Goal Congruence (EGC): 
 It is essential that the entrepreneur and I share the same definition of success  
  regarding the exit 
 EGC is not mandatory during the early rounds 



 I’m OK with focusing on building a great company for the first 3 – 5 years, and  
  then worrying about the exit. 
 
Is VC funding essential for an exit? 
 I avoid investees unlikely to have an exit unless they can raise capital from VCs 
 I prefer entrepreneurs that will seek VC funding 
 I like to play a role in the VC vetting process 
 I am indifferent regarding the need for VC funding  
 
Exit Expectations: 
 I prefer ventures that might be able to complete an Initial Public Offering (IPO) 
 I prefer ventures seeking an exit via an M & A transaction 
 I am indifferent regarding the type of liquidity event 
 I generally expect my portfolio companies to sell for $ __________ to $   
  __________ 
 
Investment Amount: 
 I prefer to write my initial check in an amount ranging from $__________ to $  
  _________ 
 The smallest check I will write for any deal is $ ________ 
 As a percentage of my initial investment, I generally reserve dry powder from  
  ____% to ____% 
 The maximum I will invest in any venture, regardless of its exciting performance,  
  is $ _______ 
 
Cash on hand: 
 I rarely invest unless the venture has a few months of cash on hand 
 I realize that despite management’s efforts, often young ventures are in a cash  
  crunch so I am undeterred if they are “on fumes” 
 
Size of this round: 
 I rarely invest if the amount of this round is inadequate to achieve Survival Cash  
  Flow Break Even 
 If I have confidence in management’s ability to perform I will invest in smaller  
  rounds that are clearly insufficient to achieve Survival Cash Flow Break  
  Even 
 
 
 



My non-cash contribution: 
 I will consider serving on the BOD as Chairman if compensated (generally >1%  
  CSE ownership via options) 
 I will consider serving on the BOD as Chairman even without compensation 
 I will consider serving on the BOD as a Director if compensated (generally 1%  
  CSE ownership via options) 
 I will consider serving on the BOD as a Director even without compensation 
 I will consider serving as a BOD Observer (presuming no compensation, which is 
  the norm) 
 Time permitting, I expect to stay connected with the entrepreneur and assist  
  when asked 
 I do not routinely commit to assisting my ABCs except in exceptional   
  circumstances 
 
Other special considerations are ________________________________________________ 
 
 
Date Completed:_______________________ 
 
 
 
 
 
 
  



Ohio TechAngel Fund IV, LLC AIE 

 
“Our 4th fund invests $325,000 initially in Ohio-based technology ventures, reserving 
$125,000 for a follow-on round.  We only buy convertible participating preferred stock 
issued by an Ohio or Delaware C Corporation qualifying for QSBS (Qualified Small 
Business Stock) treatment under the Internal Revenue Code.  We prefer investees to 
have commenced commercial sales unless theirs is a medical device venture.  Most of 
our rounds are large enough to enable the venture to achieve Positive Cash Flow, but 
we are flexible about whether we or another seasoned investor is the lead.  Exit Goal 
Congruence (EGC) is of paramount importance to us so we always get to know the 
founder, CEO, and team, and we feel EGC is enhanced by members of senior 
management and the Board investing their cash in the venture.  We expect to make 
substantial and on-going non-cash contributions to our investees from our Directors 
seat in the Boardroom.  Financing risk is a major concern for us so we like to see at 
least three month’s cash burn in the bank at the time we commit to invest.  If VC 
funding is essential to achieve a liquidity event we prefer to be involved in the vetting 
process.” 

 

USPrivateCompanies, LLC AIE 

 

“I only buy convertible participating preferred stock sold by an Ohio or Delaware C 
Corporation qualifying for QSBS tax treatment.  Since the maximum amount I will 
invest in any venture is $100,000 I prefer to initially invest just $10-$25,000 so that I 
have a 3 – 9X reserve of dry powder before reaching my ceiling.  I will consider any 
Ohio-based technology company so long as it is highly capital efficient, has achieved 
an annual revenue running rate of at least $250,000, and could possibly orchestrate an 
exit in 3 – 5 years.  I expect the founder, CEO, and all Directors to have invested their 
own cash in the venture before I invest.  I am highly sensitive to who else is on the cap 
table and whether there will be adequate funding for the next round if the venture 
performs.  I much prefer to invest in deals led by the Ohio TechAngels or another 
Ohio-based angel group.  It is essential that there be clear Exit Goal Congruence 
among the investors, the founder, and the CEO.  Furthermore, I expect COE’s to 
explain their Capital Access Plan so there is no confusion about whether VC funding is 
a necessity to achieve an exit in 3 – 5 years.  If needed I will serve as a compensated 
Director or Board Chair.”  

 
 



WHY DOES OTAF NOT INVEST IN LLCs? 
 
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


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


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. 



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 



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


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? 
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