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ENTREPRENEURIAL FINANCE TECHNICAL NOTE SERIES 
PART 1:  THE ENTREPRENEURIAL FINANCE LIFECYCLE, THE 
FINANCING GAP, AND THE CAPITAL STACK 
Bruce Everitt 
 
 

Overview 

Early-stage companies face a financing environment structurally unlike anything described in 
corporate finance textbooks. The instruments, participants, incentives, and risks of entrepreneurial 
finance are all shaped by a single underlying economic phenomenon: information asymmetry. This 
technical note develops a unified framework for understanding why startups struggle to obtain 
capital, where in the financing lifecycle different capital sources appear, and how information 
asymmetry explains every major feature of early-stage deal structure. 

The note is organized around four interconnected topics. Section 1 maps the startup financing 
lifecycle from pre-seed through late stage, explaining why each stage exists and what risk it is 
designed to reduce. Section 2 introduces information asymmetry as the structural foundation of 
early-stage finance, tracing its consequences through adverse selection, moral hazard, and the 
design of deal terms. Section 3 applies this framework to the Valley of Death, identifying the 
structural gaps that create it and the mechanisms founders can use to navigate it. Section 4 
introduces the capital stack and explains why preferred equity and convertible instruments 
dominate early-stage deals.  

Students who have completed standard corporate finance coursework will recognize some of the 
analytical tools employed here — time value of money, risk and return, cost of capital — but will 
encounter them operating in a context where the data assumptions underlying those tools largely 
do not hold. This note explains the structural consequences of operating outside that data 
environment, and the mechanisms that have evolved in place of conventional financing. 

1.0 THE STARTUP FINANCING LIFECYCLE 

1.1 Why Stages Exist at All 
A mature public company seeking capital has a well-understood set of choices — debt, equity, or 
retained earnings — and investors in those transactions have access to audited financials, analyst 
coverage, market prices for comparable instruments, and regulatory disclosure. 

None of these conditions exist for an early-stage company. There are no audited statements, no 
analyst coverage, no market price for the shares, and no comparable operating history. The problem 
is not risk — risk can be priced if it can be quantified. The problem is uncertainty, which cannot 
be. 
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The staging of capital into distinct rounds — each with its own valuation, instruments, and investor 
base — is the market's structural response to this uncertainty. Rather than providing a company 
with all the capital it will ever need at the outset, investors provide capital in increments sized to 
achieve specific, verifiable milestones. Each milestone reduces a specific category of risk. Each 
reduction in risk unlocks access to the next tranche of capital, often from a new class of investor 
with a different risk appetite.1 

Exhibit 1 maps the lifecycle from pre-seed through late stage, identifying the capital sources, 
typical raise sizes, primary uses of capital, and the specific risk being reduced at each stage. The 
last column — what each stage proves — is the one that drives the analysis in the section that 
follows. 

 
Exhibit 1 
The Startup Financing Lifecycle: Stages, Capital Sources, and Risk Reduction 

Stage Typical 
Capital 
Sources 

Typical Raise Use of Capital Primary Risk 
Being 
Reduced 

Stage 
Characteristics 

Pre-Seed 3Fs, Founders $0–$250K Concept, Prototype Concept Risk: 
Does the 
problem exist? 

Pre-
incorporation to 
working 
prototype 

Seed Angels, Seed 
Funds, 
Accelerators 

$250K–$2M MVP, Early 
Customers 

Product Risk: 
Does the 
solution work? 

Product built; 
first paying 
customers 
sought 

Series A Venture 
Capital, 
Institutional 
Angels 

$2M–$15M Scale Sales & 
Marketing 

Market Risk: 
Will customers 
pay at scale? 

Product-market 
fit emerging; 
repeatable 
revenue model 

Series B/C Larger VC 
Funds, 
Growth Equity 

$15M–$100M+ Geographic & 
Product Expansion 

Execution 
Risk: Can the 
team manage at 
scale? 

Proven model; 
accelerating 
revenue; 
aggressive 
hiring 

Late Stage / 
Pre-Exit 

Late VC, 
Private Equity, 
Mezzanine 

$50M–$500M+ Bridge to IPO or 
Acquisition 

Exit Risk: Is 
there a liquid 

Institutional 
management; 
possible 

 
1Metrick, A. and Yasuda, A. (2011). Venture Capital and the Finance of Innovation, 2nd ed. John Wiley & Sons. Chapter 2 provides a systematic 
treatment of the financing lifecycle and the structural features of early-stage deals. 
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Stage Typical 
Capital 
Sources 

Typical Raise Use of Capital Primary Risk 
Being 
Reduced 

Stage 
Characteristics 

market for this 
company? 

profitability; 
exit preparation 

Note: Raise ranges are indicative and vary by sector, geography, and market conditions. Canadian early-stage markets 
are generally smaller than comparable US markets. Sources: Kauffman Foundation, Canadian Venture Capital 
Association (CVCA), PitchBook Data. 

1.2 Stage 1: Pre-Seed — Proving the Idea 
At the pre-seed stage, there is typically no incorporated entity, no product, and no revenue. The 
founder's principal task is to demonstrate a real problem exists and for which they have a credible 
hypothesis for solving it. Capital at this stage comes from the founder's personal savings, friends, 
and family — collectively referred to as the "3Fs." These investors operate on relationship trust 
rather than financial analysis. They are providing capital because they believe in the person, not 
because they have evaluated the business. 

Pre-seed capital is typically small — often under $250,000 — and is used for prototype 
development, market research, early — customer interviews, and incorporation. The question 
being answered is the most fundamental one in entrepreneurship: is this a real problem worth 
solving, and does this founder have the capability to solve it? Most ideas fail this test, and the pre-
seed stage is where this failure should occur. 

1.3 Stage 2: Seed — Proving the Product 
The seed stage begins when there is sufficient evidence of a real problem to justify building a 
solution. The primary capital sources shift from the 3Fs to angel investors, seed funds, and 
accelerators such as Y Combinator or Techstars in the United States, or Velocity and the Creative 
Destruction Lab in Canada. These investors are equipped, by experience and portfolio 
construction, to make investment decisions with limited financial data. 

The seed round typically funds the development of a minimum viable product (MVP), the hiring 
of early team members, and initial customer acquisition. The question being answered is whether 
the product works and whether customers will pay for it. The "Series A Crunch" describes the well-
documented gap between the number of companies successfully raising seed capital and the 
smaller number able to demonstrate sufficient traction to attract institutional Series A investors — 
a gap that is structurally wider in Canada than in the United States given the smaller number of 
active Series A funds relative to the seed-stage angel and accelerator community.2 

1.4 Stages 3 Through 5: Scaling the Business 
From Series A onward, the nature of the investment question shifts. At Series A, the question is 
whether the business model is repeatable: can the company acquire customers at a sustainable cost, 

 
2For Canadian data on the volume and stage distribution of domestic VC investment, including the relative concentration of institutional capital at 
later stages, see Canadian Venture Capital Association (CVCA). (2024). Canadian Venture Capital Market Overview. CVCA Research. 
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and is the unit economics model working? At Series B and beyond, the question shifts again to 
execution: can the team manage the operational complexity of a rapidly growing organization, and 
can the culture survive scale? 

Late-stage financing — the period immediately preceding an exit — introduces instruments not 
typically seen earlier in the lifecycle: mezzanine debt, bridge loans, and in some cases, secondary 
share sales by early investors. The capital stack at this stage can be considerably more complex 
than at seed, with multiple tranches of preferred equity, debt instruments, and option pools all 
requiring careful analysis in any exit scenario. 

1.5 The Lifecycle as a Risk Reduction Journey 
The defining feature of the startup financing lifecycle is that each stage is organized around risk 
reduction, not capital amount. Investors at each stage are not simply providing capital; they are 
purchasing proof of the next risk reduction milestone. This framing has two important 
implications. 

First, it explains why the investor changes at every stage: different people, different risk tolerances, 
different return requirements, and different portfolio logic. An angel investor who is comfortable 
with the uncertainty of the seed stage is not equipped to evaluate Series B execution risk; a growth 
equity investor who excels at late-stage scaling is not equipped to evaluate seed-stage founding 
team quality. 

Second, it provides a diagnostic tool for founders and analysts. A company which is struggling to 
raise capital is, in this framework, a company who has not yet reduced the risk its prospective 
investors care about most. The financing problem is almost always, underneath the surface, an 
evidence problem. 

2.0 INFORMATION ASYMMETRY: THE STRUCTURAL FOUNDATION 
OF EARLY-STAGE FINANCE 

2.1 The Economist's Framing 
The concept of information asymmetry — the condition in which one party to a transaction 
possesses materially better information than the other — was formalized by George Akerlof in his 
1970 paper "The Market for Lemons."3 Akerlof demonstrated that information asymmetry between 
buyers and sellers does not merely affect price — it can prevent markets from forming at all. His 
mechanism: if buyers cannot distinguish good cars from bad ones, they will pay an average price. 
But sellers of good cars will not accept an average price and will withdraw from the market. As 
good cars exit, the average quality of remaining cars falls, buyers lower their price accordingly, 
more good cars exit, and the market unravels into one populated only by low-quality assets — 
"lemons." 

 
3Akerlof, G.A. (1970). 'The Market for Lemons: Quality Uncertainty and the Market Mechanism.' Quarterly Journal of Economics, 84(3), 488--
500. Akerlof received the Nobel Prize in Economics in 2001, jointly with Michael Spence and Joseph Stiglitz, for their respective analyses of 
markets with asymmetric information. Spence's work on signalling and Stiglitz's work on screening are both directly applicable to early-stage 
finance and are developed in the literature cited throughout this note. 
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The parallel to early-stage capital markets is direct and important. Investors who cannot distinguish 
high-quality companies from low-quality ones will price their offers accordingly — either 
undervaluing good companies or declining to invest entirely. High-quality founders, faced with 
unattractive terms, will withdraw from the market or delay seeking capital. The market will drift 
toward a population of lower-quality companies willing to accept whatever terms are available. 
Without structural interventions, the early-stage capital market would behave like Akerlof's used 
car market. 

2.2 Adverse Selection and Moral Hazard 
Information asymmetry generates two distinct but related problems: adverse selection and moral 
hazard. 

Adverse selection occurs before a transaction is completed. In early-stage finance, it manifests 
when investment terms are so onerous high-quality founders refuse them, leaving a pool of 
applicants disproportionately composed of lower-quality or more desperate companies. The 
investor, attempting to protect against uncertainty, creates the very problem they are trying to 
avoid. This is why sophisticated early-stage investors compete on reputation, network access, and 
value-add, not just on valuation: the best founders have options, and they exercise them. 

Moral hazard occurs after a transaction is completed. A founder who has raised $3 million from 
outside investors now bears only a fraction of the downside if the capital is deployed unwisely. 
The incentive to take risks the investor would not approve — or to prioritize personal benefit over 
company performance — increases with the distance between the founder's personal stake and the 
investor's capital at risk. This is the structural rationale for vesting schedules, milestone-based 
financing tranches, board approval requirements for major expenditures, and salary caps.4 

2.3 Structural Responses: Every Deal Term Tells a Story 
The practical consequence of information asymmetry is every major feature of early-stage deal 
structure exists to address it. Practitioners trained in corporate finance frequently miss this point, 
approaching deal terms as negotiating positions rather than as functional solutions to an economic 
problem. 

Exhibit 2 maps the most common deal provisions to the specific information problems they 
address. The exhibit is intended to be read not as a glossary of terms but as an argument: every 
clause in an early-stage term sheet is there because of the information gap between founder and 
investor and understanding this gap allows both parties to negotiate from a more informed position. 

 
Exhibit 2 
Information Asymmetry and Its Structural Responses in Early-Stage Deal Terms 

 
4Gompers, P. (1995). 'Optimal Investment, Monitoring, and the Staging of Venture Capital.' Journal of Finance, 50(5), 1461–1489. Gompers 
provides an empirical analysis of staged financing showing that it serves as a monitoring mechanism that disciplines management and limits investor 
exposure to moral hazard. 
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Deal Feature Information Problem It Solves How the Feature Addresses the Problem 

Staged Financing Investors cannot verify all claims 
upfront 

Capital is released in tranches tied to 
milestones, limiting exposure to unverifiable 
promises 

Board Seats / Observer 
Rights 

Investors cannot monitor 
management without access 

Board representation gives investors 
information access and governance rights to 
protect their investment 

Anti-Dilution Provisions Founders may have over-stated the 
company's value 

Protects investors if a subsequent round is 
raised at a lower valuation (a 'down round'), 
correcting for initial overpricing 

Vesting Schedules Investors cannot verify founders' 
long-term commitment 

Founders earn their equity over time; 
departure forfeits unvested shares, aligning 
incentives over the investment horizon 

Liquidation Preference In a liquidation, common 
shareholders can be left with 
nothing 

Preferred shareholders recover capital before 
common shareholders receive any proceeds 
from a sale 

Drag-Along Rights Minority founders can block a sale 
another investor wishes to accept 

Majority investors can compel minority 
shareholders to approve a sale, preventing 
hold-out behaviour 

Participating Preferred Preferred holders' liquidation 
preference may be insufficient 
given the outcome distribution 

Participating preferred shareholders receive 
their preference AND share in remaining 
proceeds pro-rata 

Pro-Rata Rights Investors cannot predict future 
dilution at the time of initial 
investment 

Existing investors may participate in future 
rounds pro-rata, preserving their percentage 
stake against dilution from later, higher-
priced rounds 

Note: Each feature is a direct contractual response to the information asymmetry problem, not an arbitrary negotiating 
position. Pro-rata rights are a standard feature of most Canadian angel and seed-stage term sheets. Source: Adapted 
from Metrick, A. and Yasuda, A. (2011), Venture Capital and the Finance of Innovation, 2nd ed. 

The key analytical point illustrated by the exhibit is investors are not using deal terms primarily to 
extract value from founders. They are using them to make investing viable in an environment 
where the standard tools of corporate finance — audited statements, market prices, credit ratings 
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— are simply unavailable. A founder who understands this can negotiate deal terms more 
effectively, because they understand what the investor is trying to solve.5 

2.4 Why Banks Cannot Solve This Problem 
Students occasionally wonder why early-stage companies do not simply borrow from banks rather 
than seek equity. The answer is found in the structure of bank lending, not in the disposition of 
bankers. Banks operate a high-volume, low-margin business. Their entire credit model depends on 
a predictable distribution of outcomes: most loans are repaid in full, a manageable number go into 
arrears, and an acceptable number default. The bank prices its spread accordingly, prices its loan 
loss provisions accordingly, and earns a stable return on a large book of business. 

Early-stage companies violate every parameter in this model. They have no reliable cash flow from 
which to service debt. They have limited tangible assets to offer as collateral. They have no 
operating history on which to base a credit rating. And their outcomes are not normally distributed 
— they follow a power-law distribution, in which a very small number of investments, typically 
fewer than 10%, generate the majority of total returns, while most investments return little or 
nothing. A bank cannot survive this distribution: the loan loss rates produced by the majority of 
failures would be incompatible with the economics of the banking business, regardless of how 
large the gains on the successful minority might be. A venture fund, by contrast, is specifically 
designed around this distribution — its fee structure, fund size, portfolio construction, and return 
expectations all presuppose that a small number of outsized outcomes will carry the portfolio. The 
fact banks do not lend to early-stage companies is not a market failure — it is the rational 
consequence of a mismatch between risk structure and business model. 

The same logic applies to public equity markets, though the mechanism differs. Public markets 
require audited financials, regulatory disclosure, institutional investor readiness, and sufficient 
scale to justify the cost of listing and ongoing compliance. These are not regulatory formalities; 
they are information-production mechanisms designed to give public investors the data they need 
to price securities fairly. Early-stage companies cannot produce this information because they have 
not yet operated at the scale required to generate it. 

The structural conclusion is unavoidable: the conventional financing infrastructure — banks and 
public markets — is not available to early-stage companies, not because the system is broken, but 
because it is doing exactly what it was designed to do. This creates the financing gap discussed in 
the following section.6 

 
5Sahlman, W.A. (1990). 'The Structure and Governance of Venture Capital Organizations.' Journal of Financial Economics, 27(2), 473--521. 
Sahlman's paper establishes preferred equity, staged financing, and board control as contractual responses to the principal-agent problems inherent 
in early-stage investing, and remains the primary reference for the governance structure of VC organizations. 
6Black, B.S. and Gilson, R.J. (1998). 'Venture Capital and the Structure of Capital Markets: Banks versus Stock Markets.' Journal of Financial 
Economics, 47(3), 243–277. Black and Gilson argue that a liquid public equity market — specifically the IPO exit pathway — is a structural 
prerequisite for a healthy VC ecosystem, which helps explain the relative underdevelopment of venture capital in jurisdictions with shallower public 
markets. 
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3.0 THE VALLEY OF DEATH AND THE FINANCING GAP 

3.1 Defining the Valley 
The Valley of Death is the period between a company's initial funding — typically from the 3Fs 
— and the point at which it either achieves sustainability or secures meaningful outside investment. 
During this period, the company is burning cash, its product is not fully proven, and conventional 
financing — unavailable for the structural reasons established in Section 2 — cannot bridge the 
gap. The duration of the valley varies enormously by industry: software and software-as-a-service 
(SaaS) companies may navigate it in twelve to twenty-four months, while hardware companies 
may spend three to seven years in it, and biotech companies may require a decade or more. 

The mortality rate in the valley is high. Statistics Canada data indicate that fewer than half of new 
employer businesses survive their tenth year, with failure concentrated in the first five years; for 
venture-backed technology companies, where capital consumption is higher and milestones are 
more demanding, survival rates are lower still. In most cases, the failure mode is the same: the 
company exhausts its capital before generating the evidence needed to unlock the next financing 
source. 

Understanding the valley requires understanding not just why companies fail in it, but why it exists 
at all. It exists because of the interaction of three structural gaps, which are mapped in Exhibit 3. 

 
Exhibit 3 
The Three Structural Gaps Behind the Valley of Death 

Gap The Investor's Constraint The Founder's Problem Potential Bridge Strategy 

Knowledge Gap Investors require 
demonstrated proof of 
concept, customer validation, 
and unit economics before 
committing capital 

The company has not yet 
generated the data investors 
need; the product may not be 
proven, customers have not 
paid, and cost structure is 
unknown 

Complete product 
development, achieve first 
paying customers, and begin 
measuring unit economics 

Size Gap Institutional investors require 
deal sizes large enough to 
justify due diligence costs; 
smaller amounts are 
uneconomical for funds with 
management overhead 

Early-stage raises of $250K–
$2M are too small for most 
institutional funds (minimum 
deal size typically $5M+) 
and too large for individual 
investors 

Access angel investors and 
seed funds designed for sub-
$2M investments; package 
multiple angel commitments 
into a syndicate 

Liquidity Gap Investors in early-stage 
equity face years with no 
ability to realize returns; 
illiquidity requires a return 
premium that raises the 
required return bar 

Unlike public equities, early-
stage shares cannot be sold; 
investors are locked in until 
an exit event occurs, often 5–
10 years away 

Target investors with the 
right time horizon; consider 
convertible instruments that 
align with investors' liquidity 
expectations 
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Note: Source: Authors' analysis. Structural gap framework adapted from CVCA industry research and Leach, J.C. 
and Melicher, R.W. (2018), Entrepreneurial Finance, 6th ed. 

3.2 The Knowledge Gap 
The knowledge gap is the most fundamental of the three. It describes the period during which the 
company has not yet generated the evidence investors need to make a decision: a working product, 
validated customer demand, and measurable unit economics. The gap creates a circular problem: 
the company needs capital to generate the evidence that would unlock capital. 

The mechanism resolving this circularity is angel investing. Angels are willing to invest before full 
evidence is available because they are evaluating something the evidence cannot yet quantify: the 
quality of the founding team, the plausibility of the thesis, and the magnitude of the opportunity if 
the thesis is correct. They are, in effect, paying for the right to participate in a potentially large 
upside in exchange for tolerating uncertainty that later-stage investors will not accept — a position 
structurally analogous to holding a call option on the company's future value, where the premium 
paid is the capital invested and the strike price is the evidence threshold at which conventional 
investors would have been willing to enter. 

3.3 The Size Gap 
Early-stage financing needs — typically $250,000 to $2,000,000 — fall into an uncomfortable 
middle ground: too large for most individuals to provide without unacceptable concentration risk, 
and too small to justify the due diligence and monitoring costs of institutional funds. A $50 million 
venture fund that makes twenty investments needs each investment to have the potential to return 
the fund; a $500,000 seed investment typically cannot do this, which is why seed-stage investments 
tend to be made by angels rather than institutional VCs. 

The structural response to the size gap is syndication: the pooling of capital from multiple angels 
into a single financing round. A company raising $1 million at the seed stage might assemble that 
round from fifteen to twenty individual angels, each contributing $50,000 to $75,000. No single 
investor bears an outsized risk, and the aggregate capital is sufficient to fund the milestone the 
company is pursuing. 

3.4 The Liquidity Gap 
The liquidity gap reflects the illiquid nature of early-stage equity. Unlike public company shares, 
which can be sold at any time at a market price, early-stage equity can only be converted to cash 
through a liquidity event: an acquisition, an IPO, or a secondary sale. For most angel investments, 
this event is five to ten years away. The illiquidity of the investment demands a return premium — 
investors require higher expected returns from illiquid assets than from comparable liquid ones — 
which further raises the return threshold early-stage companies must be capable of achieving. 

3.5 Government Programs and Their Role 
Canada's public policy response to the financing gap includes several programs designed to reduce 
the knowledge gap by funding the early-stage evidence generation private capital requires before 
it will commit. The most significant is the Scientific Research and Experimental Development 
(SR&ED) program, a federal Investment Tax Credit that offsets a portion of qualifying R&D 
expenditures, effectively lowering the cash cost of the product development activity that 
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constitutes the knowledge gap.7 The Industrial Research Assistance Program (IRAP) provides 
advisory support and grant funding for innovative small and medium enterprises, further reducing 
the knowledge gap by subsidizing early-stage research. 

The Canada Small Business Financing Program (CSBFP), administered by Innovation, Science 
and Economic Development Canada, addresses the financing gap through a different mechanism. 
Rather than reducing the cost of evidence generation through tax credits or grants, the CSBFP 
provides government guarantees on up to 85% of eligible term loans and lines of credit made by 
chartered banks and credit unions to qualifying small businesses. The guarantee reduces the 
lender's credit risk sufficiently to make debt financing accessible to companies that would not 
otherwise satisfy conventional underwriting criteria. As of 2022 amendments to the program, 
eligible uses of CSBFP-backed financing include intangible assets and working capital in addition 
to the traditional categories of equipment and leasehold improvements — an expansion that 
meaningfully increases the program's relevance for technology-intensive early-stage companies 
whose asset base is primarily intellectual rather than physical.  

The CSBFP does not resolve the fundamental mismatch between bank lending economics and 
early-stage cash flow profiles described in Section 2. For companies with some operating history, 
an identifiable revenue stream, and a need for capital in the range of $100,000 to $1,150,000, 
however, it can provide debt financing that neither angel capital nor conventional bank credit 
would otherwise reach. 

These government programs are not substitutes for private capital — they are complements. By 
reducing the cost and risk of early-stage evidence generation, they make it possible for private 
capital to follow at lower required returns and at earlier stages. They do not eliminate the Valley 
of Death; they make it shorter, shallower, and more navigable. 

Angel networks such as the Golden Triangle Angel Network (GTAN), based in Waterloo, Ontario, 
occupy the precise institutional position the valley requires: organized groups of experienced, 
accredited investors equipped to evaluate early-stage opportunities without the institutional 
constraints which preclude bank and VC participation at this stage. 

4.0 THE CAPITAL STACK 

4.1 Defining the Stack 
The capital stack is the collection of all financing instruments used to fund a company, arranged 
by seniority of claim in a liquidation — senior instruments are paid first, junior instruments last. 
In many early-stage liquidation scenarios, the most junior instrument, common equity, receives 
nothing. 

The value a founder or investor receives at exit depends not on the aggregate sale price but on the 
interaction of the stack's instruments — their preferences, conversion features, and order of 

 
7Government of Canada. (2024). Scientific Research and Experimental Development (SR&ED) Tax Incentive Program. Canada Revenue Agency. 
CCPCs receive a refundable ITC of 35% on qualifying R&D expenditures up to an annual limit (raised from $3 million to $4.5 million for taxation 
years beginning after December 15, 2024), reverting to 15% above that threshold. Non-CCPCs receive a flat 15% credit. Eligible Canadian public 
corporations now also qualify for the enhanced 35% rate on the same expenditure limit. 
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satisfaction. A company which sells for $15 million may produce excellent returns for its preferred 
shareholders and nothing for its common equity holders, depending on the stack structure. 

Exhibit 4 presents the four principal layers of the capital stack, their typical instruments, and their 
risk and return profiles. 

 
Exhibit 4 
The Capital Stack: Instruments, Risk, Return, and Seniority 

Layer (Top to 
Bottom = 
Senior to 
Junior) 

Common 
Instruments 

Risk Profile Return Profile Key Structural 
Features 

Senior Debt Bank loans, 
government-
backed lending, 
lines of credit 

Lowest — secured by 
assets or cash flow 

Lowest — typically 
prime + spread, fixed 
or floating 

First paid in any 
liquidation; most 
protective position in 
the stack 

Subordinated / 
Mezzanine 
Debt 

Higher-yield term 
loans, venture 
debt, bridge 
loans, instruments 
with warrant 
coverage 

Low to Moderate — 
less collateral, more 
flexibility in 
covenants 

Moderate — higher 
than senior debt to 
compensate for 
subordinated claim 

Paid after senior 
debt; before equity; 
often includes equity 
kickers (warrants) 

Preferred 
Equity 

Convertible 
preferred shares 
(most common 
angel and VC 
instrument) 

Moderate to High — 
equity but with 
structural protections 
over common 

High — target return 
of 20–30%+ IRR to 
justify illiquidity and 
failure rate 

Liquidation 
preference over 
common; anti-
dilution; conversion 
rights; participating 
features 

Common 
Equity 

Founders' shares, 
employee stock 
options, 
sometimes early 
advisors 

Highest — no 
protection in 
liquidation 

Unlimited upside — 
zero floor 

Last paid in any 
liquidation; may 
receive nothing if 
preferred preferences 
exceed sale proceeds 

Note: In early-stage companies, senior debt is rarely accessible due to absence of cash flow and collateral. The stack 
typically consists of preferred equity and common equity until the company reaches growth or late stage. Source: 
Authors' analysis. 

4.2 Why Preferred Equity Dominates Early-Stage Deals 
Common equity — the instrument founders hold at inception — gives its holders unlimited upside 
but no downside protection. In a healthy exit, common equity holders participate fully in the 
proceeds. In a distressed sale or liquidation, they may receive nothing. For outside investors 
providing capital in an environment of high information asymmetry, common equity on its own is 
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inadequate: the investor bears the full risk of the information gap without any structural protection 
against the scenarios where that gap proves material.8 

Preferred equity addresses this problem by layering structural protections on top of the equity 
return profile. The most fundamental protection is the liquidation preference: a preferred 
shareholder receives their invested capital back before common shareholders receive any proceeds 
from a sale. In a participating preferred structure, they then share pro-rata in any remaining 
proceeds. Anti-dilution provisions protect the preferred holder if a subsequent financing round 
implies a lower company valuation than the round in which they invested. Together, these features 
make the investment economics workable for outside investors without requiring them to assume 
the full burden of the information asymmetry problem. 

4.3 Convertible Instruments: SAFEs and Convertible Notes 
Pricing equity in an early-stage company requires setting a pre-money valuation — an estimate of 
what the company is worth before new capital is invested. At the seed stage, that valuation is not 
derived from fundamental analysis. It is a negotiated estimate, informed by comparable 
transactions, that both parties accept because no more rigorous method is available. The discomfort 
of setting a number under these conditions has given rise to a class of instruments specifically 
designed to defer the question. 

A convertible note is a debt instrument which automatically converts to preferred equity at the next 
priced round, typically at a discount to the price paid by new investors (commonly 15--25%) and 
subject to a valuation cap which protects the noteholder if the company's valuation has risen 
dramatically between the note's issuance and conversion. Because it is structured as debt, it carries 
an interest rate and appears on the balance sheet as a liability; interest typically accrues rather than 
being paid in cash, converting alongside principal at the next priced round. 

A Simple Agreement for Future Equity (SAFE), developed by Y Combinator, achieves a similar 
deferral without the debt structure. A SAFE is not a loan: it carries no interest rate, no maturity 
date, and creates no balance sheet liability. It converts to preferred equity at the next priced round 
under terms set at issuance. These features have made the SAFE the dominant seed-stage 
instrument in North American startup ecosystems. 

A Worked Conversion Example 

The economic significance of the discount and valuation cap only becomes clear when worked 
through numerically. Consider a founder who raises $500,000 on a convertible note carrying a 
20% discount and a $4,000,000 valuation cap, prior to a Series A priced at a $10,000,000 pre-
money valuation with shares issued at $1.00 each. 

At the Series A close, the noteholder converts at the lesser of two prices. The first is the capped 
price: $4,000,000 ÷ 10,000,000 shares = $0.40 per share. The second is the discounted price: $1.00 

 

8Kaplan, S.N. and Strömberg, P. (2003). 'Financial Contracting Theory Meets the Real World: An Empirical Analysis of Venture Capital Contracts.' 
Review of Economic Studies, 70(2), 281–315. Kaplan and Strömberg's empirical analysis of 213 VC investments documents that convertible 
preferred equity is the near-universal early-stage financing instrument, attributing its dominance to the need to provide investors with downside 
protection through liquidation preferences while preserving upside through conversion — a structure common equity cannot replicate in the 
presence of information asymmetry. 
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× (1 − 0.20) = $0.80 per share. Because $0.40 is less than $0.80, the cap governs. The noteholder's 
$500,000 converts at $0.40, producing 1,250,000 preferred shares — compared to 500,000 shares 
the same $500,000 would have purchased at the Series A price of $1.00. The cap rewards the early 
investor's risk with a larger ownership stake per dollar invested than the later investor who arrived 
after the company had reduced its risk profile. 

When the cap is not the binding constraint — for example, if the Series A had priced at a 
$3,000,000 pre-money valuation implying a share price of $0.30 — the discounted price of $0.80 
would exceed the Series A price itself, making the cap irrelevant and the discount the operative 
protection. In practice, a Series A at a valuation below the cap indicates the company's trajectory 
disappointed expectations; in this scenario the noteholder still converts at a discount to the new 
round price, but the cap provides no additional benefit. 

This interaction between the cap and the discount is the analytical core of convertible instrument 
negotiation. A founder evaluating a SAFE or convertible note must model both constraints across 
a range of plausible Series A valuations to understand which mechanism is likely to govern and 
what the resulting dilution will be. 

4.4 SAFEs in the Canadian Regulatory Context 
The operational convenience of the SAFE — no interest rate, no maturity date, no balance sheet 
liability — does not mean it is regulation-neutral in Canada. A SAFE constitutes a security for the 
purposes of the applicable provincial Securities Acts, and its issuance therefore requires either a 
filed prospectus or a qualifying exemption under National Instrument 45-106 Prospectus 
Exemptions. In practice, early-stage SAFE issuances in Canada almost always rely on the 
accredited investor exemption under section 2.3 of NI 45-106, which restricts participation to 
individuals or entities meeting defined net income or net asset thresholds, or on the friends, family 
and business associates exemption under section 2.5, which permits investment by a defined circle 
of personal relationships without accredited investor status. The offering memorandum exemption 
is available in certain provinces and can extend the investor pool further, though it carries its own 
disclosure and filing obligations. 

These exemptions are not difficult to satisfy in most organized angel and seed-stage financings, 
where investors are typically accredited and the transaction is structured with legal counsel. The 
compliance risk arises when founders issue SAFEs informally — without legal advice, to investors 
whose accredited status has not been confirmed, or in jurisdictions where they have not confirmed 
which exemption applies. A SAFE issued without a qualifying exemption is an unlawfully 
distributed security, which creates rescission rights for the investor and potential regulatory 
consequences for the issuer. For founders operating in the Waterloo Region ecosystem, where seed-
stage capital is frequently sourced through organized angel networks such as GTAN whose 
members are generally accredited, this risk is manageable with basic legal hygiene. It is not, 
however, a risk that can be ignored on the assumption that the simplicity of the SAFE instrument 
implies simplicity of its regulatory treatment. 

The key analytical distinction between the two instruments is their balance sheet treatment and 
their consequences in a distressed scenario: a convertible note creates a debt obligation which must 
be satisfied before equity in a liquidation, while a SAFE does not.  
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4.5 Dilution and the Cap Table 
Dilution is the reduction in an existing shareholder's percentage ownership caused by the issuance 
of new shares. Every financing round dilutes existing shareholders. The cap table — the 
capitalization table which tracks every issued security, its holder, and its percentage of the 
company — is the document which makes dilution legible. Exhibit 5 provides an illustrative cap 
table evolution from founding through an exit, demonstrating how each financing event affects 
relative ownership.9 

4.6 The Option Pool Shuffle 
One of the less visible dilution mechanics embedded in Exhibit 5 is the timing of option pool 
creation relative to each financing round. In the exhibit, the option pool appears as a discrete event 
between the seed round and the Series A. In practice, institutional investors typically require the 
option pool to be established — or topped up to a specified percentage — before the financing 
round closes, not after. This sequencing has a consequence that is easy to miss in a term sheet but 
significant in its effect on founder economics. 

When the option pool is created pre-money — that is, carved out of the existing share count before 
new shares are issued — its dilutive effect falls entirely on the pre-existing shareholders, primarily 
the founders. The new investor's ownership percentage is calculated on the post-option-pool, pre-
investment share count, so the investor does not bear any of the option pool dilution. When the 
option pool is created post-money, by contrast, the dilution is shared proportionally among all 
shareholders including the new investor. 

To make this concrete: if a company has 2,500,000 shares outstanding before a Series A and the 
investor requires a 10% option pool pre-money, the pool is sized at approximately 277,778 new 
shares, bringing the pre-money total to 2,777,778 shares. The investor's price per share and 
ownership percentage are then calculated on the larger base. Founders, who held 100% of the pre-
pool shares, now hold a smaller percentage before the round has even closed. Had the pool been 
created post-money, the same economic cost would have been shared across all post-round 
shareholders. 

This mechanism — known in practice as the option pool shuffle — means that a term sheet's 
headline pre-money valuation overstates the effective price the investor is paying for their shares, 
because the founders have already absorbed the option pool dilution on the investor's behalf. 
Founders who evaluate term sheets solely on the stated valuation without modeling the pre-money 
pool requirement will systematically underestimate the true cost of the financing. The analytical 
correction is straightforward: the effective pre-money valuation is the stated valuation less the 
dollar value of the option pool expansion required as a condition of the round. 

  

 
9Wiltbank, R. and Boeker, W. (2007). Returns to Angel Investors in Groups. Ewing Marion Kauffman Foundation. The study surveyed 539 angel 
investors across 86 angel groups, covering 3,097 investments of which 1,137 had exited. Of the exited investments, approximately 52% returned 
less than invested capital, while roughly 7% returned 10x or more — a return distribution consistent with the power-law structure described in 
Section 2. 
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Exhibit 5 
Illustrative Cap Table Evolution: From Founding Through Exit 

Event Founder 
Common 
Shares 

Investor 
Preferred 
Shares 

Employee 
Options 
(Reserved) 

Notes 

Founding 2,000,000 0 0 Founders hold 100%. No 
outside capital. 

Seed Round — Angel 
Preferred ($500K at $2M 
pre-money valuation) 

2,000,000 500,000 0 500,000 new preferred 
shares issued. Founders 
diluted to 80%. 

Option Pool Creation 
(10%) 

2,000,000 500,000 277,778 New common shares 
reserved for employees. 
Founders diluted to 
~72%. 

Series A — VC Preferred 
($3M at $9M pre-money 
valuation) 

2,000,000 500,000 + 
925,926 

277,778 925,926 new VC 
preferred shares at $3.24 
each. Founders diluted to 
~53%. 

Exit — Acquisition at 
$30M 

2,000,000 ~1,425,926 277,778 Preferred holders receive 
liquidation preferences 
first. Remainder 
distributed pro-rata. 
Founders receive 
approximately $14–16M 
depending on preference 
structure. 

Note: Share counts are illustrative only. Actual dilution depends on option pool size, anti-dilution provisions, 
participation rights, and dividend accumulation. The key insight is that dilution is unavoidable — the objective is to 
ensure each round creates enough value that founders are better off in absolute terms despite reduced percentage 
ownership. Source: Authors' hypothetical illustration. 

A Worked Exit Waterfall 

Exhibit 5 shows that founders receive approximately $14–16 million in a $30 million acquisition, 
depending on the preference structure. The following calculation makes the mechanics explicit, 
using the share counts from the exhibit. 

At exit, the preferred shareholders hold two tranches: seed angels with 500,000 shares issued at 
$1.00 per share ($500,000 invested), and Series A VC with 925,926 shares issued at $3.24 per 
share ($3,000,000 invested). Their combined liquidation preference is $3,500,000. Under a non-
participating preferred structure, this preference is satisfied first from the $30,000,000 in proceeds, 
leaving $26,500,000 for distribution to all shareholders on an as-converted basis. 
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Total shares outstanding on an as-converted basis are approximately 3,703,704: 2,000,000 founder 
common shares, 1,425,926 preferred shares converting to common, and 277,778 option pool shares 
assuming full vesting. The founders' residual claim is 2,000,000 ÷ 3,703,704 = 54.0% of 
$26,500,000, or approximately $14,300,000. Under the non-participating structure, preferred 
holders do not share in the residual beyond their preference; founder proceeds are therefore 
approximately $14.3 million. 

Under a participating preferred structure, the preferred holders first recover their $3,500,000 
liquidation preference and then participate pro-rata in the remaining $26,500,000 alongside 
common shareholders. The effect is to reduce the residual available to founders, since preferred 
holders are now claiming from both pools rather than one. The magnitude of this reduction depends 
on the participation cap, if any — uncapped participating preferred is the structure most adverse 
to founders and the one they should negotiate hardest against. 

This is why the headline acquisition price is an incomplete description of founder economics. A 
$30 million exit with non-participating preferred and a modest preference stack produces a 
materially different outcome than a $30 million exit with uncapped participating preferred and 
multiple tranches of accrued dividends. Reading the capital stack — not just the sale price — is 
the analytical task. 

The critical insight from Exhibit 5 is dilution is not inherently harmful to founders. If each 
financing round creates more value than it costs in diluted ownership — that is, if a 20% dilution 
from a Series A which funds revenue growth from $500,000 to $5,000,000 per year leaves the 
founder with a smaller percentage of a much larger enterprise — then the founder is better off in 
absolute terms. The danger is not dilution per se, but dilution without corresponding value creation: 
accepting capital at inadequate terms, raising more than is needed and deploying it inefficiently, 
or failing to achieve the milestones which would justify the next round at a higher valuation. 

4.7 The Stack as an Analytical Tool 
For any analyst evaluating an early-stage company — whether as an investor, an advisor, or a 
prospective acquirer — the capital stack provides a powerful analytical lens. Once you understand 
the stack, you can ask a series of questions about any financing situation: 

At what stage of the lifecycle is this company, and what risk is it currently trying to reduce? 

What instrument is appropriate for this stage, and what terms should an investor expect to 
see? 

How much dilution will the founders accept, and at what valuation does this imply the 
current round must be priced? 

What is the exit scenario which makes this investment attractive, and what does the stack 
structure imply about how exit proceeds will be distributed? 

These questions connect the capital stack framework to the practical work of evaluating a real 
company — specifically, the valuation and financing analysis any early-stage investment requires. 
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5.0 CONCLUSION 
This technical note has argued information asymmetry is not merely one feature of early-stage 
finance — it is the structural foundation from which everything else follows. The staging of capital, 
the unavailability of conventional financing, the existence of the Valley of Death, the dominance 
of preferred equity, and the design of every major deal term are all expressions of the same 
underlying condition: founders know far more about their companies than any outside investor can 
verify. 

The information asymmetry framework does the same analytical work regardless of which side of 
the table you occupy. For investors, it reframes deal terms from negotiating positions to functional 
solutions — each clause addresses a specific information gap and understanding that gap is the 
basis for evaluating whether the terms are appropriate. For founders, it converts the financing 
problem into an evidence problem: the path to capital is the path to closing the specific information 
gap that the target investor cares about most. For analysts, it provides a diagnostic structure — a 
company struggling to raise capital has, in this framework, a specific and identifiable deficit in the 
evidence its prospective investors require. Locating that deficit, and assessing the company's 
capacity to close it, is the analytical task that bridges the theory of this note and the practice of 
entrepreneurial finance. 

The following note in this series — The Investor's Perspective: Angels, Risk, and the Deal Flow 
Ecosystem — shifts from the company's point of view to the investor's, examining how angel 
investors evaluate deals, construct portfolios, and organize themselves into networks to solve the 
information asymmetry problem from their side of the table. 
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ENTREPRENEURIAL FINANCE TECHNICAL NOTE SERIES 
PART 2:  THE INVESTOR'S PERSPECTIVE: ANGELS, RISK, AND THE 
DEAL FLOW ECOSYSTEM 
Bruce Everitt 
 
 

Overview 

The previous note in this series — The Entrepreneurial Finance Lifecycle, the Financing Gap, and 
the Capital Stack — established why early-stage companies face structural barriers to conventional 
financing, and how the capital stack is designed to bridge those barriers. This note shifts 
perspective from the company to the investor. 

Understanding the investor's perspective is essential for founders, analysts, and anyone who will 
work with early-stage capital — not only those pursuing careers in venture capital or angel 
investing. The structural features of every early-stage deal — the terms, the valuation, the 
instrument chosen, the information demanded before capital is committed — reflect the investor's 
constraints and objectives as much as they reflect the company's needs. A founder who does not 
understand how an angel investor thinks is negotiating at a fundamental disadvantage. 

Section 1 develops a profile of the angel investor — who they are, where they come from, and 
why they invest despite failure rates that would deter most participants in any other asset class. 
Section 2 presents the mathematics of angel investing, deriving the return multiples required by 
portfolio economics and explaining why those multiples are a structural necessity, not a product 
of investor greed. Section 3 examines how angels evaluate individual investment opportunities, 
connecting deal evaluation criteria to the information asymmetry framework established in the 
preceding note. Section 4 describes the deal flow ecosystem — the networks, accelerators, and 
institutions through which capital finds companies and companies find capital.  

1.0 THE ANGEL INVESTOR: PROFILE AND MOTIVATION 

1.1 Defining the Angel Investor 
An angel investor is a high-net-worth individual who provides capital to early-stage companies, 
typically in exchange for equity or convertible instruments, investing personal rather than 
institutional funds. Equity investments give the angel a direct ownership stake in the company at 
the time of investment. Convertible instruments — most commonly a convertible note or a Simple 
Agreement for Future Equity (SAFE) — provide capital immediately but defer the pricing of that 
ownership stake to a later financing round, when a lead institutional investor establishes a 
valuation. Both structures are examined in detail in the term sheet note later in this series; the 
instrument chosen reflects the degree of valuation uncertainty at the time of the deal.  

In Canada, angel investors are defined operationally by their status as accredited investors under 
National Instrument 45-106 — generally individuals with net financial assets exceeding 
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$1,000,000, or individual income exceeding $200,000 in each of the two most recent years, or 
combined income with a spouse exceeding $300,000 in each of those years. The full statutory 
definition includes additional categories; the thresholds above capture the criteria most commonly 
applicable to individual angel investors.1 This regulatory threshold reflects the policy rationale that 
investors in unregistered securities should have the financial capacity to absorb losses without 
suffering material hardship. 

The term "angel" originated in Broadway theatre, where wealthy individuals provided the capital 
required to fund productions that could not attract institutional financing. Early-stage companies, 
like theatrical productions, involve high uncertainty, long lead times to revenue, and outcomes that 
are difficult to assess before the curtain rises. Angel investors are willing to take that bet because 
they bring something conventional financial analysis cannot provide — direct experience with the 
domain in question, the pattern recognition that comes from having navigated similar uncertainty 
themselves, and the tolerance for ambiguity that characterizes successful early-stage investors. 

1.2 The Scale of Angel Investing 
Angel investing is, measured by volume of capital deployed at the seed stage, the dominant source 
of early-stage equity financing in North America. In the United States, the Center for Venture 
Research estimated over 400,000 active angel investors in 2023, deploying approximately $18.6 
billion — a figure that, in most recent years, has exceeded the total capital committed by the formal 
venture capital industry at the seed stage.2 In Canada, estimates suggest 20,000–50,000 active 
angels, with concentrations in the Toronto, Vancouver, Calgary, and Waterloo Region ecosystems.3 

Students who think of venture capital as the primary source of startup financing are working with 
an inaccurate model of the capital landscape. Most companies that raise outside capital at the seed 
stage raise it from angels, not from VC funds. Understanding angel behavior — how angels think, 
what they look for, and how they construct portfolios — is understanding the behavior of the 
primary capital source for early-stage companies. 

1.3 Where Angels Come From 
The population of active angel investors is not demographically uniform. Most angels share a 
common origin story, and that shared origin has important analytical implications. 

The largest cohort of active angels is former entrepreneurs who have experienced a liquidity event 
— typically the sale of a company they founded or co-founded — and who wish to remain 
connected to the startup ecosystem. These angels bring specific domain expertise, a network of 

 
1National Instrument 45-106 Prospectus Exemptions, s. 1.1, Canadian Securities Administrators. The accredited investor exemption permits 
qualifying individuals to invest in private companies without standard prospectus disclosure. The three individual thresholds cited in the body text 
— net financial assets exceeding $1,000,000 (net of related liabilities), individual net income before taxes exceeding $200,000 in each of the two 
most recent years, or combined spousal net income before taxes exceeding $300,000 on the same basis — capture the criteria most commonly 
applicable to angel investors. NI 45-106 includes additional entity-based categories.  
2Angel Capital Association (ACA). (2023). Angel Funders Report. ACA Research; Sohl, J.E. (2023). 'The Angel Market in 2023: An Inflection 
Point for Women Angels?' Center for Venture Research, University of New Hampshire. Annual estimates from both organizations place active US 
angel investors at approximately 300,000 and total annual deployment in the $25–$30 billion range, though methodologies differ and figures vary 
across survey years. 
3National Angel Capital Organization (NACO). (2023). Canada's Angel Investor Report. NACO Research. The report documents the scale, 
geography, and sectoral focus of organized angel investment in Canada, with particular attention to the Waterloo Region ecosystem.  
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relevant relationships, and direct experience with the entrepreneurial journey they are being asked 
to fund. Their pattern recognition is often the most valuable contribution they make, exceeding in 
importance the capital they provide. 

A second substantial cohort comprises senior executives from large corporations who have 
accumulated capital through compensation and equity programs and who seek active investment 
exposure to sectors adjacent to their professional expertise. A third cohort includes professionals 
— lawyers, accountants, and consultants who serve the startup community — who convert service 
relationships into investment relationships. A smaller cohort includes family wealth managers and 
family offices seeking higher-risk, higher-return alternatives to public markets. 

The common thread across all of these cohorts is that angels are not passive capital. The cheque 
they write is often less valuable to a founder than the network they bring, the customers they can 
introduce, the hires they can facilitate, or the credibility they confer by associating their name with 
the company. The best angel investors understand this and lean into the value-add role deliberately. 

1.4 Why Angels Invest: Beyond Financial Return 
Research on angel investor motivation consistently finds that financial return, while important, is 
rarely the exclusive driver of the investment decision.4 A range of non-financial motivations co-
exist with the return expectation and understanding them matters analytically because they shape 
investment behavior in ways that purely financial models do not capture. 

Intellectual engagement is a frequently cited motivation: angels who have spent careers building 
companies often find the analytical work of early-stage due diligence — mapping a technology, a 
competitive landscape, a team — more engaging than managing a public equity portfolio. 

Mentorship and community are equally important for many investors. Angels who have navigated 
the challenges of building a company often experience a genuine desire to share what they have 
learned with the next generation of founders. Angel networks serve partly as communities of 
practice for this mentorship function — investors with similar experiences sharing insights about 
founders, sectors, and investment approach. 

A founder who understands what motivates a specific angel investor beyond return can construct 
a more compelling pitch. An angel with deep retail industry experience who invests partly for 
intellectual engagement is more likely to be activated by a pitch that presents a complex, novel 
retail problem than by one that leads with financial projections. 

Exhibit 1 provides a structured comparison between angel investors and venture capitalists along 
eight key dimensions. The comparison is designed to clarify that these two investor types are not 
simply scaled versions of one another — they have fundamentally different structures, constraints, 
and behavioral profiles. 

 
 

4Sudek, R. (2006). 'Angel Investment Criteria.' Journal of Small Business Strategy, 17(2), 89–103. Sudek's survey of 73 angel investors found that 
trustworthiness of the entrepreneur was the most heavily weighted investment criterion, followed by quality of the management team and the 
entrepreneur's passion — confirming the primacy of team-related factors in angel investment decisions. 
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Exhibit 1 
Angel Investors versus Venture Capitalists: A Structural Comparison 

Dimension Angel Investors Venture Capitalists 

Source of Capital Personal capital; angels bear personal losses 
on failures 

Institutional LP capital (pension funds, 
endowments, family offices); GPs manage 
other people's money 

Decision-Making 
Process 

Independent or through networks; no 
formal investment committee required; can 
move quickly and decisively 

Subject to fund mandate, LP expectations, 
and investment committee approval; 
process typically takes weeks to months 

Return 
Requirements 

Mix of financial and non-financial 
motivations; return hurdles are self-set and 
vary widely by individual 

Strict return targets: typically 3× net fund 
return / 20%+ IRR after the 2-and-20 fee 
structure (2% management fee, 20% carried 
interest), which materially raises the gross 
return threshold the portfolio must clear 

Time Horizon and 
Liquidity 

More flexible; some angels are patient 
capital with no institutional deadline for 
distributions 

Fund life typically 10 years; managers must 
return capital to LPs within that window, 
creating pressure for liquidity events 

Ownership and 
Control 

Typically take smaller stakes (5–20%); 
board seats taken selectively; less emphasis 
on control provisions 

Typically seek larger stakes and board 
control; covenant packages more extensive; 
drag-along and co-sale rights standard 

Regulatory Status Accredited investors under NI 45-106 
(Canada) or Reg D (US); invest under 
prospectus exemptions 

Registered as portfolio managers or exempt 
market dealers in Canada; subject to 
securities regulation at the fund level 

Value Beyond 
Capital 

Domain expertise, founder networks, 
operational mentorship, introductions to 
customers and co-investors 

Institutional networks, follow-on capital, 
LP relationships, portfolio company 
introductions 

Stage Focus Pre-seed through Series A; primary capital 
source at seed stage 

Typically Series A and beyond; some seed-
stage micro-VCs operate at earlier stages* 

Note: This comparison reflects typical characteristics. Significant variation exists within each category. Some angel 
investors behave more like institutional investors; some micro-VCs operate more like organized angel syndicates. 
Sources: Kerr, W.R., Lerner, J., and Schoar, A. (2014); Sudek, R. (2006); Wiltbank, R. and Boeker, W. (2007). 

* Drag-along rights require minority shareholders to approve a sale of the company supported by a majority of 
shareholders, preventing a small minority from blocking an exit. Co-sale rights (also called tag-along rights) allow 
minority shareholders to participate in a controlling shareholder's exit on the same terms, ensuring they are not left 
behind when a majority investor sells. Both provisions are standard in institutional venture deals and are examined in 
detail in the term sheet note later in this series. 
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2.0 THE MATHEMATICS OF ANGEL INVESTING 

2.1 The Uncomfortable Starting Point 
The empirical record on startup outcomes is sobering and should be confronted directly. According 
to Wiltbank and Boeker's large-scale study of angel investment returns, approximately 52% of 
angel investments return less than the invested capital, and roughly 7% of investments generate 
returns of 10× or more.5 The majority of angel investments produce either a total loss or a partial 
return of capital. 

This is not a reason to avoid the asset class — it is an empirical input to a portfolio construction 
problem. The question is not whether individual investments will fail — many will — but whether 
a thoughtfully constructed portfolio can produce a risk-adjusted return that justifies the illiquidity 
and complexity involved. 

2.2 The Power Law Distribution of Returns 
Angel investment returns do not follow a normal distribution. In a normally distributed return 
environment, outcomes cluster around an average and the portfolio return is well-approximated by 
that average. Angel returns follow a power law distribution — one in which a small number of 
extreme outcomes account for the vast majority of total value, while most outcomes are modest or 
zero. In practical terms: most investments return little or nothing, a small number return modest 
multiples, and a tiny number return extremely large multiples that dominate the portfolio's 
aggregate performance.6 

The practical consequence of a power law distribution is that average return calculations are 
analytically misleading. An angel who has made ten investments, nine of which returned zero and 
one of which returned 30×, has an "average" return of 3× — but that average is generated by a 
single investment and tells the investor almost nothing useful about what to expect from any 
individual future investment. 

What matters in a power law return environment is the distribution — specifically, the shape of 
the tail. An investor whose portfolio contains no investments capable of generating large multiples 
has no prospect of a positive portfolio-level return, regardless of how carefully the remainder of 
the portfolio is constructed. This is the structural basis for the angel investor's obsession with 
"home runs" — companies capable of generating 20×, 30×, or more on invested capital. 

Exhibit 2 presents the empirically grounded outcome distribution that underlies the portfolio math 
developed below. 

 

 
5Wiltbank, R. and Boeker, W. (2007). 'Returns to Angel Investors in Groups.' Ewing Marion Kauffman Foundation. This large-scale study of 539 
angel investors with 1,137 exits found that approximately 52% of investments returned less than invested capital, while roughly 7% returned 10× 
or more, generating the majority of total portfolio value. 
6Mason, C.M. and Harrison, R.T. (2002). 'Is It Worth It? The Rates of Return from Informal Venture Capital Investments.' Journal of Business 
Venturing, 17(3), 211–236. Mason and Harrison document the power-law distribution of angel returns and the disproportionate impact of high-
multiple outcomes on portfolio-level performance — the foundational empirical basis for the portfolio math argument presented in this note. 
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Exhibit 2 
Illustrative Angel Investment Outcome Distribution: The Power Law in Practice 

Outcome Category Probability Return Multiple Dollar Return 
(per $50K 
invested) 

Contribution to 
Portfolio 

Total loss — investment 
returns $0 

50% 0× $0 $0 

Return of capital only 20% 1× $50,000 $50,000 

Modest return 15% 2–3× $100,000–
$150,000 

$15,000–$22,500 
(weighted) 

Strong return 10% 5–10× $250,000–
$500,000 

$25,000–$50,000 
(weighted) 

Home run 5% 20–30× $1,000,000–
$1,500,000 

$50,000–$75,000 
(weighted) 

Note: Probabilities and return multiples are illustrative, based on the empirical distribution reported in Wiltbank, R. 
and Boeker, W. (2007) and Kauffman Foundation (2007). Actual outcomes vary significantly by sector, geography, 
and investor selection skill. The critical analytical insight is the concentration of total portfolio value in a small 
number of high-multiple outcomes. 

2.3 The Portfolio Math: Why Scale Matters 
The first analytical consequence of the power law distribution is that portfolio size matters 
enormously. An investor who makes only two or three angel investments is not diversifying — the 
probability that either investment falls into the home run category is too low to produce a reliable 
portfolio return. The math only begins to work at ten investments or more and works best at twenty 
or above. 

Consider the arithmetic. Assume an angel makes investments of $50,000 each, with the outcome 
distribution from Exhibit 2 (50% return zero, 20% return 1×, 15% return 2–3×, 10% return 5–10×, 
5% return 20–30×). With five investments, the probability of having a single 20×+ outcome is 
approximately 23% — low enough that most small portfolios will fail to generate any home run at 
all. With twenty investments, that probability rises to 64%, and with thirty investments to 78%. 
Portfolio construction at scale is not optional for angel investors who take the mathematics 
seriously. 

2.4 Why Angels Need Home Runs: The Arithmetic 
Exhibit 3 demonstrates why the portfolio math requires home run potential, and why angels ask 
the question every founder finds uncomfortable: how big could this get? The exhibit computes 
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portfolio returns under four scenarios, holding the number of investments and the outcome 
distribution constant while varying only the multiple generated by the single best investment.7 

 
Exhibit 3 
Portfolio Return Sensitivity to Home Run Multiple: Why Angels Need Large Winners 

Scenario # Investments $ Per Deal Total 
Deployed 

Portfolio Math 
(illustrative) 

Portfolio Return 

Scenario A — No 
Home Run 

20 $50K $1,000K 10 × $0 + 6 × $50K 
+ 3 × $150K + 1 × 
$250K = $1,000K 

1.0× (0% IRR — 
capital returned 
only) 

Scenario B — 
Modest Home 
Run (10×) 

20 $50K $1,000K 10 × $0 + 6 × $50K 
+ 3 × $150K + 1 × 
$500K = $1,250K 

1.25× (~3% IRR 
over 7 years — 
insufficient) 

Scenario C — 
Strong Home 
Run (20×) 

20 $50K $1,000K 10 × $0 + 6 × $50K 
+ 3 × $150K + 1 × 
$1,000K = 
$1,750K 

1.75× (~8% IRR 
— approaching 
acceptable for 
illiquid asset) 

Scenario D — 
Exceptional 
Home Run (30×) 

20 $50K $1,000K 10 × $0 + 6 × $50K 
+ 3 × $150K + 1 × 
$1,500K = 
$2,250K 

2.25× (~12% IRR 
— reasonable 
risk-adjusted 
return) 

Note: All scenarios assume the same 50/30/15/5 outcome distribution (zero/1×/3×/variable) for 19 investments, with 
one exceptional outcome varying across scenarios. Outcome distributions from Wiltbank and Boeker (2007). IRR 
calculations assume a 7-year average holding period to liquidity. The exhibit demonstrates that an angel portfolio's 
aggregate return is almost entirely determined by its best one or two investments. 

The exhibit reveals a crucial insight: without at least one investment generating 20× or more, a 
portfolio of twenty angel investments — even with a reasonably balanced outcome distribution — 
fails to produce a return that justifies the illiquidity and risk of the asset class. The 30× scenario 
generates an approximately 12% IRR over seven years, which represents a reasonable but not 
spectacular risk-adjusted return for an investment that cannot be sold for the duration of the holding 
period. 

This arithmetic explains behavior that founders sometimes find frustrating. When an angel asks 
about the company's addressable market, they are not asking out of abstract intellectual curiosity 
— they are conducting the preliminary filter that tells them whether the exit scenario required by 

 
7IRR calculations assume a seven-year average holding period to liquidity, consistent with median exit timelines documented in Wiltbank and 
Boeker (2007). The scenarios consolidate Exhibit 2's five outcome categories into four for analytical simplicity, combining the 1× and 5–10× return 
categories into a 30% "capital return" and 15% "modest return" tranche respectively. The portfolio math in this exhibit is intended to illustrate the 
structural dependence on home run outcomes; it is not a precise empirical forecast of any particular portfolio's performance. 
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the portfolio math is structurally possible. A company in a $20 million total addressable market 
cannot generate a $100 million exit even if it captures the entire market. It fails the portfolio math 
test before the due diligence conversation begins, regardless of the quality of the team or product. 

2.5 The IRR Problem with Patient Companies 
A related portfolio construction insight concerns the time dimension of returns. The internal rate 
of return formula penalizes slow outcomes severely. Consider: a 5× return achieved in three years 
produces a 71% IRR; the same 5× return achieved in five years produces a 38% IRR; in ten years, 
only 17%. These are dramatically different financial outcomes even though the multiple is 
identical. 

This mathematics explains why angels — and venture capitalists even more forcefully — push 
portfolio companies for aggressive growth plans. It is not primarily a reflection of impatience or 
short-termism; it is a reflection of the time value of money operating in a power law return 
environment. An investment in a company that will successfully exit in twelve years at 10× 
produces a much less attractive portfolio contribution than an investment in a comparable company 
that exits in five years at 10×. The urgency of growth targets set by investors has a precise 
mathematical basis. 

The same power law logic explains why angels negotiate pro rata rights as a standard feature of 
their investment terms. A pro rata right — sometimes called a pre-emptive right or a right of first 
refusal on new issuances — gives an existing investor the right to participate in future financing 
rounds in proportion to their current ownership stake, preserving that stake against dilution as new 
capital enters the company. The right has asymmetric value: it is most valuable in the companies 
that are performing well and attracting strong follow-on investors, which are precisely the 
companies where the power law says the portfolio's aggregate return will be generated. An angel 
who holds pro rata rights in a breakout company can maintain meaningful ownership through 
Series A, Series B, and beyond; an angel who does not will be diluted to a negligible position 
before the exit that their portfolio math depends on. Pro rata rights are examined in detail in the 
term sheet note; the concept is introduced here because it connects directly to the portfolio 
construction logic developed above. 
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3.0 HOW ANGELS EVALUATE DEALS 

3.1 The Hierarchy of Investment Criteria 
Research into angel investor decision-making is unusually consistent in its findings: team quality 
is the dominant investment criterion, and it is not close.8 Market opportunity ranks second. Product 
differentiation ranks third. Financial projections — the elements that tend to dominate corporate 
finance analysis — rank fourth. Exit potential ranks fifth. This hierarchy is not arbitrary, and 
understanding why it exists is essential to understanding how angel capital actually works. 

The primacy of team quality is a direct consequence of information asymmetry. At the seed stage, 
the financial statements are preliminary at best, the market analysis is speculative, and the product 
may still be under development. There is, in most cases, no body of verifiable quantitative data 
from which a rigorous financial analysis can be constructed. What the investor can observe 
directly, however, is the quality of the founding team — their domain expertise, their intellectual 
honesty, their analytical rigor, their resilience, and their coachability. In the absence of financial 
evidence, the team is the investment. 

Exhibit 4 presents the evaluation hierarchy with the analytical content of each criterion and the 
rationale for its weighting. 

 
Exhibit 4 
The Angel Deal Evaluation Hierarchy: Criteria, Content, and Rationale 

Priority Criterion What Angels Assess Why This Criterion Matters 

1 Founding Team Quality, completeness, domain 
expertise, coachability, demonstrated 
resilience, and personal commitment 
(skin in the game) 

At the seed stage, financial proof is 
largely unavailable. The team is the 
primary observable signal — and the 
primary analytical basis for the 
investment decision. See body text 
above. 

2 Market 
Opportunity 

Addressable market size (typically 
$500M+ for institutional interest), 
growth trajectory, timing, and degree 
to which the market is underserved 
by existing solutions 

Market size sets the ceiling on exit 
value. A company whose total 
addressable market cannot support 
an exit at the multiple required by 
portfolio math fails the investment 
filter before due diligence begins. 
See the portfolio math discussion in 
Section 2. 

 
8Sudek (2006), supra note 4. Confirmed at larger scale by Kerr, W.R., Lerner, J., and Schoar, A. (2014). 'The Consequences of Entrepreneurial 
Finance: Evidence from Angel Financings.' The Review of Financial Studies, 27(1), 20–55. Using a regression discontinuity design based on angel 
group voting patterns, Kerr et al. find that angel-funded ventures experience significantly higher rates of survival and growth, and attribute the 
effect primarily to the quality of investor selection rather than post-investment value-add — consistent with the team-quality primacy documented 
by Sudek. 
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Priority Criterion What Angels Assess Why This Criterion Matters 

3 Product / Service Differentiation from existing 
alternatives, defensibility against 
replication, sources of competitive 
advantage (IP, network effects, 
switching costs, regulatory barriers, 
brand trust) 

Angels assess both the product's 
current differentiation and the 
durability of that advantage over the 
investment horizon (typically 5–10 
years). 

4 Financial Model Internal consistency of projections, 
explicit and defensible assumptions, 
plausible unit economics (CAC, 
LTV, gross margin), clear 
identification of what drives revenue 

Angels do not believe early-stage 
financial projections are accurate — 
they test them as an assessment of 
the founder's understanding of their 
own business. 

5 Exit Opportunity Identifiable potential acquirers, 
realistic exit valuation scenario, 
precedent transactions in the sector, 
plausibility of IPO path for 
companies in that sector 

Portfolio math requires an exit. 
Angels ask: who are the five most 
likely buyers, and what would they 
pay? A company with no identifiable 
exit path is uninvestable regardless 
of its other merits. 

Note: Priority ranking based on empirical research into angel investor decision-making by Sudek (2006), Mason and 
Harrison (2002), and Kerr, Lerner, and Schoar (2014). Individual angels weight criteria differently; team quality 
consistently ranks first across all major studies. The hierarchy is descriptive of typical practice and is not a mechanical 
formula. 

 

3.2 Evaluating the Team: The Most Important Criterion in Detail 
Because team quality is the primary investment criterion and because it is the most subjective of 
the five, it warrants more detailed treatment than the other criteria. Angels have developed a set of 
consistent heuristics for evaluating founding teams, and those heuristics are analytically tractable 
even if they cannot be reduced to a formula. 

Domain expertise is the most verifiable dimension of team quality — and it matters for two related 
reasons. A founder who has worked in the industry they are addressing is more likely to have 
calibrated the business model to how the market actually operates. That same direct experience 
provides a credibility signal to customers, co-investors, and employees deciding whether to 
associate with the company. 

Coachability is subtler but equally important. Early-stage companies almost always need to adjust 
their business model in response to market feedback — a phenomenon called "pivoting." A founder 
who cannot take advice, who is too attached to their original vision to respond to evidence, is a 
risk factor regardless of how good their initial thesis is. Angels look for founders who are genuinely 
curious and who have demonstrated the capacity to change their minds in response to new 
information. 
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Team completeness addresses whether the founding team collectively possesses the skills required 
to build the product and sell it. A technical co-founder who can build the product but has no 
commercial instinct, unaccompanied by a commercial co-founder, is a gap that angels weigh 
heavily. Conversely, a founder with strong commercial skills but no technical capability in a 
technology-dependent business represents a comparable gap. Angels assess not just whether the 
team is strong, but whether it is complete. 

Skin in the game — the degree to which founders have committed personal resources to the venture 
— is a reliable signal of commitment and confidence. An angel who is being asked to risk $100,000 
will reasonably ask whether the founders have risked something proportionate to their own means. 
The signal is not about the absolute amount of money committed but about the sacrifice it 
represents. A founder who has left a high-paying job, declined to take a market salary, and invested 
personal savings is demonstrating conviction that no pitch deck can replicate. 

3.3 Market Opportunity: The Ceiling on Exit Value 
Market size is not an academic exercise for angel investors. It is a practical filter applied at the 
beginning of the evaluation process. The question the angel is asking is simple: even if everything 
goes right, how big can this get? If the ceiling imposed by the total addressable market is too low 
to support an exit at the multiple required by portfolio math, the investment cannot work regardless 
of other merits. 

The addressable market question also has a timing dimension. A company can be correct about a 
problem's existence and correct about a solution's viability while being wrong about whether the 
infrastructure, regulatory environment, or consumer behaviour required to support the solution 
currently exists. The investor's filter must assess not just the eventual market size but whether the 
market will be large enough to support an exit within the investment horizon — typically five to 
ten years. 

3.4 Financial Projections: Testing the Model, Not the Numbers 
Experienced angel investors do not approach early-stage financial projections as forecasts to be 
evaluated on the likelihood of their accuracy. They approach them as tests of the founder's 
understanding of their own business. The questions an angel asks when reviewing projections are 
not "do I believe these numbers?" — they do not — but rather: Does the founder understand their 
unit economics? Are the assumptions explicit, internally consistent, and logically connected to the 
business model? Can the founder explain what specific actions or market conditions would drive 
each line of revenue? 

The most common analytical failure in early-stage financial projections is the "hockey stick" — 
projections that show flat or declining performance in the near term followed by a sharp inflection 
to aggressive growth, without a specific and credible explanation of what causes the inflection. 
Experienced investors universally view hockey stick projections with skepticism, not because 
growth is implausible but because the inflection point is rarely tied to anything the company 
controls or can credibly predict. 

The analytical work required to produce a credible revenue forecast for an early-stage company 
— market sizing from the bottom up, competitive analysis, sales funnel construction, unit 
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economics calculation — is precisely the discipline that separates investors who can challenge a 
founder's assumptions from those who cannot. The discipline of building a defensible forecast is 
itself a demonstration of the analytical capability that investors are looking for in a founding team. 

3.5 Valuation at the Seed Stage 
Valuing a company that has no revenue, no operating history, and no comparably traded security 
is, by definition, an exercise in estimation rather than calculation. The methods used in practice 
reflect this reality.9 

The most widely used angel-stage valuation method is the scorecard method, developed by 
experienced angel investor Bill Payne.10 The scorecard method establishes a regional average pre-
money valuation for seed-stage companies in the relevant sector and then adjusts that average up 
or down based on a structured assessment of the company against seven criteria: team quality 
(weighted at 30%), market opportunity (25%), product or technology (15%), competitive 
environment (10%), marketing and sales channels (10%), need for additional financing (5%), and 
other factors (5%). The result is a defensible starting point for valuation negotiation, not a precise 
calculation. 

The venture capital method, developed for institutional investors, approaches valuation from the 
exit. The investor estimates the company's value at the anticipated exit date, discounts that value 
back to the present at the required return rate and computes the ownership stake required at the 
current investment to generate that return. The method has the virtue of making the investor's 
return logic explicit — but it rests on a chain of assumptions about exit timing, exit multiple, and 
the dilution that will occur in subsequent financing rounds, all of which are highly uncertain at the 
seed stage. 

In practice, seed-stage valuations are negotiated rather than calculated. The "right" valuation is the 
one that is high enough to attract high-quality founders — who have alternative options and will 
walk away from terms they perceive as exploitative — and low enough to give investors the 
ownership stake required by their portfolio math. The tension between these constraints is the 
dynamic that every seed-stage negotiation navigates. 

 

 
9Metrick, A. and Yasuda, A. (2011). Venture Capital and the Finance of Innovation, 2nd ed. John Wiley & Sons, Ch. 9. Metrick and Yasuda provide 
the standard textbook treatment of the venture capital method — working backwards from an estimated exit value to determine the ownership stake 
required at entry to meet the investor's target return. The fund-level economics and governance structures that drive those return targets are 
documented in Sahlman, W.A. (1990). 'The Structure and Governance of Venture Capital Organizations.' Journal of Financial Economics, 27(2), 
473–521. 
10Payne, B. (2011). 'Scorecard Valuation Methodology: Establishing the Valuation of Pre-Revenue, Start-Up Companies.' Available at: 
www.angelcapitalassociation.org. The scorecard method — developed by Bill Payne, a highly experienced angel investor — adjusts a regional 
average pre-money valuation based on weighted assessments of team quality (30%), market opportunity (25%), product/technology (15%), 
competitive environment (10%), marketing/sales channels (10%), need for additional financing rounds (5%), and other factors (5%). 
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4.0 ANGEL NETWORKS, ACCELERATORS, AND THE DEAL FLOW 
ECOSYSTEM 

4.1 The Deal Flow Problem 
Active angel investors consistently cite deal flow quality — specifically, the difficulty of finding 
high-quality investment opportunities — as their primary operational challenge. The difficulty 
reflects the information asymmetry problem operating from the investor's perspective: if angels 
cannot identify and access high-quality companies before those companies close their rounds or 
attract competing investors, portfolio construction becomes difficult regardless of the investor's 
analytical capabilities.11 

The quality gradient in deal sourcing is significant and well-documented. Investments that arrive 
through trusted referrals — from other angels, from operators the investor knows, from advisors 
with credibility in the relevant sector — consistently outperform investments sourced through cold 
channels such as online pitch platforms or unsolicited approaches. This is itself a consequence of 
information asymmetry: people refer deals they believe in, and their willingness to put their 
reputation behind a company is itself a quality signal that the investor can rely on. 

The structural response to the deal flow problem is angel network formation: organized groups of 
angels who pool their sourcing reach, share due diligence, and co-invest in selected opportunities. 
The network addresses both the quantity problem (providing access to more deal flow than any 
individual angel could source) and the quality problem (applying a collective screening process 
that filters out the lowest-quality opportunities before they consume individual members' 
attention). 

4.2 Angel Networks: Structure and Functions 
Angel networks vary considerably in their structure, geographic focus, and sectoral emphasis. 
Some are informal groups of investors who meet periodically to share deal flow and occasionally 
co-invest. Others are formally organized with staff, screening committees, dedicated due diligence 
processes, and established syndication procedures. All serve the same core function: aggregating 
deal flow and reducing the information costs of early-stage investment.12 

Exhibit 5 maps the six principal functions that organized angel networks serve. The exhibit is 
intended to demonstrate that networks are not simply deal aggregators — they perform a range of 
functions that, taken together, address multiple dimensions of the information asymmetry problem. 

  

 
11Gompers, P. and Lerner, J. (2004). The Venture Capital Cycle, 2nd ed. MIT Press. Gompers and Lerner document deal sourcing practices across 
institutional early-stage investors; the referral quality premium they identify applies with equal force to organized angel networks. 
12National Angel Capital Organization (NACO). (2023). Canada's Angel Investor Report. NACO Research; Mason, C.M. and Harrison, R.T. (2002). 
'Is It Worth It? The Rates of Return from Informal Venture Capital Investments.' Journal of Business Venturing, 17(3), 211–236. 
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Exhibit 5 
Angel Network Functions: What Networks Do and Why It Matters 

Function Description Why It Matters 

Deal Aggregation and 
Sourcing 

Pools deal flow from across the 
network's geographic and sectoral reach; 
provides member investors access to 
opportunities they would not encounter 
independently 

Addresses the scarcity of high-quality 
deal flow — consistently cited as the 
primary challenge by active angel 
investors 

Pre-Screening and 
Quality Filtering 

Most networks conduct preliminary due 
diligence before companies are invited 
to pitch; companies appearing at a 
network meeting have cleared an initial 
quality bar 

Reduces the information asymmetry 
problem by providing a credible third-
party signal about company quality 
before individual angels commit due 
diligence resources 

Distributed Due 
Diligence 

Due diligence can be divided among 
network members with relevant 
expertise — a network with members 
who are former healthcare executives, 
technologists, and finance professionals 
can cover multiple dimensions 
simultaneously 

Enables higher-quality due diligence 
than any individual angel could conduct; 
reduces time and cost per investment 
while improving decision quality 

Syndication 
Infrastructure 

Facilitates co-investment through a lead 
investor structure; the lead negotiates 
terms and anchors the round, with 
follow-on investors participating on the 
same terms 

Enables participation in rounds 
exceeding individual comfort levels; 
concentrates negotiation and governance 
in the lead, reducing coordination costs 

Education and Skill 
Development 

Provides programming for newer and 
less experienced angel investors; 
networks like NACO run training 
programs specifically for early-stage 
investment evaluation 

Improves the overall quality of the angel 
investment ecosystem; reduces the 
information asymmetry problem from 
the investor side by building better 
analytical skills 

Policy Representation National networks (NACO in Canada, 
ACA in the United States) represent the 
angel community in regulatory and 
policy conversations 

Ensures that regulatory changes — such 
as accredited investor definitions and 
crowdfunding exemptions — reflect the 
realities of early-stage investing 

Note: Source: National Angel Capital Organization (NACO). (2023). Canada's Angel Investor Report. NACO 
Research. Angel Capital Association (ACA). (2023). Angel Funders Report. Mason, C.M. and Harrison, R.T. (2002). 

The Golden Triangle Angel Network (GTAN) performs all of the functions described in Exhibit 5. 
GTAN's monthly pitch meetings aggregate deal flow from across the Waterloo Region and 
southwestern Ontario ecosystem, apply a preliminary quality screen through its application and 
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selection process, and provide the syndication infrastructure through which co-investments are 
organized. Companies that present at GTAN have, by the time they reach the pitch meeting, cleared 
a bar that cold-sourced companies have not.13 

In a syndicated angel round, one investor — typically the most experienced member of the group, 
the largest capital contributor, or the investor with the most relevant domain expertise — assumes 
the role of lead investor. The lead negotiates the term sheet on behalf of the syndicate, conducts or 
coordinates the primary due diligence, and represents the investor group in any ongoing 
governance relationship with the company. Investors who participate on the lead's terms are 
referred to as follow-on or co-investors. The distinction matters analytically: in BU460/660, due 
diligence work will frequently involve identifying who the lead is, what terms were negotiated, 
and whether the lead's continued involvement signals ongoing confidence in the company's 
trajectory. 

4.3 Accelerators: The Pre-Angel Quality Filter 
Accelerators occupy a distinct institutional position in the early-stage ecosystem — one that is 
analytically important and often misunderstood. An accelerator is a time-limited, cohort-based 
program that provides early-stage companies with a combination of small amounts of capital 
(typically $50,000–$150,000 in exchange for 5–10% equity), structured mentorship and 
programming, and access to an investor network that typically culminates in a public 
demonstration event ("Demo Day") at the end of the program.14 

The most important function that top accelerators serve, from the investor's perspective, is not the 
capital they provide but the signal that acceptance into the program represents. A reputable 
accelerator — Y Combinator, Techstars, or the Creative Destruction Lab in the Canadian context 
— evaluates hundreds of companies for each cohort position. Acceptance is a pre-screening signal: 
the accelerator's selection committee has reviewed the company and concluded that it merits the 
program's attention and resources. For investors, that selection reduces the information acquisition 
burden substantially. 

The quality of the signal varies directly with the rigor of the accelerator's selection process. Top 
accelerators accept 1–3% of applicants and apply intensive evaluation criteria. The "YC Effect" 
— the documented tendency for Y Combinator alumni to raise follow-on capital at higher rates 
and valuations than comparable non-YC companies — is a reflection of the strength of that 
signal.15 Programs with less rigorous selection processes produce correspondingly weaker signals. 

 
13Golden Triangle Angel Network (GTAN). www.gtan.com. GTAN operates monthly pitch meetings at Catalyst137 in Kitchener, Ontario. 
Companies presenting at GTAN have completed a written application and preliminary screening by GTAN staff and volunteer members before 
appearing before the investor membership. 
14Hathaway, I. (2016). 'Accelerating Growth: Startup Accelerator Programs in the United States.' Advanced Industries Series, Brookings Institution. 
The capital and equity ranges cited reflect Hathaway's survey of US accelerator programs. The quality-signal function of selective accelerator 
acceptance — particularly the documented tendency for Y Combinator alumni to raise follow-on capital at higher rates and valuations — is 
examined in Cohen, S. and Hochberg, Y.V. (2014). 'Accelerating Startups: The Seed Accelerator Phenomenon.' SSRN Working Paper. 
15The "YC Effect" is documented in Hathaway, I. (2016). 'Accelerating Growth: Startup Accelerator Programs in the United States.' Advanced 
Industries Series, Brookings Institution, and Cohen, S. and Hochberg, Y.V. (2014). 'Accelerating Startups: The Seed Accelerator Phenomenon.' 
SSRN Working Paper. Available at ssrn.com. Both studies attribute the effect primarily to the reputational signal created by selective admission, 
not to the program content itself — consistent with the information asymmetry framework developed throughout this note series. 
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For any analyst conducting due diligence on an early-stage company, a company's accelerator 
history is a relevant analytical input. A company that has completed a credible accelerator program 
has cleared an additional screening bar and, in most cases, has received structured mentorship on 
business model refinement, financial modeling, and investor communication. These are 
capabilities that directly affect the quality of the due diligence information available. 

4.4 The Waterloo Region Ecosystem: A World-Class Context 
The Waterloo Region has produced a disproportionate concentration of Canada's most successful 
technology companies relative to its population — OpenText, BlackBerry, Kik, Vidyard, and 
ApplyBoard are among the most prominent — and hosts an early-stage investing ecosystem that 
is unusual in its density and connectivity.16 

Several institutional pillars sustain this ecosystem. The University of Waterloo's cooperative 
education model produces technically trained graduates who understand the difference between 
theoretical knowledge and practical application, and its Velocity accelerator program is 
consistently ranked among Canada's most productive university startup programs. Wilfrid Laurier 
University's Lazaridis School programs — including the Laurier Startup Fund, one of Canada's 
few student-managed angel investment vehicles — provide structured education in early-stage 
finance and direct engagement with the investing ecosystem. Communitech, an industry-led 
innovation hub, supports over 1,600 companies and provides physical, programmatic, and network 
infrastructure that supports the ecosystem as a whole. 

GTAN sits at the intersection of these institutions, operating monthly pitch meetings at Catalyst137 
in Kitchener that bring together angel investors, company founders, and students in a format that 
is simultaneously educational and operational. Students in the Laurier Startup Fund engage with 
the ecosystem not as observers but as analysts — developing and applying the same frameworks 
that practicing investors use to evaluate the same companies that investing professionals are 
simultaneously considering. 

This institutional context is analytically relevant beyond its local interest. The Waterloo Region 
ecosystem illustrates the general principle that early-stage investing is embedded in geographic 
and institutional infrastructure that shapes deal flow, information quality, and investment 
outcomes. A company that pitches at GTAN has access to a network of mentors, co-investors, and 
potential customers that a comparable company in an ecosystem with weaker institutional 
infrastructure does not. This network advantage is itself a due diligence input — a company's 
ecosystem positioning affects its probability of success. 

 
16Communitech. (2024). Waterloo Region Tech Ecosystem Report. Communitech. The report documents the Waterloo Region's position as Canada's 
most productive technology cluster relative to population, and the role of anchor institutions — University of Waterloo, Wilfrid Laurier University, 
and Communitech itself — in sustaining the ecosystem. 
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5.0 CONNECTING THE TWO PERSPECTIVES: WHERE 
ENTREPRENEURIAL FINANCE LIVES 

5.1 The Deal as an Intersection 
The preceding note established the company's perspective — structural financing barriers and the 
capital stack designed to bridge them. This note has established the investor's perspective — 
portfolio math, deal evaluation, and the ecosystem through which capital reaches companies. 

The early-stage deal is where these two perspectives meet. Every term in a term sheet, every feature 
of the capital stack, can be understood as the company's attempt to minimize the cost of capital, 
the investor's attempt to manage information asymmetry, or — most often — both simultaneously. 

5.2 The Structural Conclusion 
The structural features that characterize early-stage deals — staged financing, preferred equity, 
anti-dilution provisions, vesting schedules, milestone-based tranches, board rights — are not 
adversarial impositions. They are equilibrium outcomes of a market in which the founder possesses 
information the investor cannot fully verify, and the investor's return depends on a small number 
of large outcomes that cannot be predicted in advance. 

A founder who understands this equilibrium negotiates differently — asking what information 
problem each term solves and whether an alternative structure addresses it more efficiently. That 
reframing, from positional negotiation to joint problem-solving, is where both parties reach better 
outcomes. 

5.3 Application to Practice: Integrating Both Perspectives 
The revenue forecast — the foundation of any investment analysis — answers the investor's first 
question: does this company have a credible path to the revenue scale required to support an exit 
at the multiple that portfolio math demands? The financing strategy and valuation analysis that 
follows applies the capital stack framework to determine what instrument is appropriate at the 
current stage, what terms are defensible given the risk profile, and what the present value of the 
company's equity is given the uncertainty that pervades every early-stage estimate. 

Analysts who bring both perspectives to this work will produce qualitatively different conclusions 
than those who bring only one. The company's perspective without the investor's produces a 
forecast untethered to investment reality — a plan that may be internally consistent but that no 
experienced investor would fund on its stated terms. The investor's perspective without the 
company's produces a return analysis detached from operational substance — a valuation that 
cannot be defended against a founder who understands their business better than the analyst does. 
Integrating both perspectives is the analytical discipline that characterizes effective practice in 
entrepreneurial finance. 
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