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A sidecar fund—as the name suggests—is a committed source of capital that “rides” or invests alongside an angel group. Sidecar funds invest in deals that have been vetted by and are being invested in by the angel membership, and while the concept of sidecars isn’t new, the collective experience gained by various angel groups is fresh and worth considering.

Three decision models for angel sidecars have emerged: 

· Funds that invest automatically, based on definitions in the bylaws of the fund (such as a fund connected to Tech Coast Angels)

· Funds that invest based on the judgment and decisions of an independent, professional manager (like funds linked to the Band of Angels and The Angels’ Forum)

· Hybrid funds that invest according to automatic criteria subject to management over-ride (such as a fund established by CommonAngels)

John Kensey, Andrea Sloan Pink, and Ben Barak, three members of the Tech Coast Angels, an angel group that invests in Southern California, established Seraphim Fund I, LLC in 2004. This $2.9 million sidecar fund automatically invests in companies that are funded by Tech Coast Angels members and meet specific criteria. Tech Coast Angels (TCA) has networks located in San Diego, Los Angeles, Orange County, Santa Barbara, and Westlake, Calif.

“We use completely objective criteria rather than subjective decisions to make our investments,” says Barak. When three pre-set conditions are satisfied the Seraphim Fund automatically invests: At least ten TCA angels in good standing must invest in the round; their combined investment must equal $350,000 or more, and an investor in the round must be granted a board seat or board observation rights. 

Barak expects the fund to invest about $130,000 in four to seven deals per year. “You can think of Seraphim Fund I as a diversified, early stage fund,” he says.

CommonAngels in Boston has a $10 million passive sidecar fund, CommonAngels Fund I, LLC, with an automatic, double-test threshold. For the fund to invest, five or more CommonAngels have to vote in favor of a deal and then invest at least an aggregate $250,000. Once these two provisions are met the fund invests.

While the criteria for investing are pre-set, James Geshwiler, managing director of CommonAngels and manager of the fund, does have some management discretion. “On the first round, it’s pretty much an automatic 20 percent,” Geshwiler says, “but on subsequent rounds, as manager of the fund, I can go up to a 50 percent match if I think it’s the right thing to do.”

Geshwiler can also intervene if the fund is in danger of becoming overexposed.  “In early stage private equity, even if you have rigid criteria, there is always stewardship of the money,” he says. “We have a backstop along with the governance.” 

The Halo I Fund, L.P., a $25 million traditional venture capital fund raised in 2000, is associated with The Angels’ Forum in Palo Alto, Calif. Although Halo I is a separate legal entity and operates independently, the fund’s partners are all Forum members, and a quorum of their votes determines how Halo I invests.

“The Angels’ Forum has a broad and robust pipeline of deals,” says Andrew Farquharson, an Angels’ Forum investor and member of Halo’s management team. “The Forum screens deals, performs due diligence, and makes a decision on whether or not to invest. Then they pass the deal on to Halo, and the fund follows a separate evaluation process of its own.”  Farquharson says that most deals that come through The Angels’ Forum receive Halo review, but that only a subset ultimately receive an investment from Halo.

The Band of Angels Venture Fund, L.P., a $50 million venture fund raised in 1999, is the largest and oldest angel sidecar fund and invests alongside the Band of Angels, based in Menlo Park, Calif.  “Our fund has a single general partner,” says Ian Sobieski, Ph.D., who is also a founder and managing director of the fund. “Essentially, we look and operate like a traditional venture capital fund. We co-invest in deals that are subscribed by members of the Band of Angels, but our decisions are completely discretionary.”

The fund has invested in about 50 percent of the deals the Band of Angels have done and typically invests about $300,000 initially with total commitments for successful companies reaching $2.5 million. Usually, either a member of the Band of Angels or one of the fund’s partners takes a board seat as part of the investment.

Before an angel group undertakes setting up a sidecar fund, there are several things to think about.

What benefits does your angel group expect from a sidecar fund? 

A sidecar fund can be a stable and predictable way to raise more capital to invest in angel deals. “Additional committed capital makes a huge difference,” Luis Villalobos, the founder of Tech Coast Angels says. “Sometimes you think a deal really needs $850,000, but you only have $750,000, so you go with that. A sidecar fund can fill the gap. It lets you close the deal more quickly, or at all, with the right amount of capital.”

“Any time you have a pool of money from an angel group plus money from a sidecar fund,” Farquharson says, “you gain additional leverage with the entrepreneurs. ”With a larger committed capital fund, it may also be easier for angels to manage their investments in subsequent rounds. “If the investment is in trouble,” says Farquharson, “you have the capital to maintain your pro rata equity interest while you work to turn the business around. If the company is doing well, you have the capital to leverage your investment thus amplifying returns for the fund.” 

Attracting “right-minded,” accredited investors is another reason angel groups establish sidecar funds. “The main purpose of CommonAngels Fund I is to expand our network to people who want to participate in seed and early stage investing, but can’t be active in our network,” says Geshwiler. “The most precious commodity around angels groups is not money, but time.”

A sidecar fund can offer a lower-threshold opportunity to diversify an individual angel’s holdings in early stage companies.  “When Seraphim Fund I was established, the purpose was purely to produce additional capital and to provide diversification,” Villalobos says. “The typical Tech Coast angel invests $50,000 a year, which puts them into two deals. That’s not much diversification, and since TCA typically funds 12 ventures per year, they could easily miss out on the high return deal.”

Villalobos says that members who invested in the Seraphim Fund will be invested in about 20 companies. “You want to diversify when you invest in this asset class,” he says. “The sidecar fund affords members of the angel group the opportunity to have money at play in significantly more transactions without having to write a $25,000 check for each deal.”

Is a sidecar fund right for our group?

While sidecar funds are a developing trend for angel groups, the concept may not be right for every organization. Marcus Filipovich, a director with the Pasadena Angels, Inc., says that the board of the Pasadena group has discussed the possibility of a sidecar fund but declined to initiate one at this time. 

“Our members are very active individually and as a group,” Filipovich says. “We really like our culture. It works well for us. We don’t want to do anything that would detract. We are also in close proximity to Tech Coast Angels. our members have been invited to invest in the Seraphim Fund I, and some of our members have invested. That removes some of the pressure for our group to form a fund.”

What sources of capital will be solicited for your fund?

Some angel sidecar funds limit investments to angel members only. “There are 51 investors in Seraphim Fund I,” Barak says. “All but nine are Tech Coast Angels, and those other nine were referred by members who invested in the fund. The minimum investment in the fund was $50,000, and individual investments were capped at $125,000.”

Other funds target “right-minded,” accredited individual investors from the community who aren’t in the angel network. “CommonAngels Fund I started with people who couldn’t make meetings any more,” Geshwiler says. “Today our participants are angels, former angels, and investors who have never been angels at all.”

Still other funds invite investment from universities, institutions, and even venture capital funds. “None of our investors are angels,” Sobieski says of the Band of Angels Venture Fund. “Nearly all the money is from institutions, including corporations, university endowments, and a large pension fund.”

Sobieski cautions that raising money from outside sources is very challenging. “When we started raising our money,” he says, “the Band of Angels had a four-year track record, two successful IPOs, ten other exits, and a strong portfolio. But raising that money was still really hard work.”

How will the fund be managed and what will the fee structure be?

While most angels are extremely comfortable making investment decisions for themselves, being accountable for someone else’s money raises additional considerations. 

The Seraphim Fund I is member-led without carried interest or management fees. “Although the workload has been more than we anticipated, we do it happily,” Barak says. “We look on it as our contribution to the network membership. The three of us who are the managers like to be involved.” 

Even if self-managed, angel groups with sidecar funds that include outside investors may choose to be compensated for their efforts related to due diligence and structuring the deal. “It’s the angels who are doing the leg work, the diligence, the deal management, and sitting on the boards,” Villalobos says. “Passive investors ought to be willing to pay for the benefit of that. If Tech Coast Angels decides to set up a sidecar for non-member capital, we would probably charge fees and carry, too.” 

The Band of Angels Venture Fund charges standard venture fees. “We have more than 100 members doing deal sourcing, diligence, and management,” Sobieski says. “The risk to the investor is no greater than with other investments of this type, and it could be less because there is more information available.”

If the sidecar fund is large and successful enough, the management fees and carried interest can provide operating funds that allow the angel group to increase their level of deal-producing activity.  “For all the talk about wanting to have a pure angel group,” Sobieski says, “it is a challenge for angel groups to pay for operations. Band of Angels is among the best staffed angel groups in the country. The fees generated by our venture fund enable a level of service that couldn’t be provided otherwise.”

Sobieski says the staff in no way replaces direct angel involvement. “The whole secret sauce to angel investing is the ability to do these things without staff,” he says, “but if the group can afford three or four staff members who are paid to assist, you can take the angel organization to a whole higher level of professionalism and quality.”

How large will your group’s sidecar fund be?

It is important to assess the size of the sidecar fund relative to the typical annual investment of the angel group.

“In the early days, the sidecar fund will take as much as it can get,” Villalobos says. “As they become popular and returns get good, you need to decide where to cut it off. At Tech Coast Angels, we’ve limited the sidecar to about 20 percent of what our members invest per year.”

Common Angels Fund I closed at $10M. “Our group explicitly said, cap it,” Geshwiler says. “Don’t risk having the tail wag the dog. We stayed conservative.”

Farquharson says that a sidecar fund does have the potential to alter the behavior of the network. ”But that hasn’t been the case for us,” he says. “The members of The Angels’ Forum have been very excited about Halo 1, and our group dynamic has remained healthy.”

The future for angel sidecar funds

Angel groups that have experience with sidecar funds continue to advance down the path carefully.

“Seraphim Fund I was closed at $2.9 million when our target was only $1 million,” Barak says. “We plan to open another fund.”

Farquharson of The Angels’ Forum says that Halo I has been doing very well. “Now with Halo II we are once again inviting outside individuals to participate in the fund,” he says. “They see how our first fund is performing and that we have our own money at play. That we have a passion for helping companies grow from early formation to profitability, and that we take an active role.”

Geshwiler says that CommonAngels has a second $10 million sidecar fund well underway.

“We are going to see more angel groups evolving toward a standard venture model,” Ian Sobieski of the Band of Angels predicts. But Sobieski raises a caution, too. “Having a fund before you have an angel group up and running,” he says, “is getting the cart before the horse. If you do that, you do risk changing the character of the group. The natural order is to get the group going, and when the angel culture is well-established, then think about raising a fund.” 

