Yale SCHOOL OF MANAGEMENT

YALE CASE ArRriL 30, 2023

A Proposal on Equity Pooling for Search Fund
Entrepreneurs

Search fund entrepreneurs can diversify their risk by pooling a fraction of
their earned equity with peers and distributing it amongst one another

Peter Bransden'
Raam S. Jani?
Mark Agnew?

A. J. Wasserstein*

Entrepreneurship through acquisition (ETA) presents budding entrepreneurs with both an
opportunity for a fulfilling career and a viable path toward meaningful wealth creation. However,
while the average returns in this asset class are excellent in the aggregate (with a 35% pre-tax
internal rate of return, according to the 2022 Stanford Graduate School of Business Search Fund
Study®), this type of venture presents significant risk for the individual search fund entrepreneurs
themselves. Investors tend to enjoy blended return profiles, while individual entrepreneurs have
a single idiosyncratic outcome that does not correlate with average returns. For example,
according to the same 2022 Stanford study, 34% of search fund entrepreneurs do not purchase
a business, and 27% of the 66% who do acquire a business end up destroying wealth.® Note that
all of the unsuccessful entrepreneurs were just as talented, smart, ambitious, and tenacious as the
triumphant entrepreneurs. See Exhibit 1 for the schematic detailing search fund outcomes.

Business schools and investors highlight and celebrate the entrepreneurial winners to inspire and
motivate future searchers, but the probability of becoming a success is daunting. Indeed, this is
one explanation for the relative unpopularity of ETA as a career choice, even among those who
are familiar with the model. In our case note, Why MBA Students Do Not Pursue
Entrepreneurship through Acquisition, we attempted to quantify exactly how many MBA
students are pursuing ETA. We surveyed MBA students enrolled in an ETA course at thirteen
business schools and found that 6% of students studying ETA claimed to want to launch a search
fund immediately after graduating. However, when all enrolled students at the surveyed schools
were considered, the number of scholars planning on starting a search fund dropped to 1%. So,
even though more students are pursuing ETA than in the past, they still represent a tiny number
when considering the total population of MBA students. Tellingly, among the most-cited reasons
for shunning a search fund in our note was its perceived riskiness.

While we are staunch believers in ETA as a compelling post-MBA career choice,” we are
sympathetic to concerns over its risky nature and acutely aware of the role that serendipity can
play in determining a search fund’s success. Yet, despite the attendant risk, we are passionate

" Despite our zeal for ETA careers, we present a balanced set of information to our students detailing the
facts, pros, and cons and help students discover whether this pathway is the right choice for them or not.
We never try to persuade someone to pursue ETA, but we absolutely try to be helpful once they express an
interest or curiosity.
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about a post-MBA entrepreneurial arc that allows students to become CEOs without a startup business
idea, capital, or operating experience. Furthermore, the ETA pathway provides intellectual challenges,
coaching and mentorship from experienced investors, autonomy and control, flexibility, and the
opportunity to achieve financial independence - for some.

As we think about this compelling opportunity and its perceived hazards, we try to conceive mechanisms
to mitigate some of the variability in individual outcomes. One approach we are enthusiastic about that
could help socialize the risk is a scheme where searchers pool part of their earned equity (when we use the
phrase earned equity, we are referring to all of the equity an entrepreneur can capture in an ETA project
typically including equity for closing a transaction, equity remaining at the business, and equity earned for
performance). This is akin to buying into a diversified equity portfolio at the cost of a fraction of the
searcher’s equity. Alternatively, it can be viewed as a form of insurance.

In this note, we present the rough outline for an equity-pooling concept intended to moderate the economic
jeopardy faced by searchers. Our intent is neither to provide a fully-fledged and polished model nor to coax
students into ETA. Instead, we aim to create a structural method that tempers risk so those who are
interested in ETA but harbor trepidation can benefit from some risk being softened. In addition, we aim to
introduce and publicize a general idea that we hope those smarter and more enterprising than ourselves will
be inspired to develop in ways that work for their specific needs and circumstances. Further, we hope that,
beyond simply tempering the financial impact of a failed search, implementing this type of model among
searchers might have the added benefit of encouraging more individuals to consider ETA.

Diversification of risk through equity pooling in cohorts

When ETA entrepreneurs initiate search funds, they all look promising, with pedigreed resumes,
effervescent personalities, and large ambitions. It is extraordinarily difficult for investors to ascertain who
will find a deal and who will not, and of those who close a deal, who will thrive and create value, and who
will flop. We have seen Navy Seals, Olympians, Wall Street bankers, private equity whizzes, and brilliant
consultants all fail, and we were positive they would be winners. The search fund graveyard is littered with
Ivy League diplomas. Investors address this conundrum by building highly diversified portfolios with
scores or even hundreds of investments that become a de facto asset class index.

Unfortunately, entrepreneurs do not enjoy any diversification or portfolio dynamics. Instead, entrepreneurs
make a huge bet on themselves, placing all their eggs in a single basket with a binary outcome. Indeed, some
aspiring entrepreneurs are so confident about their potential outcome that they cannot imagine failure, let
alone the need for any risk mitigation. We think this hubristic, Icarus-like behavior is shortsighted and
delusional. It is like a stock picker believing they pick only the best-performing equities, or owning a home
and thinking fire insurance is unnecessary. Of course, if they find a business to purchase and it thrives, they
are a champion and are feted by investors and academics. But if they fail to acquire a business or, perhaps
worse, cannot create economic value in the business they buy, they limp off to build a new career and
professional life.

The notion that investors enjoy the benefits of a diversified portfolio while entrepreneurs tend to have
bilateral outcomes seems unfair and inappropriate. Our proposal to address this asymmetry, which has too
long been a riddle in the ETA ecosystem, is for entrepreneurs to pool and commingle some portion of their
equity into a portfolio. This approach will hedge some of the concentration risk by providing entrepreneurs
with an ownership interest in a basket of search funds. Of course, if an entrepreneur is lucky and achieves
a 10x outcome, they give away some upside by participating in the pooling mechanism. Alternatively, if an
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entrepreneur fails to purchase a business or buys a dud, they enjoy some insurance effects from having
joined the pool. Our idea is not completely original. A similar program currently exists for startup founders
through FounderPool, and Pando offers a future-income-pooling scheme specific to MBA students,
regardless of whether they are embarking on entrepreneurship. Furthermore, we know at least one ETA
accelerator that mandates a few percentage points of pooling for their entrepreneurs.

Our concept is a cashless exchange of equity that only converts to cash when an investment exits or issues
a dividend. This framework does not require any entrepreneur to write a check. We are designing the
program in this manner because we assume that post-MBAs, while talent-rich and filled with potential, are
cash-poor. Of course, cash-rich entrepreneurs could address this risk by purchasing units (with cash) in
other search fund ventures, but we do not believe this is an actionable strategy for most entrepreneurs.

We now present an illustrative example to help illuminate the equity-pooling concept. First, we share some
assumptions we use in the framework. We have built the cohort with ten participants who each seek to
purchase a company. Seven of the ten participants find a company to acquire, and three conclude their
search without a target acquisition. Of the seven who successfully buy a business, four create economic
value (the multiple of invested capital is greater than 1.0x), and three have a MOIC that is equal to 1.0x or
less.” Furthermore, of the four entrepreneurs who acquire a business and earn a MOIC greater than 1.0x,
one each achieves a 2.5x, 3.7x, 5.5x, and 11.7x MOIC. The equity used in each deal is identical at $6
million, and each firm is held and operated for five years prior to an exit. Each ETA entrepreneur is a solo
searcher and is eligible to earn up to 25% of the common equity after the investors’ capital has been returned
in full. For simplicity, we assume the investor funds have a liquidation preference but are without a
preferred return. The 25% potential equity reward for the searcher is divided into three equal portions of
8.33%, with the first being fully earned at the point of acquisition, the second being earned through vesting
over time, and the final performance tranche being ratably eligible when IRRs are greater than 20% and
tully earned when IRRs reach 35%. As part of the equity-pooling structure, while raising the search capital,
each entrepreneur commits to contributing 20% of their individual earned equity proceeds, if there are any.

Although our example is not perfect, we have attempted to establish a hypothetical cohort that loosely
reflects the data and outcomes depicted in the 2022 Stanford Graduate School of Business Search Fund
Study, excluding the top five outcomes. Figure 1 depicts the model, which can also be accessed in Microsoft
Excel here.

"When we refer to MOIC, we do so in terms of the capital invested to fund an acquisition and not the search capital.
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Figure 1: Illustrative equity-pooling model (presented in $millions)

Key inputs and assumptions

Cohort size (number of search funds) 10 Closing equity 8.33%
Pool contribution 20%  Vesting equity 8.33%
Period (years) 5 Performance equity 8.33%
Earmnable equity 25% | IRR hurdle 20%
Upper band 35%
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Acquisition Exit Equity after
Searcher equity equity MoIC preference Years IRR Closing Vesting Performance Total Equity take Contribution Withdrawal
Alana $6.0 $6.0 1.0x $0.0 5 0% $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Balaji $6.0 $15.0 2.5x $9.0 5 20% $0.8 $0.8 $0.0 $1.5 17% $0.3 $0.6
Cathy $6.0 $22.0 3.7x $16.0 5 30% $1.3 $1.3 $0.9 $3.5 22% $0.7 $0.6
Dimitri $6.0 $33.0 5.5x $27.0 5 41% $2.3 $2.3 $2.3 $6.8 25% $14 $0.6
Elina $6.0 $70.0 11.7x $64.0 5 63% $5.3 $5.3 $5.3 $16.0 25% $3.2 $0.6
Frank $6.0 $3.0 0.5x $0.0 5 -13% $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Gaby $6.0 $0.0 0.0x $0.0 5 -100% $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Hans $0.0 $0.0 NA $0.0 5 NA $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Isabel $0.0 $0.0 NA $0.0 5 NA $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Jide $0.0 $0.0 NA $0.0 5 NA $0.0 $0.0 $0.0 $0.0 0% $0.0 $0.6
Total $42.0 $149.0 3.5x 5 29% $27.8 $5.6 $5.6

Source: Created by the case writers.

We placed ten participants in the cohort to achieve some meaningful diversification. Anything is better than
a single bet, but it is reasonable to believe there will be some range of outcomes in a portfolio of this size.
We would prefer to see cohorts of 20 or 30 entrepreneurs, but that might be cumbersome and challenging
to construct. We chose a 20% contribution for each entrepreneur because a lower, single-digit engagement
feels immaterial and merely symbolic. At the other extreme, a 100% contribution takes away the feeling of
the entrepreneur controlling their destiny and enjoying the rewards of their labor. We could easily make
the argument for equity contributions from 10% up to 50%. The higher the equity allotment, the more the
program will feel like a commingling of interests as compared to a risk-mitigation structure. In our model,
the ten participants created $27.8 million of net equity value for all the entrepreneurs - including those
who failed to purchase a business or create positive economic value. Indeed, this gross amount is funded by
just four CEOs: Balaji, Cathy, Dimitri, and Elina. Regardless of their individual contribution, at a 20%
participation, each cohort member would receive almost $600,000 even if they did not find a company to
purchase or failed to create economic value with the business they acquired (as is the case with entrepreneurs
Alana, Frank, Gaby, Hans, Isabel, and Jide). While we do not believe this payout is a life-changing bounty,
it might take away some of the sting of not having a successful outcome. It is a nod to socializing risk
without fully tamping down the allure of individual success and riches. Additionally, a 20% contribution
prevents free-rider risk as the percentage allocation amplifies - this structure does not detract from the fact
that the fundamental nature of ETA is a bet on the entrepreneur themself.

How might our cohort of entrepreneurs feel about and perceive these outcomes? Well, there is a possibility
that the searchers who contributed to the pool (Balaji, Cathy, Dimitri, and Elina) will be resentful and feel
like they subsidized their losing peers. We think this is misplaced emotion and shortsighted. It is akin to
paying for fire insurance yearly and being unhappy that you did not get to make a claim. We gladly pay fire
insurance premiums in the hope that we never have to make a claim, but we are happy to know that if we
need to draw upon the policy, we can.

Similarly, our cohort members each committed to pay a premium equivalent to 20% of their earned equity
and should hope not to have to make a claim in the form of an overall distribution from the pool. The
searchers who contributed are still net gainers, and the searchers who net benefitted from the program still
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experienced undesirable outcomes. If we look at searcher Elina, our biggest victor, who garnered an 11.7x
MOIC and earned $13.36 million after contributing to the pool, we can see that she only forfeited 17% of
her gross winnings. Of course, Elina will certainly feel that $3.2 million is a material expenditure. It all
seems obvious when the project is finished; however, when ten very talented and ambitious entrepreneurs
are all at the same starting line, calling the winners ex-ante is an impossible task. The journey is murky and
ambiguous, and while everybody hopes to be the 10x player, few are.

Will $600,000 fully assuage the searchers whose projects floundered? We doubt it. But it might provide
just enough cushioning to help those people who are genuinely interested in ETA but are concerned about
the risk of stepping off the sidelines and into the arena. Entrepreneurs who choose to participate in a cohort
are signaling that while optimistic and eager about ETA, they understand risk management and are willing
to prudently hedge some downside exposure.

Non-financial benefits

In addition to the monetary benefits of establishing an equity-pooling cohort described above, we think
there are non-economic rewards, too. For example, if ten ETA entrepreneurs are bound together with a
partially shared fiscal interest, they could use this linkage to create a forum. When we use the word forum,
we envision and base the concept on the Young Presidents Organization (YPO) structure. This could be an
opportunity for the searchers to connect periodically (monthly or quarterly) to discuss how their search is
progressing, what is working, and what is not working. They can share ideas, best practices, and provide
unvarnished and candid feedback. The group can be a sounding board for how searchers are feeling and
what emotions they are experiencing during this ambiguous, lonely process. Investors, friends, and spouses
can also be a resource, of course, but their interests can flag, and they are not going through an identical
experience simultaneously. The forum can extend into the operating phase of the search fund odyssey, too.

The forum can also be a mechanism for accountability and a friendly resource for early reactions before
pitching to investors. It can be a venue for carping and bragging when others outside the forum do not want
to hear it, and it can be a powerful opportunity for camaraderie and connection. Many YPO members cite
the forum element as the richest part of their YPO membership and where deep friendships, emotional
sharing, and business learning occur. We hope that the equity-pooling structure will engender similarly
positive experiences.

The mechanics of the equity pool

Although we are predominantly proposing the theory of an equity-pooling structure and not detailing
exactly how to operationalize the concept, we will offer a few thoughts in the hope that this catalyzes others
to launch the idea.

Entrepreneurs are a busy lot, and we do not think they have the bandwidth to conceptualize, organize,
structure, and monitor an equity-pooling cohort. Instead. they should spend their precious time searching,
closing, and growing a business. Instead, we think academic institutions and institutional investors are
better poised to construct and promote equity-pool cohorts. They provide natural affiliations and are at the
nexus of high-traffic points of searchers and ETA activity. We also believe that our scheme will work best
when each participant is on an identical chronological path - they are all initiating their search
simultaneously, and the perceived risk is identical. Academic institutions and institutional investors work
on a rhythm of classes of searchers, which positions them to be ideal organizers and sponsors.
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Schools and investors could launch an annual cohort of searchers, establish the terms and legal documents,
and collect and distribute the cash. Perhaps each cohort could be set up as a single legal entity, with an
operating agreement, a separate bank account, and a unitholder agreement enumerating the terms and
conditions of participation. The cohort’s legal entity would be a unitholder in each underlying search and
appear in each cap table as having a claim on a prescribed share of the entrepreneur’s earned equity. This
would also be a vehicle to address the nuisance of tax reporting and issuing K1s. Investors and schools who
cannot annually band together ten searchers on their own could team up with partner schools or investors.
Of course, we do not envision this as something any entrepreneur is compelled to do; instead, it is solely an
optional mechanism to diversify risk and build meaningful peer connections.

Unresolved challenges to diversifying search risk

Our inchoate model is not refined or ready to be operationalized, and we have questions without coherent
answers. Some inquiries that might arise when thinking about this program are sketched out below. We
hope that the notion of pooling equity interest gains traction and that some of these questions can be
answered communally.

How would the composition of a cohort be decided? We are not sure. Perhaps anybody associated with an
academic institution or a sponsoring investor could be eligible. Alternatively, if a searcher meets specific
pre-defined criteria, they could be qualified. For example, some standards could be the amount of search
capital raised, funding from certain well-known and established investors, search objectives in specified
geographies, the utilization of commonly accepted search economics and practices, and having taken
available courses exploring ETA. Alternatively, the school or institutional investor organizing the cohort
could evaluate interested parties and underwrite them using an investment or admissions rubric.
Additionally, searchers could self-organize a pooled cohort with whatever criteria they choose to set.

Can members veto the inclusion of individuals? We are not sure. Although our proposed program has elements
of a cooperative, it might not be feasible for participants to exercise veto power. Instead, we think it could
be best for the cohort organizer to retain responsibility for admitting participants, applying similar passion
and evaluative rigor to any aspiring searcher they back. Conceptually, we understand that every cohort
participant wants the other members to be at least as likely to find success as they are and not to include
anyone in a weaker position than them.

Would self-funded ETA entrepreneurs be subject to the same contribution rules as their traditionally funded
contemporaries? We are not sure. As academics and lawyers, we are equally animated about self-funded,
sponsored search, and traditionally funded search fund projects. We do not think one program is superior
to the other. Instead, we think there is a right fit and structure for each individual aspiring entrepreneur
and that they need to discover what works best for them and why. That being said, self-funded and
traditionally funded projects have different structural underpinnings, specifically the presence or absence
of standby acquisition capital. We are fans of diversification and think mixing structures can be useful, but
we do not have exact answers on how that might happen.

Would each cohort participant contribute an identical percentage of equity proceeds? We are not sure. Usually,
simple trumps complex in life, and having each cohort member allocate an identical percentage of their
equity proceeds would help keep things straightforward. However, as with insurance, different people are
willing to tolerate varying amounts of risk and, in effect, take on more self-insurance. So, we could envision
a cohort organizer permitting inconsistent equity contribution amounts.

6 A PROPOSAL ON EQUITY POOLING FOR SEARCH FUND ENTREPRENEURS



Yale scHOOL OF MANAGEMENT

How will investors feel about this? We are not sure. We know how investors behave when operating on their
own account, which is with broad diversification. This concept does not diminish an investor’s position in
any way. It could slightly enhance the entrepreneur’s stance, but we do not see a specific reason investors
would be disenchanted - other than that they prefer entrepreneurs to be all in and fully committed to the
endeavor with a high-stakes approach. We would also encourage aspiring entrepreneurs to consider using
this as a potential screening point when selecting investors. Finally, since investors get diversification, we
embrace the bromide: “What’s good for the goose is good for the gander.”

Would some kind of mutual fund be a better idea? We are not sure, but we do not think so. In the context of
seeking a means to diversify ETA risk, our minds might immediately jump to the idea of a mutual fund
where buyers and sellers enter and exit positions at will, rather than this equity-pooling structure. Certainly,
this might appear to be a more scalable idea, rather than our limited-in-size cohort approach. However, we
find immediate complications with a mutual fund structure that we deem to be fatal flaws. Perhaps the
most prominent among them is the issue of how such a fund might be regularly valued. The component
assets of this kind of fund would be small, private companies that are (at best) valued annually. As a result,
buyers and sellers alike would struggle to find a liquid resale market absent any reliable means of pricing.

What about all the fees and costs needed to run the pool? We are not sure. Establishing and maintaining a pooled
equity cohort will undoubtedly incur fees and administrative costs. There will be legal fees to establish the
entity, accounting fees for annual tax preparation and filings, and general administrative time for the
sponsoring organization. Institutional investors might incur these costs as a service to their entrepreneurs
and possibly as a way to add value and differentiate themselves as partners. Academic institutions might
also carry the fees since they are likely immaterial and are an inducement for entrepreneurial activity.
Finally, the organizing entity could charge the cohort something to cover the costs and fees. This could be
recouped when the entrepreneurs have exits.

Isn’t the timing of the cash flows fluctuating and long-dated? Finally, a question to which we have an answer:
yes, the cash flows will come in and out on erratic dates and can be long-dated. This means that
entrepreneurs in an equity pool who do not find a business to acquire or run a business without receiving
any equity payday might have to wait years until the insurance value of the pool manifests with a cash
payment. We think the cash could move in and out of the cohort as funds are realized. For example, when
someone has an exit, the proceeds are divvied up at the time of receipt. Unfortunately, ETA is a marathon
and not a sprint; cash will be harvested in an unavoidable five to ten years or more.

Conclusion

Pooled equity sharing is a compelling mechanism for ETA entrepreneurs to mitigate risk in an unclear
expedition. Additionally, establishing cohorts where individuals have a linked economic interest can lead to
the formation of forums that can yield a positive support system with appealing qualitative elements.
Investors have long embraced diversified portfolios to hedge risk and smooth out returns. Entrepreneurs
should enjoy the same benefits and can by pooling some portion of their earned equity interests. In addition
to benefitting entrepreneurs already committed to ETA, our proposed scheme might encourage more
people curious about ETA but fearful of the binary outcomes to join the fray and take a chance.

While our equity-pooling structure plan is embryonic, we hope that it is enticing and that some ambitious
participants in the search fund ecosystem formalize and operationalize the concept. We wish you good luck
on your ETA odyssey and hope you become part of an equity-pooling cohort that minimizes your downside
exposure and provides you with lifelong friends!
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Exhibit 1: Search fund outcomes

Hold period
1-2X ROI 3.3 years
LI 4.7 years
2-5X ROI 3.4 years
e 4.3 years
Acquifition 5-10X ROI 5.5 years
66% LI 5.4 years
Concluded )
Search Fund
100% 10X+ ROI 5.4 years
i 10%
No Acquisition 9.9 years
34%
Gain and Operati Partial Loss 2.6 years
[ ] ain and Operating 63%
Gain and Exited
B Loss and Operating 3.9 years

Total Loss
37%

Loss and Exited

Source: Kelly, Peter, and Heston, Sara. 2022 Search Fund Study Selected Observations. Stanford University
Graduate School of Business. Case E-807.

8 A PROPOSAL ON EQUITY POOLING FOR SEARCH FUND ENTREPRENEURS



This case has been developed for pedagogical purposes. The case is not intended to furnish primary data, serve as an
endorsement of the organization in question, or illustrate either effective or ineffective management techniques or strategies.

Copyright 2023 © Yale University. All rights reserved. To order copies of this material or to receive permission to reprint part or
all of this document, please contact the Yale SOM Case Study Research Team: email case.access@yale.edu.

Endnotes

! Peter Bransden is a case writer and a 2023 MBA candidate at the Yale School of Management.
2Raam S. Jani is a partner at Chicago-based law firm BakerHostetler.

3 Mark Agnew is an Adjunct Assistant Professor of Entrepreneurship at The University of Chicago Booth School of
Business.

* A. J. Wasserstein is the Eugene F. Williams, Jr. Lecturer in the Practice of Management at the Yale School of
Management.

® Kelly, Peter, and Heston, Sara. 2022 Search Fund Study Selected Observations. Stanford University Graduate School
of Business. Case E-807.

¢ Kelly and Heston.

9 A PROPOSAL ON EQUITY POOLING FOR SEARCH FUND ENTREPRENEURS



mailto:case.access@yale.edu

	The mechanics of the equity pool
	Unresolved challenges to diversifying search risk
	Conclusion
	Endnotes

