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The search fund ecosystem continues to evolve and iterate with novel structures and strategies
entrepreneurs pursue and investors support. The entrepreneurship through acquisition (ETA)
model used to be a one-size-fits-all approach that we now refer to as a traditional search. Self-
funded searches, incubators, and single-sponsor searches are now common and widely accepted
as mainstream approaches to ETA. Another fresh approach to ETA is the holding company
model, which we will discuss in this note.

Anecdotally, the holding company model appears to be an ascending method for pursuing an
entrepreneurial career as a post-MBA graduate. This increasingly popular structure captures
MBA students’ interest and fancy. It seems to be the new flavor of the month for the
entrepreneurially inclined and ETA-focused MBA crowd. A holding company refers to a
corporate structure where an entity is established to own and hold investments (in whole,
majority, or minority) in other businesses, typically with no or little direct operational intrusion.

We are curious about and fond of some elements embedded in the holding company strategy,
but whenever there is a bubbling up of MBA student activity, it is worthwhile to pause and
embrace at least some skepticism and explore the counterargument. Aspiring entrepreneurs
should ensure they fully understand what holding companies are, the strategy’s compelling
elements, and the encumbrances.

No ETA approach is a panacea, and holding companies, while appealing to some, are certainly
not the right fit for all search-fund-inquisitive aspiring entrepreneurs. There is enough deviation
from the tried and true traditional and historical search fund configuration that this fashionable
design warrants scrutiny and further examination.

Holding companies might feel a bit more like an ETA adjacency or a cousin than a twin. This
seems like a new sector, but it is one with roots in search funds. We acknowledge that holding
companies are not exactly fresh, but they have infiltrated the ETA circle and draw upon the same
entrepreneur talent pools, investors, and target deal opportunities. So, while holding companies
are certainly not an original concept within the ETA community, they are a contemporary twist
within a specific ecosystem.

Although we do not have hard data on the frequency or performance of holding companies in the
ETA union, these formats seem to be all the rage, and MBA students are abuzz with this
approach. ETA conferences have pitched sessions on holding companies to packed rooms, and
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the earliest participants in this vanguard system are continuously peppered with emails and phone calls
from wannabes.

This note will decompose and explore various elements of the holding company phenomenon. We do not
intend to opine on the tenability or attractiveness of this framework. Instead, we want to provide students
and aspiring entrepreneurs with some thoughts so they can better understand what holding companies are
all about and whether they might be a compelling personal and financial fit before staking their career on
this architecture.

In this case note, we will examine a sextuplet of concepts related to holding companies in the ETA ecosystem
(Figure 1).

Figure 1: This case note will examine six concepts regarding holding companies in the ETA ecosystem

What holding Why aspiring Why investors
companies are entrepreneurs like support them
them

Potential Advice for A few predictions
drawbacks holding company for holding

entrepreneurs companies

What holding companies are

Before we delve into the pros and cons of holding companies and the affinity entrepreneurs and investors
hold for them, we must first define exactly what holding companies are and what makes them unique in
the ETA world. We often hear two monikers that people use to describe holding companies. The first is the
explicit phrase holding company, and the second is long-term hold. We have observed that entrepreneurs and
investors use these labels interchangeably, which may be misleading. The holding company label describes
what the organization does, not the tenure of its investments or operations. In contrast, the phrase long-
term hold is used to describe the duration of time a business is owned and operated. Despite often being
conflated, the terms holding company and long-term hold do not always align. While, generally speaking,
search-fund-adjacent holding companies do embrace a long-term orientation, others have a shorter
investment time frame. Ultimately, of course, the underpinnings and principles of the structure are more
important than the appellation. Generally, holding companies aim to acquire, grow, and retain, but
periodically they might divest an asset and redeploy the capital into another fresh opportunity.

We believe two specific vectors define holding companies in the ETA context. The first is the nature of the
investment thesis duration. The perceived investment timeline in the holding company construct is typically
decades or perpetuity. This materially differs from traditional search fund vehicles, where the operating
holding period is often approximately five years. We have explored the notion of extended investment

2 EXPLORING HOLDING COMPANIES IN THE SEARCH FUND ECOSYSTEM



Yale scHOOL OF MANAGEMENT

horizons from a financial and personal perspective in our notes On the Nature of Long-term Holds: Why

Entrepreneurs Should Embrace this Strategy and Exploring Search Fund Entrepreneurship Using

Maslow’s Hierarchy of Needs as a Framework.

The second essential dimension in the holding company concept is programmatic acquisitions, the notion
of serially acquiring more and more companies as a strategy to grow the business over time. We have
examined this strategy in our note On the Nature of Programmatic Acquisition Strategies: Why
Entrepreneurs Should Consider This Approach. Holding company CEOs see this as a procedure that taps
into and harnesses their capital allocation ambitions and skills. A key tenet of the program is how capital is
gathered and deployed, with acquisitions being the most significant part of capital consumption. These
acquisitions tend to mimic ETA-like deals in size when they serve as platform investments in a fresh vertical;
they are often $1 to $5 million EBITDA" firms. Add-on or tuck-in acquisitions might be smaller as they
are being adjoined to an existing platform. The platforms are usually not substantial blockbuster
transactions where the entrepreneur would be competing directly with mid-market private equity firms.
Part of the strategy is to pay reasonable EBITDA multiples at the entry point.

If all of this sounds like Warren Buffett’s Berkshire Hathaway, that is correct. Many holding company
impresarios aspire to mimic the Oracle of Omaha in structure and financial performance. We often hear
holding company aspirants talk about being baby Berkshires. The holding company theme, however, is
slightly different and more nuanced.

There are several different strains within the holding company species. Below, we define three predominant
flavors we observe (Figure 2). We use the analogy of college majors to describe the three varieties. When a
vehicle has a single major, like the insurance behemoth Brown & Brown, the focus is exclusively (or at least
predominantly) on a single sector - like a student with a sole college major. Double majors have a few areas
of interest that might be unrelated, like Mars, the snacking and pet services giant. This is akin to a student
double majoring in philosophy and physics. Finally, there are firms with no major who pursue acquisitions
and companies without industry constraints, like Warren Buffett’s Berkshire Hathaway. This mimics a
college student taking classes that interest them but without a concentrated focus.

Figure 2: Three flavors of holding companies in the ETA world

Orientation No major Double major One major

Focus on industry Low Medium High

Integration Low Within vertical High

Field synergy expectations Low Medium High

Degree of centralization Low Some High

Operational intensity Low - best practices are few Focused within a single business ~ High best practices and standard
model type, but diversified in systems are embraced

industries served

BEerksHIRE
L . s Brown & Brown
Arge company example Harnaway inc. MARS i BB

In a holding company with a no major model, the holding company CEO (as compared to an operating
unit leader) predominantly views their role as sourcing and evaluating deals and deploying capital as an
allocator. They tend to be less involved in daily operations, except for the first acquisition. There are no

" Earnings before interest, taxes, depreciation, and amortization.

3 EXPLORING HOLDING COMPANIES IN THE SEARCH FUND ECOSYSTEM


https://yale.box.com/s/8lb7yqca5tmfcjbjhhuw5xft7i1ddttj
https://yale.box.com/s/8lb7yqca5tmfcjbjhhuw5xft7i1ddttj
https://yale.app.box.com/s/gz48z3i3t55oxdzqbxk1ny32v6oq775o
https://yale.app.box.com/s/gz48z3i3t55oxdzqbxk1ny32v6oq775o
https://yale.app.box.com/s/4fh1im4cdycq85rczk159ytgx45zxsev
https://yale.app.box.com/s/4fh1im4cdycq85rczk159ytgx45zxsev

Yale scHOOL OF MANAGEMENT

industry themes or geographic constraints. The two guiding lights are that target businesses must be
desirable and earn attractive returns on invested capital and that there be common ownership amongst all
the acquired companies. Since this is a grab bag of assets, there are not necessarily operating efficiencies or
a bedrock operating philosophy that binds together all portfolio companies in the holding company. If the
holding company is captained by a duo of entrepreneurs, one of the pair might be very focused on
operations for a stint.

In the double major model, we observe the holding company owning a loosely related group of assets. For
example, the vehicle might focus on home services and own a septic services firm, a water well treatment
center, and a home inspection services organization. The specific verticals likely operate independently and
separately, but the core strategy is loosely based on the notions that the company is serving a common
customer and that the operator has expertise in a general sector. The ownership is shared, the operations
are likely highly decentralized, and the CEO is probably focused on acquisitions and capital allocation, with
operating executives leading each business unit.

The third approach is when the entrepreneur is narrowly committed to a single business and sector and
largely resists the temptation to diversify products and services — the one major model. This might feel like
a rollup when a CEO serially acquires companies in the same industry that offer nearly identical products
and services. The strategy has a wash-rinse-repeat patina, and the thrust is more on operational efficiencies
and excellence with shared operating programs and leverage. Although the CEO might have a bit more of
an operational bent, the leader’s thrust is still acquisitions and capital allocation.

It is our observation that most holding company entrepreneurs in ETA land veer toward the no major or
double major models, even if they start in the one major model. Focusing on one major to build scale of
earnings and a centralized team (e.g., finance, deal sourcing) can be advantageous to handle the complexity
of acquiring in multiple verticals. As noted, it is advisable and less of a lift to acquire in adjacent verticals
serving a similar customer (e.g., (i) HVAC and (ii) roofing) versus completely disparate verticals. Unlike
legacy search funds, which typically focus on one domain, holding company entrepreneurs aspire to be free
to roam and explore multiple industries and see themselves more as capital allocators and deal makers than
tilling the more operating-centric role in the single major structure.

In all the permutations, the CEO, or a pair of entrepreneurs, typically raises approximately $15 to $50
million of committed capital up front, with capital being drawn as needed for up to a seven-year period.
The goal is to use this initial slug of capital to reach a sufficient scale where no additional equity is required
to maintain incremental growth. In other words, once the machine is built and generates ample cash, the
CEO uses the excess cash to acquire more and more companies. This is sometimes referred to colloquially
as building the flywheel, evoking the image of the CEO working arduously to get the wheel spinning fast
enough initially, but with the wheel eventually reaching the stage where it can maintain velocity and
momentum with only a gentle effort.

We think that holding companies, in some ways, feel like a family business entity but without the family,
the business, or the domain expertise. We see many successful family organizations that are perpetuities
and have several business units under an umbrella organization. Additionally, they have some degree of
appetite for acquisitions. The big difference is that these family organizations typically evolve over decades
or generations, and there tends to be a mothership asset that builds the family fortune. Additionally, there
is domain expertise in the legacy asset, and pockets of talent have developed over time within an ethos and
defined culture. We understand why MBA entrepreneurs attempt to emulate this - it is a good gig.
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Holding companies compared to other common structures

Post-MBA aspiring entrepreneurs can pursue an entrepreneurial career using many potential tracks. While
there is no one right way, we will briefly compare holding companies to other common pathways
entrepreneurs might consider. We have summarized some critical comparison points in Figure 3.

Figure 3: Holding company comparison chart

Holding company Search fund Private equity platform
Timeframe 20+ years 5-10 years 3-5 years
Investors Family offices, high-net-worth ~ Institutional funds for search Private equity funds with limited
individuals, evergreen funds funds, family offices, high-net-  partners
worth individuals
Typical platform equity raise $15 to $50 million $5 to $10 million $50 to $200 million
Success metric MOIC IRR IRR
Founder salary $150,000-$225,000 $100,000-$200,000 $250,000-$300,000

The biggest difference between a holding company and a traditional search fund or a private equity platform
is the anticipated duration of the project. Private equity and search funds think in years, and holding
companies deliberate in decades. This allows for continual capital compounding, tax deferrals, avoiding idle
time between investment projects, and bypassing redeployment risk.

Holding companies focus on MOIC" as the primary metric, and search funds and private equity live in an
IRR" world. There are times when flashy IRRs obscure the fundamental economic results in a deal. For
example, a high IRR over a very short holding period makes for nice cocktail party chatter and bragging
rights but might not result in lots of nominal dollars. Alternatively, more modest returns over decades can
result in higher sheer nominal dollars - holding companies embrace this arc.

The nature of the investors can also vary by project structure. A private equity foray will likely have a single
control investor with a certain demeanor, while a holding company or search fund might have different
investors that lean more towards family offices or high-net-worth individuals.

Before locking into a structure, aspiring entrepreneurs should scrutinize and understand which potential
construct best suits their needs and objectives. This is a fundamental question aspiring entrepreneurs
should ask themselves. If they see themselves as operators, maybe a search fund is a better fit. On the other
hand, if they perceive themselves as capital allocators, perhaps a holding company is their calling. In
addition to their aspiration, entrepreneurs should consider their specific skill sets, too. Furthermore, while
we certainly would not minimize potential economics, we encourage aspirants to consider qualitative issues
in addition to fiscal ones.

Entrepreneur economics

Holding company entrepreneurs, or a partnered team of two entrepreneurs, typically have a highly
structured compensation package. Like traditional search fund entrepreneurs, holding company
entrepreneurs enjoy a salary while searching for their initial acquisition target, an increased salary as the
holding company accumulates assets, and a lane to accumulate equity based on vesting and performance.

t Multiple on invested capital.
¥ Internal rate of return.
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Let’s break down the various components detailed in Figure 4, which reflects an illustrative summary of
holding company compensation parameters. Each specific vehicle will have explicit terms and conditions,
and the data we provide will be directional and indicative but will not be a standardized model.

Figure 4: Illustrative holding company compensation summary parameters

Cash compensation $100,000 to $225,000

Cash bonus 20% to 50% of base salary

Potential common equity 20% to 40% of fully diluted common
Time vesting 0% to 60% of total potential shares
Performance vesting 40% to 100% of total potential shares
Investor preferred return 1-2x multiple of invested capital
Minimum IRR Usually in the mid-teens
Entrepreneur borrowing against shares Yes, up to certain thresholds

Cash compensation for holding company CEOs is in line with typical post-MBA salaries for finance and
consulting positions and search funds. Cash salaries tend to start more modestly as the entrepreneur
searches for the initial acquisition and then jump once the acquisition is consummated. Furthermore, salary
tends to scale as the holding company vehicle grows and EBITDA and cash flow increase. CEOs typically
have an annual cash bonus opportunity that represents approximately 20% to 50% of base salary. Cash
compensation and bonus plans are developed by the entrepreneur in conjunction with the board of directors
on an annual basis. Bonuses tend to be formulaic based on EBITDA targets and qualitative objectives.

Holding company entrepreneurs can earn into approximately 20% to 40% of the common equity based on
MOIC performance over the prescribed holding period. Entrepreneurs vest into equity based on the MOIC
band they achieve (Figure 5). For example, if an entrepreneur achieves a 25x MOIC, they will receive 30%
of the fully diluted common equity. For any number within a given band, equity is earned at a pro rata level
climbing from the preceding tranche. For example, a 26x MOIC would garner 30.2% of the fully diluted
common equity. Unlike commonplace search funds, which provide more equity (up to 30%) for a two-
person team as compared to 25% for a solo searcher, the holding company structure typically does not
differentiate between solos or pairs with potential equity rewards. Additionally, holding companies
generally do not provide a slug of equity for closing the base deal like pedestrian ETA schemes.

In Figure 5, we have also calculated and included the implied IRR necessary to hit certain MOICs. To earn
into the high end of the penultimate and final bands, entrepreneurs need to achieve at least a 17% IRR, and
to capture the complete equity opportunity, a 21% IRR is the full bogey. While mid-teens and low-twenties
IRRs might not sound terrifying, they are a steep mountain to surmount over two decades. This is an
ambitious and heroic performance. To quantify the economic opportunity here in dollars, let’s assume an
entrepreneur raised $25 million and achieves a 25x MOIC over 20 years, resulting in $625 million of
equity value. The entrepreneur would earn $180 million ($625 million less the original equity investment
of $25 million multiplied by 30%) in 20 years, a wonderful payday. This assumes the investor preferred
return is set at 1x.
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Figure 5: Illustrative holding company performance equity program

Eligible common Implied IRR for the top of the

1.%(0) (@ equity percentage band over 20 years
Less than 2x 15% 3.5%
2 to 5x 20% 8.4%
5to 10x 25% 12.2%
10 to 25x 30% 17.4%
25 to 50x 35% 21.6%

Entrepreneurs might need and desire some liquidity along their journey. Larger homes, tuition, liquidity,
and diversification are all bona fide reasons for entrepreneurs to take some chips off the table. To facilitate
this, mechanisms are established for entrepreneurs to borrow funds from the holding company using their
vested in-the-money ownership as collateral. This might be done in the 5%-10% value range of their equity
position. Additionally, entrepreneurs can sell into market-making mechanisms, which we will discuss
below. Investors want entrepreneurs to be all in but recognize their financial needs are different since they
are likely in the thick of family-building years. The point is entrepreneurs can get some liquidity along the
way if things are progressing positively.

Investors often require a minimum IRR threshold to earn the MOIC percentage. This is typically in the
mid-teens and prevents the scenario where an entrepreneur earns equity by delivering a somewhat low
MOIC over a slightly long period of time. A floor IRR ensures that the MOIC is not masking an
unsatisfactory IRR due to an investment period that is too long.

Unpacking the math

Since these projects are based on entrepreneurs making long-dated bets on their economics, we want to
discuss and unpack that a bit further. Instead of constructing a complex model detailing how entrepreneurs
can grow and build to a desired outcome, we will bypass that step and just move to a simpler MOIC analysis.
We are confident our students can outmodel us and paint a compelling, rosy picture with dozens of toggles
involving complex capital structures and annual programmatic acquisitions. Furthermore, it does not
actually matter how an entrepreneur gets there; what we want to focus on is what the math means in the
outcomes.

We will start by tabulating the net cash proceeds for the entrepreneur based on funds raised and an array
of MOICs. We depict this in Figure 6 with invested funds on the Y axis and MOIC on the X axis. The table
simply computes dollars multiplied by MOIC, deducting the investors’ initial investment which has a
preference in the waterfall and is not part of the entrepreneur’s winnings.
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Figure 6: Potential entrepreneur proceeds based on invested capital and an array of MOICs

MOIC

Gross promote 20.0% 25.0% 26.5% 28.0% 30.0% 31.0% 32.0% 33.0% 34.0% 35.0%

Net promote 15.0% 20.0% 21.5% 23.0% 24.0% 25.0% 26.0% 26.0% 27.0% 28.0%
$15 $9 $27 $45 $66 $86 $109 $133 $152 $178 $206
$20 $12 $36 $60 $87 $115 $145 $177 $203 $238 $274
$25 $15 $45 $75 $109 $144 $181 $221 $254 $297 $343
$30 $18 $54 $90 $131 $173 $218 $265 $304 $356 $412
$35 $21 $63 $105 $153 $202 $254 $309 $355 $416 $480
$40 $24 $72  $120 $175 $230 $290 $354 $406 $475 $549
$45 $27 $81 $135 $197 $259 $326 $398 $456 $535 $617
$50 $30 $90 $151 $219 $288 $363 $442 $507 $594 $686

Invested capital (millions)

We then multiply the gross profits of the project by the entrepreneur’s promote, which directionally scales
with MOICs. We deduct a few percentage points from the promote to account for equity the CEO will likely
have to share with various team members running business units or in the holding company’s shared service
function. We have deducted more points as the MOIC increases, assuming that additional people are
involved since the business is likely more complex and requires more hands. So, if an entrepreneur raises
$25 million and generates a 25x MOIC, the promote flowing to the entrepreneur is an eye-popping $144
million. Seems like nice work if you can get it. This is probably why aspiring entrepreneurs are queuing up
to form holding companies.

Let’s dig deeper. These are 20-year cash flows reflecting future values. To better understand these values,
we have discounted them back to reflect present values (Figure 7).

Figure 7: Present value calculations for various outcomes discounted at 20% over 20 years

3% (0) (@

$15( $0.23 $0.70 $1.18 $1.71 $2.25 $2.84 $3.46 $3.97 $4.65 $5.37
$20| $0.31 $0.94 $1.57 $2.28 $3.00 $3.78 $4.61 $529 $6.20 $7.16
$25| $0.39 $1.17 $1.96 $2.85 $3.76 $4.73 $5.76 $6.61 $7.75 $8.95
$30[ $0.47 $1.41 $2.36 $342 $4.51 $5.67 $6.92 $7.93 $9.30 $10.74
$35| $0.55 $1.64 $2.75 $3.99 $5.26 $6.62 $8.07 $9.26 $10.85 $12.53
$40( $0.63 $1.88 $3.14 $4.56 $6.01 $7.56 $9.22 $10.58 $12.40 $14.31
$45| $0.70 $2.11 $3.53 $5.13 $6.76 $8.51 $10.38 $11.90 $13.94 $16.10
$50| $0.78 $2.35 $3.93 $5.70 $7.51 $9.46 $11.53 $13.22 $15.49 $17.89

Invested capital (millions)

We used 20% as a discount rate to reflect the risky and tenuous nature of these vehicles. We do not know
if that discount rate is too high or too low, but it seems like a proxy of a suitable range. Of course, if students
and entrepreneurs disagree with our discount rate, they should use their own. If we were thinking about
discounting future cash flows in a classic ETA structure, we would use the same discount rate. We calculate
the present value of the previously mentioned $144 million over 20 years at $3.76 million. An enticing
sum for a rookie MBA graduate, but not quite the same allure as $144 million. The results in Figure 7 look
like fairly common CEO outcomes for garden variety search funds. Suddenly, holding companies appear
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on par and have economic equivalency to plain vanilla ETA structures. These are attractive opportunities
for entrepreneurs, but they are financial peers to legacy search funds, and entrepreneurs should pursue
holding companies for greater reasons than the math alone. A final comment on our present value
tabulations: if a pair of entrepreneurs runs the holding company compared to a solo protagonist, well, do
the math.

Liquidity mechanisms for investors

Although investors sign up for a long-term investment period, circumstances can change and present the
need for liquidity prior to the conclusion of the investment program. Of course, investors can always buy
and sell shares amongst each other at whatever prices they choose when the holding company is not a party
in the transaction. Beyond that channel, holding companies typically provide for graceful investor off-ramps
along the way.

Typically, the holding company will periodically make a market for investor shares after three to five years
or after the full deployment of the equity funds raised. This is accomplished by the board of directors
establishing a trading price for those interested in selling part or all of their shares. The holding company
has no obligation to make a market and will only do so if it has ample cash on hand or access to cash through
credit facilities. Any trades would need to conform with then-existing credit facilities and their attendant
covenants. Entrepreneurs could also choose to access this market-making mechanism to the extent that the
board of directors approves the number of shares being sold. The board and investors would not want to
see the CEO cash in all their chips - that would not be a positive signal.

Furthermore, investors and the entrepreneur could realize some liquidity through the disposition of some
assets owned by the holding company at some point. There might be reasons or circumstances where the
CEO and board elect to sell an asset or two for a particularly attractive price. Finally, a new investor might
join the cap table at some point and provide liquidity to legacy shareholders through a stock purchase
transaction at a stepped-up value.

While capital invested in holding company vehicles should indeed be considered highly illiquid and long
term in nature, the equity is not likely trapped if the businesses are performing well. There will likely be
intermittent opportunities for investor and entrepreneur liquidity.

Now that we have defined what exactly holding companies are, let’s move forward and discuss why they
might be so attractive to entrepreneurs and investors. After all, talented entrepreneurs have endless choices,
so why this one? Additionally, savvy and sagacious investors can invest their capital in many places; why
here?

Why aspiring entrepreneurs like holding companies

Talented MBA students are an astute and cagey lot. They are perceptive and have a plethora of career and
entrepreneurial avenues to pursue. With an abundance of choices, why holding companies? There must be
something attractive about this arrangement that catalyzes the magnetic appeal. We have identified a sextet
of factors (Figure 8) that likely make holding companies a seductive choice for entrepreneurs. We do not
assert that our list is comprehensive, and there are surely more and different reasons to consider. Nor do
we think each point carries equal weight in the entrepreneur’s evaluation process. However, our list captures
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some of the most frequently cited factors that draw entrepreneurs to this arena. We will now discuss these
dimensions.

Figure 8: A sextet of reasons why entrepreneurs are drawn to holding companies

@ The newness and innovativeness of the model

@ The nature of the capital

@ The ability to compound capital on a tax-deferred basis
@ The chance to focus on capital allocation
@ The sense it makes to hold on to a wonderful business

@ The opening to build a diversified portfolio

01 The newness and innovativeness of the model

We posit that post-MBA entrepreneurs are gravitating to holding companies because the model is new,
innovative, and, well, cool. It is a shiny new object that has captured the MBA set’s fascination. Traditional
ETA is relatively mechanical and modular at this point. With abundant literature, MBA courses, and articles
in the New York Times and the Wall Street Journal, search funds are fairly mainstream. Most elite business
schools have search fund clubs, and career development offices have talk tracks for ETA. When career
counselors discuss it, it is no longer cool or cutting edge.

A subset of MBA types see themselves as explorers and pioneers. They are at the head of the cycle, not at
the end. They want to blaze an untracked path and represent the following variant of entrepreneurial
experimentation. Holding companies offer innovation, a sense of being different while still within bounds,
and a feeling of being at the cool kids’ table in the cafeteria. With up to 1,000 attendees at various
conferences, traditional search funds might be slipping into blasé and uncool - hello, holding companies.
However, while being a pioneer might be emotionally satisfying, it is not necessarily the best catalyst and
motivation for a multi-decade commitment.

02 The nature of the capital

The capital lined up to finance holding companies has many differentiated characteristics compared to
traditional search fund financing. First is the quantity of capital, with many projects gathering $15 to $50
million in funding, which bests historical ETA by leaps and bounds. That is an astounding sum of capital
for a fresh MBA graduate to raise. We might assert that they would not be able to raise that amount of
funds for other entrepreneurial vehicles. At least part of the attraction to holding companies is the
opportunity to boast about raising an eye-popping amount of money. We all have egos, and MBAs are likely
strutting on campus and tagged as the $25 million guy or gal. Second, this is reasonably permanent capital.
If the project gets traction and becomes self-financing with cash-generative businesses, the entrepreneur
will not have to raise capital again. This avoids the pain and suffering of capital formation and the attendant
economic dilution. Third, the capital is callable over time, customarily five to seven years. This allows the
entrepreneur to gloat about the raise but be parsimonious in the takedown; they are not compelled to deploy
all of the committed capital.
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This capital is highly advantageous for a young, inexperienced, and first-time CEO. The ability to get a
huge sum of capital working for the CEO coupled with a very long time horizon is a unique opportunity to
develop professionally and create a lot of personal wealth. Additionally, with long-dated funds, CEOs can
make decisions to optimize value creation over the long term while disregarding the tyranny of a short-term
IRR clock often found in search funds or in private equity.

03 The ability to compound capital on a tax-deferred basis

We are enthusiastic fans of building a business over a very long period. We believe there are significant
benefits (both financial and personal) to holding a company for decades or generations. An entrepreneur
can enjoy the benefits of continually compounding capital by not selling a business. This also prevents the
corrosive leakages that occur in a sale process: paying capital gains taxes, paying intermediary fees,
preparing for the sale, having cash idling on the sidelines after the transaction, and incurring capital
redeployment risk after the sale. Additionally, once an operator develops some scale and domain expertise
in an industry, more good things tend to happen with less effort. Holding a business can be very lucrative
compared to a trading strategy based on purchasing and exiting a company every few years.

The holding company structure is fundamentally based on the construction of compounding machines in
the vein of Berkshire Hathaway. Entrepreneurs are rightly attracted to this style of investing and building
a business. It provides them the opportunity to legally avoid capital gains taxes and create large sums of
personal wealth. We are thrilled that there is momentum and movement towards building enduring
businesses with a forever mindset compared to flipping a company in a few years.

04 The chance to focus on capital allocation

Many aspiring entrepreneurs dream of harnessing their deal-making and finance skills. With visions of
swashbuckling acquisitions and shrewd capital allocation, future holding company stars believe they have
discovered their nirvana. Acquisitions and capital allocation are bedrock motifs in holding companies, and
they play a role in our students’ investment banking, private equity, and consulting backgrounds and
aspirations.

Although we do believe that aspiring holding company CEOs want to engage in the intellectual art of capital
allocation, we think the real unspoken reason they are so attracted to this model is they do not want to be
operating CEOs indefinitely. The holding company story weaves a narrative of the CEO not engaging in
the nitty gritty, granular activities of running and leading a business. Hiring and firing, winning new
accounts, and dealing with irate customers are delegated to a subordinate, who might not have the same
amount of skin in the game, who runs the day-to-day operations. This organizational design might generate
different success outcomes than a traditional operator-cum-CEO. This has a bit of a Ms. Outside (the deal
person and allocator) and Mr. Inside (the person who runs the shop) construct.

Running a business is hard work. It is humbling and exhausting, and avoiding that while still being a CEO
and enjoying entrepreneurial economics is beguiling to our students. Realistically, however, we do not
know how accurate it is for young MBAs to believe they will completely eschew wallowing in the morass of
small business, but we suspect not for at least a decade or so. Maybe when the business scales, but in the
tirst few innings, probably not.
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05 The sense it makes to hold on to a wonderful business

Although this is related to point number three above, we think it is worth emphasizing as a reason folks are
pursuing holding company frameworks. We all know how tough it is to acquire an excellent business.
Searching for a company with desirable economic characteristics, reasonable growth expectations, high
returns on invested capital, fair sellers, and a grounded price is an arduous task. If someone is lucky enough
to find such an opportunity and the firm performs as expected, we have one piece of advice: hold on for
dear life.

If an entrepreneur winds up in possession of a terrific company, why would they choose to sell it if they do
not have to? It is sort of like being in a marriage to a fantastic spouse — do everything possible to make it
last. A marvelous business is a rare and extraordinary gem that should be treasured and cared for; it should
not be thrown aside.

Holding companies allow for retaining and nurturing superb companies over atypically long periods. Astute
entrepreneurs see reward in this and gravitate toward holding companies because if they find a wonderful
business, they keep it - and enjoy the attractive benefits for years. This is in contrast to private equity
portfolio companies that are compelled to sell due to fund structure and search fund companies that,
although not forced to sell, typically anticipate exiting. Holding companies always have the option of
selling, but not the obligation.

06 The opening to build a diversified portfolio

In traditional search fund companies, the entrepreneur has a bet of one. They are investing their entire
career in a single asset. They had better be right. In most holding company designs, there is diversification
among assets and investments. There are multiple companies in divergent industries and dissimilar
geographies. This is a fundamental dynamic shift - the entrepreneur gets diversification, typically with
uncorrelated assets (in the no major model). This is a huge benefit and significantly de-risks the entire
entrepreneurial proposition.

While the CEO might still have illiquidity and concentration risk in the specific holding company, at least
there is an assortment of businesses within the holding vehicle. This is valuable to the entrepreneur, but we
are not sure it will provide value to the investors. They likely already have a diversified portfolio or can
create diversification through their own portfolio construction. Entrepreneurs in holding companies win
on the diversification metric relative to their traditional ETA brethren.

Why investors support holding companies

Although we have not observed that all traditional search fund investors embrace the holding company
model, there is unequivocally a steady stream of support and enthusiasm. This new-fangled structure offers
alot to at least a subset of ETA investors. Individual investors and family offices, in particular, might focus
more on multiple of invested capital compared to internal rate of return. In addition to high-net-worth
individuals and family offices, some institutional search fund investors who manage organized pools of
capital on behalf of limited partners have also formed funds dedicated to investing in holding companies
and long-dated financial opportunities. This shifts institutional investors’ typical focus on IRR and the need
to turn over assets and return capital to raise the next, and often larger, fund.
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We directionally agree with and support investors reorienting toward holding company vehicles and taking
a longer-term perspective. We will now discuss a hexad of likely reasons why at least some investors are
enthusiastic about holding companies (Figure 9). Some of these reasons mirror entrepreneurs’ attraction
but with slight nuances.

Figure 9: A hexad of likely reasons why at least some investors are enthusiastic about holding companies

@ The opportunity for perpetual compounding
@ The chance to follow the best talent
@ The prospect for the entrepreneur to improve with time

@ The focus on operating and creating value

@ The lack of redeployment risk

@ The ability to deploy larger sums of capital

01 The opportunity for perpetual compounding

Like the entrepreneurs sponsoring these projects, some investors are attracted to the notion of perpetual
compounding, which shuns the trading practices of most private equity investors. They want to get their
money to work and let it cook and compound for a few decades. Capital gains taxes, trading fees, idle time,
and other deleterious trading costs are avoided. These investors, especially individuals and family offices
who are often veteran entrepreneurs who have already enjoyed the benefits of holding and extended
compounding periods, know that wealth creation is often linked to enjoying the paybacks of time and
compounding.

To illuminate for investors and students the value of holding a business, we often begin by asking a simple
question: Who are the wealthiest people in your hometown? Inevitably, they start listing owners of
businesses. When we ask about the businesses these people own and run, there is no apparent correlation
between wealth creation and the type of business. We then ask how long these prodigious wealth creators
have been in their businesses. A significant anecdotal correlation appears here: the answer is always decades
or generations. We have asked these questions scores of times, and not once have we discovered someone
who accumulated significant wealth in approximately five years despite the propensity for private equity
investors, search fund projects, and MBA programs to think and model in five-year increments. Insightful
investors know time can be their friend, and holding companies are designed for time to do its magic.

Figure 10 highlights the stark difference between a traditional private equity investment and a holding
company. In a common private equity structure, cash is drawn down and returned as capital is needed and
investments are sold. This catalyzes tax payments and cash idling, two counterproductive events in a
wealth-building program. In a holding company structure, capital is deployed and then continues to work,
for decades. This defers capital gains taxes and precludes cash sitting on the sidelines. The result is material.
Assuming identical investment amounts, returns, carried interest, and tax rates, the holding company
investor winds up with five times more capital than the orthodox fund investor. The analysis in Figure 10
is not an exact apples-to-apples comparison. In the traditional fund construct, cash not deployed in the
vehicle is assumed to be on the sidelines waiting to be called and not earning a return, or a comparable
alternative return. Some ETA investors are warming up to longer investment periods in conventional search
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funds, but it can be challenging if the investors are funds with limited partners as compared to high-net-
worth individuals.

Figurel0: A holding company investor versus a private equity investor

Traditional fund with reinvestment Holding company
Fund commitment $1 million Fund commitment $1 million
% Drawn 100% % Drawn 100%
Investment/reinvestment timing Invest in 1 year; hold 5 years Investment/reinvestment timing Invest over 1 year; hold 20 years
IRR on invested capital 20% IRR on invested capital 20%
Long-term capital gains tax 25% upon exit Long-term capital gains tax 25% upon exit
Management carry 20% Management carry 20%
$30,000,000 100% $30,000,000 100%
90% 90%
$25,000,000 $25,000,000
80% 80%
e~ 0% [~ 0%
§ $20,000,000 7 ° § $20,000,000 7
5 0% o 5 o
g $15,000,000 50% & 8 $15,000,000 50% S
= s 2 s
L k3
> 40% = > 40% 3
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20% 20%
$5,000,000 $5,000,000
10% I I I I 10%
$0 0% $0 1111 0%
0 2 4 &6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20
Year Year
I Invested Capital, $ 1dle Capital, $ I Invested Capital, $ 1dle Capital, $
Gross MOIC: 8.9x Gross MOIC: 31.9x
Net MOIC™): 6.8x Net MOIC™): 19.6x

Note 1: Net of management carry and capital gains tax
Source: Westerly Group

02 The chance to follow the best talent

We are in a moment where it appears that the very elite entrepreneur talent in ETA circles is veering towards
holding companies. These are the best of the best students at the most elite MBA schools. They have
demonstrated achievement at every step of their academic, professional, and personal journeys. They are
energetic and personable. Whether these magnetic people are likely to have better outcomes is debatable;
what is uncontested is that ETA investors badly want to be part of their projects.

As these superstar aspiring entrepreneurs map out their entrepreneurial trails and seek to raise capital, ETA
investors line up quickly. As this group chases holding companies, investors are tagging along, not in a
lemming-like fashion, but in a follow-the-talent mode.

03 The prospect for the entrepreneur to improve with time

Evolving into a proficient CEO takes time and lots of it. In a typical ETA venture, the CEO lands in a
business, and it takes about a year for them to understand what they acquired and learn how the business
actually works. Another year might be spent investing in the professionalization of the company. Finally,
the CEO focuses on scaling. After four years or so, the investors might begin to think about and catalyze an
exit - just when the CEO is getting good and mastering their craft. There are many valid reasons to sell a
business, but it seems like a shame to jettison a good business just as the leader is coming into their own.

14 EXPLORING HOLDING COMPANIES IN THE SEARCH FUND ECOSYSTEM



Yale scHOOL OF MANAGEMENT

In holding companies, investors back CEOs and give them the luxury of a long runway in developing their
executive and leadership skills and monetizing their experience instead of prematurely truncating it with an
early exit. In a small business, a talented CEO can disproportionately impact the firm. Allowing that CEO
to season with time and then truly harness their abilities accrues to the investors’ benefit.

04 The focus on operating and creating value

Building on point three above, some investors appreciate the chance for CEOs or their subordinates to focus
on operating and creating value without false time constraints. When entrepreneurs are always in get-
ready-to-exit mode, they tend not to make the tough long-term decisions that might not pay off during the
investment period. Who wants to install a new ERP system when the payoff will never be seen?

With their perpetuity-like horizons, holding companies allow CEOs to truly focus on operations and value-
enhancing activities. The orientation is more about cash flow generation and intrinsic value and less geared
towards polishing up a company and getting it ready for a quick flip that relies on multiple expansion for
the return. Short-term strategies feel more like the CEO and investor group have a renter mindset, whereas
in holding companies, the players are all in as genuine owners.

05 The lack of redeployment risk

Every investor knows the mixed blessing of exiting a business. There is the joy of the victory, seeing the
investment thesis play out and perform, and the frustration of figuring out what to do with the cash
proceeds. Investments are riskiest in the earliest days when the acquired company is unseasoned and the
CEO is still getting their arms around the company. This fragile window closes with time in each investment
vehicle but begins anew every time an investor writes a fresh check.

With their buy-and-keep posture, holding companies provide one way for investors to avoid redeployment
risk. Once the money is placed, it stays put for quite a while. While all investment strategies hold risk,
sticking with the winners instead of dropping them and seeking a new winner is one way to escape
redeployment risk and recycling funds. Enlightened investors appreciate this feature found in holding
companies.

06 The ability to deploy larger sums of capital

Since holding companies tend to be formed with $15 to $50 million capital pools, potential investors have
an opportunity to write larger-than-normal checks for the ETA space (while bumping up into the bottom
range of private equity). This is a desirable opportunity if investors have a get-the-money-to-work
perspective and believe in the entrepreneur and the strategy. This can be particularly appealing for
institutional investors who gather funds and deploy capital, especially with a fee-based revenue stream
locked in for an extended period.

For larger family offices who might not otherwise make direct investments into ETA because of the small
check sizes in typical deals, holding companies provide an opportunity for ETA exposure on a direct basis
while writing a bigger check. This potentially opens up a new investor type for entrepreneurs in addition
to their ability to show up with big checks.
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While not all investors are screening potential opportunities based on the ability to write meaningful checks,
some certainly are. Holding companies are one way for investors to supersize their allocations. We do think,
however, that some investors focused on deploying large sums of capital are extrapolating traditional search
fund returns to holding companies, which might not be completely applicable.

Potential drawbacks of holding company structures

Despite all of the attractive elements of holding companies we have enumerated for entrepreneurs and
investors, we see several drawbacks worthy of consideration. It is not our place to say whether the bad
overwhelms the good, but we do encourage entrepreneurs and investors to consider the complete package
of pros and cons before committing time or capital. With all of the entrepreneurial enthusiasm surrounding
holding companies, we are fearful that aspirants are glossing over the deterrents and overly focusing on the
positives.

In this section, we will review a sixsome of drawbacks of holding companies (Figure 11). While we do not
assert this list is comprehensive, we believe these are some of the most prominent elements to examine.

Figure 11: A sixsome of drawbacks of holding companies

@ This is nano-cap private equity in disguise
@ Growing $15 to $50 million is extremely difficult
@ Talent constraints to scale are present

@ There is an absence of scale benefits

@ These are highly illiquid investments

@ Building a culture is hard

01 This is nano-cap private equity in disguise

We cannot help but be a little cynical, and when we see something that waddles, quacks, and has feathers,
we call it a duck. Take away some of the sheen, and holding companies look an awful lot like nano-cap
private equity. A portfolio of a smattering of unrelated assets bound only by common ownership with a
delegated operating executive running the business unit while a puppeteer calls the capital allocation shots
from above sure smells like private equity to us. Okay, we will refine our assertion a bit. These holding
companies look like private equity without a sell-by date. This implies that entrepreneurs need to be
persistently correct in their string of acquisitions. This is very difficult and more challenging than getting a
single acquisition right, as is necessary for a run-of-the-mill search fund. It is akin to getting a series of coin
tosses accurate. Statistically, the odds are lower.

For investors, this implies backing a private equity investor who has likely never operated a business or
acted in a capacity greater than an associate or vice president at a more established private equity firm. The
principals here are newbies playing in a competitive game with super-smart opponents. We are concerned
that entrepreneurs are picking a holding company structure because they want to be private equity investors
and either did not get the real private equity job they wanted or see this as a stepping stone to building a
bigger firm.
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Like most private equity firms, holding companies have committed capital requirements. This is dissimilar
to typical search fund projects where investors have the option of investing capital in a subsequent
acquisition. Here, investors who are not on the board of directors or the investment committee are
compelled to invest in a series of company purchases with no voice or will be in default. This substantially
shifts the sponsor evaluation forward since there is no two-look opportunity.

02 Growing $15 to $50 million is extremely difficult

When we hear entrepreneurs boast about raising $15 to $50 million in equity, we feel nothing but pity for
them. They have no idea what they are signing up for. First, we do not think raising a pile of money is ever
worth bragging about. If we hear a seasoned CEO humbly share that they have created $15 to $50 million
in equity value, that is definitely worth praise and respect; raising funds, not so much. Furthermore, if
entrepreneurs raise $15 to $50 million, they should not be boasting. What they should be thinking is I
have to generate $250 million to $1 billion in equity value over the next few decades (a 10x to 20x MOIC,
depending on the initial base of funds).

Let’s break this math down into an IRR calculation. If an entrepreneur uses $50 million with hopes of
turning that into $1 billion over 20 years, that implies a 16% IRR. That is a high bar for anybody.
Entrepreneurs should fully internalize this math, the obligation, and the grueling contest. This is very
difficult and not for the faint of heart.

Finally, the ability to raise capital for a holding company project does not ensure the entrepreneur is able to
execute deals or operate the small companies they purchase. Fundraising is one skill and it should not be
confused with creating equity value.

03 Talent constraints to scale are present

We think this is one of the most underestimated headwinds in a holding company program - talent is
necessary to scale a holding company at two levels. First, talent is required at the operating unit level.
Promoters will need unit CEOs to run the acquired businesses so they can orchestrate the entire enterprise
and focus on deal sourcing and capital allocation. Second, talent will be required at the corporate level to
build the infrastructure and resources to serve and support the business field.

It turns out it is hard to recruit someone to run a $2 million EBITDA business in a third-tier city in an
unglamorous industry. These challenges are compounded by the fact that if a CEO candidate hails from a
respected MBA program and is intelligent and hard-working, they will want to be compensated generously
- in cash and equity. Cash comp will dilute the unit’s profitability, and the equity comp will likely come out
of the sponsor’s pocket. Furthermore, once the business unit CEO understands they can run a small
business, there is at least some chance they will bolt and run the playbook on their own account. This leaves
the holding company CEO to start the cycle over.

Holding company entrepreneurs espouse decentralization and maintaining a lean corporate or shared
services function. That makes all the sense in the world, except when the holding company owns a dozen
or so small squirrelly businesses that need to be overseen and supported with some infrastructure and
governance. Recruiting people to the shared service team will also involve cash and equity demands if they
are good. Talent is a choke point in this drill, and entrepreneurs should not scoff at the operational
(recruiting) and financial (equity dilution) implications of this conundrum.
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04 There is an absence of scale benefits

Pop quiz: Is it better to own and operate 15 companies with $1 million each in EBITDA or a single company
with $15 million in EBITDA? Of course, it depends on the industry and the underlying economic
characteristics, but it is usually easier and better to own a single bigger business than a grab bag of small
companies — even when the summed-up EBITDA is identical. Holding companies largely fall into the
category of many companies. Few scale benefits can be enjoyed when a holding company has 15 companies
with $1 million in EBITDA. There may be multiple ERP and accounting systems. There are different steep
learning curves to climb. Each company is largely idiosyncratic, connected only by ownership.

This is in sharp contrast to a single business with $15 million in EBITDA, which might enjoy
professionalization and some moats. It is a very different business and likely has domain expertise and an
industry or geographic presence that attracts talent, customers, vendors, and capital. Smaller firms struggle
on these fronts.

Furthermore, in some social media circles, we observe holding company entrepreneurs with ten companies
that in combination have just $1 million in EBITDA. That sounds like a mess to us, especially if the
companies are in disparate industries. Entrepreneurs need to stake out their success definition at the
inception of their journey. Some folks love to talk about equity dollars raised as compared to equity value
created. Additionally, some like to brag about the number of companies owned as compared to the size of
businesses owned.

05 These are highly illiquid investments

Although traditional search fund investments are also typically fairly illiquid, holding company vehicles
have the added illiquidity encumbrance of the project explicitly being set up for multiple decades. We know
that long investment horizons can be compelling with perpetual compounding and tax deferrals. However,
in a holding company set-up, investors truly sign up for the long term. While we generally think this is a
positive, investors, especially individuals, have dynamic circumstances - the woes of life land on smart,
wealthy people, too. There are divorces, illnesses, the need for capital now, and unavoidable death.

While most holding companies intend to make some liquidity possible in the episodic off-ramps, investors
are not guaranteed the ability to get out or to get out at a certain price. This means that some investors’
representatives are going to wind up with some quirky, illiquid assets that they likely will either not
understand or be stuck in. We are not sure that illiquidity is a strong enough reason to eschew holding
companies, but investors had better understand what it means to their personal situations.

06 Building a culture is hard

MBA students love to talk about and dissect culture. It is a warm and fuzzy qualitative topic; everybody
intends to build and maintain a positive culture. It is generally a feel-good theme for aspiring entrepreneurs
and sitting CEOs. We agree that culture is an essential subject when leading a company. However, when
asked, we always caution people that culture is very difficult to establish, nurture, and maintain. Building a
positive and impactful one takes years, and it can take minutes to undermine and destroy it with some off-
hand and flippant remarks. Culture is a challenge in a single company in a single location.

Creating a culture becomes much more problematic when a holding company has multiple businesses in
multiple locations. First, the primary holding company sponsor delegates the culture mantle to each

18 EXPLORING HOLDING COMPANIES IN THE SEARCH FUND ECOSYSTEM



Yale scHOOL OF MANAGEMENT

business unit leader. This means that there will be various cultures with different norms and value systems.
Second, it is hard to link multiple cultures to the central holding company basket when the prevailing
mantra is to decentralize and push down to the field units as much as possible. So, if culture, as many
business leaders claim, is the glue that keeps a company together and is an organization’s secret sauce, it is
a bigger question to wrestle with within novel holding company programs. Furthermore, adhering to a
decentralization principle with culture can be very challenging when things are going sideways in a holding
company. In practice, it is hard to stay above the fray when chaos is bubbling up.

Some advice for holding company entrepreneurs

We would like to offer entrepreneurs contemplating the holding company pathway a few thoughts to better
prepare for their odyssey. These are not tactical thoughts (purchase a business in the fill-in-the-blank
space). Rather, these are high-level notions that entrepreneurs might find thought-provoking and worthy
of deliberation before locking into a multi-decade program. Although we certainly do not claim to have all
the right answers, we think our advice is pertinent to prevent some future CEOs from getting swept up in
the holding company fever.

Figure 12 presents a list of a half dozen pieces of advice for holding company entrepreneurs. We will now
discuss each point in more detail.

Figure 12: A half dozen pieces of advice for holding company entrepreneurs

@ Do this for the right reasons

@ Embrace an operational mindset, especially in the early innings
@ Be parsimonious with equity capital
@ Be wary of over-diversification

@ Understand that time is concurrently a friend and an enemy

@ Recognize twenty years is a very, very long time

01 Do this for the right reasons

We think this is really important. When making a multi-decade commitment and raising tens of millions
of dollars, entrepreneurs had better know why they are doing this, and it truly should be for the right
reasons. It is an honor, privilege, and gift to captain a company for a long time frame. CEOs are responsible
for employees’ financial safety and growth. We believe being an enlightened and munificent CEO is
genuinely noble, and aspiring entrepreneurs need to embrace this mindset. This is about people, their
livelihoods, and maybe even their lives. Holding company aspirants must internalize this and take the
responsibility seriously.

Yes, we do hope holding company jocks create wealth for themselves and their investors, but that is just a
derivative of engaging in CEO activities. That is what leading any business is about. If folks are pursuing
this avenue because of their private-equity-like demeanor, or they think they will be sitting in their office
making capital allocation decisions for twelve hours a day, we suggest they either get a private equity job or
get a massive reality check.
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Permanent capital and a long runway allow entrepreneurs to build a truly special, larger company. That is
a really compelling set of circumstances. Entrepreneurs should chase this prospect because they want to
develop and lead something that is terrific and amazing - that is the right reason to be a holding company
entrepreneur.

02 Embrace an operational mindset, especially in the early innings

We are fans of lofty strategy frameworks and capital allocation principles in any entrepreneurial venture.
Strategy sets the direction of how the firm will play the game and make integrated choices to deliver value
to customers and shareholder constituents. We are also bullish about intentional capital allocation practices.
How a CEO sources and uses capital will greatly impact a company’s equity returns. However, we are also
pragmatists and know that cerebral strategy and capital allocation talk will not carry the day without precise
operational execution. Operations matter; the most brilliant strategy will be botched if execution is poor.

We encourage holding company entrepreneurs to embrace an operational mindset enthusiastically.
Companies do not magically create value with grand strategies and capital allocation prestidigitation alone
- operations also need to soar. This is especially true in the early innings of the holding company game.
Infrastructure will likely be light, and the CEO must get the puzzle pieces in place. If they disregard
operations in favor of deal-making and capital allocation, they will likely (or perhaps certainly) pay the price
in the future. Committing to operations will be an invaluable learning experience and make entrepreneurs
better capital allocators.

Well-orchestrated operations are what allow a company to scale and wring out precious margin and cash.
It is also personally fulfilling and fun when the machine hums along and works well. Some entrepreneurs
will address this by seeking an operating partner. That might work, but we are not so sure that small
company CEOs can fully outsource or jettison their operational responsibilities. We discuss some of these

ideas more deeply in our note Check Your Strategy and Capital Allocation Aspirations.

03 Be parsimonious with equity capital

Raising money can be fun. Yes, the process is likely filled with lots of rejection, but it also includes scores
of interesting and pleasant conversations with highly accomplished, intelligent, and wealthy people.
Talented entrepreneurs will be sought after and feel flattered. Additionally, raising capital beats firing
wayward employees and placating irate customers. Building a business is not about raising capital, however,
and compounding larger sums of equity is more daunting than growing smaller sums.

We encourage entrepreneurs to be parsimonious with equity capital. Raise and use the smallest amount
necessary to build the program, ideally from like-minded people. Entrepreneurs can always go back to the
well if things are progressing positively. We are fearful that many holding company types raise too much
equity in the vein of going fast. An alternative is to use much less equity and go smaller and slower at the
beginning. This might result in more equity ownership for the entrepreneur and less external pressure to
grow gobs of equity. After all, this is usually a multi-decade program, so optimization should be on the
entrepreneur’s outcomes in 20 or 30 years. Equity capital is onerously expensive and comes with many
opinions - use it cautiously, selectively, and in the smallest doses necessary.

When entrepreneurs raise excessive capital, there is always the risk of using the funds cavalierly since they
are abundant. Too much equity sloshing around not only dilutes ownership but also undermines operating
and deal-making discipline. Equity is powerful and potent - in carefully considered microscopic quantities.
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04 Be wary of over-diversification

We know that it is in vogue for holding company executives to build portfolios of disparate assets in the
pursuit of uncorrelated returns and with the belief that capital allocation is the primary skill that will govern
outcomes, meaning CEOs have the ability to make money in any business. We believe that too much
diversification in industry and geography might tamp down risk on the one hand, but it will also amplify
risk in running multiple unrelated businesses in various geographies, which is absolutely more complicated
- even with skilled leaders in each field business unit.

Operating multiple businesses in various industries is a challenge. It requires the CEO to be fluent in the
nuanced details of several sectors and to be an expert at many things. Being proficient in a single industry
can take years of diligent work filled with false starts and trial and error. Mastering several industries in
rapid succession is intimidating at best and impossible at worst. CEOs will claim they need not be experts
because each business has a leader. Well, those leaders had better have generous compensation packages,
and even then, there will be inevitable turnover. Berkshire Hathaway can attract world class talent because
their portfolio assets are standalone Fortune 500 companies. That is not the case in the holding companies
we are discussing.

Furthermore, overseeing multiple companies across many geographies is more complex than a concentrated
business in one or a few proximate locations. If enterprises are far-flung, the CEO will chew up precious
time with travel. Triaging the inevitable crises when they are two time zones away is much harder than
when the calamity is within walking distance. Furthermore, the holding company shared services team is
very likely to be engaged in field location kerfuffles with lean operations locally and the best talent centrally.

Diversification brings both benefits and challenges. CEOs must comprehend what more industries and
more distance truly mean.

05 Understand that time is concurrently a friend and an enemy

Time can be an entrepreneur’s best friend when building a business. Things get better annually, and equity
values creep up when compounding does its silent work. It is almost like sorcery when a CEO lifts their
head up after a decade and surveys a much bigger and more valuable firm. It is very difficult to short-circuit
the power of time when constructing a company.

As friendly as time can be to the firm, it can also pose a treacherous headwind to the entrepreneur.
Relentlessly compounding a business in the mid-teens or twenties over decades is a Herculean task.
Growing a $1 million EBITDA business by 15% is a conceivable $150,000. Growing a $100 million
EBITDA business by 15% is a staggering $15 million. There is an ever-present ticking clock when the
CEO’s compensation scheme is linked to that incessant growth and compounding. Growing ever-increasing
capital sums at constant rates over decades is awfully difficult. While we are energetically rooting for
entrepreneurs, they should fully grasp and synthesize what it means to grow a capital pool at a steep rate
for a handful of decades. It is a gargantuan lift.

06 Recognize twenty years is a very, very long time

Most MBA students graduate at approximately 30 years old. Prior to business school, they probably had a
few jobs in rapid succession in two-to-three-year increments. It is very difficult for a 30-year-old to imagine
making a 20-year commitment. That brings them to 50, a life filled with spouse, homes, mortgages,
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children, and the delights and chaos of family life. This is particularly difficult to conceive when someone
has never made a professional commitment for more than two years.

Twenty years might as well be forever to a peripatetic 30-year-old who is used to constant stimulation and
newness. So, we encourage potential holding company entrepreneurs to deeply evaluate what a 20-year
commitment might be like. What it will feel like to lead and operate small, topsy-turvy companies for a few
decades. There might be a valid reason why so many traditional search fund entrepreneurs run a business
for about five years and then retreat and transition to an investor role - running and leading can be
excruciatingly hard. This is a life choice, and signing up for a multi-decade pledge is a solemn responsibility.
Entrepreneurs had better be certain this is for them.

A few predictions on the direction of holding companies in the ETA community

We will close out this note with a few predictions about holding companies in the ETA community (Figure
13). Prognosticating the future is a tricky sport, so we hope that we hit the barn and would not be surprised
if we miss the bullseye. In the interim, we plan to sit back and enjoy the movie as the story unfolds.

Figure 13: A few predictions on the direction of holding companies in the ETA community

Q There will be a handful of extraordinary outcomes

@ Entrepreneurs and investors will exit earlier than planned

@ Economic results will be mixed

@ Holding companies will continue to grow in popularity, but eventnally yield to the next new thing

@ The holding company model will internationalize shortly

@ The committed capital pools will grow

01 There will be a handful of extraordinary outcomes

We have a high degree of conviction that we will see spectacular outcomes in the holding company
movement. A handful of campaigns will generate a billion or billions of dollars in equity value. We do not
believe that will be the norm, but there will be some very skilled or lucky lottery ticket winners. We and
investors cannot predict who the fortunate few will be, but there will be some stunning outcomes. Once
these stories get written, more entrants will jump into the arena to test their karma and mettle. Nothing is
a better recruiter on the MBA circuit than a monster economic win.

Despite these blockbuster triumphs, aspiring entrepreneurs should rigorously evaluate whether this model
is appropriate and a fit for their needs. Furthermore, scrutinizing any entrepreneurial jaunt using wealth
creation as the exclusive lens can be myopic. Building a holding company is as much a lifestyle choice as an
economic bet. Yes, there will be some grand slam home runs, and we are thrilled about that prospect.

02 Entrepreneurs and investors will exit earlier than planned

We believe entrepreneurs will jettison their projects before several decades pass. They will get bored of their
businesses no matter how lucrative they are; they will tire of the small business grind that can likely feel like
a daily knife fight and will want to raise investment funds and become professional investors. Running and
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building a firm is complex, and the required skills change as an organization morphs and scales.
Entrepreneurs will flag and want to trade their illiquid wealth for U.S. dollars and leave operations behind
them. Another catalyst for abandoning their holding company projects could be the long-cycle marriage to
investors. In more typical search funds, entrepreneurs partner with investors in the first outing and then
move on to an investor role or pursue an additional operating role using their own capital without the
investor oversight. Retaining investors for a few decades might be fatiguing for some entrepreneurs.

Similarly, investors will want to cash out their tens of millions of dollars in value and enjoy their riches.
Despite understanding the value of long-term holding periods, many investors cannot resist the temptation
of liquid lucre. Holding periods will be longer than traditional search funds, but shorter than envisioned.
As always, some investors will crave liquidity to deliver monetized returns and cash to their limited partners.
This validates their performance and serves as a springboard to raise future funds.

03 Economic results will be mixed

Similar to traditional search funds, holding companies will experience mixed economic outcomes. Some
ventures will soar as planned, and others will fail to launch by not purchasing an initial company, struggle
to execute on successive acquisitions, or build octopus-like enterprises from which they cannot wring out
any cash. It is too early to know what the statistics will be like, but we are confident that there will be some
distribution pattern that mirrors ETA in general. We would love to see our friend, Professor Peter Kelly at
the Stanford Graduate School of Business, track and report the holding company data in the same excellent
way he has done with historical search funds.

Holding companies are not a panacea and will not magically increase economic performance or the
probability of success. They are still subject to the vagaries of small business operations and the laws of
financial gravity. So, investors and entrepreneurs should hold on tight and be prepared for an inevitable
roller coaster ride and a distribution of outcomes.

We expect a normal distribution, and the majority of entrepreneurs will land at the peak of the bell curve
with highly desirable financial results. This is encouraging because the positive two-deviation events will
absolutely occur, but it is extraordinarily difficult to call who those superstars will be - just like in the
traditional search fund pond.

04 Holding companies will continue to grow in popularity, but eventually yield to the next new thing

Holding companies are having a moment in the ETA world. Like traditional search funds, holding
companies have a strong runway filled with robust growth. But, as with search funds, something new will
come along and dislodge holding companies as the star of the show. Part of that might be due to their
performance (the jury is still out), and part might be the next generation of elite MBAs wanting to stake
out their own new turf.

In public equity markets, proxies of holding companies have drifted in and out of style. In the 1960s and
1970s, CEO Harold Geneen built ITT into a goliath through hundreds of unrelated acquisitions.
Subsequently, ITT divested many of its acquisitions and split the company up into several independent
public companies. Similarly, Tyco International was a successful conglomerate headed up by CEO Dennis
Kozlowski in the 1990s. He pursued acquisitions at a furious pace, and the firm grew in size and was added
to the S&P 500. The party ended in the early 2000s when Tyco and Kozlowski were discovered to be
artificially inflating the company’s earnings and excessively spending shareholder funds. Over the following
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years, Tyco divested assets and split the company up into several distinct operating units. Storied General
Electric, once considered the standard bearer of management excellence, was also an unwieldy conglomerate
and acquisition machine that ultimately tripped and broke itself up into smaller units. Our point is that
holding companies, conglomerates, and hypergrowth acquisitions do not guarantee success and are subject
to economic fundamentals, just like all operating businesses. Entrepreneurs and investors should tread
carefully.

05 The holding company model will internationalize shortly

We anticipate that holding company structures in the ETA community will proliferate in non-U.S.
geographies shortly. After their inception in the 1980s, search funds were exclusively a U.S.-centric
framework for a decade or two. Slowly, the model took hold in Western Europe and Latin America, and
now it is a global phenomenon. Holding companies will mimic this pattern with acceptance, embracement,
and enthusiasm in widespread geographies. We only see a single difference in the non-U.S. growth arc of
holding companies as compared to historical search funds - it will be much more rapid.

With ETA’s performance attracting capital and talent globally, the proximate holding company wave will
ignite more quickly. Furthermore, non-U.S. students studying at elite American MBA programs will catch
wind of the holding company mantra and return to their native markets, ready to operationalize the
paradigm. Look for these vehicles to spread with relative ease as the model takes hold and is proven in the
U.s.

06 The committed capital pools will grow

Once a few entrepreneurs strike gold in the holding company quest, we envision that not only will more
entrepreneurs enter the bazaar, but they will also seek to raise more capital than what is currently the norm.
As investors become more acclimated to the program, they will feel more comfortable making bigger bets,
and entrepreneurs will build confidence and audaciously seek to raise orders of magnitude more funds.
After all, more money behind an entrepreneur often implies an opportunity for additional nominal dollars
to be earned.

This pattern will mimic how ordinary ETA projects have supersized acquisition targets and how deal sizes
have grown. With so much capital on the sidelines in the ETA ecosystem, investors are actively looking for
opportunities to deploy capital, and holding company entrepreneurs will be happy to help solve this
quandary. As investor and entrepreneur interest augments, we will also see dedicated support systems and
resources flourish. MBA courses, conferences, obligatory podcasts, and campus clubs will all smooth the
road for the next generation.
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A mini-profile: a holding company in action

Sam Duprey (Yale College 2010 and University of Chicago Booth School of Business
2016) cofounded Caliber Companies, a Chicago-based holding company, with Max
Gaby (University of Chicago Booth School of Business 2016). The duo launched Caliber
in 2021 with the goal of acquiring multiple niche service businesses with overlapping

- business models and customer end markets. Prior to forming Caliber, Duprey worked in
corporate development at a small, publicly traded holding company, and Gaby worked in investment
banking and private equity. Duprey explains:

We knew we wanted to be entrepreneurs and partners and were aiming to build something
that would consume the rest of our careers. That meant we had to launch something that
fit our combined skillset at inception but could also grow and expand with us over time.
We briefly considered a traditional search fund, but that felt like a solution for the next few
years rather than the next few decades. We were looking for a vehicle that would evolve
alongside us where we could exercise more muscles and develop new skills continuously
across a long-term horizon. Truthfully, we also thought we could create more value for
ourselves and our investors using the holding company model; this was an important
consideration for us if we were going to devote our careers to this endeavor.

When we started Caliber, we were drawn to the notion of having a dedicated group of
investor partners who could help us learn and develop. While that has proven valuable,
fundraising in our first year consumed a lot of time that could have been better spent
networking in relevant industries and generating deal flow - and that is what we tell
entrepreneurs to consider when they ask us.

We purchased Ohio-based Innovative Lab Services (ILS) in 2023 for our first company,
and are thrilled. Given our holding company ambitions, we likely weighed a few factors in

our sourcing process that traditional searchers may not — what is the add-on acquisition
opportunity set for this business, what tangential businesses does ILS put us in a position
to acquire as future Caliber platforms, and so forth. That said, our day-to-day right now
looks and feels like a plain vanilla search fund. We are leading, operating, and growing a
single company. We are establishing systems, processes, and people protocols as a
foundation for a scalable platform. We hope and believe we are building a skill set,
knowledge base, and network that will prove valuable across many companies and
platforms throughout Caliber’s lifecycle. But we devote incredibly little of our time right
now to what many aspiring entrepreneurs might consider ‘holding company activities’ -
capital allocation is not part of our daily rhythm.

We suspect holding companies appeal to a lot of MBAs now because of some shared
dynamics with traditional private equity. While that may be the case, we’d caution any
aspiring entrepreneurs to think carefully about the differences between these structures
rather than the similarities. We are incentivized to be patient and deliberate at this stage,
maximizing the potential of the single business we currently own and developing a skillset
we can reuse across similar assets in the future. We are not sprinting through capital
deployment to some future fundraise; we are running a marathon to maximize MOIC.
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That is daunting, and the critical underpinnings are focus, discipline, operational
excellence, and prudent investment and resource allocation practices. We are incredibly
excited about the strategy, economic value potential, and career opportunity in this model,
and we are working relentlessly toward that ambition.

Conclusion

Holding companies are a fresh and innovative approach in the ETA community. The holding company label
typically implies an entrepreneur who aims to engage in programmatic acquisitions and plans to run the
vehicle for a few decades or indefinitely. There are many charming elements in holding companies that both
entrepreneurs and investors are attracted to. Specifically, the ability to compound and grow capital for
decades with tax deferrals presents an opportunity to concentrate on MOIC and create vast sums of equity
dollars. However, these are not perfect or bulletproof mechanisms, and there are plenty of risks, like scaling
disparate assets in far-flung geographies. Talent requirements are real at the field and holding unit levels
and will require robust compensation that will challenge cash flow and likely dilute the promoter’s equity.

Elite post-MBA aspiring entrepreneurs will continue to flood the holding company zone since they can raise
tens of millions of dollars and live out their capital allocation fantasies. We hope entrepreneurs enter the
fray for the right reasons and have grounded and realistic expectations about what a holding company sortie
entails.

We wish you success and good fortune in your adventure. With thoughtful preparation, hard work, and a
splash of serendipity, we fully expect to see you in the winner’s circle. Have fun, and as always, we are
rooting for you every step of the way!
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Endnotes

! Trish Higgins is a founder of Chenmark Holdings, a long-term-oriented holding company based in Portland,
Maine, that seeks to acquire and operate small-to-medium businesses.

2 Rich Littlehale is the co-founder of Westerly, a holding company investment firm.

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