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Exploring the Future of Entrepreneurship through
Acquisition

Entrepreneurship through acquisition will retain elements of its roots but
will definitely change, and you can still thrive and enjoy financial and
intellectual rewards
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Entrepreneurship through acquisition (ETA) is a booming post-MBA route for aspiring
entrepreneurs. Since its inception in the mid-1980s, ETA has flourished, and it is now an
accepted and mainstream career choice for MBA students. This pathway to a CEO role was once
a peculiar and puzzling post-MBA opportunity, but fast forward forty years, and the world is
quite different.

There is no question that the once-obscure notion of search funds has now become commonplace
and is proliferating in MBA programs. According to the 2022 Stanford Graduate School of
Business Search Fund Study, there are currently 138 search fund operating companies and 107
searchers who have not yet acquired businesses in the United States and Canada.? Additionally,
IESE Business School’s International Search Funds Selected Observations 2022 counted 78
operating companies purchased through searches and 79 searches for viable businesses currently
underway outside the United States and Canada.* These data exclude self-funded and sponsored
searchers, who probably account for hundreds of operating companies and hundreds more
searches.

Furthermore, whereas during the mid-1990s, a handful of new searches were launched yearly,
in 2020, there were 66, according to the Stanford study.® Similarly, the IESE study reports low
single-digit launches from 1992 through 2012 but 44 starts in 2020.° Once again, this excludes
self-funded searches and accelerator vehicles. On the investor side, what was once an unknown
asset class financed by a dozen high-net-worth individuals now sees scores of institutional
investors with investment pools ranging from low tens of millions to over $100 million.
Anecdotally, it seems like a brand-new investment firm is launched each month, aiming to raise
$25 to $50 million to invest in search funds and search-adjacent opportunities. Stanford reports
that $776 million was invested in traditional searches and search-acquired companies in 2020
and 2021.7

It is easy enough to document how ETA has evolved over the past few decades, but that is a
rearview mirror activity. We are more curious about where ETA is going in the future. How will
this once quirky entrepreneurship vehicle morph in the next few decades? Former New York
Yankee and avocational philosopher Yogi Berra is attributed with the quote, “It’s tough to make
predictions, especially about the future.” We agree with the former slugger, and despite not being
professional soothsayers, we will attempt to prognosticate the direction in which ETA is headed.
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You will notice that we do not attach time-bound windows to our predictions, cleverly retaining the
perpetual defense that we still support our predictions - they just have not occurred yet.

Although we do not see ETA proceeding in a more-of-the-same mode, we do believe that it will retain its
fundamental roots. However, it will evolve into something that hardly would have been recognizable to Irv
Grousbeck, currently the MBA Class of 1980 Adjunct Professor of Management at the Graduate School of
Business at Stanford University, the person credited with conceiving the search fund model. To help
organize our note, we will use six dimensions as general lenses to formulate our forecasts (Figure 1). We
expect that, in aggregate, these pressures and parties will drive many modifications in the ETA ecosystem.

Figure 1: Six lenses we will use to make prophecies about ETA
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We all know that change is inevitable, and we will resist the temptation to paint a picture indicating that
transformations in the ETA world are all bad. That is certainly not true. Some of the changes are absolutely
undesirable for various constituents, but others will clearly be of benefit. Part of whether changes are
positive or negative depends on an individual’s position in the ETA ecosystem. On certain topics, the
investors’ maladies are the entrepreneurs’ rewards, and that can flip on other dimensions. Many of our
forecasts are extensions of what we already see happening in the search fund ecosystem - but amplified.
We will now use our six lenses to make multiple prognoses.

1. Activity levels

In our introduction, we used words to depict the rate of ETA growth. If we drew a line graph or a histogram,
ETA participation measured by fund formation and acquisitions would look like the proverbial hockey stick.
We anticipate that there will be even more ETA launches and company acquisitions in the years to come.
According to the U.S. Census Bureau, there were 8.14 million businesses in the U.S. in 2021. Of those
businesses, 1.9 million had more than ten employees and less than 100 employees, the usual sweet spot
for ETA targets.® It appears there is no limit to the potential targets for post-MBA students, even if all of
these companies are not currently ripe for a search fund acquisition or fit the traditional screen of a desirable
search fund target.

" The U.S. federal government provides data on business establishments by employee count, not by revenue or by a

profit proxy.
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Furthermore, the participation rate (the number of graduating MBA students in the top twenty programs
opting into ETA as a percentage of all eligible MBA graduating students) in ETA is currently only
approximately 1.8%." While this is significantly higher than historical rates, it is still a relatively minuscule
number. Add to these dynamics the apparent tsunami of capital flooding the asset class, and there is a perfect
storm of vastly increased activity levels on the horizon. According to the previously referenced Stanford
search fund study, there were 66 funds launched in 2020 and just under 60 in 2021. This was
inconceivable in the late 80s and early 90s when one to three searches were formed per year, with none at
all happening in some years. We believe we will see hundreds (plural) of funds created annually in the not-
too-distant future if this is not already occurring today.

There is plenty of capital, talent, and opportunity available. Furthermore, with every investor scouring
campuses and conferences, they are now actively selling potential CEOs on the model. More MBA schools
than ever have courses, clubs, and a steady parade of guests evangelizing the model - including faculty
members. Podcasts, blogs, and mainstream media fan the frenzy, too, especially with the deification and
glorification of the lottery-ticket-like winners of the game. Pair this with a pervasive fear of missing out on
both the investor and entrepreneur sides, and this dynamic will entice more and more aspiring
entrepreneurs into the mix.

Our prediction is limited to U.S. and Canadian funds, as is the Stanford Study. If asked what this looks like
globally, we would reply that the non-U.S. and Canadian activity might equal that in the U.S. and Canada.
We have regularly witnessed yet another intrepid searcher launch the inaugural fund in a given geography,
only to be followed by more eager entrepreneurs. This has been particularly true in Latin America and
Western Europe. Do we think the ETA concept will eventually catch fire in Asia and Africa? Yes, there are
already sparks of activity.

Search funds have become relatively low-risk bilateral options where the entrepreneur and the investors
each have an option on the project’s future and success. Since there is little explicit cost to starting a fund
and not closing a deal, more MBA students will land at “Why not?” Investors fuel this dynamic as well.
Investing in a search is a very low-cost ticket to see what happens with no obligation to fund an acquisition.
The optionality-like mindset continues into the acquisition phase. We all know it is difficult, if not
impossible, to call the 10x multiple of capital winners at the starting line. High growth in the ETA space
comes at a cost. Historically, investors and entrepreneurs were intellectually and emotionally all in on a
project. Anecdotally, that is no longer the case.

There are many excellent and compelling reasons to pursue ETA. There are also the wrong reasons to launch
a search - a lousy job market, seeing a path to becoming an investor, thinking it is a sexy choice, and
believing it is a road to riches. Unfortunately, plenty of entrepreneurs will chase ETA and drive up activity
levels for the wrong reasons.

Switching to dollar activity levels, the future will see billions of dollars of equity deployed into search funds
annually. If the system easily absorbed $776 million in 2020 and 2021, dollars deployed in the future will
correlate with activity levels and will rise precipitously. While billions might sound like a staggering
number, and it is in this once-boutique asset class, it is still puny compared to other, more mature asset

" We estimate participation by using search fund launches (150 for traditionally fund and self-funded) as our
numerator and the number of MBA students in a class in the top twenty MBA programs (8,300) as our denominator.
Our MBA student count is for full-time MBA programs and excludes executive MBA and other degree programs.
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classes. For example, private equity executed $1.1 trillion in deal value over approximately 4,000
transactions in 2021.°

Our punchline for activity levels is to expect more — multiples of where we are today - for searches and
acquisitions. With so much increased ETA participation, there is plenty of room for many entrepreneurs
and investors to thrive, even if the ecosystem appears to be thicker and more crowded than ever. We can
look to private equity as a framework and model. As that asset class has grown, changed, and attracted more
capital and talent, there have been more winners at the firm and CEO levels. There are too many multi-
billion-dollar private equity firms to count, and many enjoy the riches of annual fees and participation
economics. The same will occur in ETA - more activity with more winners and beneficiaries.

Finally, as more searchers enter the system, search quality will attenuate, and more talent will be dispersed.
As the pool gets more crowded and capital needs to be deployed, the aperture to enter the game is more
expansive than ever - and a bunch of unqualified aspiring entrepreneurs will be funded. Investors will need
to be hyper-selective in evaluating whom they back.

2. Models

The ETA world used to employ a one-size-fits-all approach, commonly called a traditionally funded search.
There was a single methodology to the process, and deviation was frowned upon. Things have relaxed now,
and we expect to see more iterations of ETA in the future. We explore various ETA models in our note
Exploring Various Search Fund Structures. Some of these models include self-funded searches,
geographically focused projects, investor-concentrated strategies, software technology companies (once a
taboo notion), holding companies, roll-ups, accelerators, emerging market models, mid-career CEO
structures, and single sponsor models. All of these were previously unpermitted. Today, they are all
actionable forms for entrepreneurs. With so many investors seeking opportunities, somebody will always
ante up in a project.

Why are there so many permutations? Because that is what entrepreneurs want, and the capital will follow
the best talent. Moreover, with so many look-alike investors, capital providers need to do something to try
to stand out. This results in model differentiation at the investor level; we are a fill-in-the-blank shop.

We will see more innovations in the future. As certain corners of the ETA tent get crowded, talent and
capital will move to virgin areas for returns — and for the sake of innovation. We have seen this recently
with the mild advent of curiosity in franchisee entrepreneurship. Nothing is off the table if the required
returns can be met. Furthermore, the idea of doing a search fund today does not spark curiosity and envy
as it did in the mid-1990s. Search funds are as common as consulting jobs on MBA campuses (not in
volume, but in the zeitgeist). At one elite MBA campus, more than 20% of the first-year class joined the
ETA club in 2023 - a staggering number by historical standards. Many of these best-in-breed aspiring
entrepreneurs prefer to avoid the old ordinary search track and instead want something novel and
innovative, if for no other reason than that they see themselves as trailblazers, not lemmings. Launching a
traditional search is no longer cool enough.

One reason there will be a shift to alternative models, like holding companies, is that entrepreneurs will
seek to leverage previous professional experiences in banking and private equity. These skills focus more on
the transaction and less on the operation, allowing the entrepreneur to be more of a sponsor and deal person
than a traditional operating CEO.
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3. Searcher demographics

At its inception, ETA was the domain of white men who received their MBAs at Harvard University or
Stanford University. Women were scarce, people of color were absent, and searchers were nearly uniformly
embarking on their journeys immediately after their graduate degrees. The searcher demographics were
disappointingly homogeneous. While we have seen improvement over several decades, ETA is still a white
man’s game. According to the 2022 Stanford search fund study, in the 2020-2021 cycle, 60% of searchers
identified as white, while Black people represented 6%. With approximately 60 launches, Black searchers
scored only three seats in that time frame. Asians and Latinos came in at 13% and 11%, respectively.
Women represented 11% of the searchers - a previously untouched zenith, but still disproportionately low
compared to the female population in MBA programs.” So, while there have been positive strides, there is
more room for ethnic and gender equity in the ETA ecosystem.

We anticipate that as more women in the ETA community exit victorious, more female searchers will enter
the game. With role models, emulatable protagonists, and general acceptance that this framework works as
well with female CEOs as with male CEOs, we will see women searchers approach their MBA population
percentages over time. And why not? Women have the same post-MBA career aspirations as men. ETA is
a fast track to achieve a CEO role, financial independence, the thrill of building an enterprise that reflects
the CEO’s values and vision, and a high degree of flexibility. With affinity groups like the Women’s Search
Network that create specific programming and content to address women searchers’ needs, we will see more

women searchers.

Similarly, we believe the number of searchers who are people of color will grow and reflect a more balanced
representation of MBA classes. For example, Stanford claims in its entering class profile that 50% of U.S.
students identify as a person of color. We will see searchers of color grow from current rates to more
representative rates for all MBA students. The Black Search Network and the Asian Search Network help
create role models and identifiable CEOs for more searchers of color.

More MBA schools will produce searchers as ETA courses proliferate on campuses. Gone are the days of
Harvard and Stanford monopolizing the model. Furthermore, 19% of the last batch of searchers in the
Stanford study did not even have an MBA. That credential is no longer a requirement to launch a search
and attract capital from serial ETA investors who once perceived an elite MBA degree as an entry
requirement for their capital, and we expect to see that accelerate. As fond as we are of the MBA degree,
consultants, investment bankers, private equity investors, and operationally inclined folks all have qualified
backgrounds to search. We will see more non-MBAs raise capital and search.

Additionally, we think the model will creep into law schools and that highly talented people with other
graduate degrees will enter the search jungle. Finally, while there was once a ‘you’re too old’ stigma for
mid-career or mid-career plus searchers, investors now seem to brook searchers who are five or ten years
out of business school. We will continue to see mid-career searchers proliferate as they become disgruntled
with their common post-MBA careers.

We would like to think that all of the democratization of ETA is due to enlightened philosophies, and some
of it is, but we also believe that with capital gushing through the system, the money has to go somewhere.
So, the tent has become bigger, and all comers are welcome. We are thrilled that there will be more
demographic diversity, regardless of the catalyst. We strongly encourage entrepreneurs of all colors and

* According to Class Profile: Class of 2025 (yale.edu), 40% of the 2025 class is women. Similarly, women make up
46% of Stanford’s most recently enrolled class (MBA Entering Class Profile | Stanford Graduate School of Business).
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stripes to seriously evaluate the compelling ETA opportunity. The door is open to everybody more than
ever. Finally, we urge investors to continue supporting many different flavors of entrepreneurs and to be
sensitive to their needs and issues. There are plenty of wonderfully talented potential CEOs who are not
white males.

4. Returns

We are afraid this section might be a bit terse. Our unvarnished opinion about future returns is that they
will go down. We believe this for several reasons. First, everybody is chasing $1 to $3 million EBITDA
deals. What was once easy pickings is now fraught with competition from fundless sponsors, family offices,
private equity firms, and searchers themselves. With the current exciting returns, this competition will
accelerate even further in the future, thus impairing returns.

Second, the asset class cannot escape the laws of economic gravity — as more capital is supplied to the system
and to chasing deals, returns will compress. We think the real reason returns will contract is that with so
much capital chasing what is perceived as the very best and most desirable talent, some subset of the talent
will demand more equity - driving down investor returns. This is a good fact for CEOs and a terrible fact
for capital providers. While the ETA space will attract more capable CEOs, the increased inflow of the top
10% of talent will not keep up with the increased inflow of investors who are all pursuing the top decile. It
will not be the asset quality or deal structure that tarnishes returns; it will be investors’ behavior. All ETA
investors want access to the very best talent, however that is defined or perceived. As too much capital is
chasing a slim subset of the entire talent pool, the power dynamic will shift and accelerate from capital to
talent. This will also trickle down to lower rungs on the talent pool ladder. Attenuating returns in any asset
class with striking returns is inevitable, and search funds are not immune. We do not think this is bad, just
expected. Furthermore, we lean towards talent in the usual tension between capital and talent.

Third, as institutional investors build sizable and complicated portfolios with hundreds of assets, screening
and performing diligence on the succeeding deal will become more challenging. Since investors are reluctant
to miss the next big winner, more deals will get financed than should. There will always be some groups of
investors who falsely see gold in the muck. This tendency to support unsupportable transactions will drive
down overall returns. This dynamic will be exacerbated by projects with highly populated cap tables that
allow a small portion of the investor group to sponsor an entrepreneur in an acquisition that otherwise
would be squelched.

Fourth, entrepreneurs are operating on their own more than ever before. Since investors are stretched too
thin with burgeoning portfolios, CEOs receive less bespoke support and attention. Board members have
many board commitments, and some board members are junior professionals without the wisdom that
comes from years of experience. This will result in lower performance amongst some entrepreneurs who
cannot attract the most talented mentors who are willing to engage meaningfully enough to help optimize
the business and equity opportunity.

Finally, some novel investors in the ETA ecosystem are just willing to underwrite and accept lower returns.
Family offices, for example, might be thrilled with returns in the high teens that traditional search fund
investors would scoff at. We are not saying these family offices with lower return needs are wrong, but their
behavior will bring down overall returns.

Despite our forecast for diminishing returns, ETA returns will still be compelling and will bottom out in
the low to mid-20s. They must remain higher than larger private equity asset classes since these small,
quirky deals present more risk. In ETA, we can look to venture capital and private equity trajectories as
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frameworks for returns over time. As those asset classes grew and matured and attracted more dollars,
returns attenuated before stabilizing. We do not think lower return expectations are necessarily bad. More
modest economic rewards could lead to more completed deals because there will be a lower hurdle to
surmount. In traditionally funded searches, lower returns will impact the entrepreneur disproportionately
since achieving full vesting in the performance tranche will be more challenging.

Lower return requirements might also make entrepreneurs less aggressive when operating their companies.
Debt might be used more conservatively, and revenue growth might be pursued more tentatively and only
when appropriate. Many excellent small businesses are not underwritten with traditional search fund
metrics because the returns do not clear the targeted 35% IRR threshold. A business that generates 20%
returns (or even mid-teens returns) over long periods of time is a treasure, in our opinion, not something
that should wind up on the cutting room floor. We often joke, “What do you call an entrepreneur who
generates 15% returns over decades?” The answer is “Warren Buffet.” We should all be so lucky as to enjoy
measly, subpar ETA returns of 15% over long periods.’ So, while we do not foresee a resetting of expected
ETA returns to 15%, we do want to emphasize that there is a path to great wealth accumulation with more
modest returns than 35% over an extended holding period.

To mitigate lower returns, some investors will attempt to focus on cherry-picking the most desirable and
attractive deals as compared to getting as much capital to work as possible. Additionally, investors can try
to hold firm on their terms and be prepared to miss some entrepreneurs and deals. Alternatively, investors
can embrace reality and the inevitable and make peace with the lower returns. For entrepreneurs, the story
is different. They should do everything possible to extract the best terms from investors and continue to
shift power and economic rewards from capital to talent while optimizing the business opportunity,
coaching and support, and financial terms.

5. Investors

We believe more budding investors will enter the ETA capital pool. Returns have been too high for too long
not to attract new capital. Many of these upstart investors will not necessarily have a connection to the ETA
space as a previous entrepreneur. These fresh investors will fundamentally be financial entrepreneurs - not
operational entrepreneurs. Pools of professionally managed capital will continue to flourish with a vastly
different set of objectives than those of high-net-worth individual investors. Internal rates of return (IRR)
will trump multiples of invested capital (MOIC) because IRR is the typical bogey for professional
investment managers acting as agents for limited partners (LP).

Furthermore, these institutional investors will focus on portfolio dynamics and general partner (GP)
economics, not individual asset optimization. This will shortchange entrepreneurs periodically as GPs with
an IRR focus will choose earlier and premature exits since they must demonstrate results to raise the next
fund, eschewing a more compelling, tax-deferred, and enriching MOIC strategy. Entrepreneurs will also
impact holding periods as few searchers seem to exhibit a desire to be lifelong operators. See our case note

On the Nature of Long-term Holds: Why Entrepreneurs Should Embrace this Strategy, which explores the
benefits of not selling a business for both entrepreneurs and investors.

§ Using data found at BRK.A - Berkshire Hathaway Inc Class A Chart | Morningstar, we calculated Warren Buffet’s
Berkshire Hathaway compound annual growth rate from December 31, 1980, to December 30, 2022, at 18.2%. The
starting stock price was $425 and the ending price was $480,280. The time frame between dates is 42 years.
((($480,280/$425)7(1/42)) - 1) * 100 = 18.22%.
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As investor portfolios swell, any notion of selection skill will attenuate as portfolios become asset index
funds in disguise. Similarly, investors will discover the least they need to do for entrepreneurs and portfolio
companies to still retain access to talent. With large and complex portfolios, it will be impossible for
investors to nurture and focus on each company. Instead, the free rider problem will exacerbate as some
investors do not contribute yet enjoy returns as a result of their coinvestors serving on boards and providing
some support and mentoring to the CEO. Paradoxically, it pays to do just enough not to get kicked out of
the game, but not more.

This dynamic will reveal the fundamentally fractured promise to entrepreneurs: that investors are sorcerers
and that entrepreneurs will excel with their presence and sagacious mentorship. Some investors will
continue to sell pixie dust, but entrepreneurs will realize that investors are too stretched to deliver on the
value proposition. Furthermore, various investment firms’ main names will be inaccessible due to firm
management priorities and responsibilities, leaving entrepreneurs to interface with junior professionals. Of
course, a subset of investors will adhere to and embrace the ETA’s historical values and culture. Still, these
investors will be facing strong countervailing natural evolutionary headwinds.

Investors will seek to write larger checks to absorb the ballooning investment funds and push entrepreneurs
towards bigger deals requiring more equity. Larger transactions are inherently more complex, with more
institutional debt sources and operations that may take longer to conquer. The game will accelerate towards
gathering assets and putting money to work. In addition to scope creep, investors will need and choose to
source deals proprietarily and provide all or most of the equity, marking a shift away from the historical
ETA model. We will also see an unfamiliar class of investor, those purchasing slivers of seasoned direct
deals or LP positions in fund structures. Investors purchasing these positions, sometimes referred to as
secondaries, will have little connection to the CEO or GPs in a fund. Their role and relationship will be
purely financial and transactional while serving as a conduit for liquidity.

Additionally, we will see investors in various tranches of the capital stack. Specifically, regulated and
unregulated debt investors will specialize in non-equity layers of capital. We already see this with regulated
banks focused on search fund transactions using conventional debt and Small Business Administration
loans. Furthermore, mezzanine debt investors who understand and are attracted to the asset class will grow.
Finally, we will also see debt intermediaries help entrepreneurs find the best debt package for a specific
transaction and company.

To combat the proliferation of capital providers, investors will need to stake out a proprietary corner of the
ETA tent to fight for some differentiation. For example, some investors will focus on talent from a specific
school (we are a Darden shop), demographic (we are all about military veterans, or we are a mid-career-
centric firm), strategy (we love programmatic acquisitions), sector (we focus on tech-enabled business
services), model (we understand self-funded entrepreneurs), or geography (we own the mountain west).
There are too many investors generating too much noise for everybody to pretend to be a generalist - and
an expert. Some level of specialization and niche dominance will be necessary to attract talent and try to add
some value. Entrepreneurs will benefit from this investor focus in that investors will be especially attuned
to their needs and interests and be able to provide value-added support and resources.

None of our predictions should be surprising. This is generally the arc that private equity follows and is
inevitable, regardless of the consequences.
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6. Culture

One of the many reasons people have flocked to ETA as entrepreneurs and investors has been the magical
culture and values embedded in the ecosystem. Entrepreneurs further along in their journeys readily paid
it forward to the next cohort of CEOs with promptly returned phone calls, insightful advice, and patient
mentorship. Everybody was accessible through one degree of separation. Investors collaborated and shared
opportunities generously amongst the community’s handful of serial capital providers. Investors did not
fret about getting access to deal flow. There was a genuine sense of fellowship and shared objectives in the
ecosystem. Investors were typically very high net-worth individuals who invested in young, ambitious, and
talented entrepreneurs as much for the intellectual and emotional returns as the financial rewards.

The halcyon era described above has already waned and will continue to do so with acceleration. With so
many interloper investors without connections, the ETA culture will devolve into a transactional nanocap
asset class. Individual investors will continue being pushed out by institutional funds that are in business
to do deals and generate returns for limited partners. Investors and entrepreneurs will view each other as
steppingstones to reaching their common objective — wealth accumulation - not as partners building a
multi-decade business relationship.

Investor behavior will degenerate from happy collaboration and coopetition to toleration to skirmishes to
aggressiveness. Everybody will be frenemies competing for deal access. The special relationship between
investors and entrepreneurs will melt as entrepreneurs become one of the hundreds of operators and
searchers in an investor’s portfolio, and investors become perceived primarily as capital sources rather than
mentors and partners. In general, the culture will suffer from the financialization of ETA. For example, at
one point, capital providers made direct investments, then firms popped up to make investments on behalf
of LPs, and we have recently seen the first funds of funds where pools of capital invest in multiple
institutional funds, and there will be more. Ultimately, we will see professional investor firms buy pieces of
the GP, as has happened in private equity and hedge funds. It will be a race to see how many ways fees can
be sliced and extracted.

In its genesis, ETA attracted entrepreneurs who yearned to build, lead, grow, and serve as CEOs. In the
tirst generation of search fund entrepreneurs (pioneering giants like Kirk Riedinger and Jamie Turner,
Karen Moriarty, Peter Kelly, Jeff Stevens, and Kevin Taweel and Jim Ellis), the average tenure in the CEO
role was approximately 20 years, with most operating for more than ten years in a single or multiple CEO
roles. We predict that most future searchers will subscribe to the one-and-done mindset - not because they
will garner enough capital to retire, but because they do not want to be a CEO, at least not for the long term,
or in multiple companies. They will do a single search and not repeat as a searcher or CEO. It appears that
many search fund entrepreneurs are really interested in being investors. Unfortunately, many ETA CEOs
have pursued and will pursue a 3 x 5 strategy - they run a business for three to five years and exit with a
3-5x MOIC, forgoing the greater MOICs "™ and emotional rewards attainable with even longer investment
horizons. The next step in the 3 x 5 plan is immediately raising $25 to $50 million and morphing into an
investor. Some of these individuals will be a positive resource as board members and mentors, but many
will engage fractionally after their CEO stint. Although we think this is sad, it is inevitable. With enticing
returns, a diversified risk profile, and the ability to avoid laborious operations, searchers will jettison the
CEO hat for an investor role. This will happen despite the fact that being a CEO is a privilege and serving

" Even with constant or lower IRRs.
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customers, team members, and communities is genuinely noble, emotionally fulfilling, and intellectually
rewarding - and is also enormously beneficial to society.

The historical cultural magic of ETA will be diluted but does not need to be eliminated. To preserve some
of the special sauce, investors should redouble their efforts to put and keep entrepreneurs at the center and
do everything possible to support, nurture, and help them. After all, investors only win when entrepreneurs
build companies and create value. To do this, investors might need to pare back their pace of investment
and build smaller portfolios with greater concentration on a few companies as compared to less
concentration on many. Furthermore, investors can establish quantitative and qualitative incentives to
nudge CEOs to stay in their seats incrementally longer. Both parties can enjoy higher nominal dollar
windfalls due to capital compounding at attractive rates for more years. Some options include relaxing the
preferred compounding clock after five years, or creating a hockey stick-like reward structure correlated
with time and nominal dollars - CEOs get more the longer they stay.

Moreover, investors could work to deliver CEOs a chunk of liquidity after a certain number of years.
Additionally, investors could develop non-financial rewards for extended CEO tenures. For example,
sabbaticals, executive education, outside directorships, and time allocated to philanthropic projects could
motivate CEOs to eschew the call of an exit.

The magic of ETA is still tenable, and the heart of recapturing and rekindling it lies in building a CEO-
centric community.

Conclusion

It is not our intention to actively dissuade prospective entrepreneurs or investors from wading into the ETA
pool. Rather, we just want participants to enter with cognizance and eyes wide open. Whatever ETA was at
its inception, it is no longer that today, and it will change further in the future. The word more is the best
way to describe ETA’s next era. More activity, more investors, more capital, more competition, more
democratization, more models, more specialization, more cultural disharmony, more geography, and more
schools. The only exception we can think of is returns, where we will see less.

These dynamics will cause some to bemoan what was a golden moment for ETA. We understand that, but
change and evolution rumble on, and trying to halt the unavoidable is a fool’s errand. Instead, savvy
aspiring entrepreneurs and investors should be thinking about how to shape the coming change to suit their
needs and preferences and how to adapt to the transformations as best as possible. ETA will assuredly feel
different, but entrepreneurs and investors will still enrich themselves and even enjoy intellectual and
emotional rewards - no different than in the private equity and venture capital asset classes that morphed
from clubby cottage habitats into fully professionalized and transactional behemoths.

We wish entrepreneurs and investors good luck and success navigating ETA’s unpreventable - but still
exciting - metamorphosis!
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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.
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