Yale SCHOOL OF MANAGEMENT

YALE CASE OCTOBER 23, 2023

Ten Reasons to Absolutely not Pursue
Entrepreneurship through Acquisition

Entrepreneurship through acquisition has many challenging hurdles that
warrant careful consideration

Narbe Alexandrian?!
A. J. Wasserstein?

Entrepreneurship through acquisition (ETA) is a blossoming post-MBA career choice for
aspiring entrepreneurs. As entrepreneurs, educators, and investors, we are thrilled to see so many
eager students architect a life that includes ETA. We think it is a wonderful pathway, and
typically, our classroom conversations, while balanced, tilt towards the compelling opportunities
search funds offer. In this case note, we want to flip our position and enumerate and carefully
explore ten reasons why students should absolutely not pursue ETA. We think it is healthy to
periodically test any strategy or thesis to understand the counterargument fully. We do not want
to be dogmatic in our enthusiasm for ETA, and we aim to offer a balanced examination of the

opportunity.

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 through 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 new investment firm is launched monthly, 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

Curiosity about ETA proliferates on the conference circuit, too. Stanford, Harvard, Booth,
Fuqua, Darden, Kellogg, and Sloan all host or co-host annual ETA conferences, some of which
attract up to 1,000 attendees. Media outlets like the Wall Street Journal and Bloomberg have
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also written about the ETA phenomenon. Finally, there are too many podcasts to count that focus on small
business acquisitions and operations.

Search funds and ETA appear to be mainstream and all the rage on MBA campuses. We think that creates
an excellent moment to pause and consider why ETA is not a panacea for the MBA set and fully contemplate
all the misgivings present in the ETA channel. We fear that too many people are rushing into the latest
MBA fad without deeply reflecting on why this may not be a good choice for them. Furthermore, MBA
students seem excellent at calling the top of a trend (tech startups, venture capital, investment banking,
private equity). Usually, when every MBA is pursuing a specific path, that is the beginning of the end, and
the best days are in the rearview mirror. When we consider the ETA context in aggregate, the words froth
and fervor come to mind.

Through conversations with entrepreneurs, academics, and investors, we identified ten reasons students
should avoid search funds (Figure 1). We will now examine each reason to help students evaluate ETA in
balance and comprehensively.

Figure 1: Ten reasons why MBA students should shun ETA
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Searching for and operating a small business can be excruciatingly difficult
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Ten reasons why MBA students should not pursue ETA

ETA conferences, classes, and case studies tend to profile and celebrate the winners. Successful
entrepreneurs glide onto MBA campuses and regale starry-eyed students with heroic tales of triumph. They
condense years of grueling work into pithy 60-minute highlight reels while ensconced in a comfortable
classroom. Academic courses tend to focus on reasons why ETA is compelling and on how to do it rather
than whether to do it. Cases gravitate towards the success stories (who wants to be the failure profile?),
creating survivorship bias. Investors crave talent to deploy capital and entice curious entrepreneurs into the
ecosystem with promises of support, help, and impressive investment track records. These dynamics
culminate in presenting a somewhat less-than-balanced view of ETA. We will now offer ten reasons MBA
students should pass when the ETA sirens sing. Our list is not comprehensive, and there might be
additional reasons, but we believe these are some of the more prominent ones.

2 TEN REASONS TO ABSOLUTELY NOT PURSUE ENTREPRENEURSHIP THROUGH ACQUISITION
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1. Failure lurks at every juncture

Every student examining ETA is familiar with the multi-staged drill of the journey: raise search capital,
attempt to acquire a business, purchase a company, and operate the business or seek an exit. It is a well-
worn path in the ETA ecosystem but also one that continually presents hurdles for aspiring entrepreneurs
to overcome - in other words, failure is always just around the corner. The ETA journey is an ultramarathon
to reach the end point of generating a meaningful enough return for the entrepreneur to garner all of their
potential equity and a bounty of riches. We are all familiar with the data in Figure 2, which is included in
every Stanford University search fund study. Let’s pause and decompose the data to see where failure lurks
and uncover the actual probability of successful outcomes.

Figure 2: Search fund probability outcomes
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Source: Kelly, Peter, and Heston, Sara. 2022 Search Fund Study Selected Observations. Stanford University Graduate School of Business. Case E-
807.

First, the data presented above starts with the assumption that funds for the search were actually raised.
That is not always the case. A subset of aspiring entrepreneurs who seek to raise approximately $500,000
in search capital fail to do so. We are unaware of any data that presents the success and failure rates for
raising search capital. The only thing we are certain of is that the success rate is not 100%. This is the initial
opportunity for failure.

The next chance to fail is when attempting to purchase a business. According to the data, only 66% of
aspiring searchers successfully buy a company. This is certainly better than a coin toss, but a 34% failure
rate is high enough to cause one to pause. Furthermore, all the searchers at the starting line are extraordinary
people and exemplary candidates. They are affable, brilliant, accomplished, well educated, and have
impressive pre-MBA professional experience. Yet 34% of them fail at this hurdle. Searchers who do not
close a deal tend to successfully redeploy into common post-MBA careers - but it is harder to do so when
not part of the on-campus recruiting cycle.

3 TEN REASONS TO ABSOLUTELY NOT PURSUE ENTREPRENEURSHIP THROUGH ACQUISITION
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The game continues. Of the 66% who do purchase a company, 27% fail - they destroy equity value
somewhat or entirely. Once again, a 27% failure rate is more appealing than flat odds, but it is significant.
We do not distinguish between partial and complete losses since they are both deleterious outcomes.

Let’s explore the more positive branch of the tree above. Of the 66% who buy a company, 73% experience
a positive economic gain - finally, some good news worth celebrating. But 27% of the 73% only enjoy a 1
to 2x multiple of invested capital (MOIC). While this is better than a loss, it is hardly the landing spot
investors and entrepreneurs dreamed of and likely would not result in any, or at least any material, rewards
for the CEO. The remaining contestants in our tournament enjoy greater than 2x MOIC and are the winners
in the game of survivorship, having dodged multiple opportunities to fail.

Let’s build on the Stanford data in Figure 2 and calculate the probabilities of each potential outcome.
Everybody skims the data above, but we should really extend the math. Figure 3 depicts the chance of
reaching each tree branch based on the starting cohort of 100%, not the preceding bucket, which is the
math protocol in Figure 2. We now see that only 48% of all entrepreneurs who raise a fund experience a
gain, and 52% (18% who experience a loss plus 34% who could not close on an acquisition) endure failure.
Furthermore, if we eliminate the 1-2x MOIC bucket, which might be mildly palatable for investors but is
undesirable for entrepreneurs, only 35% of all entrepreneurs who raise a fund enjoy more than a 2x MOIC
ending point. Of course, our math does not account for those who attempt to raise a fund and fail at that
first gate, implying that all of our presented math is at least slightly overstated and optimistic. Suddenly,
the probability math is not as appealing and illuminates that this journey is fraught with failure. With this
view of the possible outcomes, searchers are setting themselves up for roulette odds in the casino of life,
and they are not the house.

If we believe the data presented by Stanford, the expected probabilities in Figure 3 are irrefutable. A
relatively small subset of ETA CEOs prevail economically. Yet we observe all aspiring entrepreneurs believe
they will be above average and triumphant in this contest, despite the brutal reality of the indisputable
math. Recall that all the historical entrepreneurs thought they, too, would be victorious, and only 35%
were. The math is daunting and we caution aspiring entrepreneurs to not ignore reality.

Figure 3: Recalculated search fund probability outcomes based on 100% of entrants
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Source: Created by the case writers based on data in Kelly, Peter, and Heston, Sara. 2022 Search Fund Study Selected Observations.
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2. Searching for and operating a small business can be excruciatingly difficult

There is no way to overstate how hard searching for a business can be. And finding a company does not
offer a respite — operating a small business can be even more grueling (we are fond of one friend’s
description calling it a daily knife fight). The search process is an amorphous one with no clear protocols or
playbook. It is largely a figure-it-out-as-you-go process for each individual searcher. It is painful to work
with brokers, seek proprietary deals, or latch on to a river guide. Trying to find a business with specific
economic characteristics, that is, the right size, with the right valuation, being sold by the right type of
seller, and having the right capital structure to deliver the lofty 35% return expectations, is a Venn diagram
with a very small bull’s eye aperture. Couple those objectives with a growing searcher population all looking
for the same things - private equity firms going down market, fundless sponsors looking for comparable
businesses, and family offices seeking like-minded direct investment opportunities — and this adventure is
competitive and humbling. Of course, searchers also have an imposed time constraint - twenty-four
months.

Most searchers are high achievers who have largely excelled in life due to following pre-established rules
with noticeable results (studying hard yields top grades). Searching for a business does not fall into this
bucket and is a cruel emotional rollercoaster. Anecdotally, the number of almost-acquired companies dwarfs
that of purchased businesses since searchers typically issue multiple indications of interest in the process.
Sellers can waste a searcher’s time and energy when they suddenly change their minds about selling,
valuation, or timing. They can also tell a searcher how awesome they are but pick another interested buyer
due to price, fit, or perceived committed capital risk. Searchers play a harsh game with themselves with
every warm deal. They project what life would be like in the new business and new community. They scour
websites for potential homes and school rankings and contemplate travel logistics to distant family and
friends. When the deal collapses, they crash and start the cycle again. Searching is exhausting and an endless
marathon of rejection. We cannot think of anything that can fully prepare searchers for this miserable
endeavor.

If an entrepreneur is lucky enough to get through the search gauntlet, the experience does not get better.
Leading a small business is equally challenging and unsettling. Being a jack of all trades and dealing with
irascible customers, disgruntled employees, demanding investors, thorny operational challenges, cash flow
woes, and expectations for hypergrowth is a cocktail designed to induce tension and anxiety. Entrepreneurs
quickly discover that consulting, private equity, and investment banking are not proxies for being a small
company CEO. Being a CEO in a search fund company enterprise can feel a bit like running in quicksand.
We are always shocked when military veterans tell us that being deployed in an active war zone is less
burdensome than running a small business. We are not veterans, so we cannot fully understand this, but
we take the feedback at face value. These former military folks share that being a CEO is relentless and even
more so without the right number of people, the right quality of people, the right funding, the right
training, or the right infrastructure. Juggling too many objects on a unicycle partially blindfolded in an ice
storm is an excellent way to think about it.

When students wax eloquent about being an ETA entrepreneur and CEO, we smile as we know they speak
prospectively and without experience or perspective. Searching and operating might be among the most
demanding professional experiences imaginable. We know several dozen former ETA CEOs; fewer than
10% are eager to step back into a CEO role after their exit, regardless of whether they were successful in
their first venture. We suspect that the majority’s collective thinking is rooted in recognizing that stepping
back into the arena is hard, exhausting, and risky.

5 TEN REASONS TO ABSOLUTELY NOT PURSUE ENTREPRENEURSHIP THROUGH ACQUISITION
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3. Investors might not provide the support and mentorship expected

In the mid-1980s, the genesis of the search fund model was rooted in the magical combination of aspiring
entrepreneurs, who were highly talented and ambitious but had no operating experience as a CEO, with
capital, an opportunity, and seasoned investors who would act as mentors and coaches. These investors
were often professional investors making investments on their accounts as principals instead of funds
organized as agents representing limited partners, successful entrepreneurs, or executives. They eagerly
served as board members and perceived part of their return to be non-monetary in helping the next
generation and having a front-row seat to watch a young fledgling CEO launch and thrive. The poster child
for this role was Irv Grousbeck, currently the MBA Class of 1980 Adjunct Professor of Management at the
Graduate School of Business at Stanford University. Sagacious advice, patience, availability, and emotional
and financial commitments were the hallmarks of the dynamic. Other first-generation search investors who
exemplified this model include Bill Egan, Howard Stevenson, Jim Southern, Bill Lazier, and Will
Thorndike.

Fast forward forty years, and the context is markedly different. While the ETA investor universe has grown
substantially from a handful of serial investors to hundreds of capital providers, many investors today are
organized as professional investment firms. These firms raise capital from limited partners, typically with
a two and twenty compensation scheme, and act like nanocap private equity investors. They are agents, not
principal investors, and have prescribed investment mandates and holding period parameters. Additionally,
they need to get money to work and always have an eye on raising the next fund. Furthermore, with many
funds ranging from $25 to $100 million, they accumulate hundreds of portfolio companies and searchers.
These unwieldy portfolios are challenging to support when a firm’s staff might be just a handful of
professionals.

It is an open secret that search entrepreneurs purchasing companies often find it challenging to assemble a
board of directors as investors are already stretched too thin with previous directorship commitments.
Furthermore, professional investment firms often seek to staff board seats with junior professionals without
meaningful investment or operating experience. It may seem a bit hyperbolic, but a CEO’s board member
could easily wind up being a section mate from business school who joined an investment firm - hardly the
picture of a seasoned, gray-haired tutor. The investor proposition to provide mentorship and support is
undoubtedly frayed, if not outright broken, despite an abundance of useful content that did not previously
exist. This results in CEOs feeling less supported and operating more unsupervised - they are a bit more
on their own than they may have expected. They have less access to the investors who might actually add
value. This fundamentally changes the ETA model and value proposition for the entrepreneurs.

4. Regardless of the outcome, the ETA path can test a marriage and family dynamics

ETA is a team sport for the searcher’s family. The searcher is asking a lot from their spouse and their
children. No matter how many pre-search conversations occur between spouses and with other searchers,
nothing can prepare the family for the adventure they are embarking on. The searcher often asks the spouse
and family to relocate multiple times. They might need to ask their spouse to forfeit or suppress their own
career progression and ambitions for years or permanently. Financially, the searcher asks the spouse to
jointly forgo a predictable post-MBA career that often lacks ambiguity and contains high current income
streams for lower current income, more career uncertainty, and a decent chance of failure. Additionally, the
confusion of parents and extended family at holiday table conversations when they do not really understand
what searchers are doing with their lives can add to the strain.

6 TEN REASONS TO ABSOLUTELY NOT PURSUE ENTREPRENEURSHIP THROUGH ACQUISITION
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When searchers transition into CEOs, they will be maniacally focused on nurturing their business and
scrambling to get traction and shoots of equity value creation. No matter how much we write and talk about
balance and work-family integration, we consistently witness CEOs overweight their professional activities
at the expense of their marriages and families. Spouses and children often bear the brunt of CEOs’
ambitions and egos. Soccer games will be missed, birthdays will be forgotten when the CEO is on the road
traveling, and spouses will repeatedly inquire, “Are you even listening to me?” as the CEO’s mind is on the
evaporating sales backlog while the couple is on date night. Being home for dinner on time is a perpetual
challenge; at some point, spouses and kids stop noticing or caring. More evolved CEOs will manage their
calendars to attend the neighbor’s child’s fourth birthday party at the bowling center only to face their
spouse’s scorn for being on the phone the entire time. “It was an important call” is not received as a worthy
defense or rebuttal.

These dynamics can put a lot of strain on a marriage and the family-building years when searchers and their
spouses are trying to have kids or manage a young family. Furthermore, with a material chance of the entire
program not working out financially, searchers must be prepared to deal with the likely scenario of doing
it all for naught. Imagine the shame and self-doubt a CEO experiences when they invest four to seven years
trying to pursue their entrepreneurial dream only to be fired or admit defeat and then, after the multitude
of family sins, they have to face the jury of spouse and children.

Searching is extremely nerve-racking and strenuous for marriages and families when the marriage is on
solid footing and the business is going well. It can be devastating when the marriage is shaky and the
company is a dud. We do not have data related to family anxiety or divorce in the ETA context, and we
acknowledge that apprehension and divorce can be exacerbated by ETA but not exclusively catalyzed by it.
Our intuition is that ETA is a family and marriage hardship amplifier and can test the healthiest and most
well-adjusted marriages and families. So, we close this section by asking aspiring searchers if their marriages
and families are worth their entrepreneurial fantasies.

5. The geographic challenges and constraints can have large implications

Historically, searchers pursued target acquisitions without binding geographic constraints. The mindset
was to go where the best deal is. After all, finding a desirable company in a great industry with a willing
seller at an actionable purchase price is a tall order. Adding a geographic constraint makes a Herculean task
even more daunting. Recently, some entrepreneurs have pursued searches with a geographic focus,
especially self-funded searches. Despite this recent trend, geography still plays a significant role in the search
fund journey, with layers of implications. The initial geographic challenge is during the search itself. Not
knowing where the future lies when buying a company is very hard. The confusion can be overwhelming
for families regarding homes and schools. Searchers and their families often play a vicious game with
themselves. As any deal heats up, they immediately hit real estate websites and go house shopping. Next,
they scrub the local schools, daycare options, and child-centric activities. They then crumble a bit when the
deal inevitably dies, losing yet another shard of anticipation. We all crave some degree of predictability and
certainty, and the search phase of the ETA journey trounces any sense of geographic confidence.

Upon acquisition, searchers might very well land in a second- or third-tier city without friends or peers in
town. This can exacerbate an already lonely and isolating experience. Furthermore, the searcher will
vicariously watch friends post about their gatherings and activities in superstar cities like Manhattan and
Austin on social media. Next, if a searcher is single, living in an atypical post-MBA location can make dating
and finding a life partner significantly more challenging. Once again, this amplifies social isolation and
complicated emotional feelings of lost opportunity. Moreover, if the entrepreneur is married and has
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children, geography can challenge the trailing spouse. The spouse might not have a portable career or find
compatible social peers in the new hometown. Disgruntled spouses make life hard.

Additionally, children might not have the best educational opportunities or peer groups in the new location.
Furthermore, there can be challenges related to distance from cousins, grandparents, and other family
members. Family infrastructure is important for little kids, and its absence could create discomfort for the
CEO and spouse with a lack of childcare backup. All of these dynamics can be further aggravated if the CEO
or the family has specific religious or ethnic needs that cannot be met in the new city. Finally, some CEOs
report that their new city never quite feels like home. Settling into a new community is hard, especially
when life is so busy with the business and an exit is always looming in the search fund world.

Geographic issues are not limited to the dynamics described above. Moving to the new city will be a struggle
for the CEO, and if a family is present, it will bedevil them, too. Furthermore, if the CEO operates the
company for only three to five years after the purchase, another move and round of hardship might be in
the offing for them and their family.

6. If someone really wants to be an investor, they should just be an investor

It appears that many search fund entrepreneurs are really interested in being investors and not CEOs.
Unfortunately, many ETA CEOs pursue a 3 x 5 strategy - they run a business for three to five years and
generate a 3—-5x MOIC. The next step in the 3 x 5 plan is to immediately go out to raise $25 to $50 million
to form an investment fund and become a full-time investor. Anecdotally, a new investment fund in this
size range is launched each month. We are not even sure how much value a four-year CEO veteran can add
to the next generation of CEOs. While they certainly have one win, they are not the investor lions of yore
we mentioned above.

While the ETA ecosystem certainly needs and benefits from an investor population, it now often seems like
the search fund is just a rite of passage in a journey with the ultimate destination of being an investor.
Searching for two years and operating for a couple more years (with no guarantee of a successful outcome)
is a steep mountain to climb if someone aspires to be a capital provider. Instead of following this grueling
path, aspiring investors can work at one of the many search investment firms or raise a small fund
immediately after their MBA graduation if they are well connected.

ETA CEOs only spend a small amount of time setting strategy and allocating capital. The ETA journey is
fundamentally about the day-to-day of leading, operating, managing, serving employees and customers,
and, if the entrepreneur is skillful and lucky, creating value. It is truly an honor and a privilege to serve as a
CEO, and if it is not someone’s genuine aim to play that part, they should not do it. Furthermore, CEOs
and operating companies sit at the center of the search fund universe. This is where all the action and value
creation lies. Investors, accountants, lawyers, and other service providers just orbit around these CEOs and
operating companies.

7. This is a very lonely and isolating path, even with a partner

Being a CEO can be a very isolating experience. Regardless of the company’s culture, in several ways, the
CEO is not quite part of the team. There is always a distance and separation from employees. This might
occur for several reasons. It is difficult to truly be peers with people when one determines their
compensation or whether they have a job or not. More likely, in a search fund-acquired company, there are
tew, if any, intellectual or social peers with whom to interact. Many, but not all, search fund businesses are
blue-collar in nature. Think of all the HVAC, landscaping, and med spa services as examples. These
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companies are populated predominantly with a different educational demographic than the CEO. This can
create a social and intellectual gap. We are not implying that employees are not smart or nice people; they
are. But their educational perspective, priorities, and relationship with the business are likely very different
(this does not make them lesser or bad people).

A CEO role in a search company is markedly different from a post-MBA role in consulting or finance. In
those companies, there are often cohorts of chronological and intellectual peers. There is a sense of
camaraderie and intellectual engagement. There are common friends from business school, college, and
hometowns. It is typical to have lunch with work friends and socialize together outside of the office.
Furthermore, there are likely abundant prospects if someone is not already in a romantic relationship. To
the extent that there is in-office work, it probably occurs in a fashionable central business district teeming
with people, dining options, and stimulation.

As a search fund business CEO, eating lunch alone at one’s desk is not unusual. After work, socializing
happens on one’s own. There is no cohort of new friends, and the office location might be in a third-tier
city in a remote industrial park accessible only by car. The CEO, likely in their early to mid-30s, might be
the youngest employee at a company, creating yet another gulf with employees. Furthermore, the CEO is
probably new to town and outside the local customs and rites.

Some of these dynamics can soften with time, but not all. Similarly, a partner in the project can mitigate
some of the isolation and loneliness - if the partnership is healthy and thriving.

8. Once a company is acquired, the CEO might be stuck

ETA can be a long journey. The search is typically twenty-four months or more, and the operating phase
can stretch to a decade or longer. This is all fine if the company is humming along and creating value, but
the ride is often tumultuous, and entrepreneurs can find themselves in the precarious position of being
stuck in the business. If an entrepreneur wishes to exit the business and investors veto that strategy, the
CEO can feel trapped in the company. If the CEO holds valuable equity, they might be reluctant to leave
the business and relinquish control to a new leader.

Furthermore, if the company is flagging, the CEO might wish to seek relief through a sale, and the investors
could push back and tell the CEO to stay put and work on repairing the asset - for years. Additionally, even
if the CEO and investors are aligned on the timing of an exit, the company might not be able to find a buyer.
This means the CEO is locked in purgatory.

Although being in limbo can be enervating, the worst part is the CEO’s opportunity cost of burning through
precious career years. The two decades between 30 and 50 are a golden window for post-MBA students to
make great professional strides. They are talented, ambitious, motivated, bursting with energy, and often
want to prove something to themselves and others. We encourage our students to cherish this precious
time. If a CEO finds themselves stranded in a company for a decade, they are squandering 50% of this
valuable career window, a very expensive outcome.

9. The financial opportunity is not that convincing

The search fund ecosystem is sprinkled with entrepreneurs who have become decamillionaires due to their
CEO roles. The community tends to deify and celebrate those winners, and they serve as beacons for every
aspiring entrepreneur. But what really is the likelihood of any entrant into the game becoming such a
winner? Like state-sponsored lottery winners, somebody is always lucky and triumphs, but what is the
expected value of such an outcome? We will not attempt the math for lottery ticket victors (obviously,
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intuition tells us that number is exceedingly low), but we will march through the laborious calculations to
estimate the expected value of becoming a search fund entrepreneur. These numbers are relevant because
they present the logical probability of finishing this endurance contest well. Please stay with us as we
describe these calculations. Spoiler alert: the math is wonky, and the expected value might be far lower than
imagined. Our math is directional at best; it is not perfectly accurate and should be used cautiously. We
always encourage students to do their own math and make their own assumptions.

We will start with some basic assumptions for our analysis. These are displayed in Figure 4. We based our
assumptions on data provided in the Stanford study. For example, the average search fund deal size is $16
million; we are assuming a 50% equity contribution of $8 million. Most searches last two years, and the
holding period averages just under six years. We calculated the preferred coupon on $8 million of equity
over six years at an 8% rate of $4.7 million.” Finally, we used a 15% discount rate when we discounted
cash flows. We selected 15% because it is higher than public equity returns, but it could be argued that our
discount rate should be higher since the CEO sits lower in priority than the preferred investors, who reside
below the priority claims of the creditors. Although selecting a discount rate for this exercise is as much art
as math, we think the rate carries some general proxy of the risk.

Figure 4: Basic assumptions used in calculating expected values

Equity invested (millions) $8.0 Search years 2 Preferred rate 8.0%

Discount rate 15.0% Operating years 6 Preferred $ (millions) $4.7

Our first step is to compute the likely future cash flows and corresponding present values (PV) for the salary
portion of the search fund journey. We break this down into three possible vectors: operating a business
with a gain over six years, running a company with a loss over six years, and operating a search that does
not consummate an acquisition over two years. In Figure 5, we make certain directional assumptions about
these outcomes. For example, salaries ascend progressively when a company is on track for a gain, and they
flatline when a loss is apparent. To make our time frames consistent, we assume that an entrepreneur who
does not close a deal parachutes into an alternative post-MBA-like career with a salary typical of MBA
graduates. We then discount the cash flows back using the assumed 15% discount rate.” For companies on
track for a gain, the present value is approximately $1.0 million; for those tracking to a loss, it is $0.76
million; failed searchers are worth $0.84 million, including a shift into a new job after the failed search
dissolves.

" Preferred coupon = present value * ((1+ interest rate )A number of periods) - present value. $8 million *

((1+8%)76) - $8 million = $4.70 million.

" We realize that the two sets of income streams are of different risk and should be discounted at different rates. Given
our objective of illustrating a general point, rather than provide exact calculations, we will move forward with one
discount rate for all cash flows.
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Figure 5: Present values of salaries in three ETA outcomes

PV of salary cash flows for a gain
Salary $120,000 $120,000 $250,000 $275,000 $300,000 $325,000 $350,000 $375,000
PV $1,060,522

PV of salary cash flows for a loss

Salary $120,000 $120,000 $200,000 $200,000 $200,000 $200,000 $200,000 $200,000
PV $767,408

PV of salary cash flows for no deal

Salary $120,000 $120,000 $200,000 $210,000 $225,000 $235,000 $250,000 $265,000
PV $840,731

We now calculate the project’s expected value by combining the present value of the salary cash flows with
the present value of the entrepreneur’s equity promote (Figure 6). To compute the promote, we are
assuming there is no catchup in the waterfall. We use the gain buckets provided in the Stanford study and
displayed in Figure 2 above. We assume the entrepreneur will receive the full 25% promote in all scenarios
with one exception. In the gain bucket of 1-2x MOIC, we assume the entrepreneur will earn zero equity
dollars since the preferred will preclude participation. Within each bucket, we selected a midpoint value for
the MOIC. For example, in the 5-10x MOIC bucket, we used a 7.0x MOIC to arrive at $56 million of
equity value. The investor-preferred coupon of $4.7 million and the investor-preferred principal of $8
million must be returned to investors before the entrepreneur can participate in the equity waterfall. Equity
available for distribution is $43.3 million, and an individual entrepreneur can claim 25% for $10.8 million,
the present value of which over eight years is $3.5 million. There is obviously no equity to calculate for

projects with no gain or no deal.

After combining the present value of the equity participation with the present value of the salary cash flows,
we assign probability weightings for each bucket based on the percentages established in Figure 3 above.
We now have weighted values for each bucket, the sum of which is the expected value for initiating an ETA

project. The expected value for an individual searcher is $1.88 million.

Figure 6: Expected value for a single searcher

Multiple PI:::::: l;:lf:c:[::} dlf:_‘:]:;yuf:; Promote % Promote $ P“)P"‘l,“‘:: PV of salary
1-2x MOIC $0.0 $1.1
2-5x MOIC 3.0x $24.0 $4.7 $8.0 $11.3 25% $2.8 $0.9 511
5-10x MOIC 7.0x $56.0 $4.7 $8.0 $43.3 25% $10.8 $3.5 $1.1
10x+ MOIC 12.0x $96.0 $4.7 $8.0 $83.3 25% $20.8 $6.8 $1.1
No deal $0.0 50.8
Deal with a loss $0.0 $0.8

Sum  Probability

$1.1 13% $0.14
$2.0 17% $0.34
$4.6 13% $0.60
$7.9 5% $0.38
$0.8 34% $0.29
$0.8 18% $0.14

100% $1.88
E ‘Value per person $1.88

There is a final step in our analysis. Since many searchers are teams of two and not solo searchers, the math
must be considered when contemplating a duo of searchers. We have examined those calculations in Figure
7. The key differences in this table are that the promote is 30% for two searchers and that two salaries are

incorporated instead of one. The expected value per person is $1.50 million.
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Figure 7: Expected value for a team of searchers

mmdl Bl BT oo oo pomesg PVl by of salary Sum  Probability
coupon principal  distribution promote

1-2x MOIC $0.0 $2.1 $2.1 13% 50.28
2-5x MOIC 3.0x $24.0 54.7 $8.0 $11.3 30% $3.4 $1.1 52.1 $3.2 17% $0.56
5-10x MOIC 7.0x $56.0 $4.7 $8.0 $43.3 30% $13.0 $4.2 $2.1 $6.4 13% $0.83
10x+ MOIC 12.0x $96.0 84.7 $8.0 $83.3 30% $25.0 $8.2 $2.1 $10.3 5% 50.49
No deal $0.0 SL.7 $1.7 34% $0.57
Deal with a loss $0.0 SL.5 $1.5 18% 50.28
100% $3.00

‘Value per person $1.50

When exploring the expected-value math for a solo searcher or a partnered searcher, the expectation of
becoming a decamillionaire seems hard to reconcile. These sobering numbers point to the unlikely reality
of great riches resulting from an ETA journey. Recall that, like a lottery winner, some ETA entrepreneurs
will enjoy extraordinary monetary rewards, but the expected values tell a starkly different tale. We hope
aspiring entrepreneurs internalize and synthesize this grim math and reconsider ETA if wealth is their only
objective. The odds and expected-value calculations are not encouraging.

10. The financial opportunity cost is high

Now that we have established the expected value for a search project, we can compare it to other typical
post-MBA career paths to make an informed economic comparison. This will illuminate the opportunity
cost of selecting ETA instead of another arc. This section will consider three common post-MBA careers:
consulting, investment banking, and private equity. We will not include careers in government or social
services because they are distinctly different, and students pursuing those avenues tend not to optimize
around money. We do not intend to minimize those routes; to the contrary, we applaud students who
embrace government and social services and the positive impact they will make on society. We just do not
think those choices fit within the context of our analysis here.

In Figure 8, we display projected salaries for the three careers we identified as likely substitutes for ETA,
with present values calculated using a 15% discount rate. Before we discuss the analysis, we will share a
few thoughts on our data and methodology. For the consulting data, we use the information found in
Management Consultant Salary Report for 2023. We assumed a jump in rank every two years and used
midpoint compensation ranges for each year except the final year, where we used the high point. For
investment banking, we gathered information at Wall Street Oasis’ Investment Banker Salary for 2023.

We assumed flat compensation for two years for each title, with a promotion biennially. Finally, for private
equity figures, we used the excellent 2022 Heidrick & Struggles’ annual survey of private equity
compensation (2022 North American Private Equity Investment Professional Compensation Survey). We
utilized mean salary and bonus compensation for $1.5 to $2.5 billion funds for the specific data. We
assumed a step up to the next compensation level every two years. Finally, the ETA expected value is the
average between a solo and a partnered search found in Figures 6 and 7 above. The data we composed is
directional and illustrative at best. Compensation for these careers will vary by geography, size of firm,
specific firm policies, and firm specialization. We strongly encourage students to do their own research and
analysis for any calculations and decision-making data they will rely on.

With the lowest present value of the three alternatives at $2.1 million, consulting bests the ETA choice.
Investment banking, with a present value of $2.4 million, and private equity, with a present value of $2.7
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million, handily trump ETA for expected values. It is not a certainty that post-MBAs will climb the
consulting ladder to a partnership or ascend in an investment banking firm or a private equity concern to a
managing director role, but if they do, the lucre to be captured outstrips ETA’s likely rewards. The
opportunity cost for choosing ETA is real and high. Of course, we ignore lifestyle considerations, the
emotional rewards of various professional choices, and the low probability of optionality in each path. Our
non-ETA compensation numbers might be skewed up due to a survivorship bias. For example, some
consultants will be exited after two years. Since we are discounting all the cash flows by 15% despite the
fact that the non-ETA cash flows are likely less risky, we think the upward slanting of the remuneration is
mitigated somewhat.

Additionally, we cannot factor in the stress and ambiguity of different careers. Furthermore, consultants,
bankers, private equity professionals, and searchers typically have multi-decade careers with various twists
and turns. We are not prognosticating the earnings opportunities after year eight, which can be material
and vary widely by career choice. Some of the most lucrative economic years can be a decade or two after
graduation from an MBA program, and we are intentionally not capturing that data.

Our point is that ETA, on the surface, is a decision that likely costs post-MBA students wealth when they
eschew the most typical careers. If financial rewards are a student’s principal goal, avoiding ETA and
looking elsewhere might be the best solution to pursue.

Figure 8: Opportunity cost calculations for the ETA path

Consulting $285,000  $365,000  $365,000  $442,000  $442,000  $722,000  $722,000 $1,025,000 §$2,154,920§
Investment banking $305,000  $305,000  $425,000 $425000  $750,000  $750,000 $1,000,000 $1,000,000 §$2,418,248§
Private equity $300,000  $300,000  $436,000  $436,000  $712,000  $712,000 $1,400,000 $1,400,000 §$2,669,456§
ETA expected value §$1,700,000

In Figure 9, we visually depict the timing of the undiscounted cash flows in the consultant scenario versus
the ETA scenario. To calculate the cash flow in year 8 for the ETA route, we used the nominal salary of
$375,000 in Figure 5 plus the undiscounted weighted expected value of the promote values in Figure 6,
which totaled $2.9 million. Despite the large cash inflow for ETA in year 8, the present value of the
consulting arc is superior because of the more immediate timing of the cash flows; the ETA cash flows are
lumpier and back ended.
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Figure 9: Timing of undiscounted cash flows in consultant versus ETA scenarios
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Conclusion

It is not our intention to actively dissuade prospective entrepreneurs from pursuing an ETA journey. As
educators, we are delighted to assist our students with whatever their post-MBA ambitions are. Instead, we
aim to help our students enter into the search fund game with eyes wide open while considering some of
the many reasons not to chase the ETA dream. Truthfully, we believe ETA is a wonderful way to build a
career and, more importantly, a life. But it is filled with arduous challenges and is absolutely not the right
path for the uninitiated. If you clearly understand the ten encumbrances we lay out in this note and think
you can surmount the adverse odds and each hurdle, ETA might be for you. If you find our decapod of
impediments daunting, perhaps ETA is not your dream but a mirage.

Whether you choose to launch a search or not, we wish you good luck, success, and personal fulfillment!
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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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