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One of the key relationships search fund entrepreneurs will have during their entrepreneurial
journeys is with their investors. Entrepreneurship through acquisition (ETA) is rooted in the
symbiotic dynamic that exists between talent (the entrepreneur) and capital (the investors).
However, with a flood of new investors entering the search fund game and an increasing number
of aspiring entrepreneurs, the rules of engagement are morphing, and it is not clear to all potential
entrepreneurs exactly what role investors play. Although there is no publicly available data on
how many ETA investors participate in this asset class, we estimate it to be hundreds (plural),
with more and more joining the fray monthly. Investors are attracted to enticing returns.
According to the 2024 Stanford Graduate School of Business Search Fund Study, new U.S.
search funds reached a zenith in 2023 at 94,* and one prominent investor shared with us that
they were introduced to 300 new search funds in 2024." The number of searchers attempting to
enter the bazaar is far greater than Stanford’s data indicates.

When we speak with aspiring searchers, we sometimes detect some confusion and ambiguity
regarding what exactly search fund investors do—and do not do—for entrepreneurs. In this note,
we aim to crisply define what entrepreneurs should unequivocally expect and what they might
not want to count on. Despite the bilateral nature of the entrepreneur-investor dynamic, we see
entrepreneurs as the starring protagonists in the drama, whereas the investors are more in the
role of the chorus or supporting actors. Both are essential to the whole production, but the
entrepreneurs drive the action —and the eyes of the audience are primarily focused on them. This
is natural since the entrepreneur is all in on a single project and an investor typically has many,
many entrepreneurs in a broadly diversified portfolio.

The entrepreneur-investor relationship is nuanced in many ways. We always encourage
entrepreneurs to select their investors wisely because of the gentle power dynamic at play. When
the most exceptional aspiring entrepreneurs are in the marketplace raising capital, they have
enormous power. There will be multiple investors clamoring to gain entry into their cap table,
and the searcher can pick and choose who is granted access. However, once the funds are raised
and the cap table is codified, power flips, and it is the investors who hold the reins. Investors can
fire an entrepreneur, but an entrepreneur can never terminate investors. We are not implying
that investors are excessively dominant or abusive; that is not true. But they do have control,

" This implies that some aspiring entrepreneurs did not get funded, at least with traditional capital sources,
since Stanford reports only 94 starts yet one investor connected with 300 folks seeking funds.
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especially when acting with repeat co-investors. Despite this power dynamic, investors are highly incented
to be on their best behavior and add value throughout the ETA odyssey. With a very short feedback loop to
the next cohort of entrepreneurs to whom investors want access, there is no motivation to be a subpar
partner.

Investors and entrepreneurs are, in some ways, like a married couple. Both parties give and take in the
association. Any wedded person will attest to marriage being complex and filled with ups and downs. The
entrepreneur—investor connection is no different. Both parties will add value and simultaneously destroy
value. The hope and expectation is that the net contribution is positive. Similarly, each player will make
deposits into the relationship, building up goodwill and appreciation. Yet there will also be withdrawals
that result in resentment and surprise.” This is inevitable in marriage and in the entrepreneur-investor
partnership. This is not a reason to shun either affiliation, but it is worthwhile to be prepared for this and
expect some bumps.

Entrepreneurs who live in the ETA ecosystem often wax eloquent about the special and unique culture, the
communal feel, and the collaborative experience. This is at least partially due to the investors and the role
they play. Investors are an essential and definitive ingredient in the search fund secret sauce, at least
historically. They flex their worth with pattern recognition superpowers in the search phase and savvy
insights during the operating years. Despite this, investors are just one-third of the success equation in our
view. The other two-thirds are the entrepreneur and the business itself. We think of investors as an
accelerant to the CEO and the business. They do not supplant the CEO or the business, but they can
certainly be an additive turbocharger. Although this is not a mathematical-centric note, we highlight this
theme with a few simple directional equations in Figure 1.

Figure 1: Illustrative equations involving the business, CEO, and investors
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" The notion of relationship deposits and withdrawals is management guru Stephen Covey vernacular.
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Our rudimentary equations are illustrative and certainly not universal truths. Our point is that the business
itself and the CEO likely constitute the lion’s share of the outcome’s determinants. The investors hopefully
make every situation better but cannot overcome a flagging business and an inferior CEO.

When discussing what exactly investors do—and do not do—we paint with very broad strokes. Obviously,
each investor is unique and will even behave differently in similar situations. Our commentary is highly
generalized, and for every assertion, there will be at least one investor who disproves our point.
Furthermore, within the investor community, there are multiple archetypes at play. For example, there are
institutional investors with hundreds of millions of dollars under management, and there are individual
investors with fewer resources. Some investors are new and just wading into the ETA pond; some are multi-
decade grizzled veterans. Finally, some investors view the world through an operational lens, and others
perceive everything through a financial prism. Each demographic brings something to the stew that shapes
their interactions with the entrepreneur.

Furthermore, this note only examines the relationship between the entrepreneur and the investor. This is
in contrast to the investor-limited partner (LP) liaison. Entrepreneurs and LPs likely have different screens
for what they expect from investors. Entrepreneurs crave value-added services that make their lives easier
and help architect a bigger and better business. LPs, on the other hand, probably measure investors simply
through a framework of internal rate of return (IRR) and multiple of invested capital (MOIC).

We are shameless fans of investors and applaud everything they do for entrepreneurs. However, we
encourage entrepreneurs not to deify the investor clan. While experienced and helpful, they are neither
omnipotent nor omniscient. Yes, they can be king and queen makers and can mimic Midas with their
investment selection skills, but they also back searchers who fail to find a business, entrepreneurs who flop
at generating positive economic value, or worse, who destroy equity. In other words, investors are human,
too, and complicit in every suboptimal ETA outcome. They make a bunch of exceptional calls, but they also
make their fair share of bad bets. With only 69% of search fund investments experiencing a gain, in
aggregate, they are wrong 31% of the time.® Investors are not some type of Svengali or a panacea, and
entrepreneurs should leverage their resources but not delegate the decision process to their financial
sponsors. However, some investors outperform the group and have superior selection skills.

Investment capital in the ETA space is quite expensive, with target equity returns in the 30%-35% range.
Entrepreneurs should frame and internalize this as what the money costs them. For this steep pricing, it is
fair for entrepreneurs to ask themselves, “What exactly am I getting?” The short answer is plenty, but not
everything. In this note, we will unpack what exactly search fund investors do for entrepreneurs, what
search fund investors do not do, and what entrepreneurs and investors can do to make the relationship
thrive (Figure 2). In short, entrepreneurs should concurrently have both high and tempered expectations.
Investors can deliver big on some points and come up short on others. Let’s dig in.

Figure 2: A triad of themes we will explore in this note

What cxactly scarch What search fund What entrepreneurs
investors do not do and investors can do to
make their
relationship thrive

fund investors do
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What exactly search fund investors do

When discussing what search fund investors do, entrepreneurs must remember first and foremost that
most search fund investors, particularly the institutional ones, are fundamentally economic characters and
are motivated by IRR and MOIC. No matter how glossy the patina is in the search fund ecosystem, this
contest sits on a foundation of making money. Reputational incentives also play a critical part. The supply
of capital to desirable searchers far outstrips the need, and when search fund investors add non-financial
value (we will share examples of non-financial value shortly) to an ETA project, they distinguish themselves
from the crowd. An investor clearly demonstrating value beyond supplying capital will quickly become a
sought-after repeat player in the space.

We explored this topic with current entrepreneurs and investors. Although each conversation was unique,
some clear themes emerged and coalesced. We synthesized the conversations into six essential points
(Figure 3), which are the predominant things that search fund investors do for entrepreneurs. To be clear,
this list is not exhaustive, and investors provide many more valuable services, but these are the ones most
often cited and most appreciated by entrepreneurs.

Figure 3: The six key things search fund investors do for entrepreneurs

@ Provide capital

@ Share pattern recognition observations

@ Ascend into board seats
@ Act as mentors

@ Deliver access to the ETA community

@ Share their valuable networks

01 Provide capital

The single most crucial feature that investors offer to entrepreneurs is equity capital. This equity capital is
delivered in two tranches: the smaller search dollars, which are used to hunt down a prospective target deal,
and the acquisition bucks used to consummate the asset purchase. Entrepreneurs need equity capital to
finance their acquisitions, and investors have it. We cannot emphasize enough that this is the cardinal
investor offering, even if many investors typically do more. The compelling fact is that serial ETA investors
are fluent in the model, its terms, and its risks. This means that entrepreneurs do not have to sell investors
on the general framework; investors already have an appetite for it. They will absolutely need to sell
investors on themselves and perhaps geography or an investment thesis, but the model has already been
bought. According to the 2024 Stanford Graduate School of Business Search Fund Study, $682 million
was invested in core search funds and search-acquired companies in 2022 and 2023 combined and $776
million in the prior two-year period.® ETA investors have plenty of capital and stand at-the-ready to deploy
1t.
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Money is a commodity, and the only way to differentiate it is through pricing (a lever investors are not
eager to pull) and adding value. One of our investor friends likes to say, “Money has a face,” meaning there
is a person attached to the dollars who can be helpful, offer advice, provide resources, and boost the value
of the invested capital. We will explore exactly how investors do that in the remainder of this section. Before
we proceed, however, we want to illuminate the very first way the investor funds do something beyond the
nominal dollars, which is through credentialing.

When investors write a check, there is validation and a signifying that the entrepreneur has passed through
the initial gate in an endless hurdles race. This credentialing has endorsement value with on-the-fence
potential investors, interns, potential sellers, creditors, brokers, spouses, business school pals, and one other
key constituent—the entrepreneurs themselves. When an investor backs the entrepreneur with precious
dollars, the entrepreneur subtly starts to transform from a sheepish, I-hope-I-can-pull-this-off wannabee
into a more confident player. It is a crucial signal that should not be underestimated. Additionally, people
in the entrepreneur’s orbit will look at the entrepreneur with newfound respect and admiration. In short,
the investor’s vote of confidence is a material value added to the raw funds.

02 Share pattern recognition observations

Pattern recognition is often cited as the most valuable non-financial investor offering. Many investors have
knocked around the ETA jungle for several decades, and they have internalized a treasure trove of insights
into what makes a good deal, how to structure it, and how to successfully navigate the perpetual twists and
turns encountered while operating a company. Investors have seen the movie a few hundred times and have
an intuition that newbie searchers cannot even begin to emulate.

Investors’ pattern recognition is drawn from a broad, diverse industry set and taps into the triumphant
outcomes as well as the flops. Entrepreneurs can utilize investors’ pattern recognition at three pivotal
junctures. The first is when the entrepreneur is actively triaging deal opportunities. Investors can assist in
helping get to a quick “no” and prevent wasting valuable time, or they can encourage deeper exploration of
an opportunity. Either way, this guidance can help the entrepreneur direct precious time allocation.

The second moment for investors to manifest pattern recognition is once a deal opportunity is in the
diligence phase. Since investors have witnessed or participated in this dance endless times, they can help
formulate the diligence plan and ask the probing questions that need to be answered. The rookie
entrepreneur might have a sense of first-order diligence but lack the awareness for second-order testing.
For example, a customer attrition analysis might be worthwhile, but an investor can suggest expanding the
study by cohort, services, geography, logo, and dollars. Investors know where to poke to get to the good
stuff. Investors can help entrepreneurs arrive at a painful “no go” conclusion when diligence raises a red

flag.

Finally, investors have pattern recognition that will be helpful during early-stage operations. These are the
first few innings of the game. Entrepreneurs will be flailing about, figuring out customer selection, sales
processes, general operations, and the tech stack that underpins all the company’s functions. Investors can
help translate all of this and provide input on what is urgent and what is deferrable. Investors might also
help refine the strategy and growth plan. These insights are likely industry agnostic and can be a
considerable boon in the early days. At some point, the entrepreneur will morph into the undisputed
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domain expert, but that will take years, and in the interim, it is the investors’ pattern recognition that will
buoy the entrepreneur and, by extension, the whole ship.

03 Ascend into board seats

Investors are the most likely suspects for filling the entrepreneur’s board. Serving as a board member is a
serious time commitment and a more intimate relationship than a generic investor role. Board directors are
the first phone calls for input and advice. Furthermore, the ETA company must have a slate of directors
who represent the shareholders’ interests. The entrepreneur cannot function or proceed without a board.

Directors generally play two roles for the ETA CEO. The first involves a governance function. This entails
ensuring the CEO is acting in a fiduciary capacity and in the shareholders’ best interests. This might include
engaging the audit firm and ascertaining the audit results, for example. Additionally, board members will
demand accountability.

The second role board members play is that of advisors. The entrepreneur has permission to ask board
members both silly and sophisticated questions, and the board members should feel a duty to respond.
Entrepreneurs brainstorm with the investors on their board and build consensus on goal articulation and
return expectations. This is a true value-added role and relationship.

Entrepreneurs need to have realistic expectations of who exactly will serve on their board. For example, if
the investor is an institutional one, expecting the firm’s leader to serve as a director might be unrealistic.
They likely have way too many commitments. It might be more reasonable to envision a slightly junior
person filling that seat. This can present the risk of a business school section mate sitting on the board. We
know this is a bit of hyperbole, but while directors are an essential value proposition, entrepreneurs need
to modulate expectations about whom they might actually get.

04 Act as mentors

One of the elements we love about ETA is the marrying of older investors with wisdom and battle scars
galore with younger, super smart, and hyper-ambitious entrepreneurs. It can be a match made in heaven
(it also makes us “older folks” feel useful). This pairing provides a rich mentoring relationship rooted in
knowledge transfer and information sharing. The more senior participants in the connection can impart
sagacity, and the young folks are eager to lap it up. This partnership engenders confidence in the
entrepreneur, can prevent missteps, and provides non-overbearing oversight. It is one of many dimensions
that makes ETA so special and fun for all involved.

This mentoring and coaching process helps to guide the developing CEO along the learning curve. It is best
done in a gentle way, pushing the CEO to come to their own answers and conclusions through iterative
Socratic conversations. A joystick CEO approach, where the mentor explicitly tells the CEO what to do,
would likely not work well for long and should be avoided. Being a search fund CEO can be lonely, hard,
and isolating. The investor mentor can provide much-needed empathy and a shoulder to lean on
periodically. However, a mentor is not a day-to-day therapist.

Additionally, a mentor coach is not expected to be hip-by-hip in running the muck of the business; that is
the CEO’s job and what they signed up for. Mentorship might be more about probing questions than frank
answers. Mentors might not know the ideal responses to all of the CEO’s quandaries and might only be
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able to help the CEO try to find the best solutions. Ultimately, making a decision, sometimes with no perfect
choice or adequate information, is the CEO’s domain.

We are huge fans of mentoring relationships and have personally benefitted from them in our own careers.
ETA CEOs appreciate and value this contribution, and investors are well positioned to deliver here.

05 Deliver access to the ETA community

Participants in the ETA community realize there is something special about it. It might be hard to articulate,
but everybody knows there is something in the culture that not only continues to attract people but also
makes it a distinct and compelling environment. There is a unique combination of intellectual capital,
tinancial capital, ambition, and helpfulness. It is a nice place to play and build a career and a life. That being
said, it can be a little hard to break into the club as a complete outsider. It is not that it is unwelcoming;
rather, it just helps to enter under the wing and through the sponsorship of an established investor. That
opens up the doors and facilitates full integration.

When investors back an entrepreneur, it is as if the entrepreneur has joined the club and has permission to
access all of its abundant resources. Email introductions lead to phone calls peppered with stories and
advice. Academic conferences become reunions filled with comradery and learning opportunities. Investors
deliver bona fide access to the community. ETA is a big tent, and when an entrepreneur is part of an
investor’s circle, they have a clear place in the tent.

Beyond academic conferences, many investors host invitation-only confabs, which tend to be more intimate
gatherings. These often feature educational panels and various keynote speakers. While the official content
is always desirable, part of the magic is what happens in the hallways and over lunch. It is there that peer-
to-peer networking takes place and valuable connections are formed. Entrepreneurs connected by an
investor are a bit like a closer-knit club within a broader club.

It is not our intention to make it sound like search funds and ETA are exclusive or exclusionary; that is far
from the truth. However, much like two entrepreneurs sharing a common alma mater, having a common
investor bestows certain entree and connections. Admission is based solely on winning the investor’s favor
and taking their investment dollars.

06 Share their valuable networks

Building on the notion of access to the ETA ecosystem, search fund investors have highly relevant and
treasured proprietary networks. If an entrepreneur needs a contact for a creditor with an appetite for SaaS,
the investor likely has that. If the CEO is looking for a labor lawyer for representation in an ugly wrongful
termination situation, the investor probably knows the right person. Tenured investors have oodles of
contacts that can play a role in every step of the searcher’s foray. Domain experts during diligence? Of
course. The right investment banker at the tail end? Easy. A well-placed introduction to another investor to
round out a cap table or fill in a closing equity gap? No problem.

When entrepreneurs sign up with investors, part of the deliverable is those investors’ powerful networks.
However, wise investors will protect their networks judiciously and not over-tap their friends and contacts.
Since some investors have hundreds of searchers and portfolio CEOs, investors need to be a bit careful
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about overtaxing buddies. The only exception to this is service providers who get paid for services. They
will gladly take every introduction they can get.

Entrepreneurs should respectfully access their investors’ networks; that is part of the trade. However, they
need to do it appropriately and not over ask. They need to pick their points and issues selectively; otherwise,
they run the risk of being a nuisance and being viewed as unresourceful.

What search fund investors do not do

Although we are unabashed fans of search fund investors and everything they do for our students and
aspiring entrepreneurs, they absolutely have limitations in what they do for their entrepreneurs. It is not
our intention to minimize the investor role in the ETA production; however, we want our students and
potential searchers to have a crystal-clear understanding of what investors will deliver and what is
unrealistic to expect.

Investors not only covet returns but are also essentially in a different business than entrepreneurs in that
they raise successive investment pools, receive management fees, and promote. Entrepreneurs are focused
on one business entity, whereas investors have their fingers in many, many pies. To simulate index returns
and fully deploy their capital, search fund investors work with a complex portfolio of searchers and
operating companies. This has two important implications. First, on a practical level, the investor does not
have sufficient time and mental capacity to get fully immersed in each ETA project in which they invest.
Second, in a world of finite resources, the investor must allocate a large proportion of their resources into
sourcing entrepreneurs (their deal flow foot soldiers) and investing, at the cost of deploying those resources
into other functions that can be expensive to stand up and support (such as sales and marketing resources
and expertise). In aggregate, this means that investors can support and play at a high level with their
portfolio participants, but it is very challenging to go deep. Furthermore, with a minor 2% management fee
on a smallish fund pool ($25 to $100+ million), there is an absence of money to build and support the
infrastructure that could help entrepreneurs operationally. Although it is important for search fund
investors to add value for their entrepreneurs, it is a delicate balance to do enough to be considered a top-
tier investor but not so much that it distracts from their primary objectives of sourcing talent, deploying
capital, and raising successive funds.

This section will discuss half a dozen points entrepreneurs should view as their domain exclusively —and
not presume any material investor engagement (Figure 4). Our list is not exhaustive, and there are plenty
of other matters that investors will shy away from, too, but these are the most likely suspects. Each investor
is singular, and their investment style and approach will vary from that of their peers. Accordingly, we are
confident that some investors might touch some of the elements in Figure 4. However, most do not.
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Figure 4: A sextet of key activities search fund investors usually do not do

@ Source deals

@ Obtain customers

@ Engage in operations
@ Guarantee job security
@ Have identical incentives

@ Unconditionally invest in the acquisition

01 Source deals

In the search fund show, there are three crucial elements at play from the investor’s perspective: capital to
gain control of a target asset; talent to run and grow the company; and finally, and perhaps most
importantly, sourcing a compelling, actionable, and fairly priced business to purchase. ETA land is awash
in money, and there appears to be abundant funds to finance these deals. There are hundreds of overly
talented entrepreneurs storming the ETA gates who want to be CEOs of small and mid-sized companies.
The choke point and most elusive part of the puzzle is finding the target company on which investors and
CEOs can work their sorcery. Sourcing a deal is hard, and there is no way to articulate how nebulous the
process is and how much rejection it entails.

Sourcing is actually a multi-pronged initiative encompassing several actions that hopefully culminate in a
live target. The first step is thesis ideation — determining what industry the searcher will dig into and why.
Investors will provide feedback on industry analysis and themes, but they will not likely commence this
analysis or serve it up. The second stage is lead generation, which identifies all of the potential fish in a
pond that might be worth approaching and initiates some contact with them. Finally, getting a fish on the
hook and beginning to reel the fish into the boat is the last act in the sourcing process.

The search fund model demands extraordinary perseverance, and after months of repeatedly hearing “no”
and experiencing a broken deal or two, it would be tempting for entrepreneurs to look to their investors for
help in sourcing a deal. After all, investors often see an ocean of deal flow. But that is unlikely to be a fruitful
path. Although investors sometimes will make available the tools and best practices in sophisticated systems
and processes they have developed, they will not actually help source a deal. There are several reasons for
this.

Investors have a portfolio of entrepreneurs hunting for deals, and there would be a blatant conflict in
helping one over the others in the sourcing initiative. Some investors believe that, although the skills
required to complete a search are distinct from operating a business, sourcing a business is a formative part
of the ETA process and at least somewhat indicative of whether an entrepreneur will be successful as an
operator. It tests the entrepreneur’s tenacity, agility, creativity, and ability to sell. Some investors view this
grueling chapter as a mettle assessment to see who the potential winners are.

Furthermore, entrepreneurs are explicitly mandated and compensated to source and close deals. That is a
condition precedent for ascending into the CEO role. Additionally, entrepreneurs are paid one-third of their
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equity compensation for closing a deal, and sourcing is their job. Finally, most scale sophisticated investors
now proprietarily source deals for their own portfolios and capital deployment needs. They get to write
bigger checks, eschew some of the co-investor commotion, and are able to manage the asset independently.
In other words, they are engaged in identical activities on their own account and will not conjure up a deal
for a searcher. Instead, they will pursue and close a deal of their own and locate talent to run the business
with significantly lower equity rewards. Sourcing tends to be the bottleneck in the deal business, and it is
far too valuable a skill and reward to forgo lightly.

02 Obtain customers

Revenue is the lifeblood of a small business because it generates top-line cash flow, which allows the
company to pay expenses, meet its debt servicing commitments, and enjoy profits. Its importance in the
ETA world can be seen in the mantra of purchasing a business with some type of recurring revenue stream,
preferably contracted recurring revenue. An installed revenue base allows a new CEO not to have to get new
customers immediately. Winning new customers and driving revenue growth is hard. It is a clear cousin of
the sourcing project described above and is filled with another round of door-slamming rejections. For
searchers unfamiliar with the woes of gaining customers, we encourage them to read Arthur Miller’s Death
of a Salesman and watch David Mamet’s Glengarry Glen Ross. Both provide biting insight into sales and the
difficulty of obtaining new customers.

Building revenue by getting new customers is not the investors’ domain. Entrepreneurs will spend
significant time developing and optimizing sales and marketing. Although the overall strategy will likely be
presented to the board, the entrepreneur-operator (not the investors) is responsible for implementing and
achieving a sales plan. Investors might help land a customer on a one-off basis, but investors are not part
of the sales team, and entrepreneurs should not view them as such.

Despite investors not landing new accounts, investors can and should provide guidance on the how (in
what way the CEO can build a high-functioning sales organization, for example), but they definitely do not
do the work. In other words, the role of the investor is to assist with the framing, not the doing. The same
is true for the subsequent section, operations.

03 Engage in operations

Operating a small business, especially in the early months following the closing of an acquisition, can feel
like drinking from a firehouse. From returning customer calls to maintaining and rebuilding IT systems to
personnel issues and a thousand other things, there simply are not enough hours in the day, nor persons
on the team, to keep up with it all. Eventually, a successful operator will implement systems and processes
and make personnel changes to optimize the business’s operations.

For their part, investors, even those who also serve on the board, live at the 50,000-foot level and do not
typically get immersed in the quotidian operations of the business. That is the CEO’s responsibility as the
day-to-day leader. This means that when a customer carps, the company’s network goes down, or there is
a dispute with an employee, it is up to the entrepreneur to identify and implement a solution. Of course,
flashpoints arise, and when they do, investors are willing to listen and problem-solve, but those are
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exceptional cases. Furthermore, this investor-assisted crisis problem-solving is usually done from outside
the business and not from within; investors tend to stay out of the muck.

We encourage entrepreneurs-cum-CEOs to think of investors as having ears and a mouth but not hands.
In other words, they will listen and offer pearls of wisdom but tend not to do the actual work of operating
the business. Additionally, a subset of investors have never run a business, so while their experience and
input are still impactful, they should probably stop short of tactical advice on the ERP conversion. Finally,
entrepreneurs are compensated to fully engage in operations through their annual salary, bonus, and a third
of their equity rewards for remaining in the CEO role for four to five years.

04 Guarantee job security

When investors back an entrepreneur and invest in a business acquisition, they are optimistic and believe
they are on a winning track. Writing a big investment check is one of the most sanguine acts possible. The
starting line is filled with hope and possibilities. Unfortunately, things do not always go as planned.
Sometimes, the industry thesis turns out to be less than accurate. Other times, the purchased company
winds up being a rickety jalopy. Periodically, the entrepreneur falters and is revealed to be a dud incapable
of leading the business and delivering on the investment return promise.

Being an investor loses all of its fun and glamour when faced with these headwinds. It is difficult to fix a
subpar thesis. It is cumbersome to jettison the wrong acquisition. Changing CEOs is a slog. However, it
must be done on occasion, and it is the exact right thing to do.

Investors do not guarantee job security to entrepreneurs, and there is no tenure on the CEO track.
Performance is the only elixir for job protection. Entrepreneurs should recognize that they can be fired.
Although there is no public data on ETA CEO terminations, anecdotally, the community points to 10% as
a directional number. Investors must do what is best for their interests and portfolios. And if the wrong
CEO is at the helm of a portfolio company, investors will make a switch—and should.

Despite the fact that investors do not offer entrepreneurs guaranteed job security, they are often slow to
drop a CEO. The process is excruciatingly difficult and creates more temporary turbulence, and no investor
wants the reputation of being the person who axes entrepreneurs quickly.

05 Have identical incentives

Investors and entrepreneurs initiate their journeys together with the same end goals in mind: acquire a
business, grow it while creating equity value, and ultimately sell it for a hefty profit. The investors and
entrepreneur both own equity in the company, and in most cases, during the ETA passage, what is good
for the entrepreneur is good for the investors. But that is not universally true, and the entrepreneur needs
to be mindful of this and anticipate cases where investors’ interests and incentives diverge from their own.

For example, investors often have their own LP investors (with their own needs and wants) and live in an
IRR and fundraising world. This can have important implications, for example, around the timing of exits
and willingness to support bolt-on acquisitions. Some investors might be less enthusiastic about holding a
portfolio company for an extended period of time, especially if IRRs are dropping despite nominal dollars
growing. Investors might be inclined to sell the winner, book the IRR, and tout the story in the next
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fundraising process —even if this is not what is best for the CEO. This situation can also play out inversely
where the cash-poor CEO wants to exit early, and the investors want to linger. The CEO can get stuck.
Anecdotally, it seems like entrepreneurs, not investors, drive premature exits with near-term personal cash
needs (think moving out of the starter house and private tuition).

Similarly, if an entrepreneur pitches a deal to an investor that the investor is queasy about, some investors
will signal tepid enthusiasm with a need to think about it. Rather than provide a hard “no,” they want to
see how things play out and what other investors are in or out. Furthermore, if things are going sideways
in a deal and more equity is required, investors might price that infusion with some built-in dilution,
effectively wiping out part of the entrepreneur’s equity potential and upside.

Investors are optimizing a portfolio of investments with an eye on their needs, which often center around
raising a subsequent and larger fund. They might have timing needs and issues that are informed by
portfolio dynamics and not individual asset optimization. We believe that investors and entrepreneurs are
coincidentally aligned approximately 95% of the time in the ETA odyssey. However, there are a few
situations in which the entrepreneur had better understand that paths diverge.

06 Unconditionally invest in the acquisition

When searchers seek to purchase a business, they successfully locate one 63% of the time, according to the
most recent Stanford study data. However, despite yearly fluctuations, the successful acquisition rate has
hovered around 57% over the last decade.” This implies that approximately 43% of searchers fail to source
a deal. We view this as a kind of entrepreneur default. Of course, this is baked into investors’ math, and
there is no harm or foul when an entrepreneur fails to produce a deal. The mirror of this phenomenon is
when a searcher does locate a deal, but the investor fails to provide capital for the transaction — the investor
defaults. Recall that when investors provide capital for a search fund, they are buying an option to see what
happens and retain the right, but not the obligation, to provide equity for a target transaction. In other
words, investors do not unconditionally invest in the acquisition.

Sometimes, entrepreneurs find a deal, and one or many investors pass on the opportunity. This can be
because they soured on the entrepreneur, do not find the deal appealing, or are already loaded up in a given
fund cycle. The reason does not matter because investors have no requirement to make any equity
investment. This can result in the entrepreneur’s deal cratering or the entrepreneur going outside the
original investment circle to discover new capital partners.

Entrepreneurs need to continually sell investors on themselves and a pending deal. They cannot assume
that investors will fall in line and that the money is a given. Rounding up the acquisition capital is just one
more of many mountains to climb in the odyssey, and investors are not unconditionally investing in this
stage of the game. However, deals that stick to well-honed ETA principles tend to get funded successfully,
and deals that deviate struggle to attract financing more frequently.

What entrepreneurs and investors can do to make their relationship thrive

As we have stated, the entrepreneur-investor relationship is a key element of any ETA venture. While
undoubtedly beneficial to both parties, this relationship is highly nuanced, with a delicately balanced power
dynamic, and, as with any such relationship, it can always be strengthened and improved.
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In many ways, it is the entrepreneur who sets the pace and tone in the entrepreneur-investor connection.
Investors will respond to the entrepreneur’s needs and wishes in some manner, but it is really the
entrepreneur who leads the alliance and their actions that set the tenor. If entrepreneurs are affable,
respectful, and deferential, the investors will react accordingly. If the entrepreneur is disdainful, brusque,
and condescending, things will likely be a bit bumpy and rough. In other words, entrepreneurs can take
discrete action steps to make the entrepreneur-investor link thrive —which will certainly accrue to their
benefit.

We think search fund investors are marvelous accomplices to entrepreneurs in their ETA schemes. With
experience, capital, and worthwhile insights, they can help in many ways. Given the realities of their
portfolios and capacities, they deliver the goods. However, investors are not perfect, and we think there are
some ways in which they can do things differently to add value to the alliance.

To be clear, the system is predominantly working and functioning well. After all, the space is growing, and
there appears to be a never-ending influx of fresh entrepreneurs and investors. Despite this, there are
opportunities for improvement. Figure 5 highlights six ways (three each) that each party can enrich the
connection.

Figure 5: Half a dozen ways that entrepreneurs and investors can strengthen their relationship

@ Entrepreneurs can have —and fulfill —reasonable expectations

@ Entrepreneurs can fully understand that this is an entrepreneur-centric foray
@ Entrepreneurs can know what to ask for and when

@ Investors can tilt back to search funds’ genesis

@ Investors can make themselves more available to entrepreneurs

@ Investors can pick one team to support

01 Entrepreneurs can have —and fulfill— reasonable expectations

The single most obvious way to make investors happy and placate this clan is for entrepreneurs to make
money—and quickly. Do not be confused in any way; this relationship is a commercial one, and its most
important tenet is for the entrepreneur to generate equity value. Investors tend to be more forgiving and in
a better place with entrepreneurs when things are progressing swimmingly and they are getting richer.
When investors are making money, the partnership tends to thrive.

Entrepreneurs should ground their expectations of investors in a similar commercial reality. They are there
to invest. If investors provide advantageous capital and nothing else, that should be considered a significant
victory. If the investor group adds value beyond hard cash, that is a spectacular win. Entrepreneurs who
enter the game with reasonable expectations for investor deliverables will probably not be disappointed. On
the other hand, if entrepreneurs have sky-high hopes for investor offerings, they might feel let down when
faced with reality. We suggest that entrepreneurs have modest expectations and hope for more. This theme
pairs well with our next bullet point.
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02 Entrepreneurs can fully understand this is an entrepreneur-centric foray

Entrepreneurs must understand that they are the protagonists in their ETA flight. They will be surrounded
by various supporters like lawyers, accountants, creditors, insurance brokers, and equity investors.
However, these folks are all secondary players in the program. The entrepreneur is the unequivocal star of
the show. The chorus actors will certainly help and support the CEO, but the entrepreneur is the story’s
hero, relentlessly pushing the boulder uphill every day.

If there is any confusion in the entrepreneur’s mind regarding the role they play relative to investors,
disappointment will ensue. This is an entrepreneur-centric proposition, and investors are meaningfully
helpful in the battle, but entrepreneurs are the ones leading the charge. Entrepreneurs must understand this
notion and the fact that they are responsible for sourcing and closing a deal, as well as leading and growing
the company. We think the entrepreneur-investor friendship might be akin to two parents about to have a
baby, the gestational parent and the non-gestational parent, in the hospital delivery room. The non-
gestational parent might be helping in every way imaginable, but it is the gestational parent doing all the
real work.

03 Entrepreneurs can know what to ask for and when

Building on the notion of having reasonable expectations, entrepreneurs will serve themselves well by
knowing what to ask for when engaging with investors. Too many big asks batched together will rub
investors the wrong way. Well-timed intermittent requests of sensible scale will prompt positive responses.
As we previously discussed, investors will not wallow in operations with the entrepreneur; asking them to
do so is a fool’s errand and will only result in investors politely demurring. It is simply out of their scope.
In comparison, asking investors for a handful of suggestions for a mezzanine debt facility that is covenant
and amortization light is a softball request and will result in actionable introductions.

Furthermore, entrepreneurs should not go to the investor well too frequently. This will cause fatigue.
Entrepreneurs should think about getting a handful of asks every year and judiciously pacing those
questions out over the calendar. Alternatively stated, entrepreneurs should not be pests and should tread
lightly with the requests they make of their investors.

04 Investors can tilt back to search funds’ genesis

ETA has changed dramatically since its humble beginnings, in some ways for the better and, in other ways,
less so. Today, there are abundant helpful resources (books, podcasts, MBA courses, notes, and
conferences) for searchers to seek out best practices and mistakes to avoid. The amount of capital entering
search has exploded, and raising a fund no longer seems to be a gating mechanism when it is done in weeks
instead of close to a year. The tent is more welcoming than ever to previously underrepresented
demographics. However, ETA has also become more crowded and efficient, with fundless sponsors, family
offices, and small shop private equity all dipping down into the same dish. Brokers, information flows, and
technology have all made markets more efficient. Buying at three times cash flow seems like a dream that
will not reappear.

Search has also become very transactional (more like nanocap private equity) compared to the early days
when investors invested from their own accounts without LPs. They were principals and not agents
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managing someone else’s capital. Additionally, they were already extraordinarily wealthy. They were
investors as much for intrinsic returns as financial ones. They appreciated the front-row seat to burgeoning,
highly ambitious entrepreneurs blazing an uncharted pathway. There were intellectual challenges and
rewards, too. Giants like Grousbeck, Lazier, and Egan babysat and nursed new young entrepreneurs.

ETA is no longer a cottage industry. The culture is different, and the sector is fully professionalized,
institutionalized, and routinized, with highly sophisticated and complex private equity firms dominating
the equity capital markets. This transactional nature has undermined some of the wizardry that previously
existed. We are not sure it is possible to go back in time, but investors can look to the past to build a better
tuture. Aping the first-generation investing giants would add value to today’s entrepreneurs. Our next point
builds on this concept.

05 Investors can make themselves more available to entrepreneurs

Today’s investors have their tentacles in too many search projects and investments to count up mentally.
They are spread paper-thin, juggling fundraising, managing board commitments, and sourcing new
entrepreneurial talent. This does not even include allocating time to current searchers and portfolio CEOs.
Investors can add value by genuinely being available to the people they have backed. Being a CEO is
laborious and feels like walking a tightrope every day. One of the many reasons searchers entered this pond
is for the investor nurturing, their acumen, and their intuitions. However, the magic gets diluted if investors
are unavailable, do not reply to emails or phone calls, or need to speak at 10:00 PM or in three weeks.

Furthermore, investors seeking operating leverage by hiring junior professionals as a first line of defense
seems like a gap between the sales process when jostling to get on a cap table and reality. Unfortunately,
the only way to deliver on availability is to pare and prune portfolios, at least prospectively. Unfortunately
again, this is likely in opposition to investors’ economic objectives. If investors are too elusive post-closing,
entrepreneurs will suffer, and the fascination with traditionally funded ETA might wane.

The investor and entrepreneur union is comparable to a parent-child relationship; there is no substitute
for just being there, being engaged, and being available.

06 Investors can pick one team to support

With the wide-ranging portfolios we have described, investors are inevitably in the cap tables of competing
companies. Every large investor is in a handful of dental projects, multiple HVAC stories, and too-many-
to-count software theses. For entrepreneurs, it can be demotivating, messy, and awkward when investors
(and board members) are backing other entrepreneurs with whom they are duking it out for acquisitions
or customers. Entrepreneurs can start to worry about sharing information and appear suspicious of investor
motivations. ETA does not quite feel like public equities where an investor can easily simultaneously own
shares in Coca-Cola and PepsiCo. ETA investors sell the relationship as part of the secret sauce, and that
seems to fade when investors double dip in an industry. The answer seems to be to pick one team in an
industry or at least in a geography. Let entrepreneurs know that they are the bet in a space.

It can get more complex. There are times when an entrepreneur will ask investors to help interview and
screen a potential executive, perhaps a COO or a unit manager. In that interview process, investors
periodically convert the entrepreneur’s potential additional talent into a new searcher. Ouch! Apologies,
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misgivings, and resentment arise. If an investor is in bed with an entrepreneur, it is best not to poach their
talent.

Mini profile: Sandy Paige

] Sandy Paige (Babson College MBA 2002) was the CEO of Explora BioLabs from 2018,
‘ ' I when he acquired the business through a traditional search fund, until 2022, when
&

Charles River Laboratories purchased the company. Before buying Explora, Paige

expanded global relationships and distribution for JAX Mice and Clinical Research
Services as the Director of International Sales & Distribution. Prior to JAX, Paige held
various executive roles, such as General Manager of Knight-Celotex, VP of Administration
for the Neptune Regional Transmission System, and financial analyst and controller for Cianbro
Development Corporation and Atlantic Energy Partners.

When I started my search fund, I had a sense that I could expect certain things and not
others from my investors. My experience confirmed this. Fifteen investors initially stepped
up and wrote checks for my search. For a while after that, they played a limited role, as I
had anticipated. I knew I was responsible for sourcing my deal, and they did not help in
that always challenging phase. However, after I went into a signed LOI, I received key input
from some of them, which enabled me to diligence the business and determine whether the
company was a good asset to acquire and grow. They also helped me structure the deal,
which was a huge help since I had minimal experience doing deals. Most importantly, they
provided the money to complete the acquisition.

After acquiring Explora, I kept my board apprised of the company’s performance and
material events and would periodically bounce an idea off a board member to get a second
opinion. My investors and board members did not help me get customers or help me with
operations, nor did I expect them to. I was clearly the one driving the business. I had their
support, but it was my show and my responsibility. The investors did make me feel part of
and connected to the ETA community, and I knew I could tap that resource for insights.

As we began considering an exit, I increased my engagement with some of my investors
with significant dealmaking experience. They had helpful input on structuring an exit and
what market terms felt like. My goals and incentives and those of my investors were mostly
aligned during the overall project; however, I also knew this was my baby and only one of
many for them.

Having a clear sense of what to expect—and what not to expect—from my investors gave
me a stronger sense of direction for fulfilling my role in the project and helped keep our
relationships healthy and positive. I knew they had my back and that I could reach out to
them if the need arose, but I also knew that the ball was fully in my court to make the ETA
project a success.
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Conclusion

ETA equity is quite expensive, with pricing in the 30% to 35% range. Entrepreneurs should fully
understand what they are getting and not getting from investors when signing up for this kind of capital.
Investors do many terrific things for ETA entrepreneurs. They are sources of capital, advice through pattern
recognition, board seats, access to the ETA community, and valuable networks. However, search fund
investors have limitations and boundaries. They tend to shun deal sourcing, operations, obtaining
customers, guaranteeing job security, and unconditionally investing in the proposed acquisitions.

Both entrepreneurs and investors can do things to enhance their alliances. Entrepreneurs can bolster their
relationships with investors by both having and fulfilling realistic expectations, comprehending that it is
the entrepreneur who is truly driving the project, and making pointed and appropriate asks. Investors could
potentially add more value to entrepreneurs by harkening back to the investor styles of ETA’s first
generation, increasing their availability, and backing one entrepreneur per industry.

The entrepreneur-investor dynamic is complex and fascinating. It must be symbiotic to thrive, and both
parties need to contribute to the recipe. The puzzle cannot be completed without all the pieces fitting and
working together in harmony.

We wish you good luck, great fortune, and a vibrant association with your investors. We are rooting for
you every step of the way, and know that you will be victorious in every measure!
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