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The search fund ecosystem is burgeoning, with more post-MBA students pursuing 
entrepreneurship through acquisition annually. Additionally, what was once limited to a U.S.-
based entrepreneurial activity is now fully internationalized, and search projects can currently be 
found in all corners of the globe. Despite the flourishing of this form of entrepreneurship, 
relatively little content, in academia and other venues, is focused on when search fund projects 
fail. We have explored this notion in our case note, On the Nature of a Search Fund Not Working 
Out as Planned, but we will go deeper and explore when entrepreneurs and investors should 
abandon their search fund dreams once operating a business. 

Every aspiring search fund entrepreneur harbors dreams of purchasing a desirable business 
within eighteen months at an attractive price. The next steps, of course, are to grow the business 
smoothly for three to seven years and then exit the business with the entrepreneur becoming a 
decamillionaire. While this story regularly occurs, there are frequent instances where 
entrepreneurs fail to buy a business or, if they do locate a business to acquire, cannot create 
economic value. According to the 2022 Stanford Graduate School of Business Search Fund 
Study, 34% of search fund entrepreneurs do not purchase a business, and 27% of the 66% who 
do acquire a business end up destroying wealth.4 Pursuing a search fund is a challenging, 
nebulous journey that requires an abundance of tenacity and grit. While we typically advocate 
for search fund entrepreneurs sticking with their projects and continuing to pursue their vision, 
we simultaneously believe there is a time when a flagging search fund dream should end, and a 
weak, underperforming business should be sold – even at a loss. We consistently observe search 
fund CEOs and investors who hold on to a shaky company for too long with aspirations of 
recouping destroyed equity value. We believe entrepreneurs pursuing a search fund pathway 
should enter the game with their eyes wide open and have a clear picture of when they should 
jettison a business that is not performing and creating value. 

It is just as important to know when to give up on a dream as it is to know when to embrace a 
vision. A dream that has no tenability can easily slip into the realm of delusion. This case note 
will focus on when CEOs and investors should exit a poorly performing operating business in a 
search fund context. We define a poorly performing company as one that is not making positive 
economic progress* or, worse, is vaporizing equity value. We will not explore two other forms of 
search fund disappointment: the inability to raise a fund and not identifying an actionable 
company to purchase. We do explore these challenges in the above-referenced note. Additionally, 

 
* For example, a business can consistently meet payroll obligations and be in debt covenant compliance, 
but fail to deliver an increase in market value. 
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we will not examine why search fund operating companies go awry. There are myriad reasons why search-
acquired businesses drift along without creating value or destroy economic value. The recommendations in 
this note are based upon our collective experiences as search fund entrepreneurs and search fund investors. 
Furthermore, we base our case note on the data set provided by a prominent search fund investor. 
Specifically, we will examine the following: 

When to give up 

When a search fund entrepreneur initially assumes the CEO role of an acquired company, it is typical and 
normal for the CEO to need time to establish themselves in the new role and discover whether the company 
is what they and their investors thought they were acquiring. No matter how much analytical diligence and 
prospective planning was performed before closing, there is a giant difference between understanding a 
business as an outsider and being the owner and CEO. Prior to acquiring the business, the CEO views the 
company from afar with brief episodic interactions with the seller, employees, customers, and vendors. The 
search fund entrepreneur, despite their inquisitive nature and enthusiasm for the business, is at a distinct 
disadvantage relative to the seller, who has insight into the inner workings of the business. This information 
asymmetry means that no matter how much work the search fund entrepreneur does before closing, they 
truly do not know what they have bought until several months after closing. As a result, there are always 
positive and negative deviations from the pre-close expectations. 

It is normal for the acquired business and newly ascended CEO to need time to understand and stabilize 
the company. No investors or CEOs should expect a seamless and graceful transition post-close, and 
experiencing a J curve phenomenon, where the CEO and company take a few steps backward with the 
expectation of things significantly improving in the future, is to be expected. 

No one should be overly concerned if things appear off track or wobbly in the first few months after an 
acquisition closes. This is part of the post-close honeymoon period when the new CEO and investors are 
basking in the glow of the closing victory. Anger about post-closing surprises would be misspent energy 
and premature. Unfortunately, discovering negative surprises is just part of taking one step backward in 
anticipation of the two steps forward chapter in the search fund odyssey. 
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The real question to ask is not whether challenges will occur; it is when those challenges indicate that a CEO 
and investors should give up on the investment project and abandon the company. We believe the first one 
to two years is the period for discovery and exploration of what the acquired business really is. This is the 
window when information is no longer asymmetric and the buyer achieves parity with the seller. The CEO 
has an opportunity to get to know the business intimately and begin to shape the company according to 
their vision. This is when the CEO is refining the strategy and implementing its execution. There will be 
plenty of false starts and pleasant early wins. Somewhere in year three, the business and the CEO need to 
find their groove and demonstrate the ability to execute against the operating plan and create economic 
value that is compelling and commensurate with the investment thesis. The business does not yet need to 
be in full acceleration, but there needs to be evidence that the company is on track. If the business has not 
demonstrated an ability to create value, grow, and live up to the business thesis by year three, the CEO and 
investors should start being concerned. Three years is ample time for the business and the CEO to begin to 
prove themselves. 

At this point, if the CEO and investors are still optimistic, the business should be given more time to develop 
and accelerate. If nobody is enthusiastic at this juncture, we would strongly advocate for an exit. If the 
business is retained and continues to wander in years four and five without credible proof of performance, 
we think it is definitely time for the CEO and investors to give up on the search fund dream – at least with 
this business. 

Although we do not possess hard data or evidence that four to five years is a magical threshold to give up 
on a search fund project, we do assert that if the CEO and business cannot get to a state of flow and high 
performance within four to five years, it is time to stop. This is typically when CEOs incrementalize 
themselves and investors continuously believe that success is just around the corner with a bit more time. 
We are doubtful. Of course, some businesses will have a breakout in years six, seven, or eight, but we have 
observed that most companies continue to flounder after years four and five if they have not yet figured 
things out. The premise of a search fund is to buy a going concern that is already profitable and creating 
value. This dynamic should not require five or more years to achieve a high-performance state. 

Although we embrace grit as a positive personal characteristic in CEOs, there is a moment when 
determination can actually work against the search fund CEO. The downside of grit can be holding on to a 
dream that is really a nightmare. A tenacious commitment to a struggling project is good for neither the 
CEO nor the investors. Sometimes gritty CEOs misperceive their genuine commitment to success as a 
benefit to investors and themselves when, in reality, it is bad for both. 

 

How to think about moving on 

When thinking about giving up on a search fund company and moving on, we embrace a five-question 
framework to help assess whether a CEO should press on with a flagging project or stop. When we use 
words like moving on, stopping, giving up, and quitting, we refer to a professional, deliberate, and graceful 
exit from the business in an attempt to harvest as much equity value as possible – even if it is a loss. We do 
not mean an unprofessional, hasty departure by the CEO. 

These five questions (Figure 1) do not have binary answers, but the prompts might help a CEO focus on 
whether a project is tenable or not. 
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Figure 1: Five questions to help a CEO assess whether to move on or not 

 

Have I done everything I could to make the situation a success?  

If a CEO and board of directors truly believe they have done everything within their power to make the 
company successful without the desired results, it might be time to stop. Sometimes it is no longer possible 
to work harder or more hours, and the results may be no better with additional exertion or time invested. 
If the CEO feels like they are engaged in a Sisyphean† task with no glimmers of progress, they need to face 
the brutal facts of the situation and find a graceful way to wrap up the search fund fantasy. 

What resources or assistance could I bring to the situation that I have not already?  

When a CEO has gathered all the necessary resources possible to make the search fund company a success 
without evidence of acceptable progress, we encourage them to move on. If the CEO has already hired better 
people, upgraded systems and processes, invested in infrastructure, hired supportive consultants, and fully 
engaged the board of directors without any improvement, it is time to stop. If there are no more resources 
to bring to bear, why would the CEO expect better outcomes and more positive results? 

There is also a scenario where there are more resources that could be utilized, but the company cannot afford 
them, and the board is not able to justify raising capital to make the investments based on a lack of 
confidence in the business. This is another indicator that this particular search fund dream is over. 

Have facts or information about the situation changed in some way? 

Sometimes when a CEO engages in a search fund acquisition, they go into the project with one set of facts 
and assumptions only to discover several years later that the original information is no longer pertinent. 
Instead, something changed for the worse. Perhaps the market changed, maybe the CEO now realizes that 
the business is far worse than they thought, or possibly a few material customers evaporated with great 
detriment to the company. The CEO should consider, in light of this new information, whether they would 
buy or sell this company at the current valuation. If they would not buy, selling becomes the easy choice. 
Regardless of why there is new information indicating the business is meaningfully worse than initially 
anticipated, the CEO must confront the fresh reality and, if there is no path forward, acknowledge that this 
is the end. 

 

 
† The Merriam-Webster Dictionary defines a Sisyphean task: In Greek mythology, Sisyphus was a king who annoyed 
the gods with his trickery. As a consequence, he was condemned for eternity to roll a huge rock up a long, steep hill in 
the underworld, only to watch it roll back down every time it neared the top. 
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Can I envision a positive outcome in some way?  

Periodically, a CEO finds themselves in a situation where they cannot imagine a positive outcome in any 
conceivable manner. They have already chased down every possible path for improvement. They have 
exerted themselves, made rational changes expecting a turnaround, tried everything imaginable and 
attainable, and no matter what, the business has not rebounded. If a glimmer of hope exists, the CEO should 
ask themselves what probability they would assign to the likelihood of delivering this outcome in a set 
timeframe with the resources available. If there is absolutely no way the CEO or board can remotely envision 
a positive outcome, it is time to hang it up. This is also true of low-probability shots that will take a long 
time or substantially more resources.  

Do I still want to do this? 

Some search CEOs realize that the company they bought is not a fit for their skillsets, interests, or 
capabilities. Whether the CEO underestimated the effort required to manage an hourly workforce or 
overestimated their ability to sell, sometimes they misjudge what is required of them to run the company 
despite their best efforts in diligence. In this scenario, we would advise the CEO to have a transparent 
conversation with their board to find an exit by either bringing on a replacement CEO through a planned 
transition or selling the company. 

There is no shame in terminating a search fund dream. If the CEO has tirelessly invested in the business for 
three to five years, and if they have done everything plausible to make the company shine, there is no 
disgrace in wrapping up. Along the way, the CEO likely generated numerous positive impacts, such as 
building their own leadership capabilities and developing employees, while still failing to achieve their 
targeted financial returns. Despite these benefits, CEOs have a fiduciary responsibility to their investors, 
creditors, and themselves to stop when it becomes apparent that the business returns will be insufficient. It 
takes great self-reflection and courage to admit a project is a dud and should be wrapped up. Furthermore, 
we like to remind search fund entrepreneurs that their professional being is just one dimension of who they 
are. Additionally, they might be spouses, parents, friends, siblings, children, and community members. And 
they can excel in those roles while simultaneously failing as a search fund CEO to deliver the financial results 
they anticipated. Rather than focusing exclusively on not reaching their goal, the failed search CEO can take 
value from how far they came during the journey. For the CEO who has conducted themself with integrity, 
transparency, and thoughtfulness, many new opportunities will arise, perhaps even among their existing 
investors. Giving up on the search fund dream does not make anybody a bad person. It just means they 
were an unlucky entrepreneur or a lousy CEO. 

Reasons why entrepreneurs are reluctant to give up on their search fund dream 

Giving up on a dream and dropping a CEO role is extraordinarily difficult. We completely understand why 
search fund CEOs are so reluctant to let the dream go. After thinking about launching a search, raising 
capital, sourcing deals, finally ascending to a CEO role, and operating a business for a few years, a search 
fund entrepreneur has probably invested at least five years and endless emotional and intellectual capital 
into the project before they see their dream begin to melt. Additionally, they have told their spouse, friends, 
family, and MBA classmates about the exciting project. Being a search fund entrepreneur has become part 
of their identity and persona. There is a lot wrapped up in the project, including ego and financial 
aspirations. So, it is no wonder CEOs are reluctant to give up on their search fund dream – even when they 
absolutely should. 
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We will now identify six common reasons why search fund CEOs are remiss about abandoning their search 
fund dream (Figure 2). Of course, many of these reasons are related and intertwined. Although these are 
all bona fide reasons that attempt to explain why CEOs hold on, that does not mean it is prudent. We 
consider these reasons to be false flags and emblematic of the sunk cost fallacy. The time and money the 
CEO spent in the past (getting to this point) should not color their decision to quit or keep going. Despite 
this, many CEOs at this stage escalate their commitment to the search dream, which might be irrational 
considering the increased investment of time and emotional and financial resources. 

Figure 2: Six common reasons search fund CEOs are reluctant to give up on their dream 

 

Not having ever previously failed 

We sometimes joke that search fund entrepreneurs are superhuman. They have lived gilded lives of 
achievement. Sterling educational credentials, repeatedly performing at the top of their class, athletic 
achievements, premature leadership roles, and professional success at elite branded firms are the norm. It 
is common for the search fund entrepreneur’s resume to be littered with Ivy League credentials and 
prestigious Wall Street and consulting firm names. They are polylingual, former Olympians, have 
contributed in missionary roles in far-flung destinations, and have served in elite military units. Search fund 
CEOs have met every challenge presented to them in their life with success and victory. For many search 
fund CEOs, admitting their business is not creating value might be their first failure. In a search fund, the 
CEO is ultimately accountable for the outcome; there is no boss or team member to share the result. Selling 
for a loss or shutting down codifies the CEO’s failure to reach their stated objective. Failing privately for 
the first time can be challenging, but failing publicly is much harder. Accepting failure is extraordinarily 
difficult, especially after experiencing so many previous triumphs. 

Not wanting to disappoint investors 

Search fund CEOs often feel deeply indebted to their investor group. After all, investors backed and 
supported a fledgling aspiring entrepreneur with nothing more than moxie and a raw idea. Investors 
typically coach and nurture the CEO along the way, and a strong emotional bond develops. However, while 
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it is admirable for search CEOs to exhibit loyalty to investors, the truth is that some investors will have 
passively given up on the project after a significant period of disappointing results or a lack of progress. 
Remember, investors have scores of investments and rely on portfolio performance. While they are never 
excited to see any investment flag, they expect some lemons in the portfolio. Furthermore, investors are less 
likely to engage meaningfully as a weak investment drifts along. 

Fear of what is next 

Part of any CEO’s consideration in giving up on their search fund dream is what they will do next if they 
wind up the project. This can be very intimidating and overwhelming. Not only does the search CEO need 
to admit their project was a flop, but they also need to figure out how to pivot professionally. While it is 
certainly possible to land well after five years adrift as a search CEO, it is hard and will take time and energy. 
Finding a new job or trying to be an entrepreneur again will likely involve starting over professionally, 
building new networks, and learning new skills as a mid-career professional. Furthermore, some CEOs do 
not want to revert to being just an employee or do not believe they are employable after being a CEO of a 
distraught asset. 

Moving on is worse financially or personally 

Even if a search CEO presides over a disappointing company, they earn a multi-six-figure salary, although 
their equity value is likely worthless. A salary of a couple hundred thousand dollars with benefits is far better 
than winding up a search company project and having no compensation or benefits while discovering a new 
pathway. Alternatively, the CEO’s life circumstances may have changed since acquisition (marriage, 
children, spouse changed jobs, bought a house, aging parent, etc.), which can create other personal reasons 
for not wanting to disrupt the status quo, especially when the combined household income is significant. 

Embracing a superhero complex 

Since search fund CEOs typically have had so much success in their former lives, they often adopt a 
superhero complex, falsely believing they can do anything they set their mind to – including fixing a broken 
business. These search CEOs inaccurately believe that if they just work harder and more hours, they can 
will the company to a better place. They embrace this philosophy because it is exactly what has propelled 
them forward in previous roles. Studying harder in school, working more hours at the investment bank, 
and running more miles in preparation for the ultra-marathon has always worked. What is tricky about a 
complex business is that it is usually bigger than any one person – even the CEO. One person, even a deeply 
committed, extremely talented one, often cannot fix an organization with an inferior economic model or 
faulty underpinnings. 

Falsely embracing a next-year mindset 

At times search CEOs delude themselves into believing they just need one more year to set things right. 
With just a bit more time, they can turn the company around and get it on a new, more attractive trajectory. 
This is a case of the CEO incrementalizing themselves and thinking next year will be the turning point. At 
the risk of sounding cynical, we do not believe next year will be the breakout year after four to five years of 
disappointing performance. We do not think that much will change after half a decade. 
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Nathaniel Pugh‡ (Stanford Graduate School of Business 2015) acquired Pacific Northwest 
Payroll Solutions (PNPS), a payroll and human capital solutions provider for small and 
medium businesses located in the northwestern U.S. Entering the business, Pugh expected to 

benefit from high-growth industry trends, add customers by building on existing relationships, 
and scale the sales model. 

Within months of owning the company, I realized PNPS’s largest customer was a zombie 
account – that is, paying the bills but not utilizing the services – and the key contact at this 
customer had recently left. Thus, I was against a ticking clock in needing to drive sales 
growth. In the first year, sales and margins increased; however, in year two, that major 
customer left. With the customer’s departure, I realized that there were deal-related 
challenges that required a claim against the seller. We were making money but not on plan, 
heading in the wrong direction, and facing a lot of distraction. 

In year three, I finally had the expertise and attention to focus on growth, but the industry 
had changed in the interim. I needed to reinvent the business model with a new basis for 
differentiation and a new sales model. I kept iterating on growth strategies and saw modest 
results. With less than ten employees, I was pulled in many different directions trying to 
run the business while simultaneously reinventing it.    

We are over six years into the project and the business is smaller than at acquisition but 
growing. We’ve maintained debt covenant compliance but are well behind everyone’s 
expectations for equity returns. I will never hit the IRR to achieve my full carried interest, 
and it’s questionable whether my vested equity has any value at all. My investors are largely 
apathetic – they’re fine selling or holding – but aren’t excited enough about the business 
to spend meaningful time or attention with me on it.  

I stayed in the business because I wanted the long-term CEO experience and to prove to 
myself that I could make a business work. I’m proud of the work I did to build a culture, 
customer relationships, new processes, and the team under challenging circumstances. 
When I think about an exit, I dread the idea of selling to a strategic buyer who will 
dismantle everything. That path makes me feel like I will have wasted my last few years 
here. Part of me wishes we had just exited the business at the first signs of things not going 
well. It would have been easier, and I could have moved on with my life. I feel a bit stuck 
now. If we do exit, I don’t know what’s next for me. I like being a CEO and want to be in 
that role. 

Reasons why investors are slow to encourage entrepreneurs to give up on their search 
fund dream 

Investors are often complicit in encouraging search CEOs to hold on to a wilting business and not give up 
on their search fund fantasy. They share some of the reasons detailed above in the section on why CEOs 
cannot let go, but they also have their own distinct reasons and motivations to try to delay what might be 
inevitable (Figure 3). While these are valid reasons to avoid the pain of acknowledging and acting on a 
deteriorating company, we still believe it is in the investors’ and CEO’s interest to give up when a business 
is clearly moribund. 

 
‡ This profile is a fictionalized composite of several people. 
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We will now enumerate some of the reasons investors are also disinclined to shed a lifeless company. 

Figure 3: Reasons why investors do not push to exit a wilting business 

 

Invested capital earns fees 

Not surprisingly, investors are economically motivated and do what is in their financial interest. When 
institutional investors have assets deployed, they earn management fees on the capital during the prescribed 
investment period – typically at least 2%. This is true even when the assets are not performing or are 
underwater. A $10 million investment that now has a $6 million market value still earns fees on the invested 
$10 million. This dynamic makes investors less enthusiastic about recognizing a loss and losing the 
contractually guaranteed fee stream. 

Not wanting to tell limited partners bad news 

Professional investors provide quarterly updates to their limited partners. These updates are often presented 
in an optimistic light with a positive spin. As long as a company is still operating, it is feasible to signal 
hopefulness. However, it is hard to hide the bad news once a company is jettisoned and a loss is booked. 
Investors are particularly hesitant to share disappointing news with limited partners during a fund-raising 
cycle. This dynamic motivates investors to hold on to weak-performing companies longer than they should. 

Wanting to break even 

Sometimes investors are unwilling to part with an underwater investment because they are pining for at 
least a breakeven outcome. We are perplexed by this position. The original investment amount is only 
pertinent in calculating gains and losses; it is an irrelevant fact in an investment project after the investment 
is made and should be considered a sunk cost. If investors provide $10 million in equity to a company that 
is now worth only $6 million, the initial $10 million investment is an unrelated fact when considering 
whether to retain or exit the submerged business. Of course, investors want all of their capital back, but the 
business and the market do not care how much was invested; it is worth what it is worth at the present 
moment. Furthermore, if $10 million melts to $6 million, it is a 40% loss, but to move from $6 million to 
$10 million requires a 66% gain – a Herculean expectation from an impaired company. A superior 
framework in this situation might be assessing whether the investor would be enthusiastic about purchasing 
the business today at $6 million. 
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Reputational risk 

Investing in the search fund ecosystem is currently extremely competitive. Hundreds of investors are all 
chasing the most talented entrepreneurs and pleading to be included in a cap table. Investors love talking 
about the value add they offer CEOs and the enduring support they will provide for entrepreneurs. 
Furthermore, investors diligently craft and cultivate their brands to appeal to entrepreneurs and gain access 
to deal opportunities. Prodding CEOs to dump a frail business and to give up on their search fund dream 
engenders reputational risk. Being known as the investor who catalyzes an exit because a company is 
enfeebled is not reputation enhancing and could have deleterious effects on future investment openings. 

Diffuse ownership creates a leadership void 

Search fund investment vehicles are typically structured with a syndicate of investors. There are often at 
least a dozen investors, and there could be two dozen or more. This diffuse ownership structure can result 
in a leadership void with no clear dominant, control investor representative. Even though the board of 
directors represents the shareholder group and governs the CEO, the board might not view the situation 
consistently or represent the majority of dollars invested. Additionally, most search acquisitions have equity 
cap tables that are dominantly passive capital (board members, who are by definition more active in the 
investment, often times do not constitute 50% of the equity dollars invested). Alternatively, an exit under 
challenging circumstances could require a substantial investment of time from the board members with low 
expectations of economic returns, creating a disincentive for encouraging the CEO to exit. Furthermore, no 
one investor wants to express a single contrarian view that does not have additional investor support or 
momentum.  

Small percentage of assets phenomenon 

Professional search fund investors often manage tens of millions of dollars to hundreds of millions of 
dollars. This results in any one investment representing a very small fraction of the entire portfolio. When 
an investment is a tiny part of a larger portfolio, investors might be less motivated to aggressively push a 
CEO to exit a weak business and give up on their search fund vision.  

Optionality value 

Once an investor is entrenched in a deal – even a poorly performing one – there is option value. The 
company was successfully acquired, and something positive might happen at some point in the future. As 
we often hear, the colloquial interpretation of optionality value is “you never know.” We concur that there 
is always option value in a business; we are just not sure this value overcomes the reasons to exit we will 
enumerate later in this note. 
 
Investors face a two-pronged conundrum 

While entrepreneurs often carp about an underperforming business, they rarely blame themselves as a 
potential source of economic decline. Investors, however, have two potential sources to gripe about when a 
business is withering – the company itself and the CEO leading the business. This sets up investors with a 
two-pronged conundrum when a business is in a bad state – is it the company, the leader, or both? Of 
course, the next question is what to do about it. In Figure 4, we present a matrix depicting how investors 
can potentially think about the mix of CEO and company dimensions. 
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 Figure 4: Company leader matrix 

 

Love the CEO and hate the business 

When investors believe they have a terrific jockey§ riding a terrible horse, they might be tempted to believe 
the jockey can make the horse better. While this might be an intuitive reflex, we advocate for abandoning 
the weak horse and finding a true thoroughbred for the outstanding jockey. Asking a fantastic CEO to cure 
an ailing business is a misallocation of talent and resources and might result in the talented CEO leaving 
for a more attractive opportunity. 

Love the CEO and love the business 

When investors are enamored with both the CEO and the business, life is easy and enjoyable. Things are 
humming along positively, and the company is generating economic value that makes investors applaud 
themselves and believe they are brilliant. When investors are lucky enough to be in this situation, we 
encourage them to hold on to the business and enjoy the ride. 

Hate the CEO and love the business 

If investors are in a situation where they are enthusiastic about the company but sour on the CEO, they are 
in a tricky place. Replacing a sitting CEO is challenging and requires time and good luck. Terminating a 
CEO is messy and disruptive at best and can result in legal challenges, a temporary leadership void, and 
further operational setbacks. Once a CEO is exited, it might take up to a year to locate and install a new one. 
The fresh CEO will require one to two years to learn the business and develop an appropriate course of 
action. Then, it might be up to three years before investors can vote on the new CEO’s performance. Of 
course, any time a new CEO matriculates, the outcome can be either positive or negative. If the new CEO 
is unsatisfactory, the process starts again, with another three years squandered. If investors genuinely love 
a business, it is worth exiting a suboptimal CEO and trying to source and install a rockstar CEO. But, if the 
investors are mildly positive about the company but not head over heels excited about the business, it might 

 
§ In this paragraph, we channel Professor Irving Grousbeck’s image of a search fund entrepreneur as a jockey on a 
horse on a track. Grousbeck, the MBA Class of 1980 Adjunct Professor of Management at Stanford University’s 
Graduate School of Business, conceived of the search fund model in the mid-1980s. His model of the search fund 
entrepreneur’s journey comprises three elements: the track is the industry in which the entrepreneur chooses to play, 
the horse is the specific business or asset the entrepreneur acquires in that industry, and the entrepreneur is the jockey 
(the CEO) that rides the horse (the acquired business) on the track (the industry). 
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not be worth trying to replace the CEO.. A better course of action could be to exit the business and accept 
the current market value. 

Hate the CEO and hate the business 

Periodically investors find themselves in the unenviable position of having invested in a company they are 
no longer enthusiastic about with a leader with whom they are equally disillusioned. As disappointing as 
this situation might be, we believe it presents an easy choice – exit the business, recoup as much of the 
equity value as possible, and move on. This is a superior choice to retaining a lousy company headed by a 
crummy CEO with the hope of improving the business. The only salve here might be to learn how the 
investor wound up in this repugnant dynamic so they can avoid it in the future. 

Love the business and the CEO, but overpaid for the business 

Whether because of poor financial due diligence, a change in market conditions, falling exit multiples, rising 
interest rates, or other conditions, investors may have bought a business that they otherwise believe in but 
have substantially overpaid for. In this scenario, the investors and CEO must evaluate how long it will take 
to grow into the valuation; the resources, capital, and time required to do so; and the associated risks. They 
should then have a frank conversation about the viability of this path, milestones along the way, probability 
of success, and the willingness of all parties to pursue a longer journey with lower rates of return than 
anticipated. This scenario can prove challenging if investors have obligations to monetize investments for 
their limited partners within a certain timeframe or the CEO is expected to perform over the long term with 
little hope of capturing value from their equity participation. Investors will likely either have to recut the 
deal with the CEO to create some level of incentive compensation for performance while accepting lower 
returns or accede to reality and exit the business based on current market conditions.  

 

Lacey Wismer (Stanford Graduate School of Business 2004) has been investing in search 
funds for over twelve years, having made over 45 investments in operating companies 

during that time, and is the founder and managing partner of Hunter Search Capital, an 
investment firm focused exclusively on Entrepreneurship through Acquisition. Previously, 

Wismer was the managing director of private equity investments with an emphasis on search funds for 
Hunter Trust, a family office. Additionally, Wismer is a co-founder of Women’s Search Network, a group 
formed to encourage more women to consider entrepreneurship through acquisition as a viable career path 
and to support female searchers and CEOs in achieving the highest levels of success. 

I have been investing in search funds for 12–13 years, and thankfully I have only seen a 
few weak performers. Specifically, there have been three or four investments, all of which 
are currently unrealized, where I expect to get my money back or worse, that is, less than 
or equal to 1x MOIC. These returns, albeit unrealized and a small sample, are not only well 
below average for search funds but also quite poor (i.e., negative) in absolute terms. In 
most cases, these companies have been held for 6–8 years, and neither the searcher nor the 
board has decided to exit. In other words, despite the weak performance over a long period 
of time, these businesses have not yet been sold. In one case, however, the board 
encouraged the searcher to pursue an exit after running the business for only a few years, 
and the searcher took the advice of the board and decided to sell rather than hold. In each 
of these situations, the investors and CEOs all bought into the concept that next year would 
be the breakout. Also, these CEOs have never failed before, so they think they can get the 
business on track. 

https://huntersearchcapital.com/
https://www.womenssearchnetwork.com/
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Reflecting on these investments, it is striking to me that in each case the financial returns 
have been poor, and they tend not to get better with time. It seems that both investors and 
the searcher would be better off selling early, redeploying their capital, and reallocating 
their time. Not only can it be a poor use of time for a searcher to spend several additional 
years running a business that is unlikely to improve, but the same concept also applies to 
an investor who makes a meaningful time commitment to serve on the board of such a 
business. There can also be negative reputational consequences to an investor who serves 
on the board of a company that has poor performance, which is another reason to consider 
selling early and moving on. 

Reasons why CEOS should give up on their search fund dream 

When search fund CEOs find themselves in a faltering business, we understand their inclination is to grip 
more tightly and attempt to make the business a success through every means possible, regardless of the 
personal consequences. However, once CEOs work through the five-question moving on framework and 
begin to realize that there is no apparent way to right the situation, we encourage them to find a way to sell 
the business and salvage whatever equity value is present. We hope this case note gives such CEOs 
permission, confidence, and courage to give up on their search fund dream and move on with their life. To 
help CEOs understand our position, we will highlight several reasons why they should surrender when a 
business is still in an unappealing state after three to five years (Figure 5). 

Figure 5: Reasons why a search fund CEO should exit when their business is wavering 

 

Opportunity costs 

The most valuable resource search fund CEOs have is their personal time. Most search CEOs are in their 
30s, and we consider these years prime career-building ones. This is typically a time for skills enhancement, 
rich learning experiences, valuable networking, and the beginning of building financial independence. 
Squandering time in a sinking search fund business is a horrible use of prime years. Furthermore, if the 
business is a dud, searchers have little economic incentive to remain. Their performance equity is a mirage, 
and the vested equity might not surmount the preferred equity in an exiting waterfall. We encourage CEOs 
in this situation to move on as quickly and as gracefully as possible to begin to pursue new career 
opportunities. We acknowledge that admitting defeat is hard and painful, but it is the very best thing to do. 
And remember, life will go on, and this unpleasant chapter will likely just be a blip in a brilliant career and 
life.  
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It is unlikely things will improve after three to five years 

Once a CEO has done everything possible for three to five years, it is time to let go. Sometimes there are 
situations in life when more hard work, new ideas, augmented effort, and deeper commitment just do not 
result in an improved condition. When search fund CEOs are in this context, it is time to move on. Three 
to five years is a substantial window to prove a business is tenable and capable of creating economic value. 
If this cannot be achieved in that time frame, stop; it is unlikely that the next year will be different than the 
last year. Sometimes, business ventures just do not work out as planned, and eventually, the end must be 
recognized and embraced. 

Investors will not be mad at you 

Search fund investors are seasoned, mature professionals who have seen every imaginable investing 
situation. If a business is in a bad spot, it is not the first time search investors have witnessed such a scenario. 
These investors are universally wealthy and have large investment portfolios. Search investors will not be 
mad at CEOs who did everything possible to make a business work in an earnest and professional manner. 
Surprisingly, investors can be a source of empathy, support, and encouragement. They can serve as 
references and provide valuable next-step opportunities in a professional transition. But investors will not 
scream and rant at a CEO who behaves ethically and uprightly when a business is underperforming. 

The emotional and physical costs to the CEO and their loved ones 

Most ETA entrepreneurs pursue a search to create wealth and independence for themselves and their family. 
Years of pouring untold hours and emotion into a struggling business take an emotional and physical toll 
on the CEO and their loved ones. As the CEO relentlessly fights to improve the company, they often neglect 
their health, friends, and family. More often than not, the CEO’s spouse, closest friends, and family realize 
perseverance is futile before the CEO admits this to themself. This disconnect can result in interpersonal 
conflicts with the people the CEO loves most. While pursuing an entrepreneurial dream requires sacrifice, 
the dream should not come at the cost of the CEO’s health or their relationships with the people they love. 
Equity and income are not worth much when you cannot physically enjoy them or have no one to share 
them with. 

 

 Ayo Phillips (The Kellogg School of Management at Northwestern University 2015) 
acquired Perfect Surface, a bathtub and countertop resurfacing business for multi-family 
properties in Houston, Texas, in 2017. These services typically occur when tenants move 
out of apartment units. At acquisition, Phillips’ value creation plan was to add additional 

services to increase Perfect Surface’s share of wallet with customers, add larger property 
owners such as REITs, and expand geographically.  

Almost immediately, I realized there were problems with the business. A significant portion 
of its customers were retained through business practices that I considered unethical. I had 
to stop those practices which also meant that a lot of the employees had to go.  I turned 
over the team twice to build a culture I could be proud of. Instead of focusing on growing 
the business, I had to do every job in the building as I replaced employees and rebuilt 
processes. As a result, I was behind plan and realized the addressable market for ethical 
customers was much smaller than I had anticipated.  

https://perfectsurfaceinc.com/
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I tried dozens of ways to replace the lost revenue, including roofing, driveway repair, 
cleaning, handyperson services, and geographic expansion. Several of these had moderate 
success, but none took off as I had hoped. Meanwhile, the variety added a lot of operational 
complexity. Two years in, I saw large investors purchasing single-family homes and 
renovating the properties for lease. I quickly pivoted to service these customers, which 
replaced all my lost revenue and put us back on a growth trajectory. A year later, when 
COVID hit, apartment tenants stopped moving out, decimating this revenue stream, and 
margins on single-family home services plummeted while customer days to pay 
skyrocketed.  

After nearly two years of fighting this battle, I realized we needed several more years and 
millions of dollars of further investment to make the margins work. I also saw much larger 
strategic competitors who wanted to enter the Houston market. When I weighed my odds 
of success, I realized that selling was the better option, so I went to my board with this 
recommendation in 2021. In 2022, we sold to a strategic buyer better positioned to 
capitalize on this opportunity. 

 

Reasons why investors should encourage entrepreneurs to give up on their search fund 
dream 

We believe there are many compelling reasons why investors should catalyze CEOs to give up on their 
search fund dream when a business is underperforming (Figure 6). Some of these reasons are quantitative, 
and some are qualitative. We assert that these reasons are meaningful and outweigh investors’ motives 
detailed earlier in this note to not stimulate an exit.  

Figure 6: Reasons why investors should catalyze an exit from a faltering business 
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Capital has an opportunity cost 

In the search fund ecosystem, equity typically has a target return of at least 30%. If an individual investor 
(who can recycle the funds) has money tied up in a business that is drifting along or destroying equity 
value, the investor should seek to get the capital back – even at a loss – so they can redeploy it in a more 
productive asset that can potentially deliver the targeted return. Retaining an investment that is not 
producing when the capital can be more productively used elsewhere is irrational and is perversely 
condoning what we think of as dead money. 

The present value of a tax loss is greater today than tomorrow 

Losing money on an investment is never pleasant. We have experienced the pain of this situation many 
times, and it never hurts less. The federal government provides some tax benefits to assuage the sting of a 
losing investment by providing the opportunity to offset capital gains with capital losses, thus providing a 
sheltering mechanism. While we do not want to over-celebrate the utility of tax losses because we would 
certainly prefer gains, tax losses do have economic value when they are realized. Applying the time value of 
money, tax losses today have more value than tax losses in the future. Delaying the use of tax losses is a bet 
that the impaired business will improve enough in the future to overcome the immediate and certain benefit 
of a tax loss today. 

Fixing a bad business is awfully difficult 

We applaud investors who add value to search fund companies through all sorts of operational mechanisms. 
This is truly part of the magic of the search fund investment community. However, once investors identify 
a business as being bad and determine that the problem is not the CEO, we think it is awfully difficult to 
change the business. Once a business model has been established, and systems and processes are 
entrenched, it is hard to reorient the business if it was not previously working. Of course, there are situations 
and circumstances when this is tenable, but we believe that if the business is terrible and not due to the 
CEO’s leadership, it will take prodigious efforts to change the company’s profile and course of direction. 

Time allocated to a floundering deal is misspent 

We often observe investors putting the most time and energy behind their weakest portfolio companies. 
This perplexes us. We would rather see investors support and help the best portfolio assets that have proven 
themselves as winners. Investors can allocate time to companies that are likely to create the most value 
rather than battling with inferior companies that are just trying to claw their way back to par. We believe 
turning a B+ company and situation into an A+ outcome is easier than lifting a D- business into a C 
outcome. 

It is unlikely things will improve after three to five years 

As we detailed above for CEOs, we will reiterate here for investors that we are highly dubious that a business 
will dramatically improve after a meandering three-to-five-year hold period. We unequivocally endorse a 
one-to-two-year honeymoon period for search fund CEOs. They need time to learn the business and find 
their CEO footing. But somewhere in the three-to-five-year window, the die appears to be cast, and if the 
company is not performing, it should be dropped. Absent an exogenous change beyond the control of the 
company or CEO, things rarely miraculously change for the better after sixty months of trying. 
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Investors owe it to the CEO 

Telling a CEO their project is a failure and that they need to give up on their dream is hard and painful – 
we appreciate that fact. But we believe that as challenging as it might be in the short term, it is doing the 
CEO a favor in the long term. We promise CEOs will resent investors as the drama unfolds but will 
appreciate the decision in a few years. This is a form of tough love. Helping CEOs see that their dream has 
turned into a nightmare is a gift and will allow the CEO to move on with their life instead of squandering 
more precious time and emotion on an unproductive venture. 

 

Once a board is on track to catalyze an exit, it must approach the CEO gingerly. As mentioned previously, 
search CEOs have rarely failed at anything and often will their way through adversity through a 
combination of talent, grit, and entrepreneurial faith. Accordingly, when first approached with the 
possibility of giving up on their dream, many CEOs will reject the suggestion. In this situation, the board 
should ask the CEO to prepare a clear set of deliverables that address the biggest barriers to jumpstarting 
value creation with a timeframe of a few months to validate or invalidate the plan. Concurrently, the board 
should secure the CEO’s commitment to exit if the deliverables miss the agreed-upon timeline. Alongside 
the value creation plan, the CEO should develop a strategy to exit if the plan fails. This allows the CEO to 
“give it one last try” while also establishing a mutually agreed upon inflection point where the effort to build 
the business can switch to an effort to preserve capital and move on. If the CEO hits the marks, it likely 
represents an unexpectedly pleasant outcome. Alternatively, this also prevents all parties from persisting 
beyond reasonable expectations. 

 

 Royce Yudkoff (Harvard Business School 1980) is the MBA Class of 1975 Professor of 
Management at the Harvard Business School and co-founder of the multi-billion dollar 
Boston-based private equity firm ABRY Partners. Additionally, Yudkoff is a principal 

investor in search funds. 

I have found that three years is the demarcation point at which an investor can usually 
determine whether or not an investment is a weak performer. In the first year, there is 
typically a management transition that takes place, and the new CEO spends a lot of time 
learning the business and doing everything possible to achieve a smooth transition. With 
small businesses, there is a great deal of institutional knowledge that sits in the founder’s 
head, and this knowledge needs to be successfully transferred to the new CEO. During this 
time, it is also common for new CEOs to add costs to the business, for instance, to improve 
financial reporting or invest in new systems. These costs may cause EBITDA to decrease, 
which doesn’t indicate that performance is weak. In year two, the new CEO starts to really 
get the hang of things, becomes more comfortable making day-to-day decisions, and builds 
more confidence around running the business. The third year is usually when the new CEO 
begins to develop new good ideas that create meaningful value. In other words, it takes 
about three years for a new CEO to grow and develop into a highly skilled manager in a 
business which they acquired. After this point, if the business is performing poorly, it is 
very rare for things to turn around.  

When I think about my investments that turned out to be weak performers, and which had 
an extended hold period, the story is very similar for each of them.  At the three-year point, 
although things were not going as well as I had expected, I decided not to sell but to hold 
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on to these investments. The searcher, the other investors, and I decided to stick it out, 
thinking that these businesses could eventually turn around. In some ways, I looked at 
these deals as a call option that was currently out of the money but might one day be in the 
money. In addition, it occurred to me that if I sold, not only would I realize a loss but also 
recycling my capital into a new private investment would take significant time and effort. 
At the end of the day, these companies continued to chug along and pay down debt, and 
we held them for around six years. But the results were not good for either the searcher or 
investors. On average, they achieved a MOIC slightly above 1x, basically getting back the 
original investment plus a small profit. In hindsight, the searcher and investors probably 
should have sold after three years because things did not get better. In fact, they either 
stayed the same or got worse while the searcher continued to invest their professional time 
and the investors their capital. Faced with this decision in the future, I would advocate to 
sell the early weak performers. 

 
The data 

Up to this point in the case note, we have offered ideas and hypotheses but no data. We saved the data for 
our closing argument. Unfortunately, there is a dearth of shared granular data in the search fund 
community. To analyze our theory about early poor-performing companies, we worked with a prominent 
search fund investor who has a portfolio of 67 search fund operating company investments. To be clear, 
our data set excludes any entrepreneur searching for businesses to acquire and only includes companies that 
were acquired in a purchase by a search fund entrepreneur. We certainly wish we had more observations in 
our data set, but this is what we could round up, and our 67 does represent 25% of the 270 searchers 
identified as having completed an acquisition in the 2022 Stanford Graduate School of Business Search 
Fund Study. When evaluating the portfolio, we eliminated any dollar weightings to individual companies. 
In other words, we assumed the investor made equal dollar investments in each of the 67 businesses. This 
implies that the rates of return presented below have coincidental arithmetic and dollar-weighted outcomes. 
The results of our analysis are presented in Figure 7 and unequivocally point to early poor-performing 
assets being held and persistence in early poor-performing assets. 
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Figure 7: Analysis of a 67 search fund company portfolio** 

 

Of the 67 companies in the portfolio, we first identified companies with at least three years of operating 
data. We were not concerned with businesses with less than three years of data because there was too little 
information to declare the company an early poor performer or not. In the data set, 47 companies qualified 
as having three or more years of data. 

We next examined the 47 qualifying companies with the investor and identified 23 firms as early weak 
performers. An early weak performer was defined as a company behind on its revenue, EBITDA plan, or 
both. This meant that the business was not on its economic value creation plan within three years and was 
either negatively impairing equity value or creating an insufficient positive amount of wealth for 
shareholders, drifting along in a neutral position and neither creating nor destroying value. 

Once we identified the 23 early weak performers, we subdivided that set into firms that 1) did what we 
advise in this case note and chose to exit early and 2) businesses that eschewed this thesis and retained the 
asset in hopes of improved future performance. Exiting early is defined as moving towards an exit promptly 
once the company was identified as an early weak performer and not holding the company with the hope 
of future improved performance. Nine companies (39%) met this standard and decided to exit early, 
meanwhile, 14 (61%) firms optimistically held. This substantiates our position that investors and CEOs 
have a bias of holding on to early underperforming assets. 

Following the segregation of companies that sold early versus those that were retained, we looked at the 
outcomes for those companies that chose an early exit when signs of weakness manifested. Of the nine 
companies that exited early, five (56%) had an exit as anticipated – they got less than 1.5x equity capital 
that was invested (a total loss or up to 1.5x). The multiple of invested capital was 1.5 or less, as predicted 

 
** IRR is internal rate of return. 
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when marketing a frail business. Surprisingly, the other four companies (44%) that sold early had lucky 
exits that earned more than 1.5x the capital invested. These fallible firms delivered an advantageous 
outcome through serendipity or an excellent auction process. In aggregate, the early exit subset achieved a 
respectable 19% simple average internal rate of return.†† 

Although our data set is imperfect and includes firms that have exited fully and are still being operated, it 
reflects the marked equity values on December 31, 2022. The valuation mark was performed by the 
investor who shared the data set and the procedure reflects the entry methodology if no interim capital 
transaction took place. If a capital event did occur, that procedure was used for the mark. The investor noted 
that these marks might be too conservative and could understate the equity value in a consummated 
transaction. 

We then scrutinized the 14 companies that did not exit early and held on to an early weak-performing 
company. These 14 firms include 11 still in operation and three exited. Of the 14, 7 (50%) persisted in 
being a weak performer – there was no resurrection to be found. Seven of the 14 turned the business around 
into an acceptable performing company. Moreover, the simple average internal rate of return for the 
companies that did not exit early and held on was negative 9%. This underscores our proposition that once 
a company becomes a subpar asset, it tends not to enjoy a phoenix-like rebound. If we look at the simple 
average internal rate of return for the three companies that were held and subsequently exited (ignoring all 
companies that were held and are still being operated) the result is still slightly disappointing at negative 
0.1%. 

The results clearly point to the false trap of holding on to early weak performers. Of the initial 23 early 
underperformers, only seven (30%) which did not promptly sell (pursue the early exit path) delivered on 
the fantasy of recuperation. Furthermore, those seven did not have the ability to overcome all the other 
weaker siblings that continued to flag. So, while there might be a few individual turnarounds, they do not 
surmount the deleterious performance of all the early weak performers that were held. 

Conclusion 

Although we hope that no search fund entrepreneur finds themselves in a situation where they are 
captaining a sagging business, some certainly will. When that situation arises, we encourage these unlucky 
CEOs to resist the temptation to succumb to false reasons to hold on to the weakened business after three 
to five years. Rather, we urge these CEOs to reflect and use the five-question moving on framework to 
assess whether there is a tenable path forward or if they should realize their search fund dream has turned 
into a mirage. If their dream has turned into a nightmare, we hope CEOs of drooping companies will 
consider the sound reasons we have listed to relinquish the search fund illusion. 

While investors have several motivating factors that might prevent them from forcefully encouraging a 
CEO of a poorly performing company to wind up the project, we believe these are false flags. We hope 
investors will assess our compelling reasons to scrap a poorly performing search fund company after three 
to five years. 

 
†† We calculated the IRR for each observation. We than summed the IRRs and divided the total by the number of 
observations to calculate an average IRR. When a company had a 1.0x MOIC, the IRR was 0%. When a company 
had a complete loss of capital, the IRR was negative 100%. 
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We encourage CEOs and investors to have the courage and humility to give up on a search fund dream 
when things are not going well. As hard as it is to do in the moment, it is the right long-term decision for 
all parties involved. Furthermore, while abandoning the search fund fantasy is excruciating, the CEO can 
still be a hero as a spouse, parent, friend, and community member. Life will go on. Being a successful CEO 
is not the only or even the best way to define a meaningful and fulfilling life. 

Good luck with your search fund dream, and we hope this case note is entirely irrelevant to you. But if you 
find yourself the CEO of an underperforming business with no improvement after three to five years, we 
encourage you to make the hard decision to exit your business and move on to the next phase of your career.  
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Exhibit 1: Additional resources 

 
 Duke, Annie. QUIT: The Power of Knowing When to Walk Away. S.L., Portfolio Penguin, 2022. 

 Maxwell, John C. Failing Forward: How to Make the Most of Your Mistakes. Thomas Nelson 
Publishers, 2000. 

 Ronayne, David, Sgroi, Daniel and Tuckwell, Anthony. “How Susceptible Are You to the Sunk 
Cost Fallacy?” Harvard Business Review, July 15, 2021. H06G90. 
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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.  

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