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Passing on the Legacy: Qualities of the Successor, Previous Owner Involvement, and the impact on the Access to Bank Financing

Objectives 
Many family-owned organizations all over the world struggle with succession. Indeed, prior research indicates that succession represents one of the most complex situations family firms face during their life-cycle (Daspit, Holt, Chrisman, & Long, 2016). Because widespread failure of a family business succession would be disastrous for the national economies (Lambrecht & Molly, 2011),  it is essential to get insights into succession challenges family firms nowadays face. The need for financing is a frequent obstacle that hinders successful ownership succession outcomes for family businesses (De Massis, Chua, & Chrisman, 2008). Consequently, understanding what factors influence access to external financial funding to finance the succession is essential for a successful succession. Therefore, this article aims to provide insights into the access to bank loans to finance the succession in family businesses. More specifically, we seek to assess what decision-making criteria bank loan officers use when evaluating loan applications by family firms in a succession phase. More specifically, we draw from signaling theory (Spence, 1973) to propose that signals of the previous owner and the successor might explain differences in the amount of succession finance obtained from banks by different types of family firms. More specifically, this paper proposes that signals of previous owner involvement and work experience of the successor might explain differences in the amount of succession financing obtained from banks by different types of family firms.

Literature review 
Family firm succession brings significant changes to the whole organization, including daily management and strategic decision-making, with no corresponding guarantee of improvement in performance (Gersick, Lansberg, Desjardins, & Dunn, 1999; Le Breton–Miller, Miller, & Steier, 2004). A common obstacle that prevents successful succession outcomes is the need for financing (De Massis et al., 2008). Indeed, the succession of ownership causes a transfer of a significant equity stake, which may be accompanied by a large financing requirement (Sund, Melin, & Haag, 2015). Consequently, financial institutions have to deal with a significant amount of uncertainty and risks, influencing their credit evaluations to estimate credit default risks (Blanco-Mazagatos, De la Fuente-Sabate, & De Quevedo-Puente, 2010). For family businesses and their successors, it is essential to convince banks of their creditworthiness by signaling their qualities. Signaling theory is focused on decreasing information asymmetry by one actor in their evaluation of the quality of another actor (Connelly, Certo, Ireland, & Reutzel, 2011; Spence, 2002). While previous literature has used signaling theory to examine signals that attract venture capitalists or business angel investors (Busenitz, Fiet, & Moesel, 2005; Prasad, Bruton, & Vozikis, 2000) and to predict initial public offering (IPO) performance (Bruton, Chahine, & Filatotchev, 2009; Certo, 2003; Jain et al., 2008), little research has considered their effect on banks and their provision of bank loans (Murphy, Kickul, Barbosa, & Titus, 2007). However, when deciding whether to grant a bank loan, bank loan officers rely on more than mere objective financial measures. Indeed, the Basel Committee on banking supervision highlighted that banks should take qualitative facts into account in their internal rating approaches, including management abilities or the quality of executives (Moog & Felden, 2011).  

Previous evidence for business start-ups suggests that the presence of management qualifications from the potential borrower poses a vital decision-making criterion for bank loan officers regarding access to bank loans and their loan conditions (Werner, 2007). Nevertheless, evaluating the quality of the management includes subjective informal processes that are framed by the capital provider’s beliefs and values (Wilson, Carter, Tagg, Shaw, & Lam, 2007). Therefore, loan officers utilize signals to assess the asymmetry between what they know and what they need to know before granting a loan (Eddleston, Ladge, Mitteness, & Balachandra, 2016). Because of succession, bank loan officers are faced with a new CEO. In the absence of an adequate track record, it is difficult to evaluate the quality of the new CEO due to these information asymmetries (Exler, Situm, & Thurnbichler, 2015). Therefore, successors are interested in sending signals to the firm’s loan officers aimed at increasing confidence in the firm’s potential (Doumpos & Zopounidis, 1999). Nevertheless, no prior study on bank financing in family firms examined the effect of differences between family successors’ qualifications on granting succession finance. Previous work experience can be viewed as a signal that the applicant has received the kind of systematic, entrepreneurial knowledge to lead the business successfully and will use this expertise to achieve greater productivity during his or her entrepreneurial working life. Family successors can be classified into two types: family successors working within the family firm as an employee and family successors with work experience outside the family firm. 

First, family successors working within the family firm have spent their professional life in the family firm and were under the control of the family patriarch. Although experience in the firm is an indicator of integration in the firm and higher levels of tacit knowledge, such experience often lacks the needed leadership skills and business experience to manage the family company (Ahrens, Uhlaner, Woywode, & Zybura, 2018; MacGregor, 1960). Second, a family successor with outside work experience often possesses higher formal education, which helps them to integrate explicit generic knowledge and encourage explorative activities (Woodfield & Husted, 2017). Nevertheless, external working experience may not provide the successor with relevant expertise to run a family business (Goldberg, 1996). In conclusion, we argue that the work experience of the family successor may provide a signal to the loan officer evaluating the succession. Nevertheless, the direction of the signal remains unclear. Therefore, the pivotal question is do bank loan officers prefer family successors with work experience within or outside the family firm. We argue that this depends on the involvement of the incumbent CEO. 

We argue that it is important to consider the previous work experience of the successor and the level of involvement by the incumbent simultaneously because incumbents often remain active in the firm (Mitchell, Hart, Valcea, & Townsend, 2009; Quigley & Hambrick, 2012). Although goal alignment is considered an important control mechanism in family firms (Pieper, Klein, & Jaskiewicz, 2008), the interaction between the goals of old tradition continuity versus pursuing a fresh perspective by successors become more vivid as family firms plan their leaders’ succession. Nevertheless, scant research has explored the interplay of the level of involvement by the previous leader and successor managerial qualities (e.g., Ahrens et al., 2018) and mainly focus on innovation as outcome variable (Querbach, Bird, Kraft, & Kammerlander, 2020). Previous research on external financing in SMEs has revealed the importance of previous owner involvement (POI) as a signal (Certo, Covin, Daily, & Dalton, 2001). However, this signal has largely been overlooked within the research field of bank financing in family businesses. Given the contingency of knowledge deficits characterized by family successors with only work experience inside the family firm, POI compensates for the shortages in managerial resources and mitigates potential implications for family firm performance. Consistent with previous literature, we argue that bank loan officers view family firms in which the founder generation still holds an influential position after succession, being either CEO or chairperson, as less risky because of several founder’s characteristics, namely entrepreneurial intensity/orientation and innovativeness (Croci, Doukas, & Gonenc, 2011). However, when a family successor has outside work experience, involvement of the incumbent might create conflicts due to different visions about the family firm’s future and, therefore, increase perceived levels of risk. In general, frustration could emerges among the founder’s children, leading to feelings of resentfulness because of their lack of control. This might hinder strategic changes when the new successor takes over, and jeopardize financial performance (Dyer, 1986). 
	
Methodology
Following the recent demand for more experimental studies in family business research (Lude & Prügl, 2020), this study will explore the bank loan officers’ decisions within a survey-based conjoint experiment (Louviere, Hensher, & Swait, 2000). One of the main reasons for utilizing experimental methods is that the collected data tends to be considerably less noisy than survey data (Aguinis, Boyd, Pierce, & Short, 2011), which makes it the ideal method choice for this study. Moreover, confidentiality concerns make it also very difficult to couple actual loan data to survey data in order to uncover the determinants of the loan decision. Social judgment literature has underlined the obstacles in identifying decision-making models of individuals. Within the experiment, 200 credit officers will be asked to evaluate a series of hypothetical private family firms and indicate the likelihood that they would support their loan application. Next, we will inquire the credit officers about the loan conditions this firm will receive. After evaluating the loan applications, each bank loan officer will also be asked to fill in a post-experimental survey to control personal details (education, previous work experience, etc.) and information on their bank (age, size, etc.). Data will be statistically evaluated using a hierarchical linear model (Patzelt & Shepherd, 2011).

Value and Implications
This study will contribute to the family business literature by addressing a gap in the literature regarding succession financing bank loans, which has not been examined in prior literature (Koropp, Grichnik, & Gygax, 2013). Second, this paper will contribute to bank decision-making literature which, to date, has primarily focused on agency theory in SMEs. Last, there have been several calls for more rigorous methodological research in family firm studies, which still rely mainly on post hoc research methods such as surveys. These methods suffer from several shortcomings as respondents may be affected by retrospective bias from misinterpreting what was responsible for an event or action (Golden, 1992). In this paper, we will use a conjoint experiment, capturing real-time decisions and avoiding the pitfalls of the post hoc research methods (Sandberg, Schweiger, & Hofer, 1989; Shepherd & Zacharakis, 1999). In terms of practical implications, we seek to support family business practitioners in identifying POI that is more likely to receive succession bank loan through creating a trust for bank loan officers. Furthermore, banks will be able to use the results of this study to compare their existing credit guidelines, which could assist them in improving their decision-making.

References
Aguinis, H., Boyd, B. K., Pierce, C. A., & Short, J. C. (2011). Walking new avenues in management research methods and theories: Bridging micro and macro domains. In: Sage Publications Sage CA: Los Angeles, CA.
Ahrens, J.-P., Uhlaner, L., Woywode, M., & Zybura, J. (2018). “Shadow emperor” or “loyal paladin”?–The Janus face of previous owner involvement in family firm successions. Journal of Family Business Strategy, 9(1), 73-90. 
Blanco-Mazagatos, V., De la Fuente-Sabate, J. M., & De Quevedo-Puente, E. (2010). Finance in family firms: generation does matter. International Journal of Entrepreneurship and Small Business, 11(3), 338-352. 
Bruton, G. D., Chahine, S., & Filatotchev, I. (2009). Founders, private equity investors, and underpricing in entrepreneurial IPOs. Entrepreneurship theory and practice, 33(4), 909-928. 
Busenitz, L. W., Fiet, J. O., & Moesel, D. D. (2005). Signaling in venture capitalist—New venture team funding decisions: Does it indicate long–term venture outcomes? Entrepreneurship theory and practice, 29(1), 1-12. 
Certo, S. T. (2003). Influencing initial public offering investors with prestige: Signaling with board structures. Academy of management Review, 28(3), 432-446. 
Certo, S. T., Covin, J. G., Daily, C. M., & Dalton, D. R. (2001). Wealth and the effects of founder management among IPO‐stage new ventures. Strategic Management Journal, 22(6‐7), 641-658. 
Connelly, B. L., Certo, S. T., Ireland, R. D., & Reutzel, C. R. (2011). Signaling theory: A review and assessment. Journal of management, 37(1), 39-67. 
Croci, E., Doukas, J. A., & Gonenc, H. (2011). Family control and financing decisions. European Financial Management, 17(5), 860-897. 
Daspit, J. J., Holt, D. T., Chrisman, J. J., & Long, R. G. (2016). Examining family firm succession from a social exchange perspective: A multiphase, multistakeholder review. Family Business Review, 29(1), 44-64. 
De Massis, A., Chua, J. H., & Chrisman, J. J. (2008). Factors preventing intra‐family succession. Family Business Review, 21(2), 183-199. 
Doumpos, M., & Zopounidis, C. (1999). A multicriteria discrimination method for the prediction of financial distress: The case of Greece. Multinational Finance Journal, 3(2), 71-101. 
Dyer, W. G. (1986). Cultural Change in Family Firms: Anticipating and Managing Business and Family Transitions. San Francisco: Jossey-Bass. 
Eddleston, K. A., Ladge, J. J., Mitteness, C., & Balachandra, L. (2016). Do you see what I see? Signaling effects of gender and firm characteristics on financing entrepreneurial ventures. Entrepreneurship theory and practice, 40(3), 489-514. 
Exler, M., Situm, M., & Thurnbichler, R. (2015). MBO und MBI als Alternativen zu familieninternen Nachfolgelösungen: Eine krisenorientierte Analyse zur Sicht von Kreditinstituten in Deutschland und Österreich. Krisen-, Sanierungs-und Insolvenzberatung, 11(5), 207-213. 
Gersick, K. E., Lansberg, I., Desjardins, M., & Dunn, B. (1999). Stages and transitions: Managing change in the family business. Family Business Review, 12(4), 287-297. 
Goldberg, S. D. (1996). Research note: Effective successors in family-owned businesses: Significant elements. Family Business Review, 9(2), 185-197. 
Golden, B. R. (1992). The past is the past—or is it? The use of retrospective accounts as indicators of past strategy. Academy of Management Journal, 35(4), 848-860. 
Jain, B. A., Jayaraman, N., & Kini, O. (2008). The path-to-profitability of Internet IPO firms. Journal of business venturing, 23(2), 165-194. 
Koropp, C., Grichnik, D., & Gygax, A. F. (2013). Succession financing in family firms. Small Business Economics, 41(2), 315-334. 
Lambrecht, J., & Molly, V. (2011). Het economische belang van familiebedrijven in België. 
Le Breton–Miller, I., Miller, D., & Steier, L. P. (2004). Toward an integrative model of effective FOB succession. Entrepreneurship theory and practice, 28(4), 305-328. 
Louviere, J. J., Hensher, D. A., & Swait, J. D. (2000). Stated choice methods: analysis and applications: Cambridge university press.
Lude, M., & Prügl, R. (2020). Experimental studies in family business research. Journal of Family Business Strategy, 100361. 
MacGregor, D. (1960). The human side of enterprise (Vol. 21): New York McGraw‐Hill.
Mitchell, J. R., Hart, T. A., Valcea, S., & Townsend, D. M. (2009). Becoming the boss: Discretion and postsuccession success in family firms. Entrepreneurship theory and practice, 33(6), 1201-1218. 
Moog, P., & Felden, B. (2011). Does bank perception of abilities and human capital affect access to loans for business successors? International Journal of Entrepreneurship and Small Business, 14(1), 77-99. 
Murphy, P. J., Kickul, J., Barbosa, S. D., & Titus, L. (2007). Expert capital and perceived legitimacy: Female-run entrepreneurial venture signalling and performance. The International Journal of Entrepreneurship and Innovation, 8(2), 127-138. 
Patzelt, H., & Shepherd, D. A. (2011). Negative emotions of an entrepreneurial career: Self-employment and regulatory coping behaviors. Journal of business venturing, 26(2), 226-238. 
Pieper, T. M., Klein, S. B., & Jaskiewicz, P. (2008). The impact of goal alignment on board existence and top management team composition: evidence from family‐influenced businesses. Journal of Small Business Management, 46(3), 372-394. 
Prasad, D., Bruton, G. D., & Vozikis, G. (2000). Signaling value to businessangels: the proportion of the entrepreneur's net worth invested in a new venture as a decision signal. Venture Capital: An International Journal of Entrepreneurial Finance, 2(3), 167-182. 
Querbach, S., Bird, M., Kraft, P. S., & Kammerlander, N. (2020). When the former CEO stays on board: The role of the predecessor’s board retention for product innovation in family firms. Journal of Product Innovation Management, 37(2), 184-207. 
Quigley, T. J., & Hambrick, D. C. (2012). When the former CEO stays on as board chair: Effects on successor discretion, strategic change, and performance. Strategic Management Journal, 33(7), 834-859. 
Sandberg, W. R., Schweiger, D. M., & Hofer, C. W. (1989). The use of verbal protocols in determining venture capitalists’ decision processes. Entrepreneurship theory and practice, 13(2), 8-20. 
Shepherd, D. A., & Zacharakis, A. (1999). Conjoint analysis: A new methodological approach for researching the decision policies of venture capitalists. Venture Capital: An International Journal of Entrepreneurial Finance, 1(3), 197-217. 
Spence, M. (2002). Signaling in retrospect and the informational structure of markets. American Economic Review, 92(3), 434-459. 
Sund, L.-G., Melin, L., & Haag, K. (2015). Intergenerational ownership succession: Shifting the focus from outcome measurements to preparatory requirements. Journal of Family Business Strategy, 6(3), 166-177. 
Werner, A. (2007). Entrepreneurial Signaling: Eine theoretische und empirische Analyse des Einflusses von höheren Bildungssignalen und Patenten auf innovative Unternehmensgründungen: München: Rainer Hampp Verlag.
Wilson, F., Carter, S., Tagg, S., Shaw, E., & Lam, W. (2007). Bank loan officers' perceptions of business owners: The role of gender. British Journal of Management, 18(2), 154-171. 
Woodfield, P., & Husted, K. (2017). Intergenerational knowledge sharing in family firms: Case-based evidence from the New Zealand wine industry. Journal of Family Business Strategy, 8(1), 57-69. 



1

