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Abstract

Post succession performance of family owned businesses has become ineffective.
Literature specifies that inter-generational succession is the prime cause for
succession failures. In this setting, current family owned businesses focus attention
on finding alternative, profitable succession modes. The foremost purpose of this
research was to compare performances of family and non-family successors. The
target population was selected were the successors of family owned businesses.
The criteria to select the population were the family owned businesses that contain
between 50 and 149 employees and who were involved in a business succession
process within the last 10 years excluding the three years, 2007 to 2010. Sample
units were selected through simple random sampling method and consist of 128
units. The main data collection modes were a structured research questionnaire
mail-out, and also in-depth discussions held with successors. According to study
findings, not all successors were satisfied with the business succession process.
Unrelated manager successors have higher satisfaction then the family member
successors, but neither group exceeds the moderate level. This study found that if
successors were not satisfied with the business succession process, it badly affected
their following business performance. All successors lowered business
performance efficiency and recorded worse performance than the incumbent.
However unrelated manager successors recorded better results than the family
member successor in both categories. Therefore, if family members are not
available or prepared for business succession, unrelated manager are a good
alternative.

Keywords: Post succession performance, Medium sized businesses

1. Background of the Study

According to O’Hare (2003) “Before multinational corporations, there was family
business; before the Industrial Revolution, there was family business; before the
enlightenment of Greece and Empire of the Rome, there was family business”. This

statement accurately outlines the history of this exceptional type of worldwide business
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unit. Family- Owned Businesses (FOBs) dominate the current world economy in particular
eras in the past but also at present (Morck and Yeung, 2004). The current degree of
business performance, though, is somewhat different. Current FOBs have problems
sustaining their business. The reality is of course that FOBs are currently struggling in the
worldwide crisis, with their problem of inheriting their business. In other words, they are
struggling for long-term survival after a new Chief Executive Officer (CEO) succeeded
the business (Chung and Liu, 2007).

In recent history, FOBs have increasingly been considered concerning policy decisions
(Mandl, 2008), because they greatly contribute to economic and social development
(Mandl, 2008). FOBs are actually the predominant form of business organization, and play
a vital role in today's Capitalistic economy and social well-being. Beckhard and Dyer
(1983) estimated the number of FOBs worldwide, and confirm that about 65% to 90% of
all businesses in various nations continue to develop this sector. According to Malhotra
(2010), 80% of all businesses worldwide are family businesses. In Europe, more than 75%
of all businesses are family owned. They contribute greatly to Gross National Production

(GDP) in most nations and are quite proudly the main employment provider.

Because of these conditions, FOBs have become the dominant sector in the Capitalistic
economy. In other words, if FOBs perform well, they stimulate the economy, increase
GDP and decrease the level of unemployment (Sharma, 1997; Venter, Boshoof and Mass,
2005). Likewise, if FOBs perform poorly, they badly affect the national economy, decrease
GDP and increase the level of unemployment. The social cost of this possible failure would
contribute negatively to social and economic growth in any capitalist economy
(Commission, 2006).

According to research findings, FOBs give foremost preference to hand over the
business to family members because their ambition is to preserve family company
ownership. To achieve this, they transfer management and control to the next generation
(Morris, Williams, Allen and Avila., 1997; Lansberg, 1999), without considering the level
of competence of the successor. The leading argument for this generational succession is
the belief that family members can gather social capital, resources and specific knowledge

on running the firm in a more efficient and profitable manner (Bjuggren and Sund, 2001).
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According to Davis, Schoorman and Donaldson (1997) “the family successor could
perform better than other managers because they are exposed to higher non-monetary
rewards associated with the firms’ success that other successors do not share.” They
further argue “to get solid, specific knowledge and high levels of trust from key

stakeholders is very difficult to outsiders.”

However, FOBs face one extremely vital issue with their generational business
succession. According to Ward (1987); Davis and Harveston (1998); and Kets de Vries
(1993) “only 30% of FOBs survive into the second generation, and 15% survive into the
third generation.” Miller, Steier and Breton-Miner (2003) explain that poor Business
Succession Process (BSP) is the central reason for this. This scenario has not only affected
particular organizations, but has also directly affected the national economy due to lack of

contribution.

Regarding the American Family Business Survey (1997) (citied in Sharma, et al.,
2003a) BSPs define as “the transfer of leadership, ownership or control from one family
member to another - a goal shared by a majority of family firms” and as "a transfer the

leadership one family member to another.”

Conducting the business as a FOB , “each generation takes over the business from the
previous generation, and this is the vital managerial challenge for the incumbent, owners,
successors and family members” (Miller et al., 2003), but they have failed to do this in a
successful manner. BSPs have gone beyond that stage by considering alternative
succession modes, not for family control but for the survival of the organization as a FOB.
Nelton (1997) expressed that “families are now starting to recognize that it is not the end
of the family enterprise if you bring in a non-family executive to lead the firm". In other
words, at present there is a trend to be a FOB as a “family owned - non-family managed”
model, not as a “family owned -family managed" model. Therefore, the business
succession process of FOBs is better defined as “the passing of the leadership baton from
the founder/owner or incumbent owner to a competent successor, who will be either a

family member successor or a non-family unrelated manager successor (De Alwis, 2011). ”
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Further, Lauterbach, Vu and Weisberg (1999), and also Smith and Amoako-Adu
(1999), and Lin and Hu (2007), all conducted research in comparing the financial
performances of family member successors and non-family unrelated manager successors
in public companies to identify the most appropriate successor. Chittoor and Das (2007)
discussed making management more professional with three Indian companies using case
study methods. Boeker and Goodstein (1993) discussed the impact of organizational
performances and the composition of the board of directors for the selection of a future
successor. Those studies have contributed to the knowledge base of the field, but there is
still an enormous knowledge gap to fill. No empirical research has been done on post
succession performances of medium-size FOBs by comparing family member successors

and unrelated manager successors.

2. Problems of the study

As explained previously, BSPs of FOBs have become a serious issue for the longevity
of this business entity. Therefore, there is a high tendency among researchers and
practitioners to find feasible solutions to this succession issue, however in FOB literature,
there are very few studies comparing different succession alternatives to BSPs (Chittoor
and Das, 2007; Lin and Hu, 2007). This research aims to develop an understanding of this
phenomenon, identified in the previous section. Hence, the problem statements can be

stated as follows:

“Who is the best performer from the family member and the unrelated managers to
take over the top management position and successfully continue the business under

the significant level of family involvement?”

3. Research objectives
The aim of this research is to identify the most appropriate succession mode without
damaging the FOB identity. Therefore, the objectives are:
i.  Tocompare family member successors with unrelated manager successors based
on the successors’ initial satisfaction with the business succession process and

also post succession business performance.
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ii. Toevaluate the relationship between initial satisfaction with the business succession

processes and post succession business performance.

4. Significance of the Research

There is a bulk of literature on various issues relevant to FOBs, but the majority of this
is focused on inter-generational succession (Handler, 1994 and Wortman, 1994). This is
due to poor performance the BSP brings short-term life to the entire unit (Handler, 1994).
This poor result affects the business entity and eventually also the national economy.
Therefore, business succession processes have become a fundamental topic of FOB
research (Sharma, et al., 1996).

Almost 99% of the literature on FOB succession deals with inter-generational
succession, and very few researchers have given their attention to alternative succession
modes (Lauterbach et al., 1999; Smith and Amoako-Adu, 1999; Boeker and Goodstein,
1993; Chittoor and Das, 2007; Lin and Hu, 2007). However no one has analyzed business
performance after succession with the aim of comparing different succession models,

especially in medium-sized FOBs.

5. Exploratory Study

This study only discusses management succession, and it does not discuss ownership
succession, though often both happen simultaneously. Top management succession is a
particularly challenging event for any type of business organization because the
successor’s approach, competencies and perception directly affect all aspects of the
business, and also stakeholder’s expectations. The American Family Business Survey
(1997) defines BSPs of FOBs as "the transfer of leadership, ownership or control from one
family member to another - a goal shared by a majority of family firms." Meijaard, Uhlaner,
Floren, Diephuis and Sanders (2005) goes beyond this to define BSPs of FOBs as "...a
transfer to someone within the family, to a third party, or to another company”.
Management buy-ins (MBI) and management buy-outs (MBO) can be considered
examples of business transfers as well, as long as the existing economic entity survives."
According to Beckhard and Burke (1983) (cited in Handler, 1994) BSPs are "the passing
of the leadership baton from the founder-owner to a successor who will either be a family

member or a non-family member; a 'professional manager."
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For FOBs, family members are interested in transferring management into another
family member’s hand, mostly transferring to the next generation’s hand. This is because
their intent is to preserve company ownership and management within the family. They
transfer management and control into the hands of the next generation (Morris et al., 1997)
without considering the competence level of the successor. The leading justification for
this inter-generational succession is the belief that family members are able to accumulate
social capital, resources and learn specific knowledge on running the firm in a more

efficient and profitable manner (Bjuggren and Sund, 2001).

According to Davis et al. (1997), family successors might perform better than unrelated
managers, because they have developed better non-monetary rewards which helps
guarantee the firms’ success. Additionally, Donnelley (1964), (cited in Alestalo, 2010),
argues that “to get firm specific knowledge and higher levels of trust of key stakeholders
is very hard for outsiders.” According to previous research findings, only a limited number
of FOBs survive to the second generation and more than two-thirds do not pass to the third
generation (Shanker et al., 1996). Kets de Vries (1993) writes that only “30% of FOBs
survive into the second generation, and 15% survive into the third generation”. Poor
successions are the main reason businesses fail to continue (Miller and Breton-Miner,
2003). Other causes are implementing incomplete and vague succession plans, selecting
incompetent or unprepared successors, and also family conflicts (Dyer, 1986; Handler,
1990, 1992; Lansberg, 1999; and Morris et al., 1997). Due to this, there is a current trend
to operate as a “family owned and non-family managed” business instead of the “family

owned and family-managed” business.

Therefore BSPs of FOBs can be better defined as the “transition of leadership from the
founder - owner or incumbent-owner to a competent successor. The successor might be a

>

family relative or non-family manager.’

6. Business Succession and Performance

An extensive search was done to find available literature on BSPs and its affect to post
succession performance, but very few contributions were found. In total, 9 articles were
reviewed, but the majority of them do not relate to the FOBs. Some compared FOB

performance to non-FOBs. A few studies researched the relationship between performance
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before succession and its impact on selecting an appropriate succession mode, and other

researchers evaluated the post succession performance with succession modes. The

majority of research was conducted in the United States, Canada, the United Kingdom and

Australia, and only 2 theses conducted research in the Asian region.

Table 1: Business Succession and Performance

Author

Objective

Key findings

Amran and
Ahmad ( 2010)

Examine the relationship
between family
successors’ attributes and
firm performance.

Founder-manager firms
recorded worse performance
than successor-manager firms.

Daily and
Dollinger (1992)

Compare family owned
and managed with
professionally managed
firms.

There are significant
differences between FOB and
non - FOB performances.

King (2003) Evaluated performance Successor’s potential
after succession is capability, commitment and
attributed to differences  skills bring positive results and
in predecessors. better performance

Kotey (2005) Examine the differences ~ Small and medium-sized family

between family and non-
family SMEs and their
performances.

firms perform better than non-
family small and medium-size
firms.

Lauterbach et al.
(1999)

Identify the factors
influencing successions,
and measure post
succession performance.

There is a relationship between
successor selection and firm’s
performance.

Weak performing companies
give priority to appoint non-
family successors.

Lin and Hu
(2007)

Give background to
family firms and their
successor selected, and
investigate the
performance of CEOs
from different
backgrounds.

When a family member is a
successor, it brings better
performance.
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Author Objective Key findings
Gonzélez (2001) Examine the impact of When the successor is a family
family control on the member, it brings better
firms' performance performance than unrelated
SUCCESSOrS.
Smith and Management successions  There is no significant
Amoako-Adu immediate and long-term  difference between non-family
(1999) affects in financial insider successors and non-

performance within the family outsider successors.
Canadian family
controlled firms

Source: Past Researches shown above

7. Succession and Post-performance

There is no clear agreement among researchers on how to measure a successful or
effective succession (Dyer, 1986; Handler, 1989a; Morris et al., 1997; and Cabrera-Suérez
et al., 2001). Handler (1989a) and Sharma (1997), explain whether it is suitable to use the
satisfaction level of the incumbent, the successor, and other family members as an
indicator of whether the BSP is perceived to be successful. Sharma et al. (2001) express
this as a “subjective assessment of an individual about the process and decision regarding

the selection of a new top manager, based on perceptions rather than objective criteria.”

Handler (1989a) and Morris et al (1997) discuss the differences of the BSP experience
from two perspectives. That is, how family members personally experience the succession
process (subjective assessment), and the effectiveness of the BSP (more objective
assessments of the outcome of the transition). Harvey and Evans (1995) and Handler
(1989b) along with Goldberg (1996), point out that stakeholder satisfaction with the BSP
indicates not only a successful BSP, but also the successor's ability to keep the family
business healthy by sustaining growth and continuing to be profitable. Sharma et al. (2001)
express business performance as a criterion to show the BSP was effective. It has become

an evaluation criterion to determine whether the CEO will survive (Sharma et al., 2001).

Evaluating those situations, Venter et al. (2005) summarize it as follows:
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"... in order to ensure the success of the succession process, all the different
stakeholders involved in the process (the predecessor, successor, family,
network, suppliers, etc.) must be satisfied with its outcomes, and the successor
should have the ability to ensure the sustainability and financial security of the

family business after the succession process has been completed."

Two-dimensional evaluation of the BSP, address to the uniqueness of the FOBs,
(because it has subjective and objective indicators). Professionally managed business
ownership is widely dispersed, and they usually employ business performance to measure
success (Pitcher, Chreim, and Kisfalvi, 2000; Venter et al., 2005). However, maintaining
good family relations is also an extremely important evaluation criterion (Venter et al.,
2005) and in some instances, family members give priority to other members’ personal
satisfaction instead of business profitability (File, Prince, and Rankin., 1994; Tagiuri and
Davis, 1992).

Sharma et al. (2001) explain and expand the argument between these two opposing

dimensions of success in management succession. According to them...

“Dissatisfaction with the succession process could cause interminable
conflicts that make the succession ineffective. On the other hand, if the
succession is not effective, dissatisfaction with the succession process, after the
fact, could occur. In summary, studying satisfaction with the succession process
is important because of its direct impact on the relationships among family
members, an important consideration in many family firms, and because of its

impact on effectiveness.”
Further they suggest that:

“The relationship between satisfaction and effectiveness is likely to be inter-

temporal in nature (Sharma et al., 2001).”

The initial satisfaction with the business succession process generally encourages better
performance and usually brings booming post succession business performance, and this
excellent post succession performance brings FOBs some personal satisfaction. Likewise,

if stakeholders are not satisfied with the BSP, this discourages them from performing their
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roles as well as possible in the proper manner, and this will affect post succession
performance both directly and indirectly. This finally brings dissatisfaction to the whole
business process. Post succession performance has a direct affect on the FOB and directly
influences the level of satisfaction and hunger for the business unit to survive (Cabrera-
Suarez et al., 2001; Dyer, 1986; Handler, 1990 and Sharma et al., 2001).

8. Research Design

There is no definite agreement among researchers about what contributes to the
successfulness or effectiveness of BSP in FOB. Some researchers suggest “satisfaction of
the BSP from the incumbent, the successor and other family members, as the indicator of
the perceived success” (Cabrera-Suérez et al., 2001; Dyer, 1986). However, those
researchers have considered only one side of the BSP, which is the main stakeholders’ (the
incumbent, the successor and other family members’) satisfaction with the BSP. Apart
from that, others have used “successors’ ability to keep the FOB healthy” as the
measurement to appraise the business unit. Venter et al. (2005) and Sharma and Irving
(2005) express the perceived success of the BSP is determined by the extent of satisfaction
with the process and continued profitability. Handler (1989a) and Morris et al. (1997) also
mention that “success has two interactive dimensions: satisfaction with the process and the
effectiveness of succession.” Chrisman et al. (2005) express the importance of family
relations and the effectiveness of the business entity, and they identified two perspectives
to measure the success of the process: business performance and family harmony, and
named these as “two pillars for family firm performance.” The author agrees with Cabrera-
Suarez et al. (2001) ; Dyer (1986); Handler (1990); Morris et al. (1997); Sharma et al.
(2001) and they believe that the success of the BSP is defined as “the subsequent positive
performance of the firm, the ultimate viability of the business and the satisfaction of
stakeholders with the succession process.” At last, a conceptual argument can be brought
toward as an interactive relationship between these two dimensions of success in the BSP
of FOB. According to Sharma et al. (2001) “...performance may also alter family
member’s satisfaction with the succession process even in the absence of any changes in

the relationships among family members.”
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9. Operationalization of Variables

This study includes both subjective and objective measures to evaluate FOB
performance. It was measured subjectively by the initial satisfaction with the business
succession process, and it has measured business performance objectively and

subjectively.

9.1.Initial satisfaction with the business succession process

Cabrera-suarez et al. (2001) and Dyer (1986) suggested using the satisfaction of the
incumbent, the successor and other family members with BSP as an indication of the
perceived success of the BSP. Sharma et al. (2003a) employed this performance indicator
for their research on “predictors of satisfaction with the succession process in family
firms.” Sharma et al. (2001) collected data to measure satisfaction from incumbents and
successors, but no data was collected from family members due to the limitation of the
research framework. Their sample framework was FOBs that expected succession within
the ensuing five years, and also those for which the event had occurred within the
preceding five years. Under this research framework however, this study has collected data
from FOBs who had their BSP within the period from 2000 to 2007. Therefore, it has
failed to collect data from incumbents and their family members. Therefore, this study has
come to the decision to measure initial satisfaction with the business succession process
of the successors of various business units. This study defines initial satisfaction with the
business succession process as “perceived satisfaction of succession before post

succession FOB performance is accurately known.”

9.2.Post succession business performance

This study used business performance as the second dependent variable. Business
performance has several related terms such as business development, and business
improvement. Riding (2005) illustrates that business performance can be divided into four
categories: financial performance, customer base performance, employee base
performance and environmental base performance. Jarvis, Kitching, Curran and Lightfoot
(1996) have revealed in their organizational theories and accounting literature, that profit

maximization is the central goal of firms. In that way, some studies have included both
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objective measures, which are obtained from organizational records (Seashore and
Yuchtman, 1967) and subjective measures, which are perceptions collected from

organizational members and stakeholders (Campbell, 1977).

In order to be objective, this study considered financial performance the same as
business performance. Furthermore, Zahra (1991) emphasises that growth measures for
performance may be more accurate and available than accounting measures of financial
performance. Rosemond (n.d) (cited in Etzioni, 1964) has reported that performance
should be viewed in relation to one or more goals in an organization, and has suggested
percentages to measure performances for businesses. In this context, this author agrees
that business performance is a valid indicator for assessing the effectiveness of BSP
(Morris et al., 1997; and Goldberg, 1996). Hence, this has been used to compare pre and
post succession performances of FOBs.

In various literature, relatively few papers endeavour to address this issue empirically,
but most attempts focus on the comparison between family and non-family businesses
(Daily and Dollinger, 1992 as cited in Wang., Watkins, Harris, Spicer, 2004) instead of
the different modes of successes. Academics and researchers argue that business
performance is a multi-dimensional construct (Fitzgerald and Moon, 1996 as cited in
Wang et al., 2004). There are two highly recognise business performance modes for the
evaluations named: the European Foundation Quality Management model and the
American Malcolm Baldrige National Quality Award model. These provide a
comprehensive framework that assesses companies directly and compares them with
others. However, these two models are only highly appropriate for large-size companies

and not medium and small sized organizations (Wang et al., 2004).

Financial outcomes enable managers and business owners to make decisions and plan
business development (Jenkins, 1995 as cited in Wang et al., 2004). Financial outcomes
are broadly utilized in the SME and entrepreneurship literature (Morris et al., 1997).
However, there is broad agreement that no one single financial indicator can accurately
and comprehensively capture business performance, particularly in the scope of small
firms (Daily and Dollinger, 1992). Taking this into consideration, it is preferable to devise

a multiple measure of financial performance and interpret the results based on one
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indicator in conjunction with other indicators. This study used business performance as a

second dependent variable.

There are a number of performance evaluation tools available for profit-oriented
organizations. Most of these techniques directly relate to the financial performance of the
organization. “Profitability” and “management efficiency” are the indicators commonly
used. Return on Equity (ROE), Return on Sales (ROS), Return on Assets (ROA) and
Earnings per Share (EPS) are some common examples of profitability indicators. After
considering the research population, this study expected to use Average Returns on Assets
(ROA) and Average Returns on Sales (ROS).

In order to be subjective, further, this study considered to use a scale to measure
successor’s perception about business performance. For that, this study used scale named
“the perceived success of the succession process” developed by Venter, Boshoff, and Maas
in 2005.

9.3.Family member successors

This research defined family member successor as “individuals who have a
relationship with the incumbent and family by blood or by law.” In general, the transition
will come from generation to generation, but sometimes, due to the unavailability of blood
relations; there is consideration given to whether the business should be handed over to
more distant, legally binding relations. Thus, this study considers both types of successors

as family member successors.

9.4.Unrelated Manager Successor

Professionalization refers to the adoption of unrelated managers to fill management
positions, especially the CEQ’s position (Zhang and Ma, 2009). The adoption of unrelated
managers signifies the separation of ownership and control, or at least it dilutes the family
control in the actual management of the business. Under these circumstances, the unrelated
manager successor is defined in this research as “an individual who takes full charge of
the day-to-day operations while retreating to the board of directors to assume advisory

and supervising duties.”
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10. Hypothesis of the Study

Hypothesis 1: Successor and post succession performances

This research evaluated the post succession performance of alternative succession modes.
To reach this prospect, this study compared alternative succession modes with their post
succession performance from two different perspectives: initial satisfaction and
effectiveness.

(1) Initial satisfaction with the business succession process
Alternative hypothesis (Hy ,): Initial satisfaction with the business succession process

is significantly different with family member successors (uspms ) to unrelated manager
successors (Usyms)
- Hi: Uspms # Usums
(1) Business performance after BSP

Alternative hypothesis (Hj p): Post succession business performance of the two

succession modes is significantly different. Performance of the family business successor

(upMmsgp ) is significantly different to the performance of the unrelated manager (Lymsgep)-

Hy:tpmsep # Humssp

11. Sample Design and Data Collection
11.1. Population of the study

According to Dyck et al. (2002); Handler (1989a); and Vancil (1987) (cited in Sharma
et al., 2003a), “rich qualitative studies conducted on succession have all observed that the
process is lengthy, and it may take 15-20 years.” Therefore, identifying the exact time
period of the BSP is a very hard task (Sharma et al., 2003a). To overcome this however,
Sharma et al. (2003a) suggest selecting a sample from a period when involved parties can

perfectly remember incidents of the BSP.

Therefore, this study screened the population of “FOBSs that have done their BSP within
the period from 2000 to 2007”. The study cannot include FOBs which have done their BSP
after 2007 because three years of post-succession business performance is required to

identify and evaluate the most suitable succession mode for FOB succession (objective 1).
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Under these circumstances, the first screening criterion assumes that the BSP was
completed within the time period 2000 to 2007, and secondly it assumes that memories of
the BSP are relatively fresh in the minds of the successors and that their responses will be
accurate. After considering the above-mentioned situations, the research populations are

shown below.

“Family owned business has done their business succession process within
the period of 2000-2007 with family member successor or unrelated manager in
Sri Lanka.”

Due to a national database for screening being unavailable, SME database was used
because according to the literature, the majority of SMEs are FOBs (Commission, 2006).

11.2. Small and Medium Enterprises in Sri Lanka

In Sri Lanka, SME businesses are found in different sectors such as: agriculture, mining,
fishing, industry/manufacturing, construction, the wholesale and retail industry, and
services in rural, urban and real estate which serve local and international markets
(Dasanayaka, 2008). According to Cabraal (2007), there is no official estimation about the
number of medium-size SMEs. Further, he calculated the number of medium-sized SMEs
based on enterprises filing their income tax returns. According to this count, the number
of medium-sized SMEs is approximately 10,000 in Sri Lanka, and represents 15% of all
enterprises. SMEs account for approximately 97% of all industries in Sri Lanka (Cooray
and De Silva, 2007.). SMEs are a vital sector to any capitalist economy whether it is
developed or still developing. SMEs play an essential role in the Sri Lankan economy as
the main GDP contributor and employment provider. Their main market is domestic but

there is a notable, growing trend for SMEs to export their products.

11.3. Sample and the Sampling Method

Different organizations, authors and other interested parties use diverse definitions
based on purpose and therefore a universally accepted definition cannot be decided. By
considering the research framework, this study used the definition given by Neubauer and
Lank (1998), (cited in Mustakallio, 2002) to identify the research population. According
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to them, a FOB is “any form of business association where the voting control is in the

hands of a given family."

The definition of an SME has changed from country to country and even within
countries. Different regions and different institutions adopt varying definitions for SMEs
and some definitions include the workforce of the organization, the capital investment,
turnover, or nature of the business. Sri Lanka does not have a nationally accepted definition
for SMEs and different institutions adopt different definitions according to the purpose of
various studies. However, the most widely accepted criteria for defining SMEs are that
they have a number of employees, fixed investment, and have a certain nature of business
(Cooary, 2003). In Sri Lanka, The National Development Bank (NDB), the Export
Development Board (EDB), and the Industrial Development Board (IDB) all use the
financial value of fixed assets as the criterion to define SMEs. The Department of Census
and Statistics (DCS), the Small and Medium Enterprise Development (SMED), and the
Federation of Chambers of Commerce and Industry (FDCCI) use the number of employees
as the criterion (Kapurubandara and Lawson, 2006). The World Bank defines enterprise
size in Sri Lanka based on the number of employees: those with fewer than 49 employees
are small; those with 50 to 99 employees are medium-sized; and those with more than 100

employees are large. According to Dissanayake (2009):

“... most of these definitions are made according to organizational needs and
purpose of interests about SMEs. Financial institutions, public sector
authorities, non-governmental organizations (NGOs), trade and industry
chambers, international organizations, researchers, SMEs service providers and
consultancy firms have their own definitions based on their own criteria

selection”

However those definitions are based on mainly three indicators as number of
employees, capital employed/total assets and turnover. Some difficulties can be identified
with these definitions, when author applies the criterion of capital employed / total assets,
and turnover. This may well confuse figures due to inflation and technological
improvement. Despite this, most researchers and relevant institutions use the following

criteria to classify SMEs: the “value of the fixed assets” (excluding land and building),
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and the “number of employees in the enterprise” (Cooray, 2003). Due to the inflation
factor, the author preferred to use only the “number of employees” for identifying FOB

units for their study. According to Sumanasena (n.d)

“The most common categorization based on employees in Sri Lanka is 4 to 49
employees for small-scale enterprises, 50 to 149 for medium scale enterprises and more

’

than 149 employees for the large scale.’
Thus, for this study, the population is defined based on the following criteria:
1) The sample unit must fit into the aforementioned definition.

2) The SME has had a succession within the period 2000 to 2007.

3) A family member successor or an unrelated manager successor has been appointed
to the top executive senior position (CEO/ Chairman).

The database managed by the National Chamber of Commerce in Sri Lanka used to
distinguish FOBs from SMEs. For selecting sample units, the following procedure has
been applied.

11.4. Sample Selection Procedure
To reach this sample framework, the research has implemented the following
procedure:

1. Send the questionnaire to the entire database by post / email and ask the sample
group to complete and return the attached questionnaire.

2. Request the sample group to answer section one, especially designed to recognise
whether an SME is within the sample framework or not. Under section 1 of the
guestionnaire, the successor must answer questions to verify features of the
business units that match the sample framework:

e Ownership of the entity

o Number of employees

o Whether they have had a BSP

e The time period when the BSP was completed

e Successor mode
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3. If they have selected the answers (below), then that SME is identified as a sample
unit and asked to answer the remainder of the questionnaire.
e Majority of ownership belongs to owner-family
e Employees are in between 50-149
¢ \We have done BSP within the period 2000 - 2007
e Our successor mode is family member successor (FMS) / unrelated

manager successor (UMS)

Figure 1 shows the above mentioned sample selection procedure.

Business No of Succession Succession

Succession A
type employees period mode
Non-FOB
SME Employees
Database <50-149<
FOB No BSP
Employees Before
50-149 2000 and Other
BSP after 2007 ) », succession
modes
2000 - 2007
FMS/ UMS
Stage 1 Stage 2 Stage 3 Stage 4 Stage 5

Figure 1: Sorting procedure to identify sample units
Source: Designed by the author

Under these circumstances, the research used a simple random sampling method by

considering constraints faced during data collection.

11.5. Sample Elements
Targeted respondents included FOB successors: family member successors and
unrelated manager successors that had been appointed within the period 2000 to 2007 in

medium-sized FOBs.
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11.6. Instrument and Questions
A structured research questionnaire that has developed by combining with universal

accepted scales and author developed scales.

This questionnaire was basically divided into three sections by considering the
following objectives: Section 1was specially designed to verify which elements of the
population should be subjects of the sample. Section 2 designed to collect demographic
information about FOBs and the sample element; the successor. This section also helped
collect data on pre and post business performance (objective 1). This section included the
following demographic information related to the successor and FOB. In addition to the
financial data, the study used Venter et al. (2005) “the perceived success of the succession
process” scales for collecting business performance information subjectively (section 3).
The original alpha values for this scale was 0.84. Initial satisfaction with the succession
process was measured through the scale developed by Sharma et al. (2003a). This
instrument was constructed by 12 statements which were equally weighted. Every
independent variable was also a construct calculated as an equally weighted average of the
relevant indicators. The original alpha values for this scale was 0.93. The questionnaire
was originally developed in the English language, and then translated into Sinhala and the
Tamil language. It was distributed in two formats: Sinhala and English format, or Tamil

and English format, to increase the response ratio from the respondents.

12. Data Collection Methods
This study utilized postal and electronic mail surveys simultaneously as the data

collation method due to the following reasons:

1) To obtain a higher level of response within a short period of time.
2) The population was scattered over the entire country.

3) There were difficulties identifying elements of the population

4) It gave a bigger opportunity to refuse without response (This research did not
address exact sample units due to the unavailability of database who did their BSP
within the period 2000 to 2007. Thus, it addressed the Managing Directors of SMEs

in Sri Lanka and requested responses if they were suitable to fulfil the requirements
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of the sample framework. This approach can be used for the sample group to refuse

without responding to the questionnaire).

The questionnaire was sent with a covering letter and return-paid envelope to ensure it
was convenient for the respondents to submit their information. The first reminder was
sent three weeks after the initial mailing and the second reminder was sent after six weeks.
In addition, selected FOBs were personally visited to some selected FOBs in order to get
a deeper understanding about their BSPs.

13. Data Analysis and Interpretation
This data analysis and interpretation stage consisted by fowling steps:
Compare business performance after succession and initial satisfaction of two

succession modes (objective 1)

Initial satisfaction about the BSP
To compare initial satisfaction with the BSP, two independent sample t-tests were
applied.

T= (X FMS XUMS ) /(SXFMS—XUMS)

XEMms = means of the FOBs run by family member successors
Xums = means of the FOBs run by unrelated manager successors
(SxEMS-xUMS) — is a pooled or combined standard error, or difference between the

means

13.1. Compare Post-succession Business Performances

In most of the studies, student “t” test, and ANOVA have been utilized to measure
performance of the organizations, but the new trend is to compare performance through
Difference-Indifferences (DD) analysis. This can particularly be seen with recent family
business research when it compares family successor performance with non-family
successor performance; or family firm with non-family firm performance (Bennedsen,
Nielsen and Pe’rez-Gonza'lez 2006; Cucculelli and Micucci, 2008). Based on the
suggestion given by Barber and Lyon (1996), Bennedsen et al. (2006), use non-parametric

test statistics when analysing accounting based data due to the problem of outliers. By
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following the Bennedsen et al. (2006), this study also applied the Mann-Whitney test to

compare post succession performance of these two successor modes.

Y1 = Bo+ B1*T + Parsuces + B3 * (T * Fsuces) + e

Where:

Y1 = the difference in performance around BSP

T = time dummy

Fsuces = an indicator variable equal to one if the incoming successor is family
member and zero if unrelated manager.

(T*Fsuces) = is the interaction of the time dummy and the successor dummy

13.2. Reliability and Validity

To increase validity and reliability, the author used a pilot survey to pre-test the
guestionnaire. According to Cooper and Schinder (2008), this type of pre-testing reduces
the risk of exhausting the supply of respondents and increases the sensitivity of
respondents to the purpose of the study. For the pilot survey, 10 successors were selected
from the population, and the survey instrument was a structured questionnaire. Each
successor took about 20 to 25 minutes to complete the questionnaire after the research
objectives were explained. The author directly assisted the respondents to fill in the
guestionnaire by clarifying instructions and explanations. As a result of the pilot survey, a
number of changes were made to improve the clarity of the questionnaire and to improve
the construct validity of the questionnaire. This helped to increase the efficiency of the

questionnaire and survey data.

Moreover, to test the internal consistency and reliability of the study, it used
Cronbach’s alpha. Prior to performing statistical analysis on the hypothesis, reliability and
validity tests were conducted using SPSS 17.0 to confirm internal consistency. Table 2
reports that Cronbach’s alpha values of the variables exceed the 0.7. The research
employed the scales developed by Sharma et al. (2003a) and Venter et al. (2005) for the
present study. Sharma (2003) and Venter et al (2005) have confirmed that the scales were

reliable (Cronbach’s alpha values were within the acceptable range). However, these
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scales were translated to Sinhala and Tamil languages. Therefore, again a reliability
analysis was done and all independent and dependent variables were within the acceptable

range.

Table 2: Reliability Analysis

Construct Variable Cronbach’s Alpha
Business performances 821
Initial satisfaction with the business succession process 721

Source: Pilot survey, 2011

13.3. Response Rate

In total, 156 responses were received during the data collection period. The number of
useable returns is 128 (82%) and the number of non-useable returns is 28 (18%). The 28
responses had to be rejected particularly from hypothesis testing, since they did not have
several key questions entirely completed. The overall response rate (useable returns 128;
total population 3,458) suitable for hypothesis testing is 3.7%. The response rate on the
web-based survey was less than that of the postal questionnaire. It is likely that companies
apply a spam filter to e-mails from unknown sources, and secretaries usually check and
filter incoming e-mails for the executive. This response was still a more than adequate
response rate, given the number of parameters in the structural model to be estimated (Hair,
Anderson, Tatham and Black, 1995). The 128 usable questionnaires were evenly split
between two respondent groups: 86 questionnaires received from family member
successors, and 42 received from unrelated manager successors. In addition to the
statistical requirements of sample selection, this sample of the study can be matched with
the study samples that have been used to evaluate post succession performance of FOBs
and non-FOBs, therefore this sample size of the study is considered acceptable for this
study (Cucculelli and Micucci, 2008).
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14. Data Analysis and Discussion
14.1. Comparison of post succession performance

Initial satisfaction with the succession process
(1) Initial satisfaction of the business succession process

Alternative hypothesis (Hy_4): Initial satisfaction with the business succession

process is significantly different with family member successors (usgys ) to unrelated

manager successors (Usyms)
Hy: fspms # Usums

A study compared the level of initial satisfaction of family member successors and
unrelated manager successors. Family member successors levels of initial satisfaction (M
= 2.63, SD = 0.65) expressed significant levels of difference with unrelated manager
successors (M = 3.00, SD = 0.41), t (128) = 3.939, p = 0.000, and two-tailed df =117.01.

According to the research findings, unrelated manager successors have a higher level

of initial satisfaction than the family member successor.

Therefore, alternative hypothesis (H; ,) is accepted. In other words, initial satisfaction

with the business succession process between family member successors and unrelated

successors is significantly different.

Table 3: Initial satisfaction with the business succession process

Type of business succession

Family Unrelated
All member manager Difference
successor successor
Initial 2.77 2.63 3.00 0.27*

Satisfaction

* Denotes significance at the 5% level
Dependent variable: Initial satisfaction with the business succession process
Source: Survey data
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The average satisfaction with the BSP is 2.77. Under this condition, it can be
concluded that not all successors are satisfied with the BSP that was carried out. The
stakeholders around the BSP should consider the BSP because if they highly satisfied

with the business succession, it will positively affect the performance of the business.

14.2. Comparison of post succession business performances

Alternative hypothesis (Hp p): Post succession business performance of the two

succession modes is significantly different. (Performance of the family member successor

( urmsgp ) is significantly different to the performance of the unrelated
manager (Lymssp))-

Hy: Upmspp # Humsep

Table 4 presents the descriptive statistics of profitability measured by the ROA and
ROS. The comparison of post succession performance between the two succession modes
has become an extremely difficult issue to deal with. This became even worse in situations
where social habits and inheritance norms strongly affect the successor selection in the
transfer of business (Bertrand and Schoar, 2006) and the FOBs are pervasive in the

economy. Therefore, a more detailed analysis was restricted to just the discussion of BSPs.

For the sub-samples of family member successor managed and unrelated manager
successor managed FOBs, accounting data was used. The total sample of companies that
experienced a BSP in the time interval of 2000 to 2007 and which had accounting data

available for the three-year window before and after the transition was 128 firms.

Table 4 presents the descriptive statistics of profitability measured by the Average
Returns on Assets (Avg. ROA) and Average Returns on Sales (Avg. ROS). Profitability
data is the simple average for each group. Family successions are almost entirely from the
first to second generation transfers, whereas only 14 out of 86 transfers are to the third
generation or further. The group averages reported in Table.4 have been calculated after

including all 86 family successions.

Post succession performance shows a clear decline in profitability for both indicators

in family member successor managed and unrelated manager successor managed
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companies: for the total sample, Avg. ROA decreases from 8.83 to 7.97, whereas Avg.
ROS decreases from 7.72 to 6.76. The decline appears to be larger for family member
successor managed FOBs than for unrelated manager successor managed FOBs, and it is

statistically significant for both indicators.

Family member successor managed FOBs experience rather similar decreases in the
post succession performance for both Avg. ROA and Avg. ROS (-0.89 and -0.81
respectively shown in Table 4), which suggests a post succession turnaround significantly
different from that observed in unrelated manager successor FOBs. By contrast, unrelated
manager successor managed firms exhibit a considerable post succession decrease in the
Avg. ROA (from 0.77 to 0.62), whereas there appears to be a smaller effect on ROS. In
this case, even if the observed changes in profitability are statistically significant, it can be
presumed this is due to the post succession process in these FOBs.

The estimated results, as reported in table 4 (panel A for Avg. ROA and panel 2 for
Avg. ROS), shows that succession causes a reduction in profitability, both in family
member successor managed and unrelated manager successor managed companies, which
signals the existence of costs due to succession in both types of firms. There is only a
minor difference in Avg. ROA rates between family member successors managed and
unrelated manager successors managed FOBs, though the intensity of the impact is quite
different when profitability is measured by the Avg. ROS. In these cases, family member
successor managed firms clearly underperform compared with unrelated manager

successor managed FOBs.

Therefore, an alternative hypothesis is accepted. In other words, there are statistically
significant differences between the post succession performances of family member

successors and post succession performances of unrelated successors.

52



Kelaniya Journal of Management, Vol. 3 No. 2, July-December 2014, 28-67

Table 4: Successions and changes in business performance

Type of business succession

Family Unrelated
All member manager Difference
successor successor
Panel : Avg. ROA
Before 8.83 9.34 7.54 1.80*
(.2665) (.3468) (.2296) (.:5669)
[128] [86] [42]
After 7.97 8.45 6.77 1.68*
(.2221) (.2778) (.2529) (.4670)
[128] [86] [42]
Difference -0.85* -0.89* -0.77* -0.12*
(.3024) (.3777) (.3183) (.2836)
Panel B : Avg. ROS
Before 7.72 7.97 7.09 0.88*
(.1669) (.2102) (.2245) (:3076)
[128] [86] [42]
After 6.96 7.16 6.46 .70
(.1231) (.2063) (.2422) (.2784)
[128] [86] [42]
Difference -0.75* -0.81* -0.62* -0.19*
(.2836) (.2422) (.2718) (.1890)

Note: unrelated manager successor show a decline in their performance, but less of a decline
the family member successor.

A. Successors of FOB BSP are classified into two groups: family member successors whereby the
entering successor is related by blood or law to the incumbent; and non-family manager successors
who are not related.

B. Panel A reports the average ROA. Panel B reports the three-year average ROS before and also
the three-year average after BSP. It also reports differences in these measures around the BSP and
differences (differences-in-differences-DD) around the BSP. In all cases, the year of succession is
neglected.

C. Standard errors are in parentheses and the numbers of observations are in square brackets. The
sign * denotes significance at the 5 % level.

D. Dependent variables: Avg. ROA and Avg. ROS
Source: Survey Data
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Theoretically, family member successor performance must be higher than unrelated
manager successor performance because family members have greater opportunities of
receiving benefits from FOBSs than outsider, non-relatives. Family members can also easily
utilize knowledge developed by family members, and the level of trust between successor
and other family members directly affects this knowledge sharing. In addition to these
factors, family member successors should have a higher degree of commitment toward the
FOB because the company represents their own personal prosperity.

However, the results of the study go completely contrary to the theoretical back up
hypothesis, and there are several reasons for this. The first generation of business
management is usually more business-oriented than the second and following generations.
The first generation took higher risks when they founded the family business. They gave
first priority to develop the business and later focused on satisfying the family. When the
business transfers to the second generation though, this type of business focus cannot be
expected. In addition to this, conflicts between family members and the unnecessary
involvement of the incumbent are other major reasons why the results show stagnation and

decline.

Another factor is that FOBs which have appointed family member successors to have
better pre-succession performance the FOBs which have appointed unrelated manager
successors. FOBs are generally more eager to transfer management outside the family
when it has performed unsuccessfully or when there is no suitable family successor. This
unrelated manager takeover of a poorly running FOB affects how family member
successor managed post succession performance compares with unrelated manager

successor managed companies.

According to research in Spain “firm performance does not influence the decision of
that the next successor, because owners are highly concerned with long-term survival of
the firm rather than with other relationships they have. They are quite professional and
appoint whoever can lead the FOB into a successful future.” However, in Sri Lanka, the
findings are totally different. Sri Lankans give their foremost priority to handing over
businesses to family members. If relatives refuse this appointment then the appointment

goes to another alternative option. Regarding the ethics of business, this is acceptable
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because this is a family business and it should be transferred from one generation to

another.

Again, unrelated manager successor businesses have recorded better performances the
family member successor businesses during the period after the BSP. They have actually
minimized the decline in performance more so the family member successors. This can
happen due to a number of reasons. Unrelated manager successors have an established
track record of performance. They have a number of years' experience within or outside
the FOB and have received management positions due to their proven track history of
competence, they therefore do not need a grooming period; but this situation does not exist
with family member successors. They must rely on their existing competencies and skills
and training takes a period of time.

In addition to lack of competence, there are several other reasons for this poor
performance. There are tensions between family goals and FOB objectives, and in a very
small sub-set, problems develop when choosing a successor therefore, that selection
cannot be recognize appropriate one for the appointment. Sometime, successors cannot
take a correct decision due to the “nepotism”. It is a much more difficult task for the
successor to make a decision to fire a family member due to misconduct or poor
performance, In addition to that, the successor must work under a great deal of pressure
because all family members have high expectations, and they are comparing them with the

incumbent.

14.3. Relationship between initial satisfaction and post succession
business performance
Pearson’s correlation coefficient was applied to test the relationship between the

successor’s initial satisfaction with the business succession process and post succession
business performance. Table 5 shows the result. According to this result, these variables

have a statistically significant relationship.
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Table 5: Relationship between successor’s initial satisfaction with the business
succession process and post succession performances

Sample type
Family Unrelated
Initial satisfaction All successors member manager
successor successor
Pearson Correlation 564" 776 361"
Sig. (2-tailed) .000 .000 .019
N 128 86 42

**, Correlation is significant at the 0.01 level (2-tailed).

Source: Survey Data

When the successor is satisfied with the BSP, it directly influences his post succession
commitment to perform well for the business. It also affects the post succession
performance and therefore the successor’s satisfaction also highly influences factors of
survival for the FOB. Therefore, the successor’s satisfaction is the critical factor of the

entire succession process.

15. Research Conclusions and Recommendations

When the incumbent is getting close to retirement, the FOB and the owner-family is in
a dilemma about the new successor appointment, and success after the new appointment.
If this process fails, that occurs just occasionally, it is the biggest loss in the entire life of
the business entity. It is clearly not a regular incident in these generic types of businesses.
Succession usually means one generation handing management to the next generation.
Most managers and family members do not have any experience with business succession
processes. On some occasions, just the incumbent has some understanding of what is going

to take place, due to the fact that he was the successor in the last transition.

A successful changeover is extremely dependant on two foremost decisions. The first
one is choosing the appropriate successor, and the second one is managing influential
factors so as to maximise successor satisfaction because this directly affects post

succession performance of the business unit, not only that, however the successor’s
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willingness to work under the existing ethical climate and culture of the FOB is a crucial

influence, because it has great influence on performance.

Under these circumstances, the author was in a conceptual puzzle: are successors
satisfied with the business succession process? Do family member successor diminish
organizational performance? Can unrelated manager successors perform better than the
family member successors? What are the factors influencing successful business
succession process, and so on. Finally, this motivated the author to conduct empirical study
to investigate those questions.

In the first stage, the author conducted an exploratory study to recognise performance
measurement indicators.. Based on these findings, the author developed hypothesis for the
formal study. Medium-sized FOBs who have gone through a business succession process
within 2000 — 2007 are the identified population for this study. A mail survey was
conducted, some in-depth discussions were held with successors to collect data, and finally
statistical analysis was used to test hypothesis and find answers. Based on these analyses,

the study solves the conceptual puzzle.

According to aforesaid findings, successors are not satisfied with the business succession
process. This is true of all the succession modes. Unrelated manager successors have
higher satisfaction than the family member successors but no successors achieve more
than the moderate level of satisfaction. This level achieved indicates “no dissatisfaction
and no satisfaction” and this is dissatisfactory for the future of the FOB. If CEOs do not

satisfy the way of appointing them, it badly affects the performance.

According to empirical findings from this study, successors have had a damaging
influence on business performances, true for family member successors as well as
unrelated manager successors. All successors recorded lower performances than the
incumbent, which is a discouraging sign for the future existence of the FOB. The
incumbent is the one who took the most risks to start the business, built the business over
an extended period of time and thus he has greater experience and capacity than the
successor. There are though, many opportunities to groom potential successors to the

required business ability levels before the succession process.
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This study compares performances of family member successors with that of unrelated
manager successors, based on both subjective and objective indicators in order to
recognise the most successful successor under the highest level of family involvement.
Unrelated manager successors recorded better performance than the family member
successors in both perspectives. They have higher levels of satisfaction with the business

succession process and better business performance.

According to performance, unrelated manager successors are most suitable to take
over management from the incumbent, however it is not the most appropriate appointment
when family members demand to be the successor. On one side, it will create a number of
inter-family conflicts and it badly affects the day to day business activities. From another
perspective, FOBs belong to the family and if they do not have an opportunity take the
lead in their own company, they are unlikely to get this opportunity outside the company.
It is far better to encourage that committed member to acquire the required competence
and give them the chance to manage the company. However, when a FOB does not have
an available family member, an unrelated manager successor is the best alternative to
consider. Not only that, if owners require running the FOB under professional management,

then this is a good alternative.

According to study findings, the successor’s satisfaction with the business succession
process directly influences business performance. Simultaneously, the level of
commitment, family harmony, and the relationship between incumbent and successor all
directly influence both initial satisfaction with the business succession process and

business performance.

16. Limitations of the Research

This is the first study that empirically evaluates an integrated model of stakeholder
related factors impacting on the business succession process in medium-sized FOBs.
Using quite a large sample, this addresses issues to obtain a better understanding of the
succession process. This approach deviates from the current approach in this field:
anecdotal evidence, case studies, and small-scale descriptive studies. This study attempts
to significantly contribute to the body of knowledge of business succession processes in

medium-sized FOBs however there are still further areas needed to investigate. Due to the
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lack of a database for Sri Lanka, the number of sample units is limited to 126. Therefore,

study evaluations are limited to multiple regressions.
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