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Toward a Theory of the Entrepreneurial Buy-In



Abstract An Entrepreneurial buy-in (EBI) captures the phenomena of an individual or group entering the entrepreneurial stream by acquiring an existing business. EBIs are considered to be important at both the micro and macro-economic levels. Research to date, however, is limited in terms of breadth and strength of findings. In order to focus and strengthen the EBI research program, this current paper provides 1) definitional clarity and 2) a series of research propositions organized within a seven-stage entrepreneurship process model.



Introduction Entrepreneurship can be defined as a process that generates the existence of new organizations (Gartner, 1988). It entails the combining of resources in new and useful ways (Schumpeter, 1934). During the latter part of the twentieth century, scholarly research examining, inter alia, the nature and drivers of entrepreneurship took hold. Today, the field is represented by numerous high-profile journals and conferences. Many research sub-disciplines such as family business and venture capital have also taken root. A sub-discipline that is deserving of increased attention is that of entrepreneurship through acquisition (ETA). The objective of this paper is to draw attention to a particular area of ETA called entrepreneurial buy-in (EBI). The research focus on ETA to date has predominantly been on private equity-backed buyouts of large, private or publicly-traded companies. This sophisticated and enlightening research is largely conducted by, or with, the Centre for Management BuyOut Research at the University of Nottingham. EBI research, by comparison, is represented a handful of published articles. EBI research is the investigation of business acquisition phenomena that involve 1) the presence of an external party or parties to a business and 2) relatively small amounts of personal, family, friend and bank financing. A stronger research agenda for entrepreneurial buy-ins appears timely given that large numbers of existing businesses are available for sale (Commission of the European Communities, 2006; Canadian Federation of Independent Business, 2006; International Business Report, 2007). In order to more formally pursue the EBI research agenda, this paper provides definitional clarity with respect to the main areas of entrepreneurship through acquisition. Next, it presents the extant ETA research and highlights some



relevant findings. Finally, the paper offers a series of EBI-focused research propositions framed within an entrepreneurial process model.



Entrepreneurship through acquisition: Boundaries and Definitions The relevance of entrepreneurship through acquisition research is supported by a number of data sources that offer demand and supply proxies for firm takeover activity. On the demand side, the 1992 US Census’ Characteristics of Business Owners indicated that 10.1% of owners acquired their businesses. An NFIB study (Dennis, 1997) indicated that 20% of existing businesses were purchased. In a recent Kauffman study (2009), 7% of business owners purchased their businesses. On the supply side, there is US-based and international evidence that many businesses will be available for sale in the near term. In the US, the aging population will necessitate a transition of many family run firms, which constitute approximately 88% of all companies (SBA, 2008), to a new generation. However, low family succession success rates (Kets de Vries, 1993; Ward, 1987) may prompt owners to solicit outsiders (SBA, 2008). Internationally, there is evidence that many business owners will also be seeking to sell in the near future. The 2007 International Business Report generated by consulting firm Grant Thornton International, indicates that 28% of privately held business worldwide are expected to change ownership control by 2017. A European Commission (2006) report suggests that approximately one third of European businesses, an annual average of 690,000 firms, will be takeover targets within 10 years. To date, the entrepreneurship through acquisition research has mainly focused on private equity-backed buyouts of large, private or publicly-traded companies (CMBOR, 2007). The median size of buyouts is £6.9 million or approximately, $11.11 million USD (Meuleman et al., 2009). According to Wright et al. (2009, p. 503), the deals include both, “…insider-driven deals (i.e. management buy-outs, MBOs) and outsider-driven deals (i.e. management buy-ins, MBIs; and investor led buy-outs, IBOs)”. Typically, private equity firms demand a majority of the shares (Wright et al., 2009). Underneath the layer of private-equity led MBO, MBI and IBO deals lie a number of economically and sociologically-relevant ETA deals. The various types of ETA deals are presented in Table 1 below. The table segregates changes in firm ownership by the type of takeover transaction (i.e. insider or outsider-driven) and the presence or absence of private equity. It should be noted that private equity placements, predominantly venture capital-oriented, do not include seed and start-up funds (Wright et al., 2009).



Table 1 Types of Entrepreneurship through Acquisition Type of Transaction Buy-out (insider driven)



Buy-in (outsider driven)



Private Equity Placement Yes



No



I



III



Management buy-out (MBO)



Employee led buy-out (EBO)



II Management buy-in (MBI) Investor led buy-out (IBO)



IV Entrepreneurial buy-in (EBI)



The focus of this article is on quadrant IV, outsider driven forms of ETA that do not involve private equity placements. Practitioner-oriented journals (Case, 1991; Price, 1994) often use terms such as buy-out entrepreneur and secondhand entrepreneur to indicate these ETA forms. We propose that the scientific literature adopt the more useful term ‘entrepreneurial buy-in’ (EBI), based on the segmentation in Table 1. EBI denotes business acquisition phenomena that involve 1) the presence of an external party of parties to a business and 2) the absence of a private equity placement. An EBI is an entrepreneurial undertaking. The pre-sale state of a target business may be cash positive or negative. Whatever the case, a new owner-operator views the target business in a very positive light. S/he perceives that the business is significantly underdeveloped and/or that factors in the environment indicate that substantial growth is achievable. In this regard, an EBI is somewhat similar to the MBI type of ETA presented in quadrant II of Table 1. Robbie and Wright (1995, p. 532) describe the private-equityassisted, management buy-in as follows: …management buy-ins appear to be more proactive with incoming managers aiming to build successful businesses, achieve growth and be innovative (Robbie et al., 1992). Management buy-ins have typically been focused on enterprises which require turnround and restructuring, but where the parties involved consider that there is significant potential for growth which has not been realized by incumbent management. The EBI type is, of course, distinct from the MBI type by the absence of private equity funding. An EBI typically involves relatively small amounts of personal, family, friend and bank financing, as well as payback arrangements with existing business owners. A classic example of a very successful EBI is Frank Bowden’s late nineteenth century purchase of a three-person bicycle manufacturing concern in Nottingham, UK. Bowden renamed the firm Raleigh Cycles and initially used personal funds to grow the firm into



what became the largest bicycle manufacturer in the world by the turn of the century. A contemporary EBI example is described in the Harvard Business Cases entitled ‘Doug Cook: Acquiring a Business’ (parts A, B and C). Doug Cook purchased Feldco Windows and Doors, Inc. in 2000. He grew the company to four offices across Illinois, serving over 150,000 customers with 200 employees.



Literature Review As previously mentioned, the extant firm takeover literature has focused predominantly on management buy-ins and buy-outs (see Table 1, quadrants I and II), usually involving private equity funds (i.e. venture capital). The research, which was instigated in the early 1980s, led to the development of the Centre for Management Buy-Out Research at the University of Nottingham. The Centre developed a comprehensive database of takeovers which has been used to produce very useful knowledge in areas such as team characteristics, outcomes and employment changes (c.f. Robbie and Wright, 1995; Bacon et al., 2004; Wright et al., 2009). The non-private-equity funded firm takeover literature by comparison has yet to take shape. The empirical literature currently consists of a small number of published articles. Cooper and Dunkelberg (1986) pioneered research in the area by comparing firm starters and firm buyers. Tables 2 and 3 below provide a list of findings from extant studies with p values, when available. Table 2 reports the variables that have been hypothesized to influence buy in behavior. Table 3 reports the variables that have been hypothesized to influence buy in outcomes. Some findings are reported with more than one p value because the related variable was entered into more than one model with different effects. It is important to note here that the presented findings are considered preliminary and exploratory given the state of this research area. Many of the p values are no stronger than the .10 level. In addition, the extant research does not distinguish amongst no/low growth EBIs and high-growth EBIs, a distinction that may be rather relevant.



Table 2 Firm Takeover Influences Study



Findings



Cooper & Dunkelberg, 1986 Chaganti & Schneer, 1994 Begley, 1995



Firm buyers are older than firm starters Firm buyers less likely than starters to have entrepreneurial parents Firm buyers self-report less operations strength than starters (p


Block et al., 2012



Parker & van Praag, 2012



Non-founders are less likely to run manufacturing companies than founders Non-founders have shorter tenure with their firms than founders Non-founders are less likely to have same-industry experience than founders Non-founders are less likely to take risks than founders Age positively influences takeover decision (p


The five studies in Table 2 test a number of similar hypotheses. The age hypothesis is found to be relevant to the takeover decision by Cooper and Dunkelberg (1986) and Block et al. (2010), but not Parker and van Praag (2012). The presence of entrepreneurial parents is found to be statistically significant by Cooper and Dunkelberg (1986) and Parker and van Praag (2012), but only the presence of an entrepreneurial father in the Block et al. (2010) study. Years of higher education is found to have a negative influence on firm takeover in the Block et al. (2010) and Parker and van Praag (2012) studies. Entrepreneurship education appears to have no impact on the firm takeover decision according to Block et al. (2010). Gender does not appear to play a role in mode of entry (Block et al., 2010; Parker and van Praag, 2012). The perception of, and tolerance for, risk does appear to influence the takeover decision (Begley, 1995; Block et al., 2010; Parker and van Praag, 2012). Cost of mode of entry also appears to be a significant factor in the start-up decision (Block et al., 2010; Parker and van Praag, 2012).



Two variables, self-reported operational strength (Chaganti and Schneer, 1994) and inventiveness (Block et al., 2010), appear only once each, but both are highly statistically significant. Both are negatively correlated with the firm takeover mode of entry.



Table 4 Venture Outcomes and Influential Factors Study



Findings



Chaganti & Schneer, 1994



Operations strength increases annual sales (p


Begley, 1995 Prins, 2007 (unpublished Master’s thesis)



Table 4 above presents three studies that have included outcome variables in research on firm takeovers. The outcome measures include annual sales, return on assets (ROA), and survival. Chaganti and Schneer (1994) report that, on average, firm takeovers have lower annual sales (p


Theorizing about Entrepreneurial Buy-ins The objective of this section is to establish and discuss a series of research propositions that explicate various, unique aspects of EBI. The propositions are informed by both the



extant entrepreneurship literature and the exploratory buy-in research discussed in the previous section. We use a process model from the entrepreneurship literature in order to distinguish EBI from mainstream entrepreneurship. The value of an entrepreneurial process model lies in its ability to achieve high degrees of general applicability and utility for practitioners, policy makers and scholars. A recent study of extant entrepreneurial process models (Moroz & Hindle, 2012, p. 792) suggests that only four are, “considered as converging on conceptualizing the entrepreneurial process by what was simultaneously generic and distinct about the process.” Of the four, the process model that appears to be the most useful is that of Shane (2003). The stages and direction of Shane’s (2003, p. 12) entrepreneurial process model, are displayed in Figure 1. Propositions relating the seven elements of the process model are offered and discussed in sub-sections below.



Figure 1 Entrepreneurial Process Model (Shane, 2003)



Existence of Opportunity



Discovery of Opportunity



Decision to Exploit Opportunity



Resource Acquisition



Entrepreneurial strategy



Organizing Process



Performance



Stage 1 – Existence of Opportunity In a typical entrepreneurial start-up, a nascent entrepreneur discovers and assembles a new means-ends framework. The framework is a creation consisting of products, raw materials, markets, production methods and/or organizing methods. Shane (2003, p. 40) describes the framework as, “a new way to generate profit by recombining resources and selling the output for more than it costs to acquire or produce.” In an EBI, some of the organizing already exists – a business structure; customers; vendor relationships; and, so on. This may prompt some to consider that increased success merely requires the optimization of an old framework (Shane, 2003). However, the existing business manifestation is far from complete from the perspective of an EBI candidate. In order to generate success, the EBI candidate must re-create the substantive aspects of the means-ends framework in order to set the existing business on a new, upward trajectory. Hence,



P1



An EBI opportunity involves less creation and more optimization than a start-up



venture



Stage 2 – Discovery of Opportunity A typical entrepreneur starts a means/ends framework from scratch. transforms and coordinates resources in order to facilitate business entrepreneur is comfortable organizing in this fashion. In the case candidate is willing to approach the means-ends framework differently. P2



S/he assembles, objectives. The of EBI, the EBI Hence,



EBI candidates approach the means-ends framework differently than entrepreneurs



The EBI candidate is willing to consider a partially-formed means-ends framework. The partially formed framework manifests as an existing business. The existing business is a vastly underperforming ‘opportunity vehicle’ in the eyes of the EBI candidate. Yet, it offers some valuable benefits. The heavy lifting during the launch phase has already occurred and so, growth can be the predominant focus. Some useful vendor relationships may already be in place. The business has some paying customers. Hence, P2a



EBI candidates prefer to see some of the means of an opportunity in place



In order to buy an existing business, an EBI candidate will, generally speaking, have more available financial resources than a typical entrepreneur. As such, an EBI candidate will be older (Cooper and Dunkelberg, 1986: Block et al., 2010), possessing relatively more work experience and a larger social network. The work experiences, as well as the larger social network, provide the candidate with more knowledge about a means-ends relationship and how to pursue it. Hence, P2b



EBI candidates have higher access to information than entrepreneurs



Shane (2003) indicates that entrepreneurs use imagination and creativity to elicit new means-ends frameworks. The process involves the identification and development of new solutions to open-ended problems (Harper, 1996). In the case of EBI, an infrastructure is in place. An EBI candidate does not have to envision and create a new venture from nothing to solve a problem (Block et al., 2010). Hence, P2c



EBI candidates are less creative than entrepreneurs



Stage 3 – Decision to Exploit Opportunity Shane (2003) indicates that the psychological characteristics that distinguish entrepreneurs from non-entrepreneurs fall into three broad categories: aspects of personality and motives; core-self-evaluation; and, cognitive properties. We expect that EBI candidates will distinguish themselves from entrepreneurs in key ways based on some of the characteristics in the first and last categories. Hence, P3



EBI candidates differ from start-up entrepreneurs in terms of psychological characteristics



The aspects of personality and motives category contains two characteristics that are of interest here: risk aversion and desire for independence. EBI candidates, like entrepreneurs, seek to grow enterprises. However, EBI candidates wish to pursue the growth agenda from an infrastructure that offers existing customers, supplier relationships, cash flow and so on (Block et al., 2012). The infrastructure will offer an immediate salary, as well as cash for loan servicing. The salary will be particularly attractive given that EBI candidates will be older, on average, and more likely to have a number of financial obligations. Hence, P3a



EBI candidates are more risk averse than entrepreneurs



The literature suggests that EBI candidates tend to be older than entrepreneurs and that they are also likely to have more work experience than entrepreneurs (Cooper and Dunkelberg, 1986). The experiences serve to engender a strong desire for work independence. This desire for autonomy is distinct from that of entrepreneurs in the sense that the latter have not experienced the same struggles and frustration working for others. Hence, P3b



EBI candidates will, on average, exhibit a higher desire for independence than that of entrepreneurs



A cognitive property that is expected to distinguish EBI candidates from entrepreneurs is intuition. Entrepreneurs rely heavily on intuition when creating new means-ends frameworks. They rely heavily on beliefs and feelings about the potential for a new and uncertain framework. In contrast, EBI candidates seek existing means upon which to develop expected ends. They rely less on beliefs because there is prima facie evidence for a business model. Hence, P3c



EBI candidates rely less on intuition than entrepreneurs



In addition to the aforementioned differences, we propose a cognitive bias that manifests much more strongly in entrepreneurs than in EBI candidates: not invented here (NIH) syndrome. Entrepreneurs create new infrastructures that embody their visions. They control, or so they think, most strategic and tactical business decisions. EBI candidates, on the other hand, exhibit a willingness to accept an existing means-ends framework as offering value to the strategic vision and tactical goals. Hence, P3d



EBI candidates are less likely than entrepreneurs to exhibit not-invented here (NIH) syndrome



Stage 4 – Resource Acquisition In a typical start-up, an entrepreneur has limited resources (Bhide, 2000). Often, an entrepreneur must rely solely on herself and hope to earn revenue before limited start-up capital is exhausted. There is no obvious and straight-forward path to accessing bank loans, angel capital or otherwise without evidence of success. This picture varies substantially with the initial conditions for an EBI. Hence, P4



Resource acquisition varies between EBIs and new start-ups



Research evidence suggests that EBI candidates are more likely to have the liquidity (Parker and van Praag, 2012) to purchase an existing business outright or with the help of financing. In addition, potential lenders, e.g. banks, are likely to view the existing cash flows, customers and equipment of an EBI target in a favorable light (Bastié et al., 2013. Hence, P4a



Lenders are more likely to provide loans to EBI candidates than entrepreneurs



The very nature of acquiring an existing business suggests that there is a good chance that the business has employees. Further, the employees likely have received relevant training for, and experience working in, the business. In addition, the EBI candidate should be able to find additional human resources fairly easily because s/he can offer the security of joining an existing business. Hence, P4b



EBIs acquire human capital more easily than start-ups



Stage 5 – Entrepreneurial Strategy



It is often suggested that entrepreneurs are required to revise their strategies and tactics numerous times in order to grow and become profitable. Unfortunately, the changes that may be required to achieve success are extremely difficult to anticipate. For an EBI candidate, the extent of change may be mitigated, given that the existing infrastructure has an operating history. Hence, P5



In comparison to a start-up venture, there are distinct strategic advantages associated with an EBI



An EBI target has reached its current fiscal state by an entrepreneur who had to manage a variety of market-based challenges to overcome the liabilities of newness (Stinchcombe, 1965). For example, the entrepreneur will have made and tested assumptions about customer tastes and preferences. The incorrect assumptions will most likely have influenced a variety of small and large changes in the method of conducting business. An EBI candidate will be able to reduce and refine growth strategies and tactics based on these past changes. Hence, P5a



An EBI target requires less strategic pivots and tactical iterations than a start-up venture



Another strategic benefit for an EBI candidate is the ability to use the existing infrastructure to create barriers to entry. An EBI candidate enters the existing infrastructure with a vision of growth. The existing infrastructure expedites the path to growth. It also provides a useful platform for warding off potential competitors. The EBI candidate can leverage the existing business to develop stronger relationships throughout the distribution channel. Entities in the channel will likely respond more favorably to an existing enterprise than a start-up. Hence, P5b



EBI targets offer barriers to entry and deter future entrants more effectively than start-up ventures



Stage 6 – Organizing Process Reynolds and White (1997) provide evidence indicating that a typical start-up requires approximately one year to launch. An EBI is a live business with customers and distribution channel relationships. Hence,



P6



The organizing process for an EBI target is different than for a start-up venture



As previously stated, an EBI target has been managed by an entrepreneur who faced a variety of external challenges. The entrepreneur can communicate the operating history and business decisions to an EBI candidate who can then use the information to inform future planning and action with respect to growth expectations and human capital and financing requirements. Hence, P6a



EBI candidates produce more accurate business plans than do entrepreneurs



As an EBI target has an operating history, it likely has in place a series of operating procedures and policies. These policies relate to customer interactions, hiring and firing, employee conduct, job responsibilities, and so on. The policies and procedures in place streamline operations and allow the EBI candidate to focus more time on business growth. P6b



EBI targets are more efficient than start-ups



During a start-up, an entrepreneur must manage all aspects of the company, e.g. sales, marketing, customer service, and bookkeeping. The entrepreneur will likely face problems if s/he does not do so. EBI candidates, on the other hand, can focus their time and energy on key aspects of firm performance given that policies and procedures are in place to manage internal and external issues. Hence, P6c



EBI candidates can specialize rather than act as generalists



Stage 7 – Performance A start-up situation is inherently different than an EBI. The propositions suggested in the previous stages suggest that an EBI candidate can be distinguished from an entrepreneur in some key ways. Here, we propose that there are some additional differences between EBI candidates and entrepreneurs that account for organizational success. Hence, P7



The drivers of performance for EBIs are different than for start-ups



In a start-up scenario, an entrepreneur develops management skills (as distinguished from start-up skills) during growth. S/he can learn about customer and supplier interactions and employee issues as the business grows. An EBI candidate, on the other hand, purchases an existing infrastructure that must be managed effectively immediately. Even with policies and procedures in place, the EBI candidate must still handle problems that arise with customers and employees (Parker and van Praag, 2012). To this end, the EBI



target will benefit from the EBI candidate’s prior management experience (Chaganti and Schneer, 1994). Hence,



P7a



Functional experience plays an immediate and important role in the success of an EBI



As previously mentioned, EBI targets mitigate the liability of newness phenomenon. EBI targets have survived the rough start-up phase. Perhaps most importantly, they have paying customers. Delmar and Shane (2003) find that a first sale reduces the likelihood of a start-up disbanding. EBI targets also provide, among other things, existing brand awareness, vendor relationships and trained employees. Hence, P7b



Survival rates of EBI targets are higher than start-ups



A final proposition that deserves mention in the section relates to the nature of EBIs from a macro-economic perspective. It is plausible to make a distinction between low / no growth EBIs and high growth EBIs. Some of the former may be designed that way (i.e. lifestyle businesses) and some may be the result of problematic visions regarding revised means-ends frameworks. Regardless of the case, the high-growth EBIs may be far important with respect to key economic criteria such as job creation. They may also be far less common than their no / low growth counterparts. The proportion may be similar to the percentage of gazelles in the entrepreneurial population (Birch, 1979). Hence, P8



EBIs are a fraction of all buy-ins



Conclusion The phenomenon known as entrepreneurship through acquisition can be divided into four different types based on type of transaction (insider versus outsider-driven) and the presence or absence of private equity during an acquisition. The focus of this paper is on entrepreneurial buy-ins, outsider-driven transactions that do not involve private equity placements. A review of extant EBI research indicates that the domain is in an emergent state. In order to further develop the EBI research program, we offer a number of research propositions organized within Shane’s (2003) seven-stage entrepreneurship process model. The proposed research propositions are intended to stimulate debate about the EBI domain, leading to the development and testing of hypotheses and EBIspecific theories.
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