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Abstract

In the next few years, many companies in the field of small and medium-sized enterprises
(SMEs) in Germany are about to change the generation of entrepreneurs. This article deals
with the reasons and strategies for regulated succession of entrepreneurs in these SMEs.
The following research question is at the heart of the present study: 'What are the reasons
and strategies for finding a business successor considering the company analysis for small
and medium-sized enterprises in Germany?'. Within the scope of an extensive literature
analysis, the current state of research on the topic of business succession is analysed by a
qualitative content analysis according to Mayring and the most important reasons and
strategies are identified. For this purpose, 4 main codes and 14 subcodes were defined
inductively and deductively, and the present literature was encoded according to the
method of structured content analysis. 673 codings were carried out and then analysed
in the context of the research questions.

The main reasons and strategies were identified, and the research question was fully
answered. In addition to answering the central research question, the article also makes
recommendations for the planning and complete implementation of a regulated business
succession within the framework of the article conclusion. This article is the author's
second article on the topic of Business Succession and is complementary to the author's
first article.
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1. Introduction

2020 is the year of an ever-changing economic world, due to global and national economic
crises (e.g. trade barriers due to the unilateral termination of long-term reliable trade
agreements, a more pronounced decline in the labour force potential) [5] and sudden
severe economic upheavals due to the COVID-19 pandemic, forcing national and
international economies to radically adapt micro- and macroeconomic developments.
Especially in Europe and here, with the focus on industrial and agricultural areas and the
lack of increasingly necessary raw materials today, small, and medium-sized enterprises
shape the corporate landscape.

Small and medium-sized enterprises in Germany are enterprises with less than 500
employees and an annual turnover with less than 50 million € (definition of the IFM,
Bonn) employees. As of December 31, 2017, these companies employ approximately
24.19 million employees subject to social security contributions, including trainees in
Germany, which is 78.6% of all employees

Most of these holdings are family-owned enterprises which either manage their
enterprises as partnerships or corporations. In exceptional cases, also in a mixed form,
the so-called business divisions, in which the operating company is a corporation, and the
ownership company is a partnership.

These family companies are bound to be followed up, although in fewer and fewer cases
these are family members. This is for many reasons, which are also mentioned in the
following. This situation makes it difficult to succeed a planned entrepreneur because a
non-family member does not know the company to be taken over and, in this respect, an
even more precise planning with an extraordinary amount of information must be
prepared and made available. This also applies to cases in which employees of the
company take over the company, although this situation is also becoming less and less
relevant. [23]

The aim of this article is, therefore, on the one hand, to raise awareness of this issue among
entrepreneurs and potential successors and, on the other hand, to aid with such projects.

2. Methods

The purpose of this article is to answer the following research question:

'What are the reasons and strategies for finding a business successor considering
the company analysis for small and medium-sized enterprises in Germany?’

In answering this research question, attention will be paid to the following aspects of the
current state of research on the subject:

o What are the reasons for finding a successor?

o What possible strategies are being developed in the context of corporate
succession?

o What are the possibilities of the transfer of companies?

In order to answer the proposed research question, an extensive literature research and
a qualitative literature analysis were carried out.
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For this purpose, the following databases/library catalogues were used for literature
research:

o SpringerLink

o SCOPUS

. JSTOR

o ABS Academic Journal Quality Guide
° PRO-Quest

o EBSCO Host
o Google Scholar
o Google Search

The following search terms were used as part of a targeted literature search.:

. Entrepreneurial succession

o Strategies for Business Succession

o Succession regulation Company

J Succession scheme Company transfer

o Reasons for Business Succession

o Reasons for Business Succession Regulation for Small and Medium-Sized
Enterprises

o Motivation Succession regulation for medium-sized enterprises Germany

o Business transition SME Germany Reasons Strategies

o Entrepreneur Succession Reasons Strategies for Small and Medium-Sized

Enterprises Germany

Literature research identified 453 potential sources, 157 of which were identified as
relevant sources. All sources which met the generally valid scientific requirement of the
level of detail and the quality of the preparation were considered relevant. Twenty-five
primary sources were used in this work. These are all scientific publications and articles
in scientific journals. These are mainly recent works with a release date of more than
2000. The latest work is the journal article from Xian 2021 [28].

This literature was encoded with the MaxQDA software. For this purpose, 4 main codes
and 14 subcodes were defined inductively and deductively, and the present literature was
encoded according to the method of structured content analysis. To this end, 673 codings
were carried out and then analysed in the context of the research questions.

For an overview of the codes and subcodes created and their hierarchy, see Figure 1.
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Figure 1: Overview of literary codes!

The present study is based on a medium-sized company that is characterized by the
following factors:

e Analysis and evaluation of the company
e Analysis of the tax framework

¢ Financing considerations

¢ Finding the successor

3. Results

The following results were found by the literature analysis.

Analysis and evaluation of the company

o Determination of company potentials
o Analysis of vulnerabilities
o Valuation of the company

-Substance value methods

-Liquidation value proceedings

-Income value method

-Mean method

-Proceedings under the capital service limit
o Creation of business plans

! Categories and Codes are presented in the original language of the performed search: German
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Determination of company potentials

An analysis and documentation of the company's success potential, such as employee
qualification, Quality of the products / brand name, company know-how, market position,
quality of customer and supplier relationships, innovative capacity, etc. is of great value
not only for the entrepreneur, as he can thereby substantiate his purchase price claim, but
also for the successor, since the latter thus acquires greater certainty about the objective
chances of success of the company as well as precise knowledge of how strongly the
company's success is tied to the person of the departing entrepreneur. [6]

Analysis of vulnerabilities

Weaknesses in the organisational area can be seen in the following areas, among others:

o poorly efficient communication

o bureaucratic procedures, so that there is little flexibility
. Unclear organisation

o Discrepancy between responsibility and responsibility
o Too little customer orientation in order processing

o high turnaround times in the operational sub-areas

o too large storage

o Quality problems

These vulnerabilities often correspond to a mostly authoritarian leadership style and
possibly relatively low qualifications.

A review of the market position could show the following results:

o Customer loyalty is not sufficient

o Customers purchase the same or similar product

o The competing products are not sufficiently known

o The market demands further developed products

o The market share is too small, although the company is one of the technology
leaders

o Broader application of existing know-how in neighboring, previously untapped
areas

o New markets have not yet been opened up

o The good product name is not marketed enough

Such findings point to untapped potential of the company.

Deficiencies in organizational structure and business processes have a direct impact on
the valuation of the company through the profitability and financing of the purchase price.

These two aspects are directly related to the personnel structure of a company, since
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° on the one hand, recruitment often does not follow from a systematic point of view,
o on the other hand, there is often a lack of a targeted personnel development
strategy.

The corporate culture also plays an important role in this context. This means above all
the interaction, the way in which the process of performance creation takes place on the
one hand, and on the other hand, how conflicts are handled [22].

For reasons of maximum objectivity, the vulnerability analysis should be carried out by a
competent consultant (personnel consultant, management consultant).

Valuation of the company

First, it should be noted that there is no right evaluation procedure and no legal basis.
However, it is an essential part of corporate finance.

The aim of a company valuation is to find a fair purchase price for the company - both
from the point of view of the owner and from the point of view of the potential acquirer
- or his shares, and then to coordinate safely, well-founded and comprehensible whether
this purchase price and the resulting capital service can be generated from future
company income. Otherwise, in the worst-case scenario, the purchase price could exceed
the company's ability to capitalize. A future demise of the company would be pre-
programmed [17].

The best-known methods of company valuation:
Substance value methods:

This is an attempt to determine the costs that would be incurred if the plant on the "green
meadow" were to be rebuilt in its current state. The substance value method can be in
the foreground in such cases, where the vast majority of the company's assets are tied up
in real estate values and investments. Simplified, this can look like this:

Equation 1: Acquisition or Prod. costs = Debt capital + Estimated value of intangibles = Substance value

Liquidation value proceedings:

It is assumed that the company will be abandoned. In this case, it is estimated what sales
proceeds the assets can generate if they are sold individually. The sum of these estimated
sales proceeds then represents the liquidation proceeds. This method ignores many cost-
price-enhancing factors.

Earnings value method:

This procedure has now become established and is recognized by the case law as the most
sensible. This procedure includes the future-oriented earnings potential of the company
in the determination of the purchase price. This procedure can be presented in a greatly
simplified way:

1. Step: Determination of operating results for the last three years
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2. Step: Clean up operating results by extraordinary income and expenses

3. Step: Determination of adjusted average operating profit for the last three years

4. Step: Capitalization of the average operating profit of the last three years with an
interest rate.

This interest rate should be based on the longest interest rate, e.g. of federal bonds plus
an interest surcharge (to compensate the risk). See Equation 2 below:

Equation 2: Operating profit for the last three years * 100 —Interest Rate

Mean Method:

The mean value method now tries to form an average value from the very different results
from substance and earned value methods by weighting the substance value and the
earned value and then adding them to the enterprise value. This is done by specifying, for
example, that the yield value should have a weight of 75 percent of the total value.
Consequently, the yield value shall be multiplied by 0.75 and the substance value by 0.25.
See Equation 2 below.

Equation 3: (earnings value * 0.75) + (substance value * 0.25) = total value of the enterprise

Proceedings under the capital service limit:

This method, developed in practice, first determines the maximum sustainable additional
capital service (additionally, because it exceeds the operational needs), which can be
borne by the expected turnovers and revenues from the next 5-10 years. This additional
portable capital service reflects an additional maximum loan volume that the company
can bear. This loan volume now represents the upper price limit for the enterprise value.

In addition, combination value methods are more frequently used, which combine
different evaluation methods with different weightings (based on findings of the past, the
future, and the substance).
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Creation of business plans

Considering the potential of the future entrepreneur, planning of any necessary
investments and their financing, product development, personnel qualification and
organizational development, turnover, operating expenses, liquidity, capital service
capacity, profitability, etc. This planning must show whether the purchase price of the
company can be generated from the company's profitability. After all, the future
entrepreneur will have to pay the purchase price on the grounds of his salary or profit
allocations [16]. Therefore, the determination of the capital serviceability of the company
in the context of the determination of business plans plays an essential role in
determining the purchase price [24].

o Analysis of the tax framework

o Sale of business as a whole

o Concept of the essential operating basis
o Partial business disposal/- task

o Transfer of a co-entrepreneur's share

Operation task as a whole

The following statements deal with the tax treatment of business sales or business tasks.
Such topics become relevant to traders whenever they decide to end their entrepreneurial
commitment.

In addition to leasing or transferring the assets free of charge, it is possible to sell the
holding to a purchaser or to terminate the holding in the context of a task [11].

The variant for which the entrepreneur chooses depends both on the company law
agreements, on personal considerations of the entrepreneur and on legislative changes or
situations.

The author has endeavored to present the tax consequences of a company succession as
neutrally as possible, i.e. not only in Germany. The facts and concepts are, at least
throughout Europe, congruent or transferable. Therefore, there are no references and
quotations from legal norms and jurisdiction. In a later article, the topic is
comprehensively dealt with in a German journal.
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Sale of business as a whole

A sale of the business occurs when a company with its essential operating bases is
transferred to a purchaser for consideration. The transfer must be carried out in such a
way as to allow the continuation of operations. is irrelevant. For the purposes of this
provision, a partnership (e.g. OHG, KG or GbR) may be the exclusive of an individual [27].

The decisive factor for the assumption of a divestiture is that the essential operating basis
as a unit is transferred entirely to the acquirer.

As a further condition, in addition to the transfer of operating bases, the trader must cease
his activity. However, it is not assumed that the transferor ceases its commercial activity.
Accordingly, the trader may continue another commercial activity unrelated to the
divested activity unchanged.

Concept of the essential operating basis

The definition of existing assets as an essential operating basis can only be determined by
individual decisions.

Whereas in the case of a division of the company, the business function of an asset is based
exclusively on the operational function of an asset (so-called qualitative consideration),
the concept of the essential basis of operations additionally includes the so-called
quantitative approach. This includes all assets which, although insignificant for the
economic operation, contain substantial hidden reserves. As a standard, therefore,
company land is one of the main operating bases, irrespective of whether they are used
for operational purposes [9].

Partial business disposal/- task

A sub-enterprise is an organically closed part of the holding, which is equipped with a
certain degree of autonomy, which has all the characteristics of a holding and is viable on
its own.

The sub-operation must therefore be conceptually distinguished from independent
holdings and individual assets of working capital (operating equipment) [8].

For there to be a certain degree of economic autonomy(self-reliance), the various assets
must be used in their summary for an activity which differs or differs from the rest of the
commercial activity in the context of the whole business. Indications that speak in favor
of self-reliance may include:

o Use of own fixed assets and resources
o Use of different personnel

° Existence of its own customer base

o Keeping your own books

As a final requirement, the company's own viability is required.

The partial operation task is to be delimited from this. The partial operation is carried out
if the trader definitively ceases the activity previously carried out in the part-time
operation and sells the essential operating bases devoted to the part-time operation to
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various purchasers within a short period of time or transfers the assets to the private
assets and thus reveals all hidden reserves in one go [10].

Transfer of a co-entrepreneur's share

In addition to the sale of an entire business, a sub-business and a 100% shareholding in a
corporation, the sale or abandonment of a co-contractor's share is also possible and
taxable.

The co-entrepreneur's shareholding is to be surrendered if the co-entrepreneur's share is
previously shared and then, by a single decision, sold to various purchasers [13].

Operation task as a whole

The business task must be distinguished from the sale of the company. Both methods of
terminating a business lead to the same legal consequence but differ fundamentally in the
previous implementation [3].

A business abandonment presupposes a definitive cessation of this commercial activity,
as in the case of the sale of the business. This must be assumed if the trader sells the
essential operating bases of the establishment.

The sale of these assets must not only take place uniformly to a single acquirer in the
context of a task, but may, by way of derogation, be made to many purchasers [21].

Furthermore, there are the possibilities to transfer the assets into the private assets of the
entrepreneur or to transfer the essential operating assets partly to sale and partly to
private assets.

However, during the ongoing tasking process, the entrepreneur must ensure that the
divestitures and withdrawals must take place in a uniform process. A uniform operation
is to be assumed whenever the task is completed within a short period of time. It is not
possible to determine exactly which period is still to be regarded as short [14].

The start of the operating edition shall be seen in actions which are objectively directed
towards the dissolution of the undertaking. An internal task decision, even when an
announcement to the outside world is made, does not therefore lead to the beginning of
the operational task. The task ends when the last asset, which is part of the main operating
basis, has been sold.

Financing considerations

o Financing the transfer of the company
J Financial instruments
o Financing the transfer of the company

The path into self-employment is often a rocky road. Because most of the time
there is a lack of the necessary seed capital.

In the event of a start-up or start-up/takeover, priority financial instruments of
state-owned start-up banks may be included, as the loans of these "founding
banks" are endowed with favorable interest rates, grace-free start-up years and
long maturities [18].
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These funds will:

o Substance held in the company

o Profitability increased due to the lower interest burden and

o Liquidity is spared by delayed cash outflow.
185,000 start-up surges after the completion of the unit. The money seems to be
falling on fertile ground: only 38 out of 1000 companies that received funds in the
early 1990s were insolvent five years later.

Financial instruments

The financing elements are granted by house banks, but also in particular by promotional
banks of the federal and state states. There are also consultants available for the right
programs. May also be applied for reimbursement applications from public authorities for
any consulting costs incurred. This support ensures that no company transferee must feel
left alone [4].

Self-capital assistance loans

Ideal increase in equity. The amount of funds is limited. The amount of the "cover" and
the other conditions (maturity, interest rate, collateral, etc.) may change over time.

Start-ups

Ideal credit for commercial founders/entrepreneurs and freelancers, entrepreneurs, and
business successors. The conditions are like those of equity support. For example,
investments such as stock expansion or market development costs are financed [7].

Operating loan

Ideal additions to investment financing. Cheap loans are granted to cover the additional
equipment needs for pre-financing, warehousing, development costs, market
development and payment targets.

The following principles apply for such loans:

o House banking principle: Applications for public loans must be submitted to a
house bank before the start of the project.

o Apart financing: Only a part of the total investment is usually financed, so that the
house bank's own funds and loans must be included.

° Collateral: As arule, these loans are to be secured in the usual bank. However, there

are exceptions due to special situations, as is currently applied due to the Covid-
19 exceptional situations.

For financing considerations and discussions with the banking partner, extensive
preparatory work is necessary, which - if this cannot be handled alone - should be
accompanied by professionally served consultants (tax consultants, auditors, Chamber of
Commerce/HWK).

Documents to be prepared include, in particular:

o Project description (business concept) with investment plan
o Sales and earnings forecast (for approx. 2-3 years) incl. profitability forecast
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o Technical opinion (if necessary) external consultants/IHK or HWK
o Takeover and company contracts as well as leases and leases
o Financial statements and, if necessary, Opening balance sheet on takeover.

When using funding programs, care must be taken to ensure that deadlines are usually
observed. Therefore, projects normally planned must only be implemented after public
funds have been granted [28].

Finding the successor

Many takeovers are delayed, not materialized, or an emergency arises due to the sudden
death of the entrepreneur, because many entrepreneurs are already resigning from the
question of finding a successor.

The successor is known

Assuming that the successor is known, the following cases can be distinguished.

In many companies, although there is in principle a successor from the family, the
potential successor lacks either the suitability or the will to take over the company.

In the case of a successor from the circle of shareholders, while maintaining the continuity
of the company remains in principle, the emphasis is different from that of a successor to
a family. In addition, the uninvolved potential successors often expect compensation for
the renunciation of succession [7].

A suitable successor from the management or management level of the company often
already has very good knowledge of the company. Continuity is therefore likely to be
most widely maintained in this case. Professional aptitude and leadership qualification
are also known. This solution is particularly useful if a suitable successor from the family
is not available [15].

A successor from outside the company may be members of the management levels of
companies in the same or related sector, as well as professionally and commercially
qualified start-ups.

The successor is unknown

More difficult is the situation in which the successor is not known. Basically, the following
ways may be possible:

o your own search (through the public, from the competition, associations, etc.)
o search via HR consultants
o search via exchanges of chambers of commerce and crafts.

Another alternative is to turn on a consultant: on the one hand, this saves time and
prevents err on the other hand, on the other hand, the consultant can select the successor
candidates based on a jointly developed requirements profile and present only the
appropriate candidates to the entrepreneur.
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Requirements for the successor

Regardless of where the successor comes from, it must meet certain requirements.

Expertise is an important requirement for a successor. It consists of a commercial and a
professional competence. Often, the successor is selected only according to this criterion.

The term social competence is used to summarize qualifications of the management
silence. A new style of leadership cannot be prescribed, but is based on a willingness to
talk, to be able to listen, to be able to relate to a clear position, to see one another as a role
model and to be open. Talking to employees and managers, understanding their feelings
and thoughts is an important, indispensable tool in this context. Therefore, decision-
making, delegation and constructive conflict capability are among the requirements for
a successor [20].

The most important requirements for the successor:

o Leadership skills / skills

o Social skills, willingness, and ability to talk

o Mediation and negotiation skills

J Business and professional competence

o He should fit to the team of the company no resistance already generates by his
person

o Decision-making, assertiveness

o A clear concept should be presented by a successor to demonstrate his

seriousness, but also his competence.

Advantages / Disadvantages of alternatives of the transfer of companies

Due to the many aspects to be considered, only the main advantages/disadvantages can
be presented from the point of view of the company.
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Table 1: Type of Transfer - Advantages/Disadvantages - own depiction

Shar | Asse | Fusio | Operating | Operationa | Free Family Nonprofit
e t n Splitting 1 Transfer | Foundation Foundation
deal | deal leasing
Time and ° °
Effort + + + £ 3 + + *
high/low
Preservation of the ° ° ° °
Company + + + *
Secured/unsecured
Tax burden * *
+ + + + +
rather high/low i o
Supply of the
Entrepreneur i d d + i d
secured/unsecured
Financing needs
rather high/low i + + + ® + °
Request to
Successor + + d + i d o
high/low
Preservation of the °
family + + + + + +
Assets secured
/ungesichert
Finding successors ° + + + + + +

+ = rather an advantage

« = rather disadvantageous

* = depends on the method of payment of the purchase price (in an amount or in
instalments)

A successor from outside the company may be members of the management level of
companies in the same or related industries, as well as qualified start-ups. However, the
assessment of the competence of the external

Harder. Nevertheless, this path is also a classic case for regulating the succession question.

4. Discussion

The literature analysis carried out in the context of this study clearly shows the reasons
and strategies for an accompanying succession of entrepreneurs in Germany. It can be
accepted as evidence that accompanied company succession must be regarded as
unalterable due to the continuing complexity of the issue of business succession.

The present study has been able to identify the following reasons and strategies for a
regulated succession of entrepreneurs in the literature using the qualitative content
analysis according to Mayring. This adds to the existing literature in the field.
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The reasons for a regulated transfer of entrepreneurs must be distinguished between
internal and external reasons. The most important internal reasons are the personal
motives of the previous entrepreneur for a succession arrangement due to age and health
status, as well as the lack of possibility of transition in the direct entrepreneurial family.
This can also be seen in the works of Kay (2013 and (2016). The main external reasons
for a regulated transfer of entrepreneurs were recognized as the increasing challenges of
the current entrepreneur to continue to meet the ever-increasing demands in the field of
tax and commercial law and to play a major role in shaping the advancing technological
development of the existing company owner.

The most important components of the strategy of a planned transfer of entrepreneurs
are the detailed consideration of the exit situation in relation to the form of the company
and the desired transitional form, as well as the consideration and coordination of the
precise objectives of the transfer of the entrepreneur between all parties involved as can
be also seen in the works of Xian (2021) [28].

The research question of this article ‘What are the reasons and strategies for finding
a business successor considering the company analysis for small and medium-sized
enterprises in Germany?' can therefore be regarded as fully answered.

5. Conclusion

The present study has clearly shown the reasons and strategies for finding a successor
in Germany. Going beyond the core of this central research question, the following
recommendations can be given, as they provide significant support for the planning,
implementation, and full implementation of a regulated succession of entrepreneurs.
Succession solutions cannot be implemented overnight and can take 3-5 years if the
planning is well planned. The "lonely decisions" are often not the best. An entrepreneur
is well advised to work hand in hand with special lists in the business sector as well as
tax and commercial law for the transfer of the company.

The following recommendations for the rules on succession of entrepreneurs
should be identified:

o Choose the right one, not the best, as your successor.
o Align the purchase price with the financial resilience of the company
o Get competent consultants "on board" to ensure professional competence and

avoid one-sided "blinded" own view of things.
o Operate an open information policy
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