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Summary

This study models and tests the different ways Imctwv pre start-up business
planning affects firm performance in the early lifgcle stages of a start-up. We
assume that a well developed business plan cafagditate access to bank
loans, thereby increasing the overall amount oflabi financial capital, and

(b) stimulate management professionalism. Nexthweothesize that (c) larger
financial capital stocks, and (d) higher levelsnodnagement professionalism
will positively impact on performance. We rely onsample of new Belgian

incorporated companies between one and two yedrsodiest our hypotheses.
We find significant positive relations between ptart-up business planning and
access to bank loans, between the receipt of baaksl and total start-up
financing, and between business planning and mamage professionalism.

However, the data do not support our hypothesideorelationship between pre
start-up business planning and performance. Irréalt section of the paper,
we compare several alternative explanations fors thiero effect’ on

performance.

Keywords: new business ventures, pre start-up planning;sgafinancing, new

business ventures’ performance, management profedsim
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1. Introduction

In the past decade, pre start-up business plarr@sgeceived a lot of attention in
both popular and academic literature. Numerous ‘himw books and brochures
meticulously inform would-be entrepreneurs aboaet ghoper formulation of a business
plan. Additionally, various interactive tools assig starting entrepreneurs with the

preparation of a business plan can be found okiVitie.

But, what is in it for the entrepreneur? Why inwegtresources and time in the
development of a comprehensive business plan?

Honig and Karlsson (2004) distinguish two viewstba rationale behind business
planning. Theeconomic rational vieviocuses on the direct impact of business plans on
economic firm performance. Effective planning is@sated with doing business in a
professional and well-thought manner, and subsedtyjenith positive performance
outcomes. Thenstitutional viewstresses the importance of business plans as dowvay
achieve legitimacy, a necessary (yet, not suffigieandition to survival and success.

Both perspectives have been put forward in empiniegearch to theoretically
ground the relationship between business plans Jlanning in general - and
performance (e.g. Bracker et al., 1988; Delmar 8hdne, 2004; Honig and Karlsson,
2004; Perry, 2001; Robinson et al., 1986). HoweVardings on the planning-
performance relationship are diverse and a consehas not yet been reached. For
example, Perry (2001) found a significant, althouggak, positive relationship between
planning and firm survival. Delmar and Shane (208gyally observed a significant

positive relationship between the completion of wsibess plan and new venture
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survival. Conversely, Bhidé (2000) did not find aogrrelation between extensive
planning and start-up success. Honig and Karls004) failed to find any effect of
writing a formal business plan on both survival andfitability within the 24 months of
study. The inconsistencies in operationalizatiorbw$iness planning and performance
certainly contribute to this discord in views.

Although planning-performance relationships haverbevidely studied, a clear
understanding of the mechanisms linking the twaocepts is still lacking. According to
Castrogiovanni (1996), no theoretical rationalesexifor studying direct planning-
performance linkages. Instead, other benefits beagleduced from planning, which in
turn may impact financial performance or survivadgpects. The objective of this paper
is to open the black box between pre start-up legsirplanning and performance. We
thereby focus on two mediating mechanisms: (1) sxde bank financing; and (2)
management professionalism. Our contribution to kheiness planning literature is
twofold. First, by increasing insights into the ¢debox between business planning and
performance, we may incite future theory developme®econd, we rely on a
homogeneous sample of start-ups between one angears old, thereby minimizing
extraneous variation and neutralizing ‘noise’ whaduld be ascribed to differences in
life cycle stage.

The remainder of this paper is structured as faldwrst, a theoretical rationale will
be provided for linking business planning to firmrfprmance. Next, we elaborate on
the hypotheses. Subsequently, our methodologydrelselesign and measurement) will
be treated, followed by a description of the resule end with a discussion and

implications for future research.
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2. Conceptual framework and hypotheses

Our conceptual framework is visualized in Figurdriwhat follows, we elaborate

on and theoretically underpin the different hypstse

Please insert figure 1 about here

2.1 Relationship la: business planning bank financing

Regarding the first mediating mechanism, we stamnfthe assumption that the
business plan contributes considerably to the gatpef external financing. Mason
and Stark (2004) state that “although businesssplave several purposes and target
audiences, most are produced in order to raised&ia Almost all authors (e.g. Barrow
et al.,, 2001; Kuratko and Hodgetts, 2001) agree ttiia assumption is an established
fact rather than an interesting line of inquiry.récent literature, the former relation has
been further explored with the focus on the conéd structure of business plans and
the various types of financiers (Mason and Stadk42.

In this paper, we concentrate on the banker's repdiehaviour, because bank
financing is a major source of finance for smaltlarew businesses (Shepherd and
Wiklund, 2005). Venture capital and business argeital are particularly reserved for
the most promising new business ventures, a smagioption of all start-ups. As our
sample contains all sorts of companies, it is mappropriate to pay attention to
bankers’ loan decisions.

The importance of the business plan originates ftbeinformation asymmetry
problem bankers are confronted with when assessiwestment decisions (Gompers,

1995). This problem is even more pronounced irctse of new businesses because of
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their lack of track record. Mason and Stark (20@d|)cate that the information required
to assess the competence of the entrepreneur argtdbpects of the business is either
unavailable, uneconomic to obtain or difficult tadrpret. The business plan is thus the
first - and possibly sole - substantial contactt thapotential funder has with the
entrepreneur (Shepherd and Douglas, 1999). Inrdgpect, Castrogiovanni (1996)
refers to the symbolism benefit of pre start-umplag. This benefit consists in (1) the
legitimation of the new venture proposal and (& tmproved communication with
external stakeholders, especially potential inwsstdhus, potential financiers will let
their investment decision depend on the presence lmisiness plan, since successful
businesses are perceived as doing it. Moreovagivés legitimacy to the start-up’s
project and provides information about the new went

Although the presence of a written business plamlshattract the attention of the
banker, we claim this condition is not sufficierd &xplain total loan allocation
decisions. Previous research on venture capitasinvent decisions found that the
business plan’s structural characteristics tendintuence investment behaviour
(MacMillan and Narasimha, 1987). In this paper, faeus on the extensiveness of the
business plan, operationalized as the number ofligigibns. We argue that an
elaborate business plan provides a clear and ctenpiew of the entrepreneur’s
intentions. Both characteristics may enhance ttamoés of being funded by bankers.
Moreover, the extensiveness of the business plan bea considered a proxy for
dedication, accuracy and precision of the entreqarergualities that are highly regarded

by investors. Therefore the following hypothesid i examined:

H1la: The more extensive the business plan, theshidjie probability of receiving bank

loans at start-up.
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2.2 Relationship 1b and 1c: bank financiagtotal start-up financing”/ performance

In the second part of the first mediating mechanibank financing is related to
performance through the total start-up funding wwdu Castrogiovanni (1996) expects
that the amount of external financing obtained vpdsitively impact the survival
prospects of the new venture. We agree with higgsibion, but find the focus on
external financing too restrictive. Instead, weuardghat the total volume of start-up
financing positively impacts on performance. Selveuathors (Cooper et al., 1994,
O’'Neill and Duker, 1986) have already pointed ohbé tpositive effects of initial
financial capital on new venture survival and gtowThey argue that more initial
capital permits more ambitious strategies and himge for the entrepreneur to make
mistakes or to overcome economic downturns.

Additionally, in view of the capital constraintsgaiment, we assert that the access to
external financing (in this case bank loans) wilirease total financing. In the case of
start-ups, owners will invest a great deal if nbbatheir own savings in their project.
But these savings will mostly not suffice to gudesnthe proper functioning of the new
venture. Therefore, external financing is needearder to raise total start-up capital. If
external financing is a substitute for private talpithis relationship would not hold.
Given that start-ups are capital constraint, weéedtiaat start-ups obtaining bank loans

will have a higher amount of total start-up finargccompared to start-ups that do not.

H1b: The receipt of bank loans shows a positivaatm@hship with total start-up
financing.
Hlc: Total start-up financing shows a positive tedaship with the new business

venture’s performance in its second year of life.
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2.3 Relationship 2a: business planning management professionalism

Some authors claim that planning offers little adege to new firm founders
(Bhidé, 2000; Carter et al., 1996). Yet, we archet part from the symbolism benefit
(Castrogiovanni, 1996), business planning may etdananagement professionalism.
The adequate formulation of a business plan poi@tart-up procures the possibility of
unfolding swifter and more professional managerpeactices after legal start-up. If the
business plan is not sufficiently elaborated, atestaneeds to invest time and resources
to compensate for the improper preparation of thg-sip. For example, if the financial
plan fails to make proper cash flow predictions ¢hérepreneur needs to resort to bank
overdraft, which is considered an unprofessionahagament practice. Similarly, the
response of the new venture to market influencéisb@isuperior in terms of quickness
and efficacy if pre start-up market research i$ phthe business plan.

In his article, Castrogiovanni (1996) describesilsimfeatures for the efficiency
benefit of pre start-up planning. Delmar and Sh&2@03) present an analogous
reasoning. They state that “planning helps firmniders to make decisions more
quickly than with trial-and-error learning; to maearesource supply and demand in
ways that minimize time-consuming bottlenecks; emtlirn abstract goals into concrete
operational activities more efficiently”.

In our research, management practices were evdluatbe following domains: (1)
financial management and accounting, (2) strategentation, (3) sales, (4) purchase,
(5) ICT, (6) HR management, (7) networking, (8) kedrorientation. These practices
were combined into an index, a proxy for the extentvhich the start-up engages in
professional management practices (for more detsg#e measures section). We

investigate the following hypothesis.
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H2a: The more extensive the business plan, theehighe level of management

professionalism in the start-up’s second yearfef li

2.4 Relationship 2b: management professionaliSmperformance

In our survey, ventures up to two years were as&bdut their management
practices. This implies that management profesfigimehas been assessed early in the
venture’s existence. However, it is not obvious dtart-ups to display professionalism
promptly. Therefore, new business ventures alreaidyining an elevated stage of
management professionalism in their early years expected to perform better
compared to those lagging in professionalization.ekample of a highly professional
management practice is the verification of the ritial and economic health of the
suppliers. This practice enables the entreprerewavoid financial discomfort or the
interruption of his business activities. On théesthand, having a limited clientele
generating a major fraction of the returns is cdeied an unprofessional practice and
may have severe implications on the endurance efvémture’s performance. The
nature of the relation between management profeskson and new venture

performance is hypothesized as follows:

H2b: Higher levels of management professionalisnadleto higher business

performance.
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3. Methods

3.1Sample

The data to test the hypotheses originate frormaegon the initial resource profile
and management practices of new business ventarganjzed at the end of 2003).
Questions related to ownership, management, hureaaurces, strategy, location,
innovation etc. These questions are intended teestie broader objective of gaining
insight into the relationship between the initiasource profile and long term business
success.

The sample consists of companies from all econ@®aators employing between 1
and 49 persons and between 1 and 2 years old.oler bound of one employee was
introduced in order to clear away ‘post box companifrom our sample. These
companies do not contribute to the economic agted they are primarily founded for
fiscal reasons. The upper bound of 49 has beeneohtis obtain a homogeneous
sample. Fast growing start-ups, in terms of nundieemployees, may have specific
features distinguishing them from the majority tvwdy growing firms. Research on
new business ventures is often characterized bglection bias, implying that only
survivors or successful new firms are studied. Ydigures on failures in Belgium
(Graydon, 2001), we calculated that the majoritpa$inesses that fail in their first five
years of existence, are 3, 4 and 5 years old. Swectocus on businesses between 1 and

2 years old, we believe the selection bias in aurge is small.

10
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As all companies in our sample are incorporategiy #gmnual accounts are available
through the Central Balance Sheet Office of theiddal Bank of Belgium. Because
these annual accounts are formulated under unifakes and are subject to control, the
ensuing economic information is objective and corapl among all included start-
ups.

The stipulations to be considered a new businesture are of a juridical nature.
This implies that a business venture is regardedwieen a new VAT-number has been
registered or when an old VAT-number has been reergd. An extra questionnaire
item enabled us to distinguish between genuine cempanies and companies that
already exerted the business activity before siamf the current business venture, e.g.
takeovers. Because takeovers are of a differentendéihan genuine start-ups and have a
history that may influence the relationship undedg, we only consider genuine start-
ups.

The questionnaire was sent by mail to the busioesgr/manager and followed by
two reminders, one postal and one by telephoneotal tof 2679 ventures were
contacted resulting in a sample of 637 useable hbia#s. Subtracting start-ups that
could not be reached, the response ratio amount@®%. After removing takeovers
and missing values, the data set further declioe@2 ventures for path 1 (business
planning — bank and total financing — performanaey 110 ventures for path 2

(business planning — management professionaliserfenmance).

11
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3.2 Measures

Pre start-up business planning

Planning a business prior to start-up can be deéfagwthe gathering and analyzing
of information about the business context and thr&in@ss opportunity to be pursued,
the evaluation of the business risks and rewartds ptojection of financial forecasts,
the identification of the strategies, resources eapabilities needed to accomplish a
well-defined goal, etc. The written reflection bese planning activities is referred to as
the business plan. In literature, business plamablas are often coded as dummy
variables (presence of a written business plan at}. iMeasures of the quality or
completeness of the written business plan occw flsquently. An exception is the
article from MacMillan and Narasimha (1987) in whithe structure and financial
content of the business plan was analyzed. In natyaes we make use of an index
representing the extensiveness of the businessR&spondents were asked to indicate
which components they included in their businessnp{see Table 1). For each
component, a binary variable was constructed (Isepree in business plan; O=absence
in business plan). Subsequently, we added up aklrpivariables, resulting in an
additive index denoted by (extensiveness index) and ranging from 0 to 8s Tindlex
will be used in testing hypothesis 2a. Throughcamposition, the extensiveness index
(I¢) gives every component equal value. However, & ¢hse of banker’s decisions,
equal merit of all subsections is not very likelason and Stark (2004) developed a
ranking of business plan aspects considered tongoriant by bankers to assess

investment opportunities. The three most importspgects, in order, are: (1) finance,

12
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(2) market; and (3) strategy. In line with theindings, we assign the weights of 5, 4
and 3 respectively to the investment plan, markatysis and (marketing) strategy. The

resulting weighted index is denoted kyahd will be used in testing hypothesis 1a.

Please insert table 1 about here

Bank loans

The receipt obank loanswvas measured by means of a dummy variable codéd as

if a loan was granted and O if not.

Total financing

Total financing volumdas measured by the natural logarithm from all ficial

resources at start-up so that outliers manifesttlesir effect.

Management professionalism

The degree omanagement professionalisi; captured by means of a formative
index (manprof). This index is composed of the saf@ variables between 0 and 1,
representing 8 functional domains (financial poli@nd accounting, strategic
orientation, sales, purchase, ICT, HRM, networkangd market orientation). Each
variable represents the extent to which severait ‘peactices’ are used in the functional
domain (Maes et al., 2005; Table 2). The numbemahagement practices differs
between functional domains. In order to give eaalicp area equal weight in the final
professionalization index, the eight sub-indicesemescaled, resulting in a total index
with a minimum score of 0 and a maximum score of 8.

The negative sign between the brackets (see Tablazates that these variables

have been reverse-coded so that higher scoresegpigigher professionalization.

13
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Please insert table 2 about here

Performance

Given the young age of the questioned businessuresitthe use of traditional
performanceestimators, originating from research done ondacgrporations, is not
self-evident. Yet, we decided to use profit as ertsterm measure of performance for
two reasons. First, although new ventures are xygéated to show profitability during
the first years of existence, two tiers of our skmegistered positive profits equally
spread from O till 320 000 Euro. Second, growth snees, considered to be more
relevant for new ventures, could not yet be catedlalue to missing data. An additive

and logarithmic transformation was performed toimire outlier effects.

Control variables

We added three control variables to our regresmiodels: (1) sector, (2) sector
experience of owner-managers and (3) educatiowal t§ owner-managers. Sector was
controlled for by 7 dummy variables (1_agricultur2,industry, 3_construction,
4 wholesale and retail, 5_catering, 6_transportaiod communication, 7_financial
services and 8_health services). The human cagfitalvner-managers was measured
by their industry experience and educational le@lvner-managers were asked to
indicate the relevant years of working experiemcéhe same sector as the start-up and
the highest diploma they obtained. Subsequentlgresc from all managers were

averaged for analysis.

14
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4. Analysis and results

Both mechanisms (presented in Figure 1) are patitetaavith mediating variables.
Mediation (see Figure 2) occurs when an independemtable (business plan
extensiveness) causes a mediating variable, whitlrin causes the dependent variable
(firm performance). Thus, mediation represents glemerative mechanism through
which the independent variable is able to influetiee dependent variable of interest
(Baron and Kenny, 1986). As such, direct and irdieffects of the independent and
mediating variables on the dependent variable cardibtinguished. The first path
contains two mediating variables, whereas the skpaith only contains one mediating
variable. Analyses were executed by means of thdiatieg variable model of Baron
and Kenny (1986). Baron and Kenny (1986) indichtee conditions that must be met
in order to have a mediating relationship. Theseetlprerequisites are (a) variations in
the levels of the independent variable should Smamtly account for variations in the
dependent variable, (b) variations in the levelstlod independent variable should
significantly account for variations in the mediat@riable and (c) variations in the
levels of the mediator variable should significgndccount for variations in the
dependent variable, controlling for the independeatiable. Complete mediation
occurs when the independent variable no longerctsffehe dependent variable after
controlling the mediating variable. Partial mediatiis the case where the effect of the
independent variable on the dependent variablertoimet remains when controlling the

mediating variable.

Please insert figure 2 about here

15
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An overview of the main descriptive statistics iegented in Table 3. From this
table it can be seen that at least for hypotheagdld and 2a correlations point towards
positive relationships. The correlations betweenfipand the independent variables,

however, are negative.
Please insert table 3 about here

As can be deduced from Table 4 and Table 5, ndioekhip was found between
degree of planning and profit. This is true fortbtite weighted and the non-weighted
extensiveness index. Even though the p-value oégfienate in regression 1 is close to
.05, we regard the estimate to be not significaito note the very low adjusted-R2. In
some cases, step (a) (cf. supra) is not requirdchte mediation. However, step (c) is
not satisfied in both regressiort and 7. As a result, no mediation could be found
between the degree of planning and profit.

We suggest three possible explanations for thisngmenon. First, it was our
intention to consider a time lag between the petig@ questions are referring to and
performance measurement. Because of reasons beyoncbntrol (performance data
with a lag of minimum one year were not yet reléaaiethe time of writing this paper),
we had to conduct our analyses with performanca deerring to the same period as
the other variables. Second, the method descripdghbon and Kenny (1986) does not
allow the relevant paths to be tested directly @gtto structural equation modelling.
Third, in the first path, the application of boo#gt financing techniques by new
ventures can reduce the financing needs, allowiegy wentures to perform well

irrespective of the amount of start-up financingytipossessed at start-up.

16
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In case we leave new venture performance asideltsendicate that a mediational
effect of bank loans exists between degree of lgsirplanning and total start-up
financing, thus supporting hypotheses la and lis. iffplies that an extensive business
plan lowers the likelihood of bank loan refusal.timn, new ventures receiving bank
loans, will on average have a higher amount of gitat-up financing.

Analyses equally supported hypothesis 2a, indigatitat entrepreneurs preparing
the new venture more carefully show higher levdlsnanagement professionalism

directly after start-up.

Please insert table 4 about here

Please insert table 5 about here

5. Discussion and conclusion

This study failed to reveal a mediational effect fofancing and management
professionalism in the planning-performance retetiop in the case of new business
ventures. We suggest three possible explanatiarthi®dphenomenon of which we feel
the most important is the absence of a time lagden the independent and mediating
variables and performance. Indications were founa i@lationship between the degree
of business planning and total start-up financihgoigh access to bank loans.
Additionally, results indicated a positive effectf g@lanning on management
professionalism.

Although we believe this paper has generated istieig results, some limitations
should be mentioned. Next to the time lag issuefitpis not the most stable

performance measure in the case of start-ups. tirefuresearch we will introduce

17
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growth related performance indicators and time.l&gklitionally we could not assess
the quality of the business plan.

Although no outcome benefit (performance) of plagniwas observed, we
identified two possible process benefits of theitess plan for future entrepreneurs. A
well developed business plan assists the entreprdneaccess bank financing which
increases the total financing volume. On top, esinplanning helps saving time and
enhances management professionalism after start-up.

In conclusion, we emphasize the importance of th&ress plan as a facilitating

tool for future entrepreneurs.

! Mediation between business planning and profit wested through total start-up financing;
mediation between business planning and totalistefinancing was tested through bank loan.

18
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Table 1 - components of the business plan

Components Frequency of occurrence in the total sample
Description of the product or service that will developed 59
Risk analysis .27
Investment plan .83
Market analysis .32
(Marketing) strategy .35
Personnel planning .33
Personnel management .16
Mission statement .19
No business plan was developed .00

22



Working Paper Steunpunt OOI : November 2005

Table 2 - components of the professionalization irek

Policy area

Management practices

Financial policy and
accounting

The use of bank overdraft for investments and ctifieancing needs (-)
The use of personal resources for investments amdrd financing needs (-)
The use of an expert for bookkeeping (+)

The proportion of time of payment to the supplieithe time of payment
the customer (+)

The follow up of financial performance (+)

Strategic orientation

Attention to market posit{ef)

Analytical management (+)

Sales

Dependence on the 2 largest customers is tdrreturn (-)
Amount of subcontracting in terms of return (-)

The use of e-commerce for sales (+)

Purchase

The use of multiple suppliers (+)
Verification of the financial-economic health okteuppliers (+)

The use of e-commerce for purchase (+)

ICT

Amount of management practices supported byrtteznet (+)

Human resource
management

Amount of subcontracted HR-related activities (+)
The use of recruitment and selection, training eweduation (+)

The use of certain specifielection instruments (e.g. simulation, assess
center, biographical questionnaire, ...) (+)

The use of certain specific reward systems (e.mneigsion on sales, prc
sharing, shares, skill based pay, competence rewar(#)

Amount of assigned extralegal benefits (+)

Amount of domains in which the personnel can ta&e im deciding or he
advisory power (+)

Networking

Sum of all types of partners with whitte startup already has collabora

(+)

Market orientation

Market research, communicati@md coordination, quickness of mai
response (+)
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Table 3 - descriptive statistics

Variables Mean S.D. 1 2 3 4
I 7.68 3.63 1

Bank loan .30 .46 .16 1

Total financing 10.47 1.17 .24* 34**

Profit 9.65 .52 -17 .07 -.05 1
le 3.00 1.69 1

Manprof 22.21 8.25 .53** 1

Profit 9.66 43 -.08 -.10

* Significant at the .05 level ** Significant ateh01 level

Table 4 - path 1

N° Regression Stgndardized p-value R2
estimate
Iy = profit -.16 .07 .01
2 total financing | = profit .01
total financing -.01 .55
lw -.15 .07
ly = total financing A1 .05* 27
4 |, =2 bank loan -41 .02* Rescaled
(event bank loan=0) R2= .20
5 |, bankloan> total financing .39
lw .06 .58
bankloan .35 .0001**

*p<.05 **p<.01, N=92

Table 5 - path 2

N° Regression Standardized estimptealue R2
6 le > profit -.12 31 .02
7 manprof { 2> profit .07
manprof -.15 .23
le -.04 .58
8 le > manprof .52 <.0001** .31

*p<.05 **p<.01, N=110
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