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INTRODUCTION

This thesis talks about the relationship between §rowth and firm performance.

A growing firm is almost universally considered asuccessful company. Before the
financial crisis in 2008, this common belief wasasd amongst researchers,
practitioners and policy-makers alike. Growth wassidered a key factor in order to
obtain above-average performances. The recentdialacrisis -just to mention the most
recent evidence- has however shown that high grawigjht also create numerous
problems and challenges.

The instability that followed -and somehow stilllfovs- the crack of Lehman Brothers
in September 2008, has lead, amongst all the teste-evaluate the relationship
between firm growth and firm success.

Before the financial crisis, most businesses cawlaist along and rely on their credit
lines to make up for shortfalls in sales. The gea$ in most cases to grow. For the firm,
slumping quarterly revenues and rising expensekldmi carried forward by financial
wizardry and leveraging a balance sheet.

While the lessons of doing business without credid cutting expenses to the bone
have been (hopefully) learned, how can one growsness back to where it was and
forward after the financial crisis? What is thettstgategy to follow?

In trying to answer these questions, it is impdrtamote that the financial crisis is not
the sole responsible for poor firm performancess Thesis suggests the cause is more
likely to lie in company strategy. In fact, who bies the financial crisis and the
economic slowdown for poor performances should idenghat even in good times just
1 out of 10 firms reaches high performances (ZaukRogers, 2001).

The research question this thesis tries to anssvéirerefore the followingWhat is the
best strategy to achieve high overall firm perfonoe?

The thesis is organized as follows.

Chapter 1 introduces the concept of firm growthaléo summarizes the past literature

and presents recent development on this topicatticqolar, three different approaches



are discussed: the “One-dimensional” approach’lthesyncratic” approach and, lastly,
the “Multi-dimensional” approach.

Chapter 2 examines the issue of profitable growtkst literature review suggests that
value of growth for the success of firms is viewedwo conflicting ways. On the one
hand, the first perspective maintains that firm wgto is the precursor to the
achievement of a sustainable competitive advaraadeprofitability. On the other hand,
the second perspective claims that growth shouldbadhe input to strategic planning
but the outcome of a sound investment strategyt )amanagers should make a
fundamental shift in their strategic orientatioarfr “growth first, profitability later” to
“profitability first, growth later”. Chapter 2 alspresents the Resource-Based View.
This theory is of fundamental importance for thigedis because it provides the
theoretical lenses on which the entire work is daspon. Chapter 3 introduces the
sample and the research methodology. Chapter 4 aetl the actual analysis. The
logistic regression are therefore presented andnmmted. Chapter 5 discusses the
results and Chapter 6 outlines the main change® il respect to previous work and
by presenting several implications. The final cleaplraws the conclusion to the whole

thesis.



CHAPTER 1

LITERATURE REVIEW

In the following sections a review of the most intpat growth theories is presented.
Although there is a tendency to portray firm growdh more or less universally

favorable, researchers and practitioners have ootecyet to an agreement on how
firms undertake their processes of growth. Thisithdiscusses three different streams
of thought: theone-dimensionabpproach, thediosyncratic approach and the most

recentmultidimensionabpproach.

While the following review is not meant to be coetpl (it would be almost impossible

to summarize more than 50 years of firm growth ties), it is presented in order to

create the context in which further analyses \ailet place.

1.1 One-dimensional approach: “Life-cycle” theory

This theory suggests that organizations grow anetldp according to a sequence of
predetermined stages, each of which follows theipus one in an incremental and
progressive way. Also known as the “Stage of growtkory”, this is without any
doubts one of the most common theories of new lasirgrowth(Greiner, 1972;
Churchill and Lewis, 1983; Hanks al. 1994). “The life-cycle approach posits that just
as humans pass through similar stages of physeabgnd psychological development
from infancy to adulthood, so businesses evolveriedictable ways and encounter
similar problems in their growth” (Bhidé, 2000, @#44). Organizations are therefore
seen as they were biological organisms that grdiewing prefigured sequences of
stages. This approach brings with it three mainppsdions about firm growth
(Kimberly and Miles, 1980):

1. as in a growing organism, the growth process rofoaganization can be

identified as a sequence of different “stages”;
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2. as in a growing organism, the sequence and oidewhich a growing

organization undergoes these recognizable stagesetetermined and thus

predictable;

3. as in growing organisms that develop similarlytsocown kind, all organizations

develop according to pre-defined rules that briveg across different stages.

An early and probably the most influential conttibn to the development of this
theory is made by Greiner (1972). The author pdkié$ throughout their lives, firms

follow five growth stages and that every stage arm# revolutionary period (a period

of substantial turmoil in the organization lifehd five growth stages are:

1.

a > 0D

growth througtcreativity, this period ends bylaadershipcrisis;

growth througtdirection, broken off by a crisis aciutonomy

growth througtdelegation followed by acontrol crisis;

growth througltoordination broken off by aed tapecrisis (bureaucracy);
growth througltollaboration this period ends by dnternal growthcrisis.

In a more recent thesis, Greiner (1998) restate<tisis associated to the last stage by

arguing that this is triggered by the impossibitibyfind internal solutions and resources

rather than a “psychological” saturation of the lammesources. The author also adds a

sixth phase to his growth phases model suggestatdgurther growth can only come by

developing partnerships with complementary orgdimna and by relying on these

inter-firm relationships to get access to new resest Figure 1 shows a visual

representation of Greiner’'s complete growth model.
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Furthermore, the author maintains that each gretdge is described by five different
parameters: management, focus, organizationaltstejdop management style, control
system and management reward emphasis.
Although being considered as an important basehodel in the field, Greiner's model
along with other life-cycle stage models producedind) the '70s remain vague and
general, making application to specific cases diffi (Hankset al, 1993). During the
following decades many new models of firm life-ayajrowth based on empirical
studies have been proposed. Haréksal. (1993) compare ten life-cycle models
produced until 1993. Three of the models (MillerdaRriesen, 1984; Quinn and
Cameron, 1983; Smitét al. 1985) were chosen because of their attempt to suinen
several models and to achieve some synthesis anmnpgeting life-cycle models. Five
other models (Adizes, 1989; Churchill and Lewis83;9Flamholtz, 1986; Scott and
Bruce, 1987; Kazanjian, 1988) were included becafisome elements of innovation.
Two more models were also included in the analyG@lbraith (1982), whose model
focused on high-technology firms and Greiner (19B2cause of its recognized
relevance. Hankt al. (1993) compare and contrast these models in teinthe
number, nature and order of stages they entail, thedcontextual and structural
dimensions of business organisation they contemptaten though they have found a
reasonably consistent pattern of organization gnaagt firms move from an early stage
to a late stage of maturity, the authors héowend no agreement upon the number and
nature of the staget their thesis the authors also develop a newanetiose growth
stages are not definedpriori, but are created from a cluster analysis conducied
sample of 126 high-technology firms. The authorscdbe the growth process as a
sequence of four different stages:

1) start-up stage

2) expansion stage

3) maturity stage

4) diversification stage
Despite the fact that their approach has considerakuitive appeal, the assumptions
underpinning the organismic metaphor have clashig te heterogeneity of actual

firm growth processes.
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Similar to Hankset al. (1993), several subsequent thesiss have triethéd Bght on
life-cycle models. For instance, Phelps al. (2007) analyze 33 different life-cycle
models published between 1967 and 2003. Lichtesteah (2007) have found an even
higher number of different models. According toithbesis, 63 different models have
been developed between 1960 and 1996. These thesgsm that there is no
consensus regarding the number of stages; the itgagbmodels include three, four or
five stages; most of the rest have between sixedewkn stages. Also, researchers do
not share yet the same believes on the way orgamsamove from one stage to the
other and on the reasons firm are doing it.

To sum up, after four decades of efforts, the diyele approach has not yet come to an
agreement omwhata stage representsow manystages there are, amhy these stage
transitions take place.

Despite this disconfirming evidence, however, néagaes models continue to appear in

the management literature and in new textbooks.

1.2 ldiosyncratic approach

During the '90s a new stream of thought spreadsngnmeanagement scholars (Ma&tz
al., 1994; Garnsey, 1998; McMahon, 1998; Aldrich, 19B&idé, 2000; Dobbs and
Hamilton, 2007). Questioning whether it is possiiolenodel the growth of companies,
the new philosophy is in clear contrast with ttie-tycle theory. Instead of considering
firm growth as a combination of sequential wellidedl stages that the firm needs to go
through in order to get bigger, tidosyncraticapproach maintains that the growth of a
firm over a period of time is contingent on theenatction of a number of internal and
external forces. Since every firm is somehow d#fer from any other one, this
approach argues that the nature and timing ofnadigrowth is a resultant of its own
unique circumstances. Growth is therefore too cempb be reduced to a universal
sequence of stages. Because of this heterogemedngst firms there is therefore no

model or sequence of stages to be observed (ViandIHamilton, 1999).

10
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1.3 Multi-dimensional approach

This recent stream of thought maintains that firmowgh is a multidimensional
phenomenon. In order to model the growth of orgations in a manner that can be
useful for the study of growth management, it ixassary to abandon the one-
dimensional approach of the life-cycle models. dotf despite their diversity, all the
stage models refer to firm growth exclusively sige growth Consequently, this
naturally leads to depict the growth process asgaence of pre-determined stages and
therefore causes the disagreement upon what tigessae and how many they are
(Lichtensteinet al, 2007). Themultidimensionabpproach is somehow in line with the
idiosyncratic approach. In fact, both these apgreacim at a more holistic view of
growth that could overcome the one-dimensional,pBstic view of firm growth
(Furlan and Grandinetti, 2011; Davidssanal, 2009; Canals, 2001). This most recent
approach agrees on abandoning the belief thatdimowth is just the growth of its size,
and introduces two more firm growth dimensioraationship growthand capability
growth

As for the life-cycle theory, a unique vision haeh however not yet achieved. In the
next sections a description of different multidiraemal models is provided. First, the
“hybrid model” by Wiklund and McKelvie (2010) is ggented. Along with some other
models, all relying on the “network perspective’,maintains that firm growth is a
combination ofsize growthandrelationship growth Second, two models produced by
Lockett et al. (2011) and Phelpst al. (2007) are presented. Based upon Penrose’s
(1959) Resource-based View theory, these authorsider firm’s growth as a result of
a link between the development of new resources capdbilities (i.e.capabilities
growth) and thesize growthof the firm itself. Singhet al. (2007) and Lorenzoni and
Lipparini (1999) believe in a third approach. Aatiog to these authors, firm growth,
especially the one of organizations seeking toeiase their vertical integration, depends
on the growth of botlcapabilities and relationships Lastly, Furlan and Grandinetti
(2011) advance a framework where firm growth iscemtualized as a three-dimension
phenomenon involving all three types of growth diésd so far (i.esize growth
relationship growthandcapability growth).

Prior to presenting these different multidimenslomgproaches, however, it is

important to understand the dimensions these diffetheories are based upon. A

11
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precise definition of what is it meant Bize growthrelationship growthandcapability

growthis therefore presented.

1.3.1 The growth dimensions

Along with firm size growth, two more growth dimémss (i.e. relationship growth and

capability growth) are hereafter described.

a) Size growth

Following the definition given by Furlan and Grameliti (2011, pg. 7), size growth is
here defined as “the broadening of the boundarddade firm over a given period of
time”. Two different size growths can be distindugd: internal and external size
growth (Penrose, 1959). The former occurs whenrozgéions decide for investments
that increase the size of existing firm units aotlgh investments that aim at creating
completely new units or subsidiaries; the latterimiyaconcerns with mergers or

acquisitions.

b) Relationship growth

Relationship growth is here intended as the ineredithe usage of external resources
over a given period of time. According to Das arahd (2000), external resources are
assets (physical or otherwise) that a company Is &b use only by creating a
relationship with the firm that owns them. The maage and critical these resources are,
the more valuable is the relationship. Jarillo @P8aintains that the use of external
resources, conceptualized under the heading ofivorks”, is fundamental in order to
achieve and sustain a competitive advantage. Tperiance of external resources and
relationships is also stressed by Guatal (2000), that define what they call “strategic
networks” as a firm's set of relationships, bothribontal and vertical, with other
organizations, being their suppliers, customersyptitors, or other entities. In their
thesis, the authors claim that these strategicorésnin which firms are embedded play
an extremely important role in their conduct andgrenance. Beekman and Robinson

12
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(2004) claim that the extent to which firms turnetdernal resources can vary by either
increasing the value of already existing relatigpstor by creating completely new

networks.

c) Capability growth

Capability growth is the development of new captaéd over a given period of time. A
firm can acquire new capabilities by either undeang an internal development or by
turning towards the external environment and aaogithem on the market. The
literature distinguishes between three differenpety of capabilities:functional
relational anddynamiccapabilities.

Functional capabilitiegefer to “the abilities to effectively and efficitty carry out the
core functions (operations, marketing and R&D) #mal support functions (e.g. human
resources management, accounting) of the firm”l@fuand Grandinetti, 2011, pg. 8).
Relational capabilitiesare here meant as the firm’s capability to credéyelop, and
make use of relationships with its business pastrignis definition has been derived by
combining the definitions of several authors. Fmtance, Dyer and Singh (1998) label
relational capability as the relation-building skills that are necesstoyyemploy
effective governance mechanisms, make relationfspeicivestments, or develop
knowledge-sharing routines. Lorenzoni and Lipparifi999) regard relational
capability as the ability to successfully manage the existiatyvork of relationships.
Croom (2001, pg. 35) maintains that “relational cetepcies are those competencies
obtaining to the processes of communication, intemac problem resolution and
relationship development.” Jarillo (1989) refersthe ability to tap external resource
through the building and maintaining of social nelaships. Waltert al. (2005, pg.
546) define firm’snetwork capabilityas “its abilities to initiate, maintain, and utdiz
relationships with various external partners”.

Dynamic capabilitiesrefer to the firm’s ability to generate, integrated reconfigure
internal and external resources in order to mateth aven create market change
(Eisenhardt and Martin, 2000). Also, according teedeet al. (1997), dynamic
capabilitiesare associated with the processes, positionspaiid of a company. In fact,
dynamic capabilities arise as a result of the fanmternalprocessesvhich facilitate

13
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learning, including the capacity to reconfigure Wigole value of the firm; itposition
that is its access to specific competences by taedesuitable partners; and path that

is its trajectory, because change is always paplemnigent. Also, as Mitchedlt al. (2007)
claim, acquisition-based capabilities, providingvnesources to the company, can also

be considered atynamic capabilities

1.3.2 Relationship growth and Size growth

As mentioned earlier, the thesis will now deal witur different multidimensional
models. Although they differ from each other in Wiy they take into consideration the
interaction between the three aspects of firm gno{size, relationship and capability),
they share the common belief that firm growth cdanme considered as a mere one-
dimensional process.

With their “hybrid model” Wiklund and McKelvie (2@ maintain that firm growth
depends on the extent to which an organizatiorrgesaits physical boundaries (istze
growth) and the way it increases its relationships. Tineadel follows the work of
several other authors such as Jarillo (1989) amdeBson and Jarillo (1990). This
stream of thought relies on the so-called “netwpekspective”, which states that by
developing inter-organizational relationships tlvnfcan acquire external resources
that lead to nurture the growth of its size. Jari(l989) is among the first to
quantitatively show that firms that rely more ortezral resources are more likely to
grow faster. In his research study the author @esly1902 companies in 233 different
industries. Through his statistical analysis, Iar{1989) finds evidence that fast-
growing companies use external resources 64% nit@e &average, whereas slow-
growing firms exhibit the opposite behavior. Furthere, his work shows that firms
that use more external resources grow faster. . astl finds evidence of a size effect.
That is, small firms tend to tap, more and in aengustainable way, resources that are
external to them in order to be flexible and tovgrin conclusion, Jarillo maintains that
firms may leverage new resources provided by gi@talliances with the deliberate
intent to initiate a size growth process. Followiragillo’s work, other authors such as
Coviello and Munro (1995), Barringet al. (2005) and Zander and Zander (2005) have

14
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found a causal positive relationship between theeldgpment of new or existing

relationships and size growth.

1.3.3 Capability growth and Size growth

Mainly based on Penrose’s theory of firm growthistisecond multidimensional
approach attempts to build a bridge between theldpment of new resources and
capabilities (or new combinations of existing rases and capabilities) and the size
growth of the organization. Penrose (1959) has lveieely recognized as being the
most influential author of modern resource-basedkinhg. In her The Theory of the
Growth of the Firm’, the author suggests that firm’s resources dralaesthrough the
development of competitive advantage (Irelandl, 2007). The basic assumptions of
the Resource-based View are twofold: on the one, dietterogeneity of resources
and/or capabilities. That is, different companiesgess bundles of different resources
and capabilities. On the other side, immobilityre$ources and/or capabilities, which
refers to resources that competitors find eithércdit and/or costly to obtain. Further
studies have then found evidence that the sustatgabf this advantage over
competitors is contingent on the extent to whick finm’s resources reflect certain
characteristics (Barney, 1991). These resourcasigtevaluable rare, inimitable and
organized(VRIO). They should be&aluable that is they should increase the efficiency
and/or effectiveness of the firm; they should raee, as otherwise it would not be
possible to gain any long-term competitive advaatagurthermore, they should be
inimitable, that is to say imperfectly mobile or specializedirm-specific requirements
(Peteraf, 1993, pg. 183). Lastly they shouldbbganized that is the firm can effectively
exploit them. While fundamental for achieving conipes advantage over competitors,
Penrose also maintains that the increase of caebik at the basis of size growth and
that the growth of the size of the firm in turn geates an increase in capabilities.
According to Locketet al. (2011), this happens both émganic andacquisitivegrowth.
The former occurs when the firm enlarges its botedathrough investment that
increases the size of existing company units avuiin greenfield investments, that is
investments in the creation of new production,dtgs or commercial units. The latter

occurs when two or more firms merge together t@tvexone bigger entity or when one
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firm decide to acquire part or the entire of anott@mpany. Also, in order to simplify
the integration process of the target firm into #oguiring one, acquisitions in many
cases trigger the development of specific capaslitMitchell et al, 2007). As
mentioned earlier, these acquisition-based capiakilcan, in most cases, be considered
as dynamic capabilities.

Size growth and capabilities growth do not necdlydaave to follows each other; they
can also happen simultaneously. This is the casmwahquisitions aim at obtaining the
resources and capabilities to enter a new busioeds implement a new strategy
(Canals, 2001).

1.3.4 Relationship growth and Capability growth

This third group of studies aims at tracing a Ib#ween the network perspective (i.e.
relationships growthand the resource-based view (capabilities growth. According

to Lorenzoni and Lipparini (1999), companies needevelop appropriate capabilities
to assess and select right partners in order td Iew networks. Gulatt al. (2000)
have found evidence that strategic networks alla@rapany to have a better access to
information, resources, markets, and technologres therefore lead the company to
achieve better results. Similarly, Stuart (2000%&f additional evidence to confirm the
prevalent assumption that strategic alliances ehein the first instance, access
relationship- can improve performance. In his stafljhe effect of horizontal alliances
in the semiconductor industry, the author arguas tiire important determinants of the
strength of the alliance-performance link are tttebaute profiles of the firms that an
organization is affiliated with, not the mere fdcat it is affiliated. His study confirms
that many of these coalitions have been createctdsporations eager to acquire
resources and capabilities (in particular devicesnanufacturing technologies) from
their strategic partners. Taken for granted thatdienter strategic alliances to acquire
know-how or other resources, he finds evidence welt-endowed partners are, on
balance, the most valuable associations. Thatganations with large and innovative
alliance partners perform better than comparabiesfithat lack such partners. In
addition to purveying access to resources, largm@as can also facilitate the entrance

into new market niches and the launch of joint-digyed products by providing access
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to extensive distribution channels, long-lastingtomer relations or a widely-adopt
technology platform. Another important result oé tstudy is that alliances also affect
firm performance through their influence on an oigation’s reputation. Results show
in fact that enterprises -especially small onest banefit by partner up with large,
highly skilled or well-known organizations mainlyedause when there is uncertainty
about the quality of someone or something, evalnatof it are strongly influenced by
the partner’s reputation (Merton, 1968; Podolny4)9

Other studies follow an opposite direction and prelthe positive effect of building
strategic networks on firm’s internal capabiliti®y creating relationships along its
value chain, a firm can take advantage of strategiwvorks to have access to new
resources and capabilities. Petroni and Panci2@l02) and Furlaret al. (2007) have
found evidence that the learning mechanism assatiaith these strategic alliances
typically lead the firm to develop new capabilitiesdifferent functional areas. Other
studies, focusing on “lean suppliers” in the Jaganéorth American and European
automotive industry, have shown that car manufacturelying more and more on
strategic alliances rather than competitive andeeshrial relationships, increase their
capabilities and their intense knowledge transfesiippliers (Cusumano and Takeishi,
1991; MacDuffie and Helper, 1997; Kotabgeal, 2003). Most of these studies focus on
the advantages of vertical integration. Evidencat tinvestment in relation-specific
assets are positively related to superior firmqrenfince has been also proven by Dyer
(1997) and Dyer and Singh (1998). These authocsalyue that the systematic share of
valuable know-how with strategic partners is th&l source of competitive advantage.
Strategic alliances, defined as *“voluntary arrangeimbetween firms involving
exchange, sharing, co-development of productsntdolgies, or service” (Gulati, 1998,
pg. 293), have been therefore considered as anriampsource of resources, learning,
and thereby competitive advantage. Although codperaelationships can also have
negative aspects -for instance they can reduceuvevstreams by forcing firm to share
profits (Shan, 1990) or can Iull firm managers irfioling to develop important
capabilities (Hameét al, 1989; Teece, 1987) - strategic alliances are daysalmost
universally portrayed as a “must”. However, thex@o final agreement about the main
reasons these alliances are formed (Appendix Aigesva brief summary of the most

influential theories on alliances formation).
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1.3.5 Size growth, Relationship growth and Capability growth

The last model presented in this thesis is the imdeluced by Furlan and Grandinetti
(2011). In their thesis, the authors advance a dwonk where firm growth is
conceptualized as a three-dimensional phenomenatving size growthrelationship
growth, and capability growth In addition to conceptualize firm growth as a
multidimensional phenomenon, the authors also mminhat these three different types
of growth are interdependent. While the interdepewcts between the different
dimensions of firm growth were also suggested Wytted multidimensional models
presented so far, Furlan and Grandinetti’'s modehlbpes all three dimensions
simultaneously They formulate this new model by empirically stund)y 16 different
firms in the North-East of Italy. This region ishahly industrialized area with a high
concentration of, prevalently, small and mediunegdiznanufacturing firms, many of
which characterized by relevant growth processemgluhe last two/three decades.
After carrying a series of interviews with CEOs andnagers of these companies, the
authors were then able to compare their results pri¢vious studies. Their final model
of firm growth confirmed the entirexpected modefi.e. the model suggested by
combining previous multidimensional models) ana aariches it by adding three new
interdependences that were not considered by predaathors (see Figure 2). Figure 3

shows Furlan and Grandinetti (2011)’'s one, cdiieal modelfrom now on.

Capability growth
<

N * finctional capabilities
* relational capabilities
* dynamic capabilties

E4| E3| E2 Es |Es
Y A 4
Size growth - B Relationship growth
1

Figure 2. Theexpected modelf firm growth
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Capability growth

* functional capabilities
* relational capabilities
* dynamic capabilities

Fe| F5| F4 F7 |F8 [F9

L 4 4
F1

Size growth P Relationship growth

F2

Figure 3. Thdinal modelof firm growth

In what follows a brief description of Furlan anda@dinetti (2011) most relevant
findings is presented. For the sake of clarity, ¢bebinations of the three dimensions

are hereafter treated separately.

« Size growth and relationship growth

As far as concerns the interdependency betweengs@eth and relationship growth,

the authors maintain that these dimensions arexatisive. On the contrary, they have
found empirical evidence of their interdependeneg aoften- of their complimentary.

For example, in industrial markets companies “newge customers often lead the
suppliers to make further capacity investments’tigfuand Grandinetti, 2011, pg. 16).
Also, firms operating in the consumer market fodtezir size growth process by
developing new networks and providing new partneith strategic services like

marketing research, advertising, product designthedike. While past literature agrees
that relationship growth may generate opportuniicessize growth (this relationship is
labelled E1 in the expected model and F1 in thal fmodel), there was no previous
evidence about what Furlan and Grandinetti labedf® F3 in their model.

For an easier referral, Figure 4 highlights thetisacof the final model of main

interested in this paragraph.
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Figure 4. Interdependency betwestre growthandrelationship growth

F2 refers to the “establishment of new relationshipxpansion of the existing
relationships or also the combination of both” (Rarand Grandinetti, 2011, pg. 18).
The authors have found evidence that this intemiggecy does not only involve

downstream relationships but also upstream ones.irfstance, several firms have
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decided to move their manufacturing activities rinéionally through the creation of
off-shore production plants that became in turrateggically important in creating
relations with local subcontractor.

As far as concerns F3, the authors claim thatrterdependency betwesize growth
andrelationship growthis not just causal in nature with a temporal lzaf separates the
cause from the effect. In fact, these dimensions also grow simultaneously. In
particular, this happens whenever an organizatmguiges -or merges with- another
firm. The incorporation of the assets and the gmpation of the relationships belong to
the acquired firm will in fact determine the sinameous increase in the above-

mentioned dimensions.

» Capability growth and size growth
With regards to the interdependencies betwesgrability growthandsize growth the
model presented by Furlan and Grandinetti (2011pic the ones produced by
previous authors. As shown in Figure 5, the inteethelency labelled F4 in the final
model corresponds to the interdependency labelkenh Ehe expected model. As for the
expected model, Furlan and Grandinetti have foundeace of the causal relationship
between capability growth and the subsequent simewth. Specifically, the
accumulation of capabilities leads to “three typéstrategic shifthat have triggered a
discontinuity in the size growth of our firms” (Famn and Grandinetti, 2011, pg. 20):

e internationalization strategies;

e repositioning strategies;

« diversification strategies.
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Final Model
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Figure 5. Interdependency betwezapability growthandsize growth

With regards to the firsstrategic shift the authors have found evidence that firms

preparing for new internationalization strategies/elop beforehand new marketing
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capabilities, for example by organizing internaining programs or by recruiting
skilled employees. Similarlycapabilities growthalso anticipatesize growthduring
repositioning (both horizontal and vertical) andadsification strategies.

Furthermore, interdependencies wheapability growthchasesize growth(labelled F5

in the final model and E3 in the expected one) hal¢e been found in Furlan and
Grandinetti’'s work. “This happens when a suddemease in the firm’s size, resulting
in heightened organizational complexity, requiresudstantial development of new
capabilities. Here the timeframes of the two grawntre very different: while size
growth occurs in a short time, capabilities needartone to develop in order to adapt
the organization to the new size” (Furlan and Graetti, 2011, pg. 22). This could
happen during business acquisitions, especialtiid@facquirers are inexperienced. As
found by Mitchellet al. (2007), these inexperienced firms have to develgpamic
capabilities from scratch in order to sustain thé&egration of the resources and
capabilities of the two companies. Empirical stedieve shown, however, that the
faster this process is undertaken the more likely io become problematic (Homburg
and Bucerius, 2006; Chatterjee, 2009). In line witlese last authors, Furlan and
Grandinetti (2011) have also found that acquistiget tougher the more the acquirer
and the target are different. In particular thigppens if: a) the acquirer is not
significantly bigger that the target company; @ tlvo firms are dissimilar in terms of
other structural and organizational features.

With regard to the simultaneous interdependencwéxt capability growth ansize
growth, this is found both in thiénal modeland theexpected modgelabelled F6 and E4,
respectively. Furlan and Grandinetti (2011, pg. @3)m that “several acquisitions we
analyzed were fundamentally driven by the willingm@f the management to acquire
the stock of capabilities of the target firm. Thespabilities were necessary in order to
implement specific strategies such as entry imew strategic business area”.

» Capability growth and relationship growth
As far as concern the interdependencies betveagability growthand relationship
growth Furlan and Grandinetti (2011), in line with p@ws authors, have found

compelling evidence of how the former leads to ldieer (Figure 6 shows that this
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interdependency labelled F7 in the final model egponds to the interdependency
labelled E5 in the expected model).

Final Model .
Capability growth

- * func?iona]capabli?iﬁes <
* relational capabilities
""" 71 * dynamic capabilities
F7 |F8 |F9
1 1 I
' I I "
P e
I
. Size growth k- - - - --9{ Relationship growth
. Fe-- ]
Expected Model
Capability growth
- ‘
- * finctional capabilit ies
* relatonal capabilities
N * dynamic capabuli s
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o
|
o] 4
SR T Yy _ __.
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' Size growth |*--- === Relationship growth
I
1

Figure 6. Interdependency betwempability growthandrelationship growth
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For instance, investments in functional and retaticapabilities allow firms to create
relationships with new customers and suppliers.i#dathlly, investments in dynamic
capabilities allow firms to undertake repositioniagd diversification strategies that
require a value network reconfiguration.

The opposite relationship is also true. That ishange in an existing relationship or the
formation of a new one can lead to the developm&Eninew capabilities (this
interdependency is labelled F8 in the final moael &6 in the expected one).

In contrast with the expected model, Furlan andn@reetti (2011) have also found
evidence of a simultaneous interdependence betthese two dimensions (labelled F9
in the final model shown in Figure 6). This is pautarly true in the case of inter-firm
collaborations. The authors maintain that thesénpes’ interactions lead to a twofold
result: on the one hand, “it increases the ressutice firms can get access to, thus
increasing the value of the relationship (r&ationship growth On the other hand, it
increases partners’ capabilities (i@pability growtl), including the refinement of
relational capabilities” (Furlan and Grandinet®12, pg. 26). In their study, the authors
have found evidence that all the firms in their plarcooperate with some partners in
order to develop new capabilities. While the mosimmon situation of inter-
organizational collaboration are with customers angpliers, the authors have also
found evidence that some companies are relying amtidborations with non-profit
organizations (e.g. universities), competitors. (herizontal cooperation) and firms

operating in other industries (i.e. lateral coofiery” (Furlan and Grandinetti, 2011,
pg. 26).
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CHAPTER 2

FIRM GROWTH AND FIRM SUCCESS

What top managers are looking for is sustained @mditable growth. Sustainable
profitable growth is an important concern for alhgpanies and one of the most critical
challenges facing senior executives today. Howesmpirical investigations show that
surprisingly few established companies manage toeae growth in both sales and
profits over the longer term (Zook and Allen, 200The question that arises is
thereforewhy these firms cannot simultaneously reach a sthtagh profitability and
high growth? Is it a strategy issue? And, is thergac#ic path firm can undertake to
reach such desired state?

Having presented a summary of the most influerttiabries about firm growth, the
thesis turns now the attention to the relationsgiepveen the growth of the company
and its success. Although the number of researcthisrtopic has increased in recent
years (Davidsson and Wiklund, 2000; Delmar, 19@mpirical evidence on this link
remains mixed. The literature review suggests viasle of growth for the success of
firms is viewed in two conflicting ways.

In the following sections a brief presentation lnége two different streams of thought
and some relevant empirical works are presentecen,Tkan introduction to the

Resource-based View is provided.

2.1 The key to success: “growth first, profitabilit y later”

This first perspective maintains that firm growsha precursor to the achievement of a
sustainable competitive advantage and profitabilitiiis is usually the perspective
assumed by the majority of practitioners and pefi@akers alike that consider growth
as an indication of business successes. In fasinéss media sources, policy programs
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designed to stimulate and assist the growth of emes, as well as teaching cases and
textbooks, all treat adverse growth as a rare aefDavidssoret al, 2009).

As a matter of fact, the assumption that firm gioweads to higher levels of
profitability and success also appears in a varadtyiterature ranging fronscale
economiegBesanko et al., 2004), &xperience effect6Stern and Stalk, 1998jjyst-
mover-advantagé€Lieberman and Montgomery, 1988) anetwork externalitiegKatz
and Shapiro, 1985).

According to theeconomy of scal@erspective, in fact, the bigger the firm (and, in
particular, the bigger the scale of output), th@dothe average unit cost should be. By
producing at a lower unit price, firm are therefal#e to become more profitable.
Similarly, theexperience effedheory maintains that the more often a specifék tig
performed, the lower the cost of performing it bhees; and this is more likely to
happen for bigger companies. As for the econongcafe case, firms are therefore able
to gain a competitive advantage by producing cheggeducts compare to their
competitors. With regards to thirst-mover-advantagetheory, there may be an
advantage by entering a new market as first. A grgviirm is more likely to expand
into new markets and, as a consequence, to entarfisst mover. According to this
perspective, first-movers can be rewarded with lrgét margins and a monopoly-like
status. Lastly, theetwork externalitiediterature claims that a growing firm is more
likely to benefit from this network effect. In fadhe bigger the company the more
products is likely to sell. Consequently, since enpeople use them the value of the
products or services increase, adding therefori podhe firm.

The assumption that firm growth leads to higheelexf profitability and success has
been also empirically proved by several authors. &ample, using a longitudinal
database of 45,525 firms, Sextenh al. (2000), have found that firm profitability is
correlated with sustainable growth. Firms that @aance growth through internally
generated funding are more profitable than firmwihcontrolled or unbridled growth.
In their research on possible connection betweewtyr and profitability, Coxet al.
(2002) affirm a positive relationship between saeswth rate and the growth rates for
profitability and market share. Similar results @deen achieved by studies conducted

by Chandler and Jansen (1992) and Mendelson (2@Qfihors such as Baum and
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Wally (2003), Cho and Pucic (2005) and Peng (206l#tpined weaker results, yet

statistically significant.

2.2 The key to success: “profitability first, growt h later”

In sharp contrast to the above rationale, this s@gerspective maintains that “growth
first, profitability later” might also create nunoers problems and challenges (Churchill
and Lewis, 1983; Greiner, 1972; Kazanjian, 198&jr8&n and Seeger, 1986).

With regards to the theories presented in the ptevisection (i.escale economies
experience effectsfirst-movers-advantageand network externalities “research in
industrial economics have shown that scale ecoroarie not much of a barrier to entry;
that surviving new entrants operate for long tiraesizes far smaller than the industry
average; that minimum efficient scale is typicalyached at a rather small size; that
very limited cost advantage are usually gained bdythat minimum, and even that it
is possible to operate significantly below it witlhosevere cost disadvantage”
(Davidssoret al, 2009, pg. 390).

The belief that there is no relationship betweeswdin and profitability (and, therefore,
success) has been also confirmed by empirical etudior example, in their thesis,
Markman and Gartner (2002) have tested whethea@xinary high-growth firms can
achieve profitability while growing, or whether $ufirms are likely to be unprofitable
as they attempt to overcome the hurdles of changée vachieving significant size.
Using longitudinal data from three separate coh@résn 1992 to 1996, 1993 to 1997,
and 1994 to 1998) dhc. 500firms (that is, the 500 fastest-growing private amies

in the U.S.), their analyses have shown that esdraary high growth -in terms of sales
and number of employees- is not related to firnfifaoility. In a review of research on
the strategy of high-growth firms, Hat al. (1992) have found similar evidence. They
conclude that the pursuit of high growth may be imally or even negatively
correlated with firm profitability. Shuman and See1986) have found no statistical
relationship between firm growth and financial penfiance in their studies of small
high-growth firms. Similarly, Chandler and Jansd4892) have discovered that sales
growth and profitability are not correlated. Capetnal. (1990) state that a significant
positive association between growth and financgfgymance is only found in across-
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industry studies, whereas the effect is very small statistically non-significant in
within-industry studies. Ramezamit al. (2002)’'s results have also indicated that
maximizing growth does not maximize corporate patiiity or shareholder value.
Therefore, “growth should not be the input to ggat planning but the outcome of a
sound investment strategy that is geared to acugptialue-creating projects”
(Ramezanet al, 2002, pg. 65).

A recent study by Davidssaat al. (2009) has shown that growing for the own sake of
growing is not necessarily the best strategy tlmfal On the contrary, the authors have
found evidence that “profitability first” rather dh “growth first” is the preferable
strategy in order to achieve the desirable stathigi growth and high profitability.
Their result is in line with Khanna and Palepu @P%hat also maintain managers
should make a fundamental shift in their strategientation from “growth now,
profitability later” to “profitable growth now”.

In summary, the empirical evidence on the relatmsbetween firm growth and
profitability is inconclusive (Davidssoet al, 2009). Despite the theoretical arguments
there is little evidence of a sure relationshipagsn firm growth and firm performance.
This thesis aims at providing another empirical teat could shed some light on a still

high-controversial topic.

2.3 The Resource-based View Approach

The Resource-based View is in its historical origary closely connected with firm
growth and, in particular, with the conceptpobfitable growth(Davidssoret al, 2009).
Furthermore, with its focus on within-industry @ifénces and on small- and medium-
sized enterprises (SMES) rather than large corfpms{Davidsson and Wiklund, 2000;
Peteraf and Barney, 2003), this approach seemsit twvell with the dataset of
manufacturing companies used in this study. It sedmrefore reasonable to use the
theoretical lens of this approach as a startingitpoi considering the relationship
between firm growth and profitability. By the logif the Resource-based View, firms
should pursue growth opportunities that match thesource advantage. This would in

turn allow them to grow profitably. However, if duccompanies pursue other
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opportunities growth, they may destroy rather tlbegate value (Kogut and Zander,
1992).

The Resource-based View maintains that superidoqmeance is likely to be indicative
of having built a resource-based competitive adaget According to Davidssaat al.
(2009)’'s theoretical argument, building a valuablesource-based competitive
advantage may at first constrain growth. Howevtre ‘Underlying advantage itself and
the financial resources generated through highitplolity make it possible for firms in
this situation to achieve sound and sustainablevtire- which may require building a
series of temporary advantages — without havingatwifice profitability. By contrast,
when firms strive for high growth starting from loprofitability, the latter often
indicates lack of competitive advantag®avidssoret al, 2009, pg. 389). The authors
also argue that low-profitability firm cannot uslyalinance the creation of a hard-to-
copy competitive advantage, while growing. As assmjuence, their growth process
will turn to be not sustainable and will not themef improve the company future
profitability. “Based on these Resource-based View arguments, iehad although
exceptions exist, it is advantageous in most sdoatto let profitability (and the
competitive advantage it reflects) be the horsehl#is the growth cart, rather than the
other way around{Davidssoret al, 2009, pg. 389).

The Resource-based View does not deny the existdnather sources of superior firm
results such as scale economies or first-moverrdadygas. However, Barney (1991)
suggests that if based on just scale economies taachy@ntage is unlikely to be
sustainable. Similarly, the author maintains tivat-mover-advantages become sources
of sustained competitive advantage only when comegaare based on VRIO resources
(i.e.valuable rare, inimitable andorganized.

Given its elegant simplicity and its immediate faedidity, the Resource-based View’s
core message is appealing, easily grasped, anly &msght. Yet the Resource-based
View has also been criticized for several weakress3#hile a comprehensive
presentation of this theory is not the main goathi$ thesis, a brief summary of the
criticisms is presented in Appendix B (for a moetailed overview of these critiques,
the reader can refer to Kraaijenbrink, 2010).

In order to avoid some of the main criticism addegstowards this theory, this thesis

refers to the Resource-based View in a rather loseinse. This notion will be in fact
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extended with thelynamic capabilitiesapproach and th&nowledge-resource View
theory.

A brief description of these two approaches wilHeeeafter presented.

2.3.1 Dynamic capabilities approach

Helfat and Peteraf (2003) and Teexteal. (1997) have introduced this approach to the
Resource-based View in order to incorporate a @i dimension and a better
understanding of how advantage is gained and ma@taover time.Dynamic
capabilitiesare the organizational and strategic routines hichvfirms achieve new
resources configurations as markets emerge, coliold, evolve, and die (Eisenhardt
and Martin, 2000). These resources cannot remaaticstAlthough in static
environments some static unique resources could leaa sustainable competitive
advantage, dynamic environments call dgnamic capabilitiegHelfat et al, 2007). In
today’'s turbulent environment these capabilitiessimibe continually evolving and
developing. Therefore, companies must continue nwest in and upgrade their
resources to create new strategic growth alterasitidn other wordsdynamic
capabilities are directed at the creation of future valuableoweces (Bowman and
Ambrosini, 2003). Thalynamic capabilityperspective has lent value to the Resource-
based View arguments as they transform what isngallg a static view into one that
can encompass competitive advantage in a dynamiexio(Barney, 2001). According
to Teece et al. (1997), dynamic capabilitiescomprise four main processes:
reconfiguration leveraging learning andintegration

Reconfiguratiorrefers to the transformation and recombinatioassets and resources.
Leveragingmight involve replicating a process or a systeat th operating in one area
of an organization in another, or by extending souece by deploying it into a new
domain. As a dynamic capabilityearning allows tasks to be performed more
effectively and efficiently as an outcome of expentation, failure and success.
Finally, integrationrelates to the ability of the firm to integrate @&ssets and resources,

resulting in a new resource base (Jenkins and Asitir@007).
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2.3.2 Knowledge-based View theory

Giving the multidimensional growth approach on vhiarther analyses are based upon,
it is therefore important to extend the notion oésBurce-based View with the
Knowledge-based thinking, which is enormously int@ot for understanding a number
of central topics in strategy, including acquisiso alliances and strategic choices
(Pettigrewet al, 2006). This perspective considers knowledge asrtbst strategically
significant resource of the firm (Grant, 1996). Wimakes knowledge particularly
interesting is that it can kexplicit, that is being the knowledge that can be artiedlab
others, andacit, that is being the knowledge that is embeddedewpfe that they are
not able to articulate. Polanyi (1966) famouslyreloterized tacit knowledge when he
said “we know more than we can say that we know'tekms of strategy, both explicit
and tacit knowledge can be very important. It isegally argued, however, that tacit
knowledge is more strategically important as iembedded in people and extremely
difficult for competitors to replicate. Because Wedge-based resources (above all,
tacit ones) are usually difficult to imitate, itsoponents argue that heterogeneous
knowledge bases and capabilities among firms ararthin determinants of sustained
competitive advantage and superior performance &o@(S and Deeds, 1999).

In conclusion, in the context of SMEs, the Resodrased View -considered in a
broader sense- provides a plausible explanationwvfoy firms in the same industry
might differ in performance and it is therefore dises the rationale behind the analyses
presented later.

In the following section a more detailed descriptiof the dataset and the research
methodology are presented. However, before divmg the more empirical part of the
thesis, a more detailed summary of Davidssbil. (2009)’'s work is provided. Even
though several major changes have been made wapfeck to their thesis, this has

represented an important starting point for the levipooject.

2.4 The framework proposed by Davidsson et al. (200 9)

As briefly mentioned before, Davidssen al. (2009) have used two longitudinal data
sets of small- and medium-sized enterprises (SNH&s) Sweden and Australia to test

two hypotheses about how the relationship betweewty and profit develops over
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time. On the one hand, the first hypothesis questihether firms that reach high
profitability at low growth are more likely to suEss in subsequent periods. On the
other hand, the second hypothesis argues whetrstata of low growth and low
profitability is more likely to be reached by comges that first showed high growth at
low profitability (while important this latter hyploesis is, however, not tackle in this
thesis). Their findings suggest that “profitabilfiyst” rather than “growth first” is the
preferable strategy in order to achieve the degrabate of high growth and high
profitability. That is, firms achieving high ovekalompany performances are “much
more likely to originate from profitable firms witbw growth than from growing firms
with low profitability. Firms in the latter categorre instead more likely to retreat a
low growth and low profitability state” Davidsse al. (2009, pg. 403). High growth is
therefore not direct evidence of value creation andcess. In fact, when companies
strive for high growth starting from low profitaiby, it usually indicates lack of
valuable and difficult-to-imitate advantage. Corsady, creating a competitive
advantage -which may at first constrains growthd assuring financial resources
through high profitability make it more likely fdirms to achieve a more sustainable
growth. Furthermore, the authors have found evidahat firms which embark on a
growth path starting from low levels of profitabyliare unlikely to be able to finance
strategies towards building valuable and hard-foycadvantages. As their growth is
unlikely to be sustainable (Ramezagi al, 2002) they run an increased risk of
becoming low performers on both growth and profiiigh

In order to achieve these conclusions the authave ihad to first classify firms into
five performance groups in any period of time basedwo performance dimensions:
sales growth and ROA (considered as a proxy of fgrowth and profitability,
respectively). Figure 7 shows how the firms areddig into the five different categories.
In order to study how firms move from one categmryhe other over time, Davidsson
et al. (2009) have calculated the proportion of compattias moved to each group (or
ceased business). Then, they have tested the etiffies between these specific
transition proportions using standard z-tests.

Following their work, the analysis presented irstthiesis will use the same method to
categorize the companies. However, some improveanan¢ made. Chapter 6.1

discusses in depth these changes.
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1.

PROFIT PROFIT STAR STAR
3q
PROFIT | MIDDLE | MIDDLE STAR
RO4 2q} . -
MIDDLE | MIDDLE | GROWTH
lqf} . :
GROWTH | GROWTH

2q

3q
SALES or EMPLOYEES GROWTH

Figure 7. Davidssoat al.(2009)’s categorization schema of firms
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CHAPTER 3

SAMPLE AND RESEARCH
METHODOLOGY

After having presented the theories about firm ghoand the literature concerning
profitable growth, this chapter deals with the emecpl analyses performed on a set of
Californian manufacturing companies.

The chapter is organized as follows: First, theeotiyes of the thesis and the research
question are once again presented. Then, a desorigftthe dataset, the variables used

and the analyses performed are provided.

3.1 Objectives

The main goal of this work is to deeper investigtte topic of profitable growth.
Following Davidssonet al. (2009), this thesis analyzes a set of Californian
manufacturing companies in order to find furtheildeuce of the relationship between
growth and profitability. While most of the pasteliature considers growth as a
synonymous of success, recent studies and eveues difted the attention towards

profitability, pointing out that growtper sedoes not equate with business success.

3.2 Research Question

The thesis tries to answer a specific researchtignes
* What is the best strategy to achieve high overall performance? In particular,
are firms that pursue profitability instead of gtbwnore likely to reach &tar

status over time?
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Consequently, a hypothesis about growth—profit igométions over time is developed.

Hypothesis: Firms that show high profitability at low growtineamore likely to reach a
state of high growth and high profitability in selggsient periods than are firms that first
show high growth at low profitability.

In order to answer this question and test the Ihgs$, a pool of more than 200

companies have been gathered and analyzed.

3.3 Data Sources

The data used to run the regressions are souroadMergent Online This database
provides business and financial information for ro28,000 U.S. and international
public companies. The analysis presented in thesish however, focuses solely on
Californian public manufacturing firms.

California is the most populated state in the Uhif#ates, accounting for more than 37
millions inhabitants (12% of overall U.S. population). It is located tine far west
bordered by Oregon, Nevada, and across the Coldradw, Arizona, Mexico and the
Pacific Ocean. The economy of California plays gy \&gnificant role in United States.
California's economy is the eighth largest econamtye world, if the states of the U.S.
were compared with other countries. According tdadgiven by the California
Department of Financé, California's gross state product is $1.891 anilli
Manufacturing accounted for nearly 10% of the eooicocoutput with a contribution of
$189 billions.

The chief manufacturing goods of the state aretreleic and electrical equipment,
computers, industrial machinery, transportationiggents and foods.

As of 2011 California places second (after New Y®&tlate and ahead of third place
Texas) with 53~ortune 500company headquarters, many of which are locatetian

Silicon Valley, a region in the Southern part of han Francisco Bay Area in Northern

! http://2010.census.gov/2010census/data/
2 http://www.dof.ca.gov
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California. Silicon Valley is the biggest high-teamanufacturing center in the United
States, accounting for one third of all ventureitedjnvestment in the United States.
Following the U.S. Census Buréaumanufacturing companies are those whose SIC
code (Standard Industrial Classification code)tstavith the first two-digit ranging

from 20 to 39, as shown in Table 1.
Table 1. Manufacturing SIC Code

Manufacturing
[SIC Code 20-23)
2000 Food and Kindred Products 3000 Rubber/Misc. Plastic Products
2100 Tobacco Manufacturing 3100 Leather and Leather Products
2200 Textile Mill Products 3200 Stone. Clay, Glass and Concrete Products
2300 Apparel and Other Textile Products 3300 Primary Metal Industries
2400 Lumber and Wood Products 3400 Fabricated Metal Products
2500 Furniture and Fixtures 3500 Industrial and Commercial Machinery and Computer Equip.
2600 Paper and Allied Products 3600 Electrical Equipment and Components
2700 Printing and Publishing 3700 Transportation Equipment
2800 Chemicals and Allied Products 3800 Measurement Analyzing. Control Instr and Related Prod.
2900 Petroleum and Coal Products 3900 Misc. Manufacturing Industries

Limiting the analysis to sole manufacturing companinsures that the dimension on
which the success of the firms is characterizeof isomparable importance. However,
since manufacturing includes a large variety ofistdes exception can be found.
Another restriction is also applied to the dataSaétce data are gathered for the years
2004 through 2009, only firms founded before o899 are considered. The reason
being that “young companies” (i.e. firms foundedeaf1999) are more likely to
experience uncommon growth and profitability rabestheir first years, and could
therefore alter the results. As a consequence, tiveyoungest firms in the dataset have
been operating in their business for at leastyea's.

After taking into consideration the geographic,usaly and time frame constrains, the
dataset accounts for 1,102 firms. Missing dataroath and/or profitability in addition
to eliminating firms that merged or reorganizeghas of a parent company have further
reduced the analyzable sample to 218 companigbdoiEmployees analysis” and 239
for the “Sales Analysis” (refer to the next sectimnfind out more about these two

distinctive analyses). Even though in Chapter 1g®exy and acquisitions have been

® http://www.census.gov/epcd/wwwi/sic.html
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described as possible strategies companies us®wg i is important to note that the
focus of this thesis is on firms that maintain theriginal organizational structure. The
main reason being that mergers and acquisitionssa&ge the participation of two or
more parties, forcing firms to cope with differenterests and not allowing them to be
completely “masters of their own”.

With respect to their size, companies in the dataasey from one-person firms to large
multinational companies. The majority of firm iswever considered small businesses.
In the United States, the definition of small besis is set by a government department
called the Small Business Administration (SBA) c#fi SBA defines a small business
concern as “one that is independently owned andatgeb is organized for profit, and is
not dominant in its field”. Unlike the UK and theu®pean Union which have simple
definitions applied to all industries, the U.S. lid®sen to set size standards for each
individual SIC coded industry. This variation istanded to better reflect industry
differences. With respect to the manufacturing stdy the maximum number of
employees may range from 500 to 1500, dependingtren type of product
manufactured.

Among the 218 firms analyzed in the “Employees ysial, 52.3% of them have less
than 500 employees; 72% of the companies havetthess 1500 employees. Similar
percentages have been found for the “Sales analysis

In terms of foundation date, companies in the d@dtesnge from 1849 to 1999. The
median is 1986.

More complete descriptive statistics of the datasetprovided in Appendix C.

3.4 Measures

The analyses performed in this thesis require fanafitability and firm growth to be
calculated for two different periods.

On the one handReriod 1lincludes years 2004, 2005 and 2006. On the othrd,h
Period 2combines years 2007, 2008 and 2009.

In line with Davidssoret al. (2009) and Arend’s (2006) recommendations, return

asset (ROA) is used as a proxy of profitability.olaler to obtain more reliable results,

* http://www.sba.gov/content/what-sbas-definitionadilbusiness-concern
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profitability is computed as the arithmetic meanwsen three subsequent years.
Specifically, the following formula has been used:

_ROA+ ROA,+ ROA,
3 k)

wheret is 2004 and 2007 fd?eriod 1andPeriod 2 respectively.

With regards to firm growth -whether employees giowr sales growth- academics

ROA

have not come to agree yet which is the most apiatepgrowth indicator. In order to
avoid any critics and to obtain the most relialdsults possible, both indicators have
been used in two separate analyses. It is impotbanbte that, given the complexity to
measure capabilities growth and relationships dnpwhly size growth is considered.
Even though the two other growth dimensions preski Chapter 1 are not directly
taken into consideration, Chapter 6 will discuss plossibility to interpret the results
within the multi-dimensional approach proposed hyld&h and Grandinetti (2011).
Following Jarillo (1989), the compounded rate adwgth for each company in the two

periods is calculated as follows:

Growth=(( Employees,/ Employeg$ —1)[1100,

wheret is 2003 (forPeriod 1) and 2006 (folPeriod 2 andn = 3. The same formula is

then used with 8lesinstead oEmployees
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CHAPTER 4

ANALYSIS

As mentioned in the previous section, growth ardfifability play a critical role in the

analyses. In fact, these two indicators are usedlassify firms into five different

categories:Star, Profit, Growth, Middle and Poor. Both profitability and growth are

calculated relative to other firms in the dataSgiecifically, they are divided by the

dataset median rather than the mean in order taesithe impact of outliers.

Although different classification methods have bemsed (see Appendix D for more

details), the primary classification method adopiedhis thesis follows the scheme

used by Davidssoet al. (2009) and it is shown in Figure 8.

3q.

RO4A 2q |

l1g.}

PROFIT PROFIT STAR STAR

PROFIT MIDDLE MIDDLE STAR

DOOR | vopee | vmoois | crowrs

ook | BooR | crowrH | crowrH
lg 2q 3q

SALES or EMPLOYEES GROWTH

Figure 8. Davidsson’s categorization scheme ofdiboy growth and profitability

Based on the two performance dimensions (i.e. tatafity and growth) firms are

divided into the following five performance groups:

« Poor. low performance on both dimensions; that is, welmedian (i.e. &

guartile) on both and lowest quartile on at leas.o
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+ Middle: mid-performance €lor 3¢ quartile) on both dimensions.
e Growth high growth performance, but low profitabilityhat is, above median
on the former and below on the latter, but not ifgiab asMiddle.
» Profit: high profit performance, but low growth perfornsan that is, above
median on the former and below on the latter, loatgualifying asMiddle.
» Star. high performance on both dimensions; that isyabmedian on both and
highest quartile on at least one.
Each company is therefore classified into one e$#hfive groups for botReriod 1and
Period 2 Recalling from the previous chapter, whileriod 1 combines years 2004,
2005 and 2006Reriod 2refers to years 2007, 2008 and 2009. Once evanpany is
classified as Star, Profit, Growth, Middle or Pdar both periods, logistic regressions
are then performed.
The interest is in how likely is for firms startifgpm a specific state iRPeriod 1to
move to the preferred Star stateHariod 2 Specifically, the formula used to perform

the logistic regression is the following:

P(Star =1) = g, Star+ 3, Profit+ B, Middler 5, Growth+ 5, Poc
Adding a series of control variables, the logistigression becomes as follows:
P(Stay =1)=

= B Star + B, Profit, + S,Middlet 5, Growth+ 8, Poof B  delyt 5, t& 5, high teetg gctivity+ 5 ,gmpl

A more detailed description of the dependent adépendent variables are presented in

the next chapter.

4.1 The Dependent Variables

The dependent variable of the logistic regresssoiiné binary variable representing the
Star state ifPeriod 2 In particular, Star2 assumes value 1 iPeriod 2the company is
characterized by high performance on both dimemss{ae. profitability and growth).
Once again, the goal of this thesis is to evaludtieh state irPeriod 1is more likely to

lead the company to reach the Star state in theniolg period.
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4.2 The Independent Variables

Starl - this variable assumes value 1 if the companinia Star position 0
otherwise.

Profitl - this dummy assumes value 1 when the companyhiuis level of

profitability and low level of growth.

Growth1 - it indicates firms with high growth performancdsut low profit

performances iPeriod 1

Middlel - companies that assume value 1 for this dummy m&ither high nor
low profitability and growth rates. Their perforntas range between th& 4and

3 quartile for both dimensions.

Poorl - it assumes value 1 when companies have low pedioce on both
dimensions irPeriod 1

debtl- this variable is computed as follows:

— deb‘EOO4+ deb£005+ deb}OOG
3 )

debil

total _ liabilities,
equity '

Total_liabilities includes current liabilities, long-term debt, amdy other

with debt =

miscellaneous liabilities the company may hakquity is computed as total
assets minus total liabilities. The higher the Itb&bilities over equity ratio is,
the more the firm relies on debt.

ta - it stands for total assets and is computed l&sAfs:

tal — ta2004 + ta:23005+ ta'2006-

These assets can take various forms, ranging femhastate and investment

securities to equipment and inventory. Cash alsdritutes to the sum of assets.
high_tech- this variable assumes value 0 whenever the coyjzaa low-tech
one and value 1 when the company is a high-tech one

There are many different ways to classify a compasylow- or high-tech.
Looking at the four-digit SIC codes, the literaturas not come yet to agree
which SIC codes determine whether a company isgh-téch one or not.
Furthermore, such identification is problematic thversified (usually large)
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firms, which may operate in different industriesdaectors. In this thesis the
classification used by Clooét al. (2006) is considered. Companies operating in
one of these four industries are here labeled gis-tleich ones: aerospace and
defense (SIC codes 372x and 376x), computers diue ohachinery (SIC code
357x), pharmaceuticals (SIC code 283x) and elemsoand communications
(SIC code 36xx).
The dataset used in the Employees analysis comgi&E8 companies of which
almost 64% are considered as high-tech ones. Sipéecentages have been
found in the Sales analysis (see Appendix C foremetails about all these
high-tech firms).
* activity - it refers to the number of years the firm hasrafed in its business. It
is computed by considering the following formula:
activity = 2004- founded_ yes
This variable ranges from 155 to 5 years (note tiiatlower limit is due to the
fact that only companies founded before or in 188@ been considered).
 empll- it refers to the number of employees of firmderiod 1 The formula

used is:

emply, + €mplyst emp}ooe'
3

For the Employees analysis, Heriod 1the median oempllis 419. However, it is

empll=

interesting to note that the mean is 4340. This bemis much higher than the mean
because the dataset includes several multinatmorapanies such as Hewlett-Packard,
Intel, Cisco Systems, Chevron Corporation and Ap@enilar results have been
obtained for the Sales analysis.

In the next chapter the results of the logistiaesgions are presented.
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RESULTS

In this section the results of the logistic regr@ss are presented. Recalling from
previous chapters, two similar analyses are peddinThe differences between these
two analyses are to be found in the way firm groistbalculated: the first analysis (i.e.

Employees analysis) computes firm growth as emggygrowth rate; the second one
(i.e. Sales analysis) calculates growth as thegdansales.

For the results of different classification meth@ohal of variations of the time period

refer to Appendix D.

5.1 Employees Analysis

Before running the logistic regressions, an ovevwié the transitions between a certain
state inPeriod 1land the Star state Feriod 2is provided through the cross-tabulations
shown in Table 2.

These results alone already show that Star andt Frais are more likely to stay or
become a Star companyReriod 2compared to all other states.

The connection between these results and the ilogsgressions presented below is
straightforward. By dividing, for example, the nuenlof Profit companies that become
Star inPeriod 2 9, by the number of Profit that do not reach 8iae, 16, the odds of
becoming a Star firm iReriod 2starting from a Profit state in the previous stat®/16

= .563. Replicating the same calculations for‘theese” state (i.e. Middle), the result is
9/52 = .173. To get the odds ratio, which is t@orof the two odds just calculated, the
formula is: .563/.173 = 3.25. As shown in the amitphown in Table 3, this is exactly
the odds ratio obtained from the output of tbgistic command in the statistical
software STATA.
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Table 2. Cross-tabulation for firms Reriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Middlel | Growthl Poorl TOT
21 9 9 3 2 44
P Star2=1
(42.9) (36.0) (14.7) (9.7) (3.9 (20.2)
E
R
28 16 52 28 50 174
I Star2=0
(57.1) (64.0) (85.3) (90.3) (96.1) (79.8)
D
ToT 49 25 61 31 52 218
5 (100.0) (100.0) (100.0) (100.0) (100.0) (100.0)
Table 3. Employees analysis: logistic regressions
Star2 =1

Logistic regression

Logistic regression with control

variables
n=218 n=218
ODDS RATIO p-valué ODDS RATIO p-value

Starl 4.33 *x 4.54 ok
Profitl 3.25 * 3.93 *
Growthl .62 .58
Poorl .23 * .21 *
debtl - - 1.05
tal - - 1.00
high_tech - - 1.47
activity - - .99
empll - - 1.00

® Significance levels: *p<0.1; **p<0.05; ***p<0.001.
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In order to avoid the “dummy variable trap”, onetlod five state dummies had to be left
out. Specifically, the Middle state has been chodenanalyzing the results of the
regressions the reader should therefore be awateathoutputs relate to this “base”
state.

These results show that two states (i.e. StarlPaofitl) are statistically significant at a
5% level, while Poorl is significant at a 10% leJels then interesting to analyze the
odds ratios. The odds ratios are the odds of ssdg®s become a Star company in
Period 2 divided by the odds of failure (i.e. not reachimdstar position irPeriod 2
being any specific state) relative to the “basates{as pointed out before, in this thesis,
the Middle category has been chosen). For exarhgl®dds ratio relative to Profitl is
3.25. This is the amount of change expected irotids ratio for a one-unit increase in
Profitl (that is, going frommot being to being a Profit company inre 1), with all
other variables in the model held at zero. In otherds, the odds for a Profit company
in Period 1to start performing well on both dimensiondPieriod 2are more than three
times those of a company classified as Middle. @osely, when it turns to become a
Star company iPeriod 2 being a Growth firm irPeriod 1is not statistically different
from being a Middle company. That is, the posi&fiect for a company of its focus on
profitability is to be found for high level of ROAwurthermore, these results show that,
no matter how much effort a company puts on growiinthis growth process does not
go hand in hand with profitability, the chancegefforming well in subsequent periods
are low. That is, a company that focuses more owigg is less likely to become a Star
company compared to a firm that focuses more ofitabdity.

In the next regression (shown in Table 3) seveoaltrol variables have been added.
Even though they are not statistically significatie introduction of these variables
slightly changes the odd ratios and the signifieaoicthe four states. These new results
provide an even clearer evidence of the advantdgecasing on profitability rather
than on growth.

Both regressions show that Star and Profit firnesiaran advantageous position with
respect to Middle, Growth and Poor companies. Hawethere is no evidence of the
possible differences between the former two stémesrder to test whether a difference

exists, a Wald test is performed. The result issshm Table 4.
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Table 4. Wald test

test Starl = Profitl
Chi2 (1) .08
Prob > Chi2 .78

According to the test there is no statistical ddfece between Starl and Profit 1. That is,
no matter how much a firm is growing, if firms drghly profitable they are likely to

encounter future success.

5.2 Sales Analysis

Similar results are obtained by computing firm gtiovas sales growth. As for the
employees analysis, a cross-tabulation of the coatinns between the dependent and

independent variables is presented in Table 6.

Table 5. Cross-tabulation for firms Reriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1

Starl Profitl Middlel Growthl Poorl TOT

26 11 12 4 5 58
P Star2=1

(48.2) (31.4) (16.7) (8.3) (8.9) (21.9)
E
R

28 24 60 44 51 207
| Star2=0

(51.8) (68.6) (83.3) (91.7) (91.1) (78.1)
D

54 35 72 48 56 265

TOT

) (100.0) (100.0) (100.0) (100.0) (100.0) (100.0)
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Additionally, the results of the logistic regressscare hereafter provided.

Table 6. Sales analysis: logistic regressions

Star2 =1
Logistic regression Logistic regre;sion with control
variables
n =265 n=239
ODDS RATIO p-value ODDS RATIO p-value

Starl 4.64 ok 5.35 i
Profitl 2.29 * 3.30 **
Growthl .45 .57
Poorl .49 .52
debtl - - 1.14 *x
tal - - 1.00
high_tech - - 1.35
activity - - .99
empll - - 1.00

In line with the Employees analysis presented lgefoable 6 shows how being a Star
or Profit company irPeriod 1“helps” reaching the Star state in the followingripd.
Both states are better than the “base” state {he.Middle state). Moreover, this
analysis shows that there is not statistical difiee between being in a Middle, Growth
or Poor state irPeriod 1 (and not just between Middle and Growth firms, asthe
employees analysis). These conclusions are alspostigol by the second regression
shown in Table 6.

Once again, by adding the control variables thenmesults do not significantly change.
In fact, the output still shows that being in arSiaProfit position inPeriod 1is more
likely to lead to a Star state Period 2 The only changes occurred with respect to the
regression without control variables are the omdative to the odd ratios and to the

significance. In this latter regression the oddosabf the state have slightly increased,
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and the p-values have decreased, allovAngfitl to become significant also at the 5%
level.

As for the employees analysis, in order to find wbether there is a difference between
starting from a Star state or a Profit one, a Watd has been performed (as shown in

Table 9).

Table 7. Wald test

test Starl = Profitl

Chi2 (1) 96

Prob > Chi2 .33

In line with the result obtained in the previousttehere is no statistical difference

between the two states. Once again, the resultseofegressions show that, no matter
how much a company is growingferiod 1 as long as it has high level of profitability

the chances to perform well -both in terms of giroad profitability- are the same.

To sum up, both the employees and the sales asatygmv that the best strategy to
achieve high overall firm performance is to focuspoofitability rather than on growth.

The following section discusses with more detdiksimplication of such results.
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DISCUSSION

The analyses shown in the previous chapter sudgiggistno matter how much firms are
growing, high profitability firms are more likely to becon&ar companies (i.e. high
profitability, high growth firms) compared to firmbat start from a position of low
profitability. The results presented in this thesidd therefore another empirical
confirmation on the recent literature that viewswgh as theoutput of a successful
strategy rather than theput That is, it is advantageous in most situation$dave
“profitability first and growth later” rather thahe other way around, supported by past
literature. In fact, as already stated earlier hrs tthesis, the vast majority of past
literature associates high growth firms with susbds companies. Results show,
however, that growth alone is not sufficient todeesompanies reaching successful
positions.

Furthermore, the results of this thesis are alswsistent with the Resource-based View
theory presented in previous chapters. In line Witis theory, outputs suggest that,
before going for significant growth, firms needhe profitable and therefore able to
develop a competitive advantage based on the faenion and successful exploitation
of the uniqueness of their resource bundles. “Tindetlying advantage itself and the
financial resources generated through high prdfitglmake it possible for firms in this
situation to achieve sound and sustainable growtthich may require building a series
of temporary advantages — without having to saaifrofitability” (Davidssonet al,
2009, pg. 389)By contrast, when firms strive for high growth réteg from low
profitability, the latter often indicates growth stube achieved in head-to-head
competition with equally attractive alternativeshigh would make profitability
deteriorate rather than improvEurthermore, low-profitability firm cannot usually

finance the creation of a hard-to-copy competitisdvantage, while growing
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(Davidssonet al, 2009).As a consequence, their growth processes will tarmbe
neither sustainable nor helpful in order to improeenpanies’ future profitability.

Having traced the link between profitability and MRresources, as suggested by the
Resource-based View, it is now interesting to rme this relationship fits in the firm
growth model proposed by Grandinetti and Furlanl{30and presented in Chapter
1.3.5. The authors claim in fact that size growtiationship growth and capability
growth are all connected and interdependent. Rgatim output of this thesis with the
perspective provided by Furlan and Grandinetti 30the valuable and hard-to-imitate
resources needed to become profitable and to sufytore growth should be obtained
through the relationship and the capability grovaéscribed by the two authors
controlling for firm characteristics. In fact, instenents in functional and relational
capabilities allow firms to build relationships titnew subjects. Furthermore,
investments in dynamic capabilities allow firms tmdertake repositioning and
diversification strategies that require a valuemogk reconfiguration. The opposite is
also true: in fact, by increasing their networkmf can have access to new resources
and capabilities. Lastly, a simultaneous interdepeny between relationship growth
and capability growth can be found; this is patady true for inter-firm collaborations.
These three scenarios are of extreme importancen wpeaking of VRIO resource
creation. Once these resources are built, firmsttege able to develop a competitive
advantage and become profitable. As the resultshisf thesis have shown, highly
profitable companies are then likely to grow inustainable way and to become Star
firms. Translating this last step into the framekveuggested by Furlan and Grandinetti
(2011), this means that relationship growth andabdiy growth should anticipate the
growth of the third dimension: size growth.

This two-step process (i.e. first building VRIO oasces and therefore become
profitable and then aiming for growth) is also fdun thelean managemenmghilosophy.

In fact, this management practice maintains thatessful firms have to be in the first
placeefficientfirms. Lean managers would probably say “efficiefficgt” rather than
“profitability first”, as advocated by this thesi§he differences are, however, few. In
fact, efficient means, first of all, no waste (whnatit is of time or money). Accordingly,

profitability means reducing costs, which requiiesting any type of waste.
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While several similarities have been found compatime lean management approach
and the interpretation of the results of this thei is important to note that being
profitable does not necessarily mean being efficiand vice versa -even though the
two states are in most cases strictly related.

Next chapter discusses the major changes that bae®@ made with respect to
Davidssonet al. (2009)’s work. In fact, it is important to noteath while in line with
one of the most central and innovative thesis alfiomt growth, this thesis includes

several improvements.

6.1 Major Changes

With respect to Davidssaat al. (2009)’s work, several major changes have beeremad
First, the statistical method used to analyze #ta.dVhile Davidssost al. (2009) have
tested the differences betweRrofit-Star and Growth-Startransition proportions using
standard z-tests this thesis has usetbgistic regressions controlling for firm
characteristics.

Second, the measures used for the classificatidimno$ into the five states have been
changed. While this thesis has adopted Davidssah (2009)’s categorization scheme
of firms by growth and profitability shown in Figur7, the nature of these two latter
variables have been modified. In fact, Davidssoral. (2009) calculated growth and
profitability using sales growth and ROA relatieadnly one single year. For example,
in order to classify a firm in one of the five difent categories in yeay they have only
taken into consideration ROA and sales growth ikgdab that specific year. Conversely,
the analyses presented in this thesis are basethercomputation of ROA and
employees (or sales) growth over a period of tlw@esecutive years. In particular, as
already mentioned in Chapter 3.4, the ROA for yeds calculated as the arithmetic
mean between ROA in year1 n and n+1. With respect to employees (or sales)
growth, this thesis has used the compounded rageoeith, as in Jarillo (1989). These
changes have been made in order to obtain mosbkeliesults. In fact, by considering
three consecutive years, it is more likely that,ifgtance, Growth companies aeally
companies characterized by high growth rates, amafitPcompanies arereally

companies that have achieved high level of prafitgh The way Davidssoret al.
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(2009) operated can lead to mistakes in classifgm@rowth or Profit companies that
have grown or have been profitalplst for one specific year.

Third, both sales growth and employees growth heeen used to calculate firm growth.
While Davidssoret al. (2009) have only considered sales growth in tbemputation
of firm growth, this thesis have performed logistegressions considering both sales
and employees growth. As shown in the previous tengapnajor changes in the
regressions are not to be found whether sales ptogees growth are used. However,
using both measures instead of just relying onadrteem, adds strength and reliability
to the results reached by this thesis.

Lastly, this thesis has not discardegriori the possibility that being a Middle company
could have been the best starting state in ordexach a final Star position. Conversely,
in their thesis Davidssaegt al. (2009) have only tested their hypotheses on Grestén
and Profit-Star transitions, without comparing themthe Middle-Star transition. And
what if balancedcompanies (as a matter of fact Middle companied@rusing on both
dimensions in a similar way) are more likely to @®e successful compare to firm that
focus more on either growth or profitability? Whillee results of this thesis do not
suggest that being balanced is the best stratbgyoption has not been discarded
priori. Furthermore, it is also important to note thagrethough being a Middle firm is
not the best starting state, this is better thartisg as a Growth company, even if this
difference is never statistically significant. Wihallows is that the variable that mostly
influences the results is the ROA, and therefodditability. The more a firm manages
to be profitable, the more likely is to reach ar ptasition.

The robustness of these results is also confiryetidoresults obtained by changing the
firm classification method and/or the number of rgeéaken into consideration in

measuring firm growth and profitability (see AppenD for more details).

6.2 Implications

The results of this thesis can have several imjdica.
From a CEO/manager perspective, these results sudbat firm growth is not
necessarily a good thing. Without having first bual valuable and hard-to-copy
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advantage, growing companies are less likely tohr@asuccessful position compare to
companies that have built such a resource-basegattdive advantage. CEOs and
managers should therefore stop relying on the wrbebef that growth almost
automatically leads to above-average performaneégpeofitability. As a matter of fact,
what should they really rely on are profits. Withdirst assuring high level of
profitability companies are less likely to perfoabove-average. As stated above, many
similarities are to be found by comparing thesectusions with thdean management
philosophy. By advocating “efficiency first”, thirmanagement style implicitly refers to
the need of a solid and sound firm structure begoiag for growth.

From a policy-maker point of view, the results bfstthesis imply that rather than
fostering companies to grow, policies should he@lmpanies becoming more profitable.
In fact, if policies can help more firms becomehtygprofitable, the problem of growth
will take care of itself, since high-profitable cpamies are likely to perform above
average in both dimensions in future periods.

For external investors the main implication is thé&h growth associated with low
profitability should be seen as a negative rathl@mta positive signal of sound
development.

From an academic point of view, this thesis addpiroal evidence to the recent
literature about firm growth. By advocating “preftility first, growth later”, in fact,
this thesis maintains that without assuring fiighhprofits, firms are not likely to reach

the desirable Star state.
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CONCLUSIONS

The results of this thesis show that firms in tlesichble state of Star (i.e. companies
with high growth and high profitability) are morekdly to originate from high
profitable firms (i.e. Profit firms) than from gramg firms with low profitability (i.e.
Growth firms). These findings are in line with @eat stream of thought that considers
firm growth as theoutputrather than thénput of a sound development strategy. This
perspective is in strong contrast with the commeleh shared amongst practitioners
and researchers alike, that firm growth is synonysnaf business success.

Before growing, firms should therefore be highlyofiiable. As a matter of fact,
superior profitability is likely to be indicative fohaving built a resource-based
competitive advantage that can in turn supportiend@nd sustainable growth process.
Without ensuring first high profitability, firms arlikely to struggle while aiming at
building valuable and hard-to-copy competitive atages.

While the effects of the recent financial crisig atill preventing the global economy
from completely recovering, the old theory of figrowth has been heavily challenged
and new perspectives have been introduced.

While the road to th&tarsis still under construction, what CEOs, manageds@olicy-
makers alike should realize is that these darksyeae not only the results sbme

companies’ badctionsyet the results ahostcompanies’ badtrategies
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APPENDICES

APPENDIX A
THEORIES OF ALLIANCE FORMATION

Several theoretical explanations of alliances fdioma and value have received
scholarly attention. This thesis uses the theaktens of the Resource-Based View;
there are however two other theories for allianfoemation. Although this is not the
main objective of the thesis, a briefly descriptioh these different theories are
presented. There are basically three different @shof thoughts:transaction cost

economicgTCE), social networkandResource-based Viefirelandet al.,2002).

e Transaction Cost Economics (TCE)
TCE emphasizesransaction cost efficiencgas being the main reason for strategic
cooperation. While helpful in predicting verticateégration among suppliers and buyers
mostly in mature industries (Hennart 1991, Osbard Baughn 1990), TCE does not
capture many of the advantages resulting fromegjratalliances. For instance, it does
not take into consideration important aspects aaglhearning, creation of legitimacy,
and fast market entry (Eisenhardt and Schoonho%886). As Ghosal and Moran

(1995) argue, the theory is most relevant to s&fficiency and routine situations.

» Social Network theory
The social network theory argues, on the other htdrat strategic actions are affected
by the social context in which the firm is embedd&dlati, 1999). Originally applied
to sociological studies, this theory maintains thhat really matter are the relationships
and ties a firm has within its network and not ta#ributes of the individual
organization itself. According to Leenders and Ggbfl999), social theory suggests

that a firm's external networks form a major cdmiitor to its performance. This
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approach has turned out to be useful for explaimrany real-world phenomena, but

leaves less room for individual firms to influertbeir success.

* Resource-based View theory
The third school of thought is the Resource-basexw\Mheory, which this thesis is
based upon. Again, Resource-based View suggedtsirtina use alliances in order to
locate the optimal resource configuration (Das d@edg, 2000). In comparison with
TCE, the Resource-based View theory as well asdtioeal network theory underline,
first, strategic and social factors and not trafieaccost; second, characteristics of the
firm such as strategy, resources, etc., and nottiesactions; lastly, both social
network theory and Resource-based View emphasibeaetical logic of needs and
opportunities, and not efficiency (Eisenhardt arthd®nhoven, 1996). Since in its
historical origin the Resource-based View is clpseinnected with firm growth and, in
particular, the concept girofitable growth(Davidsson, 2009), this approach is here

preferred to the social network theory and TCE.
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APPENDIX B

CRITIQUES TO THE RESOURCE-BASED VIEW THEORY

The main criticism addressed to the Resource-b¥s®al is its “overemphasis on the
possession of individual resources and insufficaknowledgement of the importance
of bundling resources and of the human involvemerdssessing and creating value.
Also, it does not sufficiently capture the essentecompetitive advantage, neither
statically nor dynamically” (Kraaijenbringt al, 2010, pg. 359).

As already mentioned in previous sections, the Resebased View suggests that
possessing valuable and rare resources providdsagie for value creation. This value
may be sustainable when these resources are alwatainle and lack substitutes
(Barney, 1991). Further criticism on this theorgludes that merely possessing such
resources does not guarantee the development gfetiive advantages or the creation
of value (Barney and Arikan, 2001). Priem and Buf{2001) maintain that the
Resource-Based View offers in fact a static viewcompetitive advantage and that
there is minimal theory explaining “how” manageraffs transform resources to create
value. According to these authors, the Resourceeb&sew requires therefore further
elaboration to explain the link between the manasgdrof resources and the creation of
value.

Furthermore, Porter (1996) argues that the Rescnased View does not address
appropriately the question of explicating the psscby which advantage is created, and

that activities are a more appropriate focus ofymmathan resources.
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APPENDIX C

DATASET'S DESCRIPTIVE STATISTICS

» EMPLOYEES ANALYSIS

Table 8. Control variables - descriptive statsstic

Variable] n Mean S.D. Min| Sig. | Median| % q. Max
debtl 218 .70 2.69 -10.08 .18 .38 .86 20.0p
tal 218 | 2.5e+9| 1.1e+10 5.6et5 4.6e+7 2.0e+8 7.8e+8 1.2¢+11

activity | 218| 23.96 19.05 5.000 12.00 18.00 27.00  153/00
empll |218| 4339.87 15913.89 1.00 136.67 419,00 1982.33 1.5p+5

Table 9. High-tech companies

high_tech Freq. Percent
0 79 36.24
1 139 63.76
TOT 218 100.00

Among high-tech companies:
» 3(2.1%) are in the aerospace and defense
» 24 (17.3%) are in the computers and office macliner
» 32 (23.0%) are in the pharmaceutical

» 80 (57.6%) are in the electronics and communicats®ctor
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» SALES ANALYSIS

Table 10. Control variables - descriptive statisti

Variable| n Mean S. D. Min| Sig. | Median| %q. Max
debtl 239 .66 2.55 -10.08 .19 0.37 .80 20.00
tal 239 | 2.3e+t9| 1.0e+10 1.3et6 5.0e+7 2.1e+8 7.5e+8 1.2¢+11
activity | 239| 24.47 18.49 6.000 13.00 19.00 28.00 15|00
empll |239| 4079.0] 15229.06 3.67 144.00 434,33 2152.00 1.5e+5
Table 11. High-tech companies
high_tech Freq. Percent
0 101 38.11
1 164 61.89
TOT 265 100.00

Among high-tech companies:

» 4 (1.7%) are in the aerospace and defense

» 40 (16.7%) are in the computers and office macliner

» 55 (23.0%) are in the pharmaceutical

» 140 (58.6%) are in the electronics and communinat&ector
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APPENDIX D

OTHER ATTEMPTS

As already stated in Chapter 4, several other ati®rhave been tried. In fact, by
changing the firm categorization method and/or thenber of years taken into
consideration in measuring firm growth and profiias many results have been
obtained. For the sake of clarity and concisiorly @me single scheme has been shown
in the central part of the thesis. However, itngortant to note that all other attempts
have shown similar patterns. In what follows, twamples of different variations of
the scheme presented in Chapter 4 are shown.

The first one, is a close replication of Davidss&tral. (2009)’s work. While the firm
classification scheme is the same used in thisghi&slowing these authors, only one
single year has been considered in computing firowth and profitability.
Furthermore, three different time periods have bemmsidered. SpecificallyReriod 1
refers to year 2004, whileeriod 2refers to year 2005, 2006 and 2007, for the 1;year
2-year and 3-year transitions, respectively. Aswshon Table 12 through 23 , the
results are in line with the ones presented in thesis and the ones obtained by
Davidssonret al. (2009), even if sometimes differences are notisogmt due to small

sample sizes.
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 Davidsson '04-'05 (empl)

Table 12. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Middlel| Growthl Poorl TOT
40 17 10 1 4 72
P Star2=1
(58.0) (34.0) (12.2) (1.6) (5.2) (21.2)
E
R
29 33 72 60 73 267
I Star2=0
(42.0) (66.0) (87.8) (98.4) (94.8) (78.8)
D
69 50 82 61 77 339
TOT
) (100.0) | (100.0) | (100.0) (100.0) | (100.0) | (100.0)
Table 13. Employees analysis: logistic regressions
Star2=1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n =339 n =339
ODDS RATIO p-value ODDS RATIO p-value
Starl 9.93 ok 9.25 bl
Profitl 3.71 i 3.32 i
Growthl 12 *x A2 o
Poorl .39 .40
debtl - - .97
tal - - 1.00 *
high_tech - - .81
activity - - 1.00
empll - - 1.00
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 Davidsson '04-'06 (empl)

Table 14. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1

Starl Profitl Middlel| Growth] Poorl TOT]
29 16 18 4 3 70
=] Star2=1
(44.6) (34.8) (23.4) (7.2) (4.2) (22.2)
E
R
36 30 59 52 69 246
| Star2=0
o (55.4) (65.2) (76.6) (92.9) (95.8) (77.8)
D
65 46 77 56 72 316
TOT
) (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)

Table 15. Employees analysis: logistic regressions

Star2 =1
Logistic regression Logistic regre_ssion with control
variables
n=316 n=316
ODDS RATIO p-value ODDS RATIO p-value

Starl 2.64 *x 2.67 *x
Profitl 1.75 1.78
Growthl .25 *x .25 *x
Poorl .14 ** .15 *x
debtl - - .97
tal - - 1.00
high_tech - - 1.13
activity - - 1.00
empll - - 1.00




 Davidsson '04-'07 (empl)

Table 16. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl | Middlel| Growth] Poorl] TOT|
26 10 12 4 6 58
P Star2=1
(58.0) (78.4) (16.7) (7.4) (9.0) (19.2)
E
R
36 37 60 50 61 244
I Star2=0
(42.0) (21.3) (83.3) (92.6) (91.0) (80.2)
D
62 47 72 54 67 302
TOT
) (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
Table 17. Employees analysis: logistic regressions
Star2 =1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n =302 n =302
ODDS RATIO p-value ODDS RATIO p-value
Starl 3.61 o 3.67 *
Profitl 1.35 1.19
Growthl 40 .38
Poorl 49 51
debtl - - .89
tal - - 1.00 *
high_tech - - .66
activity - - 1.00
empll - - 1.00 *
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Davidsson '04-'05 (sales)

Table 18. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1

Starl Profitl Middlel| Growthl Poorl TOT

47 12 16 6 2 83
P Star2=1

(53.4) (26.7) (15.1) (9.7) (2.3) (21.4)
E
R

41 33 90 56 85 305
I Star2=0

(46.6) (73.3) (84.9) (90.3) (97.7) (78.6)
D

88 45 106 62 87 388

TOT
) (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
Table 19. Sales analysis: logistic regressions
Star2 =1

- . Logistic regression with control
Logistic regression

variables
n =388 n = 366
ODDS RATIO p-value ODDS RATIO p-value
Starl 6.45 ok 5.89 Fork
Profitl 2.05 * 1.75
Growthl .60 .54
Poorl .13 xx .13 *x
debtl - - .98
tal - - 1.00 *x
high_tech - - .62
activity - - 1.00
empll - - 1.00
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» Davidsson '04-'06 (sales)

Table 20. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Middlel| Growthl Poorl TOT
40 12 15 8 4 79
P Star2=1
(46.5) (31.6) (15.1) (14.8) 4.7 (21.8)
E
R
46 26 84 46 81 283
I Star2=0
o (53.5) (68.4) (84.9) (85.2) (95.3) (78.2)
D
86 38 99 54 85 362
TOT
5 (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
Table 21. Sales analysis: logistic regressions
Star2 =1

- . Logistic regression with control
Logistic regression

variables
n =362 n =340
ODDS RATIO p-value ODDS RATIO p-value
Starl 4.87 ok 4.76 ok
Profitl 2.58 *x 2.85 **
Growthl .97 .90
Poorl .28 *x .27 *x
debtl - - 1.00
tal - - 1.00
high_tech - - 1.16
activity - - 1.00
empll - - 1.00
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Davidsson '04-'07 (sales)

Table 22. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Middlel| Growthl Poorl TOT
26 14 20 4 7 71
P Star2=1
(33.3) (37.8) (20.6) (8.0) (9.2) (20.9)
E
R
52 23 77 46 70 268
I Star2=0
(67.7) (62.2) (79.4) (92.0) (90.9) (79.1)
D
78 37 97 50 77 339
TOT
) (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
Table 23. Sales analysis: logistic regressions
Star2 =1
Lodisti . Logistic regression with control
ogistic regression .
variables
n =339 n =320
ODDS RATIO p-value ODDS RATIO p-value
Starl 1.93 * 2.07 *
Profitl 2.34 o 3.09 *
Growthl .33 * .35 *
Poorl .39 *k .39 *
debtl - - .97
tal - - 1.00
high_tech - - .92
activity - - .99
empll - - 1.00




Another variation made with respect to the analpsgposed in Chapter 4 is shown in
Table 24 through 35. In this case, while the nundfgrears taken into consideration in
order to compute firm growth and profitability haeen held as in the case proposed
before, the classification scheme has been changdedct, the state Middle has been

left out. A visual representation of this new scleamshown in Figure 9.

Figure 9. Alternative categorization scheme of firfpy growth and profitability

PROFIT PROFIT STAR STAR
3q
PROFIT PROFIT STAR STAR
RO4A 24
BOGE POOR GROWTH | GROWTH
1q] | |
PEGR. OF | GROWTH | GROWTH

1g. 2a 3g

SALES or EMPLOYEES GROWTH

Without the Middle state the logistic regressioesdme as follows:

P(Stay =1) = g, Stay+ S, Profit+ 3, Growtl+ 5, Pog
And, for the logistic regression with the contrariables:

P(Stay =1) =
= B Star + S, Profit + ,Growth+ 8, Poor+ 5 . debf 5, ta+ B, high teehS , actyi+ S empl

It is important to note that, in this case, thaestarowth has been chosen as baseline.

All the results have to be therefore compared i®l#tter firm state.
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» Alternative '04-'05 (empl)

Table 24. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growthl| Poorl TOT
60 27 2 7 96
Starz=l | (g5.5) (35.1) (2.6) (7.5) (28.3)
P
E
R
I 33 50 74 86 243
8 Star2=0 | (35 5) (64.9) (97.4) (92.5) (71.7)
2
93 77 76 93 339
TOT
(100.0) (100.0) (100.0) (100.0) (100.0)
Table 25. Employees analysis: logistic regressions
Star2=1
Logisti . Logistic regression with control
ogistic regression ;
variables
n =339 n =339
ODDS RATIO p-value ODDS RATIO p-value
Starl 67.27 ok 72.52 bl
Profitl 19.98 bl 22.07 b
Poorl 3.01 3.25
debtl - - .97
tal - - 1.00 *
high_tech - - .94
activity - - .99
empll - - 1.00 *
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« Alternative '04-'06 (empl)

Table 26. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growthl Poorl TOT
_ 47 26 8 8 89
p Starz=l | 540) | (36.6) (11.3) 9.2) (28.2)
E
R
I
o 40 45 63 79 227
Star2=0
D (46.0) (63.4) (88.7) (90.8) (71.8)
2
87 71 71 87 316
ToT (1000) | (1000) | (100.0) | (100.0) | (100.0)
Table 27. Employees analysis: logistic regressions
Star2 =1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n=2316 n =316
ODDS RATIO p-value ODDS RATIO p-value
Starl 9.25 bl 10.04 bl
Profitl 4.55 ok 5.03 ek
Poorl .80 .85
debtl - - .96
tal - - 1.00
high_tech - - .96
activity - - 1.00
empll - - 1.00
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« Alternative '04-'07 (empl)

Table 82. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growthl Poorl TOT
~ 34 26 8 12 80
P Szl | 420) | @7y | @14 | 148 | (@65
E
R
I
o 47 44 62 69 222
Star2=0
D (58.0) (62.9) (88.6) (85.2) (73.5)
2
81 70 70 81 302
ToT (1000) | (1000) | (100.0) | (100.0) | (100.0)
Table 29. Employees analysis: logistic regressions
Star2 =1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n =302 n =302
ODDS RATIO p-value ODDS RATIO p-value
Starl 5.61 el 5.03 ok
Profitl 4.58 ok 3.37 ki
Poorl 1.35 1.18
debtl - - 1.00
tal - - 1.00
high_tech - - .98
activity - - 1.02 i
empll - - 1.00




« Alternative '04-'05 (sales)

Table 30. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growth1 Poorl TOT
68 26 11 9 114
5 Starz=l | (5g.6) (33.3) (14.1) (7.8) (29.4)
E
R
I
o Star2=0 48 52 67 107 274
D (41.4) (66.7) (85.9) (92.2) (70.6)
2
116 78 78 116 388
ToT (1000) | (100.0) | (100.0) | (100.0) | (100.0)
Table 31. Sales analysis: logistic regressions
Star2=1
. . Logistic regression with control
Logistic regression ;
variables
n =388 n =366
ODDS RATIO p-value ODDS RATIO p-value
Starl 8.63 el 9.21 ok
Profitl 3.05 *k 3.13 *
Poorl .51 .58
debtl - - .90 *
tal - - 1.00 *k
high_tech - - .70
activity - - 1.01
empll - - 1.00 **
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« Alternative '04-'06 (sales)

Table 32. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growthl Poorl TOT
56 29 12 11 108
5 Starz=l | 49.6) (42.6) (17.6) 9.7) (29.8)
E
R
I
o 57 39 56 102 254
Star2=0
D (50.4) (57.4) (82.4) (90.3) (70.2)
2
113 68 68 113 362
ToT (1000) | (100.0) | (100.0) | (100.0) | (100.0)
Table 33. Sales analysis: logistic regressions
Star2 =1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n=362 n = 340
ODDS RATIO p-value ODDS RATIO p-value
Starl 4.58 el 4.89 ok
Profitl 3.47 * 3.83 i
Poorl .50 .52
debtl - - .99
tal - - 1.00
high_tech - - 1.33
activity - - 1.00
empll - - 1.00
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« Alternative '04-'07 (sales)

Table 34. Cross-tabulation for firmsReriod 1andPeriod 2(in parenthesis column percentage)

PERIOD 1
Starl Profitl Growthl Poorl TOT
_ 43 27 14 14 98
5 Starz=l 1 a09) | @22) | @15 | @133 | (89
E
R
I
o 62 37 51 91 241
Star2=0
D (59.1) (57.8) (78.5) (86.7) (71.1)
2
105 64 65 105 339
ToT (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
Table 35. Sales analysis: logistic regressions
Star2 =1
Loaisti . Logistic regression with control
ogistic regression ;
variables
n =339 n =320
ODDS RATIO p-value ODDS RATIO p-value
Starl 2.53 * 2.30 o
Profitl 2.66 % 1.88
Poorl .56 .50 *
debtl - - 1.01
tal - - 1.00
high_tech - - 1.04
activity - - 1.01
empll - - 1.00
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