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How do Size, Relationships and Capabilities interact over time? A
Multidimensional Approach to Firm Growth

ABSTRACT

This paper explores firm growth as a multidimenalgghenomenon involving size, relationships and
capabilities. Our starting point is the recognitibiat management literature on firm growth shows
two fundamental fallacies. The first fallacytkhe fallacy of modelling firm growth — refers to the
tendency of many models to frame growth exclusivielyterms of size and as a sequential of
predetermined stages. The second falladye-fallacy of measuring firm growth — refers to the
manifest inconsistencies of the measures normdibpi@d to gauge firm growth. We maintain that
both fallacies can be overcome by reframing firrowgh as a result of the interaction of three
dimensions: size growth, relationships growth, amagbabilities growth. Based on a qualitative
analysis of 14 case studies, we propose a modelisgdow the three dimensions interact over time
thus giving shape to firm growth. The model appdarbe more realistic than previous theoretical
efforts and provides fruitful insights for managjer
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For almost thirty years, since the seminal workGoéiner (1972) management literature has been
pervaded by the idea that firm growth could be nledeas a sequence of predetermined stages
similarly to the growth of the weight or the heiglita biological organism.

However, during the last decade or so the numesiages of growth” models have clashed with the
overwhelming variety of actual firm growth procesdeardly ascribable to a universal path. As a
result of this observation, the opposite view setr&art thriving in the literature: firm growth an
idiosyncratic process and therefore it cannot bdetied at all.

We argue that both these approaches share thersdonaionistic premise, i.e. they both consider
the firm growth just as the growth of its size. Gatudy removes this premise and takes an
intermediate stand. We maintain that actual firrawdh processes can be modelled using a non-
deterministic approach that relies on a fundameasslumption: size growth represents only one
dimension of firm growth that interacts with otht&ro dimensions, i.e. relationships growth and
capabilities growth. Based on a qualitative analysi 14 case histories, we advance a model
showing how these three dimensions interact owe thus giving shape to firm growth.

We think our model is more realistic in describegtual firm growth processes than are previous
theoretical efforts. Moreover, it provides fruitinsights for managers since it suggests that the
management of the interdependencies between the thmensions (i.e. size growth, relationships
growth, and capabilities growth) the core issurdyat the heart of firms growth strategies.

The paper is organized as follows. Section two gassthe theoretical and conceptual background
we rely on. Section three outlines the methodoklgapproach employed in analyzing the case
studies. Section four provides the results of thedysis and advances a model of firm growth. Fifth
section concludes the paper.

THEORETICAL AND CONCEPTUAL BACKGROUND
The Fallacy of Modelling Firm Growth
The phenomenon of firm growth has long been drawhegattention of economists and management
scholars.
In particular the seminal works by Penrose (195@) Marris (1964) have heavily contributed to the
surge of interest in this area. Both the authagblight how the firm intrinsically seeks to growesv
if the reasons they identify for this behaviour &redamentally different. In the Penrose resource-
based theory of the firm growth, learning by doisgthe mechanism through which the firm
continuously finds new growth opportunities. In tkarris managerial theory of firm growth, the
underlying factor that leads to the firm growtlthe specific interest of the management in working
in an ever bigger firm.
Penrose and Marris seminal works have generatathpessive bulk of theoretical and empirical
studies both in economics and management discipli@eerall this wide literature considers firm
growth as a unidimensional phenomenon where thg dinhension of growth is the firm size. In
other words, the growth of the firm is the growftits size.
Focusing on managerial studies, a great numberstafgés of firm growth” models have been
produced (Greiner, 1972, 1998; Moore & Tushman,2198hurchill & Lewis, 1983; Quinn &
Cameron, 1983; Miller & Friesen, 1984; Smith, Migdh & Summer, 1985; Adizes, 1989;
Kazanjian, 1988; Kazanjian & Drazin, 1989; Hank89Q@; Hanks, Watson, Jansen, & Chandler,
1993; Churchill, 1997).
Comparing these different models a number of difiees emerge (Hanks et al., 1993; Phelps,
Adams, & Bessant, 2007). First of all, the numhad ¢he nature of growth stages predicted by the
models differ among them. Secondly, some model® leen used to portrait the growth of small
firms, others deal only with big firms, others atato have a general validity. Thirdly, most of the
models mainly focus on the internal factors, sushtle& management style and organizational
structure, affecting the firm growth while a fewermber of studies consider also exogenous factors
(e.g. the industry competitive structure) as criudiavers of firm growth. Finally, almost all model
predict one universal growth path characterizea lpyedetermined sequence of growth stages while
just a few admit a (somewhat limited) variety dfelient paths of firm growth.
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These differences aside, all these models havecommmon traits. We already referred to the first
one: firm growth is conceptualized as size growdbged by the extension of the boundaries of the
firm. Moreover, all the models consider firm growds a combination of sequential well-defined
stages that the firm needs to climb to get bigghais idea is a direct consequence of modelling the
firm growth as a unidimensional phenomenon. Inaaab firm growth is just its size growth, it can
be assumed that the process of firm growth matitteeprocess of the weight or the height growth of
a biological organism, i.e. a sequence of cleaglyned stages.

An early and prominent contribution among the stagfegrowth models is made by Greiner (1972,
1998). Greiner’s theory assumes that the histortheffirm unfolds through a sequence of growth
stages and that each of these stages ends up exmohlutionary period. The resolution of each
revolutionary period is the go-ahead for the néxges.

In his 1972 article (partially refined by the 198@&icle), Greiner identifies five growth stages
described on the base of five parameters (manadefioens, organizational structure, top
management style, control system, management resvapthasis):

1. creativity-led growth, broken off by a crisis oalership;

2. direction-led growth, broken off by a crisis of anbmy;

3. delegation-led growth, broken off by a crisis ohtrol;

4. coordination-led growth, broken off by a crisistafreaucracy or red-tape crisis;

5. collaboration-led growth, broken off by a crisisla¢k of internal solutions for growith

Each growth stage is sustained by a specific ral®m terms of firm strategy, managerial objective
and organizational structure. In each stage time fe@aches a point where the rationale of the stage
inhibits further growth thus triggering the crisi¥herefore the natural development of the
organization goes through a series of discontiesiitiue to internal mutations of the firm that grows
and therefore changes.

Also the model by Hanks et al. (1993) makes a rkatde contribution to the stages of growth
models. The model advanced by these authors idb@sean empirical survey of 133 US firms
operating in high technology industries. The awthenvisage four stages of firm growth:

1. start-up stage,

2. expansion stage,

3. maturity stage,

4. diversification stage.

The variables that are used to draw the taxonomgrafth stages are of two types. The former
(contextual variables) are the age of the firm,dize (gauged by the number of employees) and the
rate of employment growth during the last year. Titer (structural variables) are the number of
hierarchical layers, the organizational form, ahd tlegree of formalization, decentralization and
specialization.

Unlike Greiner, Hank et al. recognize a varietyefevf somewhat limited) of possible firm growth
paths. Specifically, the authors argue that dutimgyfirst and the second stage two ramificatioms ca
evolve apart from the mainstream process.

The authors define these two configurations “disgregnent stages” signalling that when the
ownership of the firm undertakes one of these ttiages it disengages from further firm growth. In
particular, the latter disengagement stage is @dedlwith firms that are older and bigger than ¢hos

! The last stage (collaboration-led growth) is chedzed by a “greater spontaneity in managemeidrathrough teams

and skillfull confrontation of interpersonal diffarces” (Greiner, 1972: 43). The crisis of the dmlation stage is

somewhat ill-defined. The author relates this srisi the psychological saturation of the firm humasources with

regards to the job intensity and the pressure tdsvamovative solutions. In his 1998 article théhau restates the crisis
associated to the final stage. This crisis is #igg by the impossibility to find internal solutsresources to efficiently
promote firm growth. As a result of this crisisg thuthor envisages a sixth phase “in which groweiedds on the design
of extra-organizational solutions” (65). In otheonds the firm starts searching for resources oetgil organizational

boundaries and relies on interfirm relationshipgébaccess to these resources.
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in the second stage (i.e. expansion stage) butdéwmeer growth rate. Hank et al. draw on the model
advanced by Churchill and Lewis (1983) to expldiis tdisengagement stage. As a matter of fact,
Churchill and Lewis (1983: 34) envisage a stagerwlithe company has attained true economic
health, has sufficient size and product-market pahen to ensure economic success, and earns
average or above-average profits. The company tay & this stage indefinitely, provided
environmental change does not destroy its markeenior innefective management reduce its
competitive abilities” The ownership chooses therefore to disengage frother firm growth
diverting the resources generated by the firm togather activities.

Having recourse to the disengagement stages isnmtgh to free the stage models of firm growth
from an excessive determinism. As a matter of thet,attempts to model firm growth as a life cycle
made of predetermined stages tend to fade awagglthe second half of ‘90s while the awareness
that firm growth is a too complex phenomenon tetlystallized as a temporal sequence of universal
stages begins to spread among scholars (Merz, \W&beaetz, 1994; Garnsey, 1998; McMahon,
1998; Bhidé, 2000; Dobbs & Hamilton, 2007). In Metzal. (1994: 49) words, the stage models of
firm growth, “while interesting and thought-provakj, possess limited usefulness for the study of
growth management since they are built upon theramwtistic assumption that all firms grow
linearly through a predictable series of preordaisegges”. The results of our study corroborate and
substantialize this standpoint.

The Fallacy of Measuring Firm Growth

According to Penrose (1995: 25), the size of fishduld be measured with respect to the present
value of the total of its resources (including persel) used for its own productive purposes. This i
almost impossible to discover in practice, andhi@ absence of any really satisfactory measure of
size we have a wide choice depending on our putpose

Indeed, a great variety of firm growth measuresehasen proposed ranging from increase in market
share to growth in sales, value added, profitsetasemployees, or number of customers (Hoy,
McDougall, & Dsouza, 1992; Garnsey, Stam, & Heftarn2006).

However, the most common measures used in empstadies studying the firm growth are the
total sales and number of employees (Weinzimmesstidgn, & Freeman, 1998; Delmar, 2006).
Both these measures are easily accessible anddpraviairly standard base to make comparisons
among firms. Other measures (e.g. the market slaeejmore difficult to be gathered and can be
used to compare only those firms that show somdlasities (e.g. similar product ranges).
Moreover, total sales and employees are those péeasithat entrepreneurships and CEOs normally
rely on to appraise their firm growth (Hoy et 4/992; Delmar, Davidsson, & Gartner, 2003).

Even if sales growth and employees growth are widesl measures of size growth of the firm,
Weinzimmer et al. (1998) argue that they are natsistent. The authors empirically prove that
although sales growth and employees growth mayobelated, they exhibit different relationships
with the determinants of firm growth. The authoom@ude that “researchers studying sales growth
and those studying growth in number of employeedikely interested in very different theoretical
concepts” (Weinzimmer et al., 1998: 250).

Seeking more empirical evidence to corroborate Weimer et al.’s findings, we carried out a
simple analysis measuring sales and employees lgromve sample of Italian firms over 2000-2007
period. Following several empirical studies on figrowth, we measure the firm growth as the
difference of first year sales/employees and lasarysales/employees divided by first year
sales/employees. We used AIDA database to gathatata. To make our analysis homogeneous we
focused on manufacturing firnfirms with a two-digit ATECO code between 15 arf) Bcated in
North East of Italy that at the end of 2007 coull dualified as medium firms. We drawn the
definition of medium firm provided by Medio Banda. firms with a number of employees ranging

2 The model by Churchill and Lewis (1983) involvesstages: existence, survival, success, take-off, r@source
maturity. The second stage can evolve into tweedsffit ways. The success-disengagement, descriltled iaxt, and the
success-growth stage.
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from 50 to 499 and total sales ranging from 13iomll€ to 260 million €. Out of a population of
1410 firms that in 2007 met our criteria, we seddch sample of 771 (54.68% of the population)
excluding those firms presenting missing values thiode firms with outlier values of sales growth
and/or employees growth. Table 1 provides desugpiiatistics for sales, employees, sales growth
and employees growth.

We then run a series of simple calculations. Fifsdll, we figured the correlation between the two
growth rates. The correlation was 0.46 very clasé¢he correlation, based on the same formula,
found by Weinzimmer et al. study (0.57). Seconalg focused on those firms with the highest
growth rates performance. We selected two sub-ssnfitms belonging to the top quartile of sales
growth and firms belonging to the top quartile afpdoyees growth. We counted those firms that
simultaneously belong to both the quartiles. Ord9 firms (39.35% of the 277 firms belonging to
the union of the two quartiles) were in both the tpuartiles of sales growth and employees growth
while 168 firms (60.65%) were either in the top e of sales growth or in the top quartile of
employees growth.

Overall, empirical evidence highlights that sale®wgh and employees growth are at least
inconsistent measures of size growth of the firmwHtan this mismatch be explained?

The Three Dimensions of Firm Growth

We maintain that both fallacies, i.e. modellingrfigrowth as a sequence of predetermined stages
and measuring firm growth using sales and emplgyess be overcome if we recognize that firm
growth is a multidimensional phenomenon.

Our argument can easily be understood using anthgpcal example. Suppose that two identical
firms hire new marketing managers more capable tifaprevious ones. The new managers develop
new activities and deploy effective marketing sigats that quickly lead the firms to heavily
increase their sales. However, while the first fisopports the sales growth by investing in new
production capacity and hiring new employees, #wsd firm outsources the additional production
to external subcontractors. If we use sales gr@asth measure of firm growth we conclude that both
firms have grown but if we use employees growthceme to a different conclusion: the first firm
has grown while the second has not.

One can argue that number of employees growthmsra accurate measure of the firm growth than
sales growth since the latter does not take intowd the degree of vertical integration of thenfir
(Laursen, Mahnke, & Vejrup-Hansen, 1999; Garnseal.e2006).

We advance a partially different explanation. Engpks growth is an accurate measure of one
dimension of firm growth, i.e. size growth, but there two other dimensions to be considered in
order to have a thorough appraisal of firm growéationships growth and capabilities growth.

In our example discrepancy between employees gramdhsales growth raises because the first firm
increases the number of employees and internaluptimeh capacity while the second chooses to
increase its networking. Moreover, both firms retynew marketing capabilities to generate growth
opportunities.

Previous literature considers capabilities andtiaiahips as sources of competitive advantage that
may lead to firm growth, explicitly or implicitlynderstood as size growth (Jarillo, 1989; Dyer &
Singh, 1998). We maintain that size, relationslaipd capabilities are three dimensions of the same
phenomenon, i.e. firm growth, and that these theeensions interact overtime in complex manners
that are not possible to model using a determmg&hage-wise approach. This paper is an attempt to
obtain evidence of these interactions and to frdmen into a model that captures the complexity of
firm growth.

Before we go any further, we need to provide peedsfinitions of what we mean by size growth,
relationships growth and capabilities growth.
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Size growth We define size growth as the widening of the bawied of the firm over a given period
of time. Size growth may be internal or externar(f@se, 1995).

In the former case, the firm increases its boumdatihrough greenfield investments. These
investments can increase the size of existing azgdanal units or create new production, logistics
or commercial units or subsidiaries.

Mergers and acquisitions are the most common ardklwistudied forms of external growth
(Cartwright & Schoenberg, 2006). In the first casey firms merge together to become one bigger
firm; in the second, one firm acquires the entifgtythe majority) of the equity of another firmh@
acquisition of a branch of another firm is a furtfm of external growth.

Relationshipsgrowth. We define relationships growth as the incremerthefextent to which a firm
uses external resources over a given period ok.tiExternal resources are those assets (physical or
otherwise) over which the firm has no direct owhgrs(Jarillo, 1989) but that it can access to
through the relationships it has with other firmsdaorganizations (e.g. suppliers, customers,
competitors, universities, research centers). Asurce-based theory maintains, inter-organizational
relationships allow the firm to tap into resourtest it does not own (Das & Teng, 2000). The more
scarce and critical are these resources for the dompetitive advantage, the higher is the value of
the relationships (Jarillo, 1989; Dyer & Singh, 899

The extent of external resources can grow both assalt of an increase of the number of
relationships and as a result of an increase ofdhee of existing relationships.

In the former case, the firm extends its value onektw(or value constellation), namely the set of
relationship$ that the firm uses to get accessed to externaliress (Normann & Ramirez, 1993;
Allee, 2000; Barringer & Harrison, 2000). In thetém case, the firm keeps its network stable but
evolves its existing relationships towards moreughle configurations.

Inter-organizational relationships can take sevByahs ranging from subcontracting relationships,
to licensing relationships to joint-ventures.

Among the criteria suggested by the literature Hssify inter-organizational relationships, the
presence of equity exchanges between the orgamzas of particular interest in our analysis since
the development of this types of relationships tiashe edge between size growth and relationships
growtH'.

Even more important for our analysis is the digtorc between arm’s length relationships and
collaborative relationships (or partnerships). 8iRtchardson (1972)'s seminal work, many scholars
have highlighted the importance of collaborativiattenships for the competitive advantages of the
partners (Porter & Fuller, 1986; Contractor & Lagan 1988; Kogut, 1988; Nohria & Garcia-Pont,
1991, Bleeke & Ernst, 1993). For example, a vdstdiure has focused on the transition of supplier
relations from arm’s length relationships to parshgs and demonstrates that supplier relations
based on cooperation are valuable in order to edtwr partners the access to resources that cannot
be traded using market relationships (Cusumano &eiBhi, 1991; Helper & MacDuffie, 1997;
Camuffo, Furlan, & Rettore, 2007).

Capabilitiesgrowth. We define capabilities growth as the developnoémtew capabilities of a firm
over a given period of time. The development of r@pabilities can be based either on internal
resources or on resources that the firm acquies the market. For example, a firm can hire new
engineers to fill a gap in a field previously uneoed or it can train internal engineers to achibee
same result.

The capabilities of a firm can be classified irficee broad categories:

« functional capabilities,

* interface capabilities,

% The relationships a focal firm relies on are bditlect and indirect (Anderson, H&kansson, & Johan$894). Indirect
relationships extend the extent of knowledge sabpdirm can tap into. For example, a producer athine tools that
involves a component supplier (direct relationshipthe development of a new product, indirectlyuémes also the
knowledge that this supplier have developed thrabtgtinteraction with its customers (indirect riglaships).

* More precisely, when a firm enters the equity piatner, the equity share owned by the firm candesl as a measure
of size growth while the equity share owned byghgner can be used as a measure of relationstopgigof the firm.
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» dynamic capabilities.

The first category of capabilities refers to theliads to carry out the core functions (operations
marketing and Research & Development) and the stpfumctions (e.g. human resource
management, accounting) of the firm.

The second category of capabilities allows the fianeffectively and efficiently use external
resources (Stevenson & Jarrillo, 1990). We canddithese capabilities into two types: a) searching
and monitoring capabilities representing the abitib search and select new suitable external
resources (Furlan, Grandinetti, & Camuffo, 2007y d) relational capabilities representing the
ability to successfully manage the existing netwofkelationships (Lorenzoni & Lipparini, 1999).
Supplier management capabilities and customer nesmnegt capabilities are typical examples of
interface capabilities.

Dynamic capabilities are defined as “the firm’slépito integrate, build, and reconfigure internal
and external competences to address rapidly chamgimronment” (Teece, Pisano, & Shuen, 1997).
According to Teece et al. (1997) dynamic capabsittoncern three different aspects: a) coordination
and integration of different activities of the firamd of its value network, b) learning how to erdean
performances, lower weaknesses, reduce threatsjdentify new business opportunities and c)
reconfiguration of firm resources coherently witinategic reorientations that cope with an ever
changing and complex environment. These reconfigur& may involve internal resources and
external resources, i.e. the firm’s value network.

RESEARCH DESIGN AND METHOD
We use the three dimensions of firm growth to cand4 case histories of firms located in North-
East of Italy.
All these firms have an history of several decadest least several lustra (the youngest firm was
founded in 1995) and, during their life time, thegve been showing significant performances in
terms of sales and employees growth (table 2).

As suggested by Ellram (1996) and Voss, Tsikrikésid Frohlich (2002), we collected information
through open-ended interviews, guided by a commase cstudy protocol built on the three
dimensions of firm growth as defined in the pregi@ection (table 3). To conduct the interviews
these research constructs have been operationahaid specific questions (Yin, 2002). The

interviews spanned the entire history of each fiinom foundation to present time).

The research begun in 2005 and finished in 2007e&och case study, we interviewed entrepreneurs,
CEOs and top managers. On the whole, we carried tatal of 42 interviews and each of them took
about 2 hours. The interviews were taped and wrifie and transcripts were used for the subsequent
analysis. Finally, we gathered information usingoselary sources (e.g. financial reports, balance
sheets, public databases, websites, cataloguespapers) and during public speeches delivered by
firms’ protagonists. The within case analysis wasea at keeping track of the interdependencies
between the three dimensions of firm growth in otdeunveil chains of interdependencies linking
these three dimensions (figure 1 gives an illustmadf one within case analysis).

RESULTSAND DISCUSSION: A MODEL OF FIRM GROWTH
8
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On the base of the case histories analysis an@gubst comparison between the cases we identify a
set of nine interdependencies that dynamically thrk three dimensions of firm growth. This set of
interdependencies links the three dimensions of firowth (size growth, relationships growth and
capabilities growth) and on the whole portrays muittidimensional model of firm growth. Figure 2
shows the nine interdependencies labelled as PDtdn the following paragraphs we describe and
discuss each of these interdependencies using re@d&om the case histories to support our
arguments.

Size growth and relationships growth

Size growth and relationships growth are normatigsidered mutually exclusive alternatives. As a
matter of fact, whenever a firm chooses betweenenaalbuy it either decides to scale up its internal
capacity or to increase the amount of externaluess it relies on.

However, our case studies show that size growthrelationships growth are often complementary
and interdependent processes.

First of all, in all the cases size growth hasgeiged the establishment of new relationships oremad
some of the existing relationships to evolé:(size growth may generate relationships growth).
Calligaris is a leading firm in the Italian furnfuindustry. Founded in 1923, for most part ofifes

the firm has grown within the boundaries of theiclwdustrial district heavily relying on local
subcontractors and exporting its final products ntyato European markets (Grandinetti, 2003).
During the 1990s, the entrepreneur realized thatrdier to penetrate the US and Japanese markets
(two of the most promising markets) the firm neettedrrange direct commercial presence in those
countries. In 1998 Calligaris undertook a greedfievestment creating a commercial subsidiary in
US. This firm has two organizational units: onedi®d in the Atlantic coast, serves as a logistit u
while the other, located in the Pacific coast, iearout customer service activities. Having a local
commercial base allowed Calligaris to improve engstelationships and establish new relationships
with sale agents and retailers eventually leadimg firm to create a distribution channel that
selectively covered the whole US market. In 2008igzais replicated the US market penetration
strategy in Japan establishing a commercial surgiavith a sales office in Kobe and a distribution
center in Okawa. By the end of 2007, the firm walfirg) its product through 122 stores in US and
69 stores in Japan.

Similarly to P1, in all our case studies we founddence that relationships growth generates
opportunities for size growthPR: relationships growth may generate size growth).

In the firms operating in industrial markets (Ancali Carraro, C-Blade, Brovedani, Mainetti,
Premek), new large customers often lead the corapaaimake further capacity investments.
Premek was established in 1978 and is now a fesstpplier for several industries, such as dlectr
household appliance, medical and precision devid¢g&lraulics, optomechanics, automotive,
telecommunications, textile and aerospace. At #ggrming of 1998 the firm started a relationship
with a Swedish customer. Overtime the relationgrgw and evolved from a mere subcontracting
relationship to a partnership leading Premek tinbeeasingly involved in the product development
and industrial engineering process of the custoniéns evolution forced Premek to make
investments in new production capacity (e.g. assiemlines in protected and aseptic environment
and dedicated functional-testing machines).

Organizations other than customers can have anrtengaole in fostering size growth of the firm
As Jarillo (1989) maintains firms may leverage @wmnesources provided by external organizations
with the deliberate intent to initiate size growittocesses.

Firms of our sample operating in consumer marké&Bispn, Calligaris, Moroso, Snaidero,
Morellato, Grotto, Geox) traced their brilliant sigrowth performances back to the development of

9
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a network of relationships with suppliers providistrategic services like marketing research,
advertisement, product design and the like.

Snaidero is an Italian company ranking now fifthoammg the European producers in the kitchen
industry. During the 1990s the firm seemed to benaed to fall into decline. The premise for a
reversal was the takeover of the founder’s son admcated a new way of running the business. In
particular, he promoted the extensive use of eatemsources to develop a new model of kitchen.
This way he revolutionized the well-establishedcfice of developing new products mostly relying
on internal resources. As a first step the firntetha relationship with a market research agehnat t
carried out a market segmentation analysis usifestyiles as the segmentation variable and
identified the most interesting segment for thenfito position its new product. In the product
development project the designer losa Ghini waslied in order to give shape to the idea of the
new product. Also in the planning of the advergscampaign the firm resorted to external resources
to effectively market the new product that was lfinlaunched in the end of 2000, four years later
the beginning of the new product development pmdesveraging on the market success of the new
product, the firm started a new phase characterlzgda sharp increase of employment and
production capacity level.

The interdependencies P1 and P2 are causal inenaithr a temporal lag that separates the cause
from the effect. In our case histories we also gndlence of another type of interdependency where
size and relationships grow simultaneoudBB:(size growth and relationships growth may be
interdependent but not linked by a causal relationship).

In particular, this type of interdependency ocourgenever a firm acquires (or merges) another firm
simultaneously growing both its size, by incorpmmgtthe proprietary assets of the acquired firm,
and its relationship portfolio, by acquiring the sé relationships of the acquired firm. Sometimes
the relational capital of the acquired firm maytbe real reason behind the acquisition since itseva
overwhelms the value of the proprietary assetb@ficquired firm.

Morellato is a leading firm operating in two congierg industries: watch and jewellery. To reach a
sustainable competitive advantage in these matadastries, the owner and CEO of Morellato
realized that to successfully market the productsas necessary using well known brands such as
those of the fashion clothing industry. This wajgwel or a watch could be launched in the market
and got the immediate attention of the admirersth brand associated with the product.
Establishing and managing relationships with thendrowners an the retailers became therefore a
critical success factor for Morellato. To that dmetween 2006 and 2007 the firm carried out two
important initiatives. First, it acquired Sector,watch producer that brought a dowry of its
proprietary assets and some important licenseddbré@avalli, Moschino, Pirelli). Another initiative
was the acquisition of Diffusione Italiana Prezj@scompany running a chain of some 300 jewellery
shops (located in several European countries) wiostem under franchising agreements. Both the
acquisitions led Morellato to widen its boundarieize growth) but most of all to increase its det o
relationships with external organizations (in tiretfcase with the brand owners and in the second
case with the franchisees).

Capabilities growth and size growth

From our analysis, we found considerable evidehatthe development of capabilities may support
size growth P4: capabilities growth may generate size growth). From our case studies, we often
found the situation where a small extent of caji#sl growth determined a small extent of size
growth. This event may recur several times thygéiing phases where the gradual development of
firm capabilities causes a gradual widening of fisoundaries.

We also found evidence that the inverse relatigngBb: size growth may generate capabilities
growth) often involved small variations of the two comsts. Indeed, even small incremental
investments (e.g. arranging a new production lofen require and trigger the development of new
functional capabilities. The capabilities growthncaccur in several forms: personnel training,
recruitment of new employees, learning by doing.

10
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However, in order to better appreciate the causationship between capabilities growth and size
growth (and vice versa), it is worthwhile focusing the developmental phases where firm size
undergoes a significant growth signalled by a swfgbe number of employees.

By studying these discontinuous phases in our finms found several cases where capabilities
growth proceeded size growth (P4). Evidence shbasthis dynamic is particularly common when
firms are involved in fierce internationalizatioropesses, repositioning strategies and diversificat
strategies.

Between the end of the ®@entury and the beginning of the*2dentury, the firms of our sample
operating in fashion and furniture industries (#dln, Calligaris, Moroso, Snaidero, Morellato,
Grotto, Geox) have sought a strong market intepnatization by penetrating new foreign markets
and creating sales offices, commercial subsidiareesl flagship stores in the most important
markets. This strategy marked a significant commarttrieap towards foreign markets as compared
to the previous approach to internationalizationnfyebased on indirect exportations. The new entry
strategy posed great challenges to the firms thdtth deal with country-specific peculiarities bét
foreign markets. Being aware of these difficultigbe firms prepared the commitment leap
beforehand by developing new marketing capabiliiesugh internal training programs and
recruitment of experienced workers and managers.

Carrarois the world’s leader in the production of drivisgstems for off-highway vehicles (e.g.
tractors, earth-moving machines, trucks). The fivas born in 1932 as a tractor producer but during
the 1970s the owner and CEO, beset by bigger perdudecided to reposition the firm by focusing
on the production of single components (i.e. axlasjl became a first-tier supplier of their
competitors (e.g. Renault, Ford, Case, Caterpillahn Deere). This decision was at the base of a
period of remarkable size growth leading the firon double in just few years the number of
employees. The repositioning strategy was sucddesftwo main reasons. First of all, the CEO and
top managers understood that big producers, clygtehy highly volatile markets, were at the outset
of an outsourcing movement to gain flexibility. $adly, Carraro’s repositioning leveraged on
design and manufacturing capabilities, such asetlwosmicerned with mechanical components (e.g.
gearboxes for four-wheel drives), that the firm badt up during the first 60 years of its life.

In our case histories, we also run several times discontinuous phases where capabilities growth
chased size growth (P5). This happens when a subideease of the firm’s size resulting in
heightened organizational complexity requires astariial development of new capabilities. Here
the timeframes of the two growths are very différemhile size growth occurs in short time,
capabilities need more time to develop in ordeadapt the organization to the new size.

In particular, the decoupling between size growtid acapabilities growth is typical of the
acquisitions where organizational features of tbquaed firm are very different of those of the
acquired firmsln our sample, we have observed acquisitions sfkimd in several cases (Calligaris,
Snaidero, Morellato, Carraro).

After 1995, Carraro undertook a strong growth patinly based on acquisitions. The main reason
behind these acquisitions was the fact that théomeys demanded Carraro to be near their plants
around the world in order to streamline productilonv and ease communication and coordination
tasks. As a matter of fact, several of these atons were branches of customers’ plants. During
the interviews, CEO and several managers statédsévaeral acquisitions triggered long and tough
integration phases since Carraro needed to leasnttontegrate the new firms and to redesign the
corporate organization to coordinate the diffengatts of the whole organization (i.e. development
of dynamic capabilities).

Finally, it is worth noting that the acquisitionsatl the firm to simultaneously scale up and
incorporate the stock of capabilities brought by #tquired firm B6: size growth and capabilities
growth may be interdependent but not linked by a causal relationship). Several acquisitions we
analyzed were fundamentally driven by the willingmef the management to acquire the stock of
capabilities needed to implement a specific stsatgch as the entry in a new strategic business
area. In these cases, the acquisitions realizethuitaneous growth of both size and capabilities of
the firm.
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Capabilities growth and relationships growth

We found compelling evidence that capabilities gtoplays a key role in the relationships growth
of the firm P7: capabilities growth may generate relationships growth).

First of all, several interviewees highlighted htwe investments in R&D, quality management,
production and logistics, organizational structuaad coordination mechanisms laid the foundations
not only to establish relationships with new custosnand develop relationships with existing ones
but also to select valuable suppliers and makentbst out of existing supplier relationships.
Secondly, interface capabilities complemented fionel and dynamic capabilities to support the
process of relationships growth. On the one handfioms continuously needed to improve abilities
to search and select new suitable external ressurearing in mind the long-term implications of
selection (Barringer, 1997). On the other handeweng relational capabilities was necessary to
develop successful relationships with the ownethe$e resources.

Thirdly, from the case histories it emerged the q@hid by the dynamic capabilities as regard & th
configuration of the value network. When Carraecided to become a first-tier supplier during
1970s, it had to change the whole network of refeihips coherently with its new position within
the supply chain. Competitors gradually becameotnsts or prospective customers, suppliers
gradually became competitors and a new set of mrplationships needed to be established. The
reconfiguration of the whole value network rooted specific capabilities that had not risen
overnight but were honed over many years and shhpetbmpetences embedded in key persons
(CEO, top managers), practices formalized in ogional units (at the end of the 1960s the firm
set up an organizational function specifically datitd to axles and drive systems) and specific
assets (i.e. technological knowledge).

Our case histories also show how the onset of méationships (with suppliers, customers or other
organizations) may generate the development ofdiwapabilities P8: relationships growth may
generate capabilities growth). In particular, we run into some instances of twha call “relational
discontinuities” (i.e. when a firm, as a resultasf acquisition, suddenly increases the set of new
relationships) that are of paramount interest héfeen Snaidero acquired Cuisines Rlaishain of
franchisee shops of modular kitchens®000, it had no adequate know-how on retail ganaent.
The firm leveraged on the set of new relationshipth the franchisees to learn how to manage
kitchen outlets. In the following years Snaiderwvel@ged on these capabilities to acquire other
franchising chains.

Similarly to P3 and P6, evidence was gathered ofcausal linkages between relationships growth
and capabilities growtHPQ: relationships growth and capabilities growth may be interdependent but

not linked by a causal relationship).

In particular, we found that relationships and dalgges simultaneously grow as a result of interfi
collaboration. Successful partners’ interactionvesi information and knowledge sharing, co-
production of joint knowledge, and the progressaghievement of partners’ goals (Hakansson &
Snehota, 1995). From our standpoint interactiorddetp a twofold result. On the one hand, it
increases the resources the firms can get accegmigoincreasing the value of the relationships
(relationships growth). On the other hand, it ilmses the partners’ capabilities (capabilities ghgwt
including the refinement of the relational capdia (Lorenzoni & Lipparini, 1999).

All the firms of our sample had relied on cooperatito develop their capabilities. The most
widespread situations of inter-organizational dmdla@tion are with customers and suppliers.
Founded in 1972, Brovedani is an important prodwuddrigh-precision mechanical components for
several sectors including automotive and housebhpfdiances. It employs more than six hundred
people with production facilities in Italy, Franeed Slovak Republic. The turnover of the firm has
been astonishingly growing during the last ten ydeom less than 20 millions Euro in 1997 to 78
millions Euro in 2007. The firm maintains long last relationships with all the customers and co-
design and thorough information sharing have becoswal managerial practices in customer
relationship management. As the managing direaigueal, as vertical collaboration has flourished

12



Abstract preview

over time, Brovedani has absorbed knowledge aneldped renewed design and technological
capabilities.

Less frequent, but definitely important from a wgac standpoint, are those cases of cooperation
with non-for profit organizations (e.g. universsje competitors (i.e. horizontal cooperation), and
firms operating in other industries (i.e. laterabperation).

Anodicais a medium firm founded in 1962 as a spin-off opgas, a household appliances producer.
The firm manufactures aluminium components forhbeasehold appliance and furniture industries
and had long been rooted in the local context Negrth East of Italy) both from the customers’ and
suppliers’ sides. However, at the beginning of 200 management realized the firm needed to
internationalize its sales and to globally soutsesupplies in order to keep a competitive stardl an
follow the main customers. To accomplish this gdlag firm started searching for partners that,
while operating in complementary industries, shavétd Anodica some customers. CEO found four
other firms willing to carry out a common journeydastarted a collaboration with them that led the
firms to integrate their products thus offering thestomers a single product system rather than a
bunch of separate components. As the collaboratndolded its effects, the firms developed product
design capabilities hardly accessible to any ofrthh@ok in isolation. To formalize the collaboration
and its governance, in 2006 the five firms foundemnsortium.

CONCLUSIONS
This paper explores firm growth as a multidimenalgghenomenon involving size, relationships and
capabilities. Our starting point is the recognitibiat management literature on firm growth shows
two main fallacies: the fallacy of modelling firntagvth and the fallacy of measuring firm growth.
The first fallacy refers to the tendency of manydels to frame growth exclusively in terms of size
and as a sequential of predetermined stages (Metiz, 4994). The second fallacy refers to the fact
that measures adopted to gauge firm growth (elgs sand number of employees) show manifest
inconsistencies (Weinzimmer et al., 1998).
We maintain that both fallacies can be overcomecdnysidering firm growth as the result of the
interaction of three dimensions: size growth, refethips growth, and capabilities growth. Based on
a qualitative analysis of 14 case studies we p®@osodel showing 9 interdependencies that link
the three dimensions of firm growth.
In the preceding paragraphs we have describedhteedependencies each at a time. This approach
has been adopted to explain in an analytical fasbiar conceptual model that significantly differ
from the traditional ones. However, in each phalséhe life of our firms we have observed the
concurrence of several interdependencies. As esemaittfact, it is the peculiar combination of a set
of interdependencies that explains firm growthacrephase.
Our work offers several contributions both to acadéns and practitioners.
First of all, our results back up the criticism adeed by several authors about the stage models of
firm growth (Merz et al., 1994; McMahon, 1998; B&jd®000; Dobbs & Hamilton, 2007). The case
histories we studied cannot be interpreted usingodithe stage models of firm growth proposed by
the literature. We did not find evidence that firfoBow patterns characterized by prescribed stages
nor we run into any couple of firms that has folemhithe same growth pattern whatsoever.
Moreover, our analysis shows the descriptive effeness of a framework that relies on size growth,
relationships growth, and capabilities growth. Eathlthe phases of the history of a firm can be
described in terms of a set of interdependenciesngnthe three dimensions. Therefore, our model
cannot be used to portray a sequence of genergésstaach of which featuring a particular
combination of interdependencies between the tbimeensions. On the contrary, in the Cartesian
space shaped by the three dimensions we can drawmder of growth paths characterized by
distinctive sets of interdependencies betweenhteetdimensions.
We think our work can be useful to researchersisgeto imbue the choice of the firm growth
measures with more rigour. Measures should be chiadeght of the dimension of firm growth that
the research wants to investigate. For example peuwf employees is better off when only the size
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growth is to be considered while sales is a morgmobut comprehensive measure that tends to
comprise all the three dimensions of firm growth.

Finally, managers should be aware of the interdégecies between the three dimensions of firm
growth and consider them upfront in strategic denisnaking. When managers decide to undertake
a significant move in any of the three dimensiaizg growth, relationships growth, or capabilities
growth), they should try to envisage how the int@ehdencies generated by this shake will shape
size growth, relationships growth, and capabiligeswyth on the long run.
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TABLE 1

Descriptive Statistics of the AIDA Sample (n=771)

Firmsof the Sample

Sales Employees | Sales growth (2000-2007)] Employees growth (2000-2007
Mean 35975993.45 | 127.46 79.63% 32.80%
Standard Deviation | 29735803.13 | 77.93 102.53 83.52
TABLE 2

Firm Year of foundation Industry F[rm
size
Allison 1963 Eyewear Medium
Anodica 1962 Mechanical components Medium
Brovedani 1972 Precision mechanical components| Large
Calligaris 1923 Furniture Medium
Carel 1973 Electric and electronic components Medium
Carraro 1932 Drive systems Large
C-Blade 1963 Precision mechanical components| Medium
Geox 1995 Footwear Large
Grotto 1972 Clothing Medium
Mainetti 1961 Coat Hangers Large
Morellato 1930 Wacthes and jewels Large
Moroso 1952 Furniture Medium
Premek 1978 Precision mechanical components| Medium
Snaidero 1946 Furniture Large

* Medium firms have a number of employees rangiognf50 to 499 and total sales ranging from 13 omli€
to 260 million €. Large firms have a number of eoygles greater than 499 and/or sales greater titamifiéon of €.

TABLE 3
Resear ch Protocol

Size Growth

Relationships Growth

Capabilities Growth

Internal growth

Capacity investments in existing
organizational units

Creation of production,
commercial or logistical units
Creation of new firms controlled
by the headquarter

External growth

Mergers & Acquisitions
Acquisitions of firms’ branch

* New relationships with other
firms or organizations

» Development of existing
interorganizational
relationships

Development of functional
capabilities

Development of interface

capabilities

Development of dynamic
capabilities

FIGURE 1

Chains of interdependenciesin the Carraro case
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Internal growth towards a vertically integrated Carraro become_s a component sup plier and
) starts good relationships with leading OEMs
manufacturer

Development of strong and global relationships
with “close” customers

First foreign acquisition to support

Development of strong and global
relationships with few suppliers

ion of plants from customers

Development of functional and dynamic

Learning process through customer relationships

Acquisition of capabilities of acquired firms

Acquisition of capabilities of customer
plants
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FIGURE 2
The proposed model of firm growth

Capabilitiesgrowth

* functional capabilities
* interface capabilities
* dynamic capabilities

P6| P5| P4 P7 |P8 |P9

P1
= Relationships growth
P3
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