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ABSTRACT

The qualifying aspect of the ongoing changes im figrowth

processes seems to be the increased heterogehsitg @nd a trend
towards a broader fluctuation in average size. ERogs factors
(market size, demand trends, technological innowati higher
competition) determine a different impact on firmgl to increase

their own size, while endogenous variables playeatgr role than in
the past. The outcome is represented by a grqvetitern that

characterises some firms, but not all of them. Gnoappear to be
an asymmetric phenomenon, involving selectively rmitcasually a
subgroup of firms. In the present paper it is higpsized that growth
stems from the asymmetric distribution of interpedl resources
(both material and immaterial), allowing some firgnegardless of
the original size) to enter evolutionary paths titaers don’t want or
simply can't enter.

Keywords:Firm Growth, Size Distribution, Gibrat's Law, Indual
Dynamics, Human Capital, Intangible Assets, IndaisPolicy.
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% The present work resumes and elaborates on a peevarsion of the paper published as Introduction
to the volume “Dimensioni e crescita nellindustnmanifatturiera italiana: il ruolo delle medie
imprese”, Franco Angeli 2008, edited by A. Arrighaend A. Ninni.



1. AN“ENDLESS STORY®

‘Growth is a subject of all timegPhilipsen and Kemp 2003), and it couldn’t be
otherwise since few economic phenomena appear teobémportant on the
empirical level, as complex and elusive on therpritative one. The increase of
manufacturing output is indeed due to the expansioexisting firms’ activities,
resulting in their size growth (in terms of turnovadded value, sometimes
employment): two thirds of the increase of productiexperienced in western
countries in the past decades has its roots irexpansion of existing structures,
and one third only is linked to the creation of nfaws (Rajan and Zingales 1998).
If the expansion of the firm is such a crucial sdar the overall growth of an
economic system, it is of little surprise to notewhintense and relatively
continuative — even if to some extent frustratinghe research has been on the
determinants of firm size, and on the constraingadivity extension (Kumar et al.
1999). The number of surveys on the issue, botbnteand not, seems surprisingly
high and the same goes for single contributfbns.

However, as in evergndless stoRy even in the field of firm growth some
characters change, as well as the contexts andatration rhythm, even if the
conclusion of the plot is still far away. The study firm growth has many
milestones that appear constant, even if therenargy questions still unanswered,
while other questions need a new formulation. béshaps the very nature of the
issue that, changing through time and assumingreifit forms, won't allow an
ultimate definition. In recent years, moreover, lsggpresearch seems to focus on
new issues. This is due not only to the fact thatapproaches to the problem are
now out-of-date, but also to the emerging of newadyics in industrial structures
and organizational assets, so that a rethinkinghef categories on which all
previous considerations were based appears todessary.

Starting from understandinghy andhowfirms grow (Delmar 1997; Davidsson
et al. 2005; Trau 1996; Sutton 1997; Coad 2007), the tapreshifted onwhich
firms actually increase their size. The issues apfebe similar, as answering the
first would provide an answer to the second ad,\waeld vice versa. Indeed, the
differences are broad and regard the assumpti@nprétede both the issues. The
first question — which are the determinants of sgrgewth - presumes that
economic organizations, on average similar, faceuaigue evolutionary path
based on size growth and selective processesittaindinate less efficient (or less
fit) firms. The growth is spurred by exogenous forgeshnological supply, end-
products demand, market size, etc), while the simgfanisation reacts more or
less swiftly to the context and its changes. At &me all firms can benefit of
growing opportunities, even if some firms grasphsopportunities while others

A proxy of the numerical relevance of contributiams the issue can be excerpted by clicking the
keyword “firm growth” on Google Scholar (15.900 ués as of April 2008)

The expression refers to a twentieth century naeahodel, structured to develop without an end
(soap operas, comics etc). See Reynolds (1992 ather (1986)



don't. What is really relevant is the average rategrowth (thus the trend of
average firm size) and the confirmation that ttze slistribution resultskewedas
provided for by the Gibrat law.

In the second approach — which are the filmasactually grow - the reasoning
appears reversed: the starting point becomes th fesult of the previous
analytical scheme. The main question regards exptiwhy few firms do
actually grow, and the identification of the feawidifferentiating growing firms
from not-growing ones. The focus hence shifts frexogenous to endogenous
components and concerns the asymmetric distributiomternalized resources
(both material and immaterial), allowing some ast(megardless of the original
size) to enter evolutionary paths that others demfit or simply can’t enter.

Two further distinctions can be drawn with respecthe traditional approach.
The first regards the idea that the size (whateweit is adopted for the
measurement) hides a great organizational heteeityens far as across size
categories (small vs large) and within size classa|l vs small, large vs large) are
concerned. The second element refers to the fattgiowth is only apparently
linked to a casual evolutionary path (thandom walk envisaged by the
contributionsa la Gibrat - 1931). Indeed, assuming a high varietthiwithe same
size category, it is possible that only certaim8rwill prove to be adapt to the
growth: some possess organizational and strategiources that allow them to
benefit from the evolving context, while many otleeganizations will not.

The approach considering growth as an asymmetr@angienon, involving
selectively but not casually a subgroup of firmgpears to be particularly useful as
a contribution on the debate on the structural ghain manufacturing industry,
which has been for a long time restrained to thallslarge size dichotomy.

There is plenty of evidence suggesting that th# shthe structure of industrial
systems goes beyond such dichotomy as sector gtescseem to evolve towards
more complex configurations. The first signal ipressented by the consolidation
of a set of firms of intermediate size, not smalt farge, characterised by a great
vitality in terms of turnover and added value exgan, but also in terms of
employment, performance on international marketsl an specific focus on
innovation related investments. The success ofrthig type of firm represents a
new interpretational challenge, and several recentributions try to investigate
on the issué.Moreover, industrial clusters display a greatee sitratification than
in the past (Dei Ottati 1996; Coltorti 2008), thésethe strengthening dérger
organisations within the SME context, external giowia acquisitions regards
more and more SMEs (lacobucci 2002, 2008, lacobarediRosa 2005). Also de-
verticalisation processes are now experiencingvagletransformations as far as
both transaction management and exchange contentoacerned (Giuntat al.
2008).

The qualifying aspect of the ongoing changes se@msbe the increased
heterogeneity of size and a trend towards a brofidetuation in average size.
Exogenous factors (market size, demand trendspodafjical innovations, higher

® International literature paid little attention toetissue of “medium” enterprises. See Clifford and
Cavanagh (1985), Simon (1996), Lindqvist (1997ykBand Bell (2002), Arrighetti e Ninni (2008).



competitiony determine a different impact on firms will to iease their own size,
while endogenous variables play a greater role thatme past. The outcome is
represented by a growfiatternthat characterises some firms, but not all of them.
This ends in diverging growth paths (some firmsidorease their size, while
others don't), but it doesn't always have an impant the number of active
organisations.

Growth selectivity does not regard quantitativerstural aspects alone (which
firms grow, which don't). It deals with qualitativeomponents regarding the
composition of internalised resources, as wellniFguch perspective, the signals
of an increased average size in given sectors aeeta the growing impact of
endogenous factors such as the need to strengtteerhiérarchical or semi-
hierarchical control over intermediate goods exgearthe presence of threshold
effects in the valorisation of extra-productive dtions and the impossibility to
acquire such “outer” inputs on the market. The ipooation of production
coordination resourcesletermines an increase in fixed costs that sp@ditim,
for both prudential and profitability reasons, narease the level of the output and
raise the operating scale (Arrighetti and Trau 2Q@087).

In such a context, the size growth and the “newranéhy” are hence
characterised by: a) the strengthening and conopledf the tertiary functions
within the organisation, and the subsequent inereas their relevance in
comparison with strictly manufacturing activitieb) the experimentation of
solutions for the coordination of processes throtigh adoption of the group
structure (as event successive to the decisioncqfiidang pre-existing units,
containing the risk linked to the “organic” growthg) the further exploration of
hybrid organizational mechanisms and “incomplewitcactual models; d) the re-
positioning within the sector or sometimes the emtrsupra-national oligopolies.

Size growth, from such perspective, doesn’t repreagrocess of proportional
(radial) dilatation of internalised resources, tather the exit from the elementary
structure of a small firm, towards a broader varaid organisational complexity

The following part of the work is articulated adidavs: next paragraph will be
aimed at verifying the matching of empirical eviderwith theoretical models of
size growth, gaining insights on the hypothesiselective growth in terms of
coherence with main stylized facts on this issuarafraph 3 focuses on the
subjective features that influence firm growthhzatParagraph 4 analyses the role
of intangible assets and human resources as elereahincing growth chances.
Paragraph 5 focuses on the relationship betweeamgitile assets accumulation
and firm size, providing an explanation for the pog of intermediate
organisational models. Paragraph 6 gains furthsiglits on the links between
growth and external bonds, especially financialspmeéhile paragraph 7 consists of
remarks over theationale of an industrial policy aimed at the size growth.

7 On the effects of higher competition on firm orgeation, see Rajan and Wulf (2006) and Powell
(2001)

8 Cfr Trut (1996)



2.0LD AND NEW STYLIZED FACTS

The main stylized fact regarding this issue is@spnted by the persistency —in
the long run - of aight-skeweddistribution of firms that can be rounded to a
lognormal, Pareto or Yule (Bottazet al. 2003). The law of proportional effects
describing such order presumes independence oftilgnates from starting size of
a given firm, and hence an erratic trend of sizga@sion. Even if the Gibrat law is
not universally confirmed, it represents a key mefee in the debate, being able to
grasp some recursive components that are basicaligtant in different sectors
and industrial systems. The attempt of making thelable econometric evidence
consistent with the theoretical prescriptions pided relevant results. As stressed
by Geroski (1999), current knowledge states thagrawth appears to bepath
dependenprocesgBarney and Zajac 1994), b) size seem not to coewsithin or
between sectots c) growth rates tend to be idiosyncratic (absenteserial
correlation). These facts are still lacking of ate@guate interpretation and to be
unified within a theory of firm. However, the hyihesis foreseeing discontinuous
growth rates and differentiated access to developmgportunities by incumbent
firms is consistent with available evidence. Ger@¢3R99) stresses that the erratic
trend of size changes shouldn’'t be regarded asrdded by pure randomness.
Stressing that growth stems from unexpected shdoksn’t meanthat growth is
driven by “mere chance” or “good lu¢k Since unpredictability of an event
depends on the set of information available folhgaayer, it is possible that what
appears as unexpected to a player outside ther se@asy to predict from another
inside it. Moreover, assuming non-uniformity in tbestribution of information
within a sector, or different reactivity of firmie external shocks, it is consistent
with the evidence that some firms, in a given motnkave access and can exploit
the emerging opportunities, while others are ndé¢ &b grasp such opportunities.
In other words« it is, of course, possible to argue that exogesnfactors are
entirely responsible for the unpredictable natuiffecorporate growth rates. But
this is hard to believe. Many firms do not reactcifly or well to market shocks,
and others try to resist innovation. This inertisakes the timing of corporate
activity difficult to predict, and, hence, it oftenakes corporate behavior seem
erratic » (Geroski 1999, p.20).

The emerging of growth paths characterised by aisnef selectivityseems
consistent with some conclusions of recent worBstha check of the growth
proportionality hypothesis has provided either afgmative outcome only in
reference to specific size categories (Lettal. 2001, 2003; Becchetti and Trovato
2002) while the growth dynamics appear constaalymmetric between firms
(Cefiset al. 2001; Bottazzet al. 2002). As a consequence, the chances of growth
could be higher in specific groups of firms and émin other¥”. b) the dynamics
of industrial concentration (Pryor 2001, 20@2psi et al. 2000) stress both the
consolidation of oligopolistic systems and the swalof a wide range of other

% See also Geroski et al (2000) and Farinas and M000)

19 For a theoretical interpretation of differenceswsn growth rates of small and large firms, see
Cabral (1995) and Cabral and Mata (2003)



firms playing a relevant roté As a consequence, we experience the strengthening
of a path dependencegffect: firms with relevant size enabling themetater the
oligopolistic structure grow to achieve such goahile others result even more
confined in a state of size stability; c)fat-tailed distribution of growth rates
(Stanleyet al. 1996; Bottazzet al. 2002) in most industrial systems states that
only few productive units expand their size, whiiest of them have a static, zero-
growth dynamics; d) the conditions spurring the egimg of general trendsig
businessfor Chandler (1977) or fragmentation for Langlo®)@3)) seem to be
substituted for by ambivalent forces strengthedaigpur division between firms
(McLaren 2000) and speed up the internalisationcobrdination functions
(Sturgeon 2002); e) finally, opening of internaibmarkets calls for a qualitative
upgrading of manufacturing goods as well as fa@trangthening of managerial
skills to avoid being exposed to a fierce price petition with newcomers. Not all
firms can adopt such approach, as firms need geiffiénternal organisational and
technological resources to enter the developmenh. pMoreover, in the
oligopolistic arena being formed, the competitiymee is limited and only few
firms can enter. Those who are not able to entewuldhfocus on smaller,
specialised demand segments, repositioning thessétvmarket of intermediate
goods and services which don't provide for a redtvancrease in size of
productive units.

3. SUBJECTIVE GROWTH INCLINATION

The assumption that firms — all of them — are borgrow and must grow to
survive is so much common (Sexton 1997) as wror@mFsuch perspective, firms
are naturally oriented towards growth and only edkties hinder the pursuit of
such goal. This universal tendency to growth appeaconsistent from a
theoretical point of view, as it doesn’t encomptsrole played by organisations
of different size in the division of labour. Furth®re it assumes the existence of
optimal firm size, differentiated from sector tac&® but univocal within each one
of thent?. Even from an empirical perspective, it is appatkeat only a minority of
firms actually expand their size in a given timefeg as the tendency to grow
seems to be strictly subjective and linked to tleespnality and will of the
entreprened?;. as demonstrated by a wide literature, firms grimw different
reasons and following different paths (Heinoeeml. 2004}, while many display

1 posi et al (2000) stress the possible affirmatidnaosort of neo-dualism in the international
organisation of production and services, with cleahgligopolistic cores and a turbulent and broad
“galaxy” of smaller organisations. Among these, ploel of potential Schumpeterian innovators; others
remain small for the mechanisms of labour divigje:31)

2 This is in conflict with the evidence of the idiogyasy of firms growth process, previously
highlighted (cfr Geroski 1999, Cabral 2007). Theaize of size convergence among industrial systems
of different countries is a further confirmation uitne and Hughes 1994; Hart 2000; Geroski and
Gugler 2004; Bottazzi et al 2003; Dosi et al 2000).

For the analysis of the relationship between engregurial orientation, growth and performance see
Wiklun-d and Sheperd (2005)

14 belmar et al (2003) reach the same conclusionsatysing a group of firms with high growth rates



no tendency to grow at all (Davidsson 1989; Stat894; Gundry and Welsch,
2001).

The individual inclination towards growthseems to have an important impact
(even if influenced by the context in which theyeogte) on firm performance
(Baum and Locke 2004; Baust al. 1998; Delmar and Wiklund 2003; Wiklund
2001; Wiklund and Shepherd 2003), and the distidnubf the growth will seems
to be very different among firm8. Moreover, entrepreneurial orientation to
expand firm size seems to be function of variaklesh as independence, control
and quality of the labour context: motivations tltbffer from income related
objectives. Finally, the consequences of growth lbarregarded as negative or
however capable of undermining the positive resadtieved with the original size
(Wiklund et al.2003; Mosakowski 2002; Davidssehal.2005).

Given such framework, it is hence of little surprte see how most firms, once
achieved a given size threshold and overcome the-gb hindrances, tend to
maintain their size without relevant changes oiraet(Brownet al 1990; Storey
1994; Spilling 1996; Aldrich 1999; Reynolds and Whil997). Davidsson and
Delmar (1997), analysing the evolution of Swedisim$ over the 1987-96 period,
stress how only 10% display positive (and modesiyvth rates, while others have
a stationary or even negative trend. Growth doesem to be typical of a specific
size class of firms, even if larger organisation$Q employees) are over-
represented. Most of the growth is due to mergedsacquisitions of pre-existing
units, so thatmost firms start small, live small and die smalDavidssonet al.
2005)1"8

Moreover, it appears that only a limited number snall firms is explicitly
oriented towards strategies of size expan$loBmallboneet al. (1995) in their
work on high-growths firms observe that 67% of #riof the sample maintained
their original size for a lack of orientation towar expansion rather than for
hindrances that occurred on its p#th.

5 As highlighted by Coad (2007), the intentional retuter of growth is already explicit in Penrose
(1955 and 1959): “Unused managerial services dteyadeterminant in a firm’s capacity to expand.
Firms must then decide upon the direction for ghowWlanagers must search for potential growth
opportunities and draw up growth plans. As a regrbwth is an informed and intentional process.
Growth is seen primarily as a result of managedietision and ‘human will' rather than being a
response to technological factors. If, on the otraerd, these unused managerial services are ir/olve
in growth projects that are unstructured or illgaeed, then they are unlikely to succeed” (Coad7200
p.44).

16 Moreover, as stressed by Hart (2000), differensemnirepreneurial skills and attitudes are sufficie
to generate a positively skewed firms distributidhe issue has been developed in Tuck (1954) and
Lucas (1978), or more recently in Arrighetti anéI(2007).

7 Its been stressed how firms operating in a resmioligopoly can contain growth as to avoid supply
increase to determine a reduction in prices (Nel€8v).

18 Moreover, as confirmed by some studies (Storey J,394mall share of fast-growing firms explains
in every reference period most of the jobs credBedderl and Preisendorfer (2000), studying a $et o
new firms, notice that 4 years after the establesfithe labour demand grew, but most of such drowt
refers to a 4% of high-growth firms.

¢t curran (1986), Stanworth and Curran (1986)

2 0n the relationship between managers’ optimisirtgaburs and growth, see Trau (1996)



4. HUMAN CAPITAL, INTANGIBLE ASSETS AND GROWTH OPPORTUNITIES

In an attempt to summarise the conclusions agrped by recent literature, we
can note that: a) the hypothesis of the existefi@ @ptimal firm size (linked to
both the sector and other factors) and the intéapom of growth as a path towards
such optimum are not consistent with the emergimgigc evidenceb) growth
concerns a limited number of firms active in a giteneframe; c) the orientation
to growth is closely linked to the personality andividual attitudes of managers;
d) when growth does occur, it is not a linear, tamis process. It is rather
characterised by swift speedups followed by suddandstills or even downsizing
(absence of positive serial autocorrelation betwgremth rates).

The state of the art of current knowledge excludeterministic factors of
growth, while it gives ground to other, less prgsore alternative hypothesis, in
line with the above mentioned evidence, linkingeinal organizational features
and resources to théelihood of growth Growth could be hence explained by
firms’ suitability to exploit market and technologypportunities, minimising at
once risks connected to scale expansion.

Such asuitability is linked to the redundancy of specific intangilalssets
(organisational and administrative competences,adnmess of control and
coordination structures, human capital, informati@md quality systems,
relationship with customers and suppliers, innawvatprotection, etc). Such
resources and their availability either support linder the grasping of
opportunities of growth (Penrod&) There is no direct relationship of cause and
effect between the availability of such resourced the effective growth of an
organisation. Sometimes intangible assets are tesegow, while in other cases
they are needed to strengthen and balance thenahterganisational structure.
Intangible assets, indeed, can be used simultalyeousequentially for a plurality
of applications (while tangible assets cannot). dbwer, there are no certainties
regarding future growth: the resources we are djpabn explain how an
economic opportunity in a given time can be turiméd a growth opportunity, but
they are not able to provide any further indicatiamether the growth will last or
not and the path is linear or not.

Not all firms have redundancy of intangible ass8tace their stock depends on
onerous investments, the incentive to increase asséts varies from a firm to the
other. The fixed (or semi-fixed) nature of costsoasated to intangible assets spurs
such investments in some but not all firms. Thdedintiation in entity, quality
and composition of intangible assets between fibriags back to the idea of
selectivity and partiality, which characterizesesigrowth, especially in recent
years.

These features appear in some works analysing itle Between the
distribution of growth opportunities and subgrougsrganisations. Bottazzi and

21 The link to Penrose (1959) is evident. As highlighby Garnsey (2003), in Penrose contribution
growth origins from a “productive opportunity’ in cumulative, endogenous process of interaction
between the firm's productive base and market dppdres, which are reflected respectively in the
firm’s ‘organizational capabilities’ and its ‘enfmeneurial judgement™.



Secchi (2005) re-examine ttisland models originally elaborated by ljiri and
Simon (1977) and later by Sutton (1998). In evengle sub-market (island) and
regardless of what happens in others, it is assuheedxistence of a definite flow
of new growth opportunities. Such opportunitiesetdke form of random events
that can have a relevant impact on the firm evoiutiThey can be represented by
shockson the demand side, technological rather than gera or organisational
innovations, and so on. The actual growth of fiimdependant on the number of
projects that they are able to grasp. The authwesss how the assumption of
balance in the chances of grasping opportunitiesitgle firms (as in the original
models) generates a distribution of growth ratedclwhs inconsistent with
empirical evidence, highlighting tent-shapediensity. To overcome such limit, it
is sufficient to remove the previous assumption amgpothesize that the above
mentioned skill in exploiting opportunities varigeom firm to firm. In the
suggested model, the chances for a firm to ac@uggecific project are dependent
on the number of opportunities already exploitedhia past. As a consequence,
some firms with stronger attraction skills (due foale economies, network
economies and learning economies) will be bettér thexploit opportunities and
grow at a faster pace than other organisations lawtler stash of acquired projects.
The clusterisationof projects and growth opportunities in a limitegt of firms is
consistent with the empirical statement défatail distribution of growth rates.

Moreover, growth opportunities appear to be diffidieded as regards the
“organisational architectures”. Arrighetti and Trg@006), implementing an
analytical scheme developed in Sah and Stiglit861® 1988), stress how different
organisational structures react to the dimensi@amal qualitative features of the
flow of projects crossing a given sector. In palac structures, the decisional
process is spread between many individual playmisr¢ firms), deciding what
and how to produce simultaneously but independeindyn each other. On the
other hand, in hierarchical structures there isn#dd number of big players (large
firms), making their decisions through a centrathatity and using sequential
procedures.

In such approach, the size of single productiontsuié function, ceteris
paribus of the composition of opportunities flow and ttiegree of information
imperfection on one hand, and exit costs that firmst afford in case of mistakes
in selecting projects, on the other. The opporiesitfeatures vary overtime,
determining a systematic effect favourable to défe architectures from time to
time. From the empirical point of view, phases faable to the success of
elementary production units, in contexts of greamdgraphic turbulence (many
firms starting and ending their activities) anttldiindividual growth (poliarchy),
are followed by phases when larger organisatioiith, aequate intangible assets
such as management and decisional skills, providetter persistence (few births
and few death) and higher chances of size grovithgithy).

The skill of identifying and selecting the oppoitigs, turning them into
projects, is strictly linked to the coherence oé tfirm with the flow of such
emerging opportunities. Sometimes, newcomers haaparative advantages
over incumbents in grasping opportunities. In thessumstances, the flow of new
chances stems from advances in labour divisioneagptbitation of specialisation
economies. As a consequence, active firms tenddease with a prevalence of
small units. On the other hand, when opportuniies represented by projects of

10



relevant scale which can be better exploited igdasrganisational contexts, with
an adequate articulation of internal functions asll vas of property rights
protection, it is incumbents (or at least someheft) that are better able to exploit
new opportunities. Incumbents hence grow while remers play a smaller role in
the overall picture.

The ability to incorporate such kind of projectem®s to be linked to the
redundancy of intangible assets internalised ygirJensen and McGuckin (1997)
indeed state thatthe vast majority of variation in firm performande not
associated with traditional observables such asafomn, industry, size, age or
capital; rather it is associated with unobservalféetors specific to the firm or
business unit, many of which appear to be permaatributes of the business
unit. One such attribute is the managerial capiélthe firm, another is the skills
of its workforce”(p. 44).

Such assumption is consistent with the survey ofid¥sonet al. (2005),
stressing how managers education and experienee,ntimber or founding
members and skills within the organisation haveoasitive impact on growth.
Cohen and Levinthal (1989) show how the accumulatid R&D resources
generates knowledge influencing firm performancactSknowledge produces
absorptive capacitgssuming the form of an ability to single-out,arorate and
adapt external knowledge for the pursuit of comia¢@nd productive goals (see
Laursenet al. 1999). The level and character of human resourogdifg firm
skills in developing fruitful relations with exteah actors, strengthening their
position on the market. Raffg al. (1996) conclude in their longitudinal study that
technical human capital of managers spurs an isergmacommercial competences,
due to higher skills of cooperation with large fgmvalorisation of consultants’
activities and exploitation of diversification oppunities. Abernethyet al. (2003)
stress how the developmentiofangiblesis the result of specific investments in
personnel training, product development, R&D, supphain relationships,
communication technologies and so on. Such expamditappear to be pre-
requisites for the strengthening and expansionrofsf on the market, playing at
once agnablersof internal organisation optimisation.

Chandler and Hanks (1994) believe that a high ledfeintangible assets
increases the odds of the firm taking advantagéhefidentified opportunities,
surviving longer and growing at a faster pace (Ltieve al. 2004).

In recent years, a growing number of empirical isidocused on analysing
human capital as a component of intangible assetsia a determinant of growth.
Colombo and Grilli (2005) provide econometric ass&snts showing how college
years (especially in the economic and manageeg#d)fiof entrepreneurs do indeed
have a positive impact on the growth of organiseticAnd the same goes for the
experience acquired in previous activities withite tsame sector. Most of the
researches on the issue agree on the fact that rhuapital (managers and
employees education, managerial skills etc) hagipegffects on the proneness to
growth, on the perception of opportunities as waelbn actual growth rates (Storey
1994; Laursenet al. 1999; Nurmi 2004; Garnsegt al. 2003; Almus 2002;
McPherson 1996).

The relationship between human capital and groytears to be complex and
subject to interactions with other variables. Rattrly interesting is the evidence
documented by Wiklund and Shepherd (2003), strgskiow skills acquired

11



through experience and education do not “force’edueinistically managers to
expand their organisation®#vidssonet al. 2005) The role of human capital is
strongly emphasised in presence of a considerabljedtive management
inclination towards growth. It is the simultaneatmmbination of high levels of
both variables that triggers the growth process.

5.INCENTIVES SPURRING AN INTERMEDIATE SIZE

The link between size expansion and intangibletassénence not mechanical.
A consistent endowment of intellectual and orgaiosal skills does not generate
automatically an increase in firm size, as it repr#s a pre-condition for the
exploitation of external shocks in opportunitieg faternal development. The
accumulation of intangible assets plays as an aserein the non-tradable
component of a firm's value, generating risks ofoimative opacity on
investments earnings and hence of bad allocatioresdurces (Hart 1995; EC
2003). Moreover, it increases the incidence ofdigests over variable costs, with
relevant effects on profitability, in contexts atgt demand variability.

As a consequence, the balance between benefitsdsadvantages of an
intangible asset incorporation can vary signifiggmot only between sectors and
organisations of different age, but also as regtressize variable. The immediate
postulate is that if the accumulation of intangibksets is inhomogeneous among
size, the odds of having access to new growth dppities are not entirely
unrelated to the initial firm size.

The hypothesis that some size classes have beteess to growth
opportunities is only partially consistent with theerging evidence. However, the
proposed analytical framework seems to fit avadabformation concerning the
advantages of medium size enterprises and theéntexuccess in terms of both
performance and growth.

The strengthening of an intermediate size, fompttoposed scheme, is the result
of two factors: a) variables affecting the forsakof smaller size on one hand and
b) variables affecting the forsaking of larger sizethe other.

5.1 Variables spurring firms to abandon small size.

If the exploitation of external opportunities isseand less bound to physical
assets, and evermore to intangible ones, and ifnresstments on the latter out-
tower those on the former (Nakamura 2001), not evéyare experiencing a shift
in the composition of controlled assets, but alsoekevant change of firm
behaviours. Access and appropriability of intangibbsets indeed vary according
to firm size. Intangible assets appear idiosyncradi the firm, and less imitable
than physical ones, even if they are characterisgdrelevant indivisibility
constraints and hence high access thresholds. ddrepe hence acquired by firms
operating on a large productive scale, while smaltganisations face hindrances
in internalising them. Moreover, the optimisatiohitangible investment’sost
spreadingis deeply influenced by the scale of firm actedti Cohen and Klepper
(1996), by stressing the “fixed” nature of R&D imdments and the uncertainty of
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linked income-related benefits, note the existerafe incentives for such
expenditures directly linked to firm size. Indedde larger an organisation, the
bigger the volume of output on which innovation &fs can be shared (hence the
smallest the R&D unit costs). The benefits of reiiation of costs are not due to
the large size of the organisation itself, but eatto the fact that in most cases the
results of internal innovation cannot be separdi@in the physical output
incorporating innovation (not always the innovati@itradable. Moreover, being
firm uncertain about the effects of innovation amnbver growth, they tend to
spread costs at the current output value rathem #tafuture expected value.
Grossmann (2008) states that a positive relatipnekiween R&D expenditures
and size is associated to the imperfection of ahpitarkets (larger organisations
have easier access to external funding of suclsimants), to greater capability of
internalising spillover (see also Geroski 1998) and to greater opportgnibie
diversifying R&D investments. In general, largeivatsified firms are better able
to spread the risk of innovation over a large numdfeprojects, increasing the
propensity to sustain such expenditures (Geroski81®oad 2007). Empirical
evidence confirms such hypothesis (Cohen and L&989; Cohen and Klepper
1996 a and bKumar et al. 1999; Bosma and de Wit 2004; Pagano and Schivardi
2003).

Previous conclusions could be adapted to other ocoemts of intangible
assets. Grossmann (2008) stresses the existerm@asitive correlation between
size, marketing/promotion expenditures and R&D stneents. An increase in
advertising expenditures determines indeed an asereof both industry
concentration and firm size. Simultaneously, andase in market shares (due to
higher concentration) increases the earnings of R&@stments, since such costs
are to be spread on a larger volume of output. Alfrmational fixed costs have
similar bounds. Audretsch and Thurik (2004) belighat small firms bear a
disadvantage in sustaining indivisitdankinvestments, such as the acquisition of
knowledge on international markets, the developmeft long distance
communication tools and the negotiation with loggvernments$? Finally,
observing the higher stability of larger organisas, Fogel et al (2006) retrieve
Holmstrom (1989) thesis that with an increase e smanagers and employees
appear to be more inclined to invest in firm-spgecihuman capital. The
explanation is that the incentive to large investtedn such form of individual
human capital, having a postponed and uncertaifitgidity, is strong only in
contexts guaranteeing an extended operationabfifdne organisation over time.
Intangible assets, moreover, have high degrees avfiplementarity. Their
productivity in terms of earning benefits is linkaxlthe variety and completeness
in different investment lines. Even from such pergjve only larger organisations
are able to diversify their investments in intangitapital***

22 Similar conclusions are reached by Dean et al (L988their study on the impacts of structural
components on the entry in the market of smallangé organisations, they assess that sunk costs
influence negatively the former, but not the latter

2 The protection of intangible assets property riglusld be positively linked to firm size (see also
Kumar et al, 1999)

2 The size-producivity relationship can be (at lendtrectly) associated with the ability to interiyal
cumulate intangible assets. Recent works stresggdductivity differential in favour of larger firm
Pagano and Schivardi (2003) and Bartelsman et@032find that, focusing on the manufacturing
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Finally, Dosiet al. (2000) observe that, if size doesn’t affect pwslii productive
efficiency and innovation capabilities, it is vdilgely that threshold effects will
come into action so that firms underneath suchstioll will not be able to
implement innovative productive procedures, charsmd by organisational
complexity. Such bounds appear to be also releastfir as logistics, distribution,
post-sale service, marketing and financial functiare concerned.

5.2 Variables spurring firms to abandon large size.

The success of medium enterprises is the resutippbsite forces, pushing
towards an increase in organisational size on arelhand the shift to smaller
structures on the other. It is also important tesevie (Powell 2001) how goods
and services demand became in recent years moremammd differentiated.
Potential size of single markets hence shrink, s the typical features of
monopolistic competition, reducing economic spaoe flarger organisations.
There are indeed many exceptions, even if the dieard is towards supply
segmentation and strengthening of entry barrierbeisoming more and more
common. The size of single markets is hence sueltida growth, being however
incompatible with organisations of huge size. Utaiaty and other external
factors suggest, moreover, the adoption of flattdrierarchical structures (Rajan
and Wulf 2006) and promote downsizing processesititdet al. 2003). All these
phenomena explain the success of organisationsntrniediate size. The
development of intermediate markets allows the rsejom of turnover expansion
from the internal availability of production inpuven in this case it is possible to
grow without becoming “too big”. Finally, uncertéies on future demand ask for
the minimisation of exit costs in case of failuidis explains the success of the
group form, with players maintaining juridical indepemde, avoiding the
expansion of the productive scale of original oigation (lacobucci 2008).

Even the outcome of recent studies on labour dimisionfirm that productive
de-verticalisation represents a face of a broadecgss of re-thinking of the
overall structure of larger firms. Literatures twe tmodularisation and co-evolution
of supply chain systems (Prencigeal. 2003; Lewin and Koza 2001; Lewin and
Volberda 1999; Baldwin and Clark 1997) show that¢ tkxtension of labour
division, even if spurring the withdrawal of firnobndaries, leads to the formation
of firms with variable productive scale, and usyalf intermediate size (Sturgeon
2002). Also in this case, present trends seemadd kmwards firm downsizing; not
an absolute productive fragmentation, however, rhthier an increase in variety
and pluralism of size configuratiofs.

industry of developed countries, higher produgiygrowth rates correspond to larger size. Foresti,
Guelpa and Trenti (2008) show how the productigép between Italian and European firms can be
largely explained by the size gap that hindersaltabrganisations.

%5 The shift in the technological nature of produasras to operate in a similar direction, as well. A
growing number of goods (or services) has multim@dogical features, result of the harmonisation of
distinct technological inputs originally developd&y different organisations (Hobday 1999). The
combination of different technological families &nsingle product represents a challenge to vertical
integration as well as to the concept and prodoaifosuch products within a single firm. Exterriaks

and long-term cooperation schemes represent ardeggd component of present organisational assets.
If it is of great appeal to set up a long-term agragive network, there is on the other hand lititerest

in internal growth.
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The emerging and consolidation of a broad set afiome sized enterprises is
the result of a process of reorganisation, whicmasv influenced by opposite
forces. Growth has marked character of selectivijwd is tempered by
diseconomies and constraints linked to large s$iirens that grew actually exploit
intangible assets mainly developed within the oigmtion and then deployed in
operational contexts that are new in terms of ntagk&ension, competitive factors
and competition regimes. Growth would not be anioopbpen to all existing
production units. It doesn’t appear to be mechdyicketermined by exogenous
factors, nor it has an epidemic nature. It doesnly, in other words, a change in
the average size of plants, or an univocal chamg@dustrial structures, as it used
to happen in past decades, either towards smallarger size.

The interpretative scheme here adopted, moreowesrtt provide any insights
on future evolutions of medium sized enterpriségrowth was not inevitable in
the past, it is not to be considered as certaithf®mear future. On the contrary, the
previously discussed issues lead to the cancellabiba positive relationship
between present and past growth.

6. EXTERNAL CONSTRAINTS TO INTERNAL GROWTH THE FINANCIAL FACTOR AND
THE ROLE OF*PRIVATE EQUITY

In previous paragraphs, the focus was on the rbieternal assets, especially
intangible ones, in firm growth. In the framework the well-known Kumar
classification (Kumaret al 1999), technological and organisational analytica
schemes were put in the spotlight. In other apgreasuch as the institutional one,
the role played by other external variables inftieg internal growth is relevant;
it is the case of the efficiency of judicial systamd the development of financial
markets. The importance of the former has beerssdrein recent years, being
capable of reducing internal coordination costsci@e e Murphy 1992) and, by
protecting external investors, facilitating the dimg of larger organisations (La
Porta 1997). However, the issue is difficult to dmpirically assessed, as only
cross-country analyses are available.

On the other hand, the role of financial marketpécially the existence of the
financial constraint) are traditional themes, witenty available literature as well
as empirical evidence. Focusing on recent workgarRand Zingales (1998)
provide a broader generalisation of King and Leih®93) results, assessing the
positive role of the financial component on thewgito process of manufacturing
firms, through both the development of existingnfirand facilitating the entry of
newcomers.

More cautious results appear in Cabral and Mat@3R0he focus here is on
the size distribution of firms. For young firms,chudistribution is piled up on the
left (firms are usually small when they begin opieg), while older firms have a
distribution which is more evenly spread. The reasto be identified in the
financial constraints (fc): the size of a givemfiat start up stage is given by the
minimum value of MES (technology linked) and theaficial availabilities of the
entrepreneur. In case of fc, hence, the firm isdd to adopt a sub-optimal size.
However, the effects of fc on size distribution ambiguous: in every sector, the

15



mitigation of fc involves the growth of size (thirereasing the average size) as
well as the entry of newcomers (obtaining the ofijpa®sult). Beck et al (2004)
confirm that the growth effect caused by finan@ahilability is favourable to
small firms rather than large ones.

Angelini and Generale (200%)believe that there is indeed a fc, influencing
firm growth and especially new organisations. Hogrethe constraint itself is not
significant (as in Cabral and Mata 2003) on theralVeeconomic activity, as it
affects a minority of firms within each size cld$sThe scant relevance of fc
(which in the World Bank database doesn't refebdok credit alone) is typical of
OECD countries, while the situation is different mon-OECD countries; this
means that financial binds are not relevant in cdseature financial systems.

Moreover, we should stress that fc not only hav8fedint impacts on
smaller/larger organisations or in OECD/non OECDntades, but also the specific
local context within a given country appears torbkevant (Guiscet al. 2003).
Guelpa and Tirri (2004) analysis demonstratestti@tighter the relationship with
the bank and the higher the concentration of cagttgpin the area, the lower the
chance for the firm to suffer restrictions in bamkdit® Lastly, fc differ as far as
their underlying motivations are concerned. Dentrifunt et al. (1996) observed
how firms in different countries used to financethwiexternal funds the
development of assets in the short-term, resortingelf-financing when they
invest in fixed capital; according to a recent (2D@Gallup survey for the
Observatory of European SMESthe role of fc is perceived as of medium-low
relevance as far as the ordinary management ofirmé® is concerned, and of
higher (but not preponderant) relevance as regtirelsfinancing of innovation.
Note how the perception of the relevance of fc hstacles to both ordinary
activity and innovation tends to diminish as themf either grow in size, or
localise in European countries with well develofiadncial markets.

It appears to be universally agreed that the ingpae of fc as barriers to
growth is greater for firms in early stages of ttagtivity, while after a certain size
threshold, it doesn't appear to be a significanbst@int. However, it is also
necessary to keep into adequate account otheblesiauch as the development of
financial markets, either “local” or not.

Particularly severe appears to be the scarcityebffimancing funds for firms
wishing to adopt a strategy of innovation. In sgeles, it should be advisable for
firms to resort to external capital risk (privatgugy) rather than financing through
borrowed capital and bank loaflsThis is explained by the existing information

% Angelini and Generale use Mediocredito (1992, 190898 and 2001: firms with more than 10
employees) and WBES (World Bank, World Businessifemment Survey 1998 and 2000: firms with
more than 5 employees) sources, thus referringteltalian contexts, as well.

"n Italy, the financial constraint is relevant fiess than 5% of the firms of Mediocredito sample
(5.6% for firms with less than 6 years of activitfhe incidence grows and differentiates for age-
classes (16.7% overall, 21.2% for “young” firmshié adopt broader fc definitions, considering those
organisations that need heavier credit, and fadbtain it.

28 Firm age and size, on the other hand, seem tonpdaginal roles

29 EC Eurobarometer Team (sample of over 16.000 firms)

%0 Other structural factors play a bigger role, sastadministrative regulation, lack of qualified wor
labour cost and infrastructures-related issues

31 For the Italian case, see Del Colle et al (2006)) dagri (2007)
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asymmetry since most innovative small enterprisad to hide the features of their
competitive advantage (new product or processjjrmfgamitation by competitors.
It is thus difficult for banks to exert an awardidty of selection, monitoring and
financing, since the intangible assets of the fimapresenting its source of
competitive advantage, are kept sedfet.

It hence appears that private equity and ventupital® are the better choice
for small and innovative enterprisés Private equity real benefit is that of
providing managerial skills as well, which are oftacking in firms at the start-up
phase (which on the other hand possess relevahhdkagical competences).
Moreover, the presence of private equity represergignal useful to reduce
information asymmetry, making new capital availab®e mix of financing,
expertise and reputation, and “informed capitaluse Susi’'s words (2002). This
function is highlighted by Gompers and Lerner rev{€001).

Firms exploiting private equity show far better foemances than average
organisations. In the USA, over the 2000-2003 pkrithe growth rate of
employment in venture-backed firms was 7%, whileeoffirms set a 2% decrease,
with even broader ranges within specific sectdr$hese differences between
venture capital and non venture capital bagkegnisations are present even if we
focus on other variables such as turnover growtherathan added value or firm
profitability (EBITDA).

Actually, for the above mentioned variables, thieafve causality link between
venture capital and innovation (hence growth) isaszertained. Firms backed by
forms of venture capital could be better able tcspa innovative strategies, thanks
to the ability of venture capitalists to adequateblect firms to be supported
(which would have anyhow introduced advanced teldgies, no matter what the
nature of funding was).

This second interpretation, emphasizing the role te¢hnological systems
(technological opportunities, appropriability cotnoiis, innovation sector systems
and demand nature and dynamics, Malerba 2004) andehgiving an ancillary
role to venture capital, is also suggested by thexdotic annotation that private
equity approves a little share of interventionsggiroposed (around 3% in Italy),
while the share of self-declared innovative firmsriuch higher (44% in Europe in
1998-2001, according to the 2003 Community Innarag8urvey(CIS), EC 2004).

2 This part is influenced by the discussions helthviuciano Balbo and Anna Gervasoni, whom we
thank

% Private equity activities can be divided into vestucapital (financing firms’ startup and
development) and buyout (financing the substitutibrproperty structure). We here focus only on
venture capital.

Innovative enterprises seem to play an importalg iro the industrial scenario, as 36% of Italian
firms with more than 10 employees declared haviadoomed R&D activities during the 2002-2004
period of time (mainly, process innovations). Tiygufe slightly decreases (33%) for 10-49 employees
firms (ISTAT 2006).

For instance, in the biotechnology sector, venhaeked firms score a +23% (overall score: 5%),
while in the Energy sector the results are +1%-8604, respectively.
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7. TASKS AND ROLE OF INDUSTRIAL POLICY SUPPORTING FIRMGROWTH. AN
OVERVIEW

Economic policies, and specifically industrial pais for growth, represent a
further external variable SMEs should carefullyetakto account. These firffs
should avail a favorable treatment due to theiupational importance: European
micro-firms (1-9 employees) represent 29.8% of jobshe private sector, small
firms (10-49) represent 20.8% and medium firms 289) a further 16.5%, for an
total of 67% (European Commission 2007).

The increase in the number of SMEs can be viewedrss of possible
development triggers: micro-entrepreneurship allawaiding unemployment, thus
SME-supporting policies (at least at the start4gges) can be justified taking into
account the significant positive externalities th@pduce. As far as the growth
phase is concerned, Biandtial. (2004, p. 381) mention a number of SME market
failures, suggesting the implementatiordefensivepolicies tailored to the specific
needs of such type of enterprise. They can beutated in three main groups, and
we can note that, depending on what triggers them:

- limited resources imply difficulties in access itdormation as well as in
attracting high-profile human capital (wages carstahd competitors’ levels);

- SMEs suffer a form of discrimination in accessihg financial market due to
the information asymmetry with the subjects acaagdoans;

- if SMEs share specific markets with larger orgations, they can only play a
subordinate role, given the potential dominant fomsi’ of the latte?.

There is a broad range of tools and policies tlaat loe implemented favouring
SMEs, even in those national contexts where theepvation of competition is a
milestone of public intervention in economy. donstituted a specific Policy for
SMEs within DG “Enterprise and Industry”; there am exemption from the

% In Europe: micro-firms 1-9 employees; small firm8-49 employees; medium firms 50-249
employees.

Which seldom develops in an abuse of dominant ipositto be prosecuted by competition
legislation. It is hence a gap that cannot be &elfuthrough legal actions and which, in absence of
product differentiation and local markets, wouldielep in a situation where small firms either gromw
end their activities: which is partially what adtydappens.

38 This would be the result of the presence of lowssts (thanks to traditional scale economies) and
lower profit margins (or at least in line with tleoef SMEs, so that they can practise lower costs fo
given product); it could also regard the capabitifylarger organisations to practice a differemiiat
offer, sharing upstream costs that SMEs cannotrdifftack of adequate human resources, R&D,
marketing activities etc)

39 WTO holds a neutral position as far as subsideSMtEs are concerned (export aids within the
Agreement on Subsides and Countervailing Meas&@b))
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prohibition of State aid$ andde minimis*’mechanism, and they have facilitations
in the field of R&D and Innovatioff

As far as public procurement is concerned, manynBas (not the EU legislative
framework) set specific “reserves” for SMEs; moreovthe US and Canada
obtained exemptions to general rules of WTO’s Gowent Procurement
Agreement (Ninni, 2001% In ltaly, such support for SMEs created a sort of
institutional dualism, a “particular form of regtitan that introduced incentives,
protection forms and externalities that vary fromad to large firms” (Arrighetti
and Seravalli, 1997).

However, it is up to debate whether the relevanft€EMEs as regards both
employment and innovation, as well as the markéurfa they face, justify a
selective behaviour in their favour. There isdittloubt as far as the creation of the
firm is concerned. Public aid is justified not oy the creation of new jof§'s but
also by the strengthening of entrepreneurship imseéhthat are momentarily
unemployed, increasing at once innovation offer.

Regarding the phase of development and size grqwittiic intervention could
turn out to be counterproductive in terms of inrgrowth, as this might cause
losing benefits linked to small size. This sortdidincentive might have a limited
empirical relevance, however it is certainly a jilmity to be taken into account.

From the point of view of general welfare, thisadisraging effect might add
up with the partial pointlessness of selective damsfirm growth, as the latter
should be transferred from the demand side toupelg side. Indeed, most of the
aids provided for by Bianclat alii either lack a specific motivation to be triggered
(e.g intervention regarding access to financialkes; which on the other hand are
relevant in the creation of a firm) or they shofddus on supply, increasing the
availability of human resources recurring for ims@& to immigration. It is
somehow what happened to information access, $irecencrease in supply made
access broader and cheaper even for SMEs. A pstiengthening the supply of
scarce resources, along with the legislative fraorkwadopted by the EU, is
relevant especially as far as intangible assetsladility is concerned, which
probably represent a fundamental variable in oai@mg internal growth of firms.

40 commission Regulation 70/2001, January 12th 206ltlfe application of art 87-88 of the Treaty):
aid to SMEs investments in tangible and intangibienobilization is consistent with the common
market, and is not subject to notification, as lasgsuch aid doesn’t exceed 15% or 7.5% of costs fo
small and medium enterprises, respectively (noeeding 10% and 15%, respectively, of Regional aid
ceiling for those Regions providing for such forfrsapport).
4L All firms can benefit from these support measyfes an amount not exceeding 200.000 Euros in
three years, exempted from notification duty), 8MEs are the type of organisation exploiting this
ogportunity the most.
4 Especially as far as property rights and high-peqiersonnel costs are concerned.

EU itself is trying to simplify the procedures for RigbProcurement, where the role played by
SMEs is marginal due to administrative costs amedmucratic hindrances.
44 While the gross creation of jobs in developed coestis mainly related to SMEs, the role of these i
creating net employment is less clear, as empirideace is lacking a generalised and agreed-upon
conclusion. Moreover, in many emerging economieg. (&frica), it is larger firms that contribute the
most to the gross job creation (Biggs, 2006).
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