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Abstract Firm growth studies have been focused on
the question of whether firm growth is independent of
firm size. This shadow of Gibrat’s Law has drawn
attention to the randomness in firm growth. However, it
has also clouded relevant research avenues that enquire
into the role of firm growth processes and strategies.
This paper takes stock of the current state of the art of
firm growth studies in small business economics, and
makes a plea for more specific research approaches that
highlight the nature of the firm, organization, and
growth paths. This rejuvenation of firm growth studies
comprises a search for necessary mechanisms and
contingent conditions for the growth of firms.
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1 Introduction

Firm growth has been a central topic in Small
Business Economics ever since its inception. It has
been a central topic in the fields of industrial
organization (Evans 1987; Coad 2009), small busi-
ness economics (Storey 1994; Vivarelli 2007), and
entrepreneurship (Davidsson 1991; Davidsson et al.
2006) for decades. The increasing availability of data
on the growth processes of new and/or small and
medium-sized firms provides the foundation for
considerably sharpening our understanding of firm
growth. This enables us to go beyond the observation
that firm age and firm size (rejecting Gibrat’s Law)
affect firm growth. Despite this tradition, and con-
siderable progress in understanding the growth of
small and/or new firms, many unanswered questions
remain. This special issue takes stock of the current
state of the art in the study of the growth of new and/
or small and medium-sized firms.

Small Business Economics explicitly encourages
research from a broad spectrum of disciplines; in this
special issue scholars from economics, management,
engineering, and public policy throw light on the
study of the growth of firms. All the papers are based
on real-world evidence, which provides the path to
genuine progress (cf. Simon 1991; Scherer 2001).
Even though the papers often approach the analysis of
the growth of firms from a different perspective, with
different samples, and with different dependent
variables (Table 1), the papers are so coherent in

@ Springer


https://core.ac.uk/display/81553581?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

130

E. Stam

Table 1 The nature of

firms studied and dependent Paper

Nature of firms

Dependent variables

variable Bonaccorsi and

Giannangeli

Fotopoulos and
Giotopoulos

Park, Shin, and Kim

Leitner and Giildenberg

Parker, Storey, and
Van Witteloostuijn

Italian start-ups, representative
sample

Greek manufacturing firms

South Korean manufacturing
firms

Austrian manufacturing SMEs

Exceptionally fast-growing
British medium-sized firms

—Start-up employment size

—Probability of employment
growth

—Employment growth rate

—Firm survival
—Employment growth rate
—Average profitability
—Turnover growth
—Employment growth rate
—Turnover growth

—Firm size/survival

topic that the editors decided to group them into a
special issue.'

Many studies prove that firm size and firm age are
statistically related to firm growth (Geroski 1995;
Sutton 1997; Audretsch et al. 2004). This does not
necessarily improve our insight into the role of
growth processes and strategies for firm growth, as
firm size and firm age can be indicators for multiple
mechanisms (e.g., economies of scale, learning
effects, reputation effects). Notwithstanding this
limited explanatory value, these are important dimen-
sions in classifying the nature of firms. In Fig. 1 the
firms studied in the different papers are positioned in
a matrix, with firm age and firm size on the axes.
Even though the focus is on “entrepreneurial firms”
(see Van Praag and Versloot 2007), not all firms
studied are young and/or small. With respect to
rapidly growing firms (so-called gazelles) and their
contribution to net employment growth in the econ-
omy, it appears that newness is a more important
factor than small size (Henrekson and Johansson
2010). These gazelles are central in the papers by
Henrekson and Johansson (2010) and Parker et al.
(2010), while featuring in the paper by Bonaccorsi
and Giannangeli (2010). However, new firms that
grow to a substantial size are a small minority in the
population of start-ups. Within this elite set of new
growing firms, only a very small number become
indistinguishable from incumbents and develop into
industry leaders, such as Microsoft, SAP, or Google.

! This issue is a special issue ex post; it was not intended and
designed in advance, and all papers have gone through the
regular review process.
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Recent studies show that the fastest growing firms
are driven by different factors from the more
moderately growing firms (Coad and Rao 2008;
Holzl 2009; Stam and Wennberg 2009); nevertheless,
predicting which new firms will develop into new
industry leaders is an impossible exercise. However,
what can be done is improving our measures and
understanding of the relevant growth processes [see
the papers by Parker et al. (2010), Leitner and
Giildenberg (2010), Bonaccorsi and Giannangeli
(2010), and Fotopoulos and Giotopoulos (2010)],
and the role of firm strategies in the explanation of
firm growth [see the papers by Parker et al. (2010),
Leitner and Giildenberg (2010), and Park et al.
(2010)]. In the light of this progress being made, it
is remarkable that Gibrat’s Law still plays such a
prominent role in studies of firm growth.

2 Gibrat’s Law

With the exception of the paper by Leitner and
Giildenberg (2010)—which is completely positioned
in the strategic management literature—the arguments
made by all papers are positions relative to Gibrat’s
Law. The original interpretation of Gibrat’s Law is
that the size of units and measures of percentage
growth are statistically independent (Gibrat 1931).
In the context of the study of firm growth this means
that growth rates should be independent of firm size
(Sutton 1997). The Law can be tested in at least three
different ways (Lotti et al. 2003). First, it might hold
for all firms, including those that have exited during
the period examined. Second, it might hold only for
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Fig. 1 Age and size of A
firms studied :

 Fotopoulos:

SIZE

Park et al.

firms that survive over the entire time period. If
survival is not independent of a firm’s initial size, the
empirical test can be affected by sample selection bias
and estimates should take account of this possibility
(especially since it is a stylized fact that the hazard rate
for new and small firms is generally higher than for
other firms). Third, Gibrat’s Law might only apply to
firms large enough to have overcome the minimum
efficient scale of production in a given industry (which
is, for example, smaller in the hospitality sector than in
the manufacturing sector; see Audretsch et al. 2004).
A broader interpretation of Gibrat’s Law in economics
is that corporate growth is a random process, not
determined by structural firm or environmental char-
acteristics. Predictions of the size (and growth) of the
firm are conditional on (random) exogenous changes,
and it follows that variations in the latter over time
drive variations in the former (Geroski 2005). This
might leave scholars of strategy with empty hands, or
at best a null hypothesis to disconfirm.

Gibrat’s Law turns out to be a null hypothesis that
is rather easy to refute. From an empirical point of
view, many studies, including some in this special
issue, have found firm size and other variables to be
statistically related to subsequent firm growth (Sutton
1997; Calvo 2006; Petrunia 2008).2 The main result

2 See Lotti et al. (2003) and Audretsch et al. (2004) for a
review of empirical studies.

>
AGE

from previous studies is that smaller and younger
firms grow faster than larger and older firms,
respectively, even when sample selection (especially
the high exit rates of young and small firms) is
controlled for (Lotti et al. 2003). Fotopoulos and
Giotopoulos (2010) find that, for Greek manufactur-
ing firms, Gibrat’s Law is rejected for micro, small,
and young firms (with an inverse relation between
initial firm size and firm growth), while it is accepted
for medium, large, and old firms. Parker et al. (2010)
find that gazelle growth is significantly affected by a
number of strategy variables (see also Mascarenhas
et al. 2002), such as using customer surveys, selling
to other businesses rather than to customers directly,
and—more controversially—avoiding issuing shares
to workers, directors or other outside investors, and
refraining from developing new products.’ However,
strategic best practices in one period do not automat-
ically work in subsequent periods. Leitner and
Giildenberg (2010) also find that strategy variables
are related to long-term (10-year) growth of SMEs,
and find no performance difference between SMEs
that persist in their strategy over this period and
SMEs that changed their generic strategy. Bonaccorsi
and Giannangeli (2010) find that the growth process

3 Rosenbusch et al. (2010) find in their meta-analysis of the
relation between innovation and SME performance that
innovation has a stronger impact on the performance of
younger firms than on more established SMEs.
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of micro start-ups is different from small and
medium-sized start-ups, with the latter being more
likely to grow following entry. This finding refines
the contra-Gibrat’s Law stylized fact that growth
rates of firms tend to be negatively correlated with
firm size by showing that the relation between firm
size and firm growth is nonlinear: new micro firms
are less likely to grow than new small and medium-
sized firms, while small and medium-sized firms are
more likely to grow than large firms. This might
indicate that the traditional explanation for the
rejection of Gibrat’s Law, i.e., that young small firms
have to expand in order to reach the minimum
efficient scale of production in their industry, holds
only for multiperson start-ups, while micro start-ups
might survive on a small scale, perhaps due to the
low growth aspirations and high nonmonetary income
of their founders (Gimeno et al. 1997; Stam and
Wennberg 2009). Finally there are two situations that
cast even more doubt on the relevance of Gibrat’s
Law. First, even if Gibrat’s Law seems to be
confirmed, this might be due to omitted variables
bias or measurement errors. Second, if firm size and
age are shown to have no effect of firm growth, still
many other variables might affect firm growth (see
Leitner and Giildenberg 2010), disconfirming the
hypothesis that firm growth is a fully random process.

An extension of Gibrat’s Law is that firm growth is
not correlated over time. An argument against this is
that there are economies of growth (cf. Penrose 1959;
Garnsey et al. 2006), which make the growth—growth
sequence more likely than stagnation—growth or
decline—growth. Arguments against growth persis-
tence are of an empirical and normative nature: the
persistence of growth would lead to a situation in
which there will only be one big firm left in the
economy, which is not what we perceive in reality,*
and such a monopoly situation is likely to have many
harmful effects on economic progress. Empirical
evidence can be found in favor of (Wagner 1992;
Garnsey et al. 2006) and against (Almus and Nerlin-
ger 2000; Coad 2007; Coad and Holzl 2009) the
persistence of growth. Fotopoulos and Giotopoulos
(2010) find persistence of growth for micro and small
firms, and for young firms in their sample of Greek
manufacturing firms over the period 1995-2001,

4 Diseconomies of scale set in at some point, and the firm has
to spin out, outsource, or will be stripped into pieces.
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while Parker et al. (2010) find that gazelles have
difficulty sustaining their pace of growth.

3 Future research

What is the next step in the field of firm growth
studies? One possible step would be to extract from the
maze of results an integrated coherent view of how and
why growth occurs in new and/or small firms (cf.
Storey 1994; Wiklund et al. 2009). The question is
how broad or narrow the application of such a view
should be, given the range of growth modes (Lockett
et al. 2010; McKelvie and Wiklund 2010), growth
measures (Coad 2009; Shepherd and Wiklund 2009),
types of firms and contexts (Davidsson and Henrekson
2002), and periods of growth. This specification might,
for example, exclude firm growth for a very short (less
than 1 year) or very long (more than 10 years) term,
and should make a distinction between, for example,
high- and low-technology firms (Stam and Wennberg
2009) and/or the phase of the relevant industry
lifecycle (Henrekson and Johansson 2010).

Atleast two major issues deserve further attention in
the future: how to deal with randomness and strategy
(i.e., not the traditional dichotomy of randomness or
strategy) in the explanation of firm growth, and what
kind of growth (path) is to be explained. These two
issues are interdependent in many ways, for example,
as the effect of randomness is measured differently in
variance of growth studies than in the study of growth
paths of firms, and strategy is likely to work out
differently over the life course of firms.

The randomness of growth that seems to be
assumed in Gibrat’s Law and neoclassical firm growth
theories (Geroski 2005) is not something to be
disregarded. We should be suspicious of research that
explains more than half of the variance of growth,
given idiosyncratic variation, chance, and unavoidable
measurement error (Davidsson 2004). On the other
hand, the explanatory power of our models should not
be so small (Coad 2009) that we are just debating a
very marginal part of the growth process. Given that
random effects are dominant in the explanation of firm
growth (and firm survival, see Frankish et al. 2008),
our challenge is to better understand how entrepre-
neurs, managers, finance suppliers, and governments
should respond. A reappraisal of randomness beyond
the Gibrat interpretations requires an improvement
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and expansion of the set of explanatory variables in
empirical research. Such a reappraisal of randomness
should take into account the historical and ecological
situations in which randomness is dealt with. In the
historical context, dependent variables can turn into
independent variables, and processes of experiential
learning, sequences of activities, and path dependence
become center stage (cf. Phelps et al. 2007; Levie and
Lichtenstein 2010). In the ecological context, (ran-
dom) external shocks and more gradual changes in
competition, institutions, and technologies are central.
The historical accumulation of resources might
explain the differential reaction and performance of
firms that face similar external shocks: firm-specific
capabilities lead to different levels of resilience and
productive opportunity sets of firms (cf. Penrose 1959;
Cohen and Levinthal 1990).

Understanding what drives the sustained or erratic
growth of firms over many years remains a key issue.
In addition to taking into account different modes of
growth, we should be aware that, next to the growth of
the firm as a hierarchy, other forms of governance
might also lead to a similar growth of economic
activities. New technologies and/or institutions make
it possible to expand economic activities in networked
coalitions of self-employed. Other institutions con-
strain growth in one firm, and make it more likely to
create and expand new economic activities in different
firms within a business group (Iacobucci and Rosa
2010). On the one hand, a firm is “just” alegal entity to
govern economic activities, one governance form out
of a menu of governance choices. If the network form
of governance becomes more effective, then the
hierarchy (and its growth) might be less relevant as a
unit of analysis (Powell 1990; Teece 1992). On the
other hand, firms are communities of individuals that
collectively have the capability to produce economic
value in a way that cannot be realized by “just”
combining the individual parts (Penrose 1959; Kogut
and Zander 1992). This means that, for certain future
returns, longer-term investments on a relatively large
scale have to be made, for which the firm still seems to
be the most effective form of governance. The extent
to which economies of scale, economies of time, and
economies of scope (related variety) can best be
reaped within a firm, or for example in a constellation
of firms within a geographically confined region (cf.
Frenken and Boschma 2007), remains a question to be
answered.’

The search for necessary mechanisms and contin-
gent conditions for the growth of firms is not likely to
be saturated in the near future, given the changes in
economy and society, which enable new ways of
organizing old and new economic activities. The
study of firm growth is likely to remain a fascinating
area of research.
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