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ABSTRACT

The thesis aims at contributing to clarify broad conjectures on growth, such as, (i)

the extent to which growth constitutes an imperative for the firm, and (ii) what leads
some firms to enjoy continuing growth and a continued existence, while others, after
experiencing continuing growth, end up contracting and decaying. As a result, the thesis
seeks to develop a deeper understanding of the mechanisms fostering and precluding
growth, while also identifying challenges and opportunities in managing growth.

.
I.

The thesis comprises four interrelated essays:

Chandler on the growth of the firm - this essay scrutinizes The Visible Hand
(Chandler, 1977) seeking to answer the question “What is Chandler's theory on
how and why did the modern business enterprise (MBE) appear and grow?” Four
processes are identified - MBE formation, MBE development, industry formation,
industry development. Their analysis within a process-oriented view (Mohr, 1982)
discloses chains of necessary conditions in growth-related processes. Moreover,
two growth-related dilemmas are advanced and the firm-industry co-evolution is
explored.

Identifying the building blocks of growth dynamics — this essay addresses the
question “Which are the basic processes of change that form the dynamics of
growth?” Drawing on Mario Bunge's philosophy (1973-1989; 1979), a framework
of qualitatively different modes of change is derived. The framework allows the
identification of elementary units of the growth dynamics. These comprise the
following types: quantitative, qualitative (dialectical), goal-directed, interactional,
causal, structural, random. In addition, complex units of growth dynamics made
up of combinations of elementary units are also advanced: evolutionary motor of
firm growth, co-evolutionary motor of growth relating firm and industry, and
different instances of continuing growth motors.

Describing growth trajectories of firms — the question “How can growth
trajectories be represented?” is addressed in this essay. An indicator of size,
which automatically adjusts for inflationary and deflationary changes in currency
value is proposed. This indicator enables the drawing of growth trajectories of
firms in the economy over long periods of time.

-
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Growth trajectories of General Electric and Westinghouse: a comparative study —
this essay addresses the question “Why do some firms experience continuing
growth and continued existence while others decay and disappear?” The growth
trajectories of these two companies are drawn and examined over twelve
decades. The longitudinal analysis reveals two sets of growth-related traits in
firms: business-oriented and organization-oriented. Business-oriented traits
relate to ways of managing relevant issues in business. These are: enterprising
approach, growth motives approach and change approach. Organization-
oriented traits refer to ways of managing the organization, its resources and
practices. They are: organizing approach, resource allocation approach,
problem-solving approach, managerial hierarchy development approach. The
essay advances the notion that as a firm grows, it faces conflicting forces that
push the firm towards either of two extreme poles: self-perpetuation or self-
destruction. Evidence is provided that General Electric developed self-
perpetuating traits throughout its existence, while Westinghouse more often than
not developed self-destructing traits.
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RESUME

La thése a pour but de contribuer a la clarification d'amples conjectures sur la

croissance de la firme, telles que, (i) dans quelle mesure la croissance constitue un
impératif pour la firme, et (i) comment expliquer la croissance continue et I'existence
continuée de certaines firmes, lorsque d'autres, aprés avoir cri, subissent contraction et
déclin. De ce fait, la thése essaye d'approfondir les connaissances sur les mécanismes
qui favorisent ou qui empéchent la croissance de la firme, tout en identifiant les défis et
les opportunités pour les gestionnaires.

La thése comprend quatre essais:

Chandler sur la croissance de la firme - cet essai examine minutieusement le
livre The Visible Hand (Chandler, 1977) pour répondre a la question: “Quelle est-
elle la théorie de Chandler a propos de pourquoi et comment la moderne
entreprise d'affaires (MEA) est apparue et a cri?” Quatre processus ont été
identifiés — la formation des MEA, le développement des MEA, la formation des
industries, le développement des industries. A la lumiére d'une analyse orientéé
a I'étude des processus (Mohr, 1982), des chaines de conditions nécessaires
pour la croissance sont mises en évidence. En pius, deux dilemmes associés a
la croissance de la firme ont été proposés et Ia notion de co-évolution des firmes
et de l'industrie est avanceée.

Identifiant les blocs constructeurs de la dynamique de croissance — cet essai a
abordé la question “Quels sont-iis les processus élémentaires de changement
qui forment la dynamique de la croissance?” Faisant appel a la philosophie de
Mario Bunge (1973-1989; 1979), un cadre d'analyse de différents modes de
changement est dérivé. Le cadre d'analyse permet d'identifier des unités
élémentaires de la dynamique de la croissance. Ce sont les modes: quantitatif,
qualitatif (dialectique), orienté a but, interactionnel, causal, structurel,
randomique. En plus, des unités complexes de la dynamique de la croissance,
composées de différentes combinaisons d'unités élémentaires sont suggérées:
le moteur évolutionnaire de croissance de la firme, le moteur co-évolutionnaire

de croissance des firmes et leur industrie, et de différents types de moteurs de
croissance continue.
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Décrivant les trajectoires de croissance des firmes — la question “Comment peut-
on représenter des trajectoires de croissance?” est travaillée dans cet essaie. Un
indicateur de taille, qui corrige automatiquement les effects d'inflation ou de
déflation sur la valeur de la monnaie, est proposé. Cet indicateur permet de
dessiner les trajectoires des firmes dans I'économie au long de grandes périodes
de temps.

Les trajectoires de croissance de General Electric et Westinghouse: une étude
comparative — cet essai focalise la question “Pourquoi certaines entreprises
expérimentent-elles de la croissance continue et une existence continuée,
lorsque d'autres expérimentent du déclin et disparaissent du monde des
affaires?” La trajectoire de croissance de chaque firme est déssinée et analysee
au long de douze décennies. L'analyse longitudinale permet d’avancer deux
ensembles de traits des firmes: ceux orientés aux affaires et ceux orientés a
'organization. Les traits orientés aux affaires sont associés a des fagons de
geérer d'importantes questions des affaires. Ce sont: 'approche entrepreneuriale,
I'approche des motivations pour la croissance, |'approche au changement. Les
traits orientés a I'organisation sont associés a des fagons de gérer I'organisation,
ses resources et ses pratiques. Ce sont: 'approche organisationnel, I'approche
d’allocation de resources, I'approche de résolution de problémes, I'approche de
développement de I'hiérarchie organisationnelle. L'essai suggére qu'au fur et a
mesure que la firme croit, elle fait face a des forces contradictoires qui poussent
la firme vers l'un des deux pdles: I'auto-perpetuation ou I'auto-destruction.
L'étude historique de ces deux firmes réunit de I'évidence qu'au cours de leur
existences, General Electric a développé des traits d'auto-perpetuation, lorsque
Westinghouse a plutét développé des traits d'auto-destruction.
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Chapter 1

INTRODUCTION

Grow or Die! seems to be an indisputable imperative in business. Or at least
in the large firm. The quest for the growth of the firm is a continuous process within
large firms. Besides constituting an important element in the organizational
performance evaluation system, growth also plays a major role in the determination
of managerial compensation. Moreover, often associated with health and success,
growth receives wide coverage in the business press where the largest and the
fastest growing companies, and their managers, occupy center stage.

Organizational growth is a challenging issue. Choosing the right timing, rate
and mode of growth is far from simple. Equally demanding is the coordination of ever
bigger organizations. In sum, managers face different sorts of challenges which, in
turn, ask for a diversified range of skills. For academics, growth is no less
challenging. Its understanding requires a fairly accurate description to unveil
explanatory mechanisms. Yet, the very characterization of growth is not without
problems. Although the notion of growth as a process of change in the size of the
firm is quite straightforward, there are many ways of measuring a firm's size,
including number of employees, productive capacity, total sales, assets, and market
capitalization. Besides, by encompassing processes of change inside and around
the firm, growth requires the consideration of a fairly diversified range of factors and
mechanisms to advance its understanding.

Understanding growth has been a major challenge for researchers in several
fields of study. Economists have addressed why firms come into being and undergo
growth (Coase, 1937), as well as the qualitatively different mechanisms underlying
firm's growth and determining limits to growth (Penrose, 1980). Business historians

have also devoted considerable effort to understand the growth of the firm.
1



Chandler's works, for instance, have focused on the rise and growth of the modern
business enterprise (Chandler, 1977), the rise and growth of the modern industrial
enterprise (Chandler, 1990), as well as the internal transformations firms undergo
while growing (Chandler 1962). In the strategic management field, a number of
authors have advanced contributions towards a better undersanding of growth. The
addressed topics include models of organizational growth (Starbuck, 1971),
identification of growth phases (Greiner, 1972), and the adequate balancing between
business exploitation and exploration (Normann, 1977). In sum, the study of growth
has been approached through various complementary lenses that have undoubtedly
enriched our understanding of the matter.

Notwithstanding the contribution the literature has made so far, the
cumulated knowledge falls short of providing powerful insights to some broad
conjectures on growth. The extent to which growth constitutes an imperative for the
firm is one such conjecture. Another one seeks to figure out what leads some firms
to enjoy continuing growth and a continued existence while others, after
experiencing growth, end up decaying. This thesis aims at contributing to further the
understanding of the growth of the firm and advancing theoretical insights that might
be helpful in clarifying such conjectures. By focusing on the dynamics and
management of growth, the thesis seeks to develop a deeper understanding of the
mechanisms fostering and precluding growth on the one hand, while also uncovering
the challenges and opportunities in managing growth.

The structuring of this study rests on two assumptions:

()] that the literature has already advanced substantial insights, though it still
needs integration;

(ii) that the dynamics of growth comprehends internal and external pressures
and processes of change whose identification and understanding are crucial
for advancing knowiedge on the growth of the firm.

As a result, the study is made up of four interrelated investigations:
() Chandler on the Growth of the Firm - Chandler's works have provided

2



(i)

(iii)

(v)

valuable insights on the growth of the firm. This essay, therefore, scrutinizes
Chandler's The Visible Hand (Chandler, 1977) to answer the question “What
is Chandler’s theory on why and how did the modern business firm appear
and grow?";

Identifying the Building Blocks of Growth Dynamics - this essay addresses
the question “Which are the basic processes of change that form the
dynamics of growth?" Drawing on Mario Bunge’s philosophy (Bunge, 1973-
1989; Bunge, 1979), a framework of qualitatively different modes of change
is derived. Such a framework allows for the identification of elementary and
complex units of the growth dynamics;

Describing Growth Trajectories of Firms - the question “How can growth
trajectories be represented?”’ is addressed in this essay. An indicator of size
is proposed, which enables the drawing of growth trajectories of firms in the
economy;

Growth Trajectories of General Electric and Westinghouse: a comparative
study - the essay addresses the question “Why do some firms experience
continuing growth and continued existence while others decay and
disappear?’ The growth trajectories of these two companies are drawn and
examined over twelve decades so as to uncover why and how General
Electric (GE) has experienced continuing growth and a profitable continued
existence, while Westinghouse (WH), a long-time rival and partner,
underwent decline and ended up disappearing from the business landscape.

The essays are interrelated, having each contributed to the others. The first

two essays, presented in chapters 3 and 4, were developed in parallel and helped
~ each other’s ideas formation. Upon completion of the other two essays (chapters 5
and 6), the first two were revisited and enriched. The interrelatedness of the four
essays can be expressed in terms of their contribution to one another's development
(refer to Figure 1.1):

0]

The essay on Chandler (chapter 3) has contributed to the GE x WH essay
(chapter 6) by providing analytical and explanatory insights into the growth
process of firms. In addition, it has also contributed to the growth dynamics

3



(i

(iii)

(iv)

essay (chapter 4) by inspiring the organization of elementary kinds of change
into complex types of change. In fact, throughout the scrutinizing of
Chandler's work, we sought to associate Chandler's narrative with the modes
of change that had aiready been derived. Upon identification of three
concomitant modes of change in Chandler's account of industry
development - competitive, cooperative and structural — | came to realize the
occurrence of a complex structure of change comprising these three modes.
From this | have developed the hypothesis that other complex structures
might possibly occur linking the other modes of change. This was further
explored in the analysis of GE's and WH's trajectories;

The essay on growth dynamics (chapter 4) has contributed to the GE x WH
essay (chapter 6) by providing a framework for analysis of change. In
addition, as reported before, it has enabled the identification of three
concomitant modes of change in Chandler's account of industry
development. These, in turn, have inspired the formulation of dilemmas
(chapter 3) associated with Chandler's account of the growth process;

The growth trajectories essay (chapter 5) has enabled to draw the growth
trajectories of GE and WH (chapter 6). In addition, it has helped to visualize
Chandler's continuing growth concept (chapter 3);

The comparative study on GE and WH (chapter 6), on the other hand, has
provided insights for further discussing Chandler's ideas (chapter 3), such
as defensive and productive motives for expansion, and continuing growth.
It has also inspired an examination of Chandler's transhistorical contribution.
In addition, the comparative study has enabled the identification of different
mechanisms of continuing growth (chapter 4).

Each essay contributes in an original way to the advancement of knowledge

on growth. The essay on The Visible Hand scrutinizes Chandler’s text bringing to
light the main growth-related concepts and explanatory mechanisms in his historical
account. In addition, inspired by Chandler's narrative, it derives two growth-related
dilemmas. The second essay proposes a framework of modes of change that
distinguishes different ways whereby things may undergo change. The third essay

4



proposes an indicator of size, which enables the drawing of growth trajectories of
firms, as well as, the visualization of continuing growth and continuing contraction
periods. In addition, the method used to derive the size indicator helps to generate
performance measures comparable over time, as well as, across industries. The
fourth essay identifies the concomitant evolution of the firm's businesses and the
firm’s organization. It is proposed that the way the pair <business-organization>
evolves determines the firm's chances of enjoying a continued existence.
Additionally, the study suggests that firm's traits developed early on are likely to
determine the way the <business-organization> pair evolves throughout the firm's
existence.

Six other chapters follow this introduction. Chapter 2 reviews the literature on
the growth of the firm, then the four essays are presented, and finally the conclusion
is advanced in chapter 7. The essay on Chandler advances the analysis and the
discussion of the ideas scrutinized. The essay on the dynamics of growth presents
the framework of modes of change and advances elementary and complex units of
the growth dynamics. The growth trajectories essay presents the size indicator that
enables the drawing of trajectories curves. Finally, the essay on GE and WH
describes the historical development of the two firms and performs the analysis of
their trajectories over 12 decades.
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Chapter 2

LITERATURE REVIEW

Representative works on the growth process of the firm are reviewed in
this chapter. They provide complementary contributions by virtue of the particular
lenses each one uses to examine the growth process, such as economics
(Penrose, 1980), business history (Chandler, 1962), psychosociology (Starbuck,

1970; Katz & Kahn, 1978), strategic management (Greiner, 1972; Normann,
1977).

By emphasizing growth as a process, this review does not include works
on specific growth phases such as start-up ventures and innovation studies. It
also leaves out research on specific types of expansion moves such as
acquisitions and mergers (Haspeslagh & Jemison, 1991), vertical integration
(Williamson, 1975), strategic alliances (Pekar & Allio, 1994) and diversification
(Ramanujam & Varadarajan, 1989). On the other hand, the works selected focus

on general aspects of the growth of the firm process providing a comprehensive
view of firm growth.

Besides contributing to the theory of growth, these studies have helped to
advance strategic management and organization theory. For example, Edith
Penrose’s (1980) book on the growth of the firm is often cited as a foundation for
the resource-base view of strategy. In this view, the possession of resources that
are valuable, rare, difficult to imitate and difficult to be substituted, provides the
basis for a company to achieve superior returns by virtue of the development of
sustained competitive advantage (Barney, 1991). Kor and Mahoney (2000)
provide an indication of the relevance of Penrose’s work for the resource-based
view in strategic management. These authors scrutinized her book, having
identified ten fundamental arguments in Penrose’s resource-based approach.
Another example is the use of Greiner's model of the growth process (Greiner,
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Penrose describes size as a state and growth as a process (p. 88).
Moreover, she declares her concern only with the growth of firms. As a result, her
book focuses on the process of growth, and on the limits to the rate of growth,
while size concerns her only incidentally. Although she advances a number of
reasons why many firms do not grow (p. 7) — unenterprising direction, inefficient
management, insufficient capital-raising ability, lack of adaptability to changing
circumstances, poor judgment leading to frequent and costly mistakes, bad luck
due to circumstances beyond their control ~ Penrose is concerned “only with
those firms that do grow" (p. 7).

Maintaining that enterprise “includes the willingness to take risks” (p. 62),
as well as “the willingness to search for ways of avoiding risk and still expand” (p.
62), Penrose suggests that “for a firm, enterprising management is the one
identifiable condition without which continued growth is precluded - this is one
necessary (though not sufficient) condition for continued growth” (p. 8). In her
view, the /arge enterprising firm “will permanently commit part of its resources to
the task of investigating the possible avenues for profitable expansion” (p. 34),
while smaller firms “may only periodically do so” (p. 34). On the other hand, “so
long as a firm is dominated by men who are not ambitious to make profits it is
unlikely that the firm will grow very large" (p.33). Penrose emphasizes that
people create firms to serve their own purposes and that “expectations and not
objective facts are the immediate determinants of a firm’'s behavior” (p. 41). In
sum, the extent to which a firm grows largely depends on its people objectives
and nurtured expectations. In addition, Penrose maintains that “managers have
much more to gain if funds are retained and reinvested in the firms® (p. 28). In
her view, growth may enhance prestige, personal satisfaction, responsibility, the
availability of better positions, and scope for ambitions & abilities.

- According to Penrose, management of growth is a process, which
requires two kinds of skills:
(i) entrepreneurial skills to take advantage of new possibie avenues for profitable
expansion. The quality of entrepreneurial services includes entrepreneurial
versatility (imagination and vision), fund-raising ingenuity, entrepreneurial
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judgment (in the absence of which the firm will tend to consistently make
mistakes, over-estimate what it can do, guess wrongly the future course of
events) and entrepreneurial ambition (p.35-41). Two types of entrepreneurial
ambition are distinguished. The first is the product-minded, which is directed
towards the improvement of the quality of products, the reduction of costs, the
development of better technology, the extension of markets, the introduction of
new products in which the firm is believed to have a productive or distributive
advantage. The other type is called empire-builder, being pushed by visions of
creating a powerful industrial empire extending over a wide area. According to
Penrose, empire-builder is “much more interested in the extension of the scope
of his enterprise through acquisition or the elimination of competitors by other
means other than competition in the market’ (p. 40).

(i) managerial skills to coordinate the use of resources profitably. Such skills
cann;t be bought in the market as commodities. Quite on the contrary, they
involve the development of interpersonal relations that take time to evoive,
leading Penrose to assert that “expansion does not take place automatically” (p.
44).

Penrose classifies growth as internal — through the development of
internal ventures - or external — by means of mergers or acquisitions. In line with
her view that “it is at the organization as a whole that we must look to discover
the reasons for its growth” (p. 7), Penrose mainly elaborates on internal reasons
and obstacles to growth. Those of external nature are just mentioned: external
inducements (p. 65) include growing demand, changes in technology,
discoveries and inventions, opportunities to obtain or achieve monopolistic
advantages, and threatening changes calling for defensive growth (backward
integration, diversification, pre-emption of competitors). External obstacles (p. 66)
include keen competition, patent rights, high costs of entry, difficulties of
obtaining inputs.

In what concerns internal inducements, Penrose advances some factors
that iead to continued growth. These are:
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0] excess capacity of productive services of resources due to indivisibilities
in machines, managers, R&D and engineering (Kor & Mahoney, 2000);

(it) unused services of resources, which stimulate innovation both in products
as in organizing. in addition, Penrose suggests that “unused productive
services are a selective force in determining the direction of expansion”
(p- 87);

(iii) efficient managerial resources. According to Penrose, “diversification will
become the slogan of firms that are reasonably well-established, possess
efficient managerial resources operating in a reasonably well worked-out
administrative structure and want to increase their profits at a more rapid
rate than their existing products permit” (p. 145).

Penrose advances three types of limits to the growth of firms. Growth is
limited by external circumstances such as product or factor markets. It is also
internally limited by the availability of managerial ability. Finally, it is limited by
uncertainty and risk, which combines internal attitudes and external conditions.
According to Penrose, the size of the firm is limited by the increasing costs of
growth, which came to be known as the Penrose effect.

Penrose distinguishes between economies of size and economies of
growth. Economies of size, commonly known as economies of scale, “would not
be available if firms were sufficiently reduced in size” (p. 98). Classifying
economies of size into technological, managerial and financial, Penrose
maintains that they are responsibie for “lower production and distribution costs”,
as well as for “competitive advantages, enabling firms to expand in certain
directions” (p. 98). Based on the statistical theory of large numbers which states
that “the greater the number of similar items involved, the more likely are
deviations to cancel out and to leave the actual results nearer to the expected
results” (p. 94), Penrose proposes that “the larger the operation, the more
accurately prediction can be made” (p. 94).

Economies of growth are described as “internal economies available to
an individual firm, which makes expansion profitable in particular directions. They
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are derived from the unique collection of productive services available to it, and
create for that firm a differential advantage over other firms... They may or may
not be also economies of size” (p. 99). In addition, “economies of growth that are
not at the same time economies of large-scale production and operation are
essentially transient economies” (p. 101). The conditions for economies of growth
to remain as economies of size are that "a reorganization of the older activities of
the firm is required to take advantage of them"”, or that “they apply jointly to the
old and new activities” (p. 103).

Penrose has overthrown the notion that the firm's long-term average cost
curve was U-shaped. Consequently, she has also rejected the notion of an
optimum size of the firm at the level of output — corresponding to the lowest point
of the U-curve. Instead, she has underlined the possibility of diversification, and
theoretically dealt with two limiting rates in the expansion process: the rate of
growth, and the rate of entry in new fields. In both cases, the availability of
entrepreneurial and managerial skills were limiting factors. Despite a quite
detailed analysis of the growth phenomenon at the firm level, no formal model
was proposed in Penrose’s work.

Chandler’'s perspective (1962)

Chandler's study began as an experiment in the writing of comparative
business history. It investigates the development of business activities and of
organizational innovation (the structuring of these activities) in four American
companies - DuPont, General Motors, Jersey Standard, and Sears - during the
first haif of the twentieth century. The comprehensive examination of activities,
decisions, and structural changes in these corporations, in the light of
environmental transformation has produced a rich account of business
development, and of firm growth during the studied period. The common traits
observed in the four companies prompted the author to advance general>
propositions concerning the development of business activities and business
organizations.
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Chandler observed that “growth might come through simuitaneous
building or buying of new facilities, and through purchasing or merging with other
enterprises” (p. 16) and that “structure was often slow to follow strategy
particularly in periods of rapid expansion” (p. 16). In many respects, Chandier’s
investigation confirms Penrose’s theoretical development. He found, for example,
that “trained personnel with manufacturing, marketing, engineering, scientific,
and managerial skills often became even more valuable than warehouses,
plants, offices, and other physical facilities” (p. 383). The important role played by
skills and abilities in promoting and limiting growth was also acknowledged:

(i) “The rate of growth and the effectiveness in the use of the enterprise’s
resources rested on the ability and ingenuity of its administrators to build, adjust,
and apply its personnel and facilities to broad population, technological, and
income changes” (p. 384);

(i) “The firm’'s health and effectiveness in carrying out its basic economic
functions depended almost entirely on the talents of its administrators” (p. 384).

Chandler’s ideas are in line with Penrose’s view that internal factors piay
a larger role in the growth process than external ones. Chandler remarks that
“the market, the nature of their resources, and their entrepreneurial talents have,
with relatively few exceptions, had far more effect on the history of large
industrial firms on the United States than have antitrust laws, taxations, labor and
welfare legislation, and comparable evidences of public policy” (p. 384).

In contrast to Penrose, Chandler did not emphasize quantitative process
properties such as rate of growth and rate of entry in new fields. Instead, he has
focused on the development of the formal structure of the companies he studied.
In his view, “historically, the executives administering American industrial
enterprises have followed a recognizable pattern in the acquisition and use of
resources, made up of four phases or chapters” (pn. 384-385):

. Initial expansion and accumulation of resources: The initial acquisition of
extensive plant, equipment, and personnel came to meet rapidly growing and
often new demands for the products of their company;
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. Rationalization: Once these resources had been acquired, the executives in
charge of the firm began to pay increasing attention to using them more rationally
and efficiently;

. Expansion into new markets and lines: As the enterprise reached the limits of
the existing market and of cost reduction, its senior executives began to seek
new markets or new lines of business where they might apply some resources
only partially used or where existing ones might be employed more profitably.
Market limits were set by available consumer income, the state of technology,
and the location of population. Rational and systematic integration and use of its
resources brought about cost reduction;

. Development of a new structure: Those companies that did develop new
markets or new products then had to reshape the channels of communication
and authority within the enterprise.

The depicted pattern can be conceived as stages in the process of
growth. Each expansion stage is followed by an internal consolidation phase,
where operations are rationalized and organized. In this way, management can
take the best advantage of the caught opportunities, “created by changing
population, income, and technology” (p. 15).

Starbuck’s perspective (1971; first edition in 1965)

According to Starbuck (1971), growth is defined as change in an
organization’s size when size is measured by the organization's membership or
employment; development is defined as change in an organization’s age"(p. 11).
His work reviewed an impressive number of studies addressing why and how
organizations develop.

In line with both Penrose’s and Chandler's views, Starbuck conceived
organizational growth as a neither spontaneous nor random event, but rather a
consequence of decisions like hiring, and increasing production. According to
Starbuck, the behavior patterns of growth are chosen through processes of
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bargaining and problem solving, which deal with conflicting motives espoused by
different coalitions (Cyert & March, 1863). Some motives promote growth while
others tend to inhibit it. Two sorts of growth promoters have been advanced:
organizational goals, such as revenue increase, cost reduction, profit increase,
stability of operations and managerial goals, such as adventure, risk-taking,
prestige, power, security, and higher salaries. Growth inhibitors inciuded the
attitudes towards change, namely resistance to change.

Starbuck has identified three kinds of change, which also correspond to
three main sources of reasons for membership, namely,
(@) organizatiorial goals that may attract candidate members;
(i) activities performed in the organization’s task structure;
(iii) interactions experienced in the organization's social structure.

According to Starbuck, the more a change affects the reasons for
someone’'s membership, the more one will be likely to resist such change.
Conversely, the less a change affects one's reason for membership, the more
one will be likely to support the change.

Starbuck has classified the various models of organizational growth into
four groups:

i. Cell-division models — focus on growth as a percentage change in size.
Some studies make explicit use of the biological analogy to derive the
model;

ii. Metamorphosis models ~ take the view that growth is not a smooth
continuous process. Instead, it is marked by abrupt and discrete changes
in the conditions leading to organizational persistence and in the
structures appropriate to these conditions. The evolution of the firm is

. seen proceeding in more or less well-defined stages;

iii. Will-o-the-wisp models - explore one kind of process which might
connect the motives of organizational members to increases in the size of
the organization;
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iv. Decision-process models - attempt to reproduce the fabric of
organizational decisions. The model-builder must try to specify, by direct
observation of individual organizations, all of the major decision rules
used by the organizations and then test his model against detailed data
on actual behavior.

Cell-division modeis have been applied in different ways. Haire’s (1959)
study exemplifies the study of growth at the firm level. It consisted of fitting time-
series data on employment in eight individual firms to an equation that is
frequently employed to describe the reproduction of biological organisms.
However, most other studies use cross-section data on a number of
organizations at a given point in time. Haire disapproved of this approach stating
that it generates “a spurious growth curve. It is not a curve of growth representing
the dynamics within an organization, but a set of static measurements arranged
by size” (p. 292).

Though agreeing with Haire (1959), Starbuck has justified the application
of cross-section studies to investigate equilibrium states — “taking equilibrium
states to be a description of the ‘average’ organization after its initial surge of
growth has passed”. Starbuck maintains that “whether this is a reasonable thing
to do, of course, depends on whether one believes that individual organizations
are eventually constrained to the pattern of the ‘average’ organization” (p. 66).
Starbuck concluded his review of cell-division models stating that they “should be
good starting points for more sophisticated models of growth” (p. 68).

Starbuck’s review of some metamorphosis models has included:

i Moore's (1959) model - Emphasizing different sorts of people, particularly
top management people, the model distinguishes three phases and three
corresponding types of executives. The first stage (creation of the
business) requires a Promoter or Activity generator; the second stage
(development of sound business practices) requires a Businessman or
Consolidator; finally the third stage (a stage of organization as a
rationalization of means to ends) requires a Manager or Administrator;

16



il. Starbuck's (1966) model on retail stores — The model distinguished
between clerking activities, which involve interaction with customers, and
backing activities, which do not. Small stores would be intrinsically
backed because their employees perform both types of activities, while
large stores are extrinsically backed because some of their employees
never interact with customers;

iii. Filley's (1963) modei — It distinguished three stages in the life of a
business firm: a non growth traditional stage, a dynamic stage of growth,
and a bureaucratic stage.

The four phases or chapters identified by Chandler (1962) constitute
another example of the metamorphosis model. According to Starbuck,
“metamorphosis models describe probable changes in structure when the
cumulative, long-run shifts are organizational growth and aging” (p.73). Though
admitting the likelihood of disagreements concerning the significance of some of
the structural changes described in metamorphosis models, Starbuck stated that

‘one can hardly doubt the importance of studying structural changes which
correlate with growth and age” (p. 73).

Will-o'-the-wisp models make “growth a process of pursuing opportunities
which tend to vanish when the expansion is completed” (Starbuck, 1971, p. 74).
He cited Penrose’'s work (1980), which distinguishes economies of scale from
economies of growth, as an example of such model: “there may be advantages
in moving from one position to another quite apart from the advantages of being
in a different position” (Penrose, 1980, p. 2). Starbuck remarked that the
dynamics of Penrose's (1980) theory stresses factors inside the firm, although
she also tried to take into account external factors. Starbuck has developed a
mathematicai treatment of Penrose’s theory, concluding that her theory “appears
to imply that the expansion path of any given firm could fall into either two
patterns” (Starbuck, 1971, p. 79). These are either an expansion into the
indefinite future, as Penrose suggested, or an expansion followed by contraction,
an alternative that Starbuck’'s mathematical model suggests (Starbuck, 1971,
p.130).
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Starbuck considered decision-process models to be potentially the most
fruitful approach to organizational growth. Yet, he admits, they are expensive to
study. According to Starbuck, typical examples of such models are provided by
the work of Cyert and March (1963) and their associates. For Starbuck (1971),
one of the main contributions of decision-process models was their realistic and
promising approach, letting long-run patterns emerge as by-products of short-run
decisions, something that most models of organizational growth did not do.
Nevertheless, he pointed out the importance of developing knowledge about
long-run learning, if such models are to be useful in the future. As he has put it
“virtually no evidence has been gathered about the way the organizational
decision structure evolves — how it came to be and by what mechanisms it
changes” (Starbuck, 1971, p. 82). Finally, he asserted that “methods must be
discovered for handling decision-process models methodologically” (Starbuck,
1971, pp. 82-83). According to him, as the empirical base of these models
becomes stronger, they become more complex and it is harder to understand
why the models do what they do.

With respect to the attention devoted to causes and effects, Starbuck
(1971) asserted that cell-division models tend to concentrate on effects and to
ignore causes. At the opposite end of the spectrum are decision-process models.
These would tend to concentrate on causes and to ignore effects, since effects
are left to emerge as outputs from the dynamic processes. The two other types of
models would be situated in between. Metamorphosis models describe both
causes and effects, though the connexions between cause and effect remain
vague. Finally, will-o’-the-wisp modeis tend to stress sequences of events and
‘make time an expilicit variable, giving more attention to connexions between
cause and effect and to environmental influences.

Greiner's perspective (1972)

Greiner has proposed a metamorphosis modei of organizational growth,
which describes organizations moving through five distinguishable phases of
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development. In his view, each phase contains a relatively calm period of growth,
that he called evolutionary period, and that ends with a management crisis, a
revolutionary period as he named it.

The proposed model takes into consideration the age of the organization,
the size of the organization, and the growth rate of the industry. Greiner
maintains that “while evolutionary periods tend to be relatively short in fast-
growing industries, much longer evolutionary periods occur in mature or slowly
growing industries” (p. 40). Though not mathematical, Greiner's model suggests
that firm growth rates depend on organizational age and industry growth rate.
However, its main emphasis is on the qualitative differences between each of the
five phases.

The first stage — birth stage - is entrepreneurially oriented and ends with
a leadership crisis, which is the first critical developmental crisis: “to locate and
install a strong business manager who is acceptable to the founders and who
can pull the organization together’ (p. 42). With the installation of a capable
business manager, Greiner anticipates a “period of sustained growth” (p. 42) —
phase 2 — during which a functional structure is introduced.

A second crisis develops from “demands for greater autonomy on the part
of lower-level managers” (p.42). As a decentralized organization structure is
successfully applied, a third phase of growth takes piace in a delegation-driven
managerial style. A control crisis evolves to the extent that “top executives sense
that they are losing control over a highly diversified field operation” (p. 43).
Companies that solve this crisis find new solutions in the use of coordination
techniques, a characteristic of phase 4.

The proliferation of coordination systems gradually produces a lack of
confidence between line and staff, and between headquarters and the field, with
procedures taking precedence over problem solving, and innovation being
dampened. This fourth crisis leads to a collaboration phase - the fifth phase.
Greiner has speculated about the sort of crisis that would follow the collaboration
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stage. He suggested that “the revolution will center around the ‘psychological
saturation’ of employees who grow emotionally and physically exhausted by the
intensity of teamwork and the heavy pressure for innovative solutions” (p. 44). He
has additionally suggested that “the phase 5 revolution will be solved through
new structures and programs that allow employees to periodically rest, reflect,
and revitalize themselves” (p. 44). In other words, through the implementation of
dual organization structures, “a 'habit’ structure for getting the daily work done,
and a 'reflective’ structure for stimulating perspective and personal enrichment”
(p. 44).

According to Greiner, the cycle evolution-revolution cannot be avoided.
Firms follow the phases he described in the sequence he proposed. In sum, “top
leaders should be ready to work with the flow of the tide rather than against it;
yet, they should be cautious, since it is tempting to skip phases out of
impatience. Each phase results in certain strengths and learning experiences in
the organization that will be essential for success in subsequent phases. ... | also
doubt that managers can or should act to avoid revolutions” (p. 45).

Greiner maintains that such order enables managers to anticipate the
new problems that organizational solutions bring for the future. Believing that “the
future of an organization may be less determined by outside forces than it is by
the organization’s history” (p. 38), he maintains that “historical understanding” (p-
46) would put managers in a position to “predict future problems and thereby to
prepare solutions and coping strategies before a revolution gets out of hand”
(p.45). This might eventually enable managers to “decide not to grow” (p. 45).
With respect to limits of growth, Greiner has left the question open, while
acknowledging the need for more learning about processes of development in
organizations. This should be done by means of research studies that should
include the critical yet missing dimension of time.
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territory. The last two stages are called extension stages, comprehending the
conquest, exploitation and defense of business territory.

With respect to the stages model he proposed, Normann states that:
The development of a line of business goes through certain specific
stages that can be identified;
These stages require different types of organization, of pianning and of
control;

It is possible to identify the transition from one stage to another in an
historical growth cycle, though more difficult to readjust accordingly.

In sum, while useful for long-term analysis, the stage model is not so

useful in the short-term, by virtue of the difficuity in identifying the transitions
between stages as they occur.

Besides advancing the stages model of growth processes, Normann

derives two kinds of factors that contribute to growth:

i.

Natural driving forces — They refer to the impetus that arises without any
active initiative on the part of the company’s management (p. 52);
Planning for growth — A process of dialectic nature that needs to take
place in an environment marked by a certain degree of tension and
misfits (p. 97).

The natural driving forces include:

Principle of least resistance - Most growing companies seem to follow
such a principle, according to which their growth is really a form of
repeated reproduction, as they try to extend over ever larger but still
similar areas using their established business ideas (p. 52);

Various kinds of interdependency ~ Technical and other restrictions that
regulate the relations between subcomponents in a larger system, as well
as interrelatedness with certain subprocesses or subcomponents on the
customer and supplier sides may give rise to opportunities of growth
(p-53);
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iii. Disturbances and variations — They may well provide an important
driving force to the generation of new business ideas, i.e., the elimination
or exploitation of disturbances. They may also be interesting for another
reason: it often suggests that somewhere in the system there is, at least
temporarily, some sort of over-capacity, therefore new opportunities to be
exploited (p. 54);

iv. Power relationships in the environment — The power structure external to
the firm as manifest in the technological, financial, regulation systems
affects the shape of the company’s development activities (p. 54-56).

Normann rejects the rational decision model such as Ansoff's (1965) “for
complex questions such as choice of strategy and formulation of policy” (pp. 9).
He holds instead that pianning for growth is a dialectic process, and that success
depends on handling tension and translating it into a driving force in the growth
process. According to him, the art of dealing with the dialectic process consists of
(p- 109):

i. Searching for misfits, conflicts and imbalance in the company and in
relations between company and environment;

ii. Creating tension and misfits;

iii. Transmitting tension to certain significant actors, or mapping into the
structure in some way so that visions can be born and concrete action
taken;

iv. Exploiting tension.

Normann's view differs from Penrose’s (1980) in two respects. The first
concerns the classification of factors contributing to growth, and the second
relates to the factors themselves. While Penrose distinguishes between internal
and external factors, Normann opposes the notion of natural driving forces to
planned growth. While the former encompasses the action of existing
components in the firm and/or environment, the latter suggests the creation of a
a new component resulting from a dialectical process of conflict resolution. In
what concerns the factors, Normann’s natural driving forces have also been
mentioned in Penrose’s work as internal or external factors. However, Normann's
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planned growth introduces a new idea not advanced before by Penrose: the
dialectic process.

In line with Greiner's view, Normann argues that “a successful company
ought to be able to alternate between different philosophies and structures as its
growth problems change” (p. 141). A balanced growth culture made up of
learning values and exploitation values is required to better manage firms
towards growth. The dual culture maintains two groups of actors, each of which
upholding different values: learning on the one side, and stability or exploitation
on the other side. Such duality may generate “a field of tension in which two or
more sets of ideas oppose one another” (p. 154). Calling these sets of ideas and
values poles of tension, Normann advances five possible ways of dealing with
tension, namely:

R Expulsion - One of the poles of tension is eliminated, either being
expelled from the company, declared illegitimate, or suppressed in some
other way. The remaining pole of tension then exerts undisputed
influence on the dominating ideas (p. 154);

ii. Overlegitimation — A budding threat to the dominating ideas or an
incipient opposition is apparently accepted with open arms — possibly
after a certain initial resistance - and allowed to acquire considerable
influence. But it often turns out to be nothing more than a bit of pretty
decoration, coexisting with the traditional values but quite non integrated
to them (p. 154). What distinguishes situations like these seems to be that
the established power centres are too weak to expel the new ideas
without risking their own position (p. 155);

iil. Compromise - It contains a mixture of elements from the two poles, that
can coexist and to some extent even support one another, but they do not
create a really new whole or ensemble (p. 156). A compromise is
naturally only possibie between ideas and values within the same frame
of reference (or logic); you can give and take only so long as this remains
the same. The parties invoived will experience this as a “zero-sum”
tension (p. 157);
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iv. Incongruence - If we try to reach a compromise across the borders of
two frames of reference (for example, two business ideas), the outcome
is most likely to become incongruent — a misfit — ridden aggregate of
elements belonging to essentially different systems. This is an outcome
that is qualitatively different from the original poles of tension, and to all
the parties involved, an inferior one. We could perhaps call this a
“negative-sum tension” (p. 157);

V. Synergy - It is neither a reflection of one of the poles of tension nor a

mixture of them both. Instead it represents something quite new in
relation to either of the two poles of tension (p. 159).

Katz & Kahn's perspective (1978)

Adopting an open systems view of organizations, Katz & Kahn (1978)
have examined the growth of organizational structures using a metamorphosis
model. According to these authors, structures develop along three stages, and
once developed they may grow in four different ways.

The first development stage is called the primitive system whose major
determinants are environmental pressures, and the needs and abilities of the
population, and whose “basis for the productive activities is the cooperative
response of people based on their common needs and expectations” (p. 71). The
second stage is characterized by efforts towards insuring stability of the structure
through the building of devices for formulating and enforcing rules, i.e., an
authority structure, and a maintenance system administering the systematic use
of rewards. The third stage witnesses the development of subsystems at the
boundaries of the organization in order to “institutionalize environmental
relationships and guarantee such support’ (p. 74). Once accomplished the third
stage with the creation of boundary systems, pressures toward adaptation to the
environment give rise to the creation of adaptive systems (R&D and planning, for
example), and managerial systems meant to resolve conflicts and coordinate
external requirements and organizational resources and needs. As a result, in a
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fully developed structure, five subsystems can be found: production,
maintenance, boundary, adaptive, and managerial.

Noticing that growth, expansion and development of organizations “has
received more attention in research studies and theoretical treatments than
breakdown, decline, and death”, the authors identify as a possible, partial
explanation “the optimistic value orientation of behavioral scientists” (p. 81). Katz
and Kahn (1978) distinguish four kinds of organizational growth:

i by increasing the size of existing units without other structural change;

ii. by increasing the number of units doing identical work - what they call
intra-organizational replication;

iii. by increasing differentiation and specialization;

iv. by merging with other organizations.

According to Katz and Kahn, organizational growth “seldom proceeds at
the same rate across all subsystems” (p. 80). By keeping unchanged the
structures in place, the self-maintenance dynamics would tend to preclude
organizational growth. Seif-maintenance dynamics, however, is challenged by
what they call the maximization principle. Such principle tends to override the
maintenance dynamic for five basic reasons:

i. the search for production proficiency generates an increase in
organizational capabilities;

ii. expansion through compromise solutions, for example, that only add up
but do not cut benefits of contending departments, is the simplest method
of dealing with problems of internal strain;

iil. expansion through the absorption of suppliers and competitors, for
example, is also the most direct solution in coping with problems of a
changing social environment;

iv. expansion through the creation of new roles, for example, is the
immediate response to any evidence of system strain or externally
induced pressure on the bureaucratic structure;
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V. organizational ideology encourages growth aspirations, since as the
authors assert, “in America there is a positive cultural value placed on
bigness and growth” (p.101).

The authors state that “a system that integrates the efforts of many
people will be more effective in the accumulation of surplus than a system that
integrates fewer people.” (p.107) They also maintain that it is the surplus margin
that allows for the organizational decision to grow, constituting, therefore, the
basic variable in organizational growth.

Katz and Kahn's work has therefore established a distinction between the
growth of organizational structure and organizational growth. The first was
described by means of a metamorphosis model of the initial evolution (3 stages)
of organizational structure, while organizational growth comprises the further
development of the organization (4 types of growth). Moreover, they have
advanced explanations of the growth process through the maximization principle,
and the surplus variable, having remarked the optimistic vaiue orientation of
behavioral scientists and the American society as a whole with respect to the
growth of the firm.

AN INTEGRATED VIEW OF THE REVIEWED LITERATURE

A study may contribute to theory in different ways. It may help to better
describe the phenomenon, explain why and how things happen the way they do,
predict the future or prescribe actions. Aiming at synthesizing the main
contributions the reviewed works provide to growth theory, an integrated view is
advanced seeking to uncover descriptive, explanatory, predictive and prescriptive
traits in each work. Tables 2.1 to 2.4 summarize some of the most relevant
issues they address. In a few cases, we have also added statements that may be
implied from the original work.
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Descriptive traits

Growth has been frequently described by means of a series of phases or
stages that do not always refer to the same things. For example, while for
Chandler (1962) and Greiner (1972) structural changes are embedded in the
process of the growth of the firm, Normann (1977) describes the growth cycle of
new ventures in the firm. Penrose (1980) on the other hand, classifies the types
of growth formation as internal (development of internal ventures) or external (by
means of mergers and acquisitions), while Katz & Kahn (1987) refer to the
growth of the organizational structure, and to organizational growth. Finally,
Starbuck (1971) identifies four different models of growth. Table 2.1 summarizes
the descriptive traits in the reviewed works.
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DESCRIPTION

PENROSE Growth Formation:
(1980) Internal (development of internal ventures)
External (mergers & acquisitions)
CHANDLER Phases or Chapters of Growth:
(1962) Initial expansion and accumulation of resources

Rationalization
Expansion into new markets and lines
Development of a new structure

STARBUCK Types of Models:
(1971) Cell-division
Metamorphosis
Will-o'-the-wisp

Decision process

GREINER (1972) Phases of Organizational Growth:
Birth
Sustained growth
Delegation
Coordination
Collaboration

NORMANN Growth Cycle:
(1977) Feeler
Systems development
Market development
Stabilization

KATZ & KAHN Growth of Organization Structure:
(1978) Primitive system
Maintenance
Institutionalization
Kinds of Organizational Growth:

Intraunit growth
Intraorganizational growth
Specialization and differentiation
Merger with other organizations

Table 2.1 - Descriptive Traits in the Reviewed Works
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Explanatory traits

Several factors and mechanisms have been advanced to explain how
and/or why organizations grow. Table 2.2 summarizes the main explanatory traits
in the reviewed works. Penrose (1980) suggests that entrepreneurial and
managerial skills constitute necessary conditions for the growth of the firm. While
enterprising management guarantees a permanent commitment of resources to
explore new avenues of profitable expansion, managerial skills are needed to
coordinate resources. In the absence of the first, expansion may not take place,
while in the absence of the latter expansion may become unprofitable. In
addition, Penrose also advances factors inducing and precluding growth, as well
as those favoring continued growth. In line with Penrose, Chandler (1962)
stresses the role of skills in the process of growth, and emphasizes the
entrepreneurial and venturing skill as a main growth propeller.

Starbuck (1971) advances processes and factors that explain how growth
occurs. Drawing on Cyert & March's work (1963), Starbuck explains the choice of
growth patterns as the outcome of bargaining and problem solving processes. He
advances two types of growth promoter factors: organizational and managerial.
Organizational factors include goals such as, cost reduction, revenue growth and
profit increase. Managerial factors include the increase in prestige and power
brought about in the course of growth. Inhibitor factors comprise resistance to
change in goals, activities or interactions.

Normann (1977) advances the action on growth of factors he calls
‘natural driving forces’. These comprise the action of existing elements inside and
-around the organization. The pressures they exert on the firm may induce firm
expansion into similar or related business activities. in addition to the action of
existing elements, Normann suggests that misfits, conflicts and imbalance may
also give rise to expansion by means of processes of dialectic nature. These turn
a certain degree of tension and misfits into a growth driver of new ventures and
innovation. Mass customization provides an exampie of expansion that handles;
the conflict between mass production and product customization.
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EXPLANATION

PENROSE (1980) Necessary conditions — Entrepreneurial skills ~ versatility
fund-raising
judgment
ambition

Managerial skills
Factors inducing and precluding growth - internal
external
Continued growth factors — excess capacity
unused services of resources
efficient managerial services

CHANDLER (1962) internal Skills:
Marketing
Engineering
Scientific
Managerial
Opportunities identification
Venturing identified opportunities

STARBUCK (1971) Processes to Choose Growth Patterns:
Bargaining
Problem Solving
Factors that Promote Growth:
Organizational (cost reduction etc.)
Management itself (prestige etc.)
Factors that inhibit Growth:
Resistance to change in: goals
activities
interactions

GREINER (1972) Promoters of change: crises

NORMANN (1977) Types of Factors:
Natural driving forces — repeated reproduction
customer & supplier interrelatedness
disturbances such as overcapacity
environmental pressures
Ptanning for growth: dialectic process to create the new

KATZ & KAHN (1978) Tension between:
Self-maintenance
Maximization principle
Surpius feedbacks the growth process

Table 2.2 - Explanatory Traits in the Reviewed Works
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Tension as an agent of the growth of the firm is also stressed in Greiner's
(1972) and Katz & Kahn's (1978) works. Greiner suggests that the tension
generated in internal crises stimulate change in the organizational structure.
Katz & Kahn, on the other hand, contrast a self-maintenance dynamics with what
they call the maximization principle. The self-maintenace dynamics would tend to
keep the organization unchanged, while the maximization principle would tend to
override self-maintenance and contribute to growth. The mechanisms described
include the increase in organizational capabilities derived from a search for
production proficiency, the absorption of suppliers or competitors to cope with
environmental changes, the creation of new roles as a response to any evidence
of system strain, and organizational ideology praising growth. Interestingly, they
also mention expansion through compromise solutions. These just add up
benefits but do not cut any, constituting the simplest way of dealing with internal
strain problems. Therefore, not only Katz & Kahn (1978) emphasize the generally
accepted normative character of growth as an inducing factor, but also pinpoint
mechanisms of growth (role creation, and compromise solutions) that do not
necessarily contribute to the effectiveness of the firm in the long run.

Predictive traits

The predictions advanced are mainly qualitative. Penrose (1980) predicts
the existence of increasing costs of growth that will impose limits to the growth of
the firm. Instead of dealing with limits of the firm size, Penrose (1980) works with
two rates: the rate of growth proper, and the rate of entry in new fields.

Chandler (1962) predicts that structural changes are to follow strategy
changes if the firm intends to continue its growth path. Starbuck (1971) makes
predictions concerning the propensity of individuals to resist change. Greiner
(1972) predicts that the growth of the firm undergoes phases composed of
evolutionary -and revolutionary periods, and that each evolutionary period is
followed by a revolutionary period, i.e., calm periods of operation are followed by
turbulent ones. This could be viewed to a certain extent as similar to Chandler’'s
(1962) four phases, which alternate periods of growth and periods of
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. consolidation, the difference being that Chandler’s unit of analysis is at a more
macro level than Greiner's (1972).

PREDICTION

PENROSE (1980) Growth limits:
Rate of growth
Rate of entry in new fields
(due to increasing costs of growth)

CHANDLER (1962) Change in structure follows change in
strategy
Each period of growth is followed by a
period of consolidation

STARBUCK (1971)  The more the changes affect the
reasons for joining the firm, the more
intense the reaction to change

GREINER (1972) Each evolutionary period is followed
by a revolutionary period
At each phase future problems can be
anticipated

NORMANN (1977) Behavior of certain variables
throughout the stages
The sequence of stages

KATZ & KAHN (1978) Different growth rates across
subsystems

Table 2.3 - Predictive Traits in the reviewed works

Both Greiner (1972) and Normann (1977) predict a certain sequence of
stages. Greiner (1972) suggests that future problems can therefore be
anticipated, while Normann (1977) suggests different profiles of behavior for

* certain organizational variables according to the stage of growth. Finally, Katz &
Kahn (1978) point out different growth rates across subsystems throughout the
growth process.

Prescriptive traits
Although most of the works reviewed did not aim at advancing
‘ prescriptions, a few suggestions can be identified. Greiner (1972) recommends
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. managers to admit the inevitability of stages and crises, managing them, instead
of fighting against them. Normann (1977) suggests that firms interested in
growing should develop a growth cuiture that balances learning and exploitation.

PRESCRIPTION

PENROSE (1980) To grow, a firm should develop
certain skills {entrepreneurial,
manageriai)*

CHANDLER (1962)  To grow, a firm should develop
certain skilis (marketing,
engineering, scientific, managerial,
opportunities, handling)*

STARBUCK (1971) Everything eise being equal, the
firm should undertake the growth
move that less affects its
employees reasons for
membership*

GREINER (1972) Managers should work with the
flow of the tide
Stages should not be skipped
Revoiutions should not be avoided

NORMANN (1977) Growth culture should baiance
learning and exploitation

KATZ & KAHN (1978) The firm that is intent on growing
should concentrate efforts on
accumulating surplus*

Obs.: an * indicates an implied, though not overtly stated prescription

Table 2.4 — Prescriptive Traits in the reviewed works

Although no overt prescriptions were identified in the remaining works, a
few implied ones can be derived. From Penrose (1980) and Chandler (1962) it
may be implied that firms that intend to grow shouid develop entrepreneurial and

‘ managerial skills among their personnel. From Starbuck’s (1965) assertion

regarding growth inhibitor factors it may be implied that everything else being
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created by a firm’s own activities but also of the effect of changes that are
external to the firm and lie beyond its control” (Penrose, 1980, p. 4).

Conceptual clarity

According to Bunge (1996), concepts are “the units of meaning and
hence the building blocks of rational discourse” (p. 49). Stating that “in scientific
discourse every key concept ought to be elucidated” (Bunge, 1996, p.4), Bunge
maintains that concepts are neither true nor false, but can be “exact or fuzzy,
applicable or inapplicable, fruitful or barren” (p. 49).

The reviewed works share the common notion of growth as a change
process. However, the very growth concept lacks clarity. Penrose (1980), for
example, advances that “for the most part, though not always, the analysis of the
growth of firms... is most directly applicable to their growth measured in terms of
fixed assets” (p. 25). Starbuck (1971), on the other hand, defines growth as a
change in size, which is measured through employment. Moreover, Greiner
(1972) associates growth with transformations in the firm's structure, while other
works, such as Chandler’'s, address changes in both the firm's business and its
organization. Finally, Penrose (1980) introduces a dynamic notion of growth by
means of the “continued growth” (p. 8) idea, a concept that is not developed
further in the other reviewed works. In sum, authors have emphasized different
properties of the firm, while studying growth-related change processes. As a
result, the growth concept remains ill-defined.

- Explanatory reach

As far as explanation is concerned, Bunge (1996) states that “a
satisfactory explanation of any social fact will involve two or more levels — at a
minimum, that of the whole and that of its parts. In addition to the components,
the explanation will take into account the environment and the structure of thé
system” (p. 150). In fact, all the works reviewed address two levels: the firm and
the firm's components. Explanations of firm growth include a number of
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mechanisms at the parts level, such as entrepreneurial and managerial skills
(Penrose, 1980; Chandler, 1962), bargaining, problem solving and resistance to
change (Starbuck, 1971), internal crises (Greiner, 1972), internal impetus for
growth (Normann, 1977), internal struggle between self-maintenance and the
tendency to maximize size (Katz & Kahn, 1978). In addition, some authors have
also mentioned the impact on growth of major environmental changes and of
external relations involving suppliers and buyers. However, explanations
advanced have not addressed higher levels of analysis, such as industry. In sum,
the firm has been viewed as the whole and its growth has been explained by
means of mechanisms occurring at the parts level — firm units, groups or
individuals. Yet, explanatory reach could be extended should the firm also be
regarded as part of a larger whole, allowing for the identification of mechanisms
connecting the firm and its encompassing whole.

Penrose’s prescription for theory on growth

According to Penrose (1980), to be comprehensive a theory of growth
must do two things: to explain qualitatively different kinds of growth, and to
account for changes inside and around the firm. It is beyond doubt that the body
of knowledge on growth advances different kinds of growth. it also addresses
several internal changes and some external ones. However, it is far less evident
how comprehensive and robust is the cumulated knowledge on growth. Not only
do concepts need further clarification, but the reach of the explanatory
mechanisms is also limited at present.

Although the literature has advanced the understanding of why and how
firms grow, cumulated knowledge would benefit from theory systematization
efforts. These should aim at reducing conceptual ambiguity, as well as at
organizing and expanding explanation. Not only should theory explain how firms
grow, but also how firm growth affects the environment and vice-versa. In
addition, special attention should be devoted to non causal explanations.
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- According to Bunge (1979), causality comprehends the idea that “/f C
happens, then (and only then) E is always produced by it" (p. 48). Therefore,
causality implies a necessary and sufficient relation between two events.
Opening the way to prediction, this relation allows for propositions endowed with
predictive power. However, one can hardly expect to identify causation in such a
complex phenomenon as the growth of the firm. Stating that “the causal principle
is a particular case of the principle of determinacy” (Bunge, 1979, p. 26), Bunge
proposes that causality “essentially obtains when determination is effected in a
unique or unambiguous way by external conditions” (p. 26). Maintaining that “in
real processes, several categories of determination concur” (Bunge, 1979, p. 30),
Bunge states that “the causal principle holds approximately in certain domains.
The degree of approximation is satisfactory in connection with certain
phenomena and very poor with regard to others” (p. 30).

As a result, theory should systematically look for relations other than
causal. Non causal relations include, for example, those based on necessary yet
insufficient conditions. These do allow for prescription, although they provide less
powerful predictions. Penrose’s work (1980) has advanced two necessary
conditions for growth: entrepreneurial and managerial skills. Therefore, it is
possible to infer that should a firm be intent on growing it should develop
entrepreneurial and managerial capabilities. It is also possible to predict that in
their absence, growth will not occur. However, it is not possible to predict that
whenever a firm has developed entrepreneurial and managerial capabilities, firm
growth always will occur.

Systematic theoretical work on the growth of the firm will hopefully allow
for clarification and expansion of the present body of knowiedge. Such work is
likely to avoid the trap into which extreme empiricists fall by “collecting micro-data
blindly and in excessive quantities and to analyze them in unnecessary detail,
hoping against reason to be able to infer regularities without exerting their
imagination” (Bunge, 1996, p. 85). Having devoted efforts to reduce conceptual
ambiguity and to organize and expand explanation, this thesis hopes to
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contribute to a more systematic theory development on growth that will hopefully
address Penrose’s prescription for theory on growth.

CONCLUSION

The four essays in this thesis aim at theory building. Rather than testing
existent models, the studies have sought to investigate some of the issues that
constitute the foundations on which a theory of growth may eventually develop.

In line with the reviewed literature, the thesis views growth as a process
of change in the size of the firm. As a result, an effort to reduce conceptual
ambiguity was made to clarify the size of the firm concept. An indicator of firm
size is advanced in chapter 5 that allows for the drawing of growth (and
contraction) trajectories of firms over time. The empirical study in chapter 6
performs a longitudinal analysis of General Electric’'s and Westinghouse's
trajectories, which were drawn by means of the size indicator proposed.

In addition, an effort was made to advance a view of the firm accounting
for both economic and social relations. As a matter of fact, most authors have
associated the firm with two sorts of properties: the economic-related ones and
those of social nature. Penrose (1980) is a case in point. While studying the
economic growth of the firm, she has introduced the notion of administrative
coordination arguing that “a firm is more than an administrative unit; it is also a
collection of productive resources the disposal of which between different uses
and over time is determined by administrative decision” (p. 24). Another example
is found in Chandler's work (1962), which has investigated the relationship
between economic expansion of the firm and its internal organization. Katz &
Kahn (1978) have also developed the notions of “organizational growth” and
“growth of the organizational structure”.
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Building on the implicit notion of the dual nature of the firm, the thesis
suggests describing the firm by means of the pair <business, organization>. The
business component is the economics-oriented subsystem whose components
encompass relationships related to the making/doing, selling and delivering of
products and services, while the organization component is the social subsystem
whose components entertain relationships oriented to the organizing and
coordination of resources within and around the firm. The growth of the firm
process would, therefore, encompass change processes in both subsystems. As
a result, the study of growth should investigate the concomitant transformations
in each subsystem. This view of the firm is employed in chapter 6 to help perform
the comparative analysis of General Electric and Westinghouse.

__ Systematic theoretical effort to organize and expand explanation has
been developed in chapters 3 and 4. A thorough examination of Chandler's The
Visible Hand (Chandler, 1977) was done in chapter 3 so as to depict the theory
of growth that lies in his historical account of the formation of the American
modern enterprises. Chandler's text was scrutinized in order to depict theoretical
insights on growth, having highlighted growth-related chains of necessary
conditions, as well as, co-evolutive processes of growth involving the firms and
industry. The other study in chapter 4 proposes a modes of change framework,
which helps to identify qualitatively different kinds of growth, advancing as a
result, several non causal relations associated with the growth process. Finally,
the comparative study in chapter 6 draws on theoretical ideas developed in
chapters 3 and 4 to perform the analysis of General Electric's and
Westinghouse’s trajectories, which were drawn with the help of the size indicator
proposed in chapter 5.
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Chapter 3

CHANDLER ON THE GROWTH OF THE FIRM

The management of complex issues cannot afford simplistic approaches.
Growth is a case in point. Managing growth requires skills and capabilities to deal
with deliberate and emergent transformations taking place inside and around the
firm. Although essential for succeeding in growth efforts, understanding the main
patterns of change is anything but simple. In fact, several scholars have devoted
considerable effort to advance the knowiedge on growth. One such scholar is Alfred
Chandler.

It is widely recognized that Chandiler's research provides a data-rich, broad
perspective of the evolution of business in the last 150 years. Given the nature of his
work - longitudinal historical studies on the economic development of business
enterprises - Chandler reaches a diversified audience that includes those interested
in economics, in business history, and in management. The impact of his ideas on
these fields has been widely acknowledged.

Coriat and Weinstein (1995), for example, include Chandler in the select list
of ten influential thinkers whose contribution to the development of economic
theories of the firm has been major; a list that comprises well-known economists
such as Adam Smith, Karl Marx, Joseph Schumpeter, Ronald Coase, and Herbert
Simon. Another evidence of Chandler's influence, this time in the business history
field, is provided in the numerous discussions taking place in academic journals in
the field around the Chandlerian model (Abe, 1997), Chandler paradigm (Jones,
1997), post-Chandlerian lines of analysis (Galambos, 1997), Chandlerian analytical
framework (John, 1997), to the point of having researchers categorized as
“Chandlerians” or not, according to their affinity with Chandler's ideas. As a matter
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of fact, it is not unusualt for researchers in the business history field to self-proclaim
as “Chandlerians”; as illustrated by Amatori's paper (1997) paper entitled Reflections
on Global Business and Modern Italian Enterprise by a Stubborn “Chandlerian”. In
management, the widespread use of Chandler's notions of functional (U-form) and
muitidivisional (M-form) organizational structures provides evidence of Chandler's
significant influence on strategic management research.

Though very influential, Chandler's ideas have not gone unchallenged. For
example, in an essay that considers the influence of Chandler's The Visible Hand
twenty years after its publication, John (1997) identifies three broad categories of
business historians: “champions who elaborated on Chandler's analysis and share
his basic approach; critics who probed anomalies between Chandler's framework
and their own research; and skeptics who challenged Chandler's basic assumptions
and rejected his argument outright” (p. 177). The well-known debate concerning
which comes first, strategy or structure (Hall and Saias, 1980), also illustrates the
questioning of Chandler’'s theses among academics.

Notwithstanding the ample evidence that Chandler's work has been a source
of inspiration and debate in a number of fields of study, the degree to which
Chandler's ideas have been scrutinized is not commensurate with the amplitude of
their reach. In the business history field, John (1997) mentions that examination of
Chandler's The Visible Hand has often been supefficial, stating: “It has been
commonplace for historians to subject the most truly seminal works to detailed, line-
by-line scrutiny. Measured by this criterion, The Visible Hand has still to take its place
as one of the central works in American historiography” (p. 173).

The situation in the strategic management field is hardly different, yet
perhaps more disquieting. Not only Chandler's ideas have not been examined in
detail, but they seem to have undergone a dangerous process of oversimplification,
to the point of acquiring a ritualistic character. His historical studies have described
numerous change processes occurring inside and around the firms, as these
underwent growth. These studies have also advanced explanatory mechanisms of
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change at several levels of analysis. However, only a few isolated propositions —
such as structure follows strategy — have been retained, tested or debated in
strategic management studies.

Widely recognized as Chandler's most representative works, his three books
report three major research projects whose results build on each other. Strategy and
Structure (Chandler, 1962) examines the transformations in strategy and structure
of four large American companies, suggesting among other things that as the firm
grows, the internal structure of firms sooner or later also undergo changes of certain
kinds. The second one, The Visible Hand (Chandler, 1977), examines the rise and
growth of large American enterprises, thoroughly examining how the modern
multiunit business enterprise ended up replacing the traditional enterprise. Finally,
Scale and Scope (Chandier, 1990) performs a comparative historical analysis of the
rise and growth of the modern industrial enterprise in three countries, the United
States, Great Britain, and Germany, suggesting the occurrence of different types of
capitalism in each country.

From a longitudinal perspective, Chandler's works have been content
cumulative, and mostly scope expanding. In Strategy and Structure, Chandler has
studied organizational innovation by performing “an experiment in comparative
history" (Chandler, 1962, p. 1). He examined organizational changes in four
American companies as they grew, suggesting the existence of patterns of change,
including the celebrated connection between strategy and structure. In The Visible
Hand, Chandler investigated the rise of the modern business enterprise in the United
States advancing the view that the new cliass of managers, metaphorically called
“the visible hand” in opposition to Adam Smith's “invisible hand”, lay at the heart of
such transformation. In Scale and Scope, the focus of the study is both enlarged and
narrowed. It is enlarged geographically by examining the rise of the modem industrial
enterprise in the three countries — United States, Great Britain, Germany — that
“accounted for just over two-thirds of the world's industrial output in 1870" (Chandler,
1990, p. 3); it is narrowed by studying only the modern industrial enterprise - “a
subspecies of the modern business enterprise” (Chandler, 1990, p. 14). Therefore,
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in terms of cumulative content, all the works have addressed organizational
innovation but aiso the theory advanced in The Visible Hand is reinforced in Scale
and Scope. As for the expanding scope of analysis, while Strategy and Structure
performs a detailed investigation on four firms, The Visible Hand examines the
evolution of a large number of industries in the United States, while Scale and Scope
analyzes the evolution of the 200 largest companies in three countries, although it
concentrates on a subset of the modern business enterprise.

Understanding that Chandler's works have provided a comprehensive
account of the evolution of business, and in particular, of the growth of the firm, this
essay aims to uncover, within a process-oriented perspective (Mohr, 1982), the
growth-related theory in Chandler's research. Although his three books — Strategy
and Structure, The Visible Hand, Scale and Scope — each relate to the growth of the
firm issue, this essay focuses on The Visible Hand. For the purposes of this study,
Strategy and Structure is both content and scope limited, and Scale and Scope has
had to trade some content richness for a larger geographical coverage. On the other
hand, The Visible Hand provides rich descriptions and explanations of the growth
process and transformation of the American economy, and what is more significant,
it advances the bulk of Chandler's theory on growth.

Two investigations have been undertaken: the literature in strategic
management was reviewed to identify the retention, disputing and testing of
Chandler's ideas in The Visible Hand; and the book itself was scrutinized to uncover
its theoretical content on the growth of the firm process. The lenses used to examine
Chandler's work are oriented to the strategic management of the growth of the firm,
to explore Chandler's theoretical contribution to understanding the growth process,
its management and dynamics. As a result, the outcome of this approach bears little
resemblance to the way Chandler has structured his writings — as historical accounts
of economic transformations. Instead, this essay has organized Chandler's ideas in
terms of processes occurring inside and around the firm. Chandler's ideas have
been mapped into four main classes of processes: formation of the modem business
enterprise, development of modern business enterprises, formation of industries,
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and development of industries.

The review of literature that cited Chandler's theory revealed retention of
fragments of the theory, but no evidence was found that ideas have been tested.
Moreover, no single work was found to view The Visible Hand's ideas as an
integrated perspective of the growth of the firm. Instead, the literature has captured,
discussed and criticized only fragments of Chandler's ideas.

This essay seeks to fill this gap. By scrutinizing and organizing Chandler's
ideas on the growth-related processes he has identified, the essay suggests the
main contributions of Chandler's towards a theory on the growth of the firm. His
account of the rise and continuing growth of managerial business enterprises was
found to provide comprehensive rather than simplistic descriptions and explanations.
Chandler’'s account not only suggests a number of contributing factors occurring
inside and around the firm, but also identifies mechanisms pertaining to the co-
evolution of firms and industries.

However, his account of the continued dominance of large firms was
significantly less comprehensive. Also, in view of The Visible Hand's well-defined
scope and purposes, Chandler does not discuss firm contraction and its eventual
decay. The analysis presented in this essay distinguishes chains of necessary
conditions in Chandler's account of growth-related processes to identify instances
of misinterpretation and undue extrapolation of Chandler's work in the literature.

Four sections constitute the body of this essay. In the first, the research
method is described; next, the results of the analysis of the reviewed literature on
strategic management are advanced; then, the resuits of the thorough examination
of The Visible Hand are presented; and finally, the results of both analyses are
discussed. The concluding section emphasizes the contributions of a process-
oriented perspective towards escaping from simplistic analyses of the growth of the
firm, and towards the development of dynamic theories of growth.
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RESEARCH METHOD

Two investigations have been carried out. The first one consisted of
researching representative literature in the strategic management field in order to
depict the retention, disputing, and testing of Chandler's ideas in The Visible Hand.
The other one comprised a close examination of The Visible Hand, so as to bring
forth the theory on growth inside The Visible Hand. Given the distinct nature of these
investigations, different research methods were employed for each investigation.
Each method is described below.

Researching the strategic management literature: Method description

To identify the impact of The Visible Hand's ideas within the strategic
management field, eleven journals were selected to undergo scrutiny. Macmillan's
survey conducted among business scholars (Macmillan, 1991), concerning a Forum
for Strategic Management Scholarship, provided the reference list of representative
journals in the field. Then, the Social Sciences Citation Index (SSCI) was examined
in order to identify citations of The Visible Hand appearing in the previously selected
journals over the period 1977-1995. The breakdown of the 109 articles identified in
SSCl is shown in table 3.1.

Among the articles read, there were eight book reviews two on The Visible
Hand (Brooks, 1978; George, 1979) and one on Scale and Scope (Leblebici, 1991).
The other five book reviews (Nieisen, 1980; Perrow, 1992; Pitts, 1980; Sockell, 1988;
Sproull, 1990) focused on books by different authors mentioning Chandler's ideas.
The examination of these books reveaied that in only one of them (Best, 1990) a
number of notions Chandler had advanced in The Visible Hand had considerably
been referred to, some of which had been disputed. As a result, this book was
included in the set of representative literature on The Visible Hand to be analyzed.



Examining The Visible Hand: Method description

Thorough examination of Chandler's ideas entailed a line-by-line scrutiny of

the book. The analytical procedures employed are described below:

Data Collection - comprised the reading of chapters in the original
sequence of their arrangement in the book, identifying portions of text to
undergo detailed analysis. The selection procedure sought to identify
statements that contained propositions, definitions, descriptions of
processes, explanations, in sum, statements that potentially are theory
builders. Factual historical descriptions were ruled out unless some theory-
related element could be identified;

Data Preparation and Data Analysis - consisted of transcribing and
analyzing the selected texts using a two-columns document. The selected
text was placed in the left column of the document and given a reference
number. Immediately after its transcription, the text was content analyzed so
as to identify definitions, process descriptions, explanations, prescriptions,
and predictions. Based on the original text, statements were phrased in a
generalization-oriented style and placed in the right column of the document.
These statements were given an alphanumeric identification indicating they
had been derived directly from the author's work. In addition, theoretical
ideas and conceptual interconnections inspired by the text were also
recorded under a special code indicating they constituted the analyst's
inferences. Finally, evidence for elements of a process theory (Mohr, 1982)
was sought for: phases, cycles, states, and the corresponding necessary
conditions for phase-, cycle- and state-change to occur. The search for
necessary conditions sought to identify expressions like need(ed) to,
require(d), necessary, necessitate, essential to, have(had) to, requisite, as
well as the negative expression associated with a necessary condition: ‘in the
absence of X, Y does not occur'. In addition, elements of a variance theory
(Mohr, 1982) were also identified, i.e., relationships where a precursor
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Structure (1962), but significantly smallerin The Visible Hand.

The literature retained but fragments of the complex web of statements
Chandler built to describe and explain the rise and growth of the firm. In ten papers
(identified by an * in table 3.2), Chandler's ideas in The Visible Hand were criticized,
shown their limitations, misinterpreted or wrongly extrapolated. These ten articles
together with Best's Book (1990) which disputes some of Chandler's ideas are
commented in the discussion section of the essay.

Use of Chandler’s ideas Papers

1. History related issues

Historical data Barley & Kunda (1992)
Bettis (1983)

Bluedorn et al. (1994)
Brooks (1978)

Brown & Schneck (1979)
Carney & Gedajlovic (1991)
Cespedes (1990)

Conner (1991)

Drucker (1988)

Fombrun (1986)

Freeman & Boeker (1984)
Harrigan (1984)

Harrigan (1985)

Hennart (1994)

Huber (1990)

Kerfoot & Knights (1993)
McCraw (1984)

Mizruchi & Steams (1994)
Mosakowski (1991)
Mowery & Rosenberg (1985)
Porter & Millar (1985)

Roy (1981)

Schoemaker (1993)
Stone & Luchetti (1985)
Warner (1987)

Wren (1987)

Historiography Goodman & Kruger (1988)

2.Theoretical perspectives

Agency theory .cl;:qe: ggeauél)er (1992)
vial

Business alliances Gerlach (1987)
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Business ethics Donaldson & Dunfee (1994)
Cooperation Jorde & Teece (1989)*
Nielsen (1988)*
Diversification Mahoney (1992)
Efficiency & productivity Morrison & Roth (1993)
Information technology Child (1987)
Porter & Millar (1985)
Joint-ventures Kent (1991)
Management buy-outs Wright (1986)*
Management of meaning Czarniawska (1986)

Managerial choice

Cameron (1986)

Delacroix & Swaminathan (1991)
Geeraerts (1984)

Knights & Morgan (1995)

Middle managers

Van Cauwenbergh & Cool (1982)

Nonprofit institutions strategy

Nilesen (1982)

Organization theory

Astley & Van de Ven (1983)

Organizational control

Gaertner, Gaertner & Akinusi (1984)

Organizational decline

D’Aveni (1989)

Organizational effectiveness

Miller & O’Leary (1989)

Organizational innovation

Hayes (1979)

Lant & Mezias (1990)

Lieberman & Montgomery (1988)
Mezias & Glynn (1993)

Organizational structure and strategy

Gaertner & Ramnarayan (1983)
Miller & Leary (1989)

Miner (1984)

Ollinger (1994)

Paimer, Jennings & Zhou (1993)
Rowlinson (1995)*

Sanchez (1995)

Planning -

Leontiades (1982)*
Nielsen (1981)

Population ecology

Aldrich, McKeivey & Ulrich (1984)*
Astley (1985)

McKelvey & Aldrich (1983)*
Rationality Brunsson (1982)

Kent (1991)

Useem (1982)
Related acquisitions Leontiades (1982)
Resource-based view Mahoney & Pandian (1992)
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Other books review Leblebici (1991)
Nieisen (1980)
Perrow (1992)
Pitts (1980)
Sockel! (1988)*
Sproull (1990)

ii. Reference for further reading Goldhar & Jelinek (1983)

Table 3.2 — Retention of Chandler's ideas in the literature

It is our contention that most criticisms of Chandler's ideas in The Visible
Hand are inappropriate. This may be a result of misunderstanding or disregard for
the book's scope and purposes. Either way, a process-oriented analysis of The
Visible Hand is presented next, aiming at clarifying the main growth-related ideas in
it. Then, in the foillowing section, both analyses are discussed to assess the
criticisms made and The Visible Hand's theoretical content.

CHANDLER'S IDEAS IN THE VISIBLE HAND

Being an economics historian, Chandler is concerned with describing,
understanding and explaining historical economic processes. As he states in the
introduction to The Visible Hand, “the book concentrates specifically on the rise of
modern business enterprise and its managers. it is a history of a business institution
and a business class” (p. 1). Moreover, the study aims at explaining “the initial
appearance of modern business enterprise: why it began, when it did, where it did,
and in the way it did”, as well as its continuing growth, i.e., “where, how, and why an
enterprise once started continued to grow and to maintain its position of dominance”
(p. 11).

Embedded in his descriptions and explanations of the rise and continuing
growth of the modemn business enterprise (MBE) are descriptions and explanations
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of the formation of industries and of the industry concentration process. Four main
classes of processes can therefore be identified: Formation of MBEs; Development
of MBEs; Formation of industries; Development of industries. This section is,
therefore, organized along these four classes of processes. Figure 3.1 provides an
overview of the processes identified.



MBEs (Managerial Business Enterprises) INDUSTRIES

FORMATION Appearance Industry growth capability
process of emergence of the MBE process of formation of standards in
Replacement emergent industries
process of substitution of the traditional
firm by the MBE
Form evolution

evolution of MBEs from family-
and financier-controlled into
management-controlled

DEVELOPMENT Continued existence Industry concentration
process that provides the seeds of process of formation of oligopolies
MBEs continued existence
Continuing growth

mechanism whereby MBEs keep
expanding in volume and scope
Self-perpetuation

MBE's self-perpetuating capability

. _________________________________________________________________________ ]
Figure 3.1 — Overview of growth-related processes and mechanisms
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MBE formation processes

Chandler distinguishes three main arrangements of the economic activity:
single-unit firms, multiunit firms and federations of firms. The traditional American
business firm was a single-unit business enterprise. This kind of firm has the
following characteristics (p. 3):

i. an individual or a small number of owners operated the establishment out
of a single office;

ii. it normally handled only a single economic function, dealt in a single product,
and operated in one geographical area;

iii. its activities were coordinated and monitored by market and price
mechanisms.

A multiunit firm, on the other hand, contains many distinct operating units -
such as production, distribution - each of which has the following characteristics (pp.
1,3):

i. it has its own administrative office;

ii. it is administered by a full-time salaried manager;

il it has its own set of books and accounts which can be audited separately
from those of the large enterprise;

iv. it could theoretically operate as an independent business enterprise.

Finally, federations consist of a group of autonomous units whose owners
and managers maintain an agreement on common buying, pricing, production, and
marketing policies. In the absence of managers, these policies are determined and
enforced by legislative and judicial rather than administrative means (p. 7).

Maintaining that in the traditional capitalist firm “owners managed and
managers owned” (p. 9), Chandler reasons that “the traditional capitalist firm can,
therefore, be properly termed a personal enterprise” (p. 9). In contrast, the MBE
“required more managers than a family or its associates could provide” (p. 9).
Moreover, depending on who held the majority of stock, three types of MBE could
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be distinguished: entrepreneurial (family-controlled) enterprise, financier-controlled
enterprise, and managerial enterprise.

Entrepreneurial MBEs were those where “the entrepreneur and his close
associates (and their families) who built the enterprise continued to hold the majority
of stock” (p. 9); financier-controlled MBESs, those where “the creation and growth of
an enterprise required large sums of outside capital” (p. 9); and managerial MBEs
those where “neither banks nor families were in control” (pp. 9-10).

Three processes associated with the formation of MBEs can be identified in
Chandler's work: the appearance of the multiunit firm process, the replacement
process of single-unit by multiunit firms and the form evolution process of multiunit
firms from entrepreneurial and financier-controlled to managerial MBEs. In view of
the close interconnection between the appearance and replacement processes, their
discussion is integrated in a single topic.

. Appearance and Replacement processes
In a number of statements, Chandler advances the favorable conditions for
the appearance of the muitiunit enterprise and for the replacement of the single-unit

by the multiunit firm. His assertions can be synthesized by means of a chain of
statements.identifying necessary conditions for changes to occur (refer to figure 3.2).
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Chandler’'s assertions are presented next:

i. The MBE “first appeared, grew, and continued to flourish in those sectors
and industries characterized by new and advancing technology and by expanding
markets. Conversely, in those sectors and industries where technology did not bring
a sharp increase in output and where markets remained small and specialized,
administrative coordination was rarely more profitable than market coordination. In
those areas modern business was late in appearing and slow in spreading” (p. 8).

While the relationship between enlarged markets and volume of economic
activity is quite straightforward, further understanding is needed regarding the
reasons why traditional technology was a major constraint to the development of
multiunit business enterprises both in commerce and production. As Chandier
explains, “the traditional transportation technologies offered little opportunity for
improvement. By 1840 the speed of a stagecoach, canal boat, or sailing ship, or the
volume carried by these facilities, could not be substantially increased by improving
their design. ... New technology had not yet lifted the old-age constraints on the
speed a given amount of goods might be moved over a given distance. Such
constraints, in turn, put a ceiling on the volume of activity a commercial enterprise
was called upon to handle” (p. 35-36). In what concerns the traditional enterprise in
commerce (distribution), Chandler notices that despite “a steadily increasing
population ... spreading across the continent” (p. 49), and the concomitant increase
in the volume of trade through the economy, the MBE did not appear “as long as the
movement of goods through the economy continued to be powered by the traditional
sources of energy — wind and animal power” (p. 49). What in fact happened as the
population grew and expanded geographically was the growth in the number of units
handling the trade, and their increasing specialization. As a result, although the
number of transactions between units multiplied, “the amount of goods and the
number of transactions handled by an individual unit within a given time period

‘remained much the same” (p. 49).
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Although scarcity of labor in the United States was a more important
constraint on the size of the production firm than it was in the commercial one,
Chandler maintains that “the technological limitations on output appear to have been
even more of a constraint to the growth of the enterprise than the scarcity of labor”
(p. 50). Defining factory as a “large industrial establishment, with its battery of
machines, foundries, or furnaces that relied on a central source of power and heat
and was operated by a large number of workers who had no other source of income
than their wages” (p. 51), Chandler reports that in only two types of manufacturing
firms had factories appeared in substantial numbers: textile and firearms. “Textile
manufacturers overcame technological constraints by hamessing the power of large
rivers” (p. 51), while “firearms manufacturers were willing to pay the high costs of
production and distribution because the army guaranteed their market in order to
have a domestic supply of arms” (p. 51).

In sum, as long as technological development could not provide a
significantly higher speed of movement of goods nor a central source of energy to
operate factories the traditional enterprises in commerce and production did not
become multiunit firms. Therefore, both expanding markets and technological
development constituted necessary conditions for a sharp increase in the volume of
the economic activity.

ii. MBEs “appeared for the first time in history when the volume of economic
activities reached a level that made administrative coordination more efficient and
more profitable than market coordination” (p. 8).

This statement advances the idea that the attainment of a certain volume
level of economic activities constituted a necessary condition for administrative
coordination to become more efficient than market coordination.

iii. The advantages of “internalizing the activities of many business units within

a single enterprise could not be realized until a managerial hierarchy had been
created” (p. 7).
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Chandler claims, in fact, that in the absence of the formation of a managerial
hierarchy, internalization of activities could not take place, i.e., the formation of a
managerial hierarchy was a necessary condition for the firm to profitably perform
administrative coordination. In addition, without such managers, a multiunit firm
“remains little more than a federation of autonomous offices (p. 7), and as it is shown
in iv below, federations fell short of reaping all the benefits that administrative
coordination could provide.

iv. The MBE *“replaced the small traditional enterprise when administrative
coordination permitted greater productivity, lower costs, and higher profits than
coordination by market mechanisms” (p. 6).

The explanatory mechanism for the superiority of administrative coordination
over market coordination comprehends a number of characteristics the MBE has
developed. The MBE came into being by internalizing activities - for example, buying,
distributing - and the transactions between them. The internalization of such
activities allowed for the routinizing of transactions between units, the linking of
production units with buying and distributing units, the coordination of the flow of
goods between units, and the scheduling of flows. The advantages these features
provided were (p. 6-7):

Routinizing transactions: the costs of transactions between units were
lowered;
Linking production, buying and distributing units: costs for information on
markets and sources of supply were reduced;
Flow of goods between units: more effective scheduling of flows;
Scheduling flows: more intensive use of production and distribution, i.e.,
greater productivity;

In addition, administrative coordination provided “a more certain cash flow
and more rapid payment for services rendered” (p. 7). Finally, the savings resuiting
from administrative coordination, the argument goes, were much greater than those

. resulting from the market coordination.
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Market coordination (the invisible hand) enabled a reduction in transactions
and information costs, by means of the specialization mechanism. As a matter of
fact, in the traditional enterprises in commerce, “transactions became increasingly
routinized and systematized. information on a single trade in a few ports was easier
to come by than for many trades in many ports. Specialization in this way reduced
transactions and information costs" (p. 38). However, it was administrative
coordination (the visible hand) that not only enlarged the scope of these reductions
but also enabled gains due to greater productivity. Mass marketers, for example,
“replaced the merchants as distributors of goods ... because they internalized a high
volume of market transactions within a single large modern enterprise. They reduced
the unit costs of distributing goods by making it possible for a single set of facilities
to handle a much greater number of transactions within a specific period than the
same number of workers could if they had been scattered in many separate small
facilities” (p. 236).

Market coordination produced small-sized firms, while administrative
coordination brought about large enterprises. However, in MBEs “economies
resulted more from speed than from size” (p. 244). As Chandler explains, “it was not
the size of a manufacturing establishment in terms of number of workers and the
amount and value of productive equipment but the velocity of throughput and the
resulting increase in volume that permitted economies that lowered costs and
increased output per workers and per machine” (p. 244). According to Chandler,
increased productivity and decreased costs were key factors in the superiority of
administrative coordination over market coordination, a necessary condition for the
appearance of MBEs and for the replacement of single-unit firms by MBEs.

As for federations, these were “formed to control competition between units
or to assure enterprises of sources of raw materials or outlets for finished goods and
services” (p. 7). Although théy were “often able to bring small reductions in
information and transactions costs” (p. 7-8), they fell short of reaping the benefits
provided by the scheduling of flows of goods, i.e., federations could not increase
productivity. In sum, federations could not provide administrative coordination “that
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became the central function of modern business enterprise” (p. 8).

In sum, in the absence of administrative coordination, smalil firms were not
likely to be replaced by MBEs. In other words, administrative coordination was a
necessary condition for the replacement of single-unit firms by MBEs.

. Form evolution process

The MBEs took three forms: entrepreneurial (family-controlled), financier-
controlled and managerial. Mass marketers, for example, were entrepreneurial, since
the builders of the firm and their families remained the major stockholders, making
the long-term planning and the corresponding resource allocation. Railroads, on the
other hand, required an amount of capital that barely no family or small group of
associates had. Financiers were called upon to invest in the roads, integrating
therefore the group of senior executives in charge of major decisions. Chandler
maintains that, as MBEs grew over time, they tended to take the managerial form,
ie.

i. The MBE “grew in size and diversity and as its managers became more
professional, the management of the enterprise became separated from its
ownership” (p.9);

ii. “As family- and financier-controlled enterprises grew in size and age they
became managerial” (p. 10).

As figure 3.3 illustrates, entrepreneurial and financier-controlled firms might
then be conceived as initial or intermediary forms in the process of growth of MBEs.
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Chandler explains this transformation in terms of the time, information and
experience required from owners and representatives of financiers to fully participate
in top-level decisions. Over time, as firms grew in size, their complexity increased
requiring full-time dedication of decision-makers in order to acquire information and
experience. As Chandler states, “Unless the owners or representatives of financial
houses became full-time career managers within the enterprise itself, they did not
have the information, the time, or the experience to play a dominant role in top-level
decisions" (p. 10). Moreover, although owners and representatives of financiers, as
members of the board, did hold veto power and could even replace senior
managers, “they were rarely in a position to propose alternative solutions. In time,
the part-time owners and financiers on the board normally looked on the enterprise
in the same way as did ordinary stockholders. Of necessity, they left current
operations and future pians to the career administrators” (p. 10). In sum, increased
size and administrative complexity took “full-time salaried executives to dominate top

as well as middle management” (p. 416) leaving owners no place to administer the
firm.

Until full-time salaried executives took over top management, growth tended
to result from ad hoc, emergent processes rather than from planned moves. While
owners still managed, “the growth of the enterprise was only occasionally planned
with an eye to long-term changes in supply, demand, and technological innovation.
Growth came rather as a response to short-term needs and opportunities as
perceived by different sets of middle managers” (p. 413). Absorbed in the details of
day-to-day operation, owner-managers "did not plan systematically for the continuing
growth of the enterprise” (p. 414). Organizational structure had developed in a
similar, ad hoc way: “in the entrepreneurial firms, the departments had been built by
the middle managers in an ad hoc fashion to meet current needs” (p. 431), whereas
at GE, which-originated from a merger of two companies, “order was imposed from
the top” (p. 430). As a matter of fact, GE took the managerial form right from its
inception, since “from almost its very beginning the key policy makers at GE were ...
its full-time salaried managers, Charles Coffin and his departmental vice presidents”
(p. 431).
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MBE deveiopment processes

According to Chandler, among the necessary conditions for the appearance
of MBEs (refer to figure 3.2), two play a special role in the development of the
modern business firm: the creation and development of a managerial hierarchy, and
effective administrative coordination. Managerial hierarchy of professional managers
provided the continuity needed for the MBE continued existence process.
Administrative coordination, on the other hand, gives rise to the continuing growth
process, whereby MBEs keep growing the volume and scope of their activites. In
turn, these two processes - continued existence and continuing growth - provide
MBEs with a self-perpetuating capability.

. Continued existence process

A hierarchy of managers has occupied center stage in the transformation
processes of MBEs into large firms. Among other things, the managerial hierarchy
provided the modern firm with the seeds of continued existence. While “traditional
enterprises were short-lived” (p. 8) because partnerships were often disbanded or
reconstituted at the death, retirement or departure of a partner, “when a manager
died, retired, was promoted, or left an office, another was ready and trained to take
his place” (p. 8). In other words, the managerial hierarchy had a regenerating
capability, which enabled the firm to outlive its members. As a result, the formation
of a managerial hierarchy constituted the starting point of the continued existence
process, because the regenerating capability allowed for a steady provision of
managers through the training of newly hired or existing personnel (refer to fig. 3.4a).
In Chandler's words, “the hierarchies that came to manage the new multiunit
enterprises had a permanence beyond that of any individual or group of individuals
who worked in them” (p. 8).
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Another seed of continued existence was the pursuit of a lifetime career by
managers. As Chandler asserts, “for salaried managers the continuing existence of
their enterprises was essential to their lifetime careers” (p. 10). In other words, the
continued existence of the MBE constituted a necessary condition for a lifetime
career to develop. In turn, the achievement of lifetime career by managers, and
continued existence of the firm required:

i. at the individual level - managers nurturing a personal and long-term
commitment to the firm. After all, a long-term commitment is a necessary
condition for one to develop a lifetime career in a firm;

ii. at the firm level - long-term investments. As a matter of fact, long-term
investments constitute a necessary condition for a firm to experience a
continued existence. Fig. 3.4b illustrates the two-levels chain of necessary
conditions, which relate the individual and organizational behaviors invoived
in the continued existence process of the MBE.
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In this respect, career managers not oniy had a “personal commitment to the
continuing health of their enterprise” (p. 87), but they also “preferred policies that
favored the long-term stability and growth of their enterprises to those that
maximized current profits” (p. 10). Chandler emphasizes the role career managers
played in long-term oriented policies as opposed to entrepreneurs, financiers and
speculators. Except for speculators, who made of instability a profitable way of living,
the other actors favored stability. Entrepreneurs and financiers would give priority to
“maintaining dividends that would assure a reasonable continuing rate of return on
their investment” (p. 146). Managers, on the other hand, would be “willing and
indeed usually preferred to reduce dividends to assure long-term stability” (p. 146).

This apparent conflict of priorities was handled in different ways. As long as
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entrepreneurial firms enjoyed a high-volume cash flow, as meat-packers did, owners
“rarely asked for budgets. in the more routine expansion of existing operations and
facilities they responded to ad hoc requests of middle managers. These were
normally approved. As owners -- and very wealthy ones at that -- they saw little
reason to veto such plans for expansion. On the contrary, as owners they had much
to gain. What could be a better investment than to plow back profits in order to make
existing resources still more lucrative?” (p. 414).

However, when cash flow was insufficient to fund expansion, as was the
case of railroads, “investors were ... reluctant to spend large amounts of capital for
expanding a road’s facilities” (p. 146). In such cases, should speculators create
disturbances that might threaten the long-term survival of the firm, investors wouid
play “a passive role and the managers and speculators an active one” (p. 148). As
a matter of fact, speculators would play a catalyst role at convincing investors to
undergo expansion strategies. Reporting the formation of the large railway
transportation systems that would replace existing alliances between raiiroads,
Chandler maintains that speculators “were the first to disrupt the existing alliances.
They undermined the viability of the regional railroad cartels since they had more to
gain from violating than from maintaining rate agreements” (p. 148). As a resulit,
“once the moves of speculators helped to emphasize the futility of depending on
cooperation to assure continuing traffic and dividends, ... , the investors had little
choice but to delegate the making of strategy and its execution to their managers”
(p. 170).

In sum, the seeds of the continued existence of the firm lay in the ability to
easily repiace members of the managerial team (fig. 3.4a), and in the managers'
pursuit of lifetime careers, an objective that, as fig 3.4b illustrates, favors individual
and organizational behaviors that constitute necessary conditions for the continued
existence of the firm.
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. Continuing growth process

The growth of the firm is anything but an spontaneous process. Expansion
moves result from decisions to commit time and resources in order to increase the
volume or scope of activities. Notwithstanding this purposeful trait of expansion
decisions, administrative coordination contains the seeds of a self-reinforcing
mechanism of continuing growth.

As Chandler maintains, increased productivity and decreasing costs were
key factors in the development of the superiority of administrative coordination over
market coordination; and managers’ primary goal “was to assure continuing use of
and therefore continuing flow of material to their facilities” (p. 10). Accomplishing this
goal required the identification of threats and opportunities to the full and profitable
use of existing resources and skills.

Sources of threats and opportunities to the continuing, profitable use of
resources and skills were found both inside and outside the firm. External sources
comprise all sorts of technological, economic, political, legisiative and social
changes. In particular, Chandler stresses the managerial concern for eventual
shortage of supplies, disruption in the distribution of the firm’s products, or entry of
new competitors. Be it internal or external, an opportunity would induce expansion
into new products and markets, while a threat would inspire vertical integration
backward or forward. On the other hand, intemal sources of opportunities and
threats to the continuing use of resources included:

i. Underutilized or idle resources;

ii. Resources and skills that were transferable to the production and distribution
of other products and markets;

iii.. Cash flow pressures exerted by high fixed costs, which might lead to a
higher but less profitable use of resources.
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As Chandler describes, after World War | a strategy of diversification into
new products for new markets evolved from the previous concept of fuil line of
products: “top managers began to search consciously for new products and new
markets to make use of existing facilities and managerial talent. ... Their goal was
... to use more intensively all or part of the existing organization. ... The new strategy
was aimed at assuring the long-term health of an enterprise by using more profitably
its managers and facilities” (p. 473). The process of growth for the purpose of using
existing facilities more intensively had a self-reinforcing capability that would result
in the continuing growth of the firm. In the packing industry, for exampie, “the
pressure to keep existing facilities fully used caused the managers at Armour and
other packers to push the enterprise into obtaining additional facilities. Such
expansion, in turn, required the creation of new, autonomous managerial
suborganizations to evaluate, coordinate, and plan the activities of these units” (p.
399). In addition, the increasing number and types of operating units increased “the
likelihood that units might be underutilized” (p. 489). As a matter of fact, “it was rare
for all units in such an enterprise to be operating at the same speed and capacity.
Such disequilibrium provided constant pressure for the growth of the firm” (p. 489).

Figure 3.5a illustrates the self-reinforcing mechanism in the continuing growth
process.
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Chandler distinguishes two types of motives guiding expansion decisions:
productive and defensive. While productive motives would promote change,
defensive ones would control change. Productive expansion, also called positive,
aimed to “add new units, permitting by means of administrative coordination a more
intensive use of existing facilities and personnel” (p. 487). As Chandler states, this
type of expansion “increased productivity by lowering unit costs” (p. 487). The other
type of expansion, called defensive or negative, “stemmed from a desire for security.
Its purpose was to prevent sources of supplies or outlets for goods and services
from being cut off or to limit entry of new competitors into the trade” (p. 486).
Defensive expansion rarely increased productivity.

— .Productive expansion was associated with opportunities while defensive
expansion with threats to a more intensive use of facilities and skills. Therefore, the
managerial goal of assuring their continuing use could be attained in two different
ways, which either promoted or controlled change:

i by increasing the volume and scope of operations, i.e., by fostering further
use of existing resources and skills in new products and markets (productive
growth);

ii. by keeping steady the volume, scope and throughput of operations, i.e., by
assuring a continuing inflow of inputs, a continuing outflow of products, as
well as by limiting the intensity of competition (defensive growth).

Productive growth started up a diversification process having an expansion-

generating capability. Diversification into new products and markets resuited from
two mechanisms:

i. Detection of underutilized resources;
ii. Identification of existing resources and skills that might be transferable to the
production and distribution of other products for other markets.

As long as the undertaken expansion would continue to produce some
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