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Indigenous Firm Performance in a Small Late Developing
State:
A Case-Study of the Role & Contribution of Public Venture
Capital in Ireland

Anthony Paul Buckley

Abstract

Domestic market size constraints in small late developing states are expected to
influence the economic growth process in general and indigenous firm performance
in particular. The role and contribution of policy-makers in overcoming these
constraints can therefore be significant. This thesis evaluates the role and
contribution of public venture capital - as a significant industrial policy initiative - to

shareholder value creation in growth-oriented indigenous firms in Ireland.

Three main themes are investigated. Firstly the rationale and context for micro-level
industrial policy interventions in Ireland is considered. Secondly, the role and
contribution of public venture capital to indigenous firm performance and thirdly the

factors differentiating between performing and non-performing firms are explored.

Using mixed methods research this study finds that in a small late developing state
such as Ireland, ‘job creation’ has been elevated from an industrial policy perspective
to the de facto national objective. Enterprise policy development for indigenous
industry however remains largely emergent and fluid, fifty-four years on from the
advent of the national export-oriented industrial policy. In the absence of a
deliberately-stated enterprise policy, this emergent micro-level approach has led the

states’ economic development agency into areas outside its originally intended
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remit. This goes some way to explaining the plethora of micro-level policy
instruments available in Ireland to growth-oriented indigenous firms. Further, this
study also finds no conclusive evidence that an ‘equity gap’ existed in the analysis
period. However, as a consequence of attempting to close this perceived gap, the
Irish state now finds itself with an investment portfolio of over nine hundred direct
share investments in indigenous firms. The Irish State, through its economic
development agency, has thus become the largest venture capital company in

Europe.

The portfolio of state-selected firms in the analysis (n = 51) for public venture capital
investment are found not to perform as anticipated by the theory of change mapped
out in the study. A quantitative model developed for the study also finds that there is
no statistically significant association between firm performance as measured in the
study and the value of the public venture capital invested in each firm. The cross-
case and contribution analysis in the study further confirm that the contribution of
public venture capital to indigenous firm performance in Ireland was marginal at

best.

The primary barrier to profitable growth for the indigenous firms receiving public
venture capital support in the analysis period was the firms ‘Limited endowments of
managerial resources’ (Penrose, 1959) to manage the growth process and not a lack
of risk capital as perceived by agents of the State. Policy implications of the findings

are also considered in the study.
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Chapter 1
Indigenous Firm Performance in Small Developing States: The Role and
Contribution of Public Venture Capital in Ireland — Introduction

In global terms, small open states are, owing to their limited physical capacity and
degree of sectoral specialisation, niche players in world markets. Typically, they have
a small number of international markets leading to export concentration, increased
instability and, in extreme situations, economic retardation. The literature also
suggests however, that in spite of their limitations, small states are poised to
experience growth if they are open to trade and investment, invest heavily in human
capital and/or are well-endowed with natural resources. Indeed, many small states
have higher per capita incomes than many larger states in the same region of the
world although, with regard to the limitations cited above, this growth is likely to be

more volatile (Easterly & Kraay, 2000; Baldacchino & Bertram, 2009).

In addition to the structural characteristics of small states noted above, it is
important to note that the internal policies pursued, institutional strength and the
competitiveness of the firms in the economy will also have a bearing on their
economic growth. It is thus a combination of exogenous and endogenous factors
which determine the ability of small states to grow economically (Armstrong & Read,

2003).

Economic enterprise in the state results from the matching of resources and
opportunities by entrepreneurs to create value (Garnsey, 1998). Firms are the
entrepreneurs conduit for transforming these factor inputs into added value outputs.
Mayer & Ottaviano (2007) further note that it is firms which trade and not nations
per se. In small open states, this is of particular relevance since small states are more
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dependent on their stock of internationally-trading firms to deliver profitable export
earnings than larger states. These earnings are necessary to pay for the high levels of
imports required to make up the difference between domestic consumption and
production resulting from the high levels of sectoral specialisation. Thus, policy-
makers in small open states recognise the critical role played by internationally
trading firms in generating export earnings and are constantly seeking ways to
stimulate greater international growth and development from their entrepreneurial

and firm stocks.

This study considers the contentious issue of the role and contribution of the state
support system to the international competitiveness of the firm stock in a small open
economy. It focuses on the case of Ireland. Specifically, it considers the Irish State’s
attempts at stimulating the growth-through-internationalisation of its indigenous
industry by direct public venture capital (PVC) injections. This is approached
empirically by evaluating the role and contribution of these capital injections to
indigenous Irish firms’ growth performance over an extended time period. Evaluation
methodologies of state support programmes are of themselves contentious. This
study helps to fill some of the knowledge gaps in the industrial policy evaluation area
using evidence from Ireland. It also helps address the research gap that exists on

indigenous firm growth behaviour and performance in small states.

1.1 Research Context

Ireland is a relatively small country with a population of 4.6 million (2012) which is
trade dependent and reliant upon export-led growth (ESRI, 2009). Subsidiaries of

multinational enterprises located in Ireland account for approximately 91 per cent of
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The Irish State, through its development agencies has been actively attempting to
stimulate increased export activity from its indigenous stock of firms since the 1960s
(Breznitz, 2007). While indigenous exports have increased substantially in value since
then and their composition has evolved into more technology-driven sectors, the
prognosis is not all positive. The contribution of indigenous exports in Ireland has
reached a plateau in recent years with growth of just 1.2 per cent in value between
2000 and 2005 — an acknowledged boom time for the Irish economy (Forfas, 2006).
This calls into question not only the international competitiveness of Ireland’s SME

stock but also the effectiveness of the State support system for these firms.

1.2 Objectives of the Study

The issues highlighted in the previous section can be framed into a number of related
research questions. Firstly — What role does public venture capital play in
accelerating the growth performance of indigenous growth-oriented SMEs in small
late developing states and how might its contribution be evaluated at firm and policy
level? Three related but subsidiary questions also arise and these are concerned with
other factors which might positively influence firm growth performance in
indigenous firms. Conversely, what are the constraining factors on indigenous firm
growth in small states? Finally, what lessons, if any, can be learned from the Irish
experience and how might these apply to the international development of growth-
oriented firms from other small /ater developing states?

More specifically, these research questions are stated as research objectives. The
first objective is to evaluate the role and contribution of direct public venture capital

(as a policy instrument) to stimulating or accelerating the growth performance of
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Irish growth-oriented SMEs. The second objective is to identify the other possible
factors positively influencing firm performance in growth—oriented SMEs in a small
state. This is followed by identifying the possible constraining factors on firm growth
performance in indigenous SMEs in Ireland. Based on these empirical findings, a
fourth objective is to recommend a future role for State support for the growth and
development of Irish SMEs. The final objective is to assess whether the lessons
learned from the Irish experience might be applicable to other small /ater developing

states.

This study utilises a mixed method research design and data collection/analysis
strategy (Johnson & Onwvegbozie, 2004; Bryman, 2006; Plano Clark et al., 2007;
Saunders, Lewis & Thornhill, 2007; Tashakkori & Teddlie, 2007) to address the
research questions and objectives outlined above. Within the ‘mixed methods’
research genre, the approach taken here is referred to as ‘sequential mixed methods
research’ - where one methodology is followed sequentially by another. It is thus a
double-phase research design. More specifically, because this study uses
quantitative methods followed by qualitative methods, it is referred to as a
‘sequential explanatory research design’ (Saunders et al., 2012). Triangulation of the
data is thus achieved by combining archival data (secondary) with interview data
(primary) to give complementary perspectives on the same firm data. Combining this
data triangulation with the methodological triangulation in the study strengthens the
robustness of the overall findings and gives the study increased internal validity

(Patton, 2002).
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1.3 The Structure of the Thesis

The outline of the thesis is as follows:

Chapter 2 provides a comprehensive literature review, in the first instance, mapping
the theoretical and empirical work on the growth of small states. This is followed by
a review of the literature on the growth of the firm in the context of the small state.
It incorporates definitions and the measurement of the firm growth concept, the
influences and determinants (and constraints) on the growth of these firms. The
review of the literature then focuses on and explores the role and contribution (and
evaluation) of state support systems for firm growth.

Chapter 3 is a contextual chapter on Ireland. It discusses the drivers of its economic
growth and the contribution of FDI and indigenous industry. It also outlines the State
support system in Ireland and the challenges it faces as it attempts to chart a course
that will allow the state to grow in a more balanced fashion in future. The
development of a comprehensive and sustainable enterprise policy is seen as a major
policy gap.

Chapter 4 examines the research philosophy and research design underpinning the
research process and explains the mixed method approach undertaken in the study.
The quantitative and the qualitative methodologies employed for collecting and

analysing the data generated are discussed and described.

Chapter 5 is the first empirical part of the study and involves a research programme
to quantify the contribution of a direct public venture capital investment programme
to growth-oriented indigenous SMEs. The study is underpinned by a proprietary

dataset (n=51) developed specifically for the study. This dataset includes all of the
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major indigenous sectors (e.g. ICT, internationally-traded services, Cleantech,
industrial products, lifesciences, consumer goods and agrifood). This part of the
study investigates the contribution of direct public venture capital — as a policy
instrument of the Irish State support system — to the growth and development of the
indigenous internationally trading sector during the period 1999 — 2010.

Chapter 6 is a cross-case analysis of ten representative firm-level cases drawn from
the overall cohort of firms in the study. The chapter identifies the key influences and
determinants of indigenous firm growth in small states other than public venture
capital, based upon the experience of Ireland. Each firm-level case includes an in-
depth interview with the key informant - the founding entrepreneur (8 cases) or the
current managing director (2 cases) in the firm.

Chapter 7 is a cross-case analysis of the constraints — both internal and external to
the firm —for indigenous firm growth in Ireland. The chapter utilises frameworks
drawn from the literature review to analyse the barriers to growth in the indigenous
case firms in the analysis.

Chapter 8 is the final empirical research chapter in the study. [t comprises a
‘contribution analysis’ (Mayne, 2001, 2008, 2012), which is a theory—based
evaluation methodology. This analysis incorporates the findings from Chapter5, 6, 7
and further case material into its meta-analytic framework to assess the overall
contribution of public venture capital to indigenous firm performance in Ireland.
Chapter 9 outlines the policy implications of the findings in the study.

Chapter 10 draws the study to a close and outlines the principle findings, the policy
implications for other small developing states and the limitations of the research.

The study culminates with the identification of avenues for further research.
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Chapter 2

Indigenous Firm Performance in a Small Late Developing State:
A Literature Review

Chapter 1 highlights the research objectives of the study. These investigate the
relationship between country size and wealth creation in a small late developing
state (Ireland). In particular the research objectives focus on the contribution made
by internationalising SMEs to economic growth. The role and contribution of the
state support system in assisting these firms grow-through-internatonalisation is also

considered.

To provide the requisite theoretical and empirical background, it is necessary to
review a number of distinct but related literatures. These are: The literature on the
uniqueness or otherwise of small states — their similarities to large economies and
more importantly their differences, real and perceived. These states are
differentiated from larger states in the literature along a number of key dimensions

i.e. structural make up, terms of trade, economic vulnerability and population size.

If, as the literature suggests, firms are major drivers of economic growth and
development in small states - particularly internationally trading ones - then it is
essential that the disparate research approaches to the theory of the growth of the
firm are investigated. The emphasis in this dissertation is on indigenous firms (SMEs)
as these constitute 99 per cent of firm stock, over 60 per cent of total employment

and over 50 per cent of value added across Europe (Deakins & Freel, 2003).

Having investigated the theories and approaches to firm growth, it is then necessary

to explore the literature on the influences and determinants of value creation in
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indigenous firms in small states. A closely related strand of literature is the literature

on the growth constraints faced by firms in the small state. This is addressed also.

Fundamental questions remain in the literature as to what constitutes firm growth,
how is it measured and how appropriate are these measures to value creation in the
firm? This strand of the literature also considers the important issue of how firm

growth in the indigenous firm is financed.

Finally the literature review is concluded by examining the literature on the role and
contribution of the state support system to the process of indigenous firm growth-
through-internationalisation in small states. This strand reviews the literature on the
enterprise policy options and instruments available to policymakers in the small
state. Further it investigates the difficulties of isolating the effects of these policies
and it considers the options for evaluation of these policy choices. This literature

strand is contextualised by the preceding strands.

2.1 Economic Growth in Small Stétes

One of the key distinguishing factors between small and larger states is population
size. This is frequently used as a proxy for both domestic market size and the local
labour market. In the 1970’s the UN institutions adopted a benchmark of one million;
the Commonwealth Secretariat (ComSec) (1998) uses 1.5 million, Easterly and Kraay
(2000) use one million and Armstrong and Read (2000) use three million in their
respective analyses to classify small states. There remains much debate in the area
over the most appropriate measure(s). Other measures such as GDP or GNP,

geographic area, terms of trade and composite size and characteristics measures
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have been used (Armstrong and Read, 2003; Baldacchino & Bertram, 2009) but
population appears to offer a better approximation of what constitutes a small state.
It is contended here that although ‘smaller’ developed states like Ireland
(population.4.6 million), New Zealand (population 4.1 million), Finland (population
5.3 million ) or even Denmark (population 5.4 million) for example fall above the
maximum threshold of population size discussed above they face similar economic
development issues to small states of approximate size. Indeed there is a case to be
made for increasing the population threshold given the increase in population in
Singapore for example (The original benchmark state) — total population of 4.8
million with 3.6 million citizens (Singstat, 2008). Baldacchino and Betram (2009) sum
up the uncertainty in the literature over small state size categories when they note
that smallness is essentially an arbitrary term - the median sovereign state in the
world has a population of 5.3 million (Finland). ComSec (2006) and Qureshi & Te
Velde (2008) recently adopted an upper threshold of 5 million. The issue, irrespective
of population size, is whether ‘small’ or ‘smaller’ states suffer from an economic

growth viewpoint from their ‘smallness’?

In terms of their explanatory power of economic growth, the Endogenous growth
models (Romer, 1986; Lucas, 1988; Barrow & Martin, 1995; Jones, 2002; Mankiw,
2003, Armstrong & Read, 2003) and the Export-Led thesis (Obstfelt & Rogoff, 1986;
Sharma & Panagiotidis, 2004) seem to be most appropriate to the small state case.
Orthodox economic growth theory (Lewis, 1955; Solow, 1956) implies that due to
scale issues (i.e. small domestic market, limited domestic demand, small firm size,
higher unit cost, limited firm numbers etc.) that this would favour a tendency

towards natural monopolistic and oligopolistic market structures and therefore ‘sub
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—optimality’ (Armstrong & Read, 1998). Further, this suggests that small states are at
a perpetual disadvantage in growth terms when compared to larger states. Empirical
evidence however does not bear this out and small states have outperformed their
larger counterparts in economic growth terms in many regions of the world. This
indicates that despite their small size and considerable constraints, small open states
in particular are poised for growth if they are open to trade and investment, invest
heavily in human capital and/or are well-endowed with natural resources (Easterly &

Kraay, 2000; Baldacchino & Bertram, 2009).

2.1.1 The Unique characteristics of Small States

Compared to larger economies then, there are a number of dimensions on which
small states display unique characteristics, these are:

A small domestic market - this implies an inability to achieve critical mass in terms of
supply and demand making the cost of production higher in smaller states than
larger states. This is particularly so in industries and sectors where scale economies
are important. Indeed the small domestic market further threatens the development
of indigenous technologies and also the emergence of fast growth hi-tech industrial
sectors (Kuznets, 1960; Briguglio, 1995). Technological innovation is by its nature
limited because local firms can’t invest in large scale R&D. Small states therefore
tend to rely on technologies produced abroad (Milner & Westway, 1993). Thus
success in attracting inward investment can be particularly important in helping
‘seed’ host country R&D stock. Local indigenous industry can then benefit from these

R&D spillovers - given certain conditions (O’Gorman & Kautonen, 2004; Read, 2004).
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Lack of natural resources - Another disadvantage frequently attaching to small states
is the lack of natural resources (Armstrong & Read, 2002). This leads to the states
dependence on imports of key natural resources for domestic consumption and as
key inputs for their internationally trading sectors. Conversely an overabundance of
natural resources can create its own problems for other sectors of the economy. This
can lead to ‘Dutch disease’ (Resource Curse Thesis) —the so called ‘Paradox of Plenty’
(Auty, 1993). This is illustrated in Corden and Neary’s (1982) seminal article on the
subject. The term ‘Dutch Disease’ is a double misnomer as the term refers to what
essentially is a positive exogenously derived event for the host state (Ebrahim-Zadeh,
2003). This is discussed in more detail in Chapter 3 in relation to Foreign Direct
Investment (FDI) and Ireland but Matsen and Torvik (2004) remind us that ‘some
Dutch disease is always optimal’ in the sense that a positive fraction of the resource
wealth should be consumed in each period. Therefore to foster economic growth it is
important for small states to invest the rents earned from their natural resource

endowments or FDI into knowledge-driven internationally tradable sectors or low

growth may persist (Armstrong & Read, 2002; Jansen, 2004).

Sectoral specialisation - Given the relatively small scale of the state in global terms,
sectoral concentration can be expected in indigenous industry in small states e.g. in
Jamaica it is tourism and bauxite production (Staines, 2005). In Ireland it is
predominantly tourism and agrifood in indigenous industry -
pharmaceuticals/chemicals, medical devices, electronics and ICT in foreign owned
firms (Forfas, 2006). Indeed there is strong empirical evidence to support the

presence of niche specialisation in indigenous firms in small states (UNCTAD, 1977;
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Armstrong & Read, 2002; 2003). The sectoral specialisations found generally in small

states are predominantly tourism, financial services and natural resource exports.

Openess to trade - Another distinguishing characteristic of small states is their high
degree of openness to trade. Given the differences between consumption and
production (sector specialisations) mentioned above, domestic demand can only be
met by high levels of imports. These imports need to be paid for and so the small
state needs to export to help fund the imports thus providing an intuitive rationale
for the export-led growth thesis (Kuznets, 1960; Armstrong & Read, 1998; Read,

2003).

Finally, there are other endogenous factors which will affect the Small States ability
to grow economically. These relate to the internal policies pursued, the strength of

the institutions of the state and the competitiveness of firms in the economy. These
endogenous factors are discussed in more detail in Section 2.7 of this Chapter and

Chapter 3 on Ireland.

2.1.2 The Vulnerability of Small States

Easterly and Kraay (2000) maintain that small states have received excessive
attention in the literature as special cases calling for special policy measures. They
point out that small states have higher per capita income that others in their
respective regions and do not differ in growth performance from larger states.
However they do point out that smaller states are more vulnerable to growth
volatility due to terms of trade shocks and other environmental threats. While this is
related to their trade openness - on balance - the benefits of trade openness to

growth are positive. However this inherent vulnerability is reflected in the higher
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costs attaching to the growth path of smaller states which consequently leads to

greater risk exposure (UNCTAD, 1988).

There are thus significant structural differences between small and large states —
with both on different paths to achieving economic growth and the creation of
wealth (Katzenstein, 1985). In so far as both groups are capable of economic growth,
the issue then becomes one of managing and maximising the benefits from the
drivers of growth whilst minimising and reducing/eliminating the constraints on
growth at both a macro and micro level (Baldacchino, 2007). Indeed Armstrong et al.
(2003) maintain that the sources of vulnerability for small states can be categorised

into those relating to economic, political, strategic and environmental issues.

As small states can be regarded then as structurally different from other larger
states, these differences have clear implications for the states ability to grow. The
export-led growth thesis and endogenous growth theories highlight two further

significant structural issues which affect economic development.

Firstly the export-led thesis highlights the impact which the degree of openness to
trade - the so-called trade multiplier effect (Ashoff, 1989) has on small states. Whilst
this openness can increase the small states economic growth prospects, it also raises
the small states vulnerability levels to exogenous shocks. Briguglio’s (1995)
vulnerability index is useful in this regard in highlighting the issues faced by small
states. However it’s cross sectional nature has been criticised by some researchers
(Armstrong & Read, 2002). UNCTAD (1997) and the Commonwealth Secretariat
(1998) have also developed indices of vulnerability for small economies. Baldacchino

and Bertram (2009) argue that vulnerability and it’s antidote in the literature —
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‘resilience’ represent essentially a ‘structurally deterministic’ view of the issues
facing small states. These authors advocate a ‘strategic flexibility’ model as a

counterpoint to the determinism of the vulnerability/resilience approach.

Secondly, the endogenous growth models of human capital show the comparative
advantage that investment in education, training and learning by doing (LBD) can
bestow on a small state (Armstrong & Read, 2003). The development of the concept
of human capital theory is attributed to Becker (1964) and Mincer (1974). This can be
defined as the knowledge, skills and abilities (KSAs) embodied in people (Coff, 2002).
It includes not just factual, ‘how to’ KSAs but also tacit KSA’s which are difficult to
articulate (Polanyi, 1966 cited in Crook et al. 2011). The appeal that human capital
development can have for a small state becomes evident when it is unable to
generate significant investment in physical capital due to market size constraints. The
appeal increases when it is further realised that human capital - in terms of
knowledge creation - is not only not size constrained but is also not subject to
diminishing returns. Human capital investment, in these circumstances, will increase
the collective ‘absorptive capacity’ (Cohen & Levinthal, 1990) in the economy, thus
compensating for the small state’s lack of investment in R&D (Briguglio, 1995;

Armstrong & Read, 2003).

Indeed human capital development is of such importance to small state growth that
the states relative size, far from being an impediment to economic growth,

sometimes can act as a further stimulant of human capital development. As greater
social cohesion is expected to exist in smaller states (compared to larger states), this

social cohesion can lead over time to the development of considerable social capital
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(Putnam et al., 1993; Baldacchino, 2005). However this increased cohesion can also
have some negative side effects leading on occasion to increased levels of cronyism,
corruption, insider dealing and inefficiency. This is likely if the appropriate
democratic, legal and regulatory frameworks are not sufficiently independent and

robust (Transparency International, 2009).

Related to the degree of openness of the small economy is the volatility that
attaches to the state’s income. This can be particularly acute in developing countries
(Ramey & Ramey, 1995). The equation for growth for the small economy then must
ensure that the positive effects of openness to trade and the high levels of human
capital investment overcompensate for the negative effects of income and terms of
trade volatility in the medium to long term. The effects of the trade multiplier can be

seen most starkly in small states with high degrees of trade openness (Ashoff, 1989).

Another issue that impacts income in the small, open economy is its ability to affect
its terms of trade (Easterly & Kaay, 2000; WTO, 2003, Jansen, 2004). This is
particularly true for states which depend heavily or exclusively on indigenous
industry to develop international trade. Those small states hosting significant foreign
direct investment (FDI) face different issues around the structure of their exports and
thus their terms of frade. Positive local linkages and spillover effects however would
be expected to emanate from this mobile foreign direct investment into the host
small states economy (Read, 2004). However, the local impact of these spillover
effects depends on the MNCs strategic rationale for their investment in the small
state (resource seeking, efficiency — seeking, market seeking or strategic—asset

seeking). The technological development of indigenous industry and its absorptive
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capacity levels are also an important factor in the leveraging of positive linkage and
spillover effects (Forfas, 2005). The effects of FDI however are expected to be
positive — employment and technology wise - but limited in other respects given the

narrowness and shallowness of domestic economic activity (Read, 2004).

As niche players and primarily price takers in the global economy then - severe
fluctuations in trade levels can adversely affect income stability and economic
growth in the small state. In global terms the small, open state typically has a limited
number of markets, which can lead to export concentration, increased instability and
economic growth retardation in turn (MacBean, 1966; MacBean & Nguyen, 1987). If
an exogenous economic shock is severe enough to a small, open economy then this
can ultimately lead to balance of payments problems further impeding economic

growth (Jansen, 2004).

In addition to trade shocks (and FDI export levels) outside of its control, the small
state may have to contend with the effects of natural disasters. This, of course,
depends on a particular state’s geographic location. In relation to locational effects,
Read (2003) contends that whilst the growth of any country is likely to be influenced
by the economic prosperity and dynamism of the broader region to which it belongs,
little attention so far has been paid in the literature to the impact of location on the
growth of small states. Indeed membership of a ‘regional convergence club’ can
contribute significantly to the economic growth of a small state particularly if the
small state is located within a wealthy and dynamic region and in close proximity to
larger markets (Armstrong & Read, 2003). Even for small states outside regional

convergence clubs, geography is not necessarily destiny and the endogenous policies
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pursued can have a major impact on the small states growth trajectory (Acemoglu &
Robinson, 2012). However small states with populations below a threshold of one
million tend to exhibit extreme specialisation termed ‘economic speciation’. This
involves a decision — conscious or otherwise —to embrace ‘crowding-out’ or ‘Dutch

disease’ as a growth strategy (Bertram & Poirine, 2007).

This section of the literature identified the structural characteristics which will affect
the small states ability to grow economically and examined how these influence the
internal policies pursued, the institutions of the state and the competitiveness of

firms in the economy.

2.2 The theory of the growth of the indigenous firm in the small state

Facilitating the competitiveness and growth of knowledge intensive, entrepreneurial
firms is therefore an important role for policymakers in small open developing states
(Carr, 2000b). This dissertation concerns itself with questions around the optimal
methodology for achieving this at a micro-policy level. Before this key question can
be addressed though, this section reviews the literature on the connection between
firm growth and economic development in the small open state. The literature
subdivides into two broad streams. The literature on the firm growth process is
reviewed and summarised in Table 2.1. This is a summary of the literature from the
differing research traditions and the various approaches taken by each in describing
the process of firm growth and its relevance to small states. This is then followed by
a review of the literature on the determinants of and the influences on the firm
growth — Section 2.3. There are a number of conceptual frameworks and research

approaches which have attempted to explain theoretically and empirically small firm
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growth. The approaches taken are many and varied but usually reflect the
background and worldview of the researchers in question (See: Table 2.1). Foss
(1996) makes a clear distinction between those approaches which derive from
orthodox economic thought and those which he classifies as ‘Knowledge-based
approaches’. Foss does not explicitly deal with the entrepreneurial approach and this
is discussed in more detail in the next paragraph. The essential difference is that
these knowledge-based approaches derive from ‘organisational theory’. He further
explains (p. 470) that the economics-inspired ‘theory of the firm’ literature can in
general trace its origins to the work of Coase (1937) and his classic ‘The Nature of the
Firm’. In this conceptual approach the firm is seen as an ‘efficient contractual entity’.
Property rights, incentives and contracts thus occupy centre stage. In contrast, the
organisational theory approaches can trace their heritage to the work of Penrose
(1959). In her classic ‘The Theory of the Growth of the Firm’, Penrose introduced not
only a radically different view of the firm to the pure contractual approach of Coase
but she also introduced new ways of viewing the role and purpose of firms in an
economy. She postulated that the firm, in addition to being a contractual entity is
also a possessor of distinct knowledge (technological and organisational) which the
firm uses to gain advantage over its competitors. Thus terms such as capabilities,
core competencies, organisational learning, competitive advantage, tacit knowledge

etc. were introduced into the popular lexicon of management thought (Foss, 1996).

These developments have had enormous impact on the development of
management thought - particularly in smaller states. Penrose’s approach
demonstrated, theoretically at least, that sustainable comparative and competitive

advantage could be built on dimensions other than scale. When this advantage is
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knowledge-based (i.e. innovation developed through investment in human capital,
R&D, education, training and learning by doing) then developing an asset like
knowledge which is not only not size constrained but is also not subject to
diminishing returns has distinct advantages for the small open state (Armstrong &
Read, 2003). This investment in human capital will, it is hoped, increase the collective
absorptive capacity (Cohen & Levinthal, 1990) in the state to compensate for the
small states under-investment in R&D (Briguglio, 1995; Armstrong & Read, 2003).
These insights, further developed through the endogenous growth models of human
capital, have spawned a raft of research streams and approaches (Connor, 1991)

culminating in the approaches to firm growth detailed in Table 2.1.

Casson (2004) argues that the theory of the firm should be viewed through ‘the lens
of entrepreneurship’ as it is the missing influence in the leading theories of the firm.
Baumol (1996) further reminding us in his typology that ‘the entrepreneurs are
always with us’. Entrepreneurs’ move between productive, unproductive and
destructive behaviour depending on the nature of the incentives they face. Thus it is
the rules of the game which is most important and not the supply of entrepreneurs
per se. Much work remains to be done however in the entrepreneurship field
despite its history (Cantillon, 1755), in terms of definition, specification and most
importantly on its almost singular focus on the entrepreneur. The firm is
acknowledged then as the key economic transformation vehicle of factor inputs to
added value economic outputs in the state —and is therefore the appropriate unit of
analysis in this study. However, close attention is also paid to the role and influence

of the entrepreneur, in recognition of the acknowledged close association between
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ownership and management in small firms (Storey & Greene, 2010; Smallbone &

Wyer, 2012).

Mayer and Ottaviano (2007) remind us that it is firms and not nations which trade -
thus the entrepreneurial approach will be treated, for the purposes of this review, as
a distinct but closely related (and influential) stream to both the economic and
knowledge-based streams. Table 2.1 summarises the three broad research streams
discussed and their relevance to the small state. The associated internationalisation
approaches are also highlighted as the firm growth concept is closely associated with
the process of firm internationalisation (Buckley & Ghauri, 1993; Welch &
Luostarinen,1988; Ibeh, 2006, 2012). This close link between firm growth and
internationalisation suggests that a constant flow of growing, early internationalising
firms (Fritsch, 2008) is essential to the growth prospects of export-led small states.

2.3 Influences on and the determinants of indigenous firm growth in
the small state

There appears to be, as yet, no pre-eminent approach emerging to prescriptively
explain the growth process in SMEs and consequently no clear agreement on the key
determinants of growth. This is due, in the main, to the myriad factors which have
been proposed (and sometimes tested) to determine the growth of small firms
(Dobbs & Hamilton, 2007). This is complicated by the interaction amongst these
factors. Thus researchers, recognising the large unexplained variations in the possible
determinants of the growth construct are focusing more attention on the possible
‘influences’ on small firm growth (Davidsson & Klofsten, 2003). This would appear

to be a less deterministic approach and there is broad agreement in the literature
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about what the main ‘influences’ are on small business growth. These have been

summarised in the framework developed by Storey (1994).

Storey’s framework has been modified by Smallbone and Wyer (2006, 2012) in their
attempts to update, categorise and summarise the influences on small firm growth.
Figure 2.1 illustrates the myriad factors involved. Smallbone & Wyer state that their
approach incorporates aspects of the four main theoretical approaches mentioned
by Gibb and Davies (1990; 1991). Theses are the Personality dominant approaches,
Business management approaches, sectoral and market-led approaches and
organisational development approaches. Their framework groups the variables
influencing growth into the four categories of - management strategy,
characteristics of the entrepreneur, characteristics of the firm — all identified by
Storey (and all internal factors to the firm) but they separate out the influence of the
external environment (linking internal factors to external) which had been

highlighted by Gibb and Davies (1990).

The inclusion of the external environment as a separate category of factors is
important here as one of the major size-related differences between small and large
firms is how they interact with their environment. Indeed Welsh and White (1984)
reaffirm the importance of the external environment to small firm growth when they
state that ‘external forces tend to have more impact on small businesses than on
large businesses’. Larger firms having a greater ability to shape or control their

environment — much as larger states can do.
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personality having indirect effects. Negative effects were found relating to
unemployment. At start—up factors: Limited company and location. In post start—up
factors the authors found unclear impacts from all of the other potentially influential
factors considered. This means that consistent empirical evidence is currently not
there to support these other factors which are popularly thought to influence firm
growth. This could change over time but there are also significant methodological

and variable specification issues which remain to be addressed.

These ‘unclear impact’ factors are at: Pre-start —up: Team entrepreneurship, prior
management experience, prior sectoral experience, in business before and family
background. At start —up: Initial size, sector. Post start-up: Formal business plans,
entrepreneurial skills, strategy, external environment, equity financing, innovation.
Thus much business growth remains unexplained — this does not imply that
business performance is a ‘random walk’ but it does imply that chance or luck has a
role, perhaps a much greater role to play, than is generally appreciated (Penroose,
1959; Garnsey, 1998; Coad, 2007; Hill & Jones, 2009; Storey & Greene, 2010). Thus
Delmar et al’s. (2006) cluster analysis study is particularly important in recognising
that firm growth is associated (more or less) with the directly observable
demographic variables of the firm, i.e. firm size, firm age, industry affiliation (sector)
and ownership/governance structures (limited liability) (pg. 205). Location was also
found to be a significant factor (Storey & Greens, 2010). Thus a useful starting point
for analysing the impact of independent variables on firm performance in the small

state is to begin with the geo-demographic profile of indigenous firms.
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2.3.2 The role of human capital in firm growth performance in the small state

Table 2.2- Column 1 (Characteristics of the entrepreneur) highlights the important
role of firms’ human capital stock — particularly at the ownership/leadership team
level —in influencing prospects for growth. This is important in small states given the
close relationship between ownership and management in small firms. More recent
meta — analytic reviews in the area of human capital and firm performance do show
— despite the myriad definitional and methodological issues encountered - that there
is a significant, albeit small, positive relationship between human capital levels and
firm performance. In particular, the association is strongest when the knowledge,
skills and abilities (KSAs) are firm specific rather than of a more general nature (Crook
et al., 2011). Further, it was found that entrepreneurial success is also more closely
associated with the outcome of human capital investments; i.e. the successful
acquisition and transfer of knowledge and skills, than human capital investments per
se and where the firm’s knowledge, skills and abilities have high rather than low task
relatedness (Unger et al., 2011). However, performance can also vary depending on
whether the entrepreneur(s) leading the firm are habitual (serial or portfolio) or
novice entrepreneurs. Evidence on the link between the entrepreneur’s prior
business ownership experience and subsequent superior firm performance is mixed
(Wright et al., 2012). There is, however, some evidence that portfolio entrepreneurs

outperform both novice and serial entrepreneurs (Westhead et al., 2003).

2.3.2 Managing firm growth in the small state
Given the nature then of the internal and external characteristics highlighted in Table

2.2 it can be seen that the role of the owner/manager(s) or entrepreneur(s) or
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leader(s) is considered crucial to the growth prospects of the small firm.
Management in growing businesses — particular small and medium sized businesses —
must deal with changes which are ‘unknowable and unpredictable in terms of timing
and consequence’ (Stacey, 1990). Open—ended change is increasingly what owner-
leaders in growing firms are facing and Bradley (1985) notes that sustainable
competitive advantage can only be developed if the leadership team develops the
capabilities and competencies to cope, predict and comprehend changes in the
external environment. That there is still so much debate around the characteristics of
the firms’ management which exerts the most influence on firm growth and value
creation is no surprise. This is so when the myriad tasks around organisation, control,
strategy, operations, communication, leadership etc. that senior management are
observed performing in small firms is considered (O’Gorman et al., 2005; Barringer &
Jones, 2004; Floren, 2006). In this context it is also worth noting that the work of
senior management in small firms differs fundamentally from that of senior
managers in larger firms, particularly in relation to strategy formulation (Bradley et
al., 1985; O’Gorman, 2006, 2012) and marketing/innovation management (Stokes,
2006; Shaw, 2012). It has been observed that small firms strategise, innovate and
market more informality than large firms and so, by implication, studies and
conclusions drawn from large firm research are limited in their application to our
understanding of the role of managers in small firms (Mintzberg, 1973; O’Gorman,
2012) particularly owner/managers (Saraswathy, 2012). Future research will perhaps
focus on the work of top managers in growth-orientated versus non growth-
orientated small firms. Indeed Floren (2006) advises that improvement of

management in small businesses will not occur until researchers develop a better
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understanding of what top managers in small firms really do, why they behave as
they do and most importantly how it relates to firm performance. Smallbone et al.
(1995) did note - in their ten year longitudinal study of firm growth - that it is the
management/leadership teams’ ability to develop and implement robust
product/market strategies which was the key differentiating factor between high
growth and low growth firms. O’Gorman (2006, 2012) further noting that it is not the
strategy process per se which differentiates between successful and unsuccessful
firms but the ability to create competitive advantage from the strategy process.
Storey and Greene (2010:215/216) conclude that after more than two decades of
firm growth research there are just four known ‘stylised facts’ about small firm
growth. These are:

1. Firms that grow (even modestly) are more likely to survive.

2. Fast growth firms are highly unusual. They make up no more than five per
cent of any business population

3. Growth is ‘spotty’ from period to period.

4. Smaller and younger firms tend to grow more quickly than larger firms.

Whilst these “truisms’ apply to business populations generally - individual firms can
and do prove exceptional. At this point in time (2013) it would seem that the “firm
growth’ research community has not identified the ‘blueprint’ or DNA for success
and this may indicate that, given the body of evidence accumulated so far, it does
not exist. More importantly, it demonstrates the crucial role that
luck/chance/serendipity plays in firm growth and value/wealth creation - both in
large and small states. In small states though the margins for error are finer - firms

are smaller and more vulnerable (as are small states) but conversely they have
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greater strategic flexibility and can deploy more rapidly on international markets.
Through strategic choice then they identify opportunities and try to exploit them
(O’Gorman, 2006, 2012). Thus high task-related KSAs (Unger et al., 2011) -
particularly when manifested in ‘diagnostic capabilities’ (Arnold et al. 2004) and
implementation skills (Merson, 2011) - are necessary but not sufficient attributes for
successful commercialisation and internationalisation. The benefit of luck or chance
(Penrose, 1959; Garnsey 1998; Coad, 2009; Hill & Jones, 2009; Storey & Greene,
2010) is also necessary and may be sufficient for a successful growth-related

outcome when allied to high-task-related human capital investment (KSAs). -

2.4 Barriers to growth for indigenous firms in the small state

Barriers or constraints on the firms’ growth trajectory can emanate from its
proximate and distal external environments and/or from internal factors. Rapidly
changing technological, competitive and market environments create growth
difficulties not only for technology firms but increasingly for more traditional firms

also (DeBurca et al. 2004; Mohr et al., 2010).

The industry sector where the firm chooses to compete, or finds itself competing can
be particularly important. There are three aspects to this competitive positioning
influencing individual firm growth performance. These are the industry structure, the
nature of the competition and the limitations of the chosen markets (Porter, 1980;
McGahan, 2004). Moen (2002) notes that markets tend to become more
heterogeneous over time thus creating ‘niche’ opportunities for smaller players. It

remains for the firms’ management to recognize and exploit these opportunities, by
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developing sustainable competitive advantage through its growth strategies (Arnold

et al., 2004: Hill & Jones, 2009; Merson, 2011).

Growth barriers can also be of an internal nature (O ‘Gorman, 2001, 2006, 2012). The
internal barriers highlighted are in many cases the corollary of the drivers of and
influences on value creation within the firm. Merson (2011: p.88) referring to these
two opposing influences on firm growth as the ‘driving and restraining forces’ in his
‘force-field’ analysis. Highlighted internal barriers can include: Firstly the owner
managers themselves and secondly size-related constraints including the
organizational culture, finance, attracting and retaining talented staff and marketing
problems. In addition, the assets of the business may be inadequate to underpin
growth and the management may not be experienced in or unable to build a

balanced management team (Smallbone & Wyer, 2006, 2012).

O’Gorman (2012:399) approaches the barriers to growth from a strategic
management perspective and classifies the barriers to growth as ‘the strategic
problems of small business’. However a cursory look at this cIas;ification shows the
similarities to Smallbone and Wyer’s. O’'Gorman however does not differentiate
between internally and externally generated challenges but lists them as: Lack of
financial resources, marketing problems and customer concentration, management
and human resources, over-reliance on the entrepreneur, lack of systems and
controls and lack of technological skills. Bessant et al. (2005) also developed a
typology to capture the internal and external barriers to growth. The variables
identified by Bessant et al., are captured in their Tipping point/absorptive capacity

framework and are incorporated into Table 2.3. These authors identified - from a
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dependent variables (Storey, 1994; Smallbone & Wyer, 2000; Baum et al., 2001;
Gilbert et al., 2006; Delmar, 2006; Shepherd & Wiklund, 2009). The literature on this
stream, according to the authors, has a number of drawbacks, mainly relating to the
unit of analysis (the firm), differences in modes of growth (organic/acquisition/
hybrid), variation in growth rates over time (appropriate time periods for analysis),

and perhaps most importantly, the measures of growth.

2.5.1 Measures of firm performance — the empirical evidence

Achtenhagen et a/.(2010) in their review of 56 articles investigating firm growth from
1997 to 2008, found that their results confirm the earlier reviews of growth
measures in that 42 per cent of studies used sales growth, 27 per cent used
employment growth and 16 per cent used a combination of measures. Similarly
Dobbs & Hamilton (2007) in their comprehensive review of the literature on
deterministic studies from 1999 to 2005, note that employment growth is used in 22
studies, sales growth in 19 studies, and asset growth in a small minority of cases. It is
important however, to point out that only 18 of the 34 studies cited above cover
periods of five years or more. Only six of the cited studies cover periods of five years
or more and (as in this dissertation) use multi-sectoral data. Weinzimmer et al.
(1998) also raises the issue of the appropriate growth measures to apply. These
authors conduct a comprehensive review of 35 studies in leading journals in the area
between 1981 and 92, and find that 83 percent of studies used sales as a growth
measure with 75 per cent using only sales growth. Employment growth is used as a
measure in 17 per cent of the studies with asset growth used in eight per cent of

them. In his study of growth measures, Delmar (1997) reviewed 55 empirical studies
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published between 1989 and 96, and finds that 31 per cent of studies use turnover,
29 per cent use employment, 18 per cent used multiple indicators and 12 per cent

use subjective indicators. He concludes (a la Weinzimmer et al., 1998) that different
choices of growth indicators results in different outcomes even when tested on the

same data. None of the meta-analysis distinguished between small and large states.

Storey and Greene (2010) further note the limitations of using ‘backcasting’ studies
(as described above) to study such a complex phenomenon. They conclude that
whilst the findings in these studies may help in descriptive analysis; they have not

been tested for predictive or forecasting purposes.

2.5.2 Value creation

It is surprising then that scholars from the entrepreneurship stream - researching
firm growth - have not focused on ‘value creation and capture’ (in terms of return on
invested capital - ROIC) to any great degree as a dependent variable. This is an
established and now generally accepted methodology for evaluating firm
performance in the strategic management and financial management literatures
(Copeland et al, 1996; Rappaport, 1998; Baldwin, 2002; Hill & Jones, 2009; Arnold,
2009). See Appendix 1 to this chapter for a description of the importance of ROIC as
a performance measure. More importantly, Appendix 1 demonstrates the clear

relationship between the drivers of ROIC and management strategy.

2.5.3 Turnover as a growth measure
Sales and employment growth measures (absolute and relative) are clearly the most
popular dependent variable measures used in empirical growth studies by firm

growth scholars. These may be non-controversial measures but they are, on their
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own, regarded as incomplete measures of the true ‘economic value’ created by the
firm. Davidsson (2004) noted, when commenting on ‘high growth firms’, that
differing results are achieved when absolute and relative measures of the same
variables are used on the same dataset, leading him to conclude that what
constitutes ‘high growth’ firms depends entirely on the measures used. Sales and
employment appear to be popular in the firm growth literature because of the
relative ease of access to this information in certain developed countries (Davidsson,
2004; Anadike-Danes et al. 2009; OECD, 2010). Turnover (as shown in Appendix 1) is
the ‘top line’ driver of enterprise growth (and an indicator of the success or
otherwise of management’s strategy at increasing turnover and possibly company
value) and therefore can be regarded as an important driver of organisational
growth. However this is not the same as value capture for the firm. Post-tax
profitability levels are a measure of this. There is thus an important trade-off
between revenue growth and profitability levels as shown in Appendix 2 to this
chapter, which management must be aware of i.e. driving for revenue growth needs
to be balanced with concerns for profitability levels as diminishing returns sets in
beyond a certain point and shareholder value can be adversely affected (Hill & Jones,
2009: Chap. 11). This can result in destruction of shareholder value and is, in essence

‘bad growth’ (Arnold, 2009).

2.5.4 Employment as a growth measure
Employment growth, on the other hand, is generally regarded as a consequence of
enterprise growth and is not therefore, of itself, a satisfactory measure of firm

growth performance. This despite its recommended use (in addition to turnover) by
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the OECD (2010) for categorising high-growth firms (Eurostat-OECD, 2007). Some
scholars attempt hybrid measures (See: Delmar, 1997) but these have not gained
traction in the literature so far even though they have the potential to offer a more
robust growth measure than either sales or employment (Davidsson et al., 2006).
These authors note that researchers in the firm growth area in future will need to
focus on either myriad dependent variable measures or agree to settle on one if
cumulative knowledge is to develop in the area. As noted in the literature, both
approaches have their drawbacks and it is likely that the debate will continue until

either approach or a new approach gains the ascendency.

2.5.5 Shareholder value creation as a growth measure

To obtain a more complete and accurate firm growth performance measure which
acknowledges the customer value created and captured by the firm, we do not need
to look far. The firm, through its legal requirement to file annual returns and
accounts in developed countries (as a limited liability entity), has readymade value
creation and capture metrics available. This allows researchers to analyse the
financial performance of the firm. These financial accounts are an annual evaluation
of management’s strategic performance. They indicate (retrospectively) how well
management’s strategies contributed — or not —to shareholder value creation or
destruction (Rappaport, 1998; Hill & Jones, 2009: p.93; Arnold, 2009). Analysing
financial performance over a longer period, allows researchers to see management’s
strategy in action and to gain insights into its success or otherwise at creating
shareholder book value. More precise measures of the ‘economic value’ created by

SMEs would be measures such as economic profit (EP) (Fernandez, 2003) or
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Economic Value added (EVA®) ( Bennett Stewart 111, 1991), but these measures
require more detailed financial information than SMEs are typically required to file

on an annual basis. They are therefore more applicable to public companies.

Measures of the financial growth of firms are available for use by researchers in the
firm growth space and have been used successfully by some such as Becchetti and
Trovato (2002) who look at movements in the profitability and the return on the
invested capital in Italian firms. Shareholder value creation or destruction then can
be annually tracked as a growth measure. Christopher and Peck (2004:121) note
that:

Whilst there can be no argument that long-term, sustained profit has to be the goal of
any commercial organisation, there is a growing realisation that if profit is the end,

then we should spend more time examining the means whereby it is achieved.(p.121)

Profit is a measure of how successfully a firm achieves its commercial goals —
profitability as a percentage of the capital invested in the business (ROIC) is regarded
as the prime measure of how effectively value is created for shareholders (owners) in
a business over time (Baldwin, 2002). See: Appendix 1 to this chapter for a full
explanation. Unprofitable or ‘bad’ growth below the cost of capital to the business
destroys shareholder value — growth above the cost of capital conversely creating
value. Thus the two main drivers of increased enterprise or shareholder value are the
return on invested capital and the growth rate of profits. By successfully pursuing
strategies that result in a high ROIC and by growing operating profitability after tax,

shareholder value can be maximised (Hill & Jones, 2009: Chap.1 Appendix, p.37).
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Indeed, positive increases in shareholder value on an annual basis in small private
firms primarily arise from profitable returns (trading and otherwise) and/or fresh
injections of capital during the financial period. Decreases in shareholder value can
only come from losses during the year and/or withdrawals of retained earnings (or
losses on disposal of assets) and/or the payment of dividends to shareholders. Access
to the annual financial accounts of private firms over prolonged periods allow
researchers to track the historical performance of firms and, more importantly, the
success or otherwise of managements’ growth strategies. These performance
measures aggregated over a cohort of firms allows longitudinal analysis of firm
performance to be undertaken, thus meeting a necessary requirement of researching

firm growth (Davidsson, 2004; Dobbs & Hamilton, 2007).

The principal way then to increase shareholder value is by focussing on ROIC, profit
growth and high profitability levels (margins) (Baldwin, 2002). This prioritisation has
been applied to publicly-quoted companies over many decades and the same
principle can and should be applied to small and growing firms — notwithstanding the
difficulties of accessing, using and interpreting accounting measures of profit
(Rappaport, 1998). This ‘going concern’ measure is particularly problematic for the
valuation of new technology based firms (NTBF’s) (Storey & Tether, 1998) and for
technology start-up’s given their heritage deficit (Audretsch & Link, 2011; 2012).
Nevertheless profitability measures do, at the very least, provide a benchmark for

NTBF performance.

This need for focus on profitable growth and ROIC is finally been acknowledged in

the entrepreneurship/small firm growth literature (Davidsson et al., 2009; Steffans
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et al., 2009; Davidsson et al., 2010). The empirical research results of these authors
suggests that the pursuit of early profitability followed by ‘profitable growth’ rather
than the pursuit of growth (scale) per se (growth to profit) appears to be a more
robust strategy for the longer term survival of young, small, growth-oriented firms.
Thus profit/invested capital related growth measures are important measures to
track over time when researching growth patterns in small, growth oriented firms if
shareholder or firm value creation is the focus. 0’Gorman (2001) cautions that even
for businesses which achieve growth — this may come from market growth itself and

not due to managerial choice or competence.

Given the wide acceptance and understanding of the relationship between
profitability levels, profit growth, capital invested and firm value in the strategic
management literature (Hill & Jones, 2008; Johnson & Scholes, 2009), strategic
marketing (Doyle, 2010) and the corporate finance literature (Rappaport, 1998,
Baldwin, 2006; Arnold, 2009), it is important that future growth performance
measures in the firm growth literature have the:

Explicit inclusion of company value in future work, as this is arguably a more

terminal goal than either growth or profitability' (Davidsson et al.,2008:19).

This is an acknowledgement by some leading scholars in the ‘entrepreneurial’
research stream that ‘value creation’ measures may perhaps be the future of growth
performance measurement. Indeed it is a further acknowledgement that the
literature is remiss in having downplayed or ignored these insightful measures for so
long. In spite of the large number of studies which have used incomplete measures

like sales and employment to estimate growth, concerns about the validity of firm
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growth measures persist in the entrepreneurship literature (Cho & Pucic, 2005). It is
important to remember also that Capon et al., (1990) highlight the need to focus on
‘shareholder value creation’ in growth measures as early as 1990 in their meta-
analysis of firm financial growth measures then in use. Their suggestions however
have only recently regained traction in the academic literature on firm growth
(Davidsson et al., 2008a; Steffens et al., 2008; Davidssion et al., 2010). These
researchers, using Swedish and Australian data have investigated the relationship
between profitability and growth in the small firm in the smaller state and conclude
that ‘profitable growth’ is a superior long-term strategy for the entrepreneur than
‘growth—to—profit’ strategies. Whilst growth-to-profit strategies may be appropriate
to firms with disruptive innovation or operating at the edge of the technology
envelope (R&D based), it is not a strategy which is appropriate for the majority of

firms operating towards the incremental end of the innovation continuum.

2.6. Financing indigenous firm growth in the small state

Financing of firm growth is an important topic in the small state from both a demand
and supply side perspective. Figure 2.2 illustrates how firms’ financing requirements
and sources of finance change over the lifecycle of the growing firm (Berger & Udell,
1998). This approach implicitly supports the propositions of the Pecking Order
Theory (POT) of firm finance, which holds that firms will attempt to finance from
internal sources (retained earnings) before they seek external finance (Myers, 1984;
Myers and Majluf, 1984; Hogan & Hutson, 2005). SME financing strategies in smaller
states broadly follow international practice - (Mac an Bhaird, 2009; Mac an Bhaird &
Lucey, 2010). In small states the availability of state finance at the seed and venture
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stages of the financial lifecycle signals the belief that there is a ‘finance or equity gap’
for growth oriented firms which the financial system cannot or will not fill (Jarvis &
Schizas, 2012). Storey and Greene (2010) note that since ‘information opacity’ is a
feature of small business finance, there is always evidence of ‘market failure’,
implying that there may be a role for state intervention to correct the situation.
Empirical evidence is required to validate the existence of an equity gap and
unfortunately the literature is less clear on specifically what constitutes an equity gap
and how this might be measured (Mulcahy, 2005a). Whilst the life cycle model is a
descriptive representation of the broad financing process for firm growth, it needs to
be treated as a broad approximation of the process (Berger & Udell, 1998; Gregory et
al., 2005). The financial lifecycle approach suffers from the same predictive validity
issues as the lifecycle models in the firm growth literature (Greiner, 1972; O’Farrell &
Hitchins, 1988; Hanks et al., 1994; O’Gorman, 2001). Since most small firms do not
grow or grow erratically, the model cannot apply to all firms in all situations. By
seeking to raise outside equity the firm’s shareholders (through its management) is
signalling its growth intent and its recognition that it must dilute its shareholding if it
is to attempt to increase the future firm value (Carpenter & Peterson, 2002). Firms in
technology-driven sectors with initial high initial expenditure on R&D (Sunk costs)
generally employ higher levels of external equity and lower levels of internal equity
than traditional firms. Technology—driven firms typically are not generating enough
(or any) profits to meet their investment needs — at least in the early years after
start-up. Indeed lack of collateralisable assets is also a problem for these firms and
they must depend upon cash flow based financing options or the personal assets

and/or guarantees of the shareholders (Mac an Bhaird & Lucey, 2010; Jarvis &
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Schizas, 2012). Valuing such enterprises then is particularly problematic (Audretsch &
Link, 2012a, 2012b) as the value of the business may be in proprietary knowledge
assets which are ‘off-balance sheet’.

2.6.1 Financial Bootstrapping

Financial ‘Bootstrapping’ (Bhide, 1992; Winborg & Lindstrom, 2001) referred to by
Berger and Udell (1998) in Figure 2.2 as ‘initial insider finance’ is an under researched
area in the literature. It would appear to be an important skill for entrepreneurs to
learn as it teaches them how to manage with a ‘profitable growth imperative’
(Steffens et al., 2009) and identifies for them the link between cash flow,
profitability, profit growth and ROIC (Hill & Jones, 2009). Failure to raise sufficient
finance or to manage growth financing can lead to ‘overtrading’ or other cashflow or
undercapitalisation related difficulties (Merson, 2011). Bootstrapping also allows the
founder to develop their customer value proposition (CVP) before seeking outside
investors. Taking a bootstrapping approach to funding a venture also suggests that
the entrepreneur is applying an ‘effectuation logic’ to entrepreneurship (Sarasvathy,
2012) rather than the assumed ‘opportunity analysis’ approach (Davidsson, 2012). In
the effectuation approach the entrepreneur takes an iterative, emergent but
controlled approach to business development rather than pursuing a deliberate
grand vision. Acquiring outside finance before the firm is ‘investor ready’ (Mulcahy,
2005a; Mason & Kwok, 2010) can prove detrimental to the interests of the founding
entrepreneur - particularly if growth targets are not met. Barker (2002) - cited in

Merson (2011) concludes:

.... a lot of entrepreneurs think they need money to build the business faster when

they actually haven’t figured out the business equation yet (Pg. 35).
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Figure 2.2: Firm continuum and sources of Finance*
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*Whilst the sources of finance are broadly applicable in Ireland, one major difference is the presence
of the state — through Enterprise Ireland, its economic development implementation agency
(Enterprise-Ireland.com)-in the seed and venture funding space, the provision of public venture
Capital and grant assistance. (Source: Berger & Udell, 1998).

2.6.2 Financing Knowledge-intensive firms in the small state

There are a number of implications for growth-oriented firms in small states. Firstly
this review suggests that profitable growth should be pursued by entrepreneurs if
they wish to retain control of the business in the long term. Growth, in these
instances, is carefully managed but ‘good’ growth ensues as the entrepreneur is
guided by the ‘profitable growth imperative’ in creating shareholder value. If, on the
other hand, the entrepreneur wishes to harvest the business in the short to medium
term or aspires to leading a fast or high growth firm then they can pursue scale
driven strategies — funded in part by outside investors, generally private equity or
venture capitalists. Whilst this can be regarded as ‘bad growth’ in the traditional
sense — the ultimate objective is a ‘trade sale’ or IPO and shareholder value may be

realised in this way. This is potentially a more rewarding but more uncertain path in
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the short term for the entrepreneur. The approach adopted by the entrepreneur will
depend on their personal goals for the business (O’Gorman, 2012: 394).

This knowledge-driven growth model, developed internationally for new technology
based firms (NTBFs) is most appropriately applied in fast developing markets and/or
to disruptive technologies or with disruptive business models. This model underpins
the classic ‘venture capital’ approach to funding firm growth (Gompers & Lerner,
2001). It has been shown to be applicable to only a small percentage of young,
potential fast-growth firms in any given economy (Murray et al., 2012). Venture
capital providers are increasingly migrating to larger deals and to follow-on rather
than start-up funding. Therefore angel investors or angel consortia are becoming
increasingly important in back filing the market gap vacated by venture capital firms
(Mason, 2006).

Within the small state, the available pool of potential fast growth projects will be, by
definition, comparatively small. The number of projects will depend on the states
level of technological sophistication and the dynamism of and investment in the local
innovation eco-system in facilitating or stimulating innovative start-ups (Edquist &
Hommen, 2008).

Making private equity and/or venture capital more easily available to firms in the
state without correcting for the acknowledged strategy and structural weaknesses in
growing firms (O’Gorman, 2006; 2012) may result in suboptimal allocation of scare
resources in the small state - particularly if there is direct state involvement (Lerner,
2009; Murray & Liu, 2009; Bertoni et al., 2011; Murray et al., 2012, Barry et al.,

2012).
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2.7. The role and contribution of the State Support System to
indigenous firm growth performance in the small state

2.7.1 Macro and micro level policies.

The role and contribution of the state to indigenous firm growth remains an area of
contention in the literature (Bennett, 2012). If, as Baumol (1996) contends the
entrepreneur is ‘always with us’ and Marris (1999) observes that firm contribution to
social welfare probably lies in the realm of competitive dynamics then what role is

there for industrial policy and the institutional framework in the small state.

Storey & Greene (2010) note how macro-economic factors such as taxation,
regulation, immigration and competition policies exert powerful influences over
indigenous firm activity, principally because small firms are exposed to the
vagrancies of the external environment. The state therefore faces difficult policy
choices in how it treats the interests of its indigenous firm stock and the general
taxpayer. Storey & Greene (2010) further add that the justification for using public
funds to support SMEs is because of their job creation abilities, their contribution to
economic development, the sustainability benefits and finally because they are a
core political constituency. However controversy arises in how the state should assist
growing firms beyond creating the right enterprise environment for them (Baumol,
1996; Lerner, 2009; Hart et al, 2009). Bennett (2006) further reminds us that:

The first point on which it is important to be clear is that entrepreneurs and managers,
not governments, develop small business. But governments can have a profound
effect on all firms, particularly small firms operate and their opportunities to grow.
Indeed, government policy and its influence on the ‘institutional environment’ of a
country, region or locality has become a key focus of efforts to help improve how

small firms develop and economies compete (p.49/50)
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Bennett (2012) further opines that, at the micro-intervention level, the case for
direct government action has traditionally been justified by the ‘market failure’,
public interest and government as strategic planner arguments (See also: Breznitz &
Zimmerman, 2008; 2010). The lack of empirical evidence justifying direct micro-level
intervention however does not seem to deter governments, particularly in smaller
states from attempting to target direct assistance at ‘growth-oriented’ firms (Lerner,

2009: Storey & Greene, 2010; Mason & Brown, 2011).

2.7.2 Micro-level policy rationale

Governments can apparently justify very few elements of micro — level policies on
either the supply or demand side based on the available empirical evidence to date.
This point is re-affirmed by Bannock (2005), Davidsson (2008c), Bridge et al. (2009)
and Bill et al. (2009) in their respective findings. Storey & Greene (2010) further
reiterating that despite the myriad micro-level instruments in use, the quality of

impact evaluation is generally inadequate or non-existent.

How, where, when and why Governments intervene at microeconomic level to assist
SMEs largely depends on the prevailing political ideology and historical context of the
state in question (Breznitz, 2007, 2008, 2012; Mason & Brown, 2011). When
governments intervene at the micro level they attempt to pick or make winners, or
at least attempt to avoid picking losers. Targeting is seen as a very attractive public
policy approach when viewed from the ‘perceived need’, ‘additionality’ or ‘value for
money’ perspectives (Bennett, 2012). However Dobbs and Hamilton (2006) remind
us that firm growth is ‘idiosyncratic’ and depends on ‘context specific variables’

whilst Coad (2009) notes that empirical findings on firm growth so far have shown it
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to be ‘almost random’ in nature and thus highly unpredictable. Storey and Greene
(2010) therefore contend that - given the predilection of governments (particularly in
smaller states) to target firms for assistance (whether the reasons are well founded
or not) —then, at the very least, a robust monitoring and evaluation process should
be enacted to evaluate the impact of the intervention and to facilitate policy

learning.

The OECD (2008) cite four important reasons for the need to formally evaluate the
impact of small business policies — the substantial amounts of taxpayer sums
invested, to establish how effectively that public money is spent, the political
imperative/accountability and the need for efficient policy delivery. In short - there is

an ‘opportunity cost’ to using state funds for intervention policies (Mulcahy, 2005a).

Storey and Greene (2010) acknowledge however that it is the ability of a sovereign
state to nurture new ‘fast-growth’ firms (Gazelles) which is probably the [italics
added by authors] most important element in enterprise development. This largely
explains the focus on and resources committed by governments to growth-oriented
SMEs (Brown & Mason, 2012).

The literature in this area looks at approaches to micro-level state intervention to
support/encourage/stimulate an enterprise culture by selectively identifying and
supporting those entrepreneurial SMEs which Georgellis et al.{2000) define as those
‘with a strategic intent to grow’. These are the fast-growth or high growth firms
which make a disproportionate contribution to employment (Henerekson &
Johansson, 2008; OECD, 2010). Carr (2000b: 410,412) notes that:

The policy of selectivity has two strategic aims. First, to identify and support

entrepreneurial small business. Second to shape and nurture a strategic mindset .....
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Though entrepreneurs are encouraged to be more strategic in their approach there

are limitations on the efficacy of such order (P.410, 12).

These are important points as Section 2.4 of this chapter shows that typically SMEs
do not engage in overt formal strategic planning nor do they engage in traditional
marketing planning. Strategy tends to be informal and intuitive — emergent rather
than deliberate. Marketing tends to be more entrepreneurial than corporate
(Bradley, 1985; O’Gorman, 2006; Stokes, 2006, Shaw, 2012). This can have serious
implications for micro-level intervention policies which are targeted at these firms.
These interventions can be seen as an overt attempt by the state to impose a
strategic and rational approach to business planning - in the belief that suboptimal
performance (and the likelihood of business failure) are closely related to a lack of
attention to business strategy (Beaver & Ross, 2000). This approach needs to be
treated with some caution for the reasons cited earlier. However Carr (2000b:410-

11) notes that:

It can therefore be suggested that selectivity can be understood as a system by which
strategic order is imposed on entrepreneurial ‘chaos’ with firms being advised on how

best to develop their produce and market.

Its aim [the selectivity process — added by author] is to professionalise the way in
which entrepreneurs approach their business and to promote the development of a
strategic orientation. In doing this, selectivity requires the collaboration of
entrepreneurs in these practices of self-shaping, self—cultivation and self-presentation

(Pg. 410, 12).
Thus, the state and the SME owner can be at cross-purposes - not so much over ‘the
opposition to selectivity and rationality per se’ but sometimes around the selectivity
criteria that is applied. In small states with a ‘developmentalist’ heritage, the state

can be deeply implicated in attempts to ‘fashion’ entrepreneurial behaviour within
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small firms (ibid) - in trying to make winners. However sometimes the state finds it
difficult to apply truly objective criteria given the higher levels of social cohesion that
exists in small states, and therefore policy implementation can revert sometimes to
policies more akin to ‘blanket’ support. This is generally regarded as non-strategic
and suboptimal (ibid) i.e. it is satisficing rather than optimising behaviour. O’Gorman
and Cooney (2007) note that most developed nations do not have a formal, coherent
enterprise policy guiding policy interventions and thus a piecemeal approach ensues
causing duplicity and sub-optimality. This helps to explain the plethora of micro-level
policy interventions in small states. O’Gorman (2006:402) thus cautions:

It is important that policy makers appreciate the problem is not with the strategy

formulation process but, rather, the development of a clear competitive

advantage [bolding added by author] (pg.402).

At the level of the firm, it is about developing competitive advantage or differential
firm advantage (Cavusgil & Nevin, 1985; Prahalad & Hamel, 1990; Porter, 1995,
O’Gorman, 2012). Comparative advantage (whilst most important at the macro level
of the host nation) is but one part of the competitive advantage make-up of the firm
at the micro level. It is entrepreneurial firms which compete and trade
internationally and not nations (Mayer & Ottaviano, 2005; Bennett, 2006, 2012).
Porter’s diamond model (1990), Rugman and D’Cruz (1993) double diamond model
and Hollensen’s (2004: 85) synthetic model all try to encapsulate the complexities of
the internal factors and the competitive/environmental factors that
internationalising firms face (See also: Cassidy et al., 2010; Van den Bulcke et al.,

2010). The impact of this environmental uncertainty is magnified for from small
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states who are obliged to internationalise early — particularly those seeking organic

growth opportunities in the same product/market sectors (Merson, 2011).

Given the myriad internal and external influences and determinants involved in SME
growth, the instability of the growth construct itself, the complicating influence of
the growth-through-internationalisation process, the questionable logic of state
intervention at micro-level and it is little wonder that the contribution of stimulus
interventions by the state remains difficult to evaluate. Most cases therefore are
simply not rigorously evaluated (Storey, 2000; OECD, 2004: OECD, 2008; Storey &
Greene, 2012). Until impact evaluation becomes an integral part of the policy making
process, policy learning’s will not be captured and cumulative knowledge banks on
the firm growth process will not be amassed by policymakers (Papaconstinou & Polt,

1997).

Figure 2.3 is a representation of the ‘theory of change’ hypothesised to occur when
the small state makes a micro-level intervention in its indigenous growth-oriented

firms aimed at accelerating firm growth.

2.7.3 Isolating the effects of micro-level policy instruments

Impact evaluation has an integral role to play in the policy making process in these
circumstances. Evaluation cannot be left at the end of the line but instead, it has to
be a key element of initial policy formulation (OECD, 2008). Morton (2009) notes
that:

Impact evaluation encourages a shift in the focus of policy evaluation from the past to
the future and promotes the use of evaluation for policy learning rather than simply

for cost containment or control. (p.4).
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Once the policy is operational, all organisations and individuals responsible for
delivery have to be aware that evaluation is to take place. It is recommended that
monitoring and formative and summative evaluation should be integrated into the

programme design (Walker & Wiseman, 2006).

Once the evaluation has been undertaken it should be used as the basis for dialogue
with policy makers, with the objective of delivering better policy. The outcome of the
evaluation can then become an input into the debate on the most appropriate ways
for governments and SMEs to co-evolve to pursue economic growth (Breznitz, 2007,
2012). Policy formulation can thus become ‘evidence-based’. Policy can thus be

improved through a process of ‘radical incrementalism’ (Eisenhardt & Brown, 1998).
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This approach emphasises the need for a clear high-level view on SME policy’s long
term strategic direction. Near term initiatives or experiments can then be
contextualised by this longer view. Without this blueprint the near term initiatives
begin to lose coherence (Brown & Hagel, 2003) and a smorgasbord of policy
initiatives ensues (Bennett, 2012). In tandem with this Simonian (Simon, 1968)
‘incremental’ learning approach, the state can also involve itself in ‘market making’
i.e. putting in place the conditions for new markets and acts as co-ordinator or
facilitator where there are obvious co-ordination failure (Sissons & Thompson, 2012).
This requires policy makers to have superior research and diagnostic skills, be pro-
active and forward looking, but also effective at working with business and

institutions (Link & Link, 2009).

Attempting to evaluate the effects of programmes is complex and difficult as there
are myriad influences on and determinants of the performance of an SME - other
than that of programme participation (Figure 2.3). In essence, only when all known
factors (including chance) are controlled for can the impact of the programme be
accurately estimated. Given the paucity of cumulative knowledge in the firm growth
space and the lack of agreed specificity around the number of key variables, it is little
wonder that there is controversy in the impact evaluation field over the most
appropriate approaches and methodologies.

The OECD (2000) identified seven headings under which policy interventions could
be assessed. These are: Rationale, Additionality, Appropriateness, Superiority,
Systemic Efficiency, Own Efficiency and Adaptive Efficiency. Each of these areas is
important in its own right and should receive the appropriate attention if designing

policy instruments but the most important is the concept of Additionality. This is
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defined as the true impact of the scheme/programme. Theoretically this makes great
sense and whilst it is not always easy to quantify, it is likely to be reflected in a
measure such as additional output, or growth in employment or growth in sales,
exports, profits or assets that can be attributed to the existence of the policy. In
other words activity that would not have taken place without the policy programme
but is attributable to the firm participating in the programme. Figure 2.4 (Oldsman,
2002) is a simplified view of the process. It shows, for any given outcome, that policy
impact can be considered as the difference between the observed outcome with the

intervention and what would have happened without the intervention -

the counterfactual. Figure 2.4 shows these two outcomes diverging after the time

when the policy is implemented.

This illustration is most applicable to ‘Hard’ support programmes (financial support)
but is clearly more challenging to measure the effects of ‘soft’ supports such as
consultancy, training, management development etc. The diagram also does not
show that the state intervention can also result in a negative outcome for the firm or

cohort of firms in a programme.

Figure 2.4 The Impact of an Intervention

Outcome

Observed outcome
with intervention

. —
——
—

What would have happened
without intervention

. —
—— —
-

Time

Source: Oldsman (2002)
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Storey (2000) developed an approach to try an overcome the limitations of the
evaluation methodologies of that time. His six stage approach attempts to evaluate
the impact of specific programmes on firm behaviour and performance. This
approach was subsequently adopted by the OECD (2004) and has now become the
recommended approach of the OECD (2008). Whilst recommended as ‘best practice’
by the OECD, no exemplar case or empirical studies has yet been published to
demonstrate the appropriateness of the approach. Its usefulness remains an open
question until such time as an empirical research base has developed. It also appears

to be more appropriate for estimating the shorter term effects of programmes.

Rigorous evaluation seeks, by some means, to contrast the views or actions with
those of non-recipients in order to present the counter factual (White, 2010). The
difference between actual changes and the counter factual is viewed as the impact of
the policy (See Figure 2.4 above). The OECD recommended approach is applicable to
discrete policy instruments only and does not measure the effects of multiple
instruments or take an economy-wide approach. Impact evaluation, as discussed
here, is inappropriate for applying to the broader macro-level research questions
which are typically addressed by statistical or macro — economic modelling (Morton,

2009).

Storey’s approach to evaluating micro-interventions introduced the notion of using
mixed research methods in evaluation. Nevertheless Curran (2000) highlights the
methodological problems encountered when attempting to evaluate SME small
business policies and support through this methodology. On a broader level the net

contribution of the policy or programme has to be offset ultimately against
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deadweight (defined as desired outcomes which would have resulted even if the
policy or programme had never been initiated) and displacement (defined as the
result of the policy or programme where other firms not involved cease to trade or

have lower sales or employment or suffer higher costs) (ibid).

Curran claims that the most appropriate evaluation design to control for these
myriad external influences on SME programmes are versions of the ‘matched control
sample’ approach to establish the counterfactual — essentially a true experimental
approach (White, 2009). Storey (1998) however does acknowledge the difficulty of
‘matching’ firms given the myriad factors to consider in relation to the characteristics
of the firm, the characteristics of the entrepreneur/management/ownership, the
nature of the business strategy and the external environmental factors facing the
firm ( Smallbone & Wyer, 2012). Even firms in the same sector and locality may serve
very different markets (Curran & Blackburn, 1994). The methodological problems
above are compounded by issues around sample framing and response errors and
selection bias. Valid comparison between assisted firms and other firms can be
affected by administrative selection, self-selection or moral hazard (Storey, 1988;
Bennett, 1997). Taken together the problems of sampling, response bias, self-
selection and establishing control samples, make rigorous impact evaluation

extremely difficult (Curran, 2000).

The limitations of quantitative experimental techniques alone can be offset to some
extent by using qualitative techniques such as depth interviews, focus groups and
case studies. In addition to adding richness and depth to the overall findings, these

methodologies can also help identify the firms behavioural and organisational
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changes attributed to the programme or policy. This approach would appear, as far
as possible, to offer a methodological approach to the measurement of the strategic,
operational (increased sales, profits, employment) and behavioural changes (change
in organisational cognitive and absorptive capacities) postulated to happen in Figure
2.3. Changes in the environment provoke policy change which in turn initiates state
intervention which in turn stimulates the hoped for changes in the strategic,
operational and behavioural performance of the firm to create economic value. Thus
the contribution of the state micro-level intervention may be assessed along these
three dimensions. Table 2.4 shows the monitoring and evaluation possibilities
available for various intervention programmes and policies (Storey, 2004).

Table 2.4: Types of Government micro-level intervention instruments for SMEs and
the measurement of outcomes for the policy instruments

Programme Monitoring Evaluation Causal Measurement

relation
] ] [ =] = = output — cost

outcome
Provision o weak high

of information

Seminar. Training = =) < weak low
Consultation, Mentoring = ) < weak low
Grant O o = = = = strong low
Loan Guarantee [=] ] =) [s] < =] strong low
Equity progranune o ) < °© o s strong low
Tax incentive © < o < < strong high

(Source: OECD, 2004)

2.7.3 Theory based Impact evaluation approaches

In situations where the counterfactuals (as a precursor to establishing additionality),
cannot be reliably established or where it is not possible to construct satisfactory
control groups due to data quality or access issues then theory—based impact

evaluation (TBIE) approaches is more appropriate (Weiss, 1998; Stame, 2004;
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Carvalho & White, 2004; Rogers , 2007; White, 2009; Funnell & Rogers, 2011). The
Network of Networks on Impact Evaluation (NONIE) — an industry representative
group explain the benefits of theory based impact evaluation as follows:

The application of the theory-based approach implies that a well designed impact
evaluation covers both process and impact evaluation questions. Policy relevance is
thus enhanced as the study can address questions of why — or why not —an

intervention had the intended impact, not just whether it did. (White, 2009:p.3)

Thus TBIE examines the underlying assumptions of the causal chain from inputs to
outcomes in a particular programme or policy. The ‘theory’ in TBIE therefore refers
to the underlying theory behind the intervention programme. TBIE provides a logical
framework for analysis within which both quantitative and qualitative techniques can
be used to evaluate the impact of the intervention. Despite its undoubted
acceptance in principle by the evaluation research community, White (2009) notes
that few studies to date appear to meet the promise of the approach in practice.

One theory-based approach which has gained in popularity since it was first
proposed is Mayne’s ‘Contribution analysis’ - developed from his work on results
monitoring systems (Mayne, 2001). In sum the ‘Contribution analysis’ either confirms
the postulated ‘theory of change’ in the policy instrument or suggests revisions to
the theory where results prove otherwise. Mayne (2012) notes that a ‘contribution
analysis’ will rarely provide definitive proof. Causality is provided in probalistic terms.
This is differentiated from the ‘attribution’ issue in evaluation studies in that
attribution is used to both identify the cause of the effect and also measures it
quantitatively. Attribution studies attempt to establish how much of the effect is due

to the intervention but they require the establishment of the counterfactual to be
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effective (Leeuw & Veessen, 2009; White, 2010). Whilst attribution studies are
appropriate in the development field, in the business field their use has proven more
problematic due to the instability of the growth construct and the myriad

confounding factors.

TBIE is a pragmatic alternative to the attribution approach. The six stage
‘Contribution Analysis’ is an iterative process which builds a chain of evidence and
argument to get to a conclusive situation where ‘plausible association’ does or does
not exist (Hendricks, 1996). For ‘Contribution Analysis’ scholars then contribution is
defined as:

In light of the multiple factors influencing a result, has the intervention made a

noticeable contribution to an observed result and in what way? (Mayne, 2012:p.273)

Thus the impact on firm performance by micro-level policy instruments can be
evaluated whilst taking account of the change theory and myriad influencing and
determining factors present. The resultant ‘contribution analysis’ studies could then
input into the enterprise policy-making process so that future SME policy at firm

level can be ‘evidence-based’.

2.8 Summary and Conclusion

Small states are unique in the issues that they face. They are structurally different
from larger states. These differences have implications for the small state’s ability to
grow economically. The equation for growth then for the small state must ensure
that the positive effects of openness to trade and high levels of human capital
investment overcompensate for the negative effects of income and terms-of-trade

volatility in the medium to long term.
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In addition to the structural characteristics | it is important to realise that the internal
policies pursued, institutional strength and the competitiveness of the firms in the
economy will also have a bearing on economic growth. Thus it is the combination of
exogenous and endogenous factors, which determine the small state’s ability to
grow economically.

The stock of (SMEs) then in a small state is a key engine of economic growth,
particularly those that are in internationally traded sectors. However an operational
framework which distinguishes between growth and non-growth firms does not
currently exist despite the number of differing research traditions investigating the

issue and the number of empirical studies already carried out to date.

The ability to understand and predict the determinants of small firm growth has
increasingly occupied researchers but studies to date show that firms do not grow in
an orderly sequential fashion. Growth may occur in surges, may be reactive rather
than proactive or may not occur at all. Since the mid 1990s over thirty significant
independent variables have been identified by researchers as ‘being of significance’

in helping explain firm growth. However significant unexplained variation remains.

A consensus exists in the literature on the measures of the dependent or growth
variable. Employment growth, sales growth and asset growth respectively are the
most popular. Increasingly ‘shareholder value creation’ is being considered as a more
complete measure of a firm’s achievement and thus profitability, profit growth and
Return on Invested Capital (ROIC) are poised to assume greater importance in the

‘firm growth ‘ literature in future.
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Due then to the myriad factors involved, (not to mention the interactions between
these factors) in determining firm growth, there is no one pre-eminent approach
emerging and so researchers are contenting themselves with theorizing on the
‘influences on’ firm growth. There appears to be broad agreement in the literature,
that the main influences revolve around the interplay of the characteristics of the
entrepreneur, the strategies of management, the characteristics of the firm and the
characteristics of the external environment. Factors - identified in empirical studies -
which, on balance, appear to influence firm growth are: at prestart —up phase - prime
age, higher education and male with personality having an indirect effect: At start—
up — Location and whether the firm is limited liability. At post start —up there are no
clear factors identified as yet. Considering firm growth in the small state then, the
observable ‘geo-demographic’ factors identifies in wider studies are an appropriate
starting point.

Another aspect of the firm growth literature reviewed here is the ‘barriers to
growth’ or ‘constraints on growth’ literature. These barriers are analysed in the
literature by dividing them into those that are of an external nature and those that
are of an internal nature. The literature finds that it is management’s ability to
comprehend, deal with and respond to the firm’s environment, mediated through its
strategy, that ultimately exerts a major influence on the growth trajectory of the
firm. However large unexplained variation persists and this may be attributable to

omitted variable bias and the role of chance or luck.

After more than two decades then of firm growth research then, there are just four

known ‘stylised facts’ about small firm growth. These are: Firms that grow (even
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modestly) are more likely to survive; Fast growth firms are highly unusual, they make
up no more than five per cent of any business population; Growth is ‘spotty’ from
period to period and smaller and younger firms tend to grow more quickly than

larger firms.

Whilst these ‘truisms’ apply to business populations generally - individual firms can
and do prove exceptional. At this point in time it would seem that the ‘firm growth’
research community has yet to identify the ‘blueprint’ or DNA for successful growth
and the research may indicate - given the body of evidence accumulated so far - that

it may never be found.

One of the other key factors influencing or stimulating SME growth can be the state.
Given the lack of integrative theory and indeed the lack of consensus on specific
growth determinants, serious questions are raised in the literature over the
applicability and effectiveness of public policy initiatives in the area - particularly

micro-level interventions.

With the constraints on state resources in Small States and an apparent lack of a
guiding ‘Enterprise policy’, it is suggested that isolating the effects and evaluating the
effectiveness of micro-policy instruments should be a priority for policy makers.

Thus a crucial issue becomes one of isolating and evaluating the net effects or
‘Additionality’ of state micro- policy instruments on firms’ performance to determine
if the desired change has occurred. Did the policy instrument help ‘accelerate’
growth in a measurable way and did the state obtain added value from the
programmes? Evaluation methodologies applicable to micro-policies are discussed
from a theoretical and pragmatic perspective. The literature review suggests that
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whilst counterfactual methodologies make most theoretical sense, in practice Theory
Based Impact Evaluation (TBIE) approaches hold more promise. A TBIE methodology
which focuses on contribution rather than attribution and appears to hold most
promise from a pragmatic perspective is ‘Contribution Analysis’ — a systematic

approach to arriving at creditable causal claims.
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Chapter 3
Ireland — A Case study of a small late developing state.

International trade has been central to the growth of the Irish economy since the
1960s (O’Connor, 2001). As Ireland has a relatively small domestic economy with
the attendant levels of industrial specialisation, it needs to import to a greater
extent when compared to countries with larger domestic economies. Such imports
must, in the long run, be financed by export sales (Marin, 1992). However this
export-led growth hypothesis, based on the proposed positive link between exports

and output (Sharma & Panagiotidis, 2004) still remains controversial.

Nevertheless as a trade dependent economy (ESRI, 2008), Ireland would appear to
face two main challenges. Firstly to develop specialisation in sectors that yield the
greatest possible value added. Secondly, to produce these goods and services with
the greatest efficiency possible (Forfas, 2006). This is an equally difficult task when
the size of the population (less than 4.6 million) is factored in (CSO, 2012). The
literature reviewed in Chapter 2 informed us that small economies, despite their
scale-related constraints are poised for growth if they invest heavily in human
capital and R&D, and are open to trade and investment (Armstong & Read, 2003).
However, in an increasingly globalising world, the small open states vulnerability to
income and terms of trade volatility also increases (UNCTAD, 1988; Easterly &

Kraay, 2000).

In recent years, also in line with global trends in more developed and late
developing economies, the export growth performance of the services sector in

Ireland has outpaced that of manufacturing (Forfas, 2006, 2013). Across the OECD,
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services activities now account for an increasing proportion of economic output and
employment. In Ireland two out of every three jobs, and sixty four per cent of value
added in the economy is accounted for by services (Forfas, 2008). This has given
rise to the debate that developed, and late developing economies are undergoing
some form of ‘deindustrialisation’ (Rawthorn & Ramaswampy, 1998). This will
result, according to the more bearish commentators, in the future development of
an ‘hourglass’ economy with high value added service jobs at the top, an
increasingly denuded manufacturing sector in the middle and low value added
service jobs at the bottom (Brinkley, 2006). However this structural changes plays
out over the coming years, there is general agreement at supranational (EU) and
national policy level, that we are entering an era, where:

The strength of its knowledge industries and Europe’s capacity to diffuse knowledge
across the totality of the economy are fundamental to its success and are key to
lifting its growth of productivity to compensate for falling population growth and pay
for its social models {Kok, 2003:6).

The ‘knowledge economy’ or ‘knowledge-driven economy’ has arrived.

3.1 The knowledge economy

The knowledge economy is difficult to define precisely because, as the Work
Foundation (2006) acknowledged, the commodity it rests on — knowledge - is hard
to define with any precision. This, of course, creates problems for the quantification
and measurement of the concepts (Arrow, 1962). However the World Bank
Knowledge Assessment Monitor (KAM) (2009), attempts to describe the pillars of a
knowledge economy along four dimensions. The four pillars are; a states’ economic
and institutional framework, the quality of its education system, its national

innovation system and its ICT infrastructure. Ireland ranked 11th in the world in
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2012 across the 148 variables measured. Interestingly it does not include a ‘quality
of life” metric, which is widely seen as an important factor and the fifth pillar of a
knowledge economy. This pillar is seen as essential in attracting in ‘knowledge

workers’ to the host nation (Florida, 2003).

The Work Foundation (2006) has attempted to operationalise and adopt for its own
research purposes, the following working definition of what constitutes ‘the
knowledge economy’ within a state. It is:

The share of national income and employment produced by the innovating
organisations, combining ICT and highly skilled labour to exploit global scientific,

technological and creative knowledge networks (p. 2).

One of the key enablers of the knowledge economy is the intensive use of
information and communications technologies (ICT) as a catalyst for development in
the economy. The rapid fall in price and the vast increases in computing power have
allowed the creation of networked systems — including cloud computing and big
data - which are able to store, analyse and handle vast knowledge and information
flows. This represents a ‘soft discontinuity’ from the past (David & Foray, 2002), and
not a ‘new economy’ operating to a new set of economic laws as initially suggested

(Brinkley, 2006).

Whilst the Work Foundation definition gives a broad understanding of what the
knowledge economy is, it is important to find a more specific unit of analysis to
allow international comparisons of knowledge-driven economies or at least,
particular facets of these economies. For the purposes of the analysis here it is
more useful to use the OECD (2005)/Work Foundation (2006) definition of what

constitutes knowledge intensive industries within a knowledge economy — these are
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regarded as; High to medium tech manufacturing, finance, telecommunications,

business services (all OECD) and education and health (added by Work Foundation).

Applying these (broad) measures to Ireland in 2005 reveals that it appears to be the
most knowledge - based economy in the OECD. The industries described above
account for 48 per cent of Irish GDP followed by the US (43 per cent), Germany (43
per cent) and Sweden (42 per cent). 41 per cent of its workforce in 2004 was
regarded as knowledge workers, up from 30 per cent in 1995 (ILO, 2004). Yet
Ireland is only regarded as ‘Middle tier’ when judged by its ‘investment in
knowledge’ (a composite index developed by the OECD), decreasing from 2.6 per
cent in 1994 to 2.4 per cent in 2002 (OECD, 2006; Brinkley, 2006).This is consistent
with Ireland’s ranking on the European Innovation Scoreboard as an ‘Innovation
Follower’ (Europa.eu, 2009). O’Malley et al.’s (2008) also note that Ireland, whilst
experiencing high growth and innovation scores to 2008, achieved this paradoxically
with low R&D spend. Eurostat (2007) defines knowledge-based industries even
more broadly than OECD/Work Foundation (by including more traditional
industries). On this measure Ireland is ranked lower at ninth of fifteen in Europe
with 39.9 per cent of the workforce in knowledge-based industries. This fall in
ranking on the wider Eurostat metric can be attributed to the inclusion of
indigenous firms who dominate in the more traditional industrial sectors. This
measure thus gives a more accurate view of the overall economy. These indices
should be treated with caution given the conflicting definitions, methodologies and
data collection techniques used. However they collectively show that Ireland’s
performance on the ‘knowledge investment’ and ‘knowledge output’ scores are

below par fbr an aspiring knowledge-led economy.
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As a small, open, trade dependent economy then, Ireland’s performance on the
knowledge-based indices ultimately manifests itself in its export performance. This
occurs due to the close relationship between GDP, GNP and exports (Marin, 1992).
In 2006 exports constituted 64 per cent of GDP (CSO, 2006; Enterprise Ireland,
2006). It is suggested - given the distortive impact of FDI on Ireland’s GDP figures -
that GNP or GNI is a more reliable indicator of the states ultimate economic
performance. When this is done overall performance is less impressive (O’Hearn,

2000) but still comparatively strong (Smith, 2005).

An indication of the importance of exports to the Irish economy is its proportionally
greater reliance on them compared to other countries such as Japan, one of the
world’s most successful trading nations and the US, the world’s richest or even
Sweden, the world’s most knowledge intensive economy (WorldBank KAM, 2012).
Ireland’s export intensity expressed as a percentage of GDP is roughly 4.5 times the
figure for Japan and 8.5 times that of the US and over 1.5 times that of Denmark
(GlobalEDGE, 2007). Indeed Ireland places such heavy reliance on exports,
compared to its EU partners that at 64 per cent it has one of the higher export to
GDP ratios (Forfas, 2006). A summary economic profile of Ireland from IDA Ireland
(2008) using the KAM framework (Worldbank, 2012) is provided in Appendix 1 to

this chapter.

3.2 The direct contribution of FDI to Ireland’s economic growth.

Closer analysis however of the growth in Ireland’s exports reveals that much of it is
accounted for by the subsidiaries of foreign-owned firms. Read (2004) notes that

the determinants of FDI inflows to small states has received scant attention in the
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literature. However, in Ireland’s case, the consensus amongst policymakers and
academics alike is that these inflows are a mix of efficiency—seeking and market-
seeking FDI. These firms are drawn to Ireland for the low corporation tax rates
(12.5%), access to the EU market, the availability of skilled labour and the
supportive business environment (Breznitz,2007, 2012). (See: Appendix 1 to this

chapter also for further details).

Not surprisingly, FDI has also been primarily responsible for Ireland’s elevated
position on the ‘knowledge economy’ measures cited above and on globalisation
indices such as the AT Kearney Globalisation Index (AT Kearney, 2009) which
measures levels of international trade and investment intensity. Ireland was ranked
as the 5" most globalised economy in the world in 2007. Indeed one notable
feature of this performance relates directly to the size of the state. Seven out of the
top ten most globalised nations have populations of less than 8 million, with AT
Kearney asking why small countries rank so high, and noting in response that to be

1

globally competitive countries like Denmark and Ireland ‘... have no choice but to

open up and attract trade and foreign investment.’

Indeed O’ Connor (2001:50) was moved to exclaim that in Ireland’s case:

All commentators agree that Ireland’s success in attracting Foreign Direct Investment

is the key factor that has led to the major economic success in the last decade (p.50).

Smith (2005) cautions however, that Ireland’s case cannot be used as a blueprint for
other nations to follow - given the unique combination of exogenous and
endogenous factors that helped create it. That it is no exemplar economy nor is it a

showpiece for globalisation (despite its high ranking on AT Kearney index — author
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added). Krugman (1997) however notes that the image of Ireland as the ‘Celtic
Tiger’ may well have of itself contributed to growth. He points to the tendency of
FDI to agglomerate in specific locations. A herd mentality tends to take hold once a

location establishes with the ‘early movers’.

In their review of the performance of small business, the Oireachtas (Houses of
Parliament) Joint Committee on Enterprise and Small Business (2007) noted in
consequence that:

The role of Foreign Direct Investment (FDI) in the success of the Irish export sector

can hardly be overstated. Foreign—owned firms exhibit a greater propensity to export

and have outperformed indigenously-owned firms on export markets (p.10)
These exports from FDI, according to the Enterprise Strategy Group (2004) in their
review of industrial policy, account for most of Ireland’s exports (89 per cent) by
value. For the most part, they are goods and services which were designed
elsewhere, to satisfy market requirements that were specified elsewhere, and sold
by other people to customers with which the Irish operation has little contact, and

over whom it had little influence. Ireland is merely the country of production.

Porter (1990: 679) cited in Doyle & Fanning, (2007) perceptively identified, even in
1990 (on the eve of the so called ‘Celtic Tiger’ boom) the issues facing Ireland in
developing a balanced economic strategy between FDI and indigenous industry,
when he wrote that:
A development strategy based solely on foreign multinationals may doom a nation to
remaining a factor —driven economy. If reliance on foreign multinationals is too

complete, the nation will not be the home base for any industry ........ the results of

not developing more advanced forms of competitive advantage is a cap on economic
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development: rapid progress can be made, but it only goes so far ... In Singapore and
Ireland, my view is that the shift has been too little and too late. Neither nation has
truly committed to the slow process of developing a broad base of indigenous

industry (p.679).

FDI has been attracted to Ireland since the 1960s following a radical change of
policy from a protectionist agenda (for almost 30 years), to an export-led approach
(Kennedy, 1998; Donnelly, 2012). The first wave of foreign manufacturers arrived in
Ireland in the late 1950s after systematic cultivation by the Irish state with
attractive capital investment grants and tax breaks. The first major investors were
UK and German followed later by US corporations. O’Connor (2001) lists the
reasons for Ireland’s FDI success. These were a mixture of exogenous and
endogenous factors coming together to create an opportunity which the Irish state
was well placed to take advantage of. Endogenous factors were - Good industrial
development policy, the success of the IDA itself, targeting of the electronics,
chemicals and pharmaceutical industries, membership of the EU since 1973,
expansion and enhancement of the education system, improved infrastructural
communications systems, investment in infrastructure and other projects through
the EU Structural Funds (Barry ,1999), fiscal reform especially after the financial
crises in 1987, structural revolution in the economy, demographic dividend,
national wage and salary agreements, commitment to technological development,
revival of indigenous industry since 1980’s and an English speaking workforce.
Exogenous factors were — The sustained growth in the US economy from 1991 to
2001, changes in the underlying geography of the world economy, cultural similarity

with the US and lasting peace in Northern Ireland (Peace dividend).
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Finally Smith (2005) contends, in line with O’Connor (2001) that the Irish state
through its policies and agencies has played the major role in Ireland’s economic
success by targeting and successfully attracting technology-driven FDI from sunrise
industries. Ireland has therefore benefited greatly from the state’s foresight in
creating an attractive environment for FDI (See: IDA, 2012). From an employment
viewpoint with over 150,000 employees in above average (industrial wage)
employment (Forfas, 2005), the Irish state can point to real achievement in growing
employment. However Ruane and Gorg (1999) note that whilst employment
creation is the main yardstick by which FDI policy is measured, spillover effects and
direct linkages to the wider internationally trading sectors of the economy must
also be considered. Policymakers have attempted over the years to try and address
the latter two issues (particularly linkages) with limited success (Crowley, 1996;
Garhart et al. 1997; Barry, Bradley & O’Malley, 1999; Ruane & Ugur, 2005; Gorg,
2007). The increasing foreign-owned presence and sectoral agglomerations in
Ireland has managed to dwarf the indigenous exports sector since the 1990s

(Oireachtas Joint Committee on Enterprise & Small Business, 2007).

Total merchandise exports in 2006 were dominated by chemicals (49 per cent) and
machinery and transport equipment (25 per cent) — both sectors dominated almost
entirely by multinationals (CSO, 2007). Indeed Foreign owned firms accounted for

87 per cent of total value of merchandise exports in 2005.

Table 3.1 — Comparison of the direct* contribution of Irish owned v foreign owned
Firms to the Irish economy (2006)

Details Irish owned (internationally Foreign owned — Agency
traded) - Agency supported supported
{(www.enterprise-Ireland.com) (www.idalreland.com)
Employment 2006 151,710 153, 352"
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Total Sales 2005 - (Domestic 25bn 84bn
and Export) €

Merchandise 19.3bn 58bn
Services 5.7bn 26bnA
Exports € 9.6bn 79bn
Merchandise 7.6bn S5bn
Services 2.0bn 24bn

Export Intensity % 38.5 94

% of total exports 11 89

% Export growth 2000 - 2005 1.2 4.6
Expenditure in economy € — 16.8bn 17.3bn

Payroll, Raw materials and
local services

As % of sales 67 20
Purchases outside Ireland € 4.039bn 33.55bn
% of sales 16 40
Value Added 8.9bn 5.45bn
Primary destination of exports UK/EU EU/US

Notes to Table: * Only the direct economic contribution of each sector is considered as reliable comparative
figures are not available for wider linkage and spillover effects from each sector. A Whilst the value of service
exports have significantly increased it is unclear what the actual value generated from the Irish economy due to
transfer pricing/Intellectual property policies and aggressive tax avoidance schemes employed by the
multinational sector see: http://www.finfacts.ie/irishfinancenews/article 1024185.shtml.

+The figures shown here are for 2005 and provide a baseline for analysis but the overall trends from 2000 — 2011
are tracked at: http://www.finfacts.ie/irishfinancenews/article 1025535.shtml. Conflicting employment figures
are provided by Forfas (2013:6). Overall the employment figures quoted above are circa 5% below those from the
2013 figures. (Source: Forfas, 2005 — Annual survey of Economic impact, CSO, 2007 - adapted by author)

Foreign-owned agency-supported enterprises accounted for 66 per cent of
employment and 93 per cent of exports in internationally traded services (Forfas
2006). Table 3.1 compares and contrasts the direct contribution of both the Irish
owned (indigenous) internationally traded sector and the foreign owned sectors to

the Irish economy.

Ireland’s Industrial Development Authority (IDA), as a deliberate policy, is

attempting to increase the ‘stickiness’ of Foreign Direct Investment (FDI) projects by
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trying to encourage these multinational companies to locate more value added
functions like Research and Development (R&D), customer service and
marketing/sales functions and/or other key corporate functions in Ireland so that
they cannot be as easily uprooted as more basic operations and moved to lower

cost locations.

FDI has performed well for Ireland over the last twenty years in terms of
employment creation and inward investment and in helping diversify the
geographic spread of Irish exports and lessening the states traditional dependence
on the UK market (Breznitz, 2012). However the erosion of Ireland’s cost
competitiveness during the boom period 1993-2007 was a cause of concern. The
effect of this loss of competitiveness has been exacerbated by the global slowdown
in trade, recession and financial crises which began manifesting itself in earnest in
2008. Consequently unemployment in Ireland has increased from 4.6 per cent in
2007 to over 16 per cent in 2012 (CSO, 2012). In addition to the loss of cost
competitiveness, Ireland’s infrastructural, ICT and R&D deficits has also attracted
most comment especially when compared to leading knowledge economy
performers (NCC, 2006; Forfas, 2007; Aylward & O'Toole, 2007; ESRI, 2007; World

Bank (KAM), 2007).

3.3 The direct contribution of indigenous industry

The contribution of indigenous industry to overall export performance appears
disappointing for Ireland from a top line perspective (See: Table 3.1). The share of
indigenous exports fell from 26 per cent of the total in 1991 to 12 per cent by 1998.

In 2004 the share was virtually the same at 12.4 per cent (Oireachtas Joint
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Committee on Enterprise & Small Business, 2007). Indeed indigenous exports grew
in value terms just 1.2 per cent over the period 2000-2005 — an acknowledged
boom period for the economy (Forfas, 2005). Entrepreneurship contributed
significantly to domestic market growth before and during the period but not to

export growth (Acs et al. 2007; Anyadike-Danes et al. 2011).

In 2005 indigenous exports were approximately 11 per cent of overall export value,
falling to a low of 9 per cent in 2007. These figures however must be interpreted
with caution due to the transfer pricing/intellectual property and aggressive tax
avoidance practices of the multinationals based in Ireland (Hennigan, 2012; Palan et
al. 2013). Despite its apparently declining contribution to overall exports sales
values, the indigenous firms collective spend in the economy is just three per cent
short of the contribution of the Foreign-owned sector located in Ireland in 2005
(Table 3.1). This suggests in effect that the internationally-trading indigenous sector
spends 67 per cent of every euro of total sales generated in the Irish economy
compared to 20.5 per cent for the multinational sector. The foreign-owned sector,
in addition, spent 40 per cent of every euro of reported export sales on imports
compared to an indigenous spend of 16 per cent. These figures serve to illustrate
the potential that exists for improvement in indigenous industry’s contribution to
economic development through innovative entrepreneurship and scaling of export

activities.

There are two further exogenous factors that could impact negatively on Ireland’s
future success in the FDI area. Firstly there are moves from core states such as

Germany and France towards EU corporate tax harmonisation (Irish Taxation
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Institute & the Institute of European Affairs, 2007), and secondly changes have been
mooted in US corporate tax legislation which could restrict future FDI opportunities
(Hennigan, 2012). This exposure to potential exogenous shocks is in line with the
increased levels of vulnerability experienced by smaller states (Read, 2003) and
should give further impetus to efforts to develop internationally-focused indigenous
firms. Given the increasing global competition for FDI from lower cost countries,
Cooney (2007) rightly questions what will happen if Ireland can no longer entice as

many MNCs to locate in Ireland. He concludes that:

..... it is imperative that Ireland develops its indigenous industry by engendering a
greater number of [innovative] business start-ups and encouraging existing firms to
grow through exports. But how can this be achieved when no entrepreneurship

policy [enterprise policy] currently exists within government strategy? (Foreword)

The implications of the foregoing analysis is that — firstly Ireland has developed into
a ‘knowledge economy’ (See World Bank definition in Appendix 1 to this chapter)
on the back of FDI. However the MNC stock has not driven the country’s
‘investment in knowledge’ (OECD, 2007) to the same extent, and therefore Ireland
lags behind in some key aspects of knowledge investment (O’Malley et al. 2008).
This can clearly be seen on the indices from the Knowledge Assessment Monitor
(Worldbank KAM, 2012) where Ireland ranks 11th in the world as a knowledge
economy across 148 variables. Peer European competitors like Denmark, Finland
and Sweden all rank consistently in the top five in the world. Leaving
methodological and data considerations aside, this must be a cause of concern to

Irish policymakers for the future.
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3.4 Direct linkage and indirect linkages (Spillover Effects) and the
Absorptive capacity of indigenous industry

A further aspect of FDI requiring consideration for the host country is the issue of
direct linkages, which are expected to emanate from the creation of vertical
linkages in the host economy. The scope for the creation of these linkages however,
can be constrained by the shallowness of the economic structures in the small state

(Read, 2004).

‘Spillover effects’ or indirect linkage effects from FDI (Ruane & Gorg, 1999) are also
expected to be another beneficial spin-off from FDI. This relates to the
technological, knowledge and business processes introduced into the host economy
by FDI and the extent to which these proprietary knowledge assets ‘spillover’ into
the indigenous base thereby increasing their international competitiveness
(Kennedy, 1991; Crowley, 1996). Read (2004) notes that the magnitude of beneficial
linkage effects are likely to be constrained by the absorptive capacity of their

economies.

The empirical evidence to date in Ireland is mixed and suggests that expectations
have not been met. It appears that linkages (direct and indirect) are at the lower
end of the value chain (Garhart et al. 1997). Similarly Gorg (2007) concludes that
the few studies (Kennedy, 1991; Barry, Bradley & O’Malley, 1999; Ruane & Ugur,
2005) using traditional approaches to measure spillover effects do not come up
with overwhelming and unambiguous support for positive effects. Gorg and Strobl
(2003) using different measurement methods, found that only firms in hi-tech

industries benefit from MNCs in terms of having higher probabilities of survival.
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They suggest that firms are more likely to benefit from technology spillovers if they
have the necessary absorptive capacity (Cohen and Levinthal, 1990; Lane et al,
2002). Indeed Arnold et al. (2004) and subsequently (Forfas, 2005:30) specifically
recognised the importance of developing this capacity in the case of ireland when
they found that:
Nurturing absorptive capacity is a key policy need in many countries, but is especially
urgent in a place like Ireland where the uneven development of the economy means

that many sectors need to catch up, and where there is a rich supply of MNCs

providing opportunities for others to reap externalities. (p.30)

This linkage between MNCs and local indigenous entrepreneurs requires further
empirical analysis and research before more definitive conclusions can be drawn.
However, from a policy perspective, the Irish data is in line with international data
which suggests that policy should focus on the absorptive capacity of the
indigenous entrepreneurs, and the encouragement of vertical linkages in the
economy (Gorg, 2007). However Lane et al’s (2002:M4) cited in Forfas (2005:11)
contend that ‘Absorptive capacity is a complex construct which is difficult to

operationalise ...”

The view taken here of the absorptive capacity construct in this study is consistent
with Bessant et al.’s (2005) suggestion that the growth crises or ‘tipping points’
experienced by SMEs across the economy (which may need external knowledge to
transverse) are generally of a commercial rather than of a technical nature. Thus it
can be knowledge from potentially any source which helps remove or transverse

the barriers to growth. Forfas (2005:28) concludes that:
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An important aspect of absorptive capacity is the ability to identify and value external
knowledge. Without this, the firm is forever lost in the ‘learning paradox’ of knowing

too little to allow it learn (p.28).
Thus Smallbone et al. (1995) noted that the major differentiating factor between
growth and non-growth firms was the leadership team’s ability to develop and
execute on their product/market strategies. O’Gorman (2006) adds that the
strategy process is not the issue per se; it is the outcome of the process that is most
important - the creation of sustainable competitive advantage. Building capabilities
and skills to engender the ability to diagnose opportunities and develop competitive
advantage is therefore the major challenge at firm and policy level (O’'Gorman,
2012). Absorptive capacity levels within the leadership team underpin these
dynamic capabilities.

3.5 Entrepreneurship capital and its importance for knowledge
diffusion

Absorptive capacity then is a firm level construct which is connected to the wider
economy through the ‘knowledge filter’ in the economy (Acs et al., 2004; Acs et al.,
2012). The shorter the knowledge filter the quicker knowledge is diffused
throughout the economy (Audretsch, 2007). The key to shortening the knowledge
filter is the stock of entrepreneurship capital in the economy that is available to
commercialise the created knowledge (Audretsch, 2008). High growth regions are
distinguished by their relatively high investment in knowledge, low knowledge filter
and high levels of entrepreneurship capital (Acs et al. 2004; Audretsch & Lehmann,

2005). The ‘European paradox’ of high investment in knowledge but low growth

86|Page



rates is explained by the absence of high levels of entrepreneurship capital to
shorten the knowledge filter(Audretsch, 2007).

The focus on FDI in Ireland, despite the well documented employment and
investment benefits and attendant high rankings on ‘knowledge economy’
measures, has not acted as a catalyst to increasing the country’s overall ‘investment
in knowledge’ (OECD, 2007) to the extent desired as the knowledge created tends
to remain proprietary to the MNC creating it.

Even so, Ireland has effectively ‘bought-in’ its high knowledge economy ranking
through its FDI policy (Milner and Westway, 1993). Consequently Ireland lags
behind in some key aspects of knowledge investment — particularly in relation to
indigenous industry (O’Malley et al. 2008; Hennigan, 2012). In recognition of these
knowledge investment gaps, public investment in higher education R&D has
increased rapidly since 2000. This increased knowledge investment has been
supported by policy innovations such as the introduction of the Programme for
Research in Third Level Institutions (PRTLI) and Science Foundation Ireland (SFI).
Efforts to boost levels of business R&D and connectivity have also been intensified,
with a particular focus on indigenously-owned and smaller firms (Edquist &
Hommen, 2008). Despite this increased emphasis on knowledge creation - in-house
R&D, new technology adoption and human capital development in indigenous
firms, these developments come from a historically low base at state and firm level
and will require time to develop (O’Malley et al. 2008). Initial emphasis appears to
have been placed on the technology-driven sectors by policy makers. Audretsch and

Keilbach (2004) caution that:

In a region with high level of R&D and low level of unemployment this objective
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should rather be targeted towards knowledge-based entrepreneurship. There,
entrepreneurship plays an important role in the creation of new products or
technologies from publicly available technological knowledge. In regions with a high
level of unemployment and low R&D intensity, policy should rather focus on “low-
tech” entrepreneurship; a policy that aims to foster knowledge-based
entrepreneurship to strengthen the economic basis in such a region can be

expected to fail its objectives (p: 422)

Unfortunately Audretsch and Keilbach do not distinguish between exogenously and
endogenously sourced entrepreneurship capital. If these are analysed separately —
as in Irelands case (See: Table 3.1) —it is clear that science and technology policy
choices for indigenous industry were made which were probably too narrowly
defined and which did not pay sufficient attention to the inadequate linkages
between FDI and indigenous firms and/or indigenous firms and the 3" level sector
(Hennigan, 2012). In addition the structure and performance of the indigenous
sector exports were not given sufficient consideration. Whilst ICT, Pharma and
internationally traded services are the best performing export sectors from FDI, the
more traditional agri-food sector remains the consistently largest indigenous
exporting sector by employment and value despite the growth in technology-
intensive indigenous firms (CSO, 2012).
Audretsch et al. (2008) conclude:

Our results suggest that to focus policy solely on knowledge generation may not be

sufficient to generate stronger economic performance. By putting more emphasis on

entrepreneurship policy, [knowledge diffusion and commercialisation] policy-makers

can facilitate the transformation of new knowledge into new products and

technology that ultimately fosters regional economic performance (p.688).
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Brinkley (2006) also reminds us that the knowledge economy is not just about
knowledge- intensive industries but it is also about diffusing knowledge through
innovation to more traditional industries also. There would appear therefore to be
an opportunity for policy makers in Ireland to proactively facilitate and strengthen
the links between indigenous entrepreneurship capital and MNC subsidiaries and
the 3" level sector to maximise the value of the new knowledge generated in the
state. Acs et al. (2012) do show, using GEM data, that Ireland does have linkages
between FDI and knowledge-intensive entrepreneurship which can be developed
further. Indeed Robson and Gallagher (1993), Rugman and Verbanke (1993) and
Rugman & D’Cruz (1993) also show the benefits that can accrue to SMEs from the
presence of large multinational firms located in the state. However these potential

linkages must be proactively pursued and developed.
3.6 Industrial Policy and indigenous firm development

Whilst the future industrial development of the state depends on knowledge
creation, diffusion and commercialisation, the state has historically faced high levels
of unemployment, emigration and economic crises on its economic development
trajectory. It is therefore not surprising to find that ‘job creation’ has been elevated,
from a policy perspective, to the de facto national objective (Breznitz, 2012). This
has certainly been the case since the state embraced export —oriented industrial
policy and free-trade principles in the late 1950's (Stationary Office, 1958a, b).
However the development of Irish industrial policy appears to have been heavily
influenced from this period by the inherently contradictory ideology of ‘neoliberal
developmentalism’ in pursuit of the loosely-defined national objective (Breznitz,
2012). This ideology is contradictory in the sense of a professed belief in free-
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market principles, but with a strong developmentalist ethos. The Irish state
consequently is often referred to as a ‘mixed’ economy.

The states’ economic development organisations tasked with trying to achieve ‘job
creation’ are consequently vested with immense power, influence and resources by
the state. The MNC policy promises and delivers on substantial numbers of jobs and
inward investment although spillover effects and direct linkages into the wider
economy have been more limited than anticipated (Ruane & Ugur, 2005; Gorg,
2007). Indigenous industry, in contrast, promises not only smaller numbers of jobs
per project but high failure rates and they remain problematic for policymakers to

deal with.

MNCs thus gained policy priority whilst indigenous industry faced institutional
discrimination with regards to tax rates, financial support and land allocation
(O’Riain, 2004; Sterne, 2005). Whereas the Irish state sees its role as ‘facilitating’
the activities of MNCs in Ireland through its economic development agency - IDA
Ireland, it takes a more direct ‘developmentalist’ approach with indigenous
industry, through its development agency Enterprise Ireland (El). Both agencies
reporting since 1994 to Forfas, the national policy advisory board for enterprise,
trade, science, technology and innovation in Ireland which in turn reports to the

Department of Jobs, Enterprise and Innovation.

Indigenous industry, having grown under protectionist policies in the 1930s was
then neglected through the 40’s and 50’s to the 1980’s and only began to receive
state attention and support long after national policy became outward looking and

export-led (Breznitz, 2007). The 1973 oil crises, and the subsequent fall off in
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indigenous exports, closures and the huge losses in employment in indigenous
industry finally galvanised policy makers to question the states dependence on FDI.
However it took the Telesis review of industrial policy in 1982 to finally bring
indigenous industry’s growth possibilities to policy makers’ attention, and for
subsequent state support to be forthcoming. However the criticism of the disparity
in the levels of support available to FDI and indigenous industry continued until the
late 1980’s (Porter, 1990; Breznitz, 2012). In both policy makers and Irish investors
eyes (Hennigan, 2007), indigenous SMEs were seen as the ‘poor relation’ and
traditionally have been treated with lower priority than FDI by policymakers. This
prioritisation in terms of ‘job creation’ has held since the radical change in

economic policy in 1958.

The state did begin to adopt a more positive attitude to indigenous industry after
firms from the emergent software sector began to achieve global success in the
early 1990s, without significant state support (Sterne, 2004). Whilst the policy for
attracting MNCs to Ireland is a deliberate and well developed one, the enterprise
policy for indigenous industry remains emergent and fluid, fifty years on. This
largely explains the plethora of micro-level policy instruments available to
indigenous firms in Ireland and the lack of policy coherence at the state/indigenous
firm interface (O’Gorman & Cooney, 2007) (See: Appendix 2 to this chapter on
Enterprise Ireland supports for Irish firms scaling up — which included information
on the tailored expansion packages which are structured as repayable equity grants

or public venture capital).
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To put this in context - from 2001 to 2006 - in the second phase of the so-called
‘Celtic Tiger’ boom - Irish investors had invested over €41bn in overseas
commercial property whilst just €250m has been invested by Enterprise Ireland (on
behalf of the state), in export development projects in the same period (Hennigan,
2007). Using GEM data for Ireland from 2001 to 2004, O’Gorman and Fitzsimmons
(2007:48) were able to demonstrate that - in relative terms - informal investment in
Irish SMEs is relatively low compared with other states. It appeared that long term
indigenous export investment was being squeezed out of the economy by
consumption, construction and property development (Hennigan, 2007). Worse,
there appears to be no long-term vision of what contribution the state wishes
indigenous industry to make. Some commentators and analysts have argued for a
clear, coherent entrepreneurship or enterprise policy to guide enterprise
development (Small Business Forum, 2006; O’Gorman & Cooney, 2007; O’Gorman

& Fitzsimmons, 2007).

As a national economy then Ireland is over dependent on FDI for its export growth
and international performance. Indigenous industry, despite decades of state
investment and support in export development (but relative R&D under investment
— Forfas, 2005; OECD, 2006; O’Malley et al., 2008), continues collectively to
underperform from an international trade viewpoint. If Ireland is to build on its
achievements to date (driven by FDI) then indigenous industry will need to make a
greater contribution then heretofore and a much greater emphasis and effort needs
to be put into developing this indigenous capability (Enterprise Strategy Group,
2004; Best et al., 2009). Despite the fact that the state has identified circa three

thousand five hundred firms with the capacity to grow through internationalisation,
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these firms are typically SMEs who are, in many cases under funded, internationally
inexperienced and saddled with a small domestic and peripheral home market
(Enterprise Strategy Group, 2004). There would appear to be significant growth
constraints on these firms, which are reviewed in more detail in Chapter two and
empirically examined in Chapters six and seven. These firms however are being
actively encouraged to internationalise, despite the considerable resource and
human capital related constraints (O’ Gorman, 2012), by an institutionally strong
state support system - driven by a developmentalist ideology (Breznitz, 2012). This
is precisely what Telesis (1982) and Culliton (1992) warned against - the danger that
strong agencies and weak firms might develop under a state-directed industrial

policy regime.

If policy makers took a long term view (this is proving difficult given the maximum
five year government election cycle), then it would perhaps be developing, as part
of a comprehensive ‘enterprise policy’, a robust national innovation system (to
support indigenous firms) (O’Malley et al., 2008). This would ideally be easily
acsessible to entrepreneurial firms in the state, and would help, along with
improvement in indigenous firms’ absorptive capacities, reduce the knowledge filter
in the economy and improve international performance. Instead the ‘National
Innovation System’ or state support system has been allowed to evolve in an
emergent fashion in the ‘Enterprise policy’ vacuum which has existed for over
twenty years. This has resulted in the familiar ‘patchwork quilt’ of policy
instruments in this area - also evident in other states across Europe (Bennett, 2006;
O’Gorman and Cooney, 2007). Indeed the Strategy for Science, Technology and

Innovation (2006: 8) stated that ‘There are very real challenges ahead. Science,
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Technology and Innovation (STI) in Ireland are still relatively underdeveloped’.
Given the acknowledged low spend of indigenous firms on R&D (O’Malley et al.,
2008), the weak links between the higher education sector and industry and the
bureaucratic levels within the national innovation system and it is not unreasonable
to question whether the state’s expectations of and aspirations for the international
expansion of its SME base are well founded. O’ Gorman and Fitzsimmons (2007:47)
conclude:

GEM suggests that there are a number of deficiencies in the delivery of government

programmes targeted at entrepreneurs. These are a lack of coordination of the

efforts of separate state agencies, a lack of market or sector experience among

agency executives, and too much agency bureaucracy (p.47).

Brinkley (2006) reminds us that the knowledge economy is not only about
knowledge intensive industries but it is also about applying knowledge through
innovation to more traditional industries, to increase productivity and
competitiveness. Thus a clear, coherent, easily accessible, national innovation
development system could help in facilitating the development of these more
traditional industries also (Edquist & Hommen, 2008). Dasgupta and Stiglitz (1980)
note that market structures are created by the innovation game over time. Indeed,
were the state fully committed to the development of increased innovation within
firms it would perhaps take a more active role in making the state system available
as a ‘testing ground and seed market’ for these firms (Storey & Greene, 2010). The
question remains as to whether the implementation structures suggested can help
deliver on these aspirations at the level of the firm or produce the step change in

indigenous firm performance in the international marketplace that is required?
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3.7 Enterprise policy?

As far back as 1982 The Telesis Consulting Group criticised Ireland’s over-reliance on
FDI and favoured a better policy balance between FDI and indigenous industry. It
identified deficiencies in marketing, management and technology in indigenous
firms. Subsequent reports, Culliton (1992); Enterprise Strategy Group (2004) and
Small business Forum (2006) all identified similar deficiencies in the SME stock. The
structural changes in the economy, particularly the move in indigenous industry to
higher value added products and services over the twenty five years in question,
has been achieved in an environment without a coherent indigenous enterprise
policy (O’Gorman & Cooney, 2007). However there has been state agency

involvement at every stage of the firm development process (Breznitz, 2007, 2012).

The Programme for Government (2007 - 2012) i.e. the implementation document or
action plan for the National Development Plan — Transforming Ireland — A Better
Quality of Life for All (2007 — 2013) does acknowledge (p.6) that ‘The Government
will continue to invest to enable Ireland to compete seriously as a ‘Knowledge
Economy’. Despite the high rate of indigenous firm formation (GEM, 2007), few are
in internationally traded sectors, even fewer will develop into internationally
competitive companies (Hennigan, 2007). The implementation agencies responsible
for supporting indigenous exporters have approximately 3,500 — 5,000 clients in
total, i.e. between 4 to 6 per cent of the indigenous (SME) stock (See: Table 1.1,
Chapter 1). The OECD (2008, 2010) note that high-growth firms can account for up
to five per cent of indigenous firm stock. It is these firms - and those that can be

encouraged to join them in the coming years (new fast growing firms under five
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years old -gazelles) - that will determine whether the indigenous sector can help

address the imbalance in Ireland’s export performance and economic development.

Whilst the NDP document (p.5) does mention that one of its key economic policies
is to ‘Develop a growing focus on the SME sector’, the document focuses on the key
inputs of upskilling, R&D and development financing — all important inputs for the
competitiveness of SMEs. However nowhere in the document is mention made of
SME internationalisation, or the need to improve the diagnostic capabilities,

absorptive capacity or implementation skills of these firms.

In 2008 the Irish Government released its strategy document entitled - Building
Ireland’s Smart Economy - A Framework for Sustainable Economic Renewal (2008) -
This is its action plan in response to the significantly changed international
environment and which:
[1t] sets out an ambitious set of actions to reorganise the economy over the next five
years and to secure the prosperity of current and future generations. It sets out a
framework to address the current economic challenges and to build a “smart

economy” with a thriving enterprise sector, high-quality employment, secure energy

supplies, an attractive environment, and first-class infrastructure.
The document is an attempt to articulate a vision of where the state might be
heading in terms of its future export-led economic growth. It is intended to be read
in conjunction with Towards 2016 — The Ten- year Framework Social Partnership
Agreement 2006-2015 (2006). The forecasts on which this document is based have
been invalidated by the global economic crises but at least, in other respects, the

2008 document reflects the ‘new’ reality that exists.
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From a policy viewpoint, it would seem important that the state makes it a priority to
facilitate as many of these non-internationally trading firms as possible, to consider growing
through internationalisation. O’Gorman and Fitzsimmons (2007) point out that Ireland
requires not just more [innovative] entrepreneurs but more internationally growth-
orientated ones i.e. innovative entrepreneurs with an ability to develop competitive
advantage on bases other than scale or price. Indeed the Small Business Forum (2006) also
recommended that the state needs formally to develop a National Entrepreneurship Policy,
focusing on maximising the number of start-up businesses — particularly those aspiring to
high-growth. It is questionable whether the state should be expending economic
development capital and resources on any firm that does not have at least the ambition to
grow and develop through internationalisation. This call is echoed, in an Irish context, by O’
Gorman and Fitzsimmons (2007) when they state that Ireland needs more entrepreneurial
firms who might be expected to make an impact on economic growth, and thus the call is
for more potentially fast and high growth innovative and entrepreneurial firms. As a small
open, trade dependent, economy the internationally trading sectors must take
development priority if the returns on scarce resources are to be optimised (O’Gorman &

Cooney, 2007).

And whilst this researcher would not subscribe to the rather deterministic Porterian view
on the future of the Irish or Singaporian economies, considering the unforeseen
transformation that Ireland has gone through since 1990, it would appear that Ireland still
needs to properly grasp the nettle of becoming ‘truly committed to the slow process of the
development of a broad indigenous base’ (Porter, 1990:679). Much progress has been
made in developing and diversifying indigenous industry (Enterprise Ireland 2007). Whilst
the sincerity of effort at the implementation agency level is not in question, it would seem
that a step-change in political will, policy focus and resource commitment is required at this
stage, if indigenous industry is to make a greater contribution than it has heretofore.
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O’Gorman and Cooney (2007:19) in their review of industrial policy from the foundation of

the Irish state note that:

Certainly in the case of Ireland, where there are different policies for different
aspects of the entrepreneurial process, enterprise policy is not fully integrated into
the nation’s economic fabric, nor are all the aspects of policy fully comprehensive,

coherent or compatible with each other (p.19).

The absence of a coherent enterprise policy invariably leads to the smorgasbord of
micro-policy instruments and interventions, which are continually developed and
launched but rarely evaluated for impact in the public domain (See: Appendix 2 to

this chapter on how Enterprise Ireland supports Irish firms scaling up).

Building Irelands Smart Economy (2008) introduces the ‘Smart economy’ (Ideas
economy + Enterprise economy + Green economy = sustainable economic growth in
future) - the so-called triple P of profits, people, planet (Nattrass & Altomare, 1999;
Kennelly & Bradley, 2005). However this document still does not provide a coherent
and comprehensive ‘Enterprise policy’. There was reportedly one in development in
response to the recommendations from the Small business Forum (2006). Indeed
Forfas (2007) produced a report on the development of Entrepreneurship policy
and on the supports available to Entrepreneurs. Calls for a formal stated policy were
re-iterated also by O’Gorman and Cooney (2007) and O’Gorman and Fitzsimmons
(2007). Finally in May 2013 a public consultation document was released on A
National Entrepreneurship Policy Statement for Ireland (www.Djei.ie). The policy
statement is due for publication in quarter four 2013. This may help re-focus policy-

makers attention onto the increasingly important contribution that innovative
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entrepreneurship and indigenous growth—oriented firms can make to the future

prosperity of the state.

3.8 Summary and Conclusions

Whilst Ireland’s economic growth to date has certainly been shaped by exogenous
factors such as the rise in foreign direct investment, the Irish state has played - and
continues to play —a central role in the economy. This is not least in the provision of
a highly skilled and technologically adept work force and in the highly proactive and

targeted industrial strategy since the late 1980s.

Deliberate state policy has played a vital role in Ireland’s ability to attract
international firms. This policy change occurred in the late 1950s following nearly
thirty years of protectionism. Ireland deliberately targeted MNCs in technologically
sophisticated sectors such as Electronics, pharmaceuticals and software and these
have in turn made the major contribution towards the States rapid economic
progress in the 1990s and early part of the new century. FDI has been the major
contributor in Ireland’s classification as a ‘Knowledge economy’. However this is not
reflected in the wider economy as the state is regarded as middle tier in the
‘investment in knowledge’ (OECD) index and it is also regarded as an innovation

follower in Europe (CIS).

Far from representing a model of neo-liberal free-market capitalism then, the Irish
case highlights how state activism through its economic development agencies
might contribute to economic growth. Whereas the Irish state sees its role as
facilitating the activities of MNC’s in Ireland, it appears to see its role as one of

‘developing’ indigenous industry development. However policies underpinned by

9 |Page



this contradictory ‘neoliberal interventionalist’ or ‘neoliberal developmentalist’

ideology may be sub-optimal (Breznitz, 2007:2012).

FDI policy has been successful so far for Ireland on an employment level, however
the state is constantly seeking ways to ‘embed’ this mobile investment more deeply
into the economy (See: Table 3.1). Results on the benefits of direct linkage and
indirect ‘spillover’ linkage effects of FDI have so far been below expectation —
reflecting both the size of the domestic economy and the international experience
to date. Approximately ninety per cent of Irelands’ exports by value are accounted

for by FDI, demonstrating once again the host country’s overdependence on it.

International development of indigenous industry has proved to be more
problematic for the state, despite the states active role in SME development since
the 1980s. It is clear that enterprise policy has lagged behind FDI policy —indeed the
country does not yet have a stated enterprise or entrepreneurship policy. Aspects
of enterprise policy appear in other policy documents, but this policy area lacks a

clear vision and coherence.

In the next phase of economic development it would seem imperative that
indigenous industry is assisted through enlightened ‘enterprise policy’ to fulfil its
potential as a major growth driver for the economy, to complement to a greater

degree in the future the gains made by FDI policy to date.

To develop this enlightened enterprise policy requires more in-depth knowledge of
the influencers, determinants (and barriers) of economic growth in small states, of
indigenous firm growth in those states, of the internationalisation of those firms

and of the role and impact of the state in assisting SME’s grow-through-
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Who is eligible for support?

Tailored Company Expansion Packages are considered on a case-by-case basis. SME and large companies are eligible to apply
for this funding if the firm is an existing manufacturing or eligible internationally traded services company employing ten or
more people. Funding for firms with less than ten is available from the County and City Enterprise Boards which now also fall
under Enterprise [relands remit.

Typically companies are existing clients of Enterprise Ireland — circa 3,500 firms. http://www.enterprise-

ireland.com/en/Events/QurEvents/International-Markets-Week-2011/Financial-Support-for-Business-Start-ups-and-Growth-

Companies.pdf.

However, if the firm is not currently a client, it is advised to contact its local Enterprise Ireland regional office to discuss its
expansion plans.

What expenditures can be supported and what is the maximum funding?

Enterprise Ireland Tailored Expansion Packages can support new or incremental investment in:
Capital assets and job creation

R&D

Training

Management Development

Consultancy

The amount of Enterprise Ireland funding will be determined by the;
Need for financial support for the project,

Anticipated growth targets,

Potential employment, and

Regional location of the firm in Ireland.

Typically funding for job creation and capital is in the form of redeemable preference shares*. Funding for recruitment of a
key managers and training/management development is in the form of grant and funding for R&D is in the form of
grant/preference shares*.

* Enterprise Ireland’s Preference shares, unlike ordinary shares, have no ownership or voting rights. Enterprise Ireland’s
Preference Shares typically take the following form, Enterprise Ireland is entitled to receive dividends {based on an annual %
coupon/interest rate) and seek repayment (redemption) of its investments at a specified time (Enterprise Ireland generally
seeks redemption on the fifth anniversary of the investment). The dividend and redemption payments can only be paid out of
distributable funds. In certain cases Enterprise Ireland will take equity shares in addition or in preference to preference shares
if it deems it appropriate. The firm’s stage of development will determine the type of share investment. It can also take
cumulative convertible redeemable preference (CCRP) shares which can be converted to equity shares depending on firm
performance. These apply primarily to HPSUs but the same principles are common to all stage investments.
See: http://www.slideshare.net/keithbohanna/enterprise-ireland-investment-process-the-legal-element and
http://www.mirc.ie/mwep/documents/EIFinancialSupport.pdf for further information.

* Sourced and adapted from: http://www.enterprise-ireland.com/El Corporate/en/funding-supports/Company/Esetablish-

SME-Fundin
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Chapter 4
Research methodology and Data Collection

The primary objective of this study is to investigate the role and contribution of
public venture capital to the subsequent performance of growth-orientated
indigenous Irish firms over the period 1997- 2010. In addition this study will attempt
to identify those factors — other than public venture capital - that are the driving
and restraining forces on indigenous firm growth. This chapter explains the

research methodology employed to reach the objectives set for the study.

This chapter is structured as follows: Section 4.1 explains the research philosophy
and strategy adopted in the study. The research design and process is outlined in
Section 4.2. It also outlines the variables employed to investigate the performance
of the firms in the study. Data sources are also discussed here. Section 4.3 explains
the data generation and collection process whilst section 4.4 describes the choice of
case-study methodology and provides an overview of the case-study design and

cross-case analysis approach. Section 4.5 is a brief summary of the chapter.

4.1 Research philosophy and strategy

Johnson et al. (2004) suggest that there are two opposing research philosophies
residing at either end of the research philosophy continuum. These are the
positivist and interpretivist approaches. Positivist is the classic science based
hypothetical- deductive approach - primarily associated with quantitative data
analysis techniques. The diametrically opposed approach is the interpretive or
inductive view which is traditionally associated with qualitative data analysis

techniques. Much debate has taken place over the years amongst the research
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community on the relative merits and de-merits of both qualitative and quantitative
approaches (Hammersley, 2002). The emphasis in these ‘paradigm wars’ (Johnson &
Turner, 2003) is misplaced. The issue to be addressed is — what is the most
appropriate research strategy and design to answer the research question(s) posed
by the researcher (Domegan & Fleming, 2009). In some cases quantitative
approaches may suffice, in others qualitative approaches alone may be most
appropriate. It is argued that both approaches can be integrated within one study if
the research problem requires methodological triangulation to increase the validity
and reliability of the study (Patton, 2002). This can then maximise the ‘knowledge
yield’ of the research study (McCall & Bobko, 1990). This methodologically
combined approach has increased in popularity in recent years and is now termed
‘Mixed methods’ research (Johnson & Onwvegbozie, 2004; Tashakkori & Teddlie,
2007; Plano Clark & Creswell, 2011). In sum, Johnson and Turner (2003) define the

principles of this approach as follows:

Methods should be mixed in a way that has complementary strengths and non
overlapping weaknesses. ... It involves the recognition that all methods have their
limitations as well as their strengths. The fundamental principle is followed for at
least three reasons: (a) to obtain convergence or corroboration of findings, (b) to
eliminate or minimize key plausible alternative explanations for conclusions drawn
from the research data, and {c) to elucidate the divergent aspects of a phenomenon.
The fundamental principle can be applied to all stages or components of the research

process’ (Pg. 297).
This study therefore adopts a mixed methods approach as the most appropriate
approach to answer the research questions posed and the research objectives set.
The approach taken in the study is best described as a sequential explanatory

research design (Saunders et al., 2012:167). Quantitative analysis techniques will
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be used in combination with qualitative semi-structured interviews and archival
data (combined in case studies, cross-case analysis and contribution analysis) to
provide the necessary methodological and data triangulation (Patton, 2002). This
combining of the opposing positivist and interpretivist research approaches into
one study serves to highlight the overall research philosophy of the researcher -
which can best be described in research philosophic terms as pragmatic (Shields,
2004; Feilzer, 2010). Saunders et al. (2012) note that:

For pragmatists, the nature of the research question, the research context and likely

research consequences are driving forces determining the most appropriate

methodological choice (Nastasi et al., 2010). Both quantitative and qualitative

research are valued by pragmatists and the exact choice will be contingent on the

particular nature of the research (p.164).

Qualitative data is used to corroborate quantitative findings or vice versa in mixed
methods studies (Tashakkori & Teddlie, 2009; Bryman, 2012). Hence quantitative
and qualitative approaches can be viewed as complementary methods in the sense
that they use multiple measures to uncover variances or patterns in the data which
a single methodological approach may not have identified (Creswell, 2009). In this
study qualitative data is used to complement the quantitative study results. The
aggregate quantitative results and analysis will be presented in Chapter five and the
cross-case analyses (incorporating semi-structured interviews with CEQ’s of the
individual case firms) will be presented in Chapters six and seven. Chapter eight
concludes the empirical section of the study with a ‘Contribution analysis” which
combines all the empirical findings into a structured meta-analysis of the findings in

the entire study. The analyses in Chapters six, seven and eight are underpinned by
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ten descriptive case studies which are included as Volume two of this study. For

confidentiality reasons these case studies will only be available to examiners.

4.2 The research design and process

The research design can be exploratory and/or descriptive and/or causal (Saunders
et al., 2012). The design of this study is causal or explanatory. It employs
quantitative data analytic techniques (Quasi-experimental), confirmatory qualitative
techniques (case studies, cross-case analysis) and contribution analysis (Structured
Meta — analysis), in addition to a proprietary dataset to answer the research

questions posed and reach the research objectives set.

4.2.1 Design rationale

The first empirical Chapter in the study — chapter five, employs quantitative
methods to model the geo-demographic variables identified in the literature as
most likely to be the key observable determinants or key influences on firm growth
performance (Delmar et al., 2006). In particular this thesis investigates the role and
contribution of public venture capital investment on firm performance — using the
geo-demographic variables as control variables. The empirical literature indicates
that, so far, the firm growth phenomenon appears to be ‘almost random’ (Coad,
2009), idiosyncratic (Dobbs & Hamilton, 2006) and measurement dependent
(Delmar et al., 2006). Attempting to evaluate the effects of state investment
programmes on such an unstable dependent variable (Davidsson, 2004) is complex
and difficult as there are myriad influences on and determinants of the
performance of an SME - other than that of programme participation. These factors

include the characteristics of the entrepreneur, the characteristics of the firm itself,
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achieved to a satisfactory degree (randomisation is an essential requirement for
true experimental designs) (Malhotra & Birks, 2009). In the absence of
randomisation, the pragmatic researcher must be contented with quasi-
experimental designs (non-random assignment) with statistical controls (Morton,
2009) (Figure 4.1). Quasi-experimental designs for evaluation purposes are broadly
of two types — those based around comparison across time and these include the
traditional ‘before-after design’ and ‘time series’ designs - in particular the
‘interrupted time series’ design. The second group of designs are those centered on
comparisons across different participants and include Non-equivalent group designs
(NEGD) and the ‘Regression-discontinuity’ design (Reichardt & Mark, 2004). The
inherent deficiencies in the four prototypical designs mentioned above can be
offset to differing degrees by adding design features such as treatment
interventions, comparison groups, increased measurement occasions and /or
different outcome variables. The addition of differing design features can blur the
distinction between the two broad groups of quasi-experimental designs and add to
the robustness of the results from quasi-experimentation. Indeed the four designs
coupled to the four broad types of design features provide myriad design
possibilities (Table 4.1).

Careful consideration of appropriate combinations of designs and features can
reduce the internal validity threats (i.e. History, maturation, seasonality, testing,
instrumentation, attrition and statistical regression) inherent in quasi-
experimentation (ibid: pg. 128-129).

Morton (2009) concludes that:
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assisted firms and other firms (if available) can be affected by administrative
selection, self-selection or moral hazard (Storey, 1988; Bennett, 1997). Curran
(2000) therefore proposes the use of a combination of both quantitative and
qualitative evaluation methodologies to offset the limitations of quantitative

evaluation alone.

Thus quantitative analysis methods are often supplemented with qualitative
approaches which add richness and depth to the outcomes of evaluation studies.
They can also provide insights to organizational or behavioural change which are
due to the intervention under evaluation. Qualitative methods can also help - if
rigorously conducted - in reducing bias (Mays & Pope, 1995; Patton 2002). Used in
combination in this study qualitative and quantitative (mixed) method designs
provide a degree of triangulation not available through the application of a single

research methodology (Bryman, 2009).

4.2.3 Quasi-experimental design choice

To solve the ‘contribution’ problem of what would have happened in the absence of
state investment it is necessary to look at the firm performance (the dependent
variable) before the state investment (pre-test measure) and after the state
investment (post-test measure). Taking the mean performance post investment
from the mean performance pre investment gives a ‘Before and after’ measure
(Table 4.1) of any difference in performance possibly due to state investment (the
treatment intervention). However there are other possibilities for the change in
performance and these must to be controlled for. These include the demographic

profile of the firm (Delmar et al., 2006) and the firm’s geographic location (Aoyama
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et al., 2011). Using logistic regression it is possible to access the relative influence (if
any) of state investment on subsequent firm performance. The alternate approach
is to use a control group or ‘matched sample’ - which did not obtain state support -
but match the profile of the firms under study in other respects - to compare it with
the treatment group. In theory this appears to be more robust. Storey (1998)
however does acknowledge the difficulty of ‘matching’ firms, given the myriad
factors to consider in relation to the characteristics of the firm, the characteristics
of the Entrepreneur/Management/ownership, the nature of the business strategy
and the external environmental factors facing the firm (See also: Smallbone & Wyer,
2006, 2012). Even firms in the same sector and locality may serve very different
markets (Curran & Blackburn, 1994). Indeed Lenihan, Hart & Roper (2003) remark
that this matching is even more difficult in Ireland due to size constraints and the
fact that most growth-oriented firms have received state support of one form or
another. Kinsella et al., (1994) did undertake a matched control study on fast
growth firms on the island of Ireland but the control group was from Northern
Ireland (UK). Due consideration was not therefore given to the sectoral and wider
host sovereign-state environmental influences on firm performance (Evans &
Jovanovich, 1987; Porter, 1990; McGahan, 2004; Smallbone & Wyer, 2006; Hill &

Jones, 2008).

The design choice then is between research designs across time or research design
across groups (Table 4.1). This study chooses to apply the research-across-time
methodology in the quantitative part of the study in Chapter five. This is the most

applicable approach as it takes account of the recommendations in the firm growth
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literature, the limitations on data availability and the research context in Ireland. Of
the research-across —time options, the ‘Before — After’ design (with controls) is
therefore the most appropriate approach for this particular empirical study given
the firm population size, measurement occasions available and geo-demographic

information available on each population unit (Table 4.1).

4.2.4 Firm performance measure

Using the before and after design (with controls) - this study takes as its key
performance variable (the dependant variable), the creation or destruction of
shareholder value (Arnold, 2009). Increased shareholder value is created by
focusing on the Return on Invested capital (ROIC), profit growth over time and high
profitability levels (margin) (Baldwin, 2002). (See: Appendix 1: Chapter 2 for details).
These variables are recognized in publically quoted companies over many decades
as the appropriate measures of shareholder value creation. The same measures can
and should be applied to small and growing firms — notwithstanding the difficulties
of accessing, using and interpreting accounting measures of profit in measuring
shareholder value creation (Rappaport, 1998). This can be especially problematic in

new technology—based firms (NTBF’s) (Audretsch & Link, 2011, 2012).

This need for focus on profitable growth and ROIC has only recently been
acknowledged in the entrepreneurship/small firm growth literature as a priority in
value measurement (Davidsson 2005; Davidsson et al., 2009; Steffans et al., 2009;
Davidsson et al., 2010). These authors recent empirical research results suggests
that the pursuit of early profitability followed by ‘profitable growth’ rather than the

pursuit of growth per se (which hopefully will lead to future profit —- ‘bad growth’)
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appears to be a more robust strategy for longer term survival of young, small,
growth-orientated firms. Thus profit/invested capital related growth measures are
important measures to track over time when researching growth patterns in small,

growth orientated firms if shareholder or firm value creation is the focus.

Given the wide acceptance and understanding of the relationship between
profitability levels, profit growth, capital invested and firm value in the strategic
management literature (Hill & Jones, 2009; Johnson & Scholes, 2009) and the
corporate finance literature (Rappaport, 1998, Baldwin, 2006; Arnold, 2009), it is
appropriate that future growth performance measures in the firm growth literature
have the:

‘Explicit inclusion of company value in future work, as this is arguably a more

terminal goal than either growth or profitability' (Davidsson et al. (2009:19).

4.3 Data Generation, Collection and Analysis

4.3.1 Data sources

A proprietary dataset was initially developed in Microsoft Excel and then
transferred to SPSS20 for quantitative analysis. The dataset contains performance
variables constructed from eight years financial information for all firms in the
cohort. Both profitability and share value information was gathered for the two
years preceding state investment to establish a base line or pre-investment
performance measure. The year of the state investment was treated as year zero
(the treatment intervention year). This was necessary to create a break between
the ‘before and after’ performance measures and so develop an ‘interrupted time—

series logic’ (Yin, 2009). Five years post investment data was also collected from the
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The logistic function (the dependent variable) is particularly useful as it can take as
input any value from negative infinity to positive infinity whilst outputting values
between zero and one (Garson,2012). This is the most appropriate model here -
once the desired outcome is an estimation of whether shareholder value creation in
preferable to shareholder value destruction (Arnold, 2007). The study is also
interested in whether the states venture capital will be repaid and so this will also
be of interest as an alternate dependent variable. The outcome categories can then
be expressed as a dichotomous variable — was value created over the five years post
state investment period (1) or was value destroyed (0). Whilst return on invested
capital could in some circumstances be modelled as a discrete or continuous
variable, it needs to be modelled in binary fashion in this case as some of the firms
in the study had returned negative profit figures year on year which further
exacerbated the shareholder value decrease over time. This meant that it was not
possible to obtain meaningful Return on Invested Capital (ROIC) figures and thus a
dichotomous variable is the only suitable choice in capturing the value

creation/decrease construct in the cohort of firms in the study.

The outcome variable in binary Logistic regression differs from OLS regression in
that is expressed in probabilistic rather than numeric terms and its outcomes needs
to be interpreted differently (Garson, 2012). Since the probability of an event must
lie between zero and one, it is impractical to model probabilities with linear
regression techniques because the linear regression model allows the dependent

variable to take values greater than one or less than zero (Collett, 2003).
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Cross-case analysis

Case analysis is one of the most popular research designs in the social sciences (Yin,
2009) and the international business and management fields (Piekkari & Welch,
2011). Whilst case study design has traditionally been associated with qualitative
research it has much wider application and can incorporate both qualitative and
quantitative elements within an overall design.

Chapter six and seven in this study are cross-case analyses. Quantitative and
qualitative data was collected on ten firms from the cohort of firms in the study.
The resultant analyses were then written-up as descriptive case studies using
Storey’s (1994) and Smallbone & Wyer’s (2006) framework. (See: Chapter 2:
Literature review). The purpose was to identify possible determinants of and
influences on the growth trajectories and growth experience of each firm. Data
from these cases was then utilised in the cross-case analyses in Chapter six and
seven and also as input to the contribution analysis in chapter eight. Since there
were only fifty one firms in the study, it was appropriate to use a case study
approach. The case study analysis also provides corroborative material for the
guantitative findings in Chapter five. The primary data used in the case studies was
collected through semi-structured depth interviews with current or ex-CEQ’s of the
case firms — the key informant’s (Marshall, 1996; Fletcher & Plakoyiannaki,
2011).This data was supplemented with archival information, information from the
firm’s literature and digital assets and reported information in the media. These

provide the multiple sources of evidence suggested by Yin (2009; Chap. 4).
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Contribution analysis

Chapter eight completes the empirical analysis in the overall study by conducting a
contribution analysis (Mayne, 2001). This is a theory based impact evaluation
methodology (TBIE) (White, 2010). It is a structured iterative analytic technique
which looks at the ‘theory of change’ proposed by the policy instrument under
analysis. It take the evidence assembled in chapters five, six and seven and conducts
a meta-analysis to answer — as definitively as possible - the research questions
posed and objectives set at the outset of the study. Blaney and McKenzie (2007)
make a distinction in TBIE between those approaches which are ‘realist evaluations’
(Pawson & Tiley, 1997) and those approaches that develop an explicit programme
theory of change — (Chen, 1990; Weiss, 2000; Mayne, 2001). The approach which
has gained in popularity since it was first proposed is Mayne’s ‘Contribution
Analysis’ which developed from his work on results monitoring systems. It was
developed whilst he was considering what could be said about causality of an
intervention when only monitoring (weak) data was available (Mayne, 2012). What
distinguishes Contribution Analysis from other theory-based approaches in
evaluation is its more systematic approach to arriving at creditable causal claims.

Mayne (2012) notes:

From an evaluation perspective, the issue was what could be done to make credible
causal claims in the absence of experimental approaches. Many evaluations seemed
either to be silent on causality or, perhaps worse, made causal claims based solely on

the views of interviewees (p.271).

The objectives articulated by Mayne agree in principal with both Storey’s (2000) and

the OECD’s (2008) approach on impact assessment. However Mayne is more
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pragmatic in recognizing the limitation s on data availability and the difficulties in
creating creditable counterfactuals and thus estimating ‘additionality’ - particularly
when myriad influencing and determining factors are considered. The aim of the
analysis is to reduce uncertainty about the ‘contribution’ that the intervention is
making to observed results through an increased understanding of why results did
or did not occur and the roles played by the intervention and other influencing
factors. In sum the analysis either confirms the postulated ‘theory of change’ or
suggests revisions to the theory where results prove otherwise. Mayne (2012) notes
that a ‘contribution analysis’ will rarely provide definitive proof. Causality is
provided in probalistic terms. The six stage process is an iterative process which
builds a chain of evidence and argument to get to a conclusive situation where
‘plausible association’ does or does not exist (Hendricks, 1996). CA’s six stage
process which can be tailored for specific policies or programmes in differing fields
(Delahais & Toulemonde, 2012; Wimbush et al., 2012; Lemire et al., 2012). The

generic six stage process is as follows:

Step 1: Set out the cause-effect issue to be addressed

Step 2: Develop the postulated theory of change and risks to it including rival
explanations

Step 3: Gather the existing evidence on the theory of change

Step 4: Assemble and assess the contribution story, and challenges to it

Step 5: Seek out additional evidence

Step 6: Revise and strengthen the contribution story (Feedback loop to stage 4)
(Source: Mayne, 2001, 2008, 2012)

For ‘Contribution Analysis’ scholars then contribution is defined as:

In light of the multiple factors influencing a result, has the intervention made a

noticeable contribution to an observed result and in what way? (Mayne, 2012: p.273)
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Thus the contribution to firm performance by policy instruments can be evaluated —
taking account of the myriad influencing and determining factors present —

irrespective of the quality of data and access afforded the researcher.
4.4 Firm case studies

This section describes the case study methodology employed in this study. Case
study methodology is appropriate in this study for the following reasons: Firstly it
provides a useful tool for investigating a contemporary phenomenon within its real
life context as the boundaries between the two are not clearly defined (Yin, 2009).
In addition multiple sources of evidence are used to compile the study including
interviews, databases, firm records and media reports. This diversity of sources
brings multiple perspectives to the same phenomenon and is appropriate in
triangulating data (Patton, 2002). Secondly Case studies offer a richness and depth
of information unavailable for example in survey data (Saunders et al., 2009). It
offers both gquantitative and qualitative contributions to the overall study
complementing the empirical work of Chapter 5. By including interview data it also
allows the firm’s founding entrepreneur’s perspective on the drivers of the financial
performance measures thereby offering rich insight and further data triangulation
opportunities. Finally from an inductive research perspective, case study
methodology allows examination of whether the case observations (individually,
collectively or sectorally) are in line with existing theory or whether they raise some

new theoretical possibilities.

The case study design
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Researchers go about the process of selecting case study designs in a myriad of
ways however the design must in the first instance be driven by the research
question and research objectives of the study in question (Burton, 2000). The data
in the case studies in this dissertation came primarily from quantitative and
qualitative sources. Quantitative data was collected from the published financial
records of the firm, from the FAME database, Visionet, CRO, firm websites and
business media sources. The qualitative information came from interviews with the
CEOQ’s or ex-CEOQ/Founders of the firm under study. Interviews were conducted in
2010/2011 and were semi-structured in nature. This allowed the respondents to
provide a broader range of information/opinions/views than a fully structured
instrument (Domegan & Fleming, 2009). Although the overall structure of the topic
list presented to the interviewee was guided by the literature and the overall
research objectives, the respondents elaborated on the topics under discussion and
this provided some unexpected additional information and insights on the research
topics.

The questionnaire/topic list (See Appendix B) was designed to collect both
qualitative and quantitative data focused on the explanatory factors for the firm’s

performance in the eight year period under review.

Selection of the case study firms

Case study information came from the proprietary dataset generated for this study.
Ten in-depth interviews were conducted with the CEO or ex-CEO/founder of the
firms under study. These firms were chosen by ‘theoretical sampling methods’ for
their representativeness of the overall sectoral breakdown of the cohort of firms in

the study (Pettigrew 1988; Eisennhardt, 1989). Whilst there is no ideal number of
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was then succeeded with a secondary research period in Summer/Autumn 2011 on
the ten firms - to complete the data collection on each case firm.

A contemporary approach was adopted in making contact with the targeted cases.
Firstly the relevant firm founder or current CEO was identified and then approached
through the researcher’s professional network on LinkedIN (2012) — the business
professional network site. This eventually led to three interviews. Those executives
not on LinkedIN were sent a letter (See: Appendix A) requesting an interview.
Letters were then followed up by telephone if there was no response. This process
eventually yielded the further seven interviews required. Each interviewee was then
sent the topic list (See: Appendix B) in advance of the scheduled interview time and
a consent form. All interviewee’s signed the consent form and agreed to have the
interviews digitally recorded. The interview meetings were conducted in all but
three cases at the firms premises, two were conducted in hotels and one was
conducted at the interviewee’s private residence. Typically the interviews lasted
between fifty to seventy minutes and consisted of forty two questions divided up

into five sections as follows.

Table 4.4 Questionnaire Structure*

Topic area Number of questions
Characteristics of Entrepreneur 10
Characteristics of firm 4
Management strategies 9
External environment influences 11
Growth experience 6
Final questions 2

* Ten interviews were conducted — 6 in the Dublin region, 3 in the Leinster region and 1in the Munster region. A topic list
(Questionnaire) is included in Appendix B.
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explains the selection process for the firm case-studies, the case study data
collection process, the implementation of the case study data analysis strategy and
the use of a ‘contribution analysis’ framework to synthesise the empirical findings

and also to bring the study to a close.
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Chapter 5
The contribution of public venture capital to indigenous firm
performance in the small late developing state — a quantitative
analysis

The contribution that small and medium sized enterprises make to economic
growth in developed and late developing economies has been well documented in
the literature (Bolton, 1971; Birch, 1979, 1981; Storey & Johnson, 1987; Storey,
1994; Storey & Greene, 2010; Huggins & Williams, 2012). These studies have
highlighted an important role for the state in fostering and stimulating growth in
this sector (Lerner, 2009, Storey & Greene, 2010; Bennett, 2012). The argument
runs that if enterprise is an important engine of growth in the economy and
government policy helps shape this enterprise environment for entrepreneurs, ergo
government policy is important for entrepreneurship and small firm growth. Policies
which help stimulate entrepreneurial growth — both in terms of assisting new
entrants and for accelerating the growth of existing incumbents — are therefore
important (Minniti, 2008:779). The importance of effective enterprise policy is
magnified when the case of the small open state is considered. This is because of
the greater economic importance attaching to the SME sector in small states
(Greene & Mole, 2006). The open question remains as to how to devise, implement
and evaluate these effective policy measures? The objective of this chapter then is
to evaluate the contribution of a policy instrument — Public Venture Capital (PVC) -
to the shareholder value creating performance of established growth-oriented
indigenous firms. Start-up firms and policy instruments such as seed funding, aimed

at these firms are outside the scope of the study.
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In their zeal to encourage entrepreneurial activity and stimulate export-led firm
growth governments design micro-level programmes and policy instruments based
primarily on perceived ‘market gap’ or ‘market failure’ arguments (Bennett, 2006;
Storey & Greene, 2010; Murray et al. 2012). By attempting then to ‘pick or make
winners’ (Carr, 2000a), policy-makers attempt to ‘beat the market’. Murray et al.
(2012) observe that:
In order to correct for perceived supply-side failures in domestic VC markets, several
countries have set-up governmental VC organisations to invest either directly in
nascent and young ventures or indirectly as a limited partner in specialist VC funds
focused on young entrepreneurial ventures. Yet, state controlled investment
programmes with civil servants identifying and supporting national champions via

direct and preferential investment activities is now viewed with considerable

circumspection (p.3).
Enterprise Ireland (El)}, on behalf of the Irish state, undertakes both types of
investment referred to by Murray et al. with its ‘Seed and Venture Fund’ and its
direct share investments in internationally growth-oriented firms. El also directly
invests in or has invested in over six hundred firms to 2005. It manages these
investments directly on behalf of the State - although the state is not represented
on the boards of the firms (Enterprise Ireland Annual Reports, 1998 — 2010). This
chapter investigates the public venture capital investments in a cohort of these

firms.

! Enterprise Ireland is the Government funded agency for indigenous industry support. It was formed out of the amalgamation
of a number of development agencies .It is legally a subsidiary of Forfas: www.forfas.ie , the Government policy advisory
agency, but reports to the Department of Jobs, Enterprise & Innovation. http://www.djei.ie/. It is essentially an
implementation agency for government ‘enterprise policy’. Its major remit is to help develop the internationally trading
indigenous sector to grow its business by stimulating indigenous firms to become more innovative and competitive. See:

www.enterprise-ireland.com.
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Having gone through a rigorous selection process (See: Chapter 3: Appendix2), each
of the firms can be regarded as internationally ‘growth oriented’ or having an
‘entrepreneurial orientation’ (Delmar, 2003). These are the potential high-growth —
firms targeted by policy makers (Storey & Greene, 2010; OECD, 2010). These firms
are prime examples of the Irish state’s attempts at picking or more accurately
making winners (Carr, 2005a). The years covered by the investment period are
1999 — 2005. This is important, since these years coincide with the so-called ‘Celtic

Tiger’ boom years (Donnelly, 2012, Breznitz, 2012).

During the period of the study, the Irish domestic economy was growing at healthy
rates on the back of strong international growth (Table 5.1). Each firm included in
the study was identified from the Enterprise Ireland Annual Reports 1998 — 2005
(See: Appendix 1 in the annual reports). In each of the years under review (1999-
2005) the maximum number of firms obtaining (€635,000) or more never exceeded
ten firms nor fell below four (Enterprise Ireland annual reports, 1998-2006). The
evaluation of the performance of these ‘selected firms’ - subsequent to the state
investment- can also provide insights into the success or otherwise of the states
selection process and the quality or otherwise of the pool of indigenous projects

available for investment.

El initially identified all firms obtaining over IR£100,000 (€127,000) in share
investment in the 1998 to 2001 Annual Reports. From 2001 to 2008 however only
those firms obtaining £500,000(€635,000) or over were identified. Aggregate
information on shareholdings is only available in the annual reports until 2009 and

individual firm allocations are not provided. There has been a progressive move
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since the first annual report in 1998 to providing less and less information on

individual firms. No reason has been provided for this move.

Having identified a cohort of firms obtaining €635,000 or over, the company’s
registration number was inputted into the FAME database (Bureu de Djik, 2011) and
financial information (profitability and shareholder investment value) was gathered
for eight years on each firm, l.e., two years pre-state investment, the year of the
state investment and for 5 years post-investment. This allows a pre (before) - and
post (after) - investment performance measure to be calculated for each firm.
Missing data was obtained from the Companies Registration Office (CRO, 2011) and

Visionnet database (Visionet.ie, 2011).

5.1.1 Indigenous firm Export performance

Table 5.2 shows the performance of export-oriented indigenous Irish industry over
the period 1999-2005 against the positive macroeconomic backdrop of just over
four per cent annual average GNI growth from 1997 — 2006 (Table 5.1). Figures for
2006-2010 are included as 2010 was the last year that financial data was collected
for firms in the study i.e., firms receiving the state investment in 2005. These figures
represent the performance of Irish firms who are clients of El and thus are in the
vanguard of the country’s export-led growth strategy. The total turnover (Domestic
and export) of all El's client firms decreased by 1.3 per cent on average per anum
from 1999 to 2005. Data for 2006 — 2010 was not provided by El in their annual
reports. When the export proportion of the total turnover figure is considered,

export performance actually declined by 1.8 per cent on average per anum over the
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same period while employment grew by less than one per cent to 2005. From 2006-
2010 indigenous exports increased by eighteen per cent in value or 3.6 per cent on
average annually. Employment decreased by 3 per cent over the same period.
Despite the increase in indigenous exports, the employment decrease indicates the
difficulties that firms were experiencing on the domestic market particularly after

the global financial crises in 2008.

Total exports (FDI & indigenous industry) increased by 29.5 per cent from 1999 to
2005 or 4.6 per cent (9.7 per cent for the five years from 2006 — 2010 or 2 per cent
on average per anum) showing the divergence in performance between indigenous
exporters and FDI firms to 2005. From 2006 — 2010 indigenous exports
outperformed FDI in percentage terms. Indeed, the share of indigenous exporters
as a percentage of overall exports declined from 17.5 per cent of overall exports in
1999 to 12.4 per cent in 2005 but recovered to 15.6 per cent of total exports by
2010. Anyadike - Danes et al., (2011) further finds that new business creation or
‘entrepreneurship’ did not contribute significantly to economic growth to 2004.
Economic growth then was driven by FDI, domestic consumption and a
‘Construction bubble’ during the so-called ‘Celtic Tiger’ period’. Indeed economic
growth ceased to be export-led from 2001 signalling the growing domestic bubble
forming. Pro-cyclical policy measures contributed to the already overheating

economy (CSO, 2011).

The only sector to actually grow its exports during the period (1999 — 2005) under

analysis was the software and international services area - albeit from a relatively
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small base. Food and natural resources, consumer and industrial products all

declined or remained static (See: Table 5.2).

5.1.2 Public venture capital investment for indigenous firms

In the investment period under study (1999 — 2005), El invested €153,074,000 in
direct share investments in Irish indigenous growth-orientated firms to stimulate
increased growth. Thirty three per cent of the overall investment was invested in
the fifty one firms in this study. These fifty one firms each received a minimum of
€635,000 (IR£500,000) in share investment. On average this works out at £€987,000
per firm. Over the period, Enterprise Ireland’s annual budget increased from 1999

to 2001 and then declined to 2005. (See: Table 5.3).

The positive macroeconomic situation (summarised in Tables 5.1) raises questions
about the justification for state investment in individual firms - when the financial

system was benefiting from a low interest rate regime in the eurozone.

It also raises questions about the ‘market failure’ or ‘finance gap’ argument
forwarded by policymakers as justification for intervention in the marketplace
(Mulcahy, 2005a; Bennett, 2006, 2012). This unique economic situation also creates
an opportunity to analyse the possible contribution of public venture capital. It
effectively creates the temporal conditions for the conduct of a ‘natural
experiment’ on the firms obtaining public venture capital (See: Chapter 4 —
Research Methodology for detailed explanation of the research methodology
employed). The study then looks at the financial performance of these fifty one
recipient firms for two years pre-state investment to establish a baseline and then

for five years post-state investment (See Table 5.4).
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