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ABSTRACT



Since the 1980’s, there has been a growing interest in employing statistical methods to identify the factors associated with the success and failure of small firms. There is, however, little consensus amongst researchers as to what these might be. This paper will report the results of attempting to resolve some of the issues. Data from the case files of the UK’s largest venture capitalist, 3i, are analysed through qualitative response models and regression to establish which of a wide range of factors are associated with, and are probably direct influences upon, the survival/failure, growth and profitability of startups and of established firms. The factors encompass the personal characteristics of owners (e.g. their age, education levels and previous business experience), their strategies (e.g. degree of focus, extent of product differentiation, methods of securing business), their financial histories (e.g. their personal commitments) their export orientation (e.g. proportion of sales secured overseas) and the market conditions they face (e.g. the trend in sales in their principle market). The results cast doubt on the value to their companies’ performance of owners’ non-vocational training, suggest caution when seeking business overseas, and represent strong testimony to the benefits from adopting a focus strategy based on product differentiation.
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A puzzle for historians of research into management is why small firms have been virtually ignored within academic literature.



Theories have rarely been formulated about their



behaviour, samples rarely drawn from their populations. The perfect competition model consists entirely of small firms but is usually intended as a launching pad for understanding the large firm sector, rather than to explain the operation of the small. The subtext of even the monopolistic competition model is more likely to be “the implications of product differentiation in the absence of barriers to entry” than “the market conditions facing most small firms”, yet the second would be equally valid.



The puzzle arises from most firms being small. The UK is not untypical of other economies in that over 90% of its independent firms employ less than 100 employees, usually much less. It is ironic, therefore, that there is something of a stigma attached to being labelled a “small firm expert”. Indeed, some significance may be drawn from a comment being made at all. An interest in large firms would normally go unremarked, as though this were the natural field of study.



This paper examines the factors associated with the performance of a sample of small independent UK firms. Self-evidently any indication of how the performance of such firms can be improved will be welcomed by their owners. The results will also be of interest, however, to managers within large firms. The latter will almost certainly possess, indeed in some cases entirely consist of, subsidiaries with small workforces and it would be surprising if, in many respects, there were a great deal to separate these from independents of a similar size. Moreover, whilst the complexity of large firms does not readily facilitate employing econometrics to identify the relationship of individual variables with performance this
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handicap does not hamper research on the small firm sector. Perhaps clues can be gleaned about factors associated with performance amongst large firms in much the same way that in biology the functioning of organisms that are complex may be understood through research based on organisms that are relatively simple.



Previous Work Virtually all studies of what factors influence, or are at least associated with, the performance of small firms have been undertaken from the 1980s. Reviews of the literature are provided by Hofer and Sandberg (1987), Cragg and King (1988) and Hall (1995).



Studies vary



markedly in their degree of methodological sophistication and usually focus on a fairly narrow range of aspects of running a business. The effects of owner characteristics on performance is popular amongst researchers (for instance, Hornaday and Wheatley, 1986, Khan 1986, Miller and Toulouse, 1986, Carsrud, Olm and Thomas, 1989) and that of strategic factors increasingly so (for instance, Davig, 1986, Sandberg and Hofer, 1987, Chaganti, Chaganti and Mahajan, 1989 and Covin and Slevin, 1989). Studies which have considered a wider range of dimensions of management would be Chaganti and Chaganti, 1983, Birley and Westhead, 1990, Reid, 1993, and Hall and Adams 1993, 1996 and this list can be extended if the definition of performance encompasses failure/survival (Storey, Keasey, Watson and Wynarzcyk, 1987, Bates, 1990 and Hall, 1994).



What is quite striking is the lack of consensus about the relative importance to success of the various potential influences, indeed even about which factors have any importance.
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Methodology Data were collected from case-files of companies in which the UK's biggest venture capitalist, 3i (derived from Investors in Industry), made investments during the early 1990s. 121 were start-ups, the trading lives of which were less than two years, 164 were established firms. The average employment level of the two categories was 33; they were drawn from throughout England and Scotland but with 59% operating in manufacturing, 35% in distribution/services, and only 6% in retailing, the sample was biased towards the first activity at the expense of the last.



A further possible reason why the sample may not be typical of small firms in general is that their owners presumably believed their firms had sufficient potential for growth to warrant approaching a venture capitalist for funding but the impact of this on the results is not likely to be strong, given that the failure rate amongst investees reflected that of the small firm population as a whole and the growth rates of survivors demonstrated a high degree of variance. Certainly, the average 3i investee could not be described as a high flier.



Research based on statistical methods cannot usually establish causation, albeit that commonsense will often dictate the interpretation. This limitation has, therefore, induced a degree of modesty as to the objectives of the study which were to establish the factors associated with:



1.



The growth of start-ups



2.



The growth of established firms



3.



The profitability of start-ups



4.



The profitability of established firms



5.



The survival of start-ups
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6.



The survival of established firms



Whilst readily acknowledging the superiority of hypothesis testing over exploratory data analysis the emphasis of the project has been towards the latter. This was necessitated by the paucity of results from previous empirical studies, with little consistency in even the specification of variables, and by the lack of strong a priori expectations as to the variables likely to influence performance.



The exploratory data analysis consisted of stepwise OLS regression and stepwise logit regression. As is well-known (Ames and Reiter, 1961, Mayer. 1975 and Lovell, 1983) stepwise regression can produce inaccurate or misleading results in the presence of multicollinearity within the initial data set. None of the usual diagnostics suggested even high order multicollinearity, such as the correlation of two variables when in the presence of a catalytic third, nor, with the exception of the first two of the strategic variables described in the next section, first order, as would be indicated in a simple correlation matrix. As added safeguards the selection process was repeated on successive sets of initially non-selected variables and, furthermore, regressions were re-run with either some of the selected variables randomly omitted, or, similarly, some cases. The outcome is that the results would appear robust, to not have been influenced by omitted variable bias or multicollinearity and to be not unduly sensitive to choice of sample.



Variables The 3i case files provided data on fifty-one variables. Their definitions are provided in appendix 1 but they can be condensed into:
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1.



Strategic - whether the company was focusing on a specific type of customer or market; - whether the company was introducing features into its products (or services) to differentiate them from competitors; - whether the company adopted a low price strategy; - whether the company had strategic awareness as reflected by clarity about its goals, future plans and implementation techniques.



Defining companies within these categories was obviously a matter of judgement by the MBA student who acted as research assistant on this project but it should be noted that the categorisation of a company was conducted without prior knowledge of whether it had survived or, if it had, its subsequent rate of growth or profitability.



2.



Market Trends The change in sales of the relevant sector over the three years prior to the investment. This was derived from the government publication appropriate to each company.



3.



Personal Characteristics of Owners and Other Directors Their;



4.



-



age



-



years of business experience



-



education levels



Company Characteristics -



its age
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5.



-



the composition of its management team by area of responsibility



-



the size of its workforce



Marketing -



whether sales were made directly to end-users or through agents



-



whether the product was intended for consumers or for other companies



-



whether the firm exported to other countries or, for absolute start-ups, whether this was intended



-



whether the product was tailor-made to meet individual customer needs or whether it was standard across customers



6.



-



whether the company operated in a number of market sectors



-



the number of distinct products the company had to offer



-



the size of the 3i investment



-



the ratio of the investment to total assets



-



whether the investment was intended to fund fixed or working capital



-



profitability in the year prior to the investment



-



quick ratio



-



current ratio



-



cash headroom



-



income cover



-



debtor days



-



creditor days



-



stock days



Financial
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7.



-



proportion of investment secured



-



ratio of working assets to sales before and after investment



RESULTS



Factors associated with Growth amongst start-ups Table 1 Dependent Variable = proportionate change in sales over three years post-3i investment



80.1 X0 (66.2) 0.24



-



338.6 X45 (227.3) 0.14 +



-



538.87 X24 (117.3) 0.004



121.17 X26 (95.2) 0.21



+



+



208.5 X25 (171) 0.009



133.64 X15 (88.1) 0.14



-



R2



=



0.84



F



=



22.0 (significance = 0)



X0



=



Constant



X45



=



Selling in many sectors



X24



=



Whether the firms export



X25



=



Adopting a focus strategy or intended to



X6



=



whether second owner had a degree or equivalent



X41



=



profitability pre-investment



X26



=



whether pursuing a policy of product differentiation



X15



=



whether investment was intended for fixed capital



X42



=



profits three years post investment



+



110.59 X6 (76.4) 0.16



-



1.94 X41 (0.17) 00.00



9.66 X42 (5.5) 0.09



Numbers in brackets refer to standard error. Third line gives level of significance
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1.



Adopting a Focus Strategy Owners with a clear view as to their intended markets or customers achieved higher rates of growth than those who appeared to be expecting to sell across a range of markets or customers. Being focused can prove dangerous if the object of focus does not display the level of demand that is hoped. On the other hand a shot-gun approach risks spreading marketing activity too thinly. These results would suggest the latter to dominate and are consistent with Hall and Adams (1996) on instrumentation and Hall and Adams (1993) in reporting the results of the transnational STRATOS project.



2.



Selling in more than one Sector The importance of focus is underlined by the lower rates of growth enjoyed by startups that intended selling in more than one sector, rather than concentrate on only one, albeit that the level of significance on this coefficient is not particularly high.



3.



Product Differentiation This does not appear strongly related to growth but its coefficient gains dramatically in significance when "focus" is omitted from the variable set, reflecting the collinearity between these variables. This is hardly surprising because focusing on a particular category of customer often involves incorporating characteristics into one's products that match their perceived preferences.



4.



Exporting Firms intending to sell abroad achieved lower rates of growth than those selling domestically, testimony to the hazards of selling under alien conditions, previously suggested by Haatti, Hall and Donkels (1998), and consistent with the result of Hall
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and Adams (1993) that, across Europe, SMEs that attempted to spread their marketing effort across a number of countries, rather than to concentrate on a specific overseas market, or to limit themselves to their domestic, achieved the lowest rates of growth.



5.



Profitability Firms incurring the greatest losses pre-investment achieved the highest rates of growth post-investment and this is underlined by a simple comparison of averages. The average profitability before interest of start-ups with above mid-level growth was -141% whilst that of companies with below mid-level growth was +29%.



The



message would seem clear that owners that are prepared to make initial sacrifices by investing heavily in their companies during their launch would generally reap the benefit of enhanced growth during subsequent phases.



This trade off between



profitability and growth would appear to have continued after the investment, raising the question of whether entrepreneurs really should be as concerned with growth as their stereotype would suggest. Owners may well be prepared to endure initial selfsacrifice in order to see their companies enjoy greater subsequent growth but presumably on the assumption that growth will be accompanied by higher returns. From this result it would appear that the assumption that profitability can be expected to accompany growth is simply unfounded.



6.



Human Capital The only measure of human capital that might make any difference to the growth of start-ups was whether second owners had a degree or similar level of education, but the level of significance hardly merits very much optimism about the strength of the relationship.
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7.



Purpose of Investment Firms that intended the 3i investment to fund fixed capital achieved the highest rates of growth.



8.



Comparison of Averages There were only two differences, statistically significant at 5%, that did not simply reflect the results of the regression analysis:-



Creditor Days High growth firms took longer than low growth (150 days against 100) to pay creditors, perhaps because of the negative correlation between growth and profitability.



Forecast Growth Rather reassuringly for 3i the forecasts contained in its controller reports were higher for high growth firms (on average 670% over the next three years against 285%), though as the size of investment was not related to the predicted growth the results probably do not contain an element of self-fulfilling philosophy.
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Factors Associated with Growth Amongst Established Firms Table II: Dependent variable:- Proportionate change in sales over 3 years post 3i investment 210.9 X0 (75.1) 0.007



+



6.99 X6 (3.5) 0.05



-



2.19 X36 (0.74) 0.005



+



0.48 X30 (0.15) 0.002



R2



=



0.26



F



=



4.6 (significance = 0.0007)



X0



=



Constant



X6



=



Second director had a degree or equivalent



X36



=



Debtor days



X30



=



Percentage growth over previous three years



X35



=



Income cover



X3



=



Managing director had a degree or equivalent



X42



=



Return on sales three years after investment



+



4.44 X35 (1.5) 0.004



-



105.72 X3 (52.4) 0.05



-



Numbers in brackets refer to standard error. Third line gives level of significance.



1.



Human Capital Companies, the second directors of which had a degree or equivalent, were more likely to enjoy higher rates of growth than those with second directors that were less well educated. This is consistent both with the relationship reported above, indeed the level of significance is in this case much higher, and with the intuitively obvious theory that managers will usually benefit from education. This neatness is, however, disturbed by the negative relationship between the possession of a degree by the principal directors, almost invariably their owners, and the growth of their companies. This result proved robust when the relationship was retested in models containing variables with which the level of education might possibly be related, such as age and years of business experience or when retested with outliers deleted. As would be expected, there was some variation in the level of significance of the coefficient on this variable but none in its sign.



13



7.00 X42 (2.8) 0.02



2.



Past Growth High growth firms had a history of growth, suggesting a sustainability in the relationship of growth to its causes. In the sense that for those established firms that managed to achieve growth it was not a one-off phenonoma, it may be valid to dichotimise small firms into low and high growth.



3.



Debtor Days The level of outstanding debt was negatively related to growth. This could be a causal relationship with the improved cashflow from early payment providing fuel for faster rates of growth. Alternatively, securing prompt payment may be an indication of general efficiency which is then reflected in higher rates of growth.



4.



Income Cover One might have expected that growth would be usually financed through high levels of debt but, in fact, quite the opposite would appear to have been the case. Growth rates were positively correlated with the ratio of profits to the value of interest repayments made.



5.



Profitability - Post Investment The tradeoff between growth and profitability exhibited so forcibly within start-ups is replicated amongst established firms. Whilst perhaps serving as testimony to the sacrifices that owners are prepared to make to achieve high rates of growth the latter should clearly not be viewed as a route to profitability.
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6.



Comparison of Averages Other than those indicated by the regression analysis differences between high and low growth established firms were



Company age High growth firms were younger (8 years against 19);



Size of workforce High growth firms were smaller (employing 30 against 92), reinforcing the relationship with age;



Differentiation Strategy 31% of high growth firms had clearly differentiated their products from those of their competitors as opposed to 13% of low growth firms.



Factors Associated with the profitability of Start-ups Table III: Dependent Variable = Profitability of Start-ups, three years after 3i investment; 4.64 X0 (3.5) 0.19



+



5.32 X6 (2.7) 0.06



+



0.04 X37 (0.02) 0.02



-



5.54 X34 (2.7) 0.05



R2



=



0.19



F



=



4.1 (significance = 0.01)



X0



=



Constant



X6



=



Whether the secondary director had a degree or equivalent



X37



=



Creditor days



X34



=



Overdraft facilities



Numbers in brackets refer to standard error. Third line gives level of significance
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1.



Human Capital It would again appear that it is the level of human capital embodied in the secondary director that is important to the performance of the firms. One interpretation might be that the skills provided by formal education might not be particularly helpful to the principal directors of start-ups, perhaps because they fulfil a role that is more entrepreneurial, but they are relevant for their seconds in command who might take on more administrative responsibilities.



2.



Creditors Days The positive relationship with creditor days indicates that high profit firms were slower at paying their bills.



Higher levels of profitability may follow from the



improved cash flow implied by late payment but, nevertheless, is surprising as it contradicts Hall and Adams (1996) who found precisely the opposite result with respect to small firms in the instrumentation sector and who argued that the early payment maintains the goodwill of suppliers which can prove invaluable when the capacity of the latter is put under strain.



3.



Overdraft Facilities The negative sign on this variable's coefficient indicates that the high profit firms had not seen the need to negotiate as high an overdraft facility as the low profit. Clearly the measures that achieved high profits were not financed by overdrafts.



4.



Comparison of Averages Age Co-owners/Senior Managers of high profitability firms were younger (36 against 42).
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Use of Capital A higher proportion of high profitability firms used their 3i investment primarily to fund fixed capital (55% and 16% respectively).



Experience Principal owners of high profitability firms had greater experience in the same sector (10.3 years as opposed to 6.6) and more total experience (16.3 years against 13.5).



Tailor Made Products A greater proportion of high profitability companies produced products that were tailor made (63% and 28% respectively).
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Factors Associated with the Profitability of Established Firms Table IV: Dependent Variable = Profitability of Established Firms 3 years after 3i Investment 12.54 X0 (6.6) 0.07



-



0.26 X1 (0.15) 0.10



+



6.45 X26 (2.2) 0.009



+



0.0299 X14 (0.15) 0.07



R2



=



0.44



F



=



3.7 (level of significance = 0.005)



X0



=



Constant



X1



=



Age of managing director



X26



=



Pursuing a policy of product differentiation



X14



=



Total number of employees



X35



=



Income cover



X13



=



Ratio of 3i investment to total assets employed



+



0.224 X35 (0.02) 0.00



+



3.476 X13 (2.28) 0.14



Numbers in brackets refer to standard errors. Third line gives level of significance.



1.



Age of Principal Owner The coefficient on this variable might be regarded as hypothetically indeterminate. Experience will be gained with age; energy and openness to new ideas might be diminished. It would appear that, in this sample, the effects of such negative factors as the latter have dominated.



2.



Product Differentiation Differentiating one's products clearly from those of competitors would appear to represent a formulae with a very high probability of success.



This message is



underlined by the comparison of 37% of high profitability firms that adopted such a 18



policy with the 6% of low profitability. Whatever the benefits from matching the characteristics or attributes of one's products with those embodied in competitive products, for instance from exploiting ready made levels of demand, they are heavily outweighed by the pay-off from offering unique characteristics, with the concommitant potential to levy higher prices.



3.



Number of Employees The positive correlation between size of workforce and profitability might be a reflection of economies of scale but this could have been stated with more certainty if the sample had been drawn from a single sector as the minimum efficient scale will differ between sectors.



An alternative explanation would be that the numbers



employed increased as the firms expanded but, in fact, the post investment growth in sales was on average lower, 106% and 180% respectively, amongst high profitability firms than amongst low, albeit that the difference between the two means was only significant at 10%.



Possibly increasing the size of the workforce enabled a higher



quality of product to be offered, the impact of which was felt to a greater extent on price than on level of sales.



4.



Income Cover The positive coefficient on this variable demonstrates that the measures that achieved profitability were not financed, on the whole, by borrowing.
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5.



Ratio of 3i Investments to Total Assets It would appear that 3i made its biggest investments in the most profitable firms, though the high standard error does not suggest an unblemished track record in this respect.



6.



Comparison of Averages Differences that do not merely reinforce those indicated by the regression analysis would be



Industrial Production A greater proportion of high profitability firms sold their products to other companies rather than to customers or directly to customers (91% and 74% respectively).



Growth Pre-investment growth was higher for high profitability firms (162% as opposed 103%).



Overdraft Facilities High profitability firms had lower overdraft facilities (£288,000 and £631,000 respectively).
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Factors associated with Survival amongst start-ups Table V: Dependent Variable = 1 for survival, 0 for failure



Predicted



6.23X0 (4.87) 0.10



-



-



70.84 X24 (39.7) 0.06 19.61X28 (10.88) 0.05



-



+



0.3541 X31 (0.20) 0.04 0.3541 X50



-



+



1



Observed 0



81



1



1



1



38



0.1537 X13 (0.10) 0.07 21.34 X23



(0.20) 0.06



0



-



(12.7) 0.07



97.4



0.279 X38 (0.17) 0.07



R2



=



0.93 Numbers in brackets refer to standard errors. significance.



X0



=



Constant



X24



=



Whether the firm intended exporting



X31



=



Profitability in year prior to 3i investment



X13



=



Proportion 3i investment formed of total assets



X28



=



Owners were strategically aware



X50



=



Profitability three years after 3i investment



X23



=



Whether sales were made through a mixture of outlets and direct sales



X38



=



Stock days



R2



=



Likelihood ratio index = 1 log likelihood at convergence log likelihood at zero



1.



Percent Correct 98.8



Third line gives level of



Export Activity Start-ups that intended exporting were more likely to fail than those that would concentrate on domestic markets.



Owners may be less knowledgeable about the



characteristics of foreign markets than of domestic and the resulting risks would appear to have outweighed the benefits in increased potential levels of demand from
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extending marketing activities overseas. This message would be consistent with that of Haatti, Hall and Donkels (1998) on the problems confronting SMEs when they carry out overseas activities.



2.



Profitability at the Time of the 3i Investment During the initial phase of a company's life it is typical for owners to pump more money into their business than they can currently earn in the hope that their losses will be reversed at some future date. This is true of companies that were subsequently to fail but whereas the average loss amongst them was -18%, amongst survivors it was -69.2%. It would seem that it was the owners who had the courage to back their judgement with the greatest investment who were the most likely to prove successful and comparison of the average overdraft facilities at the disposal of survivors and failures, £62,303 and £167,397 respectively, would suggest the former were prepared to fund a greater proportion of the cost of their companies from personal resources.



3.



Proportion 3i Investment Formed of Total Assets The last inference is strengthened by the negative relationship between the chances of survival and the proportion that the 3i investment formed of total assets. Survivors looked to the venture capitalist for proportionally less of the capital to finance the hazardous transition from start-up to established company. Possibly an increase in emotional commitment from owners to their business accompanies an increase in their financial stake, an explanation that would be consistent with theories on principalagency relationships (Jensen and Meckling, 1976, Hutchinson, 1991).
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4.



Strategic Awareness Owners were deemed to satisfy this description if they appeared, from their submissions to 3i, to have a clear view of where they intended to take their company. To reiterate a point made earlier, the categorisation of firms into strategic types was made without prior knowledge of whether they survived. The first order correlation of this variable with any of the types of strategy was not damagingly high and an interpretation of its relationship with the likelihood of survival might be that, irrespective of the strategy pursued, it is better to be certain what it is than allow it to be dictated by events.



5.



Profitability Post Investment Three years after raising capital from 3i the average profitability of survivors was 9.4% whilst failures made on average loss of -133.6%. This is unsurprising but does not represent a tautology that might more appropriately have been omitted from the model1 because lack of profitability might have proved less powerfully related to failure than weaknesses in the control of cashflow. In fact survivors on average took longer than failures to collect their debts, 107 and 81 days respectively.



6.



Methods of Distribution Companies that distributed their products through a mixture of types of outlets and direct sales were more likely to survive, possibly reflecting a reduction in risk from diversifying across types of outlet.



1



Though clearly this would have had to have been the case were the purpose of this paper to create a model suitable for use in credit assessment.
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7.



Stock Levels Survivors carried a lower ratio than survivors of stock to sales, though, whether this is an indication of better stock management or of more buoyant demand for their products must remain a matter for conjective.



8.



Comparison of averages Differences not suggested by the model, or to which allusion has not already been made were:-



Age of Owners Owners of survivors were marginally younger (37 as opposed to 41).



Education of other directors A greater proportion of the secondary directors, possessed a first or higher degree (54% and 20% respectively).



Growth Failures had, on average, growth in sales of 99% over the three years after the 3i investment, which is somewhat surprising, but, less so, survivors enjoyed an average growth that was much higher, 353%.



Income Cover Whilst the ratio of profits to interest was 1.9 for survivors by the third year after the 3i investment this had fallen to -4.1 for failures, perhaps offering a clue about the trigger for the winding up of the companies.
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Predicted



Factors associated with Survival Amongst Established Firms 0 Table VI: Dependent Variable = 1 = survival, 0 for = failure



Observed



0 -0.3563 (0.37) 10.33



-



2.72 X48 (1.58) 0.08



+



0.1575 X50 (0.28) 0.00



+



1.19 X28 (0.45) 0.008



Percent



1 Correct



1



88



13



87.13



11



52



82.54



Overall 85.37



Numbers in brackets refer to standard errors. Third line gives level of significance. R2



=



0.44



X0



=



Constant



X48



=



Net Working Assets/Sales 3 years after 3i investment



X50



=



Return on sales three years after 3i investment



X28



=



Owners were strategically aware



R2



=



Likelihood ratio index = 1 log likelihood at convergence log likelihood at zero



1.



Net Working Assets It is commonly argued that small firms are highly vulnerable to failure to maintain an adequate level of working capital but this contention is not given support by the results of this study. Survivors contributed a lower proportion of their sales to net working assets than did failures.



2.



Profitability As with start-ups there was a strong positive relationship between profitability and the probability of survival.
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3.



Strategic Awareness The message would appear clear: whether starting a company, or running one that is already established, owners are more likely to avoid failure if they are strategically aware.



4.



Comparison of Averages



Equity Ratio Survivors had a higher proportion of investment in equity (61% against 49%).



Focus 36% of survivors adopted a focus strategy as opposed to 19% of failures.



3i Investment to Total Assets 3i investments formed a lower proportion of the total assets of survivors (64% as opposed to 94%) though the absolute size of its investment was higher in survivors than failures, £512,927 and £218,652 respectively.



Experience The owners of survivors had more experience in similar businesses (12.8 years against 10.8)



Quick Ratio This was higher for survivors (0.97 as opposed to 0.69).
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CONCLUSION



Not surprising, given that it has examined the factors associated with three measures of performance of two types of firms, this paper has presented a multiplicity of results, any of which might prove of interest when trying to understand why some such firms are more successful than others, but for its author the most important were:-



1.



Owners of small firms face a clear trade-off between growth and profitability. It is common to assume that the former is a route to the latter but amongst the firms in this sample this was generally not the case. Moreover, the owners of firms in the start-up phase suffered from a further trade-off, in that the likelihood of their companies remaining solvent increased significantly with the ratio of their expenditure to their earnings. Initial sacrifices appear necessary to increase the chances of survival.



2.



Strategic awareness would appear important for the survival of small firms, whether established or start-ups. Furthermore, some clues were provided as to the form this strategy should take. Start-ups with a clear idea of their intended customers achieved higher rates of growth.



Established firms that adopted a strategy of product



differentiation earned the higher profits.



3.



Owners of start-ups should be cautious about looking overseas for their business. Firms in the first two years of their life that were already exporting, or for absolute start-ups, intended doing so, suffered a higher rate of failure and, if they survived, generally experienced lower rates of growth.
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4.



There was no clear evidence that increasing the volume of human capital within small businesses improved their performance, indeed in that the directors of established firms who had degrees generally achieved lower rates of growth than those less well educated, the results are far from testimony to the benefits of higher education.
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APPENDIX Definitions of Variables



1.



Age of principal owner



2.



Average age of other directors



3.



Whether the principal owner had a degree or equivalent (= 1, 0 otherwise)



4.



Years of experience of principal owner in the same type of business



5.



Total business experience of principal owner



6.



Whether any secondary directors had a degree or equivalent (=1)



7.



Average years of experience of other directors in the same type of business



8.



Average total business experience of other directors



9.



Company age in terms of years of trading



10.



Whether the management team included a finance director (=1)



11.



Whether the management team included a marketing director (=1)



12.



Total amount of 3i investment



13.



Ratio of 3i investment to total assets (fixed tangible assets and current assets in the last audited accounts before year of investment)



14.



Total number of employees including management



15.



Whether investment was to fund primarily working capital (=1)



16.



Whether investment was to fund primarily fixed capital (=1) The alternative to 15 and 16 of a mix of purposes was omitted to avoid a dummy trap



17.



Whether investee was purchasing equity in the company (=1)



18.



Whether 3i exercised its right to appoint a non-executive director to the company (=1)



19.



Whether 3i's controller to the case was changed during the life of the investment (=1)
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20.



Whether the company's customers were other companies rather than retailers or endusers (=1)



21.



Whether sales were only made through agents (=1)



22.



Whether sales were made directly to end-users (=1)



23.



Whether sales were made through a mixture of channels (=1)



24.



Whether the company exported or, for absolute start-ups, intended doing so (=1)



25.



Whether the marketing effort was clearly to be focused on a particular type of customer (=1)



26.



Whether the company was clearly introducing features into its products to differentiate them from those of other companies (=1)



27.



Whether the company was clearly implementing a low price strategy



28.



Whether the company had a clear idea about its goals, future plans and implementation techniques



29.



The percentage growth in sales forecast by 3i for the three years following its investment



30.



The percentage change in sales over the three years prior to the 3i investment



31.



Profits before interest and tax as a percentage of sales in the year preceding the 3i investment



32.



Quick ratio = current assets minus total stocks/creditors payable within one year



33.



Current ratio = current assets/creditors payable within one year



34.



Cash headroom = bank overdraft facilities available to the company



35.



Income cover = profit before interest and tax/interest



36.



Debtor days = trade debtors x 365/sales



37.



Creditor days = trade creditors x 365/sales



38.



Stock days = total stocks x 365/sales
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39.



Proportion of 3i investment that was unsecured



40.



Proportionate change in sales three years after the 3i investment



41.



Profit before interest and tax/sales in the last audited accounts before the year of 3i investment



42.



Profits before interest and tax/sales in the third year after the investment



43.



Whether the firm survived (=1)



44.



Whether the company tailor-made its products to meet the individual needs of customers (=1)



45.



Whether the company traded in more than four sectors at Standard Industrial Classificiation level



46.



Whether firm was judged to offer a wide range of products for the sector in which it operated



47.



Historic working assets ratio = Stocks + Trade Debtors - Trade Creditors/Sales, in last audited accounts before year of 3i investment



48.



Future working assets ratio = stocks and trade debtors - trade creditors/sales, in the third year after the 3i investment



49.



Profit before interest and tax in the year prior to 3i investment



50.



Profit before interest and tax in the third year after the 3i investment



51.



Proportionate change in sales of the sector at SIC level over the three years prior to the 3i investment.
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