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I ntroduction Générale

Lucas (1978) prédisait I'extinction des petitesremtises et I'avénement des grandes
entreprises. Cependant, selon les études de I'lNSEE la décennie 1993-2003 en France,
seules 2% des petites et moyennes entreprises (BMiE)devenues de grandes entreprises.
Selon le méme institut, c’est un fort dynamisme tltés petites entreprises et des PME
intégrées dans de grands groupes qui expliquaissance de I'emploi salarié en France, sur
la période 1985-2000. Si les PME indépendantes smwihs dynamiques, c'est qu'elles
subissent une tension constante entre indépendatnceoissance. Cette thése vise a le

démontrer.

Les PME indépendantes sont confrontées & des problémescfars spécifiques qui
different sensiblement de ceux des PME intégréas da grands groupes d’entreprises. En
effet, les grands groupes fournissent aux PME wlnecarivilégié pour leur croissance car
elles bénéficient de leurs moyens techniques einéiiers. Les PME indépendantes, sur
lesquelles se concentre cette thése, regroupeRME&scontrélées par une personne physique
et les groupes de PMEElles sont particuliérement sensibles aux asyesétfinformation du
fait de leur taille réduite, du manque d’informatipublique qu’elles délivrent, et de la nature

spécifigue des actifs sur lesquels repose leurssaoce (capital humain, innovation).

! Voir notamment les études de Picart (2004) etrP{2806).

2 Une petite et moyenne entreprise (PME) est unepnise dont la taille n'excéde pas un certainl ssyprimé
en termes d’emplois (250 équivalent temps pleie)chiffre d’affaires (50 millions d’euros) ou deabbilan (43
millions). Cerner le champ des PME suppose ausgireledre en compte le degré d’autonomie de I'ensep
En France, 49% des PME font partie d’'un groupetdégmises, dont 18% d’un grand groupe et 1/3 dtoupe
de PME (Cayssials et al., 2007). Dés lors, les RiMé&grées dans de grands groupes sont excluesatupch
d’étude car les problémes financiers auxquellessedbnt confrontées difféerent sensiblement de desxPME
indépendantes. Les PME indépendantes.

% Les groupes de PME sont des groupes controlésneaPME et dont le poids économique est celui dRINME
(Loiseau, 2001).
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L’asymétrie d’information entre PME et investissewast a l'origine d’anti-sélection : les
investisseurs sont dans I'impossibilité de jugetadgualité des opportunités d’investissement
des PME, ce qui aboutit a un rationnement du fiearent offert (Stiglitz et Weiss, 1981). De
plus, 'asymétrie d’'information favorise I'aléa nabr Les investisseurs sont alors obligés de
surveiller les actions menées par les PME ce quriodicleur colt de financement (Jensen et
Meckling, 1976). L'opacité informationnelle limitdortement l'acces des PME au
financement externe (Gertler, 1988 ; Berger et 2001). Elle conduit les entreprises a
préférer 'autofinancement, car 'acces au finaneenexterne est interprété comme un signal
de mauvaise qualité par les investisseurs extéri@diyers et Majluf, 1984). La capacité
d’'investissement des PME est donc étroitement &ééeur performance (Carpenter et

Petersen, 2002).

Pour augmenter leur capacité de financement extesi®ME peuvent développer des
mécanismes de résolution des problemes liés afmaité informationnelle. La mise en place
d’'une relation de long terme entre investisseuPKIE permet d'atténuer les problemes
d’'anti-sélection (Leland et Pyle 1977 ; Fama, 1985hteraction répétée dans le temps entre
I'entreprise et I'investisseur permet a celle-cidévelopper une réputation et de réduire les
colts d'agence liés a I'asymétrie d’'information g@iond, 1989). Cependant, cette situation
créein fine une dépendance de I'entreprise vis-a-vis de I8tigeeur qui gagne en pouvoir de
négociation sur les profits de I'entreprise etestimesure d’extraire des rentes a ses depens
(Rajan, 1992). Alternativement, I'apport de fondsgres par la PME constitue un mécanisme
de gouvernance qui favorise I'alignement d’intéréttre PME et investisseurs extérieurs et
réduit les problemes d’aléa moral (Jensen et Megklil976). Cependant, le « co-
investissement » par I'entrepreneur a pour consexgude limiter 'expansion de I'entreprise

(Stulz, 2005). En effet, le financement familiat dmité aux ressources de la famille et
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colteux pour lI'entrepreneur, car il implique uneussdiversification de son patrimoine

(Moskowitz et Vissing-Jorgensen, 2002 et Chen.e2aD9).

Problématique et questions de recherche

Cette these explore théoriguement et empiriguementinteraction entre controle,
acces au financement et dynamisme des PMEet objectif améne a étudier les stratégies
financieres et organisationnelles par lesquelles RME concilient indépendance et
croissance. Nous apportons notre contribution & éeterrogation paguatre chapitres. Le
premier chapitre teste le lien entre intensité dotrdle familial et croissance des PME. Il
souligne I'existence d’'un comportement de croissegratient dans les PME. Une majorité de
PME favorise davantage le potentiel de croissantmng terme plutdét que la croissance a
court terme de la firme Le second chapitre dévedopp modéle théorique qui vise a
expliciter les fondements de ce comportement patie@ cadre théorigue montre que la
détention de réserves de liquidités est une stefémnciére permettant aux PME, dont les
opportunités de croissance sont illiquides, degm&s leur potentiel de croissance. Les deux
derniers chapitres se concentrent sur une stratiegeroissance particuliére : la constitution
d'un groupe de PME. Le troisieme chapitre interrd'gfficacité de la constitution d'un
groupe de PME comme stratégie organisationnellerdissance. Le dernier chapitre traite

des motivations de I'entrepreneur a adopter ce ndedsroissance.
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Organisation de la these

Les deux premiers chapitregtudient les conditions financieres de la croissades
entreprises familiales. Le premier chapitre coniitau débat empirique sur le lien entre
structure de propriété et performances dans les.RME partie de la littérature observe des
résultats allant dans le sens de I'hypothése déraliéé: la structure de propriété n'a pas
d’influence significative sur les performances #4E (Charreaux, 1991 ; Bughin et Colot,
2008). Par contre d'autres études observent qudPME familiales tendent a étre plus
performantes que les PME familiales (Allouche et awm 1995 et 2008). Ce chapitre
contribue a cette littérature en abordant la caemiss des PME familiales qui est une
dimension de la performance peu explorée, la dittée se concentre essentiellement sur le
lien entre structure de propriété et rentabilitél'iAstar des travaux de Hirigoyen (1982),
Mignon (2000) et Arrégle et al. (2004), les régslidu chapitre 1 indiquent qu’une proportion
importante de PME familiales met davantage I'aceantle potentiel de croissance a long

terme plutét que sur la croissance a court termia dieme. Le second chapitre propose une

formalisation théorique de ce comportement de samise patient des PME familiales.
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Le chapitre 1 (adapté de Hamelin, 20194nterroge le lien entre intensité du controle
familial et croissance économique des PME. Il $’d@ine étude empirique sur échantillon de
34 915 PME familiales francaises sur la période812807, obtenu a partir de la base
DIANE. Une PME familiale est une entreprise dontléffre d’affaires annuel est inférieur a
50 millions d’euros et dont le principal actionmaiest une personne physiguees PME
détenues par d’autres sociétés sont donc excluehaup de cette étude. L’échantillon est
composeé de petites entreprises matures : le cliffigaires moyen de I'échantillon est de 3
millions d’euros et 'age moyen de 16 ans. Les Pisfiliales se concentrent essentiellement
dans les secteurs traditionnels : 54% des ente=prie I'échantillon se situent dans les
secteurs des batiments et travaux publics et durmoe de proximité (voir tableau 0.1 en
annexe 0.A). Seule une minorité des PME familigf®%) sont localisées dans les secteurs

des nouvelles technologies (activités scientifigetaaformation et communication).

L’intensité du contréle familial est mesurée parcancentration de la propriété de
I'entreprise par des actionnaires issus de la nfaméle. La concentration de la propriété par
les familles est en moyenne de 63% dans I'échantifoir tableau 0.1 en annexe 0.A). Il
existe d’'importantes variations de la concentratienla propriété familiale en fonction des
secteurs d’activité. Notamment, la concentrationadpropriété familiale tend a étre moins
élevée dans les secteurs des nouvelles technalbgie®ntreprises ou le contrble familial est
important sont petites, Iégérement plus agées atsntynamiques (voir tableau 0.2 annexe
0.A). Dans I'étude, nous distinguons les entreprise le contréle familial est minoritaire
(propriété inférieure a 50%) de celles ou il esjamiaire (supérieur a 50%). Au sein des

entreprises a contréle majoritaire, nous distingutes entreprises a propriété concentrée

* Hamelin (2010a) a recu un second « revise andneisw de la revu&uropean Journal of Political Economy
L’article est actuellement en cours de modification

® Certaines études sur les entreprises familial&gient aussi la dimension de la transmission pigdinir
I'entreprise familiale. Ainsi, une entreprise esiniliale uniguement quant le dirigeant actuel estiascendant
du fondateur de I'entreprise. D'autres études, emmiore plus loin et intégrent la notion de valeumniliale afin
de distinguer les entreprises familiales des autres
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(concentration de la propriété de 100%) des ensep@ propriété dispersée (concentration

de la propriété supérieure a 50% mais inférieur@GRo).

Les résultats soulignent I'existence d’une relati@gative, bien que non-monotone, entre
contrdle familial et croissance économique (mespagda croissance du chiffre d’affaires et
le taux d’investissement) des PME familiales. Legaprises a contréle familial majoritaire
sont moins dynamiques que les entreprises ou ldléaexerce un contréle minoritaire. Au
sein des entreprises a contrble familial majoetdies entreprises a propriété concentrée sont
plus dynamiques que les entreprises a propriépediée. Ces résultats sont robustes au type
de méthode statistique utilisée (comparaison deemugs, matrice de transition de taille et
régression linéaire). La relation négative entratidde familial et croissance économique
demeure lorsque I'on contrble pour la localisatsaatorielle, I'age, la taille et la rentabilité

économique des entreprises.

Ce chapitre explore ensuite les facteurs finan@ggicatifs de la relation négative entre
contrdle familial et croissance des PME. Commattérature en gouvernance d’entreprise le
signifie, le controle familial a une influence sigrative sur la rentabilité des entreprises
(Morck et al.,, 2005). En raison de son effet surdatabilit¢ de I'entreprise, le contrble
familial influence la capacité d’autofinancementl@mtreprise. Or I'autofinancement est la
principale source de financement des PME, donc detréle familial peut influencer
indirectement la capacité de financement de I'gmise de par son effet sur la rentabilité de la
PME. Afin de tester cette hypothese, nous développme méthode originale fondée sur la
notion de croissance soutenable. Le taux de cruisssoutenable, défini par Higgins (1977),
est le taux de croissance qui permet de ne pasdiggla structure financiére de I'entreprise
(levier constant et aucun apport en capital). Neusiesurons par le taux de croissance des

fonds propres internes. L'analyse est centrée’shsédrvation de I'effet du contréle familial

10
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sur I'écart entre le taux de croissance soutenable taux de croissance économique de
I'entreprise (variable écart). Cette spécificatpmrmet de tester le lien entre contréle familial
et croissance en contrdlant la capacité de finapoeimnterne de I'entreprise. En effet, si le
contrdle familial n’exerce pas d’effet significastir la variable écart, nous concluons que le
lien entre contrdle familial et croissance est exm par I'effet du contrbéle familial sur la
rentabilité de I'entreprise. Les résultats indiqugne I'intensité du contrdle familial n’a pas
d’effet significatif sur la variable écart dans lestreprises a contréle majoritaire. Cela
indique que les entreprises a propriété dispermséensoins dynamiques que les entreprises a
propriété concentrée du fait d’'une moindre capadi@utofinancement. Ce résultat est
cohérent avec la littérature en gouvernance d’prise qui prédit une relation non-monotone
entre concentration de la propriété et performatecéentreprise (Shleifer et Vishny, 1997).
Néanmoins, lorsque I'on contréle pour la capacédidancement interne des entreprises, les
entreprises a contréle familial majoritaire dematiraoins dynamiques que les entreprises ou
la famille exerce un contréle minoritaire. Pour leqyer cette relation, il faut prendre en

compte le comportement de croissance des PME.

Le signe de I'écart entre taux de croissance sabteret taux de croissance économique
de I'entreprise permet de distinguer deux compoetesde croissance des PME. D’une part,
les entreprises dynamiques (40% de I'échantillaam)sdlesquelles la croissance interne des
fonds propres est plus faible que la croissanceddomue (écart négatif). D’autre part, les
entreprises patientes dans lesquelles la croissater®e des fonds propres est plus élevée
que la croissance économique de l'entreprise (épasitif). La croissance des PME
dynamiques repose sur leur capacité a accéderfimahcement externe. Afin d’éclairer le
lien entre contr6le familial et accés des PME awaricement externe, nous observons
I'influence du contrdle familial sur I'écart enttaux de croissance soutenable et croissance

economique dans les entreprises dynamiques. Cet éeea d’autant plus faible que

11
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I'entreprise est en mesure de lever du financeraetarne. Il ressort que dans les entreprises
dynamiques le contréle familial tend a accroitsedentraintes de financement, notamment en
raison de difficultés a procéder a des augmentatam capital. L'effet direct du contréle
familial sur la capacité de financement de I'entispexplique en partie le lien négatif entre

contrble familial et croissance des PME.

Contrairement aux entreprises dynamiques, les miges patientes favorisent le
renforcement de leurs fonds propres au détrimeniadgoissance de leur activité a court
terme. Ces entreprises allouent une partie dealetmfinancement a la création de réserves de
liquidités et a la diminution de leur endetteme8t. le contréle familial influence la
propension de I'entreprise a adopter un comportématent, cela peut expliquer la relation
négative entre contrdle familial et croissance B®&E. Par conséquent, nous testons, au
moyen d’un modéle de régression logistique, I'iaflae du contrble familial sur la probabilité
de I'entreprise a adopter un comportement de @oiss patient. Les résultats soulignent que
le contréle familial augmente la probabilité de RME a adopter un comportement de
croissance patient. L'adoption d’'un comportemerttepa a pour conséquence de limiter le
développement de I'entreprise a court terme etnibume explication a la relation négative
entre contrle familial et croissance. Cependaat,comportement permet aux PME de
renforcer leurs fonds propres, et donc leur capaitgtfinancement a plus long terme. Il s’agit
d’'une stratégie financiere permettant a la PME isgrver son potentiel de croissance. Le

chapitre 2 reprend théoriquement cette question.

12
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Le chapitre 2 développe un modele théorique qui considére le d& la détention de
liquidités, financées par fonds propres, dans tdecgte développement des PME. Il démontre
comment les PME utilisent stratégiquement leursries de liquidités afin de préserver leur
potentiel de croissance. L’élaboration de ce modeét¢ non seulement motivée par
I'observation que les PME détiennent davantageéderves de liquidités que les grandes
entreprises (Banque de France, 2009), mais aussegpeaesultats du chapitre 1 qui montrent
gu'une majorité des PME privilégient la croissamiee leurs fonds propres a celle de leur

activité.

Ce modéle s'’inscrit dans le courant des récentséfasddynamiques de décisions de
financement et d’'investissement qui soulignent artance de la gestion des liquidités pour
les entreprises subissant des difficultés a accédefinancement externe. D’'une part, la
détention de réserves de liquidités réduit la @nte de liquidité de I'entreprise, augmentant
sa capacité d'investissement future (Almeida et 2004). D’autre part, la constitution de
réserves de liquidités réduit la volatilité desemews de I'entreprise. Cette réduction limite les
problemes de sous-investissement pour les entesprntraintes financierement (Foot et al.,
1993). Ces modeles soulignent I'existence d’unteté inter-temporel entre investissement
et constitution de réserves de liquidités. La dongin de réserves de liquidités réduit
'investissement a court terme mais peut étre agmuise si elle permet d’augmenter la
capacité de financement de I'entreprise a long ¢eloe modéle présenté dans le chapitre 2
développe cette intuition en construisant un caithéorique qui prend en compte les

caractéristiques financieres spécifiqgues des PME.

L’hypothése centrale du modele est que les coméwmimle financement des PME
proviennent du caracteére illiquide de leurs opputés d'investissement. Du fait de I'opacité

informationnelle des PME, il n'existe pas sur learchés d’instruments de couverture du

13
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risque PME. Les investisseurs sont dans limpoktgibde transférer le risque lié a la
détention de parts dans les PME. De la sorte,oigedt internaliser la gestion de ce risque
spécifique et supportent donc un risque d’illigt@diUn modéle a deux facteurs de risque
permet aux investisseurs d’évaluer l'investissentamts la PME (Froot et Stein, 1998). Le
coat du financement externe de la PME dépend dagacité des investisseurs a diversifier ce
risque spécifique. La liquidité des opportunitéscdeissance des PME est mesurée par la
covariance entre I'exposition au risque spécifigiueprojet de la PME et I'exposition du
portefeuille de I'investisseur a ce risque. Pluseceovariance est élevée plus le codt marginal
du financement de la PME augmente avec le montastfdnds levés. L'illiquidité des

opportunités de croissance de la PME détermine Gocenvexité du codt de financement.

Pour expliciter les fondements du role des résedesfiquidités dans la croissance des
PME, nous modélisons le choix d'allocation de I&itancement. L'entrepreneur décide de
la répartition de l'autofinancement entre invesiieent et constitution d’'une réserve de
liquidités. Cette décision initiale détermine leveru intermédiaire dont dispose
I'entrepreneur pour investir dans un futur projemestissement. Pour financer ce projet, la
PME dispose des réserves de liquidités et du retoutinvestissement initial, et peut lever
des fonds auprés d'investisseurs extéri@@spendant, lever des fonds a un co(it qui varie en
fonction de la liquidité des opportunités de craise de la PME. Ce colt, supporté par

I'entrepreneur, se traduit par une décote lorsamission d’actions par I'entreprise.

A la période initiale I'entrepreneur doit détermiiallocation des flux de trésorerie entre
réserves de liquidités et investissement qui masarsa richesse. Investir a la période initiale

permet a la PME de disposer de plus de liquidiggsdes bons états de la nature et favorise

® Le modéle se concentre sur le financement parsfqmpres des PME. Ce choix est motivé par les
caractéristiques du processus de croissance des BMEPME sont généralement confrontées a desssaelil
croissance ou il leur faut investir dans des asiiiscifiques, tels que l'innovation ou le capitahtain. Du fait

du manque de tangibilité et de I'norizon tempor&ndu, le financement par fonds propres semble plus
approprié. Cependant, le modéle peut aisémenégdnelu afin de prendre en compte le financementgie.

14
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dans ce cas la croissance a long terme de I'eideepfependant, si les mauvais états de la
nature se réalisent, il lui faudra lever plus dedf® externes. Cela augmente d’autant plus le
colt de financement du second projet que les oppités de croissances de la PME sont
illiquides. Contrairement a I'investissement, Iésarves de trésoreries sont insensibles aux
réalisations des états de nature, elles permettentéduire la volatilité des revenus de
I'entreprise. Disposer de réserves de liquidit@ébaaitant plus de valeur pour I'entrepreneur
que les opportunités de croissance de la PME Bigntides et que la volatilité des revenus de

I'entreprise est élevée.

Le modéle montre que constituer des réserves daliigs permet aux PME, qui ont des
opportunités de croissance illiquides, de présetgar potentiel de croissance, car ces
réserves réduisent leurs contraintes de financeffudmtes. Le cadre théorique développé
fournit une explication au comportement patient BB et établit que ce comportement est
rationnel et optimal en présence d’opportunitésméssance illiquides. Ce modeéle aboutit a
plusieurs prédictions empiriques sur le lien endserves de trésorerie, structure de propriété
et liquidité des opportunités de croissance dan®ME. Selon le modele, on devrait observer
une corrélation négative entre réserve de liqusditieliquidité des opportunités de croissance
des PME. De plus, l'adoption d'un comportement gati est influencée par les
caractéristiques des investisseurs. Des investssamactérisés par des portefeuilles d’actifs
de grande taille et une compétence en gestionnmtdu risque seront plus en mesure de
répondre aux demandes de financement des PME. KEssentreprises dans lesquelles la
concentration de la propriété familiale est élewisraient avoir une propension plus
importante a adopter un comportement de croisspatient, car les investisseurs familiaux
sont moins en mesure de diversifier leurs port#é=ud’actifs. Cette prédiction théorique est

cohérente avec les résultats obtenus au chapitre 1.
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Les chapitres 3 et 4bordent la question de la croissance a traveromatitution de
groupes de PME, c’est a dire des groupes d’enseprcontrélés par une PME et dont le
poids économique est celui d'une PME (Loiseau, 200& nombre de PME affiliées a un
groupe de PME a doublé en dix ans et 31% des Phft€dises sont affiliées a un groupe de
PME (Boccara, 1998 ; Nahmias, 2007; Cayssials .et2807). Ce sujet reste peu exploré,
excepté par des études de cas qui soulignent daenation de groupes de PME constitue un
choix organisationnel facilitant la croissance @laacci, 2002 ; lacobucci et Rosa, 2005 ;
Lechner et Leyronas, 2009). Par ailleurs, Kremp Selvestre (2000) montrent que
I'appartenance a un groupe facilite le financent&s entreprises francaises. Cet avantage est
plus marqué pour les entreprises appartenant aratedgy groupes du fait de leur taille.
Cependant, leurs résultats soulignent que la siricbrganisationnelle de I'entreprise
(entreprise indépendante ou appartenant a un groimflee aussi sur son acces au

financement.

Les deux chapitres apportent des contributions eques originales sur ce sujet en
reconstituant les groupes de PME a partir des danaé la base des liens financiers de
Coface Services. Cette base recense de maniereistivieales liens de propriété entre les
entreprises frangaises en 2005. Les groupes digiges sont identifiés en se fondant sur
I'application du critére du contréle effectif (Cladle et Szafarz, 2005). Les entreprises
appartiennent au méme groupe si I'entreprise emantens la chaine de contrble détient au
moins 50% des parts de I'entreprise. Nous consendans I'échantillon uniquement les
groupes dont le chiffre d’affaires agrégé est ieiéra 50 millions d’euros. Cette procédure
d’identification nous permet de reconstituer plesl® 000 groupes de PME. Les groupes de
PME ont un chiffre d’affaires moyen de 10 milliothguros. Il s’agit d’'organisations de taille
plus importante que les PME indépendantes. lls $mcdlisés majoritairement dans les

secteurs traditionnels des PME, mais tendent a @tre présents dans les secteurs des
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nouvelles technologies (voir tableau 0.3 en ann@®). Les groupes de PME ont, en
moyenne, une structure de contréle simple: unespnse mére contrdle directement deux
entreprises filles (voir tableau 0.4 en annexe .0Bgpendant, 10% d’entre eux sont
caractérisés par des structures de controle coeplex il existe un découplage entre droit de
vote et de propriété. Par ailleurs, 2/3 des groupesPME adoptent une stratégie de
diversification sectorielle ou géographique et 168at structurés autour d’'une holding. Les
groupes diversifiés ont une structure de contréls pomplexe et sont plus grands que les
groupes non diversifiés (voir tableau 0.4 en anr@®B). Les entreprises appartenant a des
groupes de PME se distinguent des entreprises end@ntes car elles sont en moyenne plus
jeunes, plus grandes et plus dynamiques (voir aab®5 en annexe 0.B). La structure de
propriété des entreprises affiliées a un groupeME est concentrée : la propriété intégrée de

I'entreprise mere dans les entreprises fillesestnoyenne, de 76%.

Le chapitre 3explore dans quelle mesure la création d’'un gralgopBEME est une stratégie
organisationnelle qui favorise le développement gk, La littérature sur les avantages et
les colts des groupes dentreprises suggere que deesiers sont une réponse
organisationnelle efficace en présence d’inefficeendans I'allocation du capital et dans le
partage du risque (Leff, 1976 et 1978 ; Kock etllémnj 2001). Les résultats empiriques sur le
sujet confirment généralement cette hypothése (Khat Yafeh, 2007). Cependant, ils se
concentrent sur I'étude des effets de laffiliatidrun grand groupe d’entreprises et explorent
les imperfections de marché au travers de varigtil®ms contextes institutionnels et financiers.
Ce chapitre se propose d’étudier I'influence desregries d’'information sur les avantages et
les codts de I'affiliation a un groupe de PME. & groupes de PME permettent de limiter les

problemes liés a I'opacité informationnelle des PMiors ils peuvent avoir une influence
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positive sur la croissance des PME. Ce chapitrgesiioge sur la capacité du groupe de PME

a réduire les obstacles financiers a la croissdasd®ME.

Ce chapitre explore par quels canaux la constiiutiein groupe de PME influe sur la
croissance des entreprises. La téte de groupeca aate I'information privée ce qui améliore
sa capacité a évaluer la qualité des projets elitréebs problémes d’anti-sélection (Alchian,
1969 ; Williamson, 1975). De plus, la téte de gme distingue des autres intermédiaires
financiers car elle possede les droits de contrésduel sur les actifs des entreprises du
groupe. Ces droits de contrble permettent a la dé&egroupe de réduire les colts de
surveillance et lui donnent I'autorité et la flekité pour redéployer les actifs des projets sous
performant (Gertner et al., 1994). Du fait de ceaxdspécificités, les tétes de groupes sont
plus a méme d’allouer les ressources aux entreptese plus performantes et d’améliorer
I'efficience de I'allocation du capital en préserttasymétries d’information (Stein, 1997).
Cependant, cet effet bénéfique peut disparaitrée sinarché interne est utilisé afin de
subventionner les entreprises du groupe les marfenmnantes (Scharfstein and Stein, 2000).
Par ailleurs, les transferts internes entre enigeprdu groupe peuvent étre utilisés pour
réduire la volatilité des revenus des entreprisegrdupe ou pour soutenir celles qui subissent
des difficultés financieres passageres (effet diasge mutuelle). L'assurance mutuelle entre
entreprises du groupe a plusieurs avantages. iEllelle probléme de sous-investissement,
car elle permet de stabiliser les revenus des miges (Froot et al., 1993). Le soutien aux
entreprises du groupe en difficultés réduit leuesgle liquidation par la banque (Kim, 2004)
et les chocs sur les ratios financiers de l'eniseprce qui augmente la capacité de
financement externe de I'entreprise (Shamphanth&@7). Nous dégageons de la littérature
deux hypotheses sur les canaux par lesquels lditcwios d'un groupe de PME favorise la
croissance des PME. D’'une part, si les marchésniesedes groupes de PME sont efficients,

les entreprises affiliées a un groupe de PME slust igntables et bénéficient d’'une capacité
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d’autofinancement accrue. D’autre part, le mécaaisdiassurance mutuelle entre les
entreprises du groupe permet d’améliorer l'accésfinancement externe, notamment

bancaire, des entreprises affiliées a un groupe.

Pour aborder ces questions, nous comparons lesrparices de 13 651 entreprises
affiliées a des groupes de PME a celles de 10 86@mises indépendantes. Nous estimons,
dans un premier temps, I'influence de l'affiliati@nun groupe de PME sur la croissance des
entreprises. Puis, nous étudions I'effet de I'effibn a un groupe de PME sur la rentabilité de
I'entreprise afin de tester I'hypothése d’efficientes marchés internes des groupes de PME.
Si le marché interne des groupes de PME est gfficadors les PME affiliées a des groupes
de PME devraient étre plus rentables que les PMIEp@endantes. Enfin, nous observons
I'effet de I'affiliation a un groupe de PME survariance de la rentabilité de I'entreprise afin
de tirer des conclusions quant a I'existence diassie mutuelle entre les entreprises des
groupes de PME. L'’hypothése d’assurance mutuellevé&ifiée si les entreprises affiliées
sont en moyenne mois risquées que les entrepmskpendantes. Cette approche permet
d’étudier les avantages de l'affiliation d’'une eprise a un groupe de PME, cependant elle
n'apporte qu’'un éclairage limité sur l'efficacitée da constitution d’'un groupe de PME
comme stratégie organisationnelle de croissance.effet, il est délicat de tirer des
conclusions sur cette question a partir de I'editnades effets de I'affiliation a un groupe de
PME. Cette approche pourrait aboutir a des cormhgsierronées si l'effet observé de
I'affiliation & un groupe de PME sur la croissamese lié au fait que les entreprises affiliées les
plus petites sont les plus dynamiques. C’est paargaus réalisons les mémes estimations
mais en comparant les groupes, en agrégeant lgstesmies entreprises qui les composent, a
des entreprises indépendantes de taille, d’agecalisation sectorielle comparables. Enfin, la
littérature souligne que les bénéfices et les caétiaffiliation a un groupe d’entreprises sont

influencés par la stratégie de diversification douge. Afin de contréler cet effet nous
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réalisons I'ensemble des estimations en tenant o la stratégie de diversification du

groupe (géographique, sectorielle, intégrationival).

Les résultats obtenus montrent que la constitudian groupe de PME est une stratégie
organisationnelle qui favorise a la fois la cromssades entreprises affiliées au groupe et la
croissance globale du groupe. L'affiliation a uoupe de PME a un effet positif sur la
rentabilité des PME, ce qui montre que l'allocatiiun capital par les tétes de groupes est
efficiente. De plus, les groupes de PME sont plugables que les entreprises indépendantes
comparables, ce qui indique qu’il n'y a pas de fotes de sur-investissement dans les
groupes de PME. Par contre, les résultats soultggelil n'y a pas d'effet d’assurance
mutuelle dans les groupes de PME. Les entrepriféigées a un groupe de PME sont plus
risquées (elles ont une variance de leur rentabipitus élevée) que les entreprises
indépendantes, tandis que les groupes de PME omiveau de risque équivalent a celui
d’entreprises indépendantes comparables. Enfinprise en compte de la stratégie de
diversification du groupe n’a pas d'influence sas Irésultats. Globalement, le chapitre 3
montre que la constitution d’'un groupe de PME est stratégie organisationnelle qui
favorise la croissance des PME. La constitutiomdjwoupe de PME permet d’améliorer la
rentabilité des entreprises affiliées du fait @dgficience du marché interne du groupe. Cela a
pour conséquence d’augmenter la capacité d’autoferaent des PME affiliées a un groupe

et favorise donc leur dynamisme.
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Le chapitre 4 (tiré de Hamelin, 2010b)explore les motivations de I'entrepreneur &
structurer son contréle sous forme de groupe de .PGEEchapitre teste deux hypotheses.
D’une part, une hypothese d’expropriation seloruddig constituer un groupe d’entreprises
permet d’augmenter les bénéfices privés du contéld’entrepreneur. D’autre part, une
hypothese d'immunisation selon laquelle regroupes IME est une stratégie permettant de

réduire I'exposition du patrimoine de I'entreprenau risque de son activité.

Selon la littérature en gouvernance d’entrepriaecration d’'un groupe d’entreprises
permet a I'actionnaire contrélant de financer laiggance tout en maintenant ses bénéfices
privés du contrble (Almeida et Wolfenzon, 2006). gfoupe est un montage organisationnel
qui permet d’introduire un découplage entre prdgriét contrdle. Ce découplage a une
influence négative sur la rentabilité de la firnoar I'actionnaire contrélant est incité a
extraire des bénéfices privés au dépend des aafir@sminoritaires dans les entreprises ou sa
propriété est faible (Shleifer et Vishny, 1997)ex¢es de contrble a donc une influence
négative sur la valeur de la firme. Les résultdteious sur de grands groupes d’entreprises
valident trés largement cette hypothése (Morck let2005). Cependant, la structure de
I'actionnariat minoritaire dans les groupes de Pdifere sensiblement de celle des grands
groupes. Dans les PME, les actionnaires minorgag@nt principalement des actionnaires
connectés (tels que les membres de la famille); sgjuels les relations sont fondées sur la
confiance. L'entrepreneur n'a donc pas d’incitatié@nes exproprier. Il peut aussi s’'agir
d’investisseurs sophistiqués (tels que des socdgésapital risque) qui ont des capacités de
surveillance importantes. Leur participation auitdpde I'entreprise limite fortement les
possibilités d’extraction de bénéfices privés dedat de I'actionnaire contrdlant. Partant, il
est possible d’étre réservé quant a la validitéhygothese d’expropriation dans les groupes

de PME.

" Ce chapitre est actuellement sous presse pdaulmal of Banking and Finance
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Ce chapitre propose donc une hypothese alternatlaemotivation a fonder un groupe :
I'hypothese d’'immunisation. Selon cette hypothdaestructuration sous forme de groupe
permet a I'entrepreneur de limiter I'exposition s patrimoine au risque spécifique de son
activité. Les entrepreneurs sont caractérisés parimportante confusion entre patrimoine
professionnel et personnel (Moskovots et Vissingidassen, 2002). La sous-diversification
du patrimoine de I'entrepreneur crée une incitafaréduire I'exposition de leur richesse au
risque spécifique de I'entreprise (Chen et al.,90Qa constitution d'un groupe de PME
permet de réduire I'exposition du patrimoine dentfepreneur au risque spécifiqgue de son
activité via deux canaux. Premierement, la créatdam groupe d’entreprises permet un
« fractionnement de la responsabilité limitée ». EHance, le principe de responsabilité
limitée s’applique aux entreprises d’'un groupe a@&é&tés. La constitution d’'un groupe réduit
les colts de faillites de I'entrepreneur car efieaduit une option de liquidation partielle.
Deuxiemement, les transferts internes peuvent @tigsés, non pour exproprier les
actionnaires minoritaires, mais pour réduire lguesde défaut des entreprises dans lesquelles
I'entrepreneur possede les intéréts financierples importants. Au sein des groupes, il est
possible de transférer de la valeur des entrepfibes afin de maintenir artificiellement la
performance des entreprises en amont de la chaneodtrole quand celles-ci sont

confrontées a des chocs économiques défavorables.

Ces deux hypothéses sont testées au moyen deyptussimations sur un échantillon de
17 152 entreprises meres et filles appartenans@aripes de PME. La variable explicative
centrale de nos estimations est la distance au@terde I'entreprise. Les travaux empiriques
sur les groupes utilisent généralement des mesideeséparation du contréle et de la
propriété. Dans I'étude, nous utilisons ces mesyoEsicentration de la propriété de
I'actionnaire controlant et ratio de contrdle),ietroduisons des variables de position. Les

variables de position (position dans la chaine atgréle, statut de I'entreprise : mere, fille
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ultime) indiquent la probabilité qu’'une séparatenire controle et propriété soit introduite, et
capturent la valeur de contr6le de I'entreprisevakeur de controle de I'entreprise est liée au
fait que la position de I'entreprise dans la chaleecontréle détermine le montant des codts

de faillites supportés par I'entrepreneur en cadédaut de I'entreprise.

Pour tester la validité de I'hypothése d’expropoia I'effet de la distance au contréle sur
la performance de I'entreprise (mesurée par saabdité opérationnelle et sa rentabilité
financiere) est estimé. Si I'hypothese d’exprojwiakest vérifiee, la distance au contrble de la
firme doit avoir une influence négative sur la edmlité de I'entreprise. Nous observons
ensuite les transferts internes au sein des gro@m@ame nos données ne nous permettent
pas de mesurer directement ces transferts intenmes, utilisons la méthode proposée par
Bertrand et al. (2002). Cette méthode consisteidigit I'influence de la distance au contréle
sur la sensibilité de la performance de I'entrepesx chocs au niveau de son secteur ou de
son groupe. Les chocs sectoriels sont mesurésapaerformance moyenne des entreprises
d’'un méme secteur d'activité (classification ensg@teurs). Les chocs au niveau du groupe
sont mesurés par la moyenne des performances isetodes entreprises du groupe. Selon
Bertrand et al. (2002), une plus faible sensibitité&x chocs indique que de la valeur est
transférée de l'entreprise au bénéfice d'autregeprises du groupe. Si I'hypothese
d’expropriation des actionnaires minoritaires estifiée, la sensibilité aux chocs des
entreprises les plus distantes du contréle dedmat étre plus faible. Cependant, la moindre
sensibilité des entreprises proches du contrdle duocs peut aussi indiquer une volonté
d'immunisation du patrimoine de I'entrepreneur. Paxplorer cette possibilité, nous
développons une spécification économétrique afitesier si I'effet de la distance au contrdle
sur la sensibilité de la performance de I'entrep@six chocs est influencée par le type de
chocs subi (favorable ou défavorable). Des tratstdrs entreprises filles vers les entreprises

meres en cas de chocs défavorables, mais non ateaasocs favorables, indiquent que les
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transfers au sein des groupes de PME ont pour tdhjeclimiter I'exposition du patrimoine

de I'entrepreneur au risque de son activite.

Au regard des résultats obtenus, I'hypothése dapmtion n’est pas vérifiée dans les
groupes de PME. La distance au controle a uneeinfle positive sur la performance des
entreprises. Par ailleurs, les transferts interneboutissent pas a I'expropriation des
actionnaires minoritaires. La distance au contadlae influence positive sur la sensibilité de
la performance de I'entreprise aux chocs. Ce r@siitique que de la valeur est transférée
des entreprises meres vers les entreprises filgs. moyenne, les entreprises meres
subventionnent le développement des entreprides.fiCependant, lorsque I'environnement
économique est défavorable (choc négatif au nideasecteur ou du groupe), les ressources
sont transférées des entreprises filles vers lesemises meres afin de maintenir
artificiellement leur performance. En bref, lesuléats montrent que la structuration sous
forme de groupe de PME permet a I'entrepreneuimciéel I'exposition de son patrimoine au
risque spécifique de son activité, tout en favatise développement des entreprises du
groupe quand le contexte économique est favorahlstructuration sous forme de groupe de
PME n’a pas pour objectif de maximiser les bénéfimévés de I'entrepreneur, mais constitue

une stratégie de croissance qui lui permet dedinsiés codts de faillite.
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Annexes
Annexe 0.A : Description de I'échantillon des PME&rhiliales

Tableau 0.1 : Caractéristiques des entreprises d&thantillon par secteur d’activité

Chiffre )
, . ) Concentration de la
Répartition d'affaires Age moyen L
propiété moyenne
moyen en K€

Agriculture, sylviculture et péche 0,64% 2714 15,94 69,47%
Industries extractives 0,16% 3518 26,65 63,14%
Industries agro-alimentaires 1,61% 4125 19,51 63,34%
Production et distribution d'éléctricité, de gaz et d'eau 0,52% 3168 15,87 60,41%
Industrie des biens de consommation 9,28% 2909 18,66 59,90%
Industrie automobile 0,42% 3343 17,19 62,70%
Industrie de biens intermédiaires 8,77% 3088 19,73 58,73%
Construction et travaux de construction 22,05% 2220 15,5 65,60%
Commerce de gros 5,38% 3973 14,82 64,90%
Commerce de détail 18,18% 3752 17,36 62,52%
Commerce, réparation d'automobiles et de motocycles 13,59% 3449 14,92 64,94%
Services de transport et d'entreposage 4,41% 3215 17,13 64,53%
Hébergement et restauration 1,98% 1971 13,42 60,70%
Information et communication 2,57% 2955 13,18 54,33%
Activités financiéres et d'assurance 1,64% 2550 14,01 62,31%
Activités immobilieres 0,92% 2890 17,82 58,17%
Activités spécialisées, scientifiques et techniques 4,38% 2560 12,58 54,79%
Services ala personne 0,36% 1903 14,45 59,51%
Services aux entreprises 3,12% 2863 14,08 61,25%
TOTAL 34915 3044 16,27 63%

Tableau 0.2: Distribution de I'échantillon en foncton de la concentration de la propriété
familiale

Concentration de la , . Chiffre d'affaires moyen Croissance du chiffre
. Répartition Age Moyen \ .
propriété en K€ d'affaires

<33% 13,85% 3955 15,55 12,62%
>=33% et <50% 17,61% 2642 13,75 12,86%
>=50 et <66% 29,69% 3175 18,97 7,50%
>=66% et <100% 21,35% 3110 15,87 10,19%
=100% 17,50% 2420 15,32 10,34%
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Annexe 0.B : Description de I'échantillon des groep de PME

Tableau 0.3 : Répatrtition sectorielle des groupesedPME

Répartition
Agriculture, sylviculture et péche 0.77%
Industries extractives 0.40%
Industries agro-alimentaires 3.07%
Production et distribution d'éléctricité, de gaz et d'eau 0.83%
Industrie des biens de consommation 6.15%
Industrie automobile 0.59%
Construction et travaux de construction 11.16%
Commerce de gros 4.80%
Commerce de détail 18.37%
Commerce, réparation d'automobiles et de motocycles 8.61%
Services de transport et d'entreposage 5.41%
Hébergement et restauration 3.01%
Information et communication 5.04%
Activités financieres et d'assurance 3.83%
Activités immobiliéres 3.02%
Activités spécialisées, scientifiques et techniques 6.65%
Services aux entreprises 4.66%
TOTAL 15877

Tableau 0.4 : Caractéristiques des groupes de PMEndonction de leur stratégie de
diversification et de I'existence d’'une séparatiorde la propriété et du contréle dans le

groupe
Structure de Structure de
Tous les Pas Diversifiés ropriété ropriété
groupes diversifiés P X P prop
simple complexe
Nombre d'entreprises 3 2,25 3,35 2,32 4,78
Nombre de niveaux 2,14 2,03 2,19 2 3,27
% de groupes avec une holding téte de groupe 10,42% 3,10% 13,87% 10,61% 8,70%
Nombre de départements 2,14 1 2,89 1,72 2,7
Nombre de secteurs 2,28 1 2,2 2,19 4,55
Chiffre d'affaires moyen en K€ 9880 8034 10915 9106 17896
Nombre d'observations 15877 5094 10783 14279 1598
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Tableau 0.5 : Caractéristiqgues des PME appartenarda des groupes de PME

Entreprises de groupes de PME
Ent i

) n reprises Total Meres Filles

indépendantes
Chiffre d'affaires moyen en K€ 4603 6430 5133 6762
Age moyen 16,89 15,81 21,67 14,32
Taux de croissance moyen du chiffre d'affaires 9,99% 15,34% 16,51% 15,04%
Droit de propriété intégré de la téte de groupe moyen 76,09%
Nombre d'observations | 10869 17152 3495 13657
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Chapter 1

Family control, financing capacity and small

business growth. Evidence from French SMES.

This chapter uses a very large sample of Frenchllsfamily businesses to study the
relationship between the intensity of family cohtatnd small business growth. Specifically,
we explore the external and internal financing capaeffects of family control on small

business growth. The results show a negative, adthaon-monotonic, relationship between
family control and SME economic growth. We obséma the non-monotonic influence of
family control on SME growth arises from the negateffect of the separation between
control and ownership on firm performance. The hsswsupport that the negative

relationship between family control and firm growdkepends of firm growth behavior. In

dynamic firms, family control hampers small busisngeowth, because it limits firm external
financing capacity, particularly firm access to extal equity. However, the intensity of
family control also affects negatively small busmgegrowth because it increases the
probability that small business favors the growthte equity over the short-term growth of

their activity, they adopt a patient growth behavio

Keywords: Small business; Family control; Growth; Financaagacity; Sustainable growth.

8 This chapter builds on previous research Ham@i.Qa) that is under revision after receiving tvasifive
“revise and resubmit” from thEeuropean Journal of Political Economy



CHAPTER 1: FAMILY CONTROL , FINANCING CAPACITY AND SMALL BUSINESS GROWTH .
EVIDENCE FROM FRENCH SMES.

1.1 Introduction

The Lisbon process emphasizes the role that smalireedium enterprises (SMESs) play in
the innovation, employment, and dynamism of Eurapsaonomies.The World Bank argues
that SMEs enhance competition and entrepreneuisiibhence have external benefits on
economy-wide efficiency, innovation, and aggreggeductivity growth'® However,
academics have a more mitigated view of the econtemefits of SMEs. Although there is a
strong positive association between the importafcthe SME sector and per capita GDP
growth, the data do not strongly support the casioluthat SMEs exert a causal impact on
growth (Beck et al., 2005a). Whereas an SME settaracterized by dynamic and innovative
entrepreneurial businesses affects positively tum@my, there are strong doubts about the
beneficial effects of a large SME sector charazseriby SMEs that are neither able to grow
nor to exit (Beck and Demirglic-Kunt, 2006). Undansting the factors determining small

business dynamism is therefore a key issue in Sividies.

Access to finance is one of the main limiting fastef SME dynamism. Information
asymmetries are likely to be especially large fothbyoung and small firms. Therefore, these
firms need to establish long-term relationship watippliers of finance or to co-invest with
external investors, which imposes a strong comdtran their external financing capacity
(Berger and Udell, 1998; Gertler, 1988). SchifferdaWeder (2001), using the World
Business Environment Survéyreport that perceived financing obstacles aradrigor small

firms than for large firms. Using the same datagkBet al. (2006) show that firm size, age

® Communication of the EU Commission, “Europe 2020European strategy for smart, sustainable and
inclusive growth,” 3.3.2010 COM (2010) 2020.

1 See International Finance Corporation, member & tWorld Bank group, publications
(http://www.ifc.org/smé.

' A major cross-sectional, firm-level survey conautin 80 developed and developing countries in 168%y

the World Bank.
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and ownership structure are the main determinahfsyancing obstacles. A large body of
literature focuses on the influence of financial@lepment and institutional environment on
small businesses access to finance and on theandgm (Beck et al., 2005b; Cull et al.,
2006; Ayyagari et al., 2007; Laeven and WoodruffQ2, Beck et al., 2008). This literature
reports that small firms benefit disproportionatym higher levels of protection of property
rights, which increases their access to extermainite. The caveat with the approach used in
this literature is that it focuses only on courigyel determinants of small businesses growth.
This leaves a gap in the literature that this afaplls by proposing a firm-level approach to
the determinants of small businesses dynamism. Mfasfon the effect of the intensity of
family control on firm financing capacity, to ung&nd the relationship between family

control and SME growth.

We are not the first to explore the effect of famibntrol on SME growth. Empirical
evidence on the subject is contrasted. Daily antiriger (1992) and Daily and Thompson
(1994) observe no significant influence of familyrership on US small businesses growth.
Gallo et al. (2004) find no mean difference betw&anily and non-family firm growth in a
sample of Spanish SMEs. Mahérault (2000) examifeBrénch-listed and non-listed firms
and finds that family businesses prefer to forgoettgoment rather than lose autonomy.
Rutherford et al. (2006) observe, in a sample ofddfll businesses, that family net worth
invested into firms has a negative influence omfgrowth. Oswald et al. (2009) show that
family involvement has a negative influence on fipnofitability and growth. However, this
literature is limited in several ways. First, saagpare rather small, limiting the generalization
of the findings. Second, these studies rely onreglbrted financial data, which may lead to
reporting bias. Finally, these studies often lirthieir analysis to the use of descriptive

statistics for their analysis. We contribute tcsthiierature and attempt to remedy some of its

35



CHAPTER 1: FAMILY CONTROL , FINANCING CAPACITY AND SMALL BUSINESS GROWTH .
EVIDENCE FROM FRENCH SMES.

shortcomings, using a large sample of French fa@®MEs. Further, we extend this analysis,
by exploring the interaction between family contrbim financing capacity, and small

business growth.

This chapter focuses on the effect of family contba SME economic growth. In
particular, we explore how the influence of fanmglyntrol on firm financing capacity shapes
SME growth. On the one hand, family control ressriexternal firm financing capacity, as it
constitutes an endemic financing constraint. Famdgtrol limits firm external financing to
debt and family resources. On the other hand, facahtrol indirectly affects firm financing
capacity through its influence on firm performanajch determines firm internal financing
capacity. When firms face financing constraintgytlmely heavily on internal resources to
finance growth. In the presence of financial causts, only well performing firms are able to
grow and firm investment is sensitive to firm penfiance (Carpenter and Petersen, 2002).
The empirical literature on large family businessesws that family control significantly
affects firm performance (Morck et al., 2005). Téfere, if family control affects firm

performance, it will also influence firm internah&ncing capacity and therefore its growth.

The aim of this study is to disentangle the exteamal internal financing capacity effect
of family control on SME growth. To explore how fayncontrol affects small business
growth, we generate a large sample containing 3 Bknch family SMEs, for which
accounting and ownership data is available overpdreod 1998—-2007. In the study family
firms are defined as firms where the main sharedrall an individual or a family. First, we
investigate the effect of family control on firmawmic growth, using several methodologies
(comparison of means, size transition matricegessyon analysis). Second, we test whether
the influence of family control on firm growth réds to the indirect effect of family control

on firm financing capacity. To explore this isswee develop an original methodology
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grounded on the concept of sustainable growth (iHgggl977). This permits us to test
whether family control continues to affect firm gith when controlling for firm internal

financing capacity. Finally, we distinguish dynarfirens from patient firms. Dynamic firms

have an economic growth rate higher than the iategnowth rate of equity, thus their
economic growth depends on their ability to raiseemal financing. On the contrary patient
firms have an economic growth rate lower than thernal growth rate of equity. Such firms
forgo short-term growth in order to strengthen ritHaiancial structure by increasing their
cash reserves or diminishing their debt leverageen] we estimate, for dynamic firms,
whether family control limits firm access to extarfinance. This setting allows us to test if
family control hampers SMEs external financing afya Further, we observe whether
family control influences firm probability to adopatient growth behavior, which could also

explains the relationship between family contrad &MEs economic growth.

The results show that there is a negative, althaowgitmonotonic, relationship between
family control and small business economic growthe results also support the notion that
the non-monotonicity of the relationship betweemifg control and firm growth arises from
the negative influence of the separation betweetraband ownership on firm performance,
which affects firm internal financing capacity. Tresults further show that the explanation of
the negative relationship between family controll @ME growth depends of firm growth
behavior. In dynamic firms, the results corrobortitat the negative relationship between
family control and SME growth relates to the fdwttfamily control hampers firm external
financing capacity, particularly its access to exa equity. However, we observe that a
majority of small businesses adopt patient growdavior and that the probability of
adopting such behavior increases with family cdnfftis also explains why we observe a

negative relationship between family control anovgh.
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The rest of this chapter proceeds as follows. 8ecfi.2 reviews the literature and
develops the hypotheses. In Section 1.3, we prdbentlata and methodology. Section 1.4
develops the results on the influence of familytomnon firm growth. Finally, Section 1.5

sets forth our conclusions.

1.2 Literature and hypothesis

According to the literature, family control can edt firm growth in two ways. Family
control can influence firm growth in that it rests firm external financing capacity to debt
financing and family wealth (1.2.1). Second, fanabntrol can affect firm growth because it

impacts firm performance, which determines firnemil financing capacity (1.2.2).

1.2.1 Family control, external financing capacity, and givth

According to the static tradeoff approach, firmswud invest until the marginal cost of
financing equals the marginal gain from investitigiamily control influences the cost of

external financing, it may in turn affect firm graw

There is no consensus as to whether family comooeases firms difficulty in accessing
debt financing. The inherent informational opa@fysmall businesses limits their ability to
raise external funds (Berger et al., 2001). Snatid must, therefore, pay higher interest rates
or they cannot obtain preferred loan amounts. lddegormation asymmetries create moral
hazard issues that raise concerns about risk+siiftiehavior. According to Jensen and
Meckling (1976), shareholders have incentives tprepriate creditors by shifting toward

riskier projects. This situation led commercial k&arto anticipate higher monitoring and

38



CHAPTER 1: FAMILY CONTROL , FINANCING CAPACITY AND SMALL BUSINESS GROWTH .
EVIDENCE FROM FRENCH SMES.

screening costs. Such anticipated costs resuligimeh risk premiums, which in turn increase
the cost of debt financing. Moreover, lack of ty@a®ncy creates an adverse selection effect
and a narrowing of the credit market (Stiglitz awtkiss, 1981). Family control might
exacerbate moral hazard and adverse selectionsis®eause of lower transparency, higher
private benefits of control and managerial entremehit. However, the characteristics of firms
where family control is concentrated (under-diviegdi family holdings, the desire to pass the
firm onto subsequent generations, and reputatimsales) suggest that the divergence of
interests between family shareholders and credimrdewer. Anderson et al. (2003) find
support for this hypothesis in a sample of 252 daldS industrial firms. These authors
observe that the cost of debt financing for largeaify firms is about 32 basis points lower

than for non-family firms.

Whether family control influences firms access &btdremains an unresolved empirical
question, but as family control increases firmsbdar an endemic constraint on their ability
to raise external equity. On the one hand, higlelle¥ family control might result from a
refusal of an outside increase in equity capitaplying a dilution of family control (Ang et
al., 1995). On the other hand, family control migasult from institutional imperfections:
reduced investor protection limits outside investwillingness to invest. Family taste for
independence or the lack of protection of outsideestors imposes a constraint on the
financing of new projects of SMEs with high levals family control. As family control

increases infusion of equity by family members lmeedhe main source of external equity.

Control concentration affects the cost of capialfamily members. Indeed, holding large
stakes in a firm reduces the ability of insiderslieersify their wealth, which increases their
wealth exposure to firm risk (Bebchuk, 1999). Saletudies on US entrepreneurs document

that owners of private companies invest almost diatheir net worth in the private equity of
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the business (Moskowitz and Vissing-Jgrgensen, ;2G@atry and Hubbard, 2004; Mueller,
2008). @degaard (2009) observes that entrepreneafttwunder-diversification increases
with control concentration. The under-diversificatiof family-owner wealth violates Fisher’'s
theorem (1930) of separation between investmentcandumption decisions. When under-
diversification occurs, family business owners laocth as a producer, and as a household
making consumption decisions, which increases t# af capital (Miao and Wang, 2007;
Chen et al., 2009). The empirical literature laygalpports this. Brennan and Torous (1999)
use the certainty equivalent method, and estinfatiethe loss in investing in only one public
firm is 64% on average for a time horizon of 10rgeand a risk aversion coefficient of 2.
Himmelberg et al. (2002) study the impact of thesgncratic risk borne by controlling
shareholders, proxied by ownership concentrationfion cost of capital. These authors
document, in a sample of 38 countries for the perl®88-1998, a positive correlation
between inside equity ownership and the marginairmeto capital. This correlation arises
because there is a risk premium that reflects @anssatposure to idiosyncratic risk. Heaton and
Lucas (2004), using the hurdle rate method, firat the hurdle rate required to invest in

private firms is 10% higher than that requiredgablic investment.

Therefore, the extent to which entrepreneur wedthunder-diversified affects firm
investment behavior, by increasing firm cost of igquStulz (2005) develops the notion of
co-investment: the amount of investment neededhbycontrolling shareholder to set up a
firm or to exploit investment opportunities. Whesrorate insiders co-invest, their portfolios
are over-weighted in firm equity. Co-investment dgntrolling shareholders results from

wl2

institutional imperfections: the “twin agency prebi,” which increases ownership

concentration at the equilibrium. On the one hdhd,twin agency problems create a direct

2 The twin agency problem arises from agency problesiated to corporate insiders (private beneffts o
control / investor protection) and state rulersreppiation.
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link between savings and investment: co-investntiemts investment to the entrepreneur’s
resources. On the other hand, co-investment ineseastrepreneur cost of capital; controlling
shareholders bear more risk for a given expectedrréhan they would otherwise. Therefore,
co-investment by the entrepreneur limits investmdahn et al. (2008) examine, in 39
countries for the 1992-2002 period, the relatiomsbetween shareholder rights (which
influences ownership concentration) and investmimese authors observe that investment is
positively associated with shareholder rights; thegclude that shareholder portfolio under-
diversification has a negative influence on firnveaatment. Given that family control
increases firm owners’ wealth under-diversificafiare expect family firm external financing
capacity to be limited. Therefore, family controigimt hamper SME growth, because it limits

firm access to external financing, particularlyetdernal equity.

1.2.2 Family control, internal financing capacity, and giwth

Alternatively, family control can also influencerf internal financing capacity, which
ultimately affects firm growth. A large body ofdrature reports that family control impacts

significantly firm performance, which influencesnfi internal financing capacity.

Theoretically, the influence of family control oinni performance is a controversial issue.
Large shareholders have strong incentives to mairfirm value (Jensen and Meckling,
1976) and have incentive to collect information avérsee managers (Shleifer and Vishny,
1986). However, ownership concentration by the rgandeads to entrenched behavior, as
the manager faces no market competition (Demse®83;1 Fama and Jensen, 1983).
Moreover, large shareholders may use their combr@xtract private benefits at the expense
of minority shareholders, which is detrimental tonf performance (Shleifer and Vishny,

1997). Finally, inefficiency may also arise fronetpassing of control from one generation to
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the next. Indeed, there is a potential source efficiency that arises from the difference in
skills and management talents between heirs and gheents (Burkart et al., 2003; Caselli

and Gennaoli, 2003).

Empirical studies do not allow drawing conclusiamsthe influence of family control on
firm performance. Several authors find that fanolynership can be detrimental to minority
shareholders (Faccio et al., 2001; Congvist andshil, 2003; Barth et al., 2005; Bertrand et
al., 2008). Conversely, there is also evidence dsitive relationship between family control
and firm performance (Anderson and Reeb, 2003;rSme Thesmar, 2007; Andres, 2008;
King and Santor, 2008). Finally, several studiemipout that the relationship between family
ownership and firm performance is nhon-monotonic.ewhamily ownership is low, increased
ownership concentration is beneficial to firm pemi@ance, because of higher monitoring
incentives. Further ownership concentration isidental to firm performance, because it
favors the extraction of private benefits. Finalygh levels of ownership limit the private
benefits that can be extracted at the expense mdrity shareholders, which is beneficial to
firm performance (Maury, 2006; Mueller and Spitzr@e 2006). Studies that consider the
issue of succession generally observe that theter@nce of management within the family
has a negative impact on firm performance (Morcé deung, 2003; Schulze et al., 2003;
Pérez-Gonzéalez, 2006; Villalonga and Amit, 2006nmedsen et al., 2007; Cucculelli and
Micucci, 2008). However, there is also evidenceaadsignificant positive effect from past
succession on firm performance (McConaughy et 1898; Fernandez and Nieto, 2005;
Zahra, 2005; Diwisch et al., 2009). Overall, thepainal evidence points out that family
control influences significantly firm performancglthough the empirical evidence is quite
conflicting, we expect family control to non-monbically influence firm performance, and

thus firm internal financing capacity.
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1.3 Data and methodology

This section presents the sample (1.3.1), the neoi&in of the family control variables

(1.3.2) and the methodology (1.3.3).

1.3.1 Sample selection

This study use a very large sample, in which divwant information is available for
34 915 French family SMES, over the 1998—2007 period. The data come fronDiANE
database, provided by COFACE Services and BureauDig, and contain two types of
information: all balance sheets and results, adcmformation, and information about the

ownership structure, in particular the type, name share-holdings of the main shareholders.

Because this study focuses on small businessesxelade firms with annual sales higher
than 50 million Eurd$ and lower than 750 000 EurbsFamily SMEs are firms where the
main shareholder is an individual, thus we excladlethe firms where the dominant
shareholder is another firms. Then, we maintaitheasample only firms incorporated either
in SA or SARL, firms for which the limited liabijtregime applies. We also exclude firms
for which information about ownership structureldsking and firms that are controlled by
another firm:® Following common practice, we exclude observatifsrswhich we do not
have the required information and for which thesancoherent balance sheet information
(such as negative total assets). Finally, givenh W& compute growth rates, sample firms

must be in the panel for at least two consecutesrs. In order to avoid survivorship bias we

3 The sample represents one-third of SMEs with aower higher than 750,000 € listed by the Banque de
France (2009). We use the study of the Banque alecErin order to check the external validity of sample.

4 We choose the threshold of 50 million Euros ohawer, in accordance with the European Commission
definition of SME.

> We exclude micro firms because of the poor religbbf micro-firm accounting data. We choose the
threshold of 750 000 Euros in order to have theesatady perimeter as the studies of the Banqueraecé&
(2009).

8 We exclude all firms where the main shareholder fism.
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maintain in the sample firms for which we do novéaccounting information over all the
period. Thus, the sample comprises firms that didsarvive along the period and firms that

did not existed at the beginning of the period.

1.3.2 Ownership structure variables

The initial information contained in the DIANE dbtse consists of the names and
shareholdings of the main shareholders. To obtancbncentration of family ownership in
the firm, we sum the percentage of a firm’s shdrelsl by shareholders having the same

family name, for each firmy’

In contrast with ownership, there is no agreemeanthie literature over the notion of
control. Authors agree on the fact that controhted to ownership concentration, which
increases the probability of being the controllisigareholder; but they disagree on the
threshold of ownership needed to control the fifimerefore, we distinguish firms according
to the intensity of family control. ThEamily variable is a dummy variable that takes the
value 1 when family ownership stakes in the firm kigher than 50%, and zero otherwise. To
explore the plausible non-monotonic effect of fanulvnership, we distinguish firms that are
controlled at majority by a family (where family waes as 1) according to the intensity of
family control.Majority control : this variable takes the value 1 if the family ®amore than
50% but less than 100% of firm shar&stal control: this variable takes the value 1 if the

family owns 100% of firm shares.

" This approach under evaluates the share of ayfaasimembers of the family that do not have tmeespame
(as son in law, for example) are excluded. Howethés, operation was made for each firm, therefois ieally
unlikely that family ownership shares are overyaated. This information is only available for tlast year the
firm is in the panel.
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The descriptive statistics, reported in Table lumderline the high concentration of
ownership in sample firms: on average families ®2%6 of a firm shares, and 69% of sample

firms are controlled at a majority by families.

1.3.3 Methodology

To explore the relationship between family contmod firm growth, we use economic
growth, measured by firm averd§esales growth and investment rate over the pergg91
2007*° Table 1.1 indicates that, on average, firm salesvth rate is 10,23% and firm
investment rate is 8,56%. Moreover, Panel B shdves SMEs controlled by a family at
majority grow significantly less than firms whereetfamily only exerts a minority control. In
order to investigate the relationship between famdntrol and firm economic growth at the
aggregate level, we employ two methodologies. Wapare average economic growth rates
over the study period, according to the intensityfamily control, and use size transition
matrices. Size transition matrices report firm odflsnigrating to a higher size claSsThe
odds ratio, between year t and year t+1, measheesumber of companies that have changed

of size class in year t+1, divided by the numbecarhpanies that have not.

To explore the relationship between family contmodl firm growth at the individual level,

we estimate equation 1.1:

EconomicGowth = g, + B,Family + S,Size + 5,Age + B,ROA + Industry + ¢, (1.2)

18 We use average growth value because the growtegsaf SMEs is rather more discrete than lineaiedd,
SMEs do not grow for several periods, and thenrdavgvhen they have accumulated sufficient resource
Sso.

9 We define all variables in Appendix 1.A.

% Sjze classes are defined following the recommématf the EU Commission that distinguishes SMEs in
three class sizes: micro firms that have an antwalover lower than 2 million Euros, small firmshese
turnover is between 2 and 10 million Euros, and imedfirms, whose turnover is between 10 and 50iomill
Euros.
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To conclude on the issue of the relationship betwi@enily control and firm growth, we
interpret the sign of5,. We introduce several control variables that afgtuence firm

economic growth. According to traditional corporéiteance theory, if there are no frictions
with respect to accessing financing, the only face&maining to influence firm investment
and growth is the quality of its growth opportuesi The traditional measure to assess firm
growth opportunities is the Tobin’s Q: the ratiotbé firm’s capitalization and book debt to
its book value. Because it is not possible to camfwbin’s Q for private firms, we use firm
industry locatiof" and firm performance to proxy for firm growth oppmities. We measure
firm performance via operating performance (R&Abecause this measure is not affected by
firm amortization and capital structure policy. Btjon 1.1 also controls for firm age and
size. It is important to control for firm age besaut influences firm economic growth in
several ways. Firm age reduces firm informationphaity, which alleviates financial
constraints (Beck et al., 2006). However, oldem&irmight grow less, because they have
attained their optimal size or operate in more meatnarkets. The effect of firm size on firm
growth is a controversial issue. The Gibrat (19084) states that growth is proportional to
size and that the factor of relationship is rand@ibrat’'s law has generated substantial
research. Some studies find that growth ratesralependent of size, others that Gibrat’'s law
is applicable only to large organizations, andlfinaome studies observe that growth rates
diminish with increasing size (Evans, 1987; Wagid®92; Sutton, 1997). Furthermore, firm
size increases firm capacity to access externah@img (Beck et al., 2006). In our sample,
SMEs controlled by a family at majority are sigo#ntly older than firms where the family
only exerts a minority control. Firms in the sample quite small, and firm size decreases

with the intensity of family control, SMEs contredl by a family at majority are significantly

L Because this study focuses on small business aweeasonably assume that industry dynamism infegn
firm growth opportunities more than the actual stute of the market.
2 The ROA is the ratio of the firm EBITDA on firmtad assets.
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smaller than firms where the family only exerts manty control. Sample firms have, on
average, a ROA of 11,66%, and firms controlled Wgraily at majority significantly under-
perform relative to firms where the family only e&eea minority control (see Table 1.1).
Finally, sample firms are located in traditional ENhdustries (e.g., construction and trade

activities)?®

Next, we test whether the relationship between lfaogntrol and firm growth arises from
the influence of family control on firm internahfincing capacity. To explore this issue, we
observe how family control influences small bussess propensity to exploit the growth
potential afforded by their internal financing cepy To assess this growth potential, we
compute the firm’s sustainable growth rate: the imaxn rate at which a firm can grow
without altering its financial structure. The suisédle growth rate is the rate of economic
growth that maintains unchanged firm debt leveragd avoids increasing the ownership
share of outside shareholders (Higgins, 1977). dopute the firm sustainable growth rate
we use the firm growth rate of retained earninganfe firms have, on average, an elevated
sustainable growth rate (27%), and SMEs contrdiied family at majority have significantly
lower internal financing capacity over the studyipe (see Table 1.1). In order to assess firm
propensity to exploit the growth potential affordey its internal resources, we compute the

wedge between firm sustainable growth rate andaoangrowth rateGap variables).

To explore whether the relationship between faradwtrol and firm growth results from

the effect of family control on firm internal fineimg capacity, we estimate equation 1.2.

GAR = g, + B,Family, + 5,Sizet+ 5, Age+ S.ROA+ [, Leverager Industry + £, (1.2)

%3 See appendix 1.B for the industry distributiorsafmple firms.
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Given that sustainable growth assumes that theligeps its debt leverage constant, equation
1.2 controls for the firm financial leverage. Degtive statistics, reported in Table 1.1,
indicate that, on average, firm capital structwdalanced between debt finance and equity,
and that there is no significant differences betwte capital structure according to firm
intensity of family control. The analysis focuses g, ; if the negative relationship between
family control and firm growth only results fromnfély control effect on firm internal

financing capacity we expeg, to be insignificant.

To explore the interaction between family contifoin external financing capacity and
growth, we split up the sample according to thensigf the gap variables. When gap
variables are positive, the firm growth rate ofemmal equity is higher than its economic
growth rate; such firm is qualified as patient fxnWhen gap variables are negative, the firm
economic growth rate is higher than its growth dtenternal equity; such firm is qualified as
dynamic firms. Dynamic firms lever their internahdncing capacity to raise additional
external financing resources to finance their eamnogrowth, thus their economic growth
rate depends on their capacity to raise externahtting. To explore whether family control
limits SME growth because it affects firm exterfiaancing capacity, we estimate equation
1.2 for the subsample of dynamic firms. If familgntrol limits firm access to external

financing, theng, should be positive for this subsample.
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Table 1.1: Sample descriptive statistics

Panel A reports the priipal descriptive statistics for the variables ugsedhe study. Panel B reports m
comparisons according to the intensity of familytrol: *** indicates that means differencdest is significal
at the 1% level, ** at the 5% level, and * at tt@9d level.

Number of Standard

PANEL A observation Mean Median Deviation Maximum Minimum
Turnover growth rate 34915 10,23% 6,02% 0,2334 4,4857 -0,9310
Investment rate 34915 8,56% 6,89% 0,3215 4,9259 -0,9874
Family ownership 34915 6254% 5100% 28,61 100,00 0,52
Age 34915 16,27 12,00 12,27 157,00 2,00
Size (Turnover K€) 34915 3044 1709 3996 48185 750
Size (Total Asset K€) 34915 1729 867 4633 310787 73
ROA 34915 11,66% 10,12% 0,0997 1,8189 -0,2225
Financial Leverage 34915 105,47% 38,68% 5,3658 687,0000 0,0000
Sustainable growth rate 34915 27,58% 20,74% 0,5372 5,3621 -4,8961
PANEL B Majority Minority

family family Difference

control control
Number of observations 23931 10984
Turnover growth rate 9,37% 12,10% -0,0273 ¥
Investment rate 7,03% 11,88% -0,0485  ***
Family ownership 7603% 3315% 42,8750  **
Age 17,0690 14,5460 2,5230  w*
Size (Turnover K€) 2962,3000  3220,5000 -258,2000  ***
Size (Total Asset K€) 1653,7000 1892,6000 -238,9000 *+*
ROA 0,1152 0,1196 -0,0044  *x*
Financial Leverage 106,56% 103,10% 0,0346
Sustainable growth rate 0,2673 0,2943 -0,0270  *==

Finally, we explore whether the negative relatiopgbetween family control and SME
growth relates to the fact that firms that familgntrol increases firm propensity to forgo
short-term economic growth to strengthen its caétaucture. We estimate equation 1.3,
where the dependent variable is firm probability de a patient firm, using a logistic

estimation method.

Pr(Patient=1), = g, + g,Family, + 3,Sizet+ B, Age+ B,ROA+ S, Leverage+ Industry + ¢, (1.3)
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We interpret a positivg3, as evidence of the fact that family control favthre adoption of

patient growth behavior.

1.4 Results

First, we present evidence on the relationship eetwfamily control and firm growth
(1.4.1). Second, we test whether the relationsleippvéen family control and firm growth
results from family control effect on firm internéihancing capacity (1.4.2). Finally, we
distinguish between dynamic and patient firms axulage the influence of family control on

these growth behaviors (1.4.3).

1.4.1 Family control and small business growth

This section explores the relationship between lfagontrol and firm economic growth.
Both aggregate and firm-level estimations indicatenegative, although non-monotonic,

relationship between family control and firm growth

1.4.1.1Aggregate evidence

Graphical evidence (Figure 1.1) underlines thahgirthat are controlled at a majority by
the family have, on average, lower economic gratlven firms where the family only exerts
a minority control. The negative relationship betwefamily control and firm economic
growth is structural in nature. Indeed, family gohinfluences negatively firm growth across
all years of the study period. Panel A of Table doffirms that firms that are controlled at a
majority by the family grow significantly less thdirms where the family only exert a

minority control. The results also show that firt@t are controlled at a majority by the
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family have less volatile growth: the average séaddleviation of their economic growth is
significantly lower than that of firms where therfidy only exerts a minority control. Finally,
we observe that the relationship between familytrobrand firm growth is non-monotonic.
Firms that are entirely family-controlled grow siigrantly more than those that are majority-

controlled. These results hold when annual groatbs are used.

Figure 1.1. Average annual economic growth rates aording to firm type over the

period 1999-2007
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The results presented in Table 1.3 show that fitmas dare controlled at a majority by the
family have a lower probability to migrate towarchigher class size than firms where the
family only exerts a minority control, both in a givyear and on average over the period.

This result confirms the negative relationship lestw family control and small business
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growth. The results in panel B indicate that thebptwlity of migrating toward a higher-class

size is similar for both totally and majority-controllechis.

Table 1.2: Economic growth according to the intengy of family control

This table reports the mean of average and anmaoaltly rates and the mean standard deviation oketheswtl
rates over the study period according to the interedf family control. Panel A reports means difface
computed on the complete sample, betwéians controlled at a majority by a family and caited at .
minority ones. Panel B reports means differencepmdedin the firms controlled at a majority by a fan
sample, between totally and majority-controllednfic *** indicates that the test of means difference
significant at the 1% level, ** at the 5% level,dahat the 10% level.

Majority Minority

Panel A family family Difference
control control
Average Sales Growth rate 0,121 0,0937 0,0273  ***
Average Investment rate 0,118 0,0703 0,0477 ***
Annual Sales Growth rate 0,1350 0,1084 0,0265 ***
Annual Investment rate 0,1179 0,0906 0,0273
Standard deviation of Sales Growth rate 0,2477 0,2108 0,0369 **
Standard deviation of Investment rate 0,4268 0,3851 0,0418
Totally Majority
Panel B family family Difference
controlled controlled
Average Sales Growth rate 0,1082 0,0859 0,0223 kk
Average Investment rate 0,0878 0,0609 0,0269  ***
Annual Sales Growth rate 0,1200 0,1022 0,0178 ik
Annual Investment rate 0,1025 0,0842 0,0183 Fkk
Standard deviation of Sales Growth rate 0,2164 0,2089 0,0074  **
Standard deviation of Investment rate 0,3943 0,3820 0,0124  **

Overall, aggregate evidence suggests a negativicoredhip between family control and
firm economic growth. Moreover, the results indicdtat this relationship is non-monotonic:

totally family-controlled firms are more dynamic than aray-controlled ones.
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Table 1.3: Size transition matrices according to té intensity of family control

This table reports firms’ odds ratio, which meastufe number of companies that have changed gineiins
year t+1, divided y the number of companies that have not. Panelmpeoes the odds ratio for firms where
families exert a minority control and firms wheegarfily exert a majority control. Panel B compares adds
ratio, in the subsample of firms where family exa@rhajority control family.

Majority Minority

Panel A family family Total Panel B Majorlty Mlnorlty Total
control control family control family control
2000 8,13% 7,42% 7,62% 2000 7,26% 8,06% 7,42%
2001 7,50% 6,68% 6,91% 2001 6,90% 5,94% 6,68%
2002 7,09% 5,79% 6,15% 2002 5,93% 5,32% 5,79%
2003 6,95% 5,90% 6,20% 2003 6,00% 5,56% 5,90%
2004 8,53% 6,51% 7,10% 2004 6,37% 6,96% 6,51%
2005 8,03% 7,06% 7,35% 2005 7,03% 7,15% 7,06%
2006 7,80% 7,00% 7,24% 2006 6,91% 7,29% 7,00%
2007 9,87% 7,81% 8,44% 2007 7,82% 7,79% 7,81%
Average 7,99% 6,77% 7,13% Average 6,78% 6,76% 6,77%

1.4.1.Firm-level evidence

The results presented in Table 1.4 confirm the megatlationship between family
control and firm economic growth, at the firm levEhis negative relationship holds for the
two alternative measures of economic growth. PanedhBws that within firms that are
controlled at a majority by the family, totally fagicontrolled firms are more dynamic than
majority-controlled ones. This confirms the non-mimmic relationship between family
control and SME growth. The results hold when wetr@brior firm age, size and industry
location (see Columns 3 and 4); however, the ecan@mnificance of the effect of family
control on firm growth diminishes. This result uridess that part of the negative relationship
between family control and firm growth relates tank that are controlled at a majority by

the family specific industry location in low-growth indiiss?*

4 In Appendix 1.B, we present the distribution afifs across industries, along with industry averggavth
rates.
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Table 1.4: Firm-level evidence on the relationshibetween family control and firm

economic growth

This table reports the results of the estimatioeguiation 1 using OLS, wher& is the error termEconomi
Growth is the average sales growth or investment ratérfori. Family is the dummy variable, lnich takes tf
value 1 when the family holds more than 50% of fagharesTotally is a dummy variable, which takes the v
1 when family ownership is 100%, and 0 when fanailynership is higher than 50% but lower than 1(
Industry includes 19 dummy variables; transportation isititeistry of referenceAge is the number of yee
since firm creationSizeis the log of firm total assets in the last year Wwhich accounting information
available.ROA is the firm average operating profitability. Wealize the estimation on two samples:
complete sample (Panel A) and a subsample contpanity firms where family exert a majority conti@ane
B). *** indicates that the coefficient is signifinhat the 1% level according to the t-test, **la 5% level, an
* at the 10% level. We report standard errors @fficients estimation in italics under each coééid.

1) (2 (3) O] (5) (6)
Panel A Sales Growth Investment rate Sales Growth Investment rate Sales Growth Investment rate
Family control -0,0273 ok -0,0485 okk -0,0191 bl -0,0217 okk -0,0191 Hokk -0,0217 ek
0,0026 0,0037 0,0026 0,0036 0,0026 0,0036
Age -0,0050 Hokk -0,0047 ok -0,0048 okk -0,0045 ok
0,0001 0,0001 0,0001 0,0001
Size 0,0096 il 0,0063 i 0,0117 i 0,0079 okk
0,0015 0,0021 0,0015 0,0021
ROA 0,1807 il 0,1417 ok
0,0122 0,0173
Intercept 0,1210 0,1188 ok 0,1812 Hokk 0,2135 b 0,1425 kk 0,1832 ok
0,0022 0,0030 0,0114 0,0161 0,0116 0,0165
Industry dummies No No Yes Yes Yes Yes
R2 0,0051 0,0031 0,0910 0,0514 0,0967 0,0532
F 178,53 ok 108,05 wxx 165,83 wxx 89,67 b 169,30 kk 88,8 ok
Nb observations 34915 34915 34915 34915 34915 34915
(1) (2 ®3) (4) (5) (6)
Panel B Sales Growth Investment rate Sales Growth Investment rate Sales Growth Investment rate
Totally 0,0204 Sk 0,0250 Sk 0,0095 ok 0,0111 o 0,0080 Sk 0,0102 ok
0,0031 0,0044 0,0030 0,0044 0,0030 0,0044
Age 00045 o+ 00045 o+ 00043  um -0,0043
0,0001 0,0002 0,0001 0,0002
Size 0,0053 *okk 0,0068 *okk 0,0072 *kk 0,0080 ok
0,0017 0,0024 0,0017 0,0024
ROA 0,1945 0,1208 -,
0,0140 0,0204
Intercept 00878 00609 01752  w 01882 01370 i 01644  wr
0,0016 0,0022 0,0126 0,0183 0,0128 0,0187
Industry dummies No No Yes Yes Yes Yes
R2 0,0013 0,0007 0,0924 0,0512 0,0996 0,0526
E 31,94 Sk 16,92 Hkx 115,55 ok 61,27 ok 119,93 *Hk 60,16 *hk
Nb observations 23931 23931 23931 23931 23931 23931
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Firm characteristics (age and size) also signitigaaffect firm growth. There is a positive
and significant relationship between firm size divdh economic growth. This positive
influence of firm size on growth can be explained eitheteganological argument (economy
of scope, market power) or by the fact that firmesfacilitates firm access to external
financing (Beck et al. 2006). Firm age negativelyluehces firm growth, which is quite
intuitive: as firms get older, they are closer teithstationary size and thus stabilize their
growth rate. This effect of firm age on firm growdbminates the positive effect of firm age
related to easier access to external financingallyinvhen we control for firm performance
(proxied by firm ROA), family control still influeres negatively firm growth. The results
show that firm ROA has a strong effect on firm gtiosee Columns 5 and 6). Indeed, a 1%
increase in firm operating performance levers il tales growth rate by 0,18%, and the

firm investment rate by 0,14%.

This section shows that the negative relationskiwvben family control and firm growth
persists when controlling for firm growth opportties, proxied by firm industry location and
performance. Furthermore, we observe that the rakdtip between family control and SME
growth is non-monotonic: totally family-controllddms are more dynamic than majority-
controlled ones. This result is consistent with ocogpe governance theory, which points out
the negative impact of the separation between cbatrd ownership on firm performance

(Shleifer and Vishny, 1997).
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1.4.2 Family control, financing capacity and small busise growth

In order to disentangle the internal and exterimarfcing capacity effect of family control
on firm growth, we explore how family control influees firm propensity to exploit the

growth potential afforded by its internal financing reses.

The results, set forth in Table 1.5, underline thatiffia control affects positively gap
variables. For the same level of internal resouritess controlled at a majority by a family
tend to grow less. Contrary to what we observe émmemic growth rates, the relationship
between the gap variables and family control is obamic. The results in Panel B indicate
that gap variables are highest for totally famibntrolled firms. The results presented in
Table 1.5 do not support the notion that the negatlationship between family control and
SME growth relates solely to the negative effectamhily control on firm internal financing
capacity. However, the results show that the non-rtmomo relationship between family
control and firm growth results from the fact thhe separation between control and

ownership adversely affects firm internal financing cégac

The signs of the control variables are consistadtsable across specifications. Firm size
has a non-significant effect on the sales gap amalséive impact on the investment gap, and
firm age has a negative influence on gap varialblesy operating performance has a positive
effect on gap variables. Firms that lever lessrtirgernal financing capacity (higher gap
values) under invest relative to other firms, whiebults in higher returns to capital. Finally,
firm leverage has a negative effect on gap varghbiledeed, firms with greater access to

external financing are more able to lever their internainfaing capacity.
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Table 1.5: The influence of family control on firm propensity to exploit the growth

potential afforded by internal financing capacity

This table reports the results of the estimatioeaiation 2 using OLS, wher& is the error termGAP is the
wedge between firm sustainable growth rate ands sglewth rate or investment rate for firmHamily is the
dummy variable, which takes the value 1 when thmilfaholds more than 50% of firm shareRotally is ¢
dummy variable, which takethe value 1 when family ownership is 100%, and tgervfamily ownership
higher than 50% but lower than 100%dustry includes 19 dummy variables; transportation isititistry o
reference Age is the number of years since firm creatiSizeis the bg of total firm assets in the last year
which accounting information is availablROA is average firm operating profitabilitBank Leverageis the
ratio of firm financial debt to equity. The estirnuat is realized on two samples: the complete sartipdmel A
and a subsample containing only firms where faraitgrt a majority control (Panel B). *** indicatelsat thi
coefficient is significant at the 1% level accoglito the ttest, ** at the 5% level, and * at the 10% levele
report standard errors of coefficient estimatioitatics under each coefficient.

@ 2 3 4) ()] 6)
PANEL A Sales Growth Investment rate Sales Growth Investnage Sales Growth Investment rate
Family 0,0195 ok 0,0215 ok 0,0195 ok 0,0219 i 0,019: ok 0,022 ok
0,0061 0,0067 0,0060 0,0066 0,006( 0,006¢
Size (ltotal asset) -0,0019 0,0018 0,0042 0,0099  #xx 0,006¢ * 0,012: e
0,0035 0,0038 0,0035 0,0039 0,003t 0,003¢
Age -0,0052 i -0,0055 il -0,0046 ok -0,0047 ok -0,0048 i -0,0049 i
0,0002 0,0003 0,0002 0,0003 0,000: 0,000:
ROA 0,5292 ok 0,6757 ok 0,529¢ - 0,689¢ ok
0,0448 0,0495 0,044¢ 0,049:
Bank leverage -0,0062 ok -0,0055 ok
0,000¢ 0,000¢
Intercept 0,1495 ook 0,1144 ok 0,0332 -0,0088 0,0337 -0,012(
0,0269 0,0297 0,0275 0,0303 0,027¢ 0,030:
Industry dummies Yes Yes Yes Yes Yes Yes
R2 0,0196 0,0168 0,0295 0,0260 0,0337 0,029:
F statistics 33,20 = 2836  wx 4617 w4050 s 50Ac  wx 436F
Number of observations 34915 34915 34915 34915 34915 34915
@ @ 3 @) ©] ©)
PANEL B Sales Growth Investment rate Sales Growth Investnag®  Sales Growth Investment rate
Totally 0,0223 ohok 0,0199 e 0,0184 *x 0,0154 * 0,017¢ S 0,014¢
0,0074 0,0082 0,0074 0,0082 0,007 0,008
Size (ltotal asset) 0,0045 0,0033 0,0091 0,0099 ox 0,010¢ el 0,011¢ ox
0,0041 0,0045 0,0041 0,0046 0,004 0,004¢
Age -0,0053 ook -0,0053 ook -0,0047 ok -0,0046 ok -0,0050 ok -0,0048 ok
0,0003 0,0003 0,0003 0,0003 0,000 0,000:
ROA 0,4881 ok 0,6461 ek 0,486¢ *hk 0,661( i
0,0524 0,0580 0,052: 0,058:
Bank leverage -0,0051 ok -0,0047 ok
0,000¢ 0,000¢
Intercept 0,1256 ohok 0,1103 Hhok 0,0272 -0,0022 0,029: -0,003¢
0,0310 0,0343 0,0316 0,0350 0,031¢ 0,035(
Industry dummies Yes Yes Yes Yes Yes Yes
R2 0,0244 0,0202 0,0330 0,0292 0,036¢ 0,032¢
E 28,44 ook 23,4200 i 35,43 ok 31,2600 i 38,04 i 33,130( ok
Number of observations 23931 23931 23931 23931 23931 23931
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Overall, the results indicate that family contraduees firm propensity to lever the growth
potential afforded by internal financing capacitowever, the explanation of this result is
twofold. If gap variables are positive, firms forgoost-term economic growth to strengthen
their capital structure; that is, they adopt patigndwth behavior. If gap variables are
negative, firms resort to external financing forwtio, and higher values for gap variables
support that firms face more difficulties to raisxternal financing. To explore the
relationship between family control and SME grow#havior, we split the sample according

to the sign of the gap variables.

1.4.3 Family control and SME growth behavior

In dynamic firms (Table 1.6), we observe a positekationship between family control
and gap variables. This indicates that family aanlimits the extent to which firms lever
their internal financing capacity to finance growthrhe results support, for dynamic firms,
the notion that family control undermines firm gtbw because it limits firm access to
external equity. Further, columns 3 and 4 shows that the@sgnificant difference between
totally and majority family-controlled firms. Thisidicates that firms that are controlled at a
majority by the family, independently of the intégsof family control, suffer from

difficulties in accessing external financing.

% Given that, for dynamic firms the gap variables aegative, an increase in gap variables indichigtsthe
wedge between economic growth and sustainable griswbower. We interpret a positive coefficientsagpport
for the fact that firms grow less because theyless able to lever their internal growth capacigyalccessing
external financing.
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Table 1.6: Influence of family control on gap varidles in dynamic firms

This table reports the results of the estimatiorafation 2 using OLS, in whicé is the error termGAP is the
wedge between firm sustainable growth rate ands sglewth rate or investment rate for firmHamily is the
dummy variable, which takes the value 1 when thmilfaholds more than 50% of firm shareRotally is ¢
dummy variable, which takes the value 1 when familynership is 100%, and 0 whéamily ownership i
higher than 50% but lower than 100#dustry includes 19 dummy variables; transportation isititistry o
reference Age is the number of years since firm creatiSizeis the log of firm total assets in the last yea
which accounting information is availablROA is average firm operating profitabilitBank Leverageis the
ratio of firm financial debt to equity. Specificatis 1 and 2 report the estimation on the complatep ¢
dynamic firms. Specifications 3 and 4 repdré testimation on the subsample containing only ayodirms
where family exert a majority control. *** indicatehat the coefficient is significant at the 1%sdeaccording 1
the t-test, ** at the 5% level, and * at the 10%dk We report standardrers of coefficient estimation in itali
under each coefficient.

Full Sample Firms controlled at a majority by a family
) 2 (3) Q)
Gap Sales Gap Investment Gap Sales Gap Investment
Family 0,0356 ok 0,0374 b 0,0091 -0,0044
0,0083 0,0088 0,0104 0,0110
Size 0,0149 i 0,0318 b 0,0366 b 0,0432 ek
0,0048 0,0050 0,0056 0,0060
Age 0,0042 e 0,0055 e 0,0032 fed 0,0049 ek
0,0003 0,0004 0,0004 0,0004
ROA -0,2328 e -0,1943 e -0,1898 b -0,1742 i
0,0589 0,0621 0,0687 0,0728
Bank leverage -0,0058 i -0,0048 i -0,0045 i -0,0038 i
0,0005 0,0005 0,0005 0,0005
Intercept -0,6396 ek -0,7741 ek -0,7145 ok -0,8063 ok
0,0372 0,0393 0,0427 0,0452
Industry dummies Yes Yes Yes Yes
R2 0,0913 0,0686 0,0938 0,0739
F statistics 61,19 b 44,83 ok 42,46 ok 32,74 ok
Number of observations 14638 14638 9867 9867

Control variables are stable and consistent acspssifications. Size and age have a
positive influence on gap variables. Such variabl@snally limit firm financial constraints,
thus they should have a negative influence on ga@mmes. However, age has a negative
influence on firm growth (see Section 1.4.2), whiohld drive this positive influence on gap
variables. The positive influence of size may batesl to the fact that larger small businesses
benefit from greater internal financing capacityhieth reduces their need for external

financing. Firm operating performance has a negainfience on gap variables; this
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indicates that good performances increase firm sscte external financing. Finally, firm
leverage logically affects gap variables negativégcause higher leverage levels indicate
easier access to external financial resources. ief, ihe results support that, in dynamic
firms, family control constitutes a barrier to led¥em internal financing capacity, because it
limits firm capacity to raise external financing,rjpaularly external equity. The results in
Table 1.6 provide support to the hypothesis thailfacontrol affects adversely SME growth,

because it limits their external financing capacity.

However, the results also underline that a majarit$$MEs (58%) prefer to forgo short-
term economic growth to strengthen their capitaucitire, they adopt patient growth
behavior. Patient firm managers calibrate patiemhdi growth; they do not invest all firm
cash flow. Table 1.7 shows that firms that are cdleticat a majority by the family are more
prone to adopt patient behavior than are firms wiiee family only exerts a minority control.
The results also underline that more highly perfagrfirms are more prone to adopt such a
behavior, which arises from the fact that highly fpening firms have higher internal
financing capacity. Bank leverage and firm age umitee the probability that firms adopt
patient growth behavior. This indicates that patient fiamessSMESs that have greater difficulty

in accessing external financing.
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Table 1.7: Family control influence on the probabitty for firm to adopt patient growth

behavior

This table reports the results of the estimatioeafation 1.3, using a logistic estimation methodyhich & i<
the error termThe probability modelled is the probability thatigent is equal to Patientis equal to 1 whe
both gap variables are positiveamily is the dummy variable, which takes the value 1mitie family hold
more than 50% of firm sharetmdustry comprises 19 dummy variablesansportation is the industry
referenceAge is the number of years since firm creatiSizeis the log of total firm assets in the last yaa
which accounting information is availablROA is average firm operating profitabilitBank Leverageis the
ratio of firm financial debt to equity. *** indicas that the coefficient is significant at the 1%eleaccording t
the ttest, ** at the 5% level, and * at the 10% leveleWeport standard errors of coefficients estimatn
italics under each coefficient.

1) (3 (6) (11)

Family 0,090: 0,102¢  »+* 0,106¢  *+* 0,130(
0,023 0,023¢ 0,024:

Size (ltotal asse! 0,005: 0,044°  #x 0,053;
0,013t 0,013¢ 0,014(

Age -0,013;  #xx -0,009t  #xx -0,010:  *x
0,001( 0,001¢( 0,001¢(

ROA 3,317¢ e 3,643(  wx
0,190: 0,1981

Bank leverage -0,0497
0,005¢
Intercept 0,264: ok 0,324¢ ok -0,181¢ * -0,000:
0,0124 0,105: 0,108¢ 0,111:
Industry dummies No Yes Yes Yes
Number of observation: 3491t 3491t 3491¢ 3491¢

Likelihood Ratio 15 o 43¢ ok 871 ok 118 ok

Score 15 ok 43€ ok 844 ok 108( ok

Wald 15 ok 42¢ ok 82C ok 107¢ ok
c 0,510( 0,566( 0,600( 0,615(

Overall, this section shows that it is possible tstidguish SMEs according to their
growth behavior. On the one hand, dynamic SMEs usi itternal financing resources to
access external financing. These firms have econgnowth dynamism higher than their
internal financing capacity. On the other hand,résalts underline that the majority of small
businesses (58%) adopt patient growth behavioy, grefer to forgo short-term economic
growth to strengthen their capital structure. Irefrthe results show that limited access to
external financial resources is not the only fadtoriting the growth of SMEs that are

controlled at a majority by a family. In dynamicnfis, family control hampers firm growth
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because it limits the sources of external financBIEs that are controlled at a majority by
the family do not fully compensate for the lackexternal equity by resorting to more debt
financing. However, for a large fraction of firmsathare controlled at a majority by the
family, reduced dynamism derives from the fact ity are more likely to adopt patient

growth behavior.

1.5 Conclusion

This chapter explores the concomitance of familgtd and small business growth in a
large panel of French SMEs over the period 199872®st, we show that there is a
negative, although non-monotonic, relationship betwienily control and SME economic
growth. Our results indicate that the non-monotonicity ©f thlationship is attributable to the
negative effect of the separation between contndl @avnership on firm performance, which
limits the firm’s internal financing capacity. Thesults further show that the negative
relationship between family control and SME dynamisrises from two alternative
explanations. For dynamic firms, we show that thigatiee relationship is explained by the
fact that family control limits firm capacity to is2 external financing, particularly equity
financing. However, the results also underscoreftmtly control negative relationship with
SME growth also arises from the fact that firmg @@ controlled at a majority by the family

are more likely to adopt patient growth behavior.
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The results presented in this chapter lead to abvecommendations on small business
growth policies. Following the results, policies adra improving small business dynamism
should consider firm type (patient or dynamic). Bgnamic SMESs, policies should focus on
providing better access to financing, particulacyeenal equity financing. Before designing
policies to foster the dynamism of patient firmgsinecessary to assess the factors that lead
to the adoption of such behavior. Small businesempagrowth behavior is consistent with a
strategy of internal risk management in the preseariduture external financing constraints.

We develop this issue in Chapter 2.
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Appendices

Appendix 1.A: Description of variables

Table 1.8: Explanatory variables

Variable Formula Definition
Family I§ equa to 1 if family ownershi| share in the firm arg
Explicative . higher than 50%, gnde to0 el'se. : :
ariables Family Control Is equal to 1 if family ownership shares in the firm are epual
Totally to 100%, and O else. This variable only concerns f1mi|y
firms.

Table 1.9: Explained variables

Variable Formula Definition
1 & Turnover,,
SalesGrowth, = — e EEEEE—
Sales Growth T &8 Turnover, ., Average annual growth rates of sales.
Economic Growth
1 %97 ProductiveAsets, Average growth rate of productive assets. Where productivg
Investment Rate InvestmenRate, =— —_— = assets is the sum of gross long term assets and working]
T 459 ProductiveAsets ., K R . R
g capital minus financial assets.
The sustainable growth rate is influenced by the firm
financial performance and distribution policy. The financial
performance is measured by the return on equity (ROE): tHe
Explained ratio of net income to firm total assets. But, it is not possib|e
variables Sustainable Growth . _ 1 X% InternalEquity,, to compute firm retention rate because the information is hot
SustainableGrowth, = ?Hggg InternalEquity, ., correctly filled in the database. Thus, the sustainable growth
rate is computed as the average growth rate of internal
equity over the period. Where internal equity is the wedge|
between firm total equity and the face value of equity.
GapSalesi = SustainableGrowth — SalesGrowthi It is the wedge betweenfirm sustainable growth rate and
Gap Sales Gap firm sales growth rate.
Gaplnvestment = SustainableGrowth — Investment IF is -the wedge betweenfirm sustainable growth rate and
Investment Gap firm investment rate.
It is equal to 1 when both sales gap and investmentgap arg
Patient positive, and to O else. When patient is equalto O firms arg
considered as financially constrained firms,
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Table 1.10: Control variables

tfore

ms

Variable Formula Definition
Size Log of firm total assets minus financial assets.
Firm characteristics
Age Log of the number of years since the firm’s creatio
Dummy variable indicating whether a firm belongs td
Control Industry particular industry in the 19 industry classification sheg)
\Variables Growth opportunities (similar to NACE classification).
ROA ROA= 1 7 EBITDA Return on asset computed as the ratio of earnings b
i _?‘ SoheTotalAsset tax, interest and depreciation (EBITDA) to totafrf assetd.
] ] Financial o 1 27 ExternalFnancialDeb, Ratic of firm externa financia deb to equity To computs
Financial Leverage FinacialLleerage=— ) ———— external debt we substract from financial debt from fi
9 ) Equity, which hold capital in the firr

Appendix 1.B: Sample repartition by industry

Table 1.11: Sample repartition across industries ahindustry-average economic growth

rates

INDUSTRY Repartition Sales Growth  Investment
Agriculture 0,64% 9,12% 4,46%
Mining and quarrying 0,16% 13,52% 11,20%
Manufacture of food products and beverages 1,61% 8,86% 7,06%
Electricity, gaz and water supply 0,52% 22,57% 20,77%
Manufacturing 9,28% 10,46% 8,98%
Manufacture of motor vehicles 0,42% 14,45% 9,36%
Manufacture of intermediate products 8,77% 11,12% 8,17%
Construction 22,05% 15,38% 14,47%
Wholesale trade 5,38% 9,64% 7,26%
Retail trade 18,18% 12,51% 11,18%
Sale, maintenance and repair of motor vehicles 13,59% 8,51% 6,01%
Transports 4,41% 12,98% 10,18%
Hotels and restaurants 1,98% 10,00% 4,20%
Information and communication activities 2,57% 21,84% 22,92%
Finance and Insurance 1,64% 16,40% 16,02%
Real estate activities 0,92% 19,46% 18,41%
Scientific activities 4,38% 19,73% 20,52%
Personal services activities 0,36% 13,70% 11,31%
Firm services activities 3,12% 17,41% 17,05%
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Figure 1.2: Distribution of sample firms across indistries
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Chapter 2

Cash holdings, investment decisions, and growth

In small businesses.

Observations show that small and medium enterp(iIS&¥s) hold quite large cash reserves.
This chapter develops a theoretical framework tplar the specific financial conditions of
SME growth. It explains the role of the constitntmf cash reserves in SME development. In
our theoretical framework, financial constraintsss from SME informational opacity, which
limits the liquidity of firm investment opportueisi for external investors. The illiquidity of
SME growth opportunities is determined by the ddpane between firm assets and the
composition of external investor asset portfolioir @odel shows that, in the presence of this
market imperfection, the constitution of cash reeeris a necessary condition for small
businesses to raise external equity and financéhéurdevelopment. Overall, this model
presents an explanation of the significant levefs cash holdings observed in small
businesses. Moreover, our model sheds light on $roall businesses can use strategically

cash holdings to take advantage of illiquid growgiportunities.

Keywords: Small business; Growth; Investment; Asset specifitityuidity management.
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2.1 Introduction

Small businesses hold relatively large cash reseiver instance, a recent study by the
Banque de France (2009) underlines a negative iaisoc between firm size and cash
holdings. The ratio of cash holdings to equity wheve 50% for French small and medium
enterprises (SMEs) for the period 2006—2008, whetaaas less than 40% for average sized
firms and only 25% for larger firms over this p&lideveral empirical studies underline a
negative influence of firm size on corporate casldings in Spain (Garcia-Teruel and
Martinez, 2008), in the US (Faulkender, 2004), and rian€e (Ginglinger and Saddour,
2007). Moreover, in a majority of small businessegnemic growth does not follow the
growth of equity (see Chapter 1), which is consistent wetfalt that small businesses utilize
part of their internal resources to increase casbkrres rather than finance investment. This
chapter develops a model to understand why SMES sioth non-trivial amounts of cash

reserves.

Although, SMEs mostly rely on short-term financingdaentrepreneur wealth in initial
stages of growth, access to long-term external Gimgnis an essential step in the small
business financial growth cycle (Berger and UdéR8). SME development into large firms
is not linear; it presupposes passage through graimesholds. One important growth
threshold is the acquisition of a competitive adage. A majority of SMEs acquire a
competitive advantage by investing in specificgngible and information intensive) assets,
such as innovation activities and human capital.gitde assets can easily be financed by
debt, because they serve as collateral, but to fenartangible assets, small businesses need
to rely on equity financing. Moreover, informatiortansiveness complicates the evaluation
of small businesses growth opportunities. This igragated by the fact that there is not an

organized market for SMEs, and therefore no publices. Given SMES’ growth
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opportunities informational opacity, it is difficuid trade these exposures, because investors
must incur an information acquisition cost beforghaAlthough, the empirical literature
suggests the existence of a risk factor linkedhéodpecificities of small business risk, models
linking investment and financial constraints do aotount for this dimension. In the model,
external investors cannot hedge on the markets éxposure to SME specific risk, because
of small businesses informational opacity. Therefprevate equity investors must internalize
the management of this illiquid risk, which increaghe cost of external equity for small
businesses (Froot and Stein, 1998). Given SME gras$iets specificity, cash management
policy can be value enhancing for small busines$bés chapter develops a model that

explains the role of cash holdings in supporting SME growth

According to the static tradeoff approach, firmswdtanvest until the marginal cost of
financing equals the marginal gain from investingedimit to the static tradeoff approach is
that it assimilates financial constraints to thgrde of market frictions. However, financial
constraints also arise from the degree of liquidibynstraints. Indeed, cash flows decrease
firm dependence on costly external funds, which eceduirm financial constraints. Taking
into account the degree of liquidity constrainttraduces an interaction between internal
financing capacity and the cost of external finagciMultistage financing and investment
decision models account for the endogeneity of niiie constraints. These models
underscore how liquid balance sheets can mitigegeuhderinvestment problem. According
to multistage financing and investment decision el®dcash management policies might be
value enhancing (Tirole, 2006). Departing from timgiition, we develop a framework to
explore the specific conditions of SME growth. Wegant a multistage equity financing and
investment decision model, where financial frictioe$ate to the informational opacity of

small business growth opportunities.
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This chapter develops a framework in which the egreneur faces a trade-off between
investing and constituting cash reserves. Holdirghda costly, as initially the entrepreneur
must reject positive net present value projects. él@n, such policy may be value enhancing
if the firm has good but illiquid growth opportuies. Given that there is no hedging
instrument to manage SME idiosyncratic risk, holdBBIE shares is costly for external
investors, which ask a premium to invest in illiqMEs. The only way for investors to
manage their risk is through portfolio diversificat. Therefore, the cost of external finance
depends on the covariance between the SME projeotsare to the specific risk and investor
portfolio exposure to this risk. Thus, small busiessseed to manage their project non-
tradable risk component to reduce the financingt adsprofitable but illiquid growth
opportunities. The entrepreneur can cover a fraaiothis non-tradable risk, by maintaining
cash reserves. In this context, cash holdings caneleed as a reserve of cash capital. Cash
capital reduces the cost of external financingfifons with illiquid growth opportunities. By
holding cash reserves, small businesses with itiggiowth opportunities preserve their

potential for growth.

The remainder of this chapter proceeds as follovesti@ 2.2 reviews the literature
related to our model and the model SME specificumgdions. Section 2.3 presents the
theoretical framework and model results. Sectiond&sdusses the implications of the model

and sets forth our conclusions.
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2.2 SME financing and cash holding: related literature and model

assumptions

Multistage financing and investment decision mogmlstray how liquid balance sheets
mitigate underinvestment (2.2.1). However, they do oapture the specific financial
conditions of SME growth. In order to develop a mapeecific to SME growth, we rely on

two assumptions, which take into account the specificii&ME financing (2.2.2).

2.2.1 Related literature: The role of liquid balance shisan mitigating underinvestment

Our model is similar to multistage financing and/astment models that explain how
liquid balance sheets mitigate underinvestment. @wdel shares the intuition that
accounting for the fact that financial constraings’/e two dimensions, the degree of market
friction and the degree of liquidity constraint, ileg that cash management policies might be
value enhancing. However, current models focus @elbusiness and do not account for the

specificities of SMEs.

One group of authors focuses on the precautionariven for holding cash. A liquid
balance sheet allows firms to make value-increasingstments when the opportunity arises
(Keynes, 1936). Following this intuition, Almeida ¢t @004) propose a model of “cash flow
sensitivity of cash,” which refers to a firm’s propty to save cash out of cash inflows. Their
model implies that firm cash flow sensitivity ofstadepends on the extent to which the firm
faces financing constraints. The tradeoff betweenvedue of foregone marginal projects and
the expected value of additional projects that fihm will be able to fund in the future
determines constrained firms’ optimal level of caslidings. Cash management is irrelevant
for unconstrained firms, because they are alwaye &bl access external financing to

undertake valuable investment opportunities. Cashagement policy is, however, valuable
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for constrained firms, because it limits liquiditypnstraints, which ultimately prevents
forgoing valuable projects. Almeida et al. (2004) wsesample of publicly traded US
manufacturing firms from 1981 to 2000 to test thmwdel prediction. They observe that the
cash flow sensitivity of cash is not statisticadlijfferent form zero for unconstrained firms,
but is positive and significantly different fromreefor constrained firm&® In the same vein,
Boyle and Guthrie (2003) dynamic model shows thabducing the possibility of delaying
investment can reverse the relationship between atbaglability of internal funds and
investment’ The effect of additional internal funds on the value of {itéa to wait is larger
for constrained firms, because it prevents forgdumyre profitable projects. This makes
current investment by relatively unconstrained firnmore sensitive to additional internal
funds than is investment of constrained firms. A&ively, Almeida and Campello (2007)
show that investment and financing become endogenden firms are able to pledge their
assets as collateral. Their model predicts a nonetomic relationship between investment—
cash flow sensitivity and financial constraints. ' hon-monotonic relationship results from
the effect of asset tangibility on the firm finamicconstraint status. Acquiring more tangible
assets sustains more external financing. Thereforelaively low levels of asset tangibility,
investment—cash flow sensitivity increases witteaisangibility. Indeed, highly tangible firms
become unconstrained, because current investmemteedheir future financial constraints.
However, this effect ceases to exist at high legékssset tangibility, as highly tangible firms
become unconstrained. These authors find empiriggdat for their model prediction in a
sample of US manufacturing firms over the period53:2000. They observe that asset

tangibility positively and significantly affects e@hinvestment—cash flow sensitivity of

% To test their model they separate firms according priori measures of the financing frictions they face.
They use five alternative schemes to partitionrteample (payout ratio, firm asset size, absend®mp#l ratings,
absence of commercial paper rating, and index rof financial constraints based on results in Kapad
Zingales (1997)).

27 According to the literature on investment-cashwilsensitivity €.g, Fazzariet al, 1988), constrained firms
should have a higher investment-cash flow sensitithian unconstrained firms, because their finagciapacity

is more dependent on firm cash flows.
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financially constrained firms, but that tangibilityives no shifts in these sensitivities when

firms are unconstrained.

Finally, Acharya et al. (2007) model whether dehdustion and cash retention are
substitutes. Their model shows that for financiallyconstrained firms, it is indifferent
whether they use their excess cash flows to ineréaternal savings or to reduce debt.
However, for constrained firms, cash management ipslican be value enhancing. Both
higher cash stocks and lower debt levels increasmstrained firm’s future funding capacity
and its ability to undertake new investment oppaties. The value of debt reduction
depends on the correlation between current andefyitoject quality. A higher correlation
implies that firms with good initial investment peots face a reduced cost of debt in future
states, because of external investors’ higher ea&pentfor good outcomes. However, the
value of cash holdings is insensitive to this datren. Therefore, when this correlation
increases, the preference shifts from carrying ¢aslard reducing debt. These authors find
support for their model prediction in a sample & hanufacturing firms over a three-decade
period (1971-2000). Overall, these models point loat holding cash reduces firm financial
constraint by relaxing its liquidity constraint, iwh prevents forgoing valuable future

investment projects.

Beginning with Froot et al. (1993), another set ofdele accounts for the fact that
managing firm cash flow volatility reduces the cofexternal financing, which is beneficial
for firm investment. Froot et al. (1993) model a fifating a two-period investment and
financing decision. They show that the effect of cash flolatiity on investment depends on
the degree of market friction. For unconstrainedn$ir a reduction in cash flow at the
intermediate stage results in higher external faisdrg, which has no impact on firm

investment. However, when the marginal cost of eslefimancing is increasing with the
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amount raised, a cash shortfall can disrupt thar@tinvestment plan and adversely affect
firm value. The Froot et al. (1993) model impliesttiaa constrained firm does not hedge
against the variability of its cash flow, then theriability can cause variability in investment
spending. Therefore, hedging can help a firm to ktahits internal cash flow and to mitigate
the underinvestment problem. However, when it igaliff to write formal hedging contracts,
because the underlying shock cannot be well destréx ante, or objectively measured ex
post, alternative mechanisms might be more effici€ash holding is one of these alternative
mechanisms. Lyandres (2007) models how firm casHiigd affect investment—cash flow
sensitivity. This author demonstrates that firmshwitigher cash flow will have lower
investment—cash flow sensitivity, because holdinghcaelaxes financial constraints.
However, for firms with low cash flow, there is nense in holding cash, as this will be
insufficient to reduce the cost of external finangciOverall, this leads to a non-monotonic,
U-shaped relation between financial constraints @meestment—cash flow sensitivity.
Cleary et al. (2007) distinguish between two effecs the one hand, there is the cost effect:
when a firm increases its investment, it must ram®ee external financing, which increases
its required repayment and therefore the risk géilation. On the other hand, there is the
revenue effect: when a firm increases its investm#re resulting increases in expected
revenue improve the firm’s ability to repay its tlabd reduce the marginal cost of financing.
These authors show that when internal funds aréiymsthe cost effect dominates the
revenue effect, and firms have an incentive to leakh in order to reduce the cost of external
financing. However, when cash flows are negative, réwenue effect dominates the cost
effect, and firms have no incentive to hold cash. r@letheir model predicts a U-shaped

relationship between financial constraints and investagash flow sensitivity.
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Consistent with these models, the empirical litegtwhich focuses only on large firms,
supports the fact that cash holdings are used to limit fish ftaw volatility and ultimately to
mitigate constrained firms’ underinvestment. Opleale (1999) show that firms, which have
easier access to capital markets, tend to hold Itevels of cash, using a sample of publicly
traded US firms over the 1971-1994 period. Han aid(ZD07), using quarterly information
from a sample of US publicly traded companies aher period 1997-2002, find that the
impact of cash flow volatility on firm cash holdimgdepends on firm financial status.
Financially constrained firms increase cash holglimgresponse to an increase in cash flow
volatility, whereas the cash holdings of unconsedirirms are not sensitive to cash flow
volatility. Kim et al. (1998), using a sample of USnhgmanies, reports that firms facing a
higher cost of external financing and having mootatile earnings hold significantly larger
amounts of cash. Bates et al. (2006) present sifimidings for the US. Overall, the empirical
literature on the determinants of cash holdingspstp the notion that constrained firms’
cash holdings are sensitive to cash flow volatility, whereeconstrained firms’ cash holdings

are insensitive to cash flow variability.

Multistage financing and investment decision modeislerline the importance of asset
liquidity management for firms facing difficulties accessing external financing. On the one
hand, a liquid balance sheet alleviates firms’ kilifyi constraints, which increases their
investment capacity. On the other hand, when the im@rgost of external financing is
increasing with the amount raised, cash holding$ betduce the cost and the amount of
external financing, because this reduces cash flolatility. The model developed in this
chapter builds on these models from the literatbrd, it also accounts for the specific

financial condition of SME growth.
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2.2.2 A model specific to SMEs

To account for the specific financial conditions SME growth, our model makes two
specific assumptions. First, the model focuses oityefjoance, because this plays a key role
in the development of small businesses (2.2.2.1). Eurthre, it explicitly models financial
constraints related to the specificity of SMEs. Ririal constraints arise from SME informal

opacity, which limits the liquidity of firm investment oppunities (2.2.2.2).

2.2.2.Jxternal financing is limited to external equity

The model assumes that the only external invest@®quity investors. Berger and Udell
(1998) propose that small businesses go througiaading growth cycle. At the initial stage
of their development, SMEs resort to entrepreneualtiweand short-term financing. Short-
term financing is generally obtained through tradedit and short-term loans guaranteed on
working capital assets. However, to develop furtherals businesses need to access long-
term external financing. Indeed, funding by the ememeur is limited and costly.
Entrepreneur funding limits investment to the gmteaeur’s resources and is costly for the
entrepreneur given that it increases wealth undersification?® Long-term debt may
finance firm investment only if this investment cdre used as collateral. However,
investments supporting small business developmemtod represent good collateral. Indeed,
small businesses rely heavily on the acquisitiostdtegic resources to survive and grow. A
strategic resource is characterized by its compiexis exclusivity (Wernerfelt, 1984), its
inability to be rapidly accumulated (Dierickx anddl, 1989), and its valuable, rare and
inimitable nature (Barney, 1991). The retention ty firm of strategic resources allows it to
develop a comparative advantage, essential to sugtaidevelopment (Penrose, 1959).

Product and process innovation, as well as accuionlaf human capital, are the principal

8 See Chapter 1, Section 1.2.1 for a detailed disonon this issue.
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strategic resources of small businesses. Innovatwbinities allow the firm to preempt the
acquisition of geographical (location) and techgadal (patent) resources, as well as client
perception (Lieberman and Montgomery, 1998). Innowvatactivities allow the firm to
develop its market share, to realize economiega@tsand scope and to secure the loyalty of
clients, which all favor firm growth. Human capitalegkénds on the education and
professional experience background of the entrepremnd its employees. Firm human
resources policy strongly influences SME human tehpiTherefore, key investments
supporting SME growth have little collateral valugven their lack of tangibility.
Accordingly, the extensive use of debt is not appabdg to finance these investment projects
(Berger and Udell, 1998; Carpenter and Peterser)280oreover, debt financing is limited
because its time horizon is shorter than that afitgcfinancing (Fluck, 1998). Indeed, a
fundamental characteristic of the equity contradthat it has indefinite maturity as opposed
to the finite maturity of debt contracts. Given SMiEangible assets and their long investment
time horizon, the transfer of control rights com@gas, to some extent, the investor.
Therefore, resorting to equity is more appropriatdinance SME growth; this is why our

model focuses on the factors influencing SME access tonaktequity.

Given that an organized market for SME equity dossexist, private equity investors are
limited to a restricted pool. On the one hand, thennmaoviders of external finance are
connected minority shareholders (family membersef@mple), with whom relationships are
based on trust (Vos et al., 2007). On the other handatp equity financing relies on
sophisticated investors: venture capitalists, bgsirengels, leveraged buyout specialists and
other firms. These sophisticated investors can &&sifled into two categories. First, external
equity infusion can be realized via firm acquisitieeither through firm integration in a
business group or by leveraged buyout by a speethicompany. This type of financing

implies transfer to external investors of firm nréy control and generally occurs in more
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mature firms (Kaplan and Strémberg, 2009). This mafd8ME growth is quite developed in
France. Cayssials et al. (2007) report that 48% efi¢tr SMEs belong to a business gréup.
Second, external equity infusion can be realizedgmscialized investors who often rely on
concentrated ownership stakes and powerful incest(gmall salary) for insiders. Business
angel financing is an informal market for directancing, in which individuals invest directly
in small businesses through an equity contract, diffédrs from other financing sources
because it is not intermediated (Berger and UdeD62. Venture capital is an independent,
professionally managed, dedicated pool of caphat finances high-risk, potentially high-
reward start-up companies, often in high-tech intlesstit purchases equity stakes while the
firm is still privately held (Gompers and Lerner,02Q. Differences among specialized
investors relate to the extent of financing thegvite. Business angels invest much smaller
amounts, although they represent an annual infusidimancing much larger than that of
venture capital. Moreover, venture capital is ofiented to specific small businesses located
in technologically sophisticated and knowledgesistee areas, along with early-stage

businesses (Chemmanur and Chen, 2006).

Our model explores the factors associated with lsbusinesses access to external equity.
The choice to focus on access to external equiherahan debt is justified by the fact that
private equity financing is best suited to finaclBME development projects, as they often

rely on intangible and long-term-horizon as¥kts

9 We study this peculiar growth strategy in Chapgeasd 4.
% However, the model could be easily extended toautfor the possibility of debt financing.
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2.2.2.2Financial constraints arise from the informationadpacity of SME growth

opportunities

The second key assumption of the model relatehdofdctors that generate financial
frictions. The model explicitly accounts for the ecibieity of SMEs: their informational
opacity. The model assumes that financial frictianse from firm informational opacity,
which reduces the tradability of firm stakes. Titerature focusing on returns to private
equity investment largely supports the fact thabider to invest in private firms, investors
ask for a premium. Ljungqvist and Richardson (2088)dy one of the largest investors in
private equity in the US between 1981 and 2001. dlzeghors estimate that the return on
invested capital measured by the profitability m@deerages 25,07% and still averages 24%
when discounting cash flows at the market-risk—-steéjdl cost of capital. Kaplan and Schoar
(2005) observe that private equity returns excéedd of public equity investment. These
results hold even after correcting for the ovemestion bias arising from selection bias

(Cochrane, 2005).

The justification for this higher return is groundaual the fact that the CAPM (capital asset
pricing model) does not adequately capture SME tisire exists a second risk factor. Friend
and Lang (1988) suggest that the apparent longregative effect of corporate size on equity
returns is consistent with the fact that the sitece mainly reflects a risk effect. Indeed, for
smaller firms, the usual beta and variance measloe®t capture a significant proportion of
the risk, underlying the existence of another rettdr. Kaplan and Stromberg (2009) ground
this second risk factor in informational issues. Sh@uthors observe that in more risky
companies, defined as companies whose operatiorfsaeder to observe, venture capitalists
ask for a higher premium. Ortiz-Molina and Phill{910) observe, using data on US firms

over the period 1984-2006, that firms in industvwé&$ more liquid assets and during periods
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of high asset liquidity, have a lower cost of cdpif@r another set of authors, higher returns
for private equity investment relate to exit rislargcularly to IPO (initial public offering)
exit risk. Exit risk refers to the risk of not bgiable to effectively exit and thus being forced
either to remain much longer in the venture ordl shares at a large discount. Ljungqvist
and Richardson (2003) argue that private returmeexk public equity returns because of the
timing and illiquidity (in the sense of difficultio divest) of the cash flows. These authors
observe that, on average, private equity funds begirhave positive returns to their
investments only after an eight-year period. Thqult nature of private equity requires that
investors have relatively long investment horizéorsthe portion of their portfolio allocated
to private equity. Cumming et al. (2005) use data on vecapital investment in the US over
the period 1985-2004. These authors document th&teexke of a positive relationship

between the liquidity of exit markets and the likelihoodheksting in new projects.

Small businesses suffer from informational opagityen that their growth opportunities
are difficult to evaluate. Indeed, SME assets compeagher working capital or specific
assets, such as innovation activities and humanatawhich are information intensive. This
is aggravated by the fact that there is not anrorgd market for SMEs, and therefore no
public prices. Given SMESs’ high information opagitlyis difficult to trade these exposures,
because investors must incur an information adgomsicost beforehand. Although, the
empirical literature suggests the existence otk factor linked to the specificities of small
business risk, models linking investment and finaihconstraints do not account for this
dimension. Our model assumes that investment riskilwa components. On the one hand,
there is a transferable component, which can bedgehen the market, because it is possible
to assess its covariance with the market. On therottand, there is a non-tradable
component, which is not transferable to the martkaes; component must be retained by the

investor no matter what. Therefore, financial foos arise from the fact that firm growth
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opportunity risk has a non-tradable component, Wwhtay induce a substantial discount

when selling firm shares to external investors.

Departing from the work of Froot and Stein (1998 todel accounts for the fact that
the non-tradability of private equity investmentfluences external investors’ valuation of
firm shares. When firm project risk is non-tradalmegstors value firm shares according to a
two-risk factor model. The second risk factor deead two dimensions. First, the cost of
external financing depends on the importance of 8ME project non-tradable risk
component. This importance is influenced by SME tassgecificity, which drives the degree
of information opacity. Second, the cost of exterhabncing also depends on external
investor ability to bear the risk. Specifically, thest of external financing depends on the
correlation between project risk and investor pportfolio exposure to the specific risk

factor.
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2.3 The model

The model is a representation of a dynamic probiemhich a firm has both present and
future investment opportunities, and in which cdslw$ from assets in place might not be
sufficient to fund all future positive net presealue projects. The illiquidity of firm growth
opportunities for external investors limits firmcass to external financing. Depending on the
firm’s ability to obtain external financing, hoarditash may facilitate future investments. In
all, the framework considers how the liquidity ofnfi growth opportunities influences the
optimal level of cash holdings to maximize firm gtb. The model presents a framework to
understand the interaction between growth opparasjiliquidity, cash holdings, and small

businesses growth behavior.

2.3.1 Structure

We consider a two-period financing and investmestision model (see Figure 2.1). At
time 0, the firm is an ongoing concern and the fovwner must decide how much cash flow
to invest in a stochastic investment opportunity. date 1, a new stochastic and fixed
investment opportunity is available. The owner fices this new investment with the
proceeds from the initial investment and from sellfirm equity to an external investor. At

time 2, the second investment project payoff is realized.

Figure 2.1: Timeline of the model

t0 t1 t2
The owner chooses The proceeds from tO decision are  The proceeds from t1
which proportion ¢) of realized (W1). The owner raises investment are realized.
firm cash flow to invest. external financing in order to The owner receiveBR2.

finance a new investment (11).
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2.3.1.1Date 0: Firm capital budgeting decision.

At time 0, the firm is an ongoing concern whosehctiew is CF,. At this point, we

assume that the firm’'s owner has vested all itslttvéato the firm and that it retains all firm

shares. The owner faces a divisible investment @ppity, | , , which offers a random payoff
Z, at time 1. This payoff is normally distributed areh be writtenZ, =y, +¢&,, where y,is

the expected realization of the investment ants a mean zero disturbance term, accounting
for investment risk. We assume that the investroppbrtunity | , is equal to the firm’s cash
flow, and has an expected positive net presenevgu> |, = CF,)). At this point, the owner
chooses simultaneously the optimal levels of inmesit and cash holdingsz, is the
proportion of the investment () undertaken at the initial period, arft- a,)CF, represents

the firm’s cash holdings. This initial decisionuts, in period 1, in the following proceeds:

\M = ao(,ul +€1) + (1—0’0)CF0 (2-1)

2.3.1.Date 1: The entrepreneur raises external financing

At time 1, the entrepreneur faces a fixed investmmportunity of amountl, that
generates, at period 2, a stochastic paybff= u, + £,, where y, is the expected realization
of the investment ands, is a mean zero disturbance term. In order to firathis
investment? the owner uses the proceeds from the initial ithest (W,) and raises external

financing by selling firm shares to an externalastor for an amountX; =1, -W,.

31 We assume that marginal returns are constant.

%2 \We assume that it is always preferable for theavim undertake the new project, because the nejeqirthas
a positive net present value. Alternatively, thasild be explained by a reinvestment need relatd¢ldet@xistence
of sunk costs or a liquidity shock (a shortfalldarnings at time 1) that needs to be withstoodrdeofor the
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However, SME growth opportunities depend on speeaifisets (see 2.2.2.2), which drives
SME shares illiquidity for external investors. lede holding SME shares for external
investors corresponds to the holding of illiquidets, because such investors cannot hedge
their exposures to firm risk on the market, and ttlisrefore internalize the management of

this illiquid risk. It is assumed that SME investmerisk (£,) has two components:

£, =&, +&'. On the one hand, there is a transferable riskpoment ¢, ), which can be
hedged on the market because it is possible tsassecovariance with the market. On the
other hand, there is a non-tradable componefi),(which external investors must retain no

matter what. The amount of non-tradable risk depeoidthe specificity of SME growth

assets.

In order to transfer the firm non-tradable risk gmment to external investors, the owner
must offer them a premium. In the model, this premitranslates into a discount when
selling firm shares to external investors. The gadfi firm shares sold to external investors is
lower than their face value. We assume that exteénmastors are risk neutral and maximize
the expected value of their global portfolio. Aatiog to Froot and Stein (1998), the
existence of a non-tradable risk component creiatesdependency between the hurdle rate
required by the investor and the nature of any iptevassets on its balance sheet. Indeed,
when there is a non-tradable component of riskhtivele rate required by external investors
contains a second risk factor. Equation 2.2 expses$se hurdle rate required by external

investors.

, Cov(M ED)
Var(M)

N F

(ry —re)+Covel N F(2) (2.2)

firm to continue and possibly succeed. The keyuieais that a new external cash infusion is neédedder to
cover operating expenses.
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The first risk factor corresponds to the standa#dP® project valuationr; is the riskless

Cov(M, &])

rate,
Var(M)

is the new project sensitivity to the market factmdr,, is the expected

return on the market portfolio. The second risktda@ccounts for the effect of the non-

tradable component of investment risBov(e)', &l is)the covariance between the project
non-tradable risk component) ) and the non-tradable risk component of the irorepte-

existing portfolio (¢, ). Thus, investing in an SME is costly for exteriatestors because

they need to internalize the risk management ofctireelation risk of the non-tradable risk
component. The extent of this covariance determineslegree of liquidity of the firm shares

for external investorsF(z) is investor effective risk aversion, which is amdegenous

variable, as shown below. As the model focuses onlyhe effect of this second risk factor,
we assume that the standard CAPM hurdle rate ialégquero. Equation 2.3 gives the hurdle

rate required by external investors.

Ky =Cov(e) ,eN)F(Z) (2.3)

Investor effective risk aversionF(Z)) depends of the contribution of the SME
investment to the variance of the overall invegtortfolio (Froot and Stein, 1998F (2Z) is
therefore an increasing function of the amount ste® in the SME. Investor effective risk
aversion can be decomposed as followsz) = X, * z, where X, is the amount of capital

infusion by external investors, and Z is the congrarof investor risk aversion that does not

depend on the amount invested. Equation 2.4 gixtesrel investor required return.

Ky =Z*Cov(e) , ed)* X, (2.4)
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In order for the external investor to provide tlguired amount of external financing
(X,), the owner must commit to providing a proportigh of firm shares to the external
investor. B, is determined such that the expectation of inves&turn equates to the

investor’s investment cosp, x i, = (L+ k) * X,. Equation 2.5 gives the proportion of shares

(5,) the owner must give up to raise an amount ofraatdinanceX ;.

_ Xy@* X,* Z* Covle}',e))) _ (1, ~W)(L+ (I, ~W)Z* Cov(e} &) (5 5

B
M H,

Equation 2.5 captures the cost of external finajéim the SME owner. An increase 6f

indicates that the owner must give more firm shaoesbtain the same amount of external

financing, which diminishes its final payoff. Extel investor portfolio structure
Coue)',&)), which determines the non-tradable risk of cotiefathat the external investor

must manage, increases the cost of external fingnci

Equation 2.5 also underscores that the firm intefinancing capacity at date M)
influences the cost of external financing. Iniftestment and cash holding decisions, which
determine the level of internal financingV(), will therefore influence the cost of external
financing. At date 0, the entrepreneur trades efivieen the cost and benefit of cash holdings.
Cash holdings are costly because they diminisrexpectation of,. Indeed, cash holdings
have a lower return than the investment, whicheases the expected amount of external
financing that must be raised. However, cash hgklireduce the volatility of\,, which

reduces the expected cost of external financindptg 1. Finally, based on equation 2.5, we
can distinguish SME investment project quality. \Ivibneer

w, < (1, -W,)(@+ (I, -W,)Z * Cov(e) , &) firms cannot access external financing. Indeed, to

finance the new investment project firms should sabre than 100% of firm shares to
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external investors. This chapter only considersndirthat have good-quality growth

opportunities.

Overall, the model explores the dependence stridbetween the specificity of firm
assets and external investor asset portfolios. Maalations explore the role of the retention

of capital in advance, through accumulation of ¢éslsupport SME growth.

2.3.2 Analysis

At time 2, the payoff from period 1 investment éalized, and the SME owner net return

Rz = (1_131)(/12 +£2) (2.6)

Equation 2.6 states that the realization \#f, which drives the cost of raising external
financing, via the amount of shares retaingd g, ), influences entrepreneur portfolio value
at time 2. We adopt the notatid®, = F(W,) in what follows, becaus®, is function ofW,.

The owner’s objective is to maximize its payofftame 2, subject to the realization of the
intermediate-stage proceeds and under the patimipeonstraint of external investors. From
the initial-period perspective, time 2 payoff issmdom variable. We assume that the owner is

risk neutral; the owner’s valuation function is #gectation of its time 2 payoff,):

V, = E(R,) = E(F(\W)) (2.7)

The decision facing the owner at time 0 is whicbportion (a, )of the firm’s initial cash
flow (CF,) to invest and the proportiol—a, tp retain as cash reserves, subject to the
realization of the initial investment decisiow,() and to satisfaction of the external investor

constraint. This problem can be written:
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mas, = E(F (W)
st
W, = a, (14 +£)+ (1-a,)CF,

B= (I, W) @E+(1, -“W)Z* Covey',&p))
1

The solution of this problem gives the initial-getioptimal investment:

M- (2.8)
{ )J VaI{£1] GVan[al]
0

a,* is the firm’s propensity to use firm cash flowitwest; wheread—-a, 1*s the firm’'s

propensity to save cash out of cash inflows, wiitheida et al. (2004) call the “cash flow

sensitivity of cash”. The optimal level of investmieat the initial period(a, )depends
positively on the expected net return of the projge, — CF,), negatively on project risk

(Var{g,]) and on entrepreneur endogenous risk aversionT(@3$. endogenous risk aversion

arises from the fact that it is costly to raiseeemél financing in the latter period. Indeed, the
convexity of the external financing cost functimombined with the linearity of the return

function results in a concave payoff. The concawitythe payoff function ensures that the
endogenous risk aversion coefficient (G) is nonatieg. This result relates to the findings of
Froot et al. (1993). These authors state that fiomght to obtain some insurance against
liquidity shocks so long as capital market impetitats prevent them from pledging the entire
value of their activity to new investors. Such aricome is quite standard in the corporate
finance literature: future financial frictions cteaan endogenous risk aversion, which

generates a rationale for internal risk management.

¥ We present the resolution of the maximization fewbin Appendix 2.A.
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In order to study in more detail which factors ughce firm cash flow sensitivity of cash,
it is necessary to pin down the previous coeffitsetndeed, entrepreneur endogenous risk

aversion (G) depends of the realization Wf, which depends on the initial investment
decision a, * Replacing G and\, by their expressions in equation 2.8 results i@ th
following expression of initial date optimal investnt level:

o= (i, - CF,)(1+ 2Cov(e) el )Z(1, - CF,) (2.9)
2Cov(e) ,eM)Z((CF, - 1,)* +Var(g,))

Proposition 1: The dependency between firm growtpportunities illiquidity and the

characteristics of external investors influencesrfi optimal level of cash holding®'

a) In the limiting case where the covariance betwemestor prior portfolio and the
firm project non-tradable risk is null (SME growtpportunities are liquid), firms do
not hold cash at the initial dateimita; =1

Cov(e) &Ny~ 0
b) The covariance between investor prior portfolio &nth project non-tradable risk
has a monotonic and positive influence on firm mpldi level of cash holdings:

da’
- <0
aCove), &)

c) Investor component of risk aversion, which is nmaftuenced by the amount of
external finance, has a positive influence on fiptimal level of cash holdings:

Ja <0
0Z

% Proof is set forth in Appendix 2.B.

% We assume that the covariance between investor pdrtfolio and the firm project non-tradable risk
always positive. Indeed, in the case where thisadawce is negative, external investors will belimgl to pay
more to invest in such exposures, as this alloestto diversify their portfolio of non-tradable @qures.
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Proposition 1.a states that firm cash flow senisitiof cash depends on the extent to

which firm growth opportunities are illiquid. Firmhat have liquid growth opportunities
(when Coue)', &} ) tends to zero) do not have a systematic propettsitgve cash. However,

firms that have illiquid growth opportunities arenstrained and have positive cash flow
sensitivity to cash. Proposition 1.b further statiest the dependency between firm asset
specificity and investor asset portfolio compositisvhich determines the illiquidity of SME
growth opportunities, increases the optimal levietash holdings. When this dependency
increases, external investor exposure to the ramfable correlation risk increases. Higher
external investor covariance increases their rijksted cost of capital, because they must
internalize the management of this non-tradable. fiitimately, this increases the cost of
external financing for the SME. Finally, the paraeneZ, which captures the component of
risk aversion that does not depend on the leveheéstment, also influences the firm’'s
optimal level of cash holdings (proposition 1.cjoét and Stein (1998) show that investor
endogenous risk aversion can be mitigated if suvlestors have sufficient capital to
internally hedge against the non-tradable risk. ddwer, investor endogenous risk aversion

also depends on their ability to access financing.

Overall, proposition 1 states that the propensitg éirm to hold cash increases with the
illiquidity of firm growth opportunities and the dagenous risk aversion of external
investors. In order to take advantage of their ghoapportunities, SMEs need to co-invest
with external investors. This need for co-investtmessults from the fact that the cost of
external financing is increasing with the amountusids raised. One way to ensure that small
businesses take advantage of investment oppodsnithen they present themselves is for
such businesses to hold cash reserves. SMEs useesgsves as capital reserves to finance
future investment. This buffer in capital reducé® tcost of external financing, which

increases firm ability to finance future projects.
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Firm characteristics also influence firm propendiby hold cash reserves. First, initial
project risk {arfg, ) increases the optimal level of cash holdings, fions with illiquid

growth opportunities. Indeed, when initial projeisk increases, entrepreneurs need to hold
more cash reserves in order to limit the volatifyfirm time 1 proceeds (W1). Second, cash
holdings are value enhancing because they redeceothtility of intermediate-date proceeds,
but they also limit initial investment payoff expeatton. Therefore, the optimal level of cash
holding is influenced by the tradeoff between theldy of future growth opportunities

(4, —1,) and current investment returfy, —CF, . ur results show that optimal cash

holdings is increasing in the quality of future \@th opportunities and decreasing in the level

of current growth opportunitie’s.

2.4 Discussion and conclusion

Our model develops a framework specific to SMEste@iSMEs informational opacity
there are not hedging instruments for SMEs riskosypes. Investors are unable to transfer
their risk exposure when holding SMEs shares. Toere investors value firm's shares
according to a two risk factor model, which incresthe firm cost of capital (Froot and Stein,
1998). The cost of SMEs external finance increastésthe covariance between SME project
exposure to SME specific risk and investor portfodixposure to this risk. Model results
indicate that there is a trade-off between invgstnd constituting cash reserves. The model
demonstrates that holding capital (held in caslgdwance allows small business to amplify
external financing capacity, when their growth oppeities are illiquid. The model shows

that firm financial structure (co-investment by firen) limits SME financial constraints and

% See Appendix 2.C for the proof.
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under-investment. Overall, the model shows thatihglcash is a financial policy response to
the incompleteness of hedging markets resulting fsmnall businesses informational opacity.
The model leads to several empirical predictionsceming the specific financial conditions

of SME growth.

First, the model develops the future investmentivedior holding cash. Firms that have
good but illiquid growth opportunities will tend fost accumulated cash before growing. The
model distinguishes between two types of SME. ldqfirms with liquid future growth
opportunities, which do not need to constitute aaskerves to grow. Patient firms that need to
accumulate cash reserves to fund their illiquidnghoopportunities. Empirically, firms with
liquid growth opportunities, when market fluctuaiso explain well their return process,
should not have a tendency to hold cash. Nevedbeléirms with illiquid growth
opportunities should have a propensity to limitith@vestment to constitute reserve of cash.
This is consistent with Minton and Schrand (199#)p underline that the negative influence
of firm cash flow volatility on firm investment iexacerbated when volatility results from
factors that are relatively uncorrelated with tygpisystematic factors (interest rates, foreign
exchange prices, or commodities prices). The medalédictions are also consistent with
Oskan and Oskan (2004), who observe that liquiditiuces firm precautionary motives to

hold cash, in a sample of publicly traded UK firov&r the period 1984-1999.

The characteristics of external investors alsaigrice the liquidity of firm shares. Larger
and more diversified investors should be able ferdfetter conditions for small business to
raise external equity, because firm non-tradabsk kovariance with investor portfolio
diminishes when investor portfolio size increas@s.the one hand, this indicates that relying
on connected financing is not efficient given timalividual investors are less able to diversify

their portfolios than are private equity specialisthis prediction is consistent with results
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obtained in Chapter 1, which show that small busses where family ownership
concentration is high favor the growth of theireimal equity over the short-term growth of
firm activity. On the other hand, this indicatesattio facilitate the financing of small
businesses, private equity investors should beel&mpugh and not overly specialized, in
order to reduce this covariance. Overall, the mguteliides an explanation for the higher

average level of cash holdings in small businegsasicularly in family SMEs.

Second, the ability of external investors to firargmall businesses depends on their
endogenous risk aversion (Z). According to the Fraod Stein (1998) model, this
endogenous risk aversion depends on the accessenha investors to financing. That is, if
external investors have easy, costless access téonak financing, this endogenous risk
aversion will tend toward zero. Therefore, conaiicon the refinancing market indirectly
influence small business growth behavior. The mqatedicts that in periods of difficult
access to refinancing, for example, following teeent subprime crisis, we should observe an
accentuation of small business patient growth behaioreover, Froot and Stein (1998)
show that investor capital budgeting policy inflaea endogenous risk aversion. Therefore,
regulations imposing capital requirements for pevaquity investors, such as Basel Il for
banks, could lower SME patient growth behavior tiansferring risk management, through

holding cash capital, from SMEs to external investo

Finally, we derive from the model empirical pretas on the link between cash
holdings, ownership structure, and firm asset $jpggi According to the model, firm cash
reserves should influence mature SME ownershipcttre. For a given level of firm asset
specificity, we should observe that past levelsagh holdings reduce ownership dispersion.
Moreover, for a given level of cash holdings, thedel predicts that an increase in the

illiquidity of small business growth opportunitieould increase the dispersion of firm
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ownership structure. Finally, firms in which ownaps concentration is high should have a
higher propensity to adopt patient growth behavidris last prediction is consistent with

results obtained in Chapter 1.

Overall, this chapter develops a model accountimgthie influence of informational
opacity on SME financial behavior. We explain wlagle management is important for SME
growth. In particular, we focus on the role of tle¢ention of cash capital to facilitate small
businesses access to external equity. This chaptgributes to the developing literature on
the specificities of small business finance (Huyagdest et al., 2001; Huyghebaert and Van de
Gucht, 2007; Brav, 2009). Consistent with thisrétere, this chapter accounts for the fact
that information problems are exacerbated in sinadinesses. This chapter complements this
literature by focusing on small business equityafficing rather than on demand for debt

financing.

102



CHAPTER 2: CASH HOLDINGS, INVESTMENT DECISIONS AND GROWTH IN SMALL BUSINESS .

Appendices

Appendix 2.A: Solving the owner optimization probte

The optimal allocation is given by the solutiorthe following equatlon:aa2 =0.
O

Therefore,% =0~ OEIF(W)] =0.

0a, 0a,

Applying the chain rule we obtain,

N o g FM)IW)_
oa, oW, ada,

Using the definition of covariance, the above egpi@n can be rewritten

. cof T 0700
oa, oW, da, oW, oq,

Given that the random variables in the model aseiragd to be normally distributed, it is

possible to apply the following property of the aoance:

CoV f(Xx),y) = E(f'(X))CoUX, y) then:

o, _ oF(W) N oF (W) oW _
o4 A e o
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GivenW, it is possible to compute:

oW,
E| —|=px, -CF
S| -cr,

Cov(Wl,%J =aVar[g]

0

Replacing these values in equation 2.A.1 obtains:

g%z =0~ E{%J[ﬂl ~CRJ]+ E(%J[%Var[q]] =0(2.A.2)

1

Therefore, at the first period the optimal investitns given by:

E(aF(vvl)J
ao* —-_ aVvl My _CFO — Hy _CFO (2A3)
oFW,) | Vale,] GVaig,]
E — =~
0°W,
iy
With G=- k! is a coefficient of endogenous risk aversion.
£ oF (W)
oW
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Appendix 2.B: Proof of Proposition 1

_ 2Cove} ed)z
1+ 2C0\(52N ’51’3\‘ )Z(1, W)

LimitG =0 ,therefore, Limita® =1

Cov(eN,el) -0 Cov(e) &) -0

aa, _ CF, - 4,
0Cous, &)  2Coue, &0 ) Z((CR, - 14)* +Varg, 1)

<0 becausey, > CF,.

da, CF, - 4,
0z ZCOV(‘SSI ’gllb\l)zz((CFo _/11)2 +Varleg, ])

<0 when Coue),g))> 0 and 9% o

when Cov(e)' &))< 0.
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Appendix 2.C: Firm characteristics influence on fin propensity to hold cash reserves

0a, _ (CF,—p)(L+Covey &2)Z(1, -CF,) _

0 when Cove&)',e))>0 and
ovare,]  2CoMe),&))Z((CF, - 14)* +Varlg, ])? Mez e)

oa,
oVarlg |

>0 whenCoue)' &))< Q

Influence of the quality of firm initial project ats investment and cash holdings decision:

oa, @+2CoMe),eM)Z(1, -CF,)
0(CF, —14) 2Code, ,&p)Z((CR, - 4)* +Varle, ])

To examine the influence of the quality of firm gth opportunities on its investment and

cash holding, we evaluate the influence lgfon a,. As |, increases, this means that the

quality of growth opportunities decreases.

00’8 — (/Jl _CFO) S
all (CFO _:u1)2 +Var[£1 ])

Therefore, the quality of growth opportunities e&ses firm propensity to hold cash.
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Chapter 3

Are small business groups an organizational
strategy that promotes growth? Evidence from

French SMEs.

This chapter investigates whether small businessiggs (SBGS) represent an organizational
strategy that promotes growth. We explore empilyctdis issue using a unique data set on
French small businesses ownership. We investigdiether SBGs represent an efficient
response to market imperfections faced by smallnbases. We explore two alternative
hypotheses. First, SBGs may promote growth bec&Bsg internal capital markets increase
capital allocation efficiency. Second, SBGs maythse& internal capital market for mutual
insurance, which improves their access to extefirancing, and ultimately favor their
dynamism. Our results show that grouping small messes promotes small businesses
development, because SBGs improve capital allotatiéinally, accounting for SBG

diversification strategies does not affect the hssu

Keywords: Internal capital market; Efficiency; Mutual insuca) Small business; Growth.



CHAPTER 3: ARE SMALL BUSINESS GROUPS AN ORGANIZATIONAL STRATEGY THAT
PROMOTES GROWTH ? EVIDENCE FROM FRENCH SMES.

3.1 Introduction

Under perfect market conditions, individual acteasisfy their needs through exchange. If
so, why do firms exist at all (Coase, 1937)? Prompshe parallel that the firm is to
individual agent as business group (BG) is to fi@nanovetter (1995) moves this issue a step
further and asks why BGs exist. The extensiveditee on the benefits and costs of BGs
focuses on BG ability to reallocate capital witlgroup firms, through their internal capital
market (ICM). The empirical literature shows thatge firm BG affiliation is beneficial in
emerging economies where market imperfections evere, but is inefficient in developed
economies (see Table 3.1). Overall, empirical tesslipport the hypothesis that BGs are
rational institutional arrangements in which intdrrmarkets replace imperfect external

markets to allocate resources (Leff 1976, 1978;k<and Guillén, 2001).

This paper explores this hypothesis in the speabatext of small business groups
(SBGs). An SBG bonds together small businessesatkatontrolled by one of the constituent
small businesses, and SBG economic weight is elguivédo that of a small and medium
enterprise (SME). Recent evidence suggests thall borsiness groupings are an emerging
phenomenon. In France, the number of SMEs affdiatgh an SBG has doubled over the last
decade and SBG affiliation includes one-third adrieh SMEs (Cayssials et al., 2007). Small
businesses suffer from important imperfections wébpect to the market, especially from
information imperfections. Informational opacitymits SME access to external finance
(Berger et al., 2001; Beck et al., 2006). In Chepte and 2 we observe that the specific
financing condition of SMEs growth led them to atiggeculiar financial strategies to
maintain the compatibility between independence gnoavth. Alternatively, SMEs can adopt
a specific organizational strategy to favor theiwvelopment. Affiliation with a BG can be

beneficial for SME development because ICMs allaw & more efficient allocation of
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capital. Indeed, BG controlling firms have two adtages, relative to other intermediaries, in
allocating capital to affiliated firms. They posses informational advantage and are able to
effect changes in strategy with lower transactiostg. Further, by combining cash flows,
BGs can reduce the volatility of firm revenues (oaltinsurance). This reduced risk favors
investment and reduces the variability of finandradicators, which improves BG external

financing capacity relative to standalone firms.

This chapter explores whether formation of an SBGam organizational strategy that
promotes growth. To identify SBGs, we use a unidaiaset that exhaustively lists ownership
links between French corporations. Classically,olserve the influence of SBG affiliation
on firm growth using a firm-level sample. This sdengontains complete accounting
information for 24 522 SMEs, which are either inelegent or affiliated with an SBG, over
the period 1999-2007. In an original manner, we alsmpare the growth of SBGs to that of
standalone firms. Indeed, affiliation with an SB@ncfavor affiliated-firm growth without
leading to overall growth in the SBG. The groupelesample contains 2 799 SBGs for which
we are able to compute group aggregate data af8 thatched standalone firms. Further, we
explore through which channels SBGs promote growittst, we test whether SBG ICMs are
efficient, by observing the effect of SBG affiliati on firm performance. Second, we test
whether SBGs operate mutual insurance between dioup. We explore the influence of
SBG affiliation and group status on firm operatingk and capital structure. Finally, we
establish a typology of SBGs according to theiredsification strategies and test whether

SBG characteristics affect the results.
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Our results show that grouping small businessesisrganizational strategy that favors
SME growth: SBGs promote affiliated-firm dynamismdaSBGs invest more than their
standalone counterparts. The results further shiihation to a SBG is beneficial for firm
profitability and that there is no over-investmémtSBGs. Overall, the results support that
SBGs ICM are more efficient in allocating capitaamh external markets. Finally, accounting
for SBG diversification strategies does not afféwt results. Nevertheless, we observe that
geographically diversified SBGs underperform rekatio other SBGs, whereas we find no

evidence of a diversification discount in SBGs.

The remainder of this paper proceeds as followsti@e 3.2 summarizes the literature and
develops the hypothesis. Section 3.3 presentsataeathd the methodology. In Section 3.4 we

discuss the results. Finally, Section 3.5 preseatsonclusions.
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3.2 Literature review and hypothesis development

The literature in finance and economics on thescast benefits of BGs focuses on four
aspects. A first line of research regards BGs sastiing for the study of conflicts of interest
between controlling and minority shareholders Gkapter 4 for a detailed discussion of this
issue). A second line of research regards BGs @alljocounterproductive organizations. In
this view, BGs serve as a mechanism through whidulzset of firms obtains favorable
treatment from authorities. Such a condition limdsmpetition, which undermines the
economy’s allocation efficiency (Khanna, 2000). Témpirical evidence on this topic is
scarce and contradictory (Fisman, 2001; Manos.g2@07). A third line of research suggests
that a BG is a mechanism to increase market pdsyehorizontally integrating, BGs achieve
the benefits of multi-market contact (Bernheim a¥¢hinston, 1990). By vertically
integrating, upstream and downstream producersdagdouble marginalization and increase
their joint profits (Spengler, 1950). However, engal evidence does not support that BGs
increase market power. Weinstein and Yafeh (198ppnt that Keireitsu members appear to
compete quite fiercely. Encoua and Jacquemin (18B&)v that cartelization does not result

from the formation of BGs in France.

The main stream of research focuses on the costdanefits of internal markets. In
presence of market imperfections, BGs have thresn mades: BGs can be a solution to
replace imperfect product and labor markets. Sec@@s can foster development by
replacing defaulting public infrastructures (Fisnaard Khanna, 2004). Finally, BGs pool and
reallocate capital within group firms; the discassfocuses on this latter role. In a BG, the

controlling firm redistributes financial resourcasay from some affiliates and redirects them
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to others through internal transféfsThus, BG controlling firm allocation decisions
endogenously determine affiliated-firm wealth. Qvdiirm performance is sensitive to BG
resources (Chang and Hong, 2002; Bertrand et@)2)2 First, we review the literature on the
efficiency of ICM capital budgeting policy (3.2.19econd, we review the literature on the use
of ICM for mutual risk insurance between group ®rn(3.2.2). Finally, we review the

literature on the influence of BG characteristiostioe efficiency of capital allocation (3.2.3).

3.2.1 Capital allocation efficiency in BGs

Markets imperfections can impair the efficiency fofancial markets; in this context,
ICMs may improve the allocation of financial resces. According to Alchian (1969) and
Williamson (1975), BG controlling firn?& improve capital allocation efficiency, compared to
other types of intermediaries, because of theihdignformation production. BG controlling
firms have access to private information on graups, which increases their ability to assess
the quality of projects, reducing adverse selectssnies. Moreover, controlling firms differ
from banks because they hold the residual conigbks on group-firm assets. Control rights
both reduce monitoring costs and give to contrglfinms the authority to redeploy the assets
of projects that are performing poorly under ergtnanagement (Gertner et al. 1994). Given
their specificities, controlling firms are more peto operate on the basis of “winner
picking” (Stein, 1997). Winner picking implies tha¢sources are allocated to the best-
performing group firms, which improves capital aldion. However, inefficient cross-
subsidization can undermine the efficiency of ap#llocation in BGs. Inefficient cross-

subsidization occurs when there is over-investnrepborly performing BG firms and under-

*Internal transfers occur through various operatitnasisfer prices, trade-credit, distribution pgliitra-group
loans, cession, and acquisition of assets.

3 We use the term controlling firm because we famu®Gs, however, the literature on conglomerates tise
term headquarters. Indeed, the literature on ICNcative efficiency was first developed to undemstahe
performance effect of conglomerates and applidém®tb types of organizations.
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investment in highly performing ones. AccordingMeyer et al. (1992), failing businesses
create more value loss as part of a BG than aslatame firms. Whereas a failing business
cannot have a value below zero if operated onvits, @ can have a negative value if it is part
of a BG that provides cross-subsidies. Accordinght literature on large BGs, inefficient
cross-subsidies result from empire building (Jen$686), evaluation problems (Stein, 1997),
rent seeking behavior of top management (Schanfsted Stein, 2000), and expropriation of

minority shareholders (Johnson et al., 2000).

There are two approaches to evaluate empiricaltyetiiciency of capital allocation in
conglomerates or BGs. A majority of empirical wof&llows the approach of Berger and
Ofek (1995), who compare the performance of anliakd firm with a standalone
counterpart. Other studies observe whether a#idirm investment sensitivity to BG cash
flow depends on firm investment project qualitylldowing the approach of Shin and Stulz
(1998). Table 3.1 summarizes the mixed empiricalence on ICM efficiency. ICMs tend to
increase affiliated-firm performance in emergentirdoes, whereas in developed countries
BG affiliation has systematically a negative infige on affiliated-firms performance. The
papers using the Shin and Stulz (1998) approactergby observe that affiliated-firm
performance does not explain firm investment safitsitto BG cash flows. This observation

contradicts the hypothesis of ICM capital-allocatefficiency.
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Table 3.1: Synthesis of the empirical literature orthe efficiency of ICMs

Papers Sample Level_ O.f Method Measure of performancel  Efficiency of ICM
comparisior

Berger and Ofek (1995) US 1986-1991 Conglomerafe Cuasopa Market Value -

Buysschaet et al. (2008) Belgium 1997-2004 Affiliafierds Comparison ROA -

Chacar and Vissa (2005) US - India 1989-1$99 Adfiiefirms Comparison ROA persistence -

Choiand Cowing (1999) Korea 1985-1993 Affiliate dnér Comparison ROE -

Khanna and Palepu (2000) India 1993 Affliated firmg on@arison ROA,TOBIN Q -

Maksimovic and Philips (2002) US 1975-1992 Conglater Comparison Productivity -

Ferris et al. (2003) Korea 1990-1995 Affiated frm Comparison Excess value, ROA

George and Kabir (2008) India 1998-2004 Affiliafipahs Comparison ROA, Tobin Q -

Khanna and Yafeh (2005) 12 emerging countries Affliated firms Comparison ROA Depends of the

and Jape country
Khanna and Rivkin (2001) 14 emerging countres At firms Comparison ROA, ROE + in certain countfi
Claessens et al. (2006) 9 Bast Asian countrie Affiiated firms Comparison Market value =
1994-199

Lensink and van der Molen (2010) India 1996-2001 lisfkéid firms Comparison Market value, ROA =

Chang and Choi (1988) Korea 1975-1984 Affiiatechdir Comparison ROA, ROE +

Cheong et al. (2010) Korea 1990-1994 Affliated firmg Comparison Factolrl ntensty, +

profitability, growtt
Estrin et al. (2009) Russia 1993- 200p Affliatechs Comparison ROA +
Kremp and Philippon (2008) France 1997-200p Affitafiems Comparison Growth * gﬁgct fs stronger f
affiiation to a large B

Hoshi et al. (1990) Japan 1978-1985 Affliated firmg ondarison Cumalative investmen +

Gautier and Hamadi (2005) Belgum 1991-1996  Affibfems | Erect of fm performance on its ROA =
investment sensitivity to BG cash f

Hoshi et al. (1991) Japan 1965-1984 Affiated frmg | Ctect of frm performance on its Tobin Q ;
investment sensitivity to BG cash fi

Lee and Lee (2002) Korea 1997-200] Afffiated frmg Eftect of fm performance onequity  sqors Earmings +

investment from other BG fir

Ozbas and Scharfstein (2008) US 1979-2008 Conglognerky Eect of frm performance on its Tobin Q ;
investment sensitivity to BG cash f

Perrotti and Gelfer (2001) Russia 1993- 200p  Agiifrms | iect of frm performance on its Tobin Q +
investment sensitivity to BG cash f

Shinand Stz (1998) US 1980-1992 Conglomerage, Efect of frm performance on fts Tobin Q ;
investment sensitivity to BG cash fi

van der Molen (2005) India 1997-2002 Afffated frms| . Cect of frm performance on its Tobin Q -
investment sensitivity to BG cash flo

Gopalan et al. (2007) India 1989-2001 Affiateciy | Eftect of frm performance on the ROA ;

decision to allocate group lo:

Overall, the empirical evidence is consistent vitie view that ICMs are a second-best

option in the presence of market imperfections f(L&D78). Given that small businesses

suffer from informational opacity, which limits tineaccess to external financing (Berger et

al., 2001), we expect group affiliation to be beciaf for small businesses. SBG ICMs might

be more efficient in allocating capital to SMEs rthexternal investors, because of their

greater access to information and ability to redgpissets.
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3.2.2 Mutual insurance among BG firms

BGs can also promote growth if they provide mutueslurance between group firms.
Mutual insurance reduces BG cash flow volatilitgl aefault risk, which ultimately increases

BG-firm financing capacity.

Via the ICM, controlling firms have the ability tffect the allocation of risk. BG firms
can combine their cash flows to reduce the vobatdf group-firm revenue. BGs can also use
cross-subsidies to redistribute cash flow to wdéikades, which provides them with implicit
insurance against bankruptcy (Riyanto and Toolse2088). Indeed, within the group, the
short-run profits of some firms may be sacrificedorder to allow weaker, but potentially
profitable firms, to survive through economic slamahs and external shocks. Mutual
insurance among BG firms has several benefitsimitd firm under-investment, because
mutual insurance stabilizes financially constrairfechs’ cash flow (Froot et al., 1993).
Mutual insurance among BG firms can be an altevaat imperfect stock markets to achieve
risk sharing. Kali (2003) theoretically demonstsatthat BGs favor the development of
economies by allowing entrepreneurs to choose yighdbductive though risky technology,
when stock markets are inefficient or non-exist@rbss-subsidies to support the weaker BG
firms reduce the risk of liquidation by banks (Ki20)04). Mutual insurance between group
firms reduces idiosyncratic shocks on financialeatbrs, which increases BG firms’ external
financing capacity (Shamphantharak, 2007). Moreovbke intra-group debt guarantee
increases group firm debt capacity (Chang and H26Q0). Affiliated firms can also benefit
from the BG’s reputation to improve bank percemi¢Bhiantarelli and Sembenelli, 2000).
Finally, the Ghatak and Kali (2001) model suggesitat BGs alleviate asymmetric
information issues. These authors show that cdroelamong the costs of borrowing across

group members mitigates credit rationing.
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Table 3.2: Empirical evidence on the mutual insuraoe effect of BGs

Paper

Country sample

Level of comparision

Method

Effect of BG affiliation on
firmrisk or access to
extemal finance

Buysschaet et al. (2008)

Belgium 1997-2004

Affliafierds

Effect of BG affliation o
the variance of
performance measurg

+

Khanna and Yafeh (2005)

12 emerging countries apdn)al

Affliated firms

Effect of BG affliation o
the variance of
performance measurg

- except in India

Estrin et al. (2009)

Russia 1993- 2002

Affiiate chér

Effect of BG affliation o
the variance of
performance measurg

Hoshi et al., (1991)

Japan 1965-1986

Affliated firms

Effect of BG affliation o
the variance of
performance measurg

Dewaelheyns and Van Hulle (2006)

Begium 1996-2001

fiiatsfd firms

Effect of BG affliation o
firms default probability

Gopalan et al. (2007)

India 1989-2001

Affiliate dnfr

Effect of BG affliation o
firms default probability

Dow and McGuire (2009)

Japan 1987-2001

Affiiatenhdir

Propping to distress
afflated firms

Ferris et al. (2003)

Korea 1990-1995

Affliated firms

Propping to distress
afflated firms

Kremp and Sevestre (2000)

France 1996

Afflatedsfirm

Effect of group affiliatior]
on firm capital structurg

+ for large BG, = for SBG]

Lensink et al. (2003)

India 1989-1997

Affliated fsm

Effect of group affiliatior]

on firm investment cashi-

flow sensitivity

Gorodnichenko et al. (2009)

Germany 1988-2000

Al firms

Effect of group affiliatior]

on firm investment cash-

flow sensitivity

Dewaelheyns and Van Hulle (2009)

Belgium 1996-2005

filiaed firms

Effect of group affiliatior]
on firm access to exterl
debt

Ferris et al. (2003)

Korea 1990-1995

Affliated frm

Effect of group affiliatior]
on firm access to exter!
debt

Table 3.2 summarizes the results of empirical swdnat test these issues. A first set of

studies observes the influence of group affiliatiem the variance of firm performance.

Results generally support the notion that BG fitrage a lower volatility of profitability than

independent firms, with the exception of Buysschaeral. (2008) in Belgium and Khanna

and Yafeh (2005) in India. Other studies test tifiece of BG affiliation on firm default risk;

they observe whether BG affiliation influences fidefault probability. These papers observe
that group affiliation reduces firms’ probabilityf @efault. Alternatively, some studies

investigate the issue of propping in BGs. Propps@ transfer from higher-level to lower-
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level firms in the control chain, which is intendéal bail out the receiving firm from

bankruptcy (Friedman et al., 2003). The studieswsti@t controlling firms transfer resources
to support distressed affiliated firms, which isnsstent with the propping hypothesis.
Finally, papers that investigate whether BG affitin increases firm access to external
financing compare investment-cash flow sensitigitier target leverage levels between
affiliated and standalone firms. The results shbat group affiliation increases firm use of
debt financing, particularly for the smallest firffSorodnichenko et al., 2009). Consistently
with the empirical evidence, we expect that if SB@aslize mutual insurance among group

firms, they will be less risky and have higher leage levels than standalone firms.

3.2.3 The effect of group characteristics on the efficienof the ICM

Another related body of literature focuses on ho® &haracteristics influence affiliated-
firm performance. This literature arises from olaéion of a diversification discount in
diversified conglomerates in the US (Berger andkQ1895). Another set of empirical papers
explores the influence of the characteristics & tontrolling firm (banks and holding

companies) on the performance effect of BG affiat

The literature distinguishes four types of divecsifion. Vertical integration involves
merging a potential supplier and a customer intmroon ownership, thus bypassing market
transactions. An important gain from vertical inmgpn is avoiding market transaction costs.
In particular, vertical integration mitigates undevestment related to the hold-up problem
(Williamson, 1985) or contractual incompletenessués (Grossman and Hart, 1986) when
assets are specific. Vertical integration may gisave efficient when the market fails to
provide a full set of hedging instruments (Chaalet2005 a,b; Aid et al., 2009). However,

vertical integration might be value decreasingjtagquires more complex coordination in
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technology, management, production and capitalsiment. Related diversification involves
merging businesses with overlapping input or outmarkets. This allows businesses to
employ common resources such as technology, plaraad names, distribution systems, or
reputation. If such resources exhibit scale or sceponomies in ways that cannot be
effectively exploited though market transactiongeaational contracts, it may be efficient to
pool different businesses into groups to capitatinethose economies (Teece, 1980, 1982).
Unrelated diversification merges businesses thataip in different industries and with no a
priori synergies. Unrelated diversification can lneficial, because product diversification
reduces BG risk. However, unrelated diversificatzan adversely affect the efficiency of
capital allocation in BGs. Given that BGs contrmgiifirms observe investment with noise, the
efficiency of capital allocation across group firndgpends on the correlation between
investment opportunities. Therefore, unrelated mMeation reduces ICM efficiency,
whereas in related industries the observation sagge correlated, which facilitates winner
picking (Stein, 1997). Finally, geographic diveiation consists of creating subsidiaries in
different geographic areas. The literature expbpmgeographic diversification is scarce and
generally focuses on internationalization rathesntton local geographic diversification.
Geographic diversification may add value becausealibws exploitation of market
opportunities and reduces risk across markets. Merygeographic diversification might also
destroy value, because it posits complex coordinatiroblems across multiple geographic
markets, which reduces the ability to derive theddiés of economies of scale and scope

(Hymer, 1970; Rugman; 1977; Denis et al., 2002).
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Table 3.3: Empirical evidence on the effect of BGharacteristics on performance

Type of

Performance

Papers Country sample Level diversification Variable Effect
Perrotti and Gelfer (2001) Russia 1993- 200 Affdhfirms Cor;;rr;llg;g;wm Tobin Q +
Gautier and Hamadi (2005) Belgian 1991-199 Afflfirms C?Q‘;":(')Tg":'fm ROA +
Lins and Servaes (2002) 7 emerging markets 1995 il firms Geographical Msgft ;?;Lée’ =
. . Geographica | Tobin Q ROA,
Kakani (2000) India 1987-2000 BG (International ROE +
Yiu et al. (2005) China 1999 BG Geographical ROA +
(International
Chang and Hong (2000) Korean 1985-199 Affiliatiechs Related ROA +
9 East Asian economit Excess
Claessens et al. (2003) 1991-199 Conglomerate Related profitability +
Ferris et al. (2003) Korea 1990-1995 Affiliated fam Related Exc;sgAvalue, =
Kakani (2000) India 1987-1999 BG Unrelated TO""I‘QS’EROA'
Lensink and van der Molen (2010) India 1996-2001 lisffed firms Unrelated Market valug
9 East Asian economigs Excess
Claessens et al. (2003) 1991-199 Conglomerate Unrelated profitability
Rajan et al. (2000) US 1979-1993 Conglomerat¢ Unmtlatd  Investment
. . P, Market value
Lins and Servaes (2002) 7 emerging markets 1995 il firms Unrelated ROA, ROE
. . - . Market value,
Singh et al. (2007) India 1998-2000 Affiliated firmg niglated ROA. ROE
van der Molen (2005) India 1997-2002 Affiliated firmg Unrelated Rela;(;\gee:/alue
Chang and Choi (1988) Korea 1975-1984 AffiliatechB Unrelated ROA, ROE +
Buysschaet et al. (2008) Belgium 1997-200¢4 Affiliafiechs Unrelated ROA, ROE =
Khanna and Palepu (2000) India 1993 Affiliated firm nrélated ROA, Tobin Q non linear effect
9 East Asian economigs Vertical Excess _
Claessens et al. (2003) 1991-199 Conglomerate integratior profitability =

The empirical evidence on the influence of divécsiion strategies on affiliated-firm
performance generally indicates that unrelated rdifieation has a negative effect on
affiliated-firm performance and on ICM efficiencgee Table 3.3). The only exception is
Khanna and Palepu (2000), who observe a non-lieffact of product diversification on
affiliated-firm performance in emerging countriekhese authors show that low levels of
diversification have a negative effect, whereashHayels of diversification have a positive
effect on affiliated-firm performance. Empiricaludies further suggest that related or
geographic diversification is favorable for afftéa-firm performance. Claessens et al. (2003)
find no effect of vertical integration on conglorata-division performance in East Asia.
Finally, Gautier and Hamadi (2005) and Perotti &=tfer (2001) show that the performance

effect of BG affiliation depends on the charactarssof the BG controlling firm. Their results
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point out that the presence of a financial contrgllfirm enhances the performance of
affiliated firms. They attribute this result to tfect that a financial controlling firm facilitates
BG access to the external financing available t® ¢inoup. Therefore, we expect SBG
characteristics to mitigate the efficiency and nalitmsurance effects of BGs. In particular,

unrelated diversification should negatively aff88G performance.

3.3 Data and methodology

The sample used in this study comes from two datf)awe merge the information
thanks to each firm’s unique fiscal identifier (8£IR). We identify SBGs using a large
database provided by Coface Services, which 1i&t8&60 000 direct and indirect ownership
links between French corporations in 2005. Accoyninformation comes from the Diane
database, supplied by Coface Services and BurealDiia This database provides detailed
accounting information for French firms from 1998 2007. First, we define SBGs and
develop the identification procedure (3.3.1). Se;ame present the characteristics of SBGs
and establish a typology of SBGs (3.3.2). Third,degelop the methodology used to test the

hypothesis (3.3.3). Finally, we present the sampl#descriptive statistics (3.3.4).

3.3.1 SBG definition and identification

An SBG is a BG whose economic weight is equivatenthat of an SME. The initial
database on ownership links between firms doesidesitify groups, but only direct and
indirect ownership links between firms. First, vaentify BGs according to the criterion of
majority control. Then, we identify SBGs accordittgthe SME definition of the European

Commission.
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A BG is an ownership structure in which the cordingl firm controls several firms
through a control chain (Bianchi et al. 1997). Antol chain is a chain of control
relationships between firnfs.A firm directly controls another firm whenever tHam has a
particular minimum level of ownership in anothemfi A firm indirectly controls another
firm whenever that firm owns a particular minimumvreership-stake threshold in a third firm
that owns an ownership-stake threshold in the obiatt firm. Although the literature agrees
on the fact that the ownership threshold must mepdrthe probability of identifying a unique
controlling shareholder, it disagrees upon thedthoéd of ownership to adopt. Studies on
large BGs often adopt a threshold of 20% of di@ehership at each level of the control
chain to establish control (La Porta et al., 1998g¢cio et al., 2001; Claessens et al., 2002).
However, in weakly dispersed ownership structusesieral large shareholders might arise
who are able to form coalitions and contest thetrobnof the dominant shareholder
(Bennedsen and Wolfenzon, 2000). As a result, 8eeaf a 20% threshold is criticized for
European firms and for private firms where owngrstoncentration is high (Reneboog, 2000
and Biebuycket al, 2005). Moreover, a control threshold of 50% dgocounterintuitive
results such as the existence of two controllingreholders. Accordingly, we adopt the
criterion of majority contrd? to identify BGs (Chapelle and Szafarz, 2005)A BG
corresponds to a chain of majority-control relasioips: the ultimate shareholder effectively
controls a firm (with direct cash flow rights larghan 50%) that in turn effectively controls
another firm, and so on. Finally, we distinguishween three types of firnControlling
firms are the BG’s ultimate sharehold@ontrolled firms are affiliated to a BG but are not
the ultimate shareholder. Imdependent firms, no outside firm holds more than 50%

ownership.

% In Appendix 3.A, we give an example of a contriohio;; Appendix 3.B presents the initial database.
0 For a detailed review of the different methodoésgéxisting to identify BGs see Levy (2009).
“1 We detail the identification procedure in appergiig.
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This study focuses on SBGs whose economic weigbgisvalent to that of an SME. In
order to implement this size criterion, we use Eheopean Commissiéh SME definition.
The EU definition classically includes size thrdslsao define the size perimeters of SMEs.
This size threshold is expressed in terms of tuengw 50 M€), total assets (< 43 M€), and
workforce (< 250 full-time employees). The EU défon also integrates the notion of
economic dependence via the notion of autonomy.n\ghfrm holds capital participations in
other firms higher than 50% or when another firmideaa participation higher than 50% in
that firm, then the firm is a linked enterprisenked firms need to aggregate their accounting
data to determine if they correspond to an SME.u&& the same methodology to determine
BG size. The use of workforce information is difficbecause is it not well described in the
database and is biased by the use of external wrodd. Therefore, to compute group size we
aggregate BG firm turnover for 2005. We excludentdeed BGs for which turnover
information is lacking for one or more group fir@usd for which aggregate turnover is higher

than 50M€. Overall, the final sample includes 1% $BGs.

3.3.2 SBG characteristics

SBGs, that we identified in the database, havevenage a turnover of 9,8M€, but half of
SBGs have a turnover less than 6M€ (see Table A#xage values for the number of firms
and levels indicate that the SBG control structsrgenerally quite simple; consisting of a

controlling firm that controls directly two firms.

Given that BG characteristics influence the perfamoe effect of BGs (see 3.2.3) we
develop a typology of SBGs. First, we identify wiet a holding company is the SBG
controlling firm. The variabléholding takes the value 1 when a holding firm controls the

SBG, zero otherwise. Second, we develop severaatats of SBG diversification, departing

42 Recommendation 2003/361/CE of the EU Commissich@b May 2003, applied since 1 January 2005.
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from group-firm geographic and industry location.eWirst compute the number of
“departments™® (NDEP) and industries (NIND) in each SBGThe variablerelated takes
the value 1 when there is no diversification in 828G (both NDEP and NIND are equal to
1). Then, we classify diversified firms based oe thpe of diversification they embody. The
variable geo is equal to 1 when SBG diversification is only @ographic diversification
(NIND=1 and NDEP>1), and zero otherwise. Finallyithm SBGs that are industrially
diversified (NIND>1), we distinguish between vedic integration and unrelated
diversification. To build our indicator of verticadtegration, we use the matrix of trade credit
default provided by Bardos and Stili (2006). Thiatnx presents the trade-credit default rate
between furnishers and clients across industries. digtinguish between forward vertical
integration, in which the controlling firm is a fusher and controlled firms are clients, and
backward integration, in which the controlling firsa client and the controlled firms are the

furnishers®® The variablevertical*®

takes the value 1 whenever we identify backward or
forward integration, and zero otherwise. Finaliprelated takes the value 1 whenever the
SBG is industrially diversified with no verticalla¢gionship between group firms (NIND>1

and vertical=0).

Table 3.4 reports the characteristics of the 158B®s identified in the database. Panel A
of Table 3.4 shows that, on average, SBG firms laocated in 2,4 industries and 1,8
“departments”, and that 10,42% of SBGs are cormdolly a holding company. Some 32% of
SBGs are not diversified, whereas 68% are geografhi or industrially diversified.

Diversified SBGs are larger, have more complex mnstructures (a higher number of

43 Departments are French administrative districidJétropolitan France there is 95 departments. .

“When there is a holding in the BG, the variabl&lNBlis equal to NIND-1.

“>In Appendix 3.D we explain how we construct thidicator.

¢ Our indicator of vertical integration presentsesav limits. First, it relies on the assumptiontttiee level of
default between industries is a good indicatomdustries vertical proximity. Second, the inforroatprovided
by Bardos and Stili (2006) considers trade credifadlt only between 17 industries. This high lewél
aggregation is in sharp contrast with the indicaibindustrial diversification, which considers 8 8lasses
classification.
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levels), and are more often controlled by a holding. Panel B of Table 3.4 shows that the
majority of diversified SBGs adopt a strategy oflustrial diversification (94%), whereas
only 6% of diversified SBGs adopt a strategy ofgpgeographic diversification. The type of
diversification influences SBG size and complexit$BGs with only geographic
diversification are smaller and have fewer levbl#, are more often controlled by a holding
firm. Finally, the majority of industrially diversed SBGs adopt a strategy of unrelated
diversification rather than vertical integratfénonly 4% of sample SBGs adopt a strategy of
vertical integration. Within vertically integrat&@BGs, the most common strategy is forward
integration (90%). Unrelated diversified groupsfeliffrom vertically integrated ones in that

they are smaller and have simpler control strusture

Table 3.4: Summary statistics on SBG characteristg

Panel A : Full Sample

All Sample Related Diversified
N 15877 5094 10783
% of Total Sample 100% 32,08% 67,92%
% of groups with a holding 10,42% 3,10% 13,87%
NBFirms 3,00 2,25 3,35
Level 2,14 2,03 2,19
Nindustry 2,28 1,00 2,89
Ndep 1,82 1,00 2,20
Turnover (in K€) 9880 8034 10915
Panel B: Diversifed SBG

Diversffied Industrial Vertical

Geographic Industrial Unrelated Vertical Forward Backward
N 643 10140 9489 651 589 62
% of total sample 4,05% 63,87% 59,77% 4,10% 3,71% 0,39%
% of subsample 5,96% 94% 94% 6% 90,37% 9,63%
% of groups with a holding 17,57% 13,64% 13,72% 12,44% 13,75% 0%
Nb Firms 2,30 3,41 3,30 5,10 5,13 4,81
Level 2,08 2,19 2,13 3,15 3,15 3,11
Nindustry 1,00 3,01 2,87 4,99 5,02 4,73
Ndep 2,10 2,21 2,16 2,97 2,99 2,73
Tumover (in K€) 9223 11022 10534 18139 18469 15002

“" The low level of SBG characterized by verticalegration might results from the limits of our ved
integration indicator.
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3.3.3 Methodology

Following common practice, we use regression amatgstest our hypotheses. We test the

hypotheses on the firm-level sample (3.3.1.1), amthe group-level sample (3.3.1.2).

3.3.3.IFirm-level tests

In order to test whether affiliation with an SBGhances small-business growth, we

estimate equation 3.1:

Growth = g, + G, Affiliated + 3,Size + B,Age + Industry + &, (3.1)

In equation 3.1, the dependent variable is the'§iraverageénvestment rate’® The equation
controls for firm age, industry, location, and sf2@©ur analysis focuses on the sign of the
coefficient on firm affiliation.Affiliated takes the value 1 when the firm is affiliated waih

SBG, and zero when it is an independent fitrif. affiliation with an SBG enhances small-

business growth, we expef}, to be positive.

In order to test whether SBGs are more efficiemintlexternal investors in allocating

capital to SMEs, we estimate equation 3.2:

ROA = B, + B, Affiliated + ,Size + B,Age + S.Leverage+ Industry + &, (32)

In equation 3.2, the dependent variable is firm ROAvhich proxies for firm operating

profitability. Firm industry controls for firm pesfmance opportunities—such as the

8 All variables are defined in Appendix 3.E.

49 Chapter 1 discusses the relevance of the inclusfothese variables. The only difference in thigtisg
concerns thesizevariable. Instead of using the log of total assets use the log of total assets minus financial
assets. We use this size variable because we cemspamdalone and BG firms according to their ecaaom
weight.

¥ We do not include controlling firms in the subsdenpecause we focus on the effect of affiliatiorthnan
SBG on firm growth.

*L Firm ROA is computed as the ratio of the firm EB on its total assets.
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importance of economies of scale in the industryemghthe firm operates—as well as
characteristics of the market, including its siné #he intensity of competition. Equation 3.2
also includes control variables for firm age anzkesiin addition, firm leverage controls for
firm financial structure. The analysis focuses ba sign of the coefficient on the affiliated
status of the firm. If capital allocation by SBGsmore efficient than capital allocation by
external investors, then affiliation with an SBGsld increase firm performance. Overall, a

positive sign ong, indicates that SBGs promote affiliated small busses profitability,

which is consistent with the efficiency of capiéliocation in SBGs.

To test whether SBGs operate mutual risk insurarmeng group firms, we estimate

equation 3.3:

Oron =B, + B, Affiliated + S,Size + 5, Age + S;ROA + S Financialleverage+ Industry + ¢; (33)

In equation 3.3, the dependent variable is thedstah deviation of firm ROA c(TROA).52

Drawing on the literature discussed in Section23.@e control for firm size, age, industry,
ROA, and financial leverage. The analysis focusesthe sign of the coefficient on firm
affiliation status. If SBGs use their ICMs for matunsurance, affiliate firms should be less

risky than standalone firms, because the ICM alfoms to smooth their revenue across

group firms, thereforgs, should be negative.

2 Hoshi et al. (1991), Khanna and Yafeh (2005), Baghaert et al. (2008) and Estrin et al. (2009patius
method to test the mutual insurance hypothesisGn Bowever the use of this variable is debatablemgyithat
the standard deviation is computed with a maximdri® observations per firm. Other variables suchhas
default probability or firm rating could be betmmoxy to capture firm risk, unfortunately such infation is not
available in the database.
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3.3.3.%roup-level tests

Further, we estimate equations 3.1 to 3.3 for acheat sample of standalone companies
and SBGS?® With the exception of Kakani (2000), this approashnot developed in the
literature on BGs. However, we think it could pmeiinteresting insights into SBG
performance effect. First, it is difficult to deeivconclusions on the global effect of SBGs on
performance from estimations of the effects of S&@iation. Indeed, such an approach
implicitly assumes that affiliated firms have siarilrelative importance in SBGs. Therefore,
this approach could be misleading if the effectffiliation on performance is driven by the
fact that a very small affiliated firm has a higivél of performance. Moreover, this approach
also accounts for the fact that a BG with synergvesild have an asymmetric influence on
returns of all affiliate members, if the synergids not assist all businesses in the group
equally (Brush and Bromiley, 1997). Thus, we estemeguations 3.1 to 3.3 but we replace
the variableAffiliated by the variablé&sroup, which takes the value 1 when the observation
is an SBG and zero when it is a standalone firmgribuping small businesses is an
organizational strategy that enhances small busasegrowth, we expect the sign of the
group variable coefficient to be positive for eqoat3.1. Moreover, interpretation of the sign
of the coefficient of the group variable in equago3.2 and 3.3 allows us to understand

through which channel (ICM efficiency or mutualumance) grouping SMEs affects growth.

Moreover, we estimate equation 3.4 to test whethere are differences in the capital

structure of SBG and independent firms.

Financialleverage= S, + B,Group + B3,Size+ 5,Age + B,Risk + S,Growth+ B, Tangibility, + Industry + &, (34)

%3 See 3.4 for the detailed discussion on the camistit of this sample.
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In equation 3.4, the dependent variable is SBGnfiia leverag®. Drawing on the literature
discussed in Section 3.2.2, we control for firmesiage, industry, risk, sales growth, and asset
tangibility. This analysis focuses on the sign bé tcoefficient on firm group status. If

grouping SMEs increases the organization’s debacfp we expeciB, to be positive.

Finally, to test whether group characteristicsuafice the effects of affiliation with an
SBG and of grouping small businesses on growthfitpbality, and risk, we estimate
equations 3.1 to 3.3 under the additional condibbdummy variables for group types. The
study of the coefficients of the group charactergsvariables allows us to drive conclusions
on whether all types of SBGs are beneficial to fongroup performance. Comparison of the
economic significance of coefficients helps us tovel conclusions on the effect of SBG

characteristics on SBG and affiliated-firm performoe.

3.3.4 Sample construction and descriptive statistics

In order to elaborate the study sample, we mergeothnership information with the
Diane database. Following common practice, we @eclobservations for which we do not
have the required information and with incohereatabce sheet information (such as
negative total assets). Moreover, we exclude olsierns for which we do not have at least
two consecutive years of information with which ¢compute growth rates. Using these
criteria, we end up with a firm-level sample of @31 firms affiliated with SBGs and 10 869

independent firms for which we have all relevaribimation over the period 1999-2007.

* To compute firm financial leverage, we computenfior SBG financial debt without integrating intresgp
loans or associates lending.
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Table 3.5: Firm-level sample descriptive statistics

Global Sample

Firm/Group characteristics Mean STD Median
Turnover in K€ 5811 7662 3337
Total assets in KE 5319 17021 2209
Size in k€ 4875 15338 1993
Age 15,46 12,65 11,35
Performance
Sales growth 12,80% 35,84% 7,64%
Investment Rate 9,83% 17,32% 7,30%
ROA 13,07% 14,36% 10,87%
Risk 6,24% 5,89% 4,55%
Financial Leverage 101,45% 263,32%  38,23%

Standalone Affiliated Mean comparision
Firm/Group characteristics Mean STD Mean STD
Turnover in K€ 4604 6715 6761 8416 -2158  ***
Total assets in K€ 4525 18721 5952 15667 -1427
Size in k€ 4242 18226 5379 13038 -1137
Age 16,89 12,43 14,32 10,76 42079 ***
Performance
Sales growth 9,99% 42 74% 15,04%  30,35% -5,00%  ***
Investment Rate 8,30% 18,58% 11,05%  16,31% -3,20%
ROA 11,57% 15,65% 14,27% 13,34% -2,70% ***
Risk 6,55% 6,88% 6,00% 5,10% 0,56% ***
Financial Leverage 105,46% 261,95% 98,25%  264,41% 7,22% **

Table 3.5 reports descriptive statistics for thenflevel sample. Firm characteristics

indicate that the sample comprises small, matusnkbgses with an average turnover of 6

M€, and a median turnover of 3,3M€. The variousogabf performance are consistent with

those obtained by the Banque de France (2009) enFtench SME population. Means

comparisons show that small businesses affiliatéd an SBG are, on average, larger and

younger than standalone firms. Moreover, we obs#rae affiliated firms have, on average,
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higher growth and operating profitability, but loweisk and financial leverage than

standalone firms.

In order to compare SBGs with standalone firms, aggregate SBG-affiliated firm
accounting data. To truly reflect SBG economic abteristics, we maintain in the sample
only those SBGs for which we have all the releviafirmation for all group firms> Then,
we compute the sum of group-firm accounting vagabMWe use this aggregated accounting
information to compute SBG financial ratios. Figalve compute average values over the
study period. In order to evaluate the resultstiredato an appropriate benchmark, we use a
matched-sample methodology to compare SBGs withdatane SME¥. We realize the
matching procedure on three variables: business sige and industry location. To match
independent firms and SBGs on size, we do not us®Yer, because it overestimates the
economic size of SBGs given the existence of irlleinade. Neither do we use total assets, as
this overestimates SBG size, because it includeeduity stakes in BG firms. Therefore, we
match standalone firms and SBGs on their totaltagaéus financial assets. We match the
ages of SBG controlling firms with those of indegent firms, because the aim of this
aggregated sample is to test whether forming an BE(® efficient growth strategy compared
to organic growth. SBG industry is that industryjthwihe highest turnover concentration in
any particular SBG’ We perform the one-to-one matching procedure Hews: for each

SBG, we select one out of the standalone firms ftbensame industry, age class and size

*® First, we eliminate all SBGs for which we do naivh accounting information for all group firms i05.
Second, we eliminate SBGs where accounting infdomas lacking for one year for a group firm (foraenple,
a firm for which we have information in 2000 and020and then from 2003 and 2005). Finally, for &ftéd
firms for which accounting information is lackingigr to 2005, we verify whether such information
consistent with the firm creation date—if not wénmehate the SBG. Overall, this strict selection qgedure
ensures that SBG aggregate data reflects SBG ec¢ombaracteristics.

% We use a matching methodology for the group-leaehple to control for the potential bias resultirgn the
fact that SBGs tend to be bigger than standalonesfin our sample.

>’ To obtain SBG industry, we compute the firm’s vieimgn the SBG. This weight is the ratio of firm over to
group turnover. Then, we add weights by industng attribute to the SBG that industry that has htghest
weight.

is

136



CHAPTER 3: ARE SMALL BUSINESS GROUPS AN ORGANIZATIONAL STRATEGY THAT
PROMOTES GROWTH ? EVIDENCE FROM FRENCH SMES.

class®® The final sample contains 5 598 observationswhich we have 2 799 standalone

SMEs and 2 799 SBGs.

Table 3.6: Group-level sample descriptive statistg

Global Sampl

Mean STD Median
Firm/Group characteristics
Turnover in K€ 1334: 8297 692:
Total assets in KE 12008 7467 6230
Size ink€ 8184 5115 4268
Age 25,4¢ 13,26 19,0(¢
Performance
Sales growth 14,70% 65,89Y 7,48%
Investment Rate 12,46% 39,88Y% 7,49%
ROA 10,74% 15,88% 9,98%
Risk 6,08% 6,53% 4,51%
Financial Leverage 96,19% 249,199 40,53%
Tangibility 19,24y 17,89  13,36%

Standalone SBG Mean comparision

Mean STD Mean STD
Firm/Group characteristics
Turmnover in K€ 13117 8200 13567 8385 -450
Total assets in KE 1180¢ 734(C 1220¢ 894( -40¢
Size ink€ 800¢ 678¢ 836¢ 789¢ -35¢
Age 26,02 12,26 24,89 14,26 1,14
Performance
Sales growth 9,85% 34,33% 19,55% 84,66% -9,70%  ***
Investment Rate 9,77% 21,97% 15,15%  50,77% -8,20%  ***
ROA 10,06% 19,50% 11,41 11,66% -1,30%  ***
Risk 5,93% 6,14% 6,23% 6,83% -0,30% *
Financial Leverage 102,36 273,439 90,02% 225,06% 12,34% *
Tangibility 21,25% 20,86Y% 17,23%  16,60% 4,02% il

%8 Age and size class are based on the decile of @&#bution for those variables.
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Observations comprise medium-sized businessesagadurnover 13,1M€, and mature
firms (see Table 3.6). Logically, there are no afifinces between the two subsamples
according to size and age as we match samplesi®rriterion. Sales growth rate is 15%,
investment rate is 12% and firm operating perforoeais 11%. Mean comparisons indicate
that SBGs invest more, are more profitable and rsnelar levels of operating risk and

external financial leverage as standalone firms.

3.4 Results

This section reports results on the effect of iatibn with an SBG on small-business
growth, profitability, and risk (3.4.1). Then, weegent results on whether the formation of an
SBG is an organizational strategy that enhancestr(3.4.2). Finally, we present results on

the effect of SBG characteristics on their perfanoeand risk (3.4.3).

3.4.1 Does affiliation to a SBG favors small businessesayvth?

Table 3.7 reports results on the influence of fiaffiliation with an SBG on firm
investment rate, ROA and risk. Column 1 shows #ffiiation with an SBG has a positive
influence on firm investment rate. The investmexte rof firms affiliated with an SBG is, on
average, 2,5% higher than that of standalone fiths. results in Column 1 support the fact
that affiliation with an SBG promotes small buss@sowth. Column 2 shows that affiliation
with an SBG positively influences firm operatingofitability. This result supports that SBG
ICMs are efficient. Finally, Column 3 indicates tladfiliation with an SBG slightly increases
firm operating risk. There is apparently no evideot mutual insurance within SBGs; cross-

subsidies do not seem to be used to reduce afiiitm risk.
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Table 3.7: SBG-affiliation influence on firm performance”®

ordinary least square method, on the firm-level gamnvestment ratés the firm growth of capital invest
ROA is the firm ratio of EBITDA on total asset@perating riskis the firm standard deviation of RC
Financial Leverageis the firm ratio of financial debt on equitiffiliated is equal to one when the firrr
affiliated to a SBG, and to zero when it is a siode firm. Sizeis the log of the firm total assets mi
financial assetsAge is the number of years since firm creati@rowth is the firm turnover growth rate. .
financial variables are average values over thdysperiod.The standard errors of estimai@® reported
italics under the value of the estimated coeffitdef** indicates that a coefficient is significaat the 1% lev
according to the t-test, ** at the 5% level, andtthe 10% level.

Investment Rate ROA Operating Risk
) (2) 3)
Affiliated 0,0250  *** 0,0259  *** 0,0015 *
0,0024 0,0019 0,0008
Size 0,0039  *** 0,0024 ***  .0,0103  ***
0,0009 0,0008 0,0003
Age -0,0002 *** -4 73E-05 ** -2,65E-06
2,54E-05 2,04E-05 8,45E-06
ROA -0,0153  ***
0,0027
Leverage -0,0056  ***  -0,0003 *
0,0003 0,0001
Intercept 0,0583  **= 0,0960  **=* 0,1417  ***
0,0083 0,0073 0,0028
Industry dummies Yes Yes Yes
F 28,34 ik 102,55  *** 87,42 el
R2 0,0237 0,0843 0,0758
Number of Observations 24522 24522 24522

The literature reports a negative influence of Bffiliaion on firm performance in

developed countries (see Table 3.1). Consistently @drodnichenko et al. (2009), who find

%9 Intriguingly results show a negative relationsbgiween firm risk and firm profitability. Althoughis is quite
surprising it has been observed in previous studiighe same type (see for example Buyssachet,e2G08).
This result can be explained by the fact that weatorely on market data but on accounting datatiich firm

profitability is the effective firm profitabilitywhereas shares market values also account forxflecations of
the market. This paper does not focus on this jdsomever future research on the reasons to ttaglgwould
be very interesting.
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that affiliation with a BG is beneficial for the sitest businesses, we show that affiliation
with an SBG is also a mechanism that enhancesataglibcation in small businesses.
Overall, the results suggest that SBG affiliatiororpotes small business growth. SBG
controlling firms do better in allocating capital $mall businesses than external financiers.
These results are consistent with the argument|@ids are a second-best solution in the

presence of market imperfections, in the case of this stuidyosmation imperfections.

3.4.2 Is grouping small businesses an organizational g&gy that enhances SME growth?

Table 3.8 reports estimations of equations 3.1 tooB.4he matched samples of SBG
aggregate data and standalone firms. Column 1 itedichat SBGs are significantly more
dynamic than standalone firms. The economic sigmifte of the coefficient in front of the
group variable is high. The investment rate of SBG®n average, 6,4% higher than that of
standalone firms. The results, in Column 1, clearfypsut that grouping small businesses, in
comparison with organic growth, is an organizatiostahtegy that enhances small business
dynamism. Column 2 shows that the benefits of graymmall businesses in terms of
operating profitability is rather small. However, thesitive, although small, effect of SBGs
on operating profitability confirms that there i8 aver-investment in SBGs. Column 3 shows
that, on average, SBGs and standalone firms havéasilevels of operating risk. This result
supports that SBGs do not operate mutual insurance begragn firms, but do locate risk in
affiliated firms. Indeed, the risk of SBGs is smallean that of SBG-affiliated firms, which
suggests specific risk allocation patterns in SB&sally, Column 4 indicates that SBGs and

standalone firms have similar capital structure.
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Table 3.8: Group status influence on entity performance

Columns 1 to 4 report estimates of the coefficieviten estimating equation 3.1 to 3uéing the ordinary lee

square method, on the matched sample of SBGs andadone firmsinvestment ratés the entity growth ¢

capital investedROA is the entity ratio of EBITDA on total asse®perating riskis the entity standa

deviation of ROAFinancial Leverages the entity ratio of financial debt on equiGroupis equal to one wh

the observation is a SBG, and to zero when itstaadalone firmSizeis the log of the entity total assets mi

financial assetsAgeis the number of years since entity creatibangibility is the ratio of tangible fixed ass

on entity total assets. All financial variables aneerage values over the study peri@towth is the entity
turnover growth rate. The standard errors of esdémare reported in italics under the value ofdhnatec

coefficients. *** indicates that a coefficient iggnificant at the 1% level according to théest, ** at the 59

level, and * at the 10% level.

Investment Rate ROA Operating Risk Leverage
(1) (2) (3) (4)
Group 0,0681 *** 0,0133 * 0,0014 0,0057
0,0105 0,0042 0,0018 0,0668
Size 0,0026 0,0113 ** -0,0054 *** 3,47E-06 **
0,0026 4,58E-05 0,0007 1,58E-06
Age -0,0004 ** -0,0001 *** -490E-05 ** -0,0021 ***
0,0001 1,37E-05 1,96E-05 0,0007
ROA -0,0073
0,0060
Risk 0,6325
0,5005
Growth -0,0675  **
0,0332
Leverage -0,0062 ***  0,0001
0,0008 0,0004
Tangibility 2,2951 ***
0,1905
Intercept 0,0642 *** 00,0267 * 0,1090 ** (Q,3879 ***
0,0276 0,0154 0,0067 0,1413
Industry dummies Yes Yes Yes Yes
F 4,22 e 14,42 13,65 ¢ 1505
R2 0,0157 0,0497 0,0533 0,0609
Number of Observations 5598 5598 5598 5598
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Overall, the results in Table 3.8 show that grougin@all businesses is an organizational
strategy that promotes growth. The results suppgmat SBG ICMs are efficient, which
increases their internal financing capacity, andmately their capacity to invest. Several
alternative explanations can also explain why SBfgésmore dynamic than standalone firms.
First, structuring control in a BG permits it togaiexternal capital while maintaining control.
If small business owners value control, creatinds&8@ reduces the cost of opening up firm
capital to external investors. Second, the higheadysm and performance of SBG-affiliated
firms can enhance their ability to attract extercegpital. Finally, SBGs possess an option of
partial liquidation, which reduces bankruptcy cof@sanco and Nicodano, 2002). Unlike
conglomerates, BGs are not legally obliged to bail affiliated firms, because group firms
are legally distinct. This “fractioning of liabilityhas several advantages. Controlling firms
may choose to concentrate the bankruptcy riskgnoap firm, by concentrating the external
debt in this firm. However, such strategy might bastly if creditors anticipate this
expropriation. Moreover, controlling shareholders csecure assets in one firm, and
concentrate business risk in other group firms. éddéf the riskier firm goes bankrupt, the
controlling shareholder still controls the assetceassary to continue production. Such
strategy then reduces SBG controlling shareholdsaltiv exposure to business risk, which

increases its incentive to invest. We explore these issumsrimdetail in Chapter 4.
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3.4.3 Effect of SBG characteristics on performance andki

Table 3.9 reports estimations of the effect of SB@racteristics on growth, profitability
and risk. Panel A investigates this issue at tha fevel and Panel B at the group level.
Columns 1 to 3 show that the type of SBG controlling firm (imgjer not) does not affect the
results obtained in Sections 3.4.1 and 3.4.2. Howevempaoson of the economic
significance of the coefficients underlines somiedences across SBG types. Control by a
holding company promotes more strongly the develgnof SBGs and reduces their risk,

but limits their profitability.

Columns 4 to 6 explore the effect of diversification affiliated firms and SBG
performance. The results indicate that firms affdd with an SBG are more dynamic and
more profitable, with the exception of firms afftka with geographically diversified SBGs.
The results also show that diversification straegdo not limit affiliated firm risk in
comparison with standalone firms. However, comparisiothe coefficients underscores that
firms affiliated with a diversified SBG are lessky than firms affiliated with an SBG with
related diversification. Therefore, the results jmlev some support to the fact that
diversification reduces affiliated firm risk. Comman of the results at the SBG level shows
that related and unrelated diversification enhang8& growth. However, geographical
diversification and vertical integration do noteadt significantly SBG growth. Furthermore,
Column 5 indicates that only SBGs with unrelatedesification outperform standalone
firms. There is no evidence of a diversificationcdisnt in SBGs. Finally, Column 6 indicates

that diversified SBGs support as much risk as standalans.fir
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Table 3.9: Influence of SBG characteristics on afiiated firms and SBGs performances.

Columns 1 to 3 report estimates of the coefficieviten estimating equation 1, 3, and 4, using td@ary leas
square method. Panel A reports estimation forithelevel sample, and panel B for the group-lexshple.
The table only reports the coefficient estimationthe variables of SBG characteristics but thamegton
includes all equations variablewestment ratés the entity growth of capital investd@OAis the entity ratio of
EBITDA on total asset®perating riskis the entity standard deviation of ROAolding is equal to one when
SBG controlling firm is a holdingNon-Holdingis equal to one when the SBG controlling firm é a holding.
Relatecis equal to one when the SBG is not diversifédographicalis equal to one when the SBG is
geographically diversifiedJnrelatedis equal to one when the SBG is composed of firmsrelated industrie
Verticalis equal to one when there is vertical integrabietween group firms. All financial variables are
average values over the study peribde standard errors of estimates are reportedliostunder the value of
the estimated coefficients. *** indicates that &ffiwient is significant at the 1% level accordiiogthe ttest, **
at the 5% level, and * at the 10% level.

Investment Rate ROA Operating Risk Investment Rate ROA Operating Risk
1) 2 ©)) 4 ®) (6)
Panel A: Firm-level sample
Holding 0,0127 = 0,029¢  *** -0,002(
0,000¢ 0,004: 0,001¢
Non Holding 0,024: ki 0,0257  **x 0,000: *
0,002« 0,002( 0,000:
Relatec 0,033¢ 0,021F  *** 0,001:  ***
0,004 0,003¢ 0,000:
Geographica 0,049¢ hid -0,000¢ -0,000"
0,025« 0,020¢ 0,008¢
Horizontal 0,021¢  *** 0,028(  *** 0,000:
0,002¢ 0,002: 0,000¢
Vertical 0,019¢  *** 0,018:  *** -0,002(
0,004« 0,003t 0,001¢
F 27,1C el 94,6¢ ek 60,11 ok 25,12 el 87,8z ok 55,62
R 0,025¢ 0,084¢ 0,055¢ 0,026( 0,085: 0,0557
NB 2452 2452: 2452 2452 2452: 2452
Panel B: Group-level samp
Holding 0,153;  ** -0,006: -0,007"
0,022« 0,008¢ 0,003¢
Non Holding 0,055¢  *** 0,011F  ** 0,002¢
0,010¢ 0,004: 0,001¢
Relatec 0,044: == 0,005: 0,001¢
0,012: 0,004t 0,002(
Geographica 0,009: 0,012( -0,004¢
0,0371 0,014: 0,006:
Horizontal 0,105¢  *** 0,015¢  *** 0,001«
0,013¢ 0,005: 0,002:
Vertical 0,126( * 0,000: -0,010:
0,076« 0,028¢ 0,012¢
F 4,61 bl 10,7z ok 13,41 ok 4,31 bl 9,8¢ bl 12,1¢ ik
R2 0,019t 0,044: 0,054¢ 0,019: 0,04 0,053°
NB 559¢ 559¢ 559¢ 559¢ 559¢ 559¢

Overall, the results in Table 3.9 confirm that SBGiliafion and grouping small
businesses promote growth and that there is noahitsurance within SBGs. Further, the

results do not support the diversification discotgpothesis in SBGs; the less efficient
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strategy is geographic diversification. Finally, flesults indicate that the type of controlling
firm does influence SBG performance effect. The gmes of a holding company in the SBG
enhances affiliated firms and SBGs growth; thishhige explained by the fact that holding
companies benefit from higher levels of leverageegithat they are generally created by
leveraged buyout. The results in Table 3.9 confirat the characteristics of SBGs influence
their growth, profitability and risk. However, the &ff of group characteristics does not

undermine the performance effect of SBGs.

3.5 Conclusion

This study explores whether formation of an SBG &gt an organizational strategy that
promotes SME growth. This paper presents origirgllte on the effect of firm affiliation on
a SBG and of the formation of SBGs on a large sample of FreviEls Sver the period 1998-
2007. The results show that grouping small busirsessa growth strategy: SBGs promote
affiliated firm dynamism and invest more than thsiandalone counterparts. Our results
indicate that grouping SMEs enhances growth bec&&sge ICMs facilitate a more efficient
allocation of financial resources to group firms.efiéfore, SBGs have higher profitability,
which increases their internal financing capacday ihvesting. Finally, the results show that
all types of SBG over-perform standalone firms witie exception of geographically
diversified SBGs. Overall, the results support thraupging small businesses allows them to

reduce their growth constraints.

This paper contributes to the literature in several wiaysesents a study of SBGs, which,
to our knowledge, is an unexplored topic in the eooics and finance literature. On one

hand, this exploration contributes to the small bhesses literature by focusing on an
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alternative growth strategy. On the other, it contiels to the literature on the benefits and
costs of group affiliation. First, it tests whethdiliation with a BG is a response to capital
market imperfection, in the specific context of snalsinesses, which suffer from important
information imperfections. Results point out thafiliation to a SBG alleviates small
businesses growth constraints and favors their rdisTa. Second, we work on SBG
aggregate data, which is a novel approach in thdystfi BGs. Thanks to this approach, we
are able to show that grouping small businesses isrganizational strategy that promotes

small businesses growth.

This paper leaves several questions unansweredhvdoigld lead to interesting future
research. This study does not explore the potem@bgeneity of SBG. Indeed, decisions of
affiliation or integration into a SBG can resulorn the firm dynamism and profitability.
Unfortunately our data is limited to a cross secitservation of SBGs, only access to data
that retraces the formation of SBGs would allovexplore this issue. Further, this study does
not explore the dynamics of SBGs: are they forniedugh creation of new businesses or by
acquisition of existing firms? Although comparisai ages between controlling and
controlled firms indicates that SBGs are more {ikel be created through creation rather than
acquisition, we do not present formal evidence as igsue. Moreover, we do not assess
differences in the effect of small business aftiia on SBGs and on large BGs. Finally, this
study does not explore alternative motivations ttoicsure into a SBG. For example the
existence of size thresholds for legal and soclaigations can be an important factor

explaining the choice of this peculiar growth mode.

146



CHAPTER 3: ARE SMALL BUSINESS GROUPS AN ORGANIZATIONAL STRATEGY THAT
PROMOTES GROWTH ? EVIDENCE FROM FRENCH SMES.

Appendices

Appendix 3.A: Example of a BG identified in the ital database

Figure 3.1: Example of ownership links between firra

A F
70% 90%
10%
B C
X% Direct ownership
l 30% l 60%
E D

In the ownership structure represented in Figure ftdh A has an ownership stake of
90%*60%=48% in firm D. However, A majority contr8isirm C, which in turn majority
controls firm D; thus A controls D. Firm A also caols firm B, given that it direct stake is
higher than 50%. Firms F and E are independentsfibmcause they neither are directly
controlled at a majority by another firm or dirgotiontrol at a majority another firm. Overall,

the business group is formed by firms A, B, C and D.

% The term majority control is used to describe siteation in which a firm controls another firm dgh
holding a majority (>50%) of the controlled firmébares.
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Appendix 3.B: Database on ownership links from Co&aServices

In the database, the firm official fiscal identitymber (SIREN) uniquely identifies each firm.
For each ownership link, the database provides tiIREEN: one for thecontrolling firm and

the other for theontrolled firm

Level (I} indicates the length of the control chain betwéen two firms. This variable is
equal to 1 if the controlling firm directly ownsefcontrolled firm. Values greater than 1

correspond to indirect ownership through a vertical chiiolaings of lengtHh.

Ownership (o) the real holding of the controlling firm in themrolled firm at level. For
level=1, the ownership variable defines the direghership matrix (D), which lists direct
ownership across firms. For level>1, the ownershipabée defines the indirect ownership
matrix (I) at levell. Indirect holdings are the product of direct owhgrysalong the control

chain.

Number of links (n)the number of firms that have an ownership stake in the firm.

We fill in the ownership structure illustrated in Figure 3i1Table 3.10:
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Table 3.10: Initial database structure

Controlled firm Controlling firm Level Number of li nks Ownership
B A 1 1 70%

C A 1 2 90%

D A 2 3 48%

E A 2 2 21%

E B 1 2 30%

D C 1 3 60%

C F 1 2 10%

D F 2 3 6%

Appendix 3.C: Procedure for identifying BGs accordj to criteria of effective majority

control

The group identification procedure uses the cotenf majority control; a BG corresponds to
a chain of majority control relationships. The majpation rule (see, for example, Chapelle
and Szafarz, 2005) implies a dichotomization of awhg to find majority control.
Whenever the shareholder’'s ownership stake is gréan 50%, we assume that control is
total. In turn, we assume that other shareholdere mav effective control. This criterion
seems optimal for this study. Indeed, the sample exoscprivately held firms where
ownership is often highly concentrated, yet thigshiold avoids the counterintuitive findings

for situations involving two controlling firms.

First, in order to identify the control chains arsfablish whether control is effective at each
chain’s link, we identify the ultimate holding levldr each controlled firm. We create a
variableN that indicates the higher holding level for ea€lthe controlled firms in the initial

database. The highest level of holding found in dagabase is 17. Contrary to the level
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variable that characterizes the relation of a @l firm with a controlling firm, theN
variable is unique for each controlled firm andigades the higher level at which the firm is

held.

Second, a binary variable indicates whether a fgraubject to direct effective control from
the firm holding it directly. The majoritization leuis applied using the ownership (o) variable
when level=1 to obtain theffectivecontrol (e¢ variable, which takes the value 1 if direct

ownership of the firm is higher than 50%, and O otherwise.

Third, the effective control level (S the highest level at which the firm is effeeli
controlled all along the chain of control. In orderidentify the effective control level of
firms in the database, the procedure starts frontatliest level of control and goes up along
the control chain in order to observe whether tliegecontrol rupture. The level at which this

occurs returns the value 8f

Fourth, we identify the controlling firmACtS) at level S. WhernN is greater than 2, a
procedure of N steps is required. We first identifyether the firm is effectively controlled at
level 1, and then whether the controlling firm at level 1 (A Zffectively controlled, and so
on, using the effective control variable (c) thatures the direct ownership between two
firms. These transformations modify the structurehef database, as the observations are the
controlled firms, and not every pair of controlleditolling firms as illustrated in Table 3.11.
Next, the table reports that vertical control chasme the observations and the variables
indicate the chain of control. One fact not capturethe example below is that the database

also contains the information on direct ownership betviieers at each levdDS.
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Table 3.11: Identification of the vertical chains 6 control

Firm N S ActN1 | ActN2 | ActNi | ActN17 Ultimate controlling firms
B 1 1 A . . . A

C 1 1 A . . . A

D 2 2 C A A

E 2 0

We need a transformation to identify groups. The afnthis transformation is to make the
BGs the observations instead of the vertical chafrontrol. We index each controlled firm
by both its level of control (I) and the horizontakanches through which it belongs to (b).
This allows us to obtain the following group-levariables.Levelindicates the length of the
vertical control chain in the BG\bfirmsis a variable indicating the number of firms i th
BG, including the controlling firmBranchesprovides information regarding the geometry of
the group by indicating the number of horizontadiol in the BG. If this variable is equal to
1, the BG is a vertical chain of control. If it isegter than 1, the BG is a mix between a

horizontal and vertical control chain, which is the casé®ftxample BG below.

Table 3.12: Identification of BGs

Ultimately controlled | Actll Actl2 | Level NBfirms Branches Controlling Group
firm firm

D C D 2 4 2 A 1

E 0
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Appendix 3.D: Construction of the vertical integran indicator

This appendix explains how we built the indicatbwvertical integration from the matrix of

trade credit default of Bardos and Stili (2006).

Table 3.13:.An example from the matrix

Client/Furnisher Retail trade (A) | Manufacturing (B) | Services to firms (C)
Retail trade (A) 13,2% 6,3% 12,5%
Manufacturing (B) 51,9% 30,5% 7,1%

Services to firms (C) | 4,3% 7,4% 15,1%

An SBG with two industries

M: indicates the controlling firm; D: indicates teentrolled firm. And, M=A: indicates that

the controlling firm is in the retail trade industry. Weasimler that there is forward integration
whenever the controlling firm is in an industry tths the furnisher of the industry of the
controlled firms and that the default rate is highlgan 10%. We consider that there is
backward integration whenever the controlling fiilgnin an industry that is a client of the

industry of the controlled firms and that the default rateigher than 10%.

Table 3.14: An example for an SBG with two industres

Forward Backward Vertical
M=A D=B 0 0 0
M=B D=A 1 0 1
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A SBG with more than two industries

When there are more than two industries in the SB&must proceed in several steps. In the
first step, we create a table in which SBGs areabservation, and a variable for each
industry present in the SBG, where the first variatderesponds to the controlling firm
industry. Table 3.15 illustrates the case of an SBGwhich firms are located in three

industries.

Table 3.15: An example for an SBG in which firms ag located in three industries

Industry of the controlling firm |Industry of contro lled firms Industry of controlled firms
SBG1 | A B C
SBG2 | B C A
SBG3 | C A B

Then for each SBG, we create a table as illustrated by Tdlfle 3

Table 3.16: lllustration of the second step of thprocedure

Forward Backward Vertical
SBG1 M=A; D=B 0 0 0
SBG1 M=A; D=C 0 1 1
SBG2 M=B; D=C 0 0 0
SBG2 M=B; D=A 0 1 1
SBG3 M=C; D=A 1 0 1
SBG3 M=C; D=B 0 0 0
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The final step of the procedure consists of agdnegdhe information for each SBG to obtain

a table, such as Table 3.17 illustrates.

Table 3.17: lllustration of the final step of the pocedure

Forward Backward Vertical
SBG1 0 1 1
SBG2 0 1 1
SBG3 1 0 1

Appendix 3.E: Description of variables

Table 3.18: Explanatory variables

Variable Formula Definition
" Isequato 1if the firm belong: to a SBC ancto 0if it is ar|
Affiliated . d , g
Explanatoryf - independent firm
) SBG Affiliation . ,
variables Is equal to 1 if the observation corresponds to a SBG, and to
Group e .
0if it is an independant firm
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STRATEGY

THAT

Table 3.19: Group-level variables

[Y)

Variable Formula Definition
Size Aggregate of group firms size.
. Industry that represents the highest levgl of
Technol I
echnologea Industry tunrover in the SBG.
Age Age of SBG controling firm.
NDEP Number of departments in the SBG.
NIND Number of industries in the SBG.
Group Leve
variables Holdin Is equal to 1 if SBG controling firm is
9 holding, and O else.
Characteritistics
. e Is equalto 1 if either NDEP>1 or NIND>[L
Diversified
and O else.
Is equal to 1 if NDEP>1 and NIND=1, ahd
Geo
0 else.
Vertical Is equalto 1 is bacward is equal to 1 of O,

and 0 else.
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Table 3.20: Explained variables

This Table presents the explained variables condpatethe firm level. To compute these

variables at the SBG level, we simply use the agges@ccounting of SBG accounting

information to compute the following ratios.

Variable Formula Definition
Return on asset (ROA) computed as the ratip of
o _ 1Y EBITDA . . "
Profitability | ROA ROA‘iﬂngota,ASSw earnings before tax, interest and deprecigtion
(EBITDA) to total firm assets.
Average growth rate of productive assets. Where
Investment Investmomae < L & Productivessets, ] )
Growth rate ¢-Tmgggipmductivemt% productive assets is the sum of gross long-ferm
assets and working capital minus financial assefs.
Explained
ROA
variables Risk Standard deviation of ROA over the period.
volatility
Ratio of firm external financial debt to equity. To
_ Financial o _ 1 297 ExternalFhancialDeb), ) .
Debt capacity Finaciall@erage== > ———— ——— compute external debt, we subtract financial debt

Leverage

t=1999

Equity,

from firms that hold capital in the firm.
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Table 3.21: Control variables

Variable | Formula Definition
Log of firm total assets minus financlal
Size
assets
Dummy variable indicating whether|a
firm belongs to a particular industry fin
. ~f Industry
Technologica . L
g the 19 industry classification schee
(similar to NACE classification)
Log of the number of years since the
Age
firm's creation
Control
variables
Ratio of firm fixed assets to total asséets.
o ) w0 FixedAssal, Fixed assets correspond to long-t¢rm
Tangibility | Tenobi =% > s,
assets excluding financial and incorpqgral
assets.
Financial
Sales
1 3 Turnover,
SalesGrowy = 2. Tumover,, - | Average annual growth rates of sales
Growth
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Chapter 4

Small business groups enhance performance and

promote stability, not expropriation. Evidence

from French SMEs®!

This chapter investigates the influence that a 'Brrdistance from control has on its

performance, using balance sheet information andngue data set on small business
ownership. This study fills a gap in the empiriggdvernance literature by investigating
whether there is expropriation of minority sharaferis in small business groups. Contrary to
observations for large business groups, resultswslao positive relationship between the
separation of control from ownership and firm penfiance. Results also underline that
tunneling promotes controlling shareholders’ pradtability rather than profit maximization

in small business groups.

Keywords: Ownership; Control; Tunneling; Small business; Perfolgean

®1 This chapter is in press in the Journal of Bankingd Finance.
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4.1 Introduction

Recent evidence shows that small business group&qSare burgeoning in developed
countries. A SBG is an ownership structure whereraidant shareholder holds several firms
through a control chain, a SBG size is that of allsared medium enterprise (SME).
According to the Banque de France, the number afdirdirms affiliated with SBGs has
doubled over the last decade, and represent orteghithe SMEs in the country (Cayssialis
et al., 2007; Nahmias, 2007). Structuring control usan§BG, rather than developing the
initial business in a standalone firm is a specgrowth strategy. This chapter explores

entrepreneurs’ motivations to adopt this strategy.

Corporate governance theory suggests that a bgsgresp is a device used to increase
control without commensurate cash flows. A busingssup can enhance the dominant
shareholder control concentration by introducirsgparation between control rights and cash
flow rights. Then, concentrated control allows thendwnt shareholder to act in its own
interest, raising concern for the expropriation ahanity shareholders (Shleifer and Vishny,
1997). Under the expropriation hypothesis, excessraonf dominant shareholders has a
negative influence on firms’ value. Empirical eviderstrongly supports this hypothesis for
large business groups (see Table 4.1). However, g@UPMES might also be a growth
strategy that limits dominant shareholders weaktposure to the business risk. Indeed,
indirect control of several firms, rather than cohtof a standalone firm, creates a
“fractioning of liability” since dominant shareh@dwealth exposure to the business risk is
divided between group firms. This chapter investégaivhether the rationale to grow the

business by building a SBG is to increase domingimhreholders’ private benefits

62 SMEs are firms with annual turnover of less thad #illion Euros. This definition follows the
recommendation of the EU Commission (6 May 2003).
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(expropriation hypothesis) or to limit their weattkposure to the business risk (immunization

hypothesis).

At first glance, the concentrated governance straabfi small business should exacerbate
agency issues in SBGs. Thus, like in large familgitess groups, the concentration of
control may lead to the expropriation of minorityaseholders. More specifically, in owner-
manager firms, control concentration does not imptbeeefficiency of monitoring, whereas
the entrenchment problem persists (Bennedsen agldedi 2010). Despite the concentration
of control, SMEs external investors’ specificitiegyrnlower business owners’ propensity to
extract private benefits at the expense of minaitgreholders. Given SMEs’ informational
opacity and the illiquidity of their shares, there &wo types of specific external investors in
SMEs. Connected minority shareholders, such as famégnbers, are the main source of a
SME’s external equity financing. In order to broaderancial resources, social connections
based on trust are thus crucial for SMEs (Vos et 2007). The presence of connected
minority shareholders diminishes the incentivegxtract private benefits at their expense.
Small business owners do not wish to be depriveithisfsource of external financing in the
future. In addition, informed minority shareholdersgls as venture capitalists, also finance
SMEs. Their monitoring capacities limit the dominahtareholder’s ability to extract private
benefits. It is therefore possible to cast doubthenrelevance of the hypothesis according to

which grouping small businesses allows to increase therqgmwivate benefits of control.

Furthermore, small business owners’ wealth undeerdification creates an incentive to
reduce their wealth exposure to the business rigiceSentrepreneurs vest an important
proportion of their wealth into the business, thesk exposure is higher than that of
shareholders investing their wealth in public s#@s (Moskowitz and Vissing-Jgrgensen,

2002). This situation creates distortions in thésk rincentives; they are sensitive to the
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business’ idiosyncratic risk. Small businesses’ awmeight thus favor strategies that reduce
their wealth exposure to the firm’s business risko@sing to grow via a SBG allows the
dominant shareholder to immunize part of his wealihe fact that business groups’ firms
have a limited liability between them reduces ggreurs’ losses in case of a group’s firm
default. SBGs’ owners only lose control of the ass#tthe defaulting firm, maintaining
control over the assets of the other group’s finmtsich enables them to continue production.
Moreover, thanks to internal transfers between gjsotirms the controlling shareholder can
affect group firms’ risk patterns. The dominant sfeider can use internal transfers in order
to smooth the revenue of firms where its stakeshayieer. The under-diversification of small
business owners might therefore explain why theytegrow their businesses using a SBG.
On the one hand, the “fractioning of liability” litsi the entrepreneur’s losses in case of a
group’s firm default. On the other hand, it enablesnshant shareholder to transfer risk
toward firms where its stakes are lower, which iepla shift from value expropriation

toward risk expropriation of minority shareholders.

This study empirically explores two hypotheses: #xg@ropriation hypothesis and the
immunization hypothesis. It uses a unique data Isst éxhaustively lists ownership links
between French corporations. We identify more tHai®00 SBGs according to the criterion
of majority control (a business group corresponds to a dfamajority control relationships).
The database contains information on the directiadidect cash flow rights of each firm in
other firms. We use this information in order to gaie the cash flow rights of controlling
firms and variables of excess control. The datalmse provides information on firms’
position in the control chain. We use this inforroatto distinguish controlling firms from
controlled firms, and assess the relative positibthe firm according to its position in the
control chain and the number of levels in the adnthain. This chapter therefore broadens

the traditional approach, which focuses on contigllishareholders excess control, by
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exploring the influence of firms’ distance from ¢ah on their respective performances.
Complete accounting information is available forfludlthese SBGs for the period between

1999 and 2007.

This chapter explores the motivations for growtingsa SBG rather than a standalone
firm by studying the link between SMES’ governarmed performance. This study first
assesses the accuracy of the expropriation hypsthes SBGs. Studies of this issue
traditionally observe the influence of dominant reflders’ excess control on firms’
performance. This study performs this test, but alses the firm’s position in the control
chain to observe how each firm’s distance from i@nmbfluences its performance. We accept
the expropriation hypothesis if we observe thaméirmore distant from control position
underperform. Next, the study investigates relatedyp#&ansactions within SBGs by
assessing the influence of the firm’s distance fimntrol on its performance sensitivity to
industry and group shocks. This explores whetheridam shareholders transfer resources
from firms where their stakes are low toward firmisere their stakes are high, which would
provide support for the expropriation hypothesiswideer, a lower firm sensitivity to shocks
when the firm is closer to control position prowsdaipport for the immunization hypothesis.
Furthermore, we capture the influence that the legsirenvironment has on value transfers
between group firms. We do this in order to testtimbieresources transfer from controlled
firms to controlling firms relates to the objectit@ maintain artificially controlling firms’
performance. To explore this issue, we extend therarapsetting of Bertrand et al. (2002)
in order to estimate the global effect of a firndlistance from control on its performance,
controlling for the type of shock. The use of inriransfers to prevent controlling firms’
performance from unfavorable shocks provides supjoorboth the immunization and the
expropriation hypotheses. Indeed, such transfersceediominant shareholders’ wealth

exposure to the business risk by transferring it to minshgreholders.
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The results confirm that dominant shareholders logv8BGs primarily to immunize their
wealth rather than to expropriate minority shardbmd. The data show a positive relationship
between distance from control and firm performanEarthermore, the firm’s business
environment and group performance influence relpsetly transactions. Intra-group transfers
foster controlled firms’ development when shocks favorable; however, when shocks are
unfavorable, related party transactions preserveradng firms’ performance. Results
support the idea that grouping small businessesrdathe wealth stability of dominant
shareholders; controlling firms’ sensitivity to @emous shocks is 68% lower than that of

controlled firms.

This chapter corroborates that governance issuesliferent in SBGs as compared to
large business groups. We do not find support forn@xpropriation hypothesis in SBGs.
This hypothesis states that structuring controd ibusiness group is a growth strategy that
permits the increase of capital while conservirg phivate benefits of control. Results show
that SBG affiliation enhances controlled firms’ joemance. One explanation of this relates
to the specificity of small businesses’ minorityastholder that limits the possibilities for
SMES’ owners to extract private benefits. Thus, ia dase of small businesses, specific
governance mechanisms related to close connedaidaasd higher monitoring abilities seems
to offset the governance inefficiencies relatedirttormational opacity and concentrated
control. We find support for the immunization hypedis, which states that structuring
control in a business group is a growth strategywatlg controlling shareholders to reduce
their wealth exposure to the business risk. Moreoresults show that when the business
environment is unfavorable, controlling firms tragrsfesources out of controlled firms in
order to support their performance. Overall, resuliicate that dominant shareholders trade

performance for reduced risk with minority shareholde/SBGs.
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We structure the remainder of the chapter as follows.@edtP summarizes the literature
and develops the hypothesis. Section 4.3 presenttataeand the methodology. Section 4.4

discusses the results. Section 4.5 concludes.

4.2 Theory and hypothesis

There are two approaches to test the hypothesgmbpriation of minority shareholders
in business groups. A majority of papers focus @rétationship between excess control and
firm performance (4.2.1), while other papers invegggthe direction of related party

transactions between controlling and controlled firm2.23.

4.2.1 Excess control and firm performance

In business groups, two opposite incentive mechandnwe firm performance: a positive
effect resulting from the dominant shareholder’shdémw rights and a negative effect related
to its control rights. Shleifer and Vishny (1997yae that the negative effect stems from the
fact that “large shareholders represent their omtarést, which need not coincide with the
interests of other investors in the firm” (p758kc8ring control rights prevents dominant
shareholders from losing control over the firm, ethimay lead to entrenched behavior. In
addition, business owners might use their contgiits in order to extract private benefits at
the expense of minority shareholders. Hence, comgolhareholder's separation between
control rights and cash flow rights within the fiimfluences a firm’'s performance. In large
business groups, particularly those in emerging teas) empirical results are consistent with
the expropriation of minority shareholders hypoiheResults show that excess control is

detrimental to firm value and that controlling fsndivert resources out of controlled firms

173



CHAPTER 4: SMALL BUSINESS GROUPS ENHANCE PERFORMANCE AND PROMOTE STABILITY
NOT EXPROPRIATION . EVIDENCE FROM FRENCH SMES.

(see Table 4.1). Even so, evidence on the agencyofostusiness groups in developed

countries remains scarce. To our knowledge, no study obihirs éxists on SBGs.

Even if majorities of empirical studies verify tlexistence of a negative relationship
between the excess control of dominant shareholtedghe firm’s value, several arguments
cast doubt on the validity of this issue. In fact,tie case of new firms, Almeida and
Wolfenzon (2006) argue that controlling sharehddaeate dynamically new firms when the
original firm starts to decline. Such a strategy Moudrive controlling firms’
underperformance relative to controlled firms. le tase of SMEs, minority shareholders’
specificity could prevent dominant shareholdersmfr@xtracting private benefits. The
presence of connected minority shareholders ditmgsisthe owner’s incentives to extract
private benefits. The presence of informed mincsityareholders with monitoring abilities,
such as venture capitalists, limits a dominant stader’'s ability to extract private benefits.
Therefore, the specificity of SMES’ minority shar&ders makes it difficult to extract private
benefits at their expense, casting doubt on thielitsabf minority shareholders expropriation

hypothesis in SBGs.
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Table 4.1: Synopsis of the empirical literature

Paper Sample

Method

Control variable Explained variable

Result: Expropriation of minority
shareholders

Claessens et al.Publicly traded firms it

(2002) East Asia (1996).
Korean public and larc
Joh (2003) private firms (1993-

1997).

European and Asian
business groups (1997-
2000)

Faccio et al.
(2001)

Korean Chaebol (1981-

Bae et al. (2002) 1993)

Large publicly traded

Boubaker (2007) "o o1 ch firms (2000)

Large firms from 18
emerging countries
(1995)

Lins (2003)

Listed Chinese firms
(1998-2002)

Gao and Kling
(2007)

Bertrand et al.
(2002)

Indian business groups
(1989-1999)

Acquisition and sales !
assets transaction in
Hong-Kong (1998-

2000

Cheung et al.
(2009)

Berkman et al.
(2009)

Publicly tradede
Chinese firms

Ferris et al.
(2003)

Korean Chaebols (19¢
1995)

Dow and
McGuire (2009)

Japanese Keireitsu
(1987-2001)

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Influence of firm's control
structure on its value

Tunneling

Tunneling

Tunneling

Propping and Tunneling

Propping and Tunneling

Spread between control rights and

ownership of controlling shareholder Firm performance (ROA, Tobin'Q)

Disparity between control rights and

ownership rights. Firm performance (Profitability)

Excess control Dividends rate

Bidder category according to the sharesMdirket reaction to acquisition ever
the controlling shareholder event study of abnormal returns

Excess control Firm performance

Excess control Firm performance

Difference between accounts

Belonging to a business group receivable and payable

Group and director equity interaction with

exogenous shocks and group shock Firm performance

Difference between the transaction
price and the faire value of the assets

Identification of controlling shareholders

Related party Loan guarantee Firm value

Group affiliation Firm exseslue

1GJ specific methodology to assign
affliation strength and differentiating
between three periods

Performance

YES

YES

YES, lower effect imdpe than in Asia

YES

YES

YES

YES

Less sensitivity to external shocks and grg

shocks (Tunneling)

YES. Assets are sell to firm controlling

then at a premium.

The likelihood of tunneling is higher in lar
firms with low profitability and growth

prospects. Tunneling is associated with lo

firm value.

Propping to the weakest members

Tunneling during strong economic times, 4

propping during recession.

tshareholder at a discount, nut acquired fg

up

rm

yver

nd
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4.2.2 Related party transactions: Propping or tunneling?

In business groups, it is possible to transfer asaatl benefits through related party
transactions between firms. To observe the direafamelated party transactions, Bertrand et
al. (2002) assess firm performance reaction to shtxkts industry and to other group firms’
performance. The literature focuses on the directwn related party transactions.

“Tunneling™?

occurs when firms where dominant shareholder’'sestakre high transfer
resources out from firms where its stakes are ld@dhifson et al., 2000). “Propping” is a
transfer from higher-level firms to lower-level firms iretbontrol chain, which intends to bail
out the receiving firm from bankruptcy (Friedman at, 2003). Bertrand et al. (2002)
consider the case of Indian business groups. Tesults uphold that tunneling is an issue in
large business groups, providing support for theramtion hypothesis. However, recent
evidence has shown that propping and tunnelingréeemingled issues. Dow and McGuire
(2009) observe profit tunneling in more weakly ladfed keiretsu firms during strong
economic times, but propping in those firms duriegession. Such evidence relates to the
mutual insurance effect of business grédipaffiliated firms are, on average, less risky than

independent firms, because internal transfers snteeimue across group firms (Khanna and

Yafeh, 2005).

However, entrepreneurs’ wealth under diversificatiafiects their risk incentives.
Therefore, building SBGs might be a growth stratdt limits the dominant shareholder’s

risk exposure. Actually, commercial law recognizhs principle of a controlling firm’s

% Johnson et al. (2000) distinguish between two gype tunneling. First, a controlling shareholderghti
transfer resources in its interest through internahsfers, also called self-dealing transactid®scond, a
controlling shareholder can increase his contraheuit transferring any assets through dilutive shasues.
This chapter only focuses on the first type of eling.
% We detail business groups mutual insurance effie€hapter 3 (3.2.2).
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limited liability in case of the bankruptcy of arffiated firm.®> Consequently, indirect

control of several firms, rather than control ostandalone firm, creates a “fractioning of
liability” because it divides dominant shareholdemntrol risk between group firms. This
allows small business owners to secure assetsdrfion and concentrate production risk in
another group firm. If a lower-level group firm gdesnkrupt, entrepreneurs still control the
assets necessary to pursue production. Moreoveredefstrty transactions allow to tunnel
resources out of controlled firms in order to supplee controlling firm’s performance when

the business environment is unfavorable. If groufBhEs is a growth strategy promoting
the dominant shareholder’'s wealth stability, diséafimom control will increase a firm’'s

performance sensitivity to shocks. Overall, we shaldderve an inversion of the patterns of

propping and tunneling in SBGs as compared to large bssynesps.

4.3 Data and methodology

We identify SBGs using a large databbdserovided by Coface Services, which lists
1 900 000 direct and indirect ownership links betw&rench corporations. Sample firms are
either directly or indirectly controlled at a mafgf’ by a firm or group’s controlling firms.
They belong to business groups with a total aggeeb@airnover of less than 50 million Euros.
We identify 15 877 SBG& SBGs are composed of an average of three firmsttendhain
of control has two levels. Overall, the final sampbatains 17 152 firms, of which 13 657 are

controlled and 3 495 are controlling firms. Accangtinformation during the period from

® French commercial law is quite protective of coliing companies, as there are only three restdcti
exceptions to this principle (French commercialecdd.COM art L.621-2; L.651-1 and L.651-1).

% We present details on this database in appenBix 3.

" We develop the identification procedure in apper3diC.

®8See Chapter 3 (3.3.4) for a detailed discussiaanfple selection
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1999 to 2007 is available for all firms. It comesnfrthe Diane database, supplied by Coface

Services and Bureau Van Dijk. Appendix 4.A summarizes thablas used in this study.

4.3.1 Distance from control variables

The synopsis of the literature highlights two mbjpes of variables used to characterize
the firm’s control. The excess of control right owash flow rights is the more commonly
used variable (see Table 4.1). However, several autlserdroader measures of the firm’s
distance from control—such as group affiliationedtor/family ownership of the controlling
firm, and vertical or horizontal structure of theogp—(see Table 4.1). Given the detailed
information contained in the database, we use bygtlst of variables in order to verify
whether the choice of variables affects the resuiitsparticular, the database enables the
identification of the group’s controlling firms; ¢lg are included because SBGs do not

consolidate their account.

Excess control variables capture the dominant bbéder's separation between
ownership and control in a firm. This study uses #&dables to measure excess control. The
first variable, the controlling firm'®wnership (CF) in a firm, increases as the controlling
firm’s excess control diminishes. The second vaeaisl thecontrol ratio: the ratio of
controlling firms’ control stakes on their ownershwhere control is the weakest direct
ownership stake in the chain of control (Claessenal., 2000°. The difference between
these two variables relates to the continuity oftem. Indeed, the ownership variable
assumes that control is a discrete variable, whehsasontrol ratio considers control to be a

continuous variable.

% Appendix 3.A offers an example illustrating how e@mpute these two variables.
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Alternatively, position variables indicate the fisnwertical position in the control chain.
That is, position is equal to 1 when the firm is toatrolling firm, 2 when the firm is directly
controlled, and so on. Using this variable as aistanpboint, we create several variables
indicating the firm’s distance from control. Firgbetcontrolling variable is equal to 1 if the
firm is the group controlling firm and 0 otherwisgecond, theltimately controlled variable
takes a value of 1 if the firm is the ultimate coilied firm and O otherwise. Finally, the
relative position variable indicates the position of the firm relatito the number of vertical
levels in the control chain; it is the ratio of thember of levels in the control chain to the
firm’s position. An increase in relative positiordinates that firms are closer to the control
position. Position variables are a broader apprdlaah excess control variables. On the one
hand, they indicate the likelihood of introducingpamtion between control and ownership.
Firms distant from the controlling firm are moreope to experience a significant separation
between control and ownership. On the other handtigoyariables capture a firm’s control
value. Even if there is a separation between cornol ownership, it may not be in the
dominant shareholder’s interest to hurt firms highhe control chain. This is because losing

control over these firms implies losing control over the$ lower in the control chain.

Descriptive statistics reported in Table 4.2 underkhat in the sample, controlling firms’
ownership concentration in controlled firms is hi@®%) in comparison to the one in large
business groups. In addition, the average separa¢ityeen control and ownership in sample

firms is rather low.
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Table 4.2: Sample descriptive statistics

Panel A: Descriptive statistics full sample Nb Mean tandard Error Median
ROA 10554¢ 0,139: 0,157: 0,114(
ROE 10554¢ 0,0751 0,085¢ 0,054
ROAf 10554¢ 0,126¢ 0,035¢ 0,117(¢
ROAg 6736( 0,126 0,034( 0,120z
Size (Sales in K€ 10554¢ 6452 613¢ 421¢

Age 10554¢ 15,813: 12,532 16,358(
Leverage 10554¢ 3,486( 4,381t 2,057¢
Sales Growtt 10554¢ 0,106! 0,427¢ 0,054(

Panel B: Average financial variables on the period

ROA 1715: 0,136¢ 0,143¢ 0,113¢
ROE 1715: 0,075: 0,077( 0,058¢
Size (Sales 1715: 643( 610: 4162

Leverage 1715z 3,834t 4,134¢ 2,427
Sales Growtt 1715: 0,123¢ 0,322¢ 0,071¢

Panel C: Controlled firms control structure caracteristics

CF 13657 0,760¢ 0,237¢ 0,846¢
Control ratio 13657 1,025¢ 0,151¢ 1,000(
Relative Positior 1715: 1,332¢ 0,463: 1,000(

Panel D: Groups characteristics

Nbfirms 1587 2,996 1,610( 2,000¢(
Level 1587 2,135 0,370( 2,000¢(
Group Size (Aggregate sales in Ki 1587 988( 1126( 592¢
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4.3.2 Methodology

We use three empirical settings to test the hypahef expropriation and immunization.
First, we estimate equation 4.1 to test whetharm’d distance from control influences its

performance.

Perf, =a+ BCS +iﬂnControI§M +£,(4.1)
n=2
The dependent variable is either the firm’s retamasset (ROA) or the return on equity
(ROE) in year t. The ROA is used to proxy for tlmenfs economic performance. Indeed,
ROA is not influenced by firms’ financial and amwpation policies. In this case, the ROA
fully reflects the firm's operating performance. eTlROE measures the actual return for
shareholders; it is an indicator of the firm’s fagal performance. The analysis focuses on

the coefficients on firms’ distance from controC%). If we verify the expropriation

hypothesis, then we should observe a negativednée of firm distance from contf8lon its
performance. We also include several control vé&gb which also influence firm
performance. The firm’s industry controls for therfs performance opportunities—such as
the importance of economies of scale in the inguatnere the firm operates—as well as
characteristics of the market, including its simnd ¢he intensity of competition. The equation
also includes control variables for the firm’s agel size. In addition, the firm’s leverage and
sales growth control for the firm’s financial sttue and growth opportunities. Finally, we

introduce year dummies to control for the busirgsse impact.

" The control ratio and ultimately controlled vatizbhave higher values when the firm’s distancenfomntrol
is higher, whereas the ownership, controlling agldtive position variables have lower values asdiséance
from control increases. Therefore, if we verify teepropriation hypothesis, one should observe atip®s
coefficient on ownership, controlling and relatipesition variables and a negative coefficient oa tontrol
ratio and ultimately controlled variable.
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The second objective is to assess the directiorelated party transactions using the
firm’s performance sensitivity to shocks. We estinaquation 4.2 to investigate whether a

firm’s distance from control affects its performargensitivity to industry shocks.

N
ROA, =a + B, ROAf,, *CS + B,ROAf,, +>_ B,Controls,, +&,,(4.2)

n=3
We measure shocks at the industry level using ibastry-adjusted performanOAf,

(the assets-weighted average ROA of firms belongirtge same industri})

J
Y [TotalAssef, , xROA ]
ROAf ==

J
> TotalAssef,
j=1
where # and k is one of the 60 industries. The interactierm between distance from

control variables and industry-adjusted performaROAf, , * CS) assesses differences in a

firm’s sensitivity to industry shocks explained thye firm’s distance from control. According

to Bertrand et al. (2002), if controlling sharehaidransfers value out of a firm, then firm
performance sensitivity to exogenous shocks is towke we verify the expropriation
hypothesis, distance from control should diminisiir@’s sensitivity to shocks. However, if
we verify the immunization hypothesis, distancenfr@ontrol should increase a firm’s
performance sensitivity to shocks. Control varialdee the same as equation 4.1, except that
we exclude industry dummies since this would beainednt with the adjusted performance

measure.

™ To compute the industry-adjusted performance, we the French official industry classification dd 6
industries (NAF). We exclude the firm when compgtithe industry-adjusted performance to avoid a
mechanical correlation.

182



CHAPTER 4: SMALL BUSINESS GROUPS ENHANCE PERFORMANCE AND PROMOTE STABILITY
NOT EXPROPRIATION . EVIDENCE FROM FRENCH SMES.

We estimate equation 4.3 to capture the relatignbkiween a firm’s distance from control

and its performance sensitivity to shocks to thmugis performance.
N
ROA =a+BCS* ROAg , + B,ROAg , + B,ROAf,, +> B Controls,, +&, (43
n=4

Shocks to group performance are captured usingpgfoms’ average industry-adjusted

performance, excluding firm iKOAg, , , ), as follows:

J
Z[ROAfj tol
ROAg, , = 17

Nbfirmg, -1°

where #i and g indicates the business group. To estimatpeply predicted group
performance, complete accounting information isunegl for all group firms, which restricts
the sample. The interaction term between the firdiésance from control and group shocks

(CS*ROAg,,) assesses differences in the firm's performancesitsety to group

performance that result from its distance from oantWe maintain the firm’s industry-
adjusted performance in the model specificatiororider to avoid overlapping in the case

where two or more group firms belong to the sandestry.
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The third objective is to explore whether the fl@iv resources between group firms
depends on the type of shocks (favorable or unédblej. This is done to assess whether
internal transfers aim at immunizing the contr@lshareholder’s wealth. We accomplish this
by observing the global effect that a firm’s distarirom control has on its performance. We
introduce the firm’s distance from control as atldpendent variable in equations 4.2 and 4.3,

which lead to the specifications of equations fd 4.5.

N
ROA, =a+BCS + B,ROAf,, *C§ + B,ROAf,, +> B,Controlg, , +&, (44)

n=4

ROA =a+BCS +B,CS* ROAQg + ,6’3ROAg'g + B,ROAf  + iﬂnControﬁ (TE, (4D

n=5

In equations 4.4 and 4.5, the sensitivity of fir@fprmance to variations in firm distance

from control is:

AROA, .
ACS =B, + B, * ROAf, , (46)
for equation 4.4 and
AROA, i}
rce =Bt BT ROAG,, (47)

for equation 4.5. Departing from equations 4.6 &g we compute the industry-adjusted and
group performance thresholds for which distancenfomntrol influence on firm performance
shifts from being positive to negative. This sejtimelps to determine whether the business

environment influences the issues of propping amheling. If tunneling occurs when the
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business environment is unfavorable, this provelgsport both to the immunization and the

expropriation hypotheses.

4.4 Results

This section reports results on the influence @f firm’s distance from control on the

firm’s performance (4.4.1), and on the firm’s séngy to industry and group shocks (4.4.2).

4.4.1 Impact of distance from control on firm’s individugoerformance

Table 4.3 reports results of the influence of enf distance from control on the firm’s
ROA. Columns 1 and 2 indicate that controlling fntash flow rights have a negative
influence on their economic performance. On thetreoy, the relationship between the
separation of control from ownership and the firlROA is positive (Columns 3 and 4). The
sign on the coefficients for the position variabt@mfirms these results. Controlling firms
demonstrate an inferior economic performance, wdseraltimately controlled firms
outperform other firms (Columns 5 to 10). The iefhge that a firm’s distance from control
has on its performance is economically importanimgared to the other explanatory

variables.
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Table 4.3: Influence of firms’ distance from contrd on economic performance

Columns 1 to 10 report estimates of the coeffidemben estimating equation 1, using the ordinaagtl&uare
method. The explained variable is the annual RO#heffirm. CF is the cash flow rights of the controlling fir
Control Ratiois the ratio of control computed according to theakest link method and the cash flow righi
the controlling firm.Controlling is a binary variable that takes the value 1 if fine is the business gro
controlling firm and O otherwisgJltimately Controlleds a binary variable that takes the value 1 ifftha doe:
not control any other firmRelative Positions the ratio of the number of levels of control in thesiness grot
and the position of the firngizeis the log of the firm’s annual turnovekgeis the log of firm agelLeveragds
the ratio of firm debt to total liabilitiesGrowthis the firm’s annual turnover growth rat.1999 to Y 2006re
year dummies where the year 2007 is the referdifoe standard errors of estimates are reportealiostunde
the value of the estimated coefficients. *** indiea that a coefficient is significant at the 1&el according t
the t-test, ** at the 5% level, and * at the 10%dke

(€3] ) ®) 4) (5) 6) @ (8) ©) (10)
CF -0,0269***  -0,0284***
0,0021 0,0020
Control Ratio 0,0182** 0,0207***
0,0034 0,0034
Controlling -0,0305**  -0,0362***
0,0012 0,0012
Ultimately Controlled 0,0168*** 0,0176***
0,0010 0,0010
Relative Position -0,023%** -0,0260%*
0,0011 0,0011
Size 0,0049*+* 0,0066*** 0,0043*+* 0,0060*** 0,0043*+* 0,0060*** 0,0056*** 0,0074*+* 0,0053*** 0,0072*+*
0,0005 0,0005 0,0005 0,0005 0,0005 0,0005 0,0006 0,0005 0,0005 0,0005
Age -0,0139**  -0,0237***  -0,0147**  -0,0245**  -0,0119** -0,0214**  .0,0132*%*  -0,0229**  -0,0126***  -0,0222***
0,0007 0,0007 0,0007 0,0007 0,0007 0,0007 0,0007 0,0007 0,0007 0,0007
Leverage -0,0068*** -0,0068*** -0,0070*** -0,0068*** -0,0069***
0,0001 0,0001 0,0001 0,0001 0,0001
Growth -0,0041*** -0,0043*** -0,0039*** -0,0040*** -0,0038***
0,0011 0,0011 0,0011 0,0011 0,0011
Y 1999 0,0129*** 0,0216*** 0,0126*** 0,0213*** 0,0129*+* 0,0219** 0,0134*+* 0,0221*** 0,0134*+* 0,0222*+*
0,0023 0,0022 0,0023 0,0022 0,0023 0,0022 0,0023 0,0022 028,0 0,0022
Y 2000 0,0135*** 0,0219*** 0,0133*** 0,0216*** 0,0135** 0,0221*+* 0,0140*** 0,0223*** 0,0140*** 0,0225*+*
0,0022 0,0021 0,0022 0,0021 0,0022 0,0021 0,0022 0,0021 02p,0 0,0021
Y 2001 0,0150*** 0,0220*** 0,0148*** 0,0217*** 0,0150*** 0,0223** 0,0154*+* 0,0224*+* 0,0154*** 0,0225*+*
0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 020,0 0,0021
Y 2002 0,0091*** 0,0140*+* 0,0089*** 0,0138*** 0,0091*+* 0,0142* 0,0094*+* 0,0144*+* 0,0094*** 0,0145**
0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 020,0 0,0021
Y 2003 0,0012*** 0,0059*** 0,0010 0,0057*+* 0,0012 0,0061*+* 0,016 0,0062*+* 0,0016 0,0064*+*
0,0021 0,0021 0,0021 0,0021 0,0021 0,0020 0,0021 0,0021 020,0 0,0021
Y 2004 0,0040*** 0,0073*+* 0,0038* 0,0071*** 0,0040* 0,0074** 00043** 0,0076*** 0,0043* 0,0077**
0,0021 0,0020 0,0021 0,0020 0,0021 0,0020 0,0021 0,0020 020,0 0,0020
Y 2005 -0,0043 -0,0020 -0,0044 -0,0021 -0,0043** -0,0020 -0,0041 -0,0018 -0,0041* -0,0018
0,0021 0,0020 0,0021 0,0020 0,0021 0,0020 0,0021 0,0020 020,0 0,0020
Y 2006 -0,0044 -0,0029 -0,0045 -0,0029 -0,0044** -0,0028 -0,0042 -0,0027 -0,0042** -0,0027
0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 0,0021 020,0 0,0021
Intercept 0,1341*** 0,1731** 0,1013*** 0,1369*** 0,1165** 0,1552*** 0,0939*** 0,1309%+* 0,1353*** 0,1757**
0,0053 0,0052 0,0063 0,0063 0,0052 0,0051 0,0054 0,0054 0,0052 0,0052
Industry Dummy Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
F 287,87 416,73 281,92 410,34 307,06 445,60 292,33 421,54 299,84 432,42
R2 0,0662 0,0996 0,065 0,0982 0,0703 0,1057 0,0672 0,1006 0,0688 0,1029
Number of Observations 105549 105549 105549 105549 105549 105549 105549 105549 54905 105549
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Table 4.4 indicates that using average values thnveperiod provides similar estimations.
Thus, the volatility of small businesses’ accougtitata does not drive the results. Moreover,
the coefficients of year dummies are statisticalfynificant, but their economic significance

is extremely low; the business cycle does not direesample.

Table 4.4: Influence of firms’ distance from contrd on average economic performance

from 1999 to 2007

Columns 1 to 10 report estimation of the coeffitiamen estimating equation wsing ordinary least squi
method. The explained variable is the average ROthe firm over the period 1999 to 200CF is the cas
flow rights of the controlling firmControl Ratiois the ratio of control computed according to #eakest lin
method and the cash flow rights of the controlliinmn, Controlling is a binary variable that takes value 1 if
firm is the business group controlling firm andlfegUltimately Controlledis a binary variable that takes ve
1 if the firm does not control any other firRelative Positions the ratio of the number of level of control he
business group and the position of the fiBigeis the log of the firm’s annual turnoveXgeis the log of firn
age,Leverageis the ratio of firm debt on total liabilitie§rowth is the firm’s annual turnover growth rafehe
regression also controls for industry dummiBlse standard errors of estimates are reportedlicstunder th
value of the estimated coefficients. *** indicatdsat codficients estimates are significant at the 1% |

according to the t test,

** at 5%, and * at 10%.

(€5) (2 3 (C) (5)

CF -0,0004***

0,000(
Control Ratio 0,0345%**

0,0026
Controlling -0,0376***
0,0028
Ultimately Controlled 0,0166***
0,0022
Relative Position -0,0252***
0,0024

Size 0,0021° 0,0022 0,0021° 0,0035*** 0,0033***

0,0012 0,0012 0,0012 0,0012 0,0012
Age -0,0172**  -0,0173** -0,0172*** -0,0189** -0,0181***

0,0016 0,0016 0,0016 0,0016 0,0016
Leverage -0,0069**  -0,0069***  -0,0069*** -0,0066** -0,0067***

0,0003 0,0003 0,0003 0,0003 0,0003
Growth 0,0094*** 0,0094*** 0,0094*** 0,0086*** 0,0091***

0,0033 0,0033 0,0033 0,0033 0,0033
Intercept 0,1828*** 0,1466*** 0,1826*** 0,1588*** 0,2016***

0,0109 0,0113 0,0109 0,0115 0,0111
F 109,1¢ 108,9: 109,17 101,8( 104,8¢
R2 0,113: 0,112¢ 0,113( 0,106: 0,109:
Number of Observation: 17152 17152 17152 17152 17152
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Estimations of the firms’ ROE, displayed in Colunihdgo 5 of Table 4.5, confirm that
firms closer to control positions have, on averagwer performance. In order to determine
whether expropriation of minority shareholders ascthough intra-group loans or asset
transfers, we introduce the firm's ROA as a contradiable. In this setting, the controlling
firm’s cash flow rights positively influence therfi’s financial performance (Column 6).
Moreover, ultimately controlled firms have, on age, an inferior financial performance
(Column 9), and the relative position variable pesly influences firm financial
performance (Column 10). Results in columns 6, @ 49 support the expropriation
hypothesis. However, the separation between coatrdlownership has a positive influence
on a firm’s financial performance (Column 7). Tle¢ationship between the controlling status
of firms and their ROE, when we control for firnRBOA, is insignificant (Column 8). Results
in columns 7 and 8 contradict previous findingsjsthevidence on the expropriation of

minority shareholders through financial operatiand/or asset transfers is limited.

The evidence reported in this section shows thstadce from control has a positive
influence on a firm's performance. Results do nopport the hypothesis that minority

shareholders’ expropriation is an issue in SBGs.
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Table 4.5: Influence of firms’ distance from contrd on financial performance

This table report estimation of the coefficient whestimating equation 1, using ordinary least sgumaethod
The explained variable is the annual ROE of the ficF is the cash flow rights of the controlling fir@pntrol
Ratic is the ratio of control computed according to theakest link method and the cash flow rights o
controlling firm, Controlling is a binary variable that takes value 1 if thenfis the business groupmtrolling
firm and O elseUltimately Controlledis a binary variable that takes value 1 if the fidaes not control ai
other firm Relative Positions the ratio of the number of level of control lretbusiness group and the posi
of the firm, ROAIs the firm’s return on assesiz is the log of the firm’s annual turnovégeis the log of firn
age, Leverage is the ratio of firm debt on totabiiities, Growth is the firm’s annual turnover gt rate.Y
1999 to Y 2006@re year dummies where tlgear 2007 is the reference. The standard erroestifhates a
reported in italics under the value of the estimateefficients. *** indicates that coefficients esates ar
significant at the 1% level according to the t t&stat 5%, and * at 10%.

@ (2 (©)) 4 5) (6) @ ®) ) (10)
CF -0,0065*** 0,0039**
0,0011 0,0008
Control Ratio 0,0124*+* 0,0048*+*
0,0019 0,0014
Controlling -0,0128*+* 0,0005
0,0007 0,0005
Ultimately Controlled 0,0019** -0,0045%*
0,0005 0,0004
Relative Position -0,0053*** 0,0042*+*
0,0006 0,0004
ROA 0,3670** 0,3667**  0,3669***  0,3675**  0,3677**
0,0013 0,0013 0,0013 0,0013 0,0013
Size -0,0019**  -0,0021***  -0,0021***  -0,0019**  -0,0018**  -0,0044**  -0,0042**  -0,0043**  -0,0047**  -0,0045***
0,0003 0,0003 0,0003 0,0003 0,0003 0,0002 0,0002 0,0002 002,0 0,0002
Age -0,0112%*  -0,0113**  -0,0103** -0,0112** -0,0109** -0,0025**  -0,0024**  -0,0024**  -0,0028**  -0,0027**
0,0004 0,0004 0,0004 0,0004 0,0004 0,0003 0,0003 0,0003 008,0 0,0003
Leverage -0,0047**  -0,0047**  -0,0048**  -0,0047**  -0,0047**  -0,0022**  -0,0023** -0,0022**  -0,0022**  -0,0022***
0,0001 0,0001 0,0001 0,0001 0,0001 0,0000 0,0000 0,0000 000,0 0,0000
Growth 0,0002 0,0001 0,0003 0,0002 0,0002 0,0017*+ 0,0017**  @@**  0,0016**  0,0016**
0,0006 0,0006 0,0006 0,0006 0,0006 0,0004 0,0004 0,0004 008,0 0,0004
Y 1999 -0,0057**  -0,0058**  -0,0056** -0,0057** -0,0056** -0,0137*** -0,0136** -0,0136** -0,0139** -0,0138***
0,0012 0,0012 0,0012 0,0012 0,0012  0,0009 0,0009 0,0009 0,0009 0,0009
Y 2000 -0,00327*  -0,0032%*  -0,0031***  -0,0032** -0,0031** -0,0112** -0,0112** -0,0112** -0,0114**  -0,0114**
0,0012 0,0012 0,0012 0,0012 0,0012  0,0009 0,0009 0,0009 0,0009 0,0009
Y 2001 -0,0010 -0,0010 -0,0008 -0,0010 -0,0009 -0,0091**  -0,0090**  -0,0090***  -0,0092**  -0,0092**
0,0011 0,0011 0,0011 0,0011 0,0011  0,0008 0,0008 0,0008 0,0008 0,0008
Y 2002 -0,0024** -0,0024** -0,0023** -0,0024** -0,0023* -0,0076**  -0,0075** -0,0075**  -0,0077**  -0,0077**
0,0011 0,0011 0,0011 0,0011 0,0011  0,0008 0,0008 0,0008 0,0008 0,0008
Y 2003 -0,0053**  -0,0053** -0,0052** -0,0053** -0,0052** -0,0074**  -0,0074**  -0,0074**  -0,0076***  -0,0075"**
0,0011 0,0011 0,0011 0,0011 0,0011  0,0008 0,0008 0,0008 0,0008 0,0008
Y 2004 -0,0045%*  -0,0045**  -0,0044**  -0,0045%* -0,0044** -0,0072*** -0,0071*** -0,0071** -0,0073**  -0,0072**
0,0011 0,0011 0,0011 0,0011 0,0011 0,0008 0,0008 0,0008 0,0008 0,0008
Y 2005 -0,0059%*  -0,0059**  -0,0058**  -0,0059** -0,0058**  -0,0051*** -0,0051*** -0,0051*** -0,0052**  -0,0052***
0,0011 0,0011 0,0011 0,0011 0,0011 0,0008 0,0008 0,0008 0,0008 0,0008
Y 2006 -0,0034**  -0,0034**  -0,0034** -0,0034** -0,0034** -0,0024***  -0,0023*** -0,0024***  -0,0024**  -0,0024***
0,0011 0,0011 0,0011 0,0011 0,0011  0,0008 0,0008 0,0008 0,0008 0,0008
Intercept 0,1367** 0,1204** 0,1322*+ 0,1304**  0,1370***  0,0732**  0,0702*** 0,0753** 0,0823**  0,0723**
0,0029 0,0034 0,0028 0,0029 0,0028 0,0021 0,0025 0,0021 022,0 0,0021
Industry Dummy Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
F 399,9500 400,3700 413,8200 399,0900 401,8900 3676,3700 75,8800 3674,8300 3683,7000 3681,2700
R2 0,0959 0,0960 0,0989 0,0958 0,0964 0,5026 0,5025 0,5025 030,5 0,5029
Number of Observations 105549 105549 105549 105549 105549 105549 105549 105549 54905 105549
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4.4.2 Related party transactions in SBGs

In Table 4.6, results clearly show that ownerstopcentration and closeness to control
position reduce a firm’s sensitivity to industryosks (Columns 1 and 5). Controlling firms
are, on average, 68% less sensitive to industrgkshiman non-controlling firms are (Column
3). Inversely, excess control increases a firm’ggomance sensitivity to industry shocks
(Column 2). Column 4 shows that ultimately con&dlfirms are significantly more sensitive
to industry shocks. Results differ from those aledi by Bertrand et al. (2002), who observe
that controlled firms are, on average, less semstt industry shocks. Their interpretation is
that a firm’s performance sensitivity to exogenasisocks is lower when controlling
shareholder transfer value out of the firm. Follogviheir interpretation, results indicate that
in SBGs, resources flow from controlling firms tawaontrolled firms. Results regarding the
firms’ sensitivity to group shocks, displayed inbl@4.6, show that controlling firms are less
sensitive to shocks, unlike ultimately controlleidnis (Columns 8 and 9). Column 10
confirms these results; we observe that firms cldsecontrol positions have a reduced
sensitivity to group shocks. In addition, the sapfian between control and ownership
increases a firm’s performance sensitivity to grampcks (Column 2). Finally, Column 1
indicates that the cash flow rights of the coningll firm reduce a firm's performance

sensitivity to the group’s performance.
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Table 4.6: Influence of firms’ distance from contrd on sensitivity to industry-adjusted

and group performance

Columns 1 to 5 report estimation of the coefficisrien estimating equation 2, ngi ordinary least sque
method. Columns 6 to 10 report estimation of theffient when estimating equation @sing ordinary lea
square method. The explained variable is the anR@A of the firm.CF is the cash flow rights of tl
controlling firm, Control Ratiois the ratio of control computed according to theakest link method and 1
cash flow rights of the controlling firnControlling is a binary variable that takes value 1 if the fignthe
business group controlling firm and 0 el&Htimately Controlledis a binary variable that takes value 1 if
firm does not control any other firnRelative Positions the ratio of the number of level of control ime
business group and the position of the filRQAfis the firm's industry-adjusted performan&Agis the
group’s performanceSizeis the log of the firm’s annual turnovekgeis the log of firm agel.everageis the
ratio of firm debt on total liabilitiesGrowthis the firm’s annual turnover growth ra¥¢1999 to Y 2006re yea
dummies where thgear 2007 is the reference. The * between two blesindicates the coefficient estimal
of the interaction between the two variables, itluom 1 to 5 the interaction is between firms’ dista fron
control and firms’ adjusted performance, and iruowoi 6 to 10 it is the interaction between firms'tdigce fron
control and group performance. The standard ewbestimates are reported in italics under the evaifithe
estimated coefficients. *** indicates that coeféinis estimates are significant at the 1% level raicg to thet
test, ** at 5%, and * at 10%.

(1) (2) (3) (4) () (6) @) ®8) ) (10)
CF*ROAf/g -0,2917%* -0,3119**
0,0152 0,0192
Control Ratio*ROAf/g 0,1751%* 0,1748***
0,0263 0,0286
Controlling*ROAf/g -0,3107** -0,4426**
0,0089 0,0130
Ultimately Controlled*ROAf/g 0,1480*** 0,1509***
0,0073 0,0093
Relative Position*ROAf/g -0,2148** -0,24826**
0,0078 0,0103
ROAf 1,1200**  0,7856**  0,9978**  0,8848**  1,2476%*  0,7865**  0,7944**  0,7219***  0,7878**  0,7679***
0,0180 0,0299 0,0132 0,0137 0,0167  0,0236 0,0236 0,0235 0,0236 0,0236
ROAg 0,6925**  0,2558**  0,5443**  0,3706**  0,7943**
0,0299 0,0389 0,0254 0,0257 0,0294
Size 0,0051*** 0,0044*** 0,0039*** 0,0056*** 0,0051*** 0,0064 0,0055**+* 0,0046** 0,0070** 0,0064***
0,0005 0,0005 0,0005 0,0005 0,0005  0,0007 0,0007 0,0007 0,0007 0,0007
Age -0,0234**  -0,0245*  -0,0215**  -0,0230***  -0,0224**  -0,0211*** -0,0222** -0,0187** -0,0205*** -0,0198***
0,0007 0,0007 0,0007 0,0007 0,0007  0,0009 0,0009 0,0009 0,0009 0,0009
Leverage -0,0064**  -0,0064**  -0,0067** -0,0064** -0,0065** -0,0061*** -0,0061*** -0,0065** -0,0061***  -0,0062***
0,0001 0,0001 0,0001 0,0001 0,0001  0,0001 0,0001 0,0001 0,0001 0,0001
Growth -0,0045%*  -0,0048**  -0,0044**  -0,0044**  -0,0043** -0,0062*** -0,0065** -0,0061*** -0,0061***  -0,0058***
0,0011 0,0011 0,0011 0,0011 0,0011  0,0014 0,0014 0,0014 0,0014 0,0014
Y 1999 0,0108*** 0,0103*** 0,0113*** 0,0109*** 0,0112%** 0,0035 0,0033 0,0021 0,0036 0,0034
0,0022 0,0022 0,0022 0,0022 0,0022 0,0030 0,0030 0,0030 030,0 0,0030
Y 2000 0,0094*** ~ 0,0090***  0,0100***  0,0096**  0,0099*** 0,0015 0,0014 0,0008 0,0017 0,0017
0,0021 0,0022 0,0021 0,0021 0,0021 0,0029 0,0029 0,0028 029,0 0,0029
Y 2001 0,0106***  0,0103**  0,0112**  0,0107**  0,0110*** 0,0048 0,0047* 0,0046* 0,0048* 0,0049*
0,0021 0,0021 0,0021 0,0021 0,0021 0,0028 0,0028 0,0028 028,0 0,0028
Y 2002 0,0064*** 0,0061*** 0,0068*** 0,0066*** 0,0067*** 0,0019 0,0017 0,0017 0,0019 0,0020
0,0021 0,0021 0,0021 0,0021 0,0021 0,0027 0,0027 0,0027 029,0 0,0027
Y 2003 0,0034 0,0031 0,0036* 0,0036* 0,0037* 0,0003 0,0001 0,0005 0,0004 0,0006
0,0021 0,0021 0,0020 0,0021 0,0021 0,0027 0,0027 0,0027 020,0 0,0027
Y 2004 0,0055***  0,0053**  0,0057***  0,0057***  0,0059*** 0,0028 0,0026 0,0032 0,0028 0,0031
0,0020 0,0020 0,0020 0,0020 0,0020 0,0026 0,0026 0,0026 026,0 0,0026
Y 2005 0,0024 0,0022 0,0024 0,0027 0,0027 0,0017 0,0015 0,0023 019,0 0,0019
0,0021 0,0021 0,0020 0,0021 0,0020 0,0026 0,0026 0,0026 026,0 0,0026
Y 2006 0,0030 0,0029 0,0030 0,0033 0,0033 0,0024 0,0022 0,0029 029,0 0,0026
0,0021 0,0021 0,0021 0,0021 0,0021 0,0026 0,0026 0,0026 026,0 0,0026
Intercept 0,0588*** 0,0677*** 0,0675*** 0,0517*** 0,0559*** 0,0115 0,0218*** 0,0246*** 0,0027 0,0071
0,00514 0,00513 0,00510 0,00518 0,00513 0,0066 0,0066 0,0065 0,0067 0,0066
F 761,81 736,33 828,82 765,53 792,53 535,75 518,84 602,40 ,6835 559,51
R2 0,0918 0,0890 0,0991 0,0922 0,0951 0,1066 0,1036 0,1183 066,1 0,1108
Number of Observations 105549 105549 105549 105549 105549 67360 67360 67360 67360 73606
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Overall, Table 4.6 indicates that firms closer ¢émtcol positions have lower performance
sensitivity to both industry and group shocks. Trterpretation of this result is twofold. On
the one hand, this indicates that controlling firtrensfer value toward controlled firms,
which leads to the rejection of the expropriatidnmonority shareholders in SBGs. On the
other hand, controlling firms’ performance redusedsitivity to shocks might point out that
related party transactions are used to limit thaltheexposure of dominant shareholders to
exogenous shocks, supporting the immunization gsig. In order to explore this issue in
greater depth, we estimate the firm’s distance foomtrol effect on performance, controlling

for industry and group shocks.

Column 1 of Table 4.7 shows that the relationshggiwieen the controlling firms’
ownership and the firms’ economic performance ddpeon the type of shocks. When a

firm's industry-adjusted performanceRQOAf ) is lower than 6.3196, ownership

concentration has a positive influence on the freconomic performance. However, when a
firm has a good level of industry-adjusted perfonge (higher than 6.31%), we observe a
negative relationship. We find similar results meljag firm performance sensitivity to group
shocks, with a threshold of 7.63% (see Column ®&ewise, controlling firms outperform
other group firms when their industry-adjusted perfance and group performance are below
5% and 3.5%, respectively (Columns 3 and 8). Tiparsgion between control and cash flow
rights has no significant influence on the firm’sriprmance global sensitivity to shocks

(Columns 2 and 7). Lastly, the firm’s distance froontrol is detrimental to its performance

2 In order to compute this threshold, the followfogmula is used:

AROA =3 +f,* ROAT, ) =0 = ROAT, )= _B ,where ,Bl is the coefficient on the control structure
AControlStucture - " B,
variable, and,B2 is the coefficient on the interaction term betw@emtrol structure and industry-adjusted or

group performance
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when shocks are unfavorable, whereas favorablekshiogave a positive influence on their

performance (Columns 4, 5, 9, and 10).

Table 4.7: Global influence of firms’ distance fromcontrol on sensitivity to industry-

adjusted and group performance

Columns 1 to 5 report estimation of the coefficierten estimating equation, 4ising ordinary least squi
method. Columns 6 to 10 report estimation of theffaient when estimating equation 5, ngiordinary lea
square method. The explained variable is the anR@MA of the firm.CF is the cas flow rights of th
controlling firm, Control Ratiois the ratio of control computed according to theakest link method and 1
cash flow rights of the controlling firmControlling is a binary variable that takes value 1 if the firsnthe
business group controlling firm and O els#dtimately Controlledis a binary variable that takes value 1 if
firm does not control any other firnRelative Positionis the ratio of the number of level of control ime
business group and the position of the fiRQAfis the firm's industry-adjusted performanB&Agis the firm’s
group performanceSizeis the log of the firm’s annual turnovekgeis the log of firm agel.everages the rati
of firm debt on total liabilitiesGrowth is the firm’s annual turnover growth raté.1999 to Y 200@re yes
dummies where the year 2007 is the reference. C&fR® the estimation of the interaction between
industryadjusted performance and the variable of distamoen fcontrol, which is also estimated as
independenvariable. CS*ROAg is the estimation of the intti@n between the group performance anc
variable of distance from control, which is alsdireated as an independent variable. The standaoiseo
estimates are reported in italics under the valuéhe estimated coefficients. *** indicates thate€ficients

estimates are significant at the 1% level accorthnipe t test, ** at 5%, and * at 10%.

@) ) 3 ) ) 6) @ ®) ©) (10)
CF 0,03414** 0,0543**
0,0073 0,010
Control Ratio 0,0177 0,019
0,0126 0,015
Controlling 0,0148** 0,0361***
0,0044 0,007
Ultimately Controlled 0,0042 0,004
0,0034 0,005
Relative Position -0,0025 0,0092*
0,0038 0,005
ROAf 1,4015%*  0,92066**  1,0177*** 0,9016*** 1,2229* 0,7841%** 0,7948*** 0,7130*** 0,7874* 0,7667***
0,0465 0,1008 0,0144 0,0194 0,0406 0,024 0,024 0,024 0,024 ,0240
CSs* ROAf -0,5410%** 0,0430 -0,4208*** 0,1175%* -0,1965***
0,0552 0,0978 0,0338 0,0259 0,0287
ROAg 1,0116™* 0,4009*** 0,5882*** 0,3865"** 0,8846***
0,064 0,125 0,027 0,032 0,059
CS*ROAg 0,7115%* 0,033 -0,7102%* 0,1229** -0,3161***
0,073 0,119 0,050 0,035 0,040
Size 0,0051*** 0,0044*** 0,0040*** 0,0056*** 0,0051*** 0,0063** 0,0055*** 0,0047*** 0,0070%* 0,0064**
0,0005 0,0005 0,0005 0,0005 0,0005 0,001 0,001 0,001 0,001 ,0010
Age -0,0236**  -0,0245%*  -0,0216**  -0,0229***  -0,0224**  -0,0212**  -0,0222***  -0,0189***  -0,0205***  -0,0199***
0,0007 0,0007 0,0007 0,0007 0,0007 0,001 0,001 0,001 0,001 ,0010
Leverage -0,0064**  -0,0064**  -0,0067** -0,0064***  -0,0065*** -0,0061** -0,0061** -0,0065***  -0,0061***  -0,0062***
0,0001 0,0001 0,0001 0,0001 0,0001 0,000 0,000 0,000 0,000 ,0000
Growth -0,0045**  -0,0048**  -0,0044***  -0,0044***  -0,0042** -0,0062***  -0,0065*** -0,0061*** -0,0061*** -0,0058***
0,0011 0,0011 0,0011 0,0011 0,0011 0,0014 0,0014 0,0196 010,0 0,0014
Y 1999 0,0108*** 0,0103*** 0,0113*** 0,0110%** 0,0112%** 0,0035 0,0033 0,0022 0,0036 0,0034
0,0022 0,0022 0,0022 0,0022 0,0022 0,0030 0,0030 0,0030 030,0 0,0030
Y 2000 0,0094*** 0,0090*** 0,0101%* 0,0096*** 0,0099*** 0,0016 0,0014 0,0010 0,0017 0,0017
0,0021 0,0022 0,0021 0,0021 0,0021 0,0029 0,0029 0,0028 029,0 0,0029
Y 2001 0,0106*** 0,0103*** 0,0112%* 0,0108*** 0,0110%* 0,0030¢ 0,0047 0,0047* 0,0048* 0,0049*
0,0021 0,0021 0,0021 0,0021 0,0021 0,0019 0,0028 0,0028 028,0 0,0028
Y 2002 0,0064*** 0,0061*** 0,0068*** 0,0066*** 0,0068*** 0,0048 0,0017 0,0018 0,0019 0,0020
0,0021 0,0021 0,0021 0,0021 0,0021 0,0027 0,0027 0,0027 020,0 0,0027
Y 2003 0,0034 0,0031 0,0036* 0,0036* 0,0037* 0,0003 0,0001 0,0005 0,0004 0,0006
0,0021 0,0021 0,0020 0,0021 0,0021 0,0027 0,0027 0,0027 020,0 0,0027
Y 2004 0,0055*** 0,0053*** 0,0057*** 0,0057*** 0,0059*** 0,0028 0,0026 0,0032 0,0028 0,0031
0,0020 0,0020 0,0020 0,0020 0,0020 0,0026 0,0026 0,0026 026,0 0,0026
Y 2005 0,0024 0,0022 0,0024 0,0026 0,0027 0,0017 0,0015 0,0022 019,0 0,0019
0,0021 0,0021 0,0020 0,0021 0,0020 0,0026 0,0026 0,0026 026,0 0,0026
Y 2006 0,0030 0,0029 0,0030 0,0033 0,0033 0,0024 0,0022 0,0028 028,0 0,0026
0,0021 0,0021 0,0021 0,0021 0,0021 0,0026 0,0026 0,0026 026,0 0,0026
Intercept 0,0314*** 0,0496*** 0,0644*** 0,0492*** 0,0592**  -0,0310%** 0,002 0,0066*** 0,000 -0,0048**
0,0078 0,0139 0,0052 0,0056 0,0072 0,010 0,017 0,001 0,007 ,0090
F 712,64 687,38 774,41 714,59 739,72 504,52 486,51 566,90 12502 524,75
R2 0,0920 0,0890 0,0992 0,0922 0,0951 0,107 0,104 0,119 0,107 ,1110
Number of Observations 105549 105549 105549 105549 105549 67360 67360 67360 67360 67360
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Mostly, the results in Table 4.7 indicate that gheck the firm undergoes conditions the
influence a firm’s distance from control has onptsformance. When shocks are favorable,
controlling firms transfer resources toward corémalfirms. When they are unfavorable
however, controlling firms tunnel resources outontrolled firms. This artificially improves
the performance of the controlling firms. Theseulissare consistent with the immunization
hypothesis and indicate that in SBGs, minority shalders expropriation rather consists to

increased risk than value expropriation.

45 Conclusion

This chapter investigates the rationale that lesadall business owners to structure their
control in a SBG, rather than to develop their inag) business in a standalone firm. This
chapter contributes to both the SME and corporateignance literature. It presents a study of
a large panel of French SBGs, contributing to tlearce empirical literature on this
phenomenon. Furthermore, a SBG is a governancetwteuthat introduces a distance from
control; firm position in the control chain influess owner incentives, raising the concern for
minority shareholders expropriation. By investiggti why entrepreneurs choose this
particular growth strategy, this chapter explotesihteraction between corporate governance
and small business growth. First, it provides evigeof the fact that in SBGs, owners have
an incentive to promote the development of corgtbfirms. Results show that distance from
control has a positive influence on firm performancontrolled firms outperform controlling
firms. Second, results corroborate that value feaaswvithin group firms do not increase the
controlling shareholder’s private benefits of cohtbut rather seek to limit its control risk.

Indeed, firms higher in the control chain tend tortel resources out when the business
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environment is unfavorable, expropriating valuenfrminority shareholders. Thus, in SBGs,
tunneling arises only when controlling firms undemegative shocks. In this case, they use
internal transfers to maintain artificially theevel of performance. Nevertheless, when the
business environment is good, controlling firmssfar resources toward controlled firms in
order to support their development. We obtain tssoh SBGs that differ from what
corporate governance literature reports for largsiress groups. We observe that the
separation between control and ownership has aiymsnfluence on firm performance in
SBGs. Moreover, results show an inversion of tkeas of propping and tunneling in SBGs

as compared to the dynamic observed in large bssig@ups.

Overall, results contribute to the literature on B specific financial behavior. They
point out that the rationale to structure contiial @ SBG is different from what the literature
observes for large business groups. In contragiutdicly listed firms, where controlling
shareholders structure their control in a busimgeesp to maximize the extraction of private
benefits, grouping SMEs aims to smooth small bisses' obstacles to growth. First, SBGs
release financial constraints by opening businep#tal to minority shareholders. However,
the durability of this financial resource dependstioe commitment to not extracting private
benefits at the expense of minority shareholdeexofd, grouping small businesses also
solves risk issues. Structuring control in a bussngroup reduces the owner wealth exposure
to the business risk. The business group struchtreduces a fractioning of liabilities and
allows the owner to transfer risk toward controltéans. This chapter underscores that
corporate governance issues differ in small busegsSpecifically, results support the claim
of Cole (1998) regarding the role of close conmedifor SMEs finance. Moreover, results
corroborate that the entrepreneur's wealth undeerdification shapes small business
financial behavior.
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Future SME research must take into account thafdimeation of SBGs is an increasing
means of growing the business. In particular, fittgsearch should address the question of
whether the constitution of a SBG is an alternagvewth strategy or a stage toward initial
public offering. Furthermore, results presentedhim chapter only focus on the French case;
future research using data from other countrieseisessary to explore the influence that
institutional factors have on the motivation tousture control in a SBG. Specially, cross-
country evidence would help show how bankruptcy dad the application of limited liability
affect the motivation to create SBGs. Finally, issalso underlined that a “small business

corporate governance model” accounting for SMEstsizities is still lacking.
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Appendices

Appendix 4.A: Description of variables

Table 4.8: Distance from control variables

Variable Example Definition
Ownership (CF) A:.;B:0,7;C:0,9; D: 0,9*0,6 =0,54 ; E: . |Product of direct cash flow rights along the chaficontrol.

Cash flow

related

variables Control rati A:. ; B: 0,7/0,7 = 1; C:0,9/0,9=1; [Ratio of the controlling firm's control stakes and its owsfep

ontrot ratio 0,9%0,6/0,6 =0,9 ; E:.; F.. where control is computed according to the wealkalsimethod.

Control
structure ’ i i ing fi i
variables Controlling A:1;B:0; C:0; D:O;E:.; F. Equall if the firm the controlling firm, and 0 otherwise.

Position

variables

Takes value 1 if the firm is the ultimate controlled firm,aff
otherwise.

Indicates the position of the firm relative to the level nienin thg
Relative position A: 3/3=1;B: 2/3C: 2/3; D=1/3; E: ., F..; [control pyramid: it is the ratio of the number of levels in fhgamid
to the position of the firm.

Ultimately controlled |A:0; B:1; C:0; D:1; E:.; F..

The example column illustrates how we compute themgables for the business group

represented in Figure 3.1.

Table 4.9: Shock variables

Variable Formula Definition
J
) [TotalAssef,  xROA ] Average performance of firms belonging to the same indussin
ROAf (indusrty _= . o . e ) ]
Industry i ROAf,, = a industry 60 classification, weighted by firms' size (exithg firm
adujsted performance) iTotaI Asse i
Shock = fok
variables
J
> [ROAf, ] ) _ ) i
Grou RoA g ( group =t ite Average industry adjusted performance of group firms (g)ueking
P performance) ROAg, , = 7Nbfirm§1 1 firm i
Table 4.10: Explained variables
Variable Formula Definition
Explained [_ - |roa __EBITDA, Return on asset computed as the ratio of earnings beforentarest
variables " TotalAsset, and depreciation (EBITDA) to total firm assets.
Netincome i i N
Financial ROE ROE,, = ’ t RetL_Jrn on equity computed as the ratio net firm income tolltota
Equity;, equity.
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Table 4.11: Control variables

Variable Formula Definition

Size Log of firm sales.

Dummy variable indicating whether a firm belongs to a pafticindustr

Technological Industry in the 15 industry classification sheme (similaN&CE classification).

Age Log of the number of years since the firm’s creatio

FinancialDebt ,

- Ratio of firm financial debt to equity.
Equity; ,

Leverage Leveragg, =

Financial
_ Tunrovey,,, 1

Sales Growth SalesGrowl , = Annual growth rates of sales.
Turnover,

dummy variable equal 1 when the accounting informationdsnfthg

Year Dummy Y1999- ¥2007 year in question, and 0 otherwise.
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Conclusion genérale

Les quatre chapitres de cette these éclairentteeintre contréle, accés au financement et
croissance des petites et moyennes entreprises )(PMih de concilier les objectifs
contradictoires de maintien de l'indépendance et'atezes aux ressources de financement
indispensables a leur développement, les PME adbples stratégies financieres et
organisationnelles spécifiques. Les deux premiépitres montrent que, pour préserver
leurs opportunités de croissance illiquides, lesEPMnforcent leur trésorerie et optent ainsi
pour un comportement de croissance patient. Leg detniers chapitres s’intéressent a un
comportement de croissance particulier : la créatdtun groupe de PME. Cette stratégie
organisationnelle favorise le dynamisme des PMEafitre 3) tout en limitant I'exposition

du patrimoine de I'entrepreneur au risque de stimitic(Chapitre 4).

bY

Ce travail de recherche apporte plusieurs contabst Le Chapitre 2 contribue a la
littérature théorique sur le role de la détentian rdserves de liquidités pour limiter les
problémes de sous-investissement. Ce chapitre @iyelun modele spécifique aux PME, qui
fonde les contraintes de financement sur I'opdnfi@rmationnelle des PME. Les trois autres
chapitres présentent un ensemble d'études empirigsir des données originales,
particulierement sur les groupes de PME. lls cbo#nt & une meilleure connaissance de
cette population d’entreprises peu étudiée pattéadture financiere. Les résultats empiriques
mettent en évidence les différences de comporterfieahcier entre PME et grandes
entreprises. lls soulignent que la taille constundacteur clef du comportement financier des

entreprises et influence les problemes de gouveean



CONCLUSION GENERALE

De ce travail, on peut également inférer des doumtions de politiques économiques. Les
résultats soulignent qu’il faut prendre en com@edmporalité (immédiate ou future) des
contraintes de financement subies par les PME, ldamsse en place de politiques de soutien
au dynamisme des PME. De plus, les résultats iediguue des investisseurs aux
portefeuilles diversifiés est un facteur favorisdat dynamisme de l'activit¢ des PME
(Chapitres 1 et 2). D’'un point de vue managérmlChapitre 2 montre que la gestion de la
trésorerie est centrale dans le processus de anoissdes petites entreprises. Selon les
résultats obtenus au Chapitre 3, la constitutionndgroupe de PME est une stratégie
organisationnelle qui favorise le développement pkiies entreprises. Enfin, on reléve des
distorsions en termes de risque au sein des gralp@&ME (Chapitre 4), résultat qui peut

trouver une application dans le développement detation des PME.

Au terme de cette thése, plusieurs perspectivesregberche sont envisageables.
L'utilisation d’'un échantillon international perntigtit de confirmer la portée des résultats et
d’isoler les effets institutionnels. L'acces a dimnées dynamiques sur les structures de

propriété éclairerait le lien de causalité entrecitire de contrdle et croissance des PME.
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