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ABSTRACT

This paper focuses on the situation when a firm moves from being an entrepreneurially
managed firm to a professionally managed firm. A small firm may have a very simple
structure, but when the number of employees grow, so will the need to differentiate and
specialise the way work is done. During that transformation, when the organisation and the
management principals are changed, leading to a temporary slack of control of the firm, a
decrease of economic performance is hypothesised.

INTRODUCTION

Organisational growth models describe how different characteristics such as the manage-
ment style, organisations structure, formal systems, strategy develop and change as the
firm passes through different “stages” or “phases”. Each of these stages is characterised by
the relationship between internal and external conditions. As these conditions change, the
firm has to adjust the organisation structure in order to develop the firm further, exhibit 1.
These changes are often characterised in the literature as revolutionary phases where “the
critical task for management in each revolutionary period is to find a new set of organiza-
tion practices that will become the basis for managing the next period of evolutionary
growth” (Greiner, 1972, p. 40).
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Exhibit 1: Organisational growth models and structure.
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But some small business managers are satisfied with the structure and style, of an entre-
preneurial organisation and do not want that the firm grows to any considerable extent.
According to Davidsson (1989a) the small business managers are not always interested in
developing their businesses into larger ones. A conclusion drawn from Davidsson’s study
is that ”most existing small firms are not characterised by being very entrepreneurial; nei-
ther do they grow to any considerable extent” (Davidsson, 1989a, p. 209). The relation-
ship between growth willingness and firm size indicates that different factors seem to influ-
ence the small business manager in different size groups. Davidsson’s research (1989b) re-
veals that very small firms (2-4 employees) have a strong willingness for continued growth.
But in the next size class (5-9 employees), the small business owners seem to become less
interested in continued growth. The majority of managers indicate that they were better off
not expanding much further. In the largest size class analysed (10-19 employees), the
negative willingness to growth was even stronger. One of the deterring factors to further
growth was fear of not being able to keep full control of all the activities within the firm.

From this point of view, it could be assumed that there are a limited number of activities
that an individual can manage to co-ordinate and control before the structure of the or-
ganisation has to change. If the small business manager neglects these managerial limita-
tions, the firm might experience managerial barriers as a result of not adapting the organi-
sation to further growth (Barth, 1999). According to Hofer and Charan (1984) the trans-
formation from a one-person entrepreneurially managed firm to one run by a functionally
organised “professional” management team, is probably the most difficult but also the most
important organisational development.

The transformation from an entrepreneurially to a professionally managed organisa-
tion

Before discussing the matter any further, key characteristics that has to be developed and
changed in order to make the transition from an entrepreneurial to a professionally man-
aged organisation will be pinpointed. An entrepreneurial firm characterises an organisation
that is simple and flexible, which can respond quickly to environmental changes. The
owner managers do everything and directly supervise subordinates. Systems and formal
planning are minimal if they exist at all and the strategy is simply to remain alive (Churchill
and Lewis, 1983). The problem of managing an entrepreneurial firm occurs when the di-
rect supervisor, usually the owner(s), spend more and more time on administrative work
and is heavily involved in day-to-day activities within the firm. The entrepreneurially man-
aged firm has to change the managerial style in order to develop the firm further as the
number of various activities increases. The supervisor has to become a “supervised super-
visor” as the organisation becomes too large to permit him or her to directly supervise the
efforts of all employees (Steinmetz, 1969; Galbraith, 1982). At least four key characteris-
tics has to change when making the transformation from a entrepreneurially organisation to
a professionally organisation (Hofer and Charan, 1984):

1. a highly centralised decision making system,
2. an over-dependence on one or two key individuals for its survival and growth,
3. an inadequate repertoire of managerial skills and training and



4. a partenalistic atmosphere.

When the number of different activities and resources increases it is important that respon-
sibility and control of different activities is delegated to other employees and that the co-
ordination of resources is conducted in the most efficient way possible. If continuous at-
tention is not paid to the organisation, the firm might experience difficulties when financial,
human, technological and other resources (Grant, 1991) are not coherent with the re-
quirements of an increased organisational size. If the small business manager fails to deal
with these managerial limitations, the firm might experience stagnation as a result of not
adapting the organisation to further growth. Hofer and Charan (1984) describes this as
“the failure to develop subordinates, coupled with the entrepreneur´s personal limitations,
and the fact that the entrepreneur usually feels that he (she) cannot afford to hire high-
salaried functional personnel generally produces a number of major gaps in the range of
skills possessed by the entrepreneurial firms”. In other words, if growth is not planned with
regard to needed skills and knowledge, the firm might experience stagnation.

Furthermore, the small business manager has to spend more and more time in recruiting,
selecting, developing and training employees. When a employee is added to the organisa-
tion, the small business manager has also to comply with unemployment compensation,
minimum wage laws, and so on. The danger of the increasing number of activities is that
the small business manager will get more and more involved in day-to-day activities, which
will have implications on the time he or she spends on strategic planing and decision mak-
ing.

The last key characteristic is that the small business manager has to modify deals with the
“paternalistic” climate, which usually develops in an entrepreneurial firm (Hofer and Cha-
ran, 1984). The informal and flexible entrepreneurial organisation creates a high sense of
family among the individuals in the organisation. The owner manager usually develops a
climate where the employees can seek his or her advice whenever there is a problem. This
climate makes the firm respond quickly to internal or external changes, which is one of the
reasons why it has been successful. But as the number of employees increases the firm
cannot be managed exclusively through informal communication. At some point the infor-
mal structure will be less appropriate and will take time from the small business manager
which could have negative implications on long term productivity.

It should also be mentioned that other external factors play an important role when making
the transformation. However, some studies indicate that the internal factors such as man-
agement and resource barriers are to be regarded as one of the more dominant barriers to
growth in small firms, rather than external factors such as finance, marketing, policies and
regulations etc, (Barber et al, 1989; Barth, 1999).

When the firm has managed to transform to a professionally organisation, various special-
ised functions has been developed and a more hierarchical organisation begins to take form
(Galbraith, 1982). If the entrepreneurially managed organisation characterise individuals
that are generalists, the professionally managed organisation represents a large number of



specialists that are “experts” within the area or function that they are working in. At this
stage the owner manager has become a small business manager rather than an owner of
his/her operation. The small business manager must also learn how to delegate through one
or two organisational levels and has now a production or/and a sales manager that controls
and co-ordinate the day-to-day operational activities (Steinmetz, 1969).

The performance consequences of the transformation

As mentioned above, the small business manager has to modify and develop different as-
pects of the organisation when making the transition from an entrepreneurially to a profes-
sionally managed organisation. It is not only necessary that the firm develop more formal
and decentralised ways of communicating and co-ordaining in order to make the transition
to a professionally managed organisation. It is also important that the structure of the or-
ganisation is given continuous attention in order for the firm to perform well and to be
competitive.

Exhibit 2: Transformation from an entrepreneurially controlled organisation to a professionally
controlled organisation.

From the literature review it has been indicated that the transition from an entrepreneurial to a pro-
fessionally managed organisation deals with various aspects of organisational issues, such as com-
plexity (vertical and horizontal differentiation), formalisation and centralisation. It seems that the
vertical (organisational levels) and horizontal (functions) differentiate when the firm develops to a
professionally managed organisation. However, the results from previous studies indicate that the
degree of formalisation and decentralisation does not necessarily increase with increased firm size
(Barth 1999). The complexity of the firm, however, seems to relate to the firm’s performance.
Studies indicate that high-performing firms seem to have a higher degree of complexity than low-
performing firms (Routamaa, 1980; Barth, 1998), indicating that high-performing firms have a fit
between structure and size compared to low-performing firms which have not adapted the structure
as the firm grows (misfit).

Ideally, the entrepreneurially managed organisation should differentiate both horizontal and
vertical when the firm grows in order to make the transformation to a professionally man-
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aged organisation in a successful way (exhibit 2). As mentioned earlier, it is important that
some of the key characteristics of an entrepreneurially managed organisation is modified
and further developed in order to adapt to a professionally managed organisation. An or-
ganisational misfit can here be developed as when the firm does not delegate through one
or two organisational levels and/or do not develop specialised functions when the firm
grows. Since different firms are working with more (or less) complex products (or serv-
ices) it could be that some organisations develops more (or less) functions and/or organ-
isational levels than other organisations, which is important to remember when discussing
fit and misfit.

When making the transformation it is important that the owner manager is able to loose
control of some operational activities so that the organisation structure can differentiate
both vertical and horizontal. If some of these key characteristics are neglected during the
transformation, the firm can experience “growing pains” (Flamholtz, 1986) or even stag-
nation (grey area in exhibit 2). It is in this paper argued that firms which neglect necessary
adjustments will not only experience growing pains, but also perform worse than firms
which modifies key characteristics and adopt to a professionally managed organisation.

The hypothesis that is tested in this paper relates to the situation when a firm moves from
being an entrepreneurially managed firm to a professionally managed firm. During that
transformation, when the organisation and the management principals are changed, leading
to a temporary slack of control of the firm, a decrease of economic performance is hy-
pothesised. The hypothesis could be stated as a question:

Do firms that are in the transformation phase have lower performance com-
pared to firms in the stable entrepreneurially and professionally managed
firms?

METHOD

A number of dimensions of organisation structure have been identified (Blau, 1974; Pugh
et al., 1976). In this study we use the dimensions of complexity, formalisation and centrali-
sation (Hall, 1972). The degree of complexity in the firms is an aspect of the organisation
structure. Complexity refers in this study to the horizontal and vertical differentiation in the
firm, measured as the number of functions and levels within the firm.

Data on organisation structure information was gathered during the Spring of 1997 by
mailed questionnaires to owner manager in manufacturing firms in Sweden, randomly se-
lected from two industries: electronics and mechanical engineering.

The population consists of 2265 firms with up to 200 employees in the manufacturing indus-
try, and the drawn sample consisted of 513 firms. A stratified sample procedure was used
in order to eliminate an over-representation of the smaller firms. 342 firms (67% response
rate) answered the questionnaire, exhibit 3. Performance data (sales growth, employees
etc.) for all the firms responding to the questionnaire have been collected through secon-
dary data sources for the period 1995-1997.



Different measures of performance have been used to measure growth (Barth 1998). In
this paper, however, we have tried to develop a measure that is not dependent on firm size,
since we compare firms with 1 employee up to 200 employees. As a measure of perform-
ance we use the change (%) of sales growth over a 3-year period.

Employees 1-5 6-10 11-20 21-30 31-40
No. of firms 1054 335 355 160 96
Stratified sample 105(10%) 34(10%) 36(10%) 80(50%) 48(50%)
Total answers 50(49%) 28(82%) 32(89%) 48(60%) 30(63%)

Employees 41-50 51-100 101-150 151-200 TOTAL
No. of firms 60 142 58 25 2265
Stratified sample 30(50%) 96(68%) 58(100%) 25(100%)   513
Total answers 23(77%) 73(76%) 35(60%) 23(92%)   342

Exhibit 3: The studied sample. A stratified sample procedure was used to eliminate an over-
representation of the smaller firms.

The definition of entrepreneurially managed organisation used here is based on previous
studies which have pinpointed characteristics in organisational growth models in the start
up stage or phase (Steinmetz, 1969; Greiner, 1972; Galbraith, 1982; Churchill and Lewis,
1983; Scott and Bruce, 1987). In the starts up phase the firm usually consists of the
owner(s) where no structure have been developed (1 organisational level and 1 function)
but as the firm develops, the owner manager becomes direct supervisor (2 organisational
levels) and usually develops a few more functions (1-2 functions). Based on these studies,
entrepreneurially managed organisations will here be defined as firms that have 1-2 or-
ganisational levels and 1-2 functions.

Professionally managed organisation on the other hand has developed a more complex
organisation where the owner manager has become a “supervised supervisor” and devel-
oped 3 or more organisational levels and various number of functions

The definition of transformation used here will be firms that is in the process of changing
the organisation from 2 organisational levels, where the owner manager is a supervisor, to
an organisation where the supervisor has become a “supervised supervisor” in an organi-
sation with 3 organisational levels.

ANALYSIS

The performance consequences of the transformation were calculated by the change (%) of
the growth sales for the 3-year period. The performance of the firms was then analysed in
each of the different number of organisational levels and functions (mean value) exhibit 4.
It should be noted that we in this analysis assume that a firm develops a higher degree of
complex as it grows since we can not follow the actual organisational changes over time.



When analysing how the degree of complexity increases as the performance increases, one
can identify some threshold values. The entrepreneurially managed firm (1-2 organisational
levels), where the owner manager controls all or most of the activities seems to have a
relative stable performance. The professionally managed firm (>3 organisational levels),
seem to have developed a significantly higher degree of complexity and also perform better
than the entrepreneurially managed firm, but in general the performance of a professionally
manage firm seem to be rather stable.
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Exhibit 4: Relationship between performance and organisational levels and functions.

The transformation, however, from 2 to 3 organisational levels indicates a significant per-
formance change, from 52% to 64%. A similar trend can be identified when the number of
functions increases from 1 to 2, and the performance change increases with 11%. No other
major changes have been identified. In general, it seems that the number of organisational
levels and functions seem to increase with the performance of the firm.

RESULTS AND FURTHER RESEARCH

This paper has focused on the performance consequences when the firm adapt (transform)
from an entrepreneurially managed organisation where the owner manager controls all or
most of the activities, to an professionally managed firm where the owner manager has be-
come a small business manager with various organisational levels and functions.

The results support the hypothesis that there is a significant performance change between
the entrepreneurially and professionally managed firms. One interpretation of the results
could be that the owner manager fear loosing full control of all the activities within the
firm (Davidsson, 1989) and do not develop the organisation structure until a curtain point
is reached. Another explanation could be that the owner manager when making the trans-
formation do not modify or develop key characteristics which is usually developed in a en-
trepreneurially managed firm (Hofer and Charan, 1984). Due to this development, the



small business manager might experience managerial barriers that could have an impact
on the performance of the firm.

It is of importance to remember that there are a few limitations with this study. First, the
study is based on the assumption that small firms develop a higher degree of complexity as
it grows. Longitudinal study of how the organisation structure changes and develops over
time would be f interest since little research has been conducted in the field. Second, we
have used a performance measure that focus on the changes of sales growth over time pe-
riod of 3 years. Other or combined performance measure should also be used in order de-
velop the knowledge of managerial barriers further.
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