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Abstract—In this study, we drew on the business model
research and the stage theory of business growth to develop a
five states model of how small businesses grow in their early
existence. The model suggests that a small business may
progress through five states (seed, breakthrough, sprout,
sapling and young tree) of early growth, depending on the
extent to which the business addresses the four fundamental
issues in its business model (for whom to create value, what
value to create, how to create value, and how to capture value).
We assessed the validity of our model with data from a
questionnaire sent to 100 small and micro businesses operating
in the City of Changsha in China. A preliminary analysis of the
collected data generated some initial evidence in support of the
five early growth states. Using the model, a small start-up firm
can quickly identify where it stands in its early stage of
existence and what critical problems it needs to resolve in
order to move to a more advanced state and increase its
viability.

Index Terms—Small business, business growth, business
model.

. INTRODUCTION

While the formation and development of small businesses
are vital to innovation, job creation and regional economic
development, small business failure rates remain high in
both developed and developing countries. In the U.S. only
half of the new businesses managed to survive during the
first five years between 1994 and 2015, according to data
released from the Bureau of labor Statistics in 2015 [1]. In
China, it was estimated that 80% of China’s new businesses

would go bankrupt within three years of their formations [2].

It is widely accepted among researchers and practitioners
that many small firms struggle to grow in their early years
of existence, significantly lowering their likelihood of
survival due to the liability of newness or smallness [3]-[5].
In an effort to help small businesses survive and grow, a
distinct literature in entrepreneurship and management
research has developed a stage theory where firms are
viewed as evolving through a series of development stages,
cycles or states [6]-[14]. By understanding its development
stages and addressing the unique problems and issues in
each stage, a small business is more likely to achieve faster
growth and maintain long-term viability. While numerous
models of how firms grow have been proposed in the stage
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theory research, we are still far away from reaching a
consensus on what are the stages of business growth and
what characteristics a firm exhibits in each stage [13], [15].
Furthermore, the extant literature has not paid sufficient
attention to early business growth and its process [14], [16].
As an attempt to contribute to further investigations of
how small businesses grow in their early existence, we
developed in the current study a five states model based on
the business model research in the management literature
and argued that young firms may progress through five
states (seed, breakthrough, sprout, sapling and young tree)
of early growth, depending on the extent to which they
address the four fundamental issues in business value (for
whom to create value, what value to create, how to create
value, and how to capture value). The research questions we
sought to address in the study were: what are the different
states a small business may evolve through in its early
existence and how can we determine those growth states?

Il.  LITERATURE REVIEW

A. Stage Theory of Business Growth

Business growth or development has been studied for
more than four decades. The stage theory is probably the
most influential paradigm for explaining and predicting how
and why businesses grow. In general, the stage approach to
modeling business growth suggests that firms typically
move through a series of distinctive stages, and each stage
presents certain unique internal and external challenges that
call for differing managerial and organizational skills,
processes and actions. Over the years, various models of
business growth stages have been advanced in the literature,
reflecting different theoretical roots and statistical
techniques employed. These growth models identify three to
ten different stages through which a business would
progress in its development. Among the different stage
models, many are rooted in the organizational life cycle
analogy, which views organizations as similar to a living
thing (e.g., people and plants) that has a life cycle
(conception, birth, growth, aging and death) [17], [18]. The
life cycle models predict businesses grow in a linear manner
(i.e., the sequence of the development stages is
predetermined and movement from one stage to the next
stage is inevitable) [6]-[9], [12]. For example, Miller and
Friesen developed a summary life cycle model based on a
synthesis of other life cycle models and the longitudinal
data from 36 companies [7]. In this model, organizations
would go through five common stages: birth, growth,
maturity, revival and decline. Lester and Parnell studied the
thirty-eight year history of a small, family owned business
and identified a similar life cycle consisting of five stages:
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existence, survival, success, renewal and decline [19].

Among the various stage models in the literature, only a
few offer details on how a business grows in its early age.
Adizes, for example, suggested that a new business typically
goes through four stages in its early development (courtship,
infancy, go-go and adolescence) before reaching its prime
[8]. At the courtship stage, the focus is on entrepreneurial
dreams and possibilities. At the infancy stage,
entrepreneurial dreams are turned into actions through
officially forming a company and starting to operate. Yet
the company lacks specific policies, rules, procedures and
budgets. Businesses at the go-go stage start to really show
their values by overcoming cash flow problems and
generating higher sales. The adolescence stage is
characterized by internal conflicts and turf wars between the
old timers (founders) and the new hires. Excessive internal
conflicts reduce time for serving customers and have short-
term negative impact on the corporate vision.

Scholars who entertained the stage view of business
growth noted that firms at different development stages
differ in terms of some key organizational characteristics
(e.g., age, size, extent of formal systems, growth rate,
organizational structure, strategy and problems), although
there is no general consensus on which of these
characteristics represent the dominant dimensions that
differentiate one development stage from another [13].
Another elusive issue in the stage theory is what drives the
transition from one stage to another. While some authors
view internal factors (e.g., changes in an organization’s
make-up, structure or pressing problems) as drivers of
movements through the stages [6], [19], others posit that
stage transition is sparked by environmental dynamics such
as growing competition [10], [13]. In their recent review of
the stage theory, Levie and Lichtenstein offered a dynamic
states view where each state (‘a condition or stage of being’)
in entrepreneurial business growth reflects a match between
the organization’s business model and the market potential
[13]. The authors argued that organizations constantly shift
from state to state to convert entrepreneurial opportunity
into value creation and the enactment of the new
opportunity is accomplished through continuous reshaping
of an organization’s business model. Scholars in the
business model literature also maintain that the design of
business model is central to entrepreneurship and its wealth
creation [20]-[22] and business model innovation leads to
future value creation and competitive advantage [23]. In
view of the critical role of the business model in
entrepreneurial business growth and success, we proposed a
five states model of early growth of small businesses where
a small business is said to grow through five different states
as it evolves past five different development phases of its
business model. The particular state a small business is in at
a particular time is determined by how well its business
model addresses four fundamental issues in business value.

B. The Business Model

The concept of the business model has become prevalent
in the literatures of management and entrepreneurship since
the mid-1990s. Afuah and Tucci view the business model as
“a system of components, linkages between the components,
and dynamics” [24]. The components of the business model
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are customer value, customer segments, scope of product
and services, pricing, revenue sources, connected activities,
implementation, capabilities, and sustainability. Zott and
Amit define the business model as “the content, structure,
and governance of transactions designed to create value
through the exploitation of business opportunities” [20].
Based on a synthesis of the different views of the business
model, Osterwalder, Pigneur and Tucci suggest that the
business model is “a description of the value a company
offers to one or several segments of customers and of the
architecture of the firm and its network of partners for
creating, marketing, and delivering this value and
relationship capital, to generate profitable and sustainable
revenue streams” [25].

The current conceptualization of the business model
indicates that the business model is, in essence, about value
creation and value capture or appropriation [26], [27].
Afuah and Tucci suggest that a business model must clearly
indicate what value to provide to customers, which
customers to provide value for, how to create value and how
to maintain competitive advantage in value creation [24]. In
a similar vein, Magretta maintains that the business model
answers several age-old questions managers often ask: Who
is the customer? What does the customer value? How to
make money from the business? What is the underlying
economic logic that explains how the customer value is
delivered at a suitable cost? [28] Viewed from the value
creation and capture perspectives, the fundamental issues in
designing the business model can be summarized as: 1) for
whom to create value, 2) what value to create, 3) how to
create value, and 4) how to capture or appropriate value.
From the business model perspective, we argue that the
early development of small businesses may involve the
evolution from value identification, value proposition, value
creation to value capture as reflected in these four
fundamental issues.

Ill.  AMODEL OF EARLY GROWTH STATES OF SMALL
BUSINESSES BASED ON THE BUSINESS MODEL

In keeping with the lifecycle approach to modeling
business growth, we view the early development process of
a small business as evolution through five growth states
similar to those of a tree: seed, breakthrough, sprout, sapling
and young tree. Unlike the previous lifecycle models of
business growth, our model suggests that a young small
business’ progression from one growth state to another
depends on the extent to which the business addresses the
above four fundamental issues in business value creation
and capture. The more issues the business addresses
adequately, the more advanced state it grows to. Each of the
five growth states is described below.

A. State 1: Seed

A new business is typically formed to pursue
entrepreneurial dreams or take advantage of a business
opportunity. In this initial state, the start-up business often
lacks a thorough knowledge of the target customers and
their needs, and product positioning is not well specified. In
other words, the new business has not adequately addressed
the issue of whom the value is created for.
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B. State 2: Breakthrough

A small business reaches this state once it obtains a clear
understanding of whom to create value for by identifying its
market segments and target customers. However, the
business is still unclear about what value to create because it
lacks well-defined value proposition or value content in its
products (i.e., the product functionalities and features are
not well specified). Therefore, the issue of what value to
create has not been resolved yet.

C. State 3: Sprout

In this state, a small business has a clear idea of its target
customers and value content in its product. Yet the business
has not figured out suitable value creation activities or
configurations of wvalue creation activities, nor has it
designed an effective and efficient organizational platform
for conducting the value creation activities. In other words,
the business model is still not mature as it only addresses
the issues of whom to create value for and what value to
create. The issue of how to create value remains unsettled.

D. State 4: Sapling

A small business operates in this growth state if it has not
only specified its target customers or market segments and
the value proposition in its product, but also conceived a set
of business activities to deliver the value and generate
revenues. However, the business remains unclear about the
direction, goals, strategies, capabilities and resources for
successful implementation of the value activities to generate
profit. In other words, the business is still struggling with
how to capture the value from its business model.

E. State 5: Young Tree

In this advanced state, a small business understands how
to conduct business for its target customers with a value
proposition in its product offering and the establishment of
the wvalue creating activities. The business has also
demonstrated a good grasp of how to capture the value
created by developing the goals and strategies for reaping
profit from its product and obtaining the necessary resources
and capabilities for carrying out the value creating activities.
By addressing all the fundamental issues in business value,
the business model has become mature.

V.

To empirically evaluate the validity of this five states
growth model, we developed twenty open-ended questions
to assess the extent to which a small business addresses the
four fundamental issues (for whom to create value, what
value to create, how to create value, and how to capture
value) in business value. Below are some of the questions
we developed.

MODEL ASSESSMENT

1) For whom does your company provide
products/services and create value?

2) What are the needs and preferences of your customer
groups?

3) What are the functionalities and contents of your
product(s)?

4) What are the unique features or advantages of your

products/services as compared to those of your
competitors?
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5) What R&D, marketing, operation and HR procedures
have you developed for creating customer value?
What marketing channels does your company have?
What kinds of human, financial, marketing and
production resources have you specified and secured
for the next three years?
What are your company’s R&D, marketing and
operation strategies for the next three years?
We then sent the questions to the CEOs or general
managers of 112 small and micro companies that had
participated in the program of ‘Grow with Entrepreneurship’
in the City of Changsha, China in 2013. These companies
came from the industries of food and pharmaceutical (27),
environmental protection and conservation (28), electronics
and telecommunications (26), and machinery (31). The
maximum age of a micro business in the sample was 3 years
and that of a small business was 6 years. One hundred
companies provided and returned answers to all the
questions, with an effective response rate of 89%. From the
answers received, we classified the 100 companies in the
sample into five groups corresponding to the five states in
our model: 47 companies were in the sprout state, while the
numbers of the companies in the other four growth states
were 10 (seed), 14 (breakthrough), 15 (sapling), and 14
(young tree) respectively. The distribution of the companies
among the five growth states resembled a normal
distribution.

6)
7)

8)

V.  CONCLUSIONS

In this study, we developed a five states model of early
growth of small businesses based on the business model to
assist researchers and small business owners in
understanding how small firms develop in their early years
of existence. Our model contributes to research on the early
growth process of small businesses by further exploring
what influence the initial development phases of young
small firms. Armed with the knowledge from the model, a
small start-up firm can quickly identify where it stands in its
early stage of existence and what critical problems it needs
to resolve in order to move to a more advanced state and
increase its viability. Our work in this study also contributes
to the stage theory literature by linking stages of business
growth with the development of the business model.
Previous studies have identified certain internal factors (e.g.,
strategy, structure, systems and size) as influential with the
evolution of a firm. Our research suggests that the path a
business takes in its early stage of development may also be
affected by the sophistication of its business model (i.e., its
ability in creating and capturing business value). While our
model awaits further validation with additional data from
other industries and countries, it appears that investigating
the early development phases of small businesses from the
perspective of the business model may warrant further
research consideration.

REFERENCES

U. S. Bureau of Labor Statistics, Entrepreneurship and the U.S.
Economy, 2015.

China Investment Consulting, “Entrepreneurial firms:
Entrepreneurial success rate is only a tiny portion of the failure rate,”
2015.

(11
[2



(3]

[4]

[5]
[6]

[’
(8]

(]

[10]

[11]

[12]

[13]

[14]

[15]

[16]

[17]

[18]

Journal of Economics, Business and Management, Vol. 5, No. 5, May 2017

J. Buederal, P. Preisendoerfer, and R. Ziegler, “Survival chances of
newly founded business organizations,” American Sociological
Review, vol. 57, pp. 227-242, 1992.

A. L. Stinchcombe, “Social structure and organizations,” in
Handbook of Organization, J. G. March, Ed. Chicago: RandMcNally,
1965, pp. 142-193.

G. Carroll, “A stochastic model of organizational mortality: Review
and reanalysis,” Social Science Research, vol. 12, pp. 309-329, 1983.
R. E. Quinn and K. S. Cameron, “Organizational life cycles and
shifting criteria of effectiveness: Some preliminary evidence,”
Management Science, vol. 29, no. 1, pp. 33-51, 1983.

D. Miller and P. Friesen, “A longitudinal study of the corporate life
cycle. Management Science,” vol. 30, no. 10, pp. 1161-1183, 1984.

I. Adizes, Corporate Lifecycles: How and Why Corporations Grow
and Die and What To Do About It, Englewood Cliffs, NJ: Prentice
Hall, 1989.

S. H. Hanks, C. J. Watson, E. Jansen, and G. N. Chandler,
“Tightening the life-cycle construct: A taxonomic study of growth
stage  configurations in  high-technology  organizations,”
Entrepreneurship Theory & Practice, vol. 18, no. 2, pp. 5-29, 1993.
H. R. Dodge, S. Fullerton, and J. E. Robbins, “Stage of the
organizational life cycle and competition as mediators of problem
perception for small businesses,” Strategic Management Journal, vol.
15, pp. 121-134, 1994.

J. S. K. Lee and F. Tan, “Growth of Chinese family enterprises in
Singapore,” Family Business Review, vol. 14, no. 1, pp. 49-74, 2001.
D. L. Lester, J. A. Parnell, and S. Carraher, “Organizational life cycle:
A five-stage empirical scale,” International Journal of
Organizational Analysis, vol. 11, no. 4, pp. 339-354, 2003.

J. Levie and B. B. Lichtenstein, “A terminal assessment of stage
theory: Introducing a dynamic states approach to entrepreneurship,”
Entrepreneurship Theory & Practice, vol. 34, no. 2, pp. 317-350,
2010.

M. B. Diambeidou and B. Gailly, “A taxonomy of the early growth of
Belgian start-ups,” Journal of Small Business and Enterprise
Development, vol. 18, no. 2, pp. 194-218, 2011.

R. K. Kazanjian, “Relation of dominant problems to stages of growth
in technology-based new ventures,” Academy of Management Journal,
vol. 31, pp. 257-279, 1988.

P. A. Geroski, “Understanding the implications of empirical work on
corporate growth rates,” Managerial and Decision Economics, vol.
26, no. 2, pp. 129-138, 2005.

M. Haire, Biological Models and Empirical History of the Growth of
Organizations: Modern Organizational Theory, New York: John
Wiley and Sons, 1959.

J. W. Gardner, “How to prevent organizational dry rot,” Harper’s
Magazine, pp. 20-26, Oct. 1965.

204

[19]

[20]

[21]

[22]

[23]

[24]

[25]

[26]

[27]

[28]

D. L. Lester and J. A. Parnell, “The complete life cycle of a family
business,” Journal of Applied Management and Entrepreneurship,
vol. 11, no. 3, pp. 3-22, 2006.

C. Zott and R. Amit, “The business model,” Wiley Encyclopedia of
Management, 2005.

C. Zott and R. Amit, “Business model design and the performance of
entrepreneurial firms,” Organization Science, vol. 18, no. 2, pp. 181-
199, 2007.

E. Garnsey, E. Stam, and P. Heffernan, “New firm growth: Exploring
processes and paths,” Industry and Innovation, vol. 13, no. 1, pp. 1-20,
2006.

R. Amit and C. Zott, “Creating value through business model
innovation. Sloan Management Review,” vol. 53, no. 3, pp. 41-49,
2012.

A. Afuah and C. L. Tucci, Internet Business Models and Strategies:
Text and Cases, New York: McGraw-Hill Education, 2001.

A. Osterwalder, Y. Pigneur, and C. L. Tucci, “Clarifying business
models: Origins, present, and future of the concept,” Communications
of the Association for Information Systems, vol. 16, no. 1, pp. 1-25,
2005.

T. R. Eisenmann, Internet Business Models, McGraw-Hill Irwin. New
York: NY, 2002.

C. Zott, R. Amit, and L. Massa, “The business model: Theoretical
roots, recent developments and future research,” IESE Business
School Working Paper (WP: 862), pp. 1-45, 2010.

J. Magretta, “Why business models matter,” Harvard Business
Review, vol. 5, pp. 86-92, 2002.

Honghua Chen is an associate professor of
management at Central South University of Forestry
& Technology in Changsha, China. He earned his
doctor of business administration from University of
Management and Technology, VA, USA. His current
research interests include strategic management of
small enterprises in China, small business growth,
and the business model.

¢

Michael Jijin Zhang is an associate professor of
management at Sacred Heart University in Fairfield,
CT, USA. He earned his doctor of business
administration from Cleveland State University,
Cleveland, OH, USA. His current research focuses on
international  knowledge management, strategic
management of small businesses, and business
simulation games.



