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ABSTRACT
To Know and Be Known:
Upper-Echelons Capital’s Effects on [PO Performance
with Evidence from Industries of Contrasting Levels of Uncertainty
Eric Mitchell Jackson

In this dissertation, I seek to understand why some firms that undergo an initial public offering
(“IPO™) achieve higher levels of valuation at [PO and higher post-[PO performance compared to others,
using the theoretical lenses of upper-echelons, human capital and social capital. Previous empirical work
on [POs has found environmental, industry, and firm factors related to [PO valuation. as well as evidence
of the long-term underperformance of [PO firms compared to more mature firms (Ritter, 1984; 1991;
Stuart, Hoang, and Hybels, 1999). However, this study represents one of the first to explore fully how a
firm’s management and board characteristics are linked to its [PO market capitalization and post-IPO
performance. Based on upper-echelons theory, [ argue that the firm’s long-term operational and stock
performance depend on the substantive abilities of the members of the firm’s management team and board.
measured as their combined human capital and social capital — what I call the firm’s upper-echelons
capital. [ further argue that market actors will notice the differential levels of upper-echelons capital
possessed by different firms and build the quantity of this firm resource into their [PO valuations of the
firms. A firm’s level of upper-echelons capital is also apparent to actors prior to its [PO; [ propose that
prestigious third-party actors, such as underwriters and venture capitalists, will be more likely to align
themselves with a firm having a large stock of upper-echelons capital than one with a low stock. My model
- based on upper-echelons, human capital and social capital theories — predicts a firm’s level of upper-
echelons capital affects the prestige of the third parties associated with a firm at [PO, consequently
affecting its [PO valuation and post-[PO performance. I also argue that the effect of upper-echelons capital
on these two dependent variables is even stronger when a firm is operating in an industry that is
characterized by a high degree of uncertainty. [ test my propositions on a sample of firms from two
industries of varying uncertainty (computer software — defined as computer integrated designs and

computer programming services firms — and hotel and restaurant chains) from 1994 to 1998. I find general



support for my propositions positing a link between upper-echelons capital and short-term valuation and
long-term firm performance — aithough different types of upper-echelons capital have differential
performance effects. My propositions receive mixed support that there was a stronger link between upper-
echelons characteristics and [PO valuation and post-[PO performance for firms from industries of greater
uncertainty, depending on the type of upper-echelons capital. [ find mixed support for my propositions of
greater upper-echelons capital levels attracting prestigious third-parties which, in turn, positively influence
short-term valuation and long-term performance. The most consistent upper-echelons capital characteristic
that [ find to affect [PO valuation and post-IPO performance is a top management team’s amount of
industry social capital. Although the upper-echelons capital characteristics do not universally predict
higher [PO valuation and post-IPO performance, [ find that they are highly significant predictors of these

outcomes depending on certain threshold levels.
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I Rationale and Overview:

LI Rationale:

The upper-echelons literature has long argued that the structure, composition, and processes of top
management teams and boards affect organizational outcomes (Hambrick and Mason, 1984; Finkelstein
and Hambrick, 1996). Much evidence has been amassed to support for this perspective, showing executive
characteristics linked to definitions of complex business problems (Dearborn and Simon. 1938),
organizational innovation (Hage and Dewar, 1973), organizational structure (Miller and Toulouse, [986),
organizational strategy (Boeker, 1989), organizational growth (Eisenhardt and Schoonhoven, 1990),
effectiveness of strategy implementation (Gupta and Govindarajan, 1984), and organizational propensity to
action (Hambrick, Cho, and Chen, 1996). Yet, most upper-echelons empirical studies have concentrated on
the contexts of Fortune 500 firms, which tend to be large and complex organizations. where the effects of
executives and directors should be somewhat muted by other noise. Ironically, the settings where upper-
echelons effects might be most pronounced — smaliler, more entrepreneurial firms — have been understudied
by scholars, probably because of difficulty accessing data.' One of the central purposes of this thesis is to
improve on this gap in the upper-echelons literature by exploring the effects of entrepreneurial ventures’
executives’ and directors’ combined human capital and social capital on their firms’ abilities to attract other
prominent actors and on their firms’ short- and long-term performance.

This research also expands on several recent studies from the organizational theory and
institutional ecology research streams that have focused attention on the factors critical to the success of
entrepreneurial ventures (Stuart, Hoang, and Hybels, 1999; Higgins and Gulati, 1999; Baum, Calabrese,
and Silverman. 2000). This interest is not new to organizational scholars. Stinchcombe’s early writings
(1965) argued that these new ventures had great difficulties surviving and thriving, in comparison to larger,
more mature firms. Entrepreneurial firms are smaller and younger than more established firms and are,
therefore, not as known or as trusted by key actors. As a result, these smaller firms can have difficulty

acquiring the needed resources for their survival and growth (Aldrich, 1979; Kelly and Amburgey, 1991).

' A notable exception is Eisenhardt and Schoonhoven (1990).



It takes time to build up these external relationships with buyers and suppliers, as well as to define internal
roles for their employees. As Baum has reviewed (1996), there has been much debate recently about
whether the challenges these ventures face are more properly termed liabilities of newness or liabilities of
smallness. Yet, Baum and his colleagues (Baum, 1996; Baum, Calabrese, and Silverman, 2000) point out
that one accepted position in this debate is that entrepreneurial ventures face the challenges delineated by
Stinchcombe (1965) of scarce resources and tenuous nascent relationships with other actors.

While all entrepreneurial ventures face these difficulties, some firms are clearly more successful
than others over time. Organizational scholars have been attracted to two related questions about
differences in performance across entrepreneurial ventures: (1) how these firms overcome the great
uncertainty and lack of resources at founding to both survive and enjoy long-term performance growth, and
(2) how other actors determine whether these firms will survive and enjoy long-term performance growth.
As Baum er al. (2000) observe, most research on the challenges facing entrepreneurial ventures has focused
on firm survival as the dependent variable (e.g., Singh, House, and Tucker, 1986; Baum and Oliver, 1991).
Yet, it is equally important to understand the key factors relating to these ventures’ long-term performance
and several recent papers have begun to pay closer attention to this type of firm outcome in the
entrepreneurial firm context (e.g., Eisenhardt and Schoonhoven, 1990; Stuart et al., 1999; Baum et al.,
2000).

In answer to the two fundamental questions raised in the last paragraph of how entrepreneurial
ventures overcome the hazards of early organizational life to survive and flourish and how other actors
distinguish between new ventures and their prospects for survival and success., several researchers have
sought to demonstrate that a critical variable in this process is how a new venture positions itself within its
sacial structure. Network theorists argue that an actor’s prominence in a social network depends on the
actor’s centrality — which is the extent to which the actor is involved with others within the network (Knoke
and Burt, 1983; Burt, 1992). Organizational scholars have taken this notion of an actor’s prominence
within a social network and used it to understand an organization’s position within a network of other
organizations (Podoiny, 1993; Podolny, Stuart, and Hannan, 1996; Burton, Sorensen, and Beckman, 1999).

An emerging literature on strategic alliance networks has suggested that organizations rich with alliances

v



enjoy greater access to resources and information (Teece, 1992; Gulati, 1998). Several recent papers have
applied this rationale to an entrepreneurial venture context, arguing that new ventures can improve their
chances for survival and attract interest of other actors through greater alliances with other prominent
organizations (Stuart er a/., 1999; Baum er al., 2000).

Stuart er al. (1999) suggested that young biotechnology firms who had strategic alliances with
other prominent biotechnology or pharmaceutical firms would be faster to hold an initial public offering
(“IPO™) and would enjoy a higher valuation at IPO. They found support for these hypotheses. Baum er al.
(2000: 287) studied a sample of 142 Canadian biotechnology new ventures and found evidence that
establishing alliances, configuring them into an efficient network that provides access to diverse
information and capabilities with minimum costs of redundancy, conflict, and complexity, and allying with
established rivals that provide more opportunity for learning and less risk of intra-alliance rivalry enhanced
initial valuation.

This study aims to blend the upper-echelons theoretical lens with the organizational lens that
pronounces the importance of firm ties to third parties as a signal of power and ability to attract resources to
better understand how entrepreneurial firms operate to gain control over their environment. The context for
my examining how entrepreneurial firms operate is the market for [PO firms. Several financial and
organizational studies have already explored the PO phenomenon with the goal of better understanding
what firm or market factors predict how the market will value these new issues immediately and several
years after an [PO. Firms undergoing [POs (i.e., who sell a portion of their common equity to the public
for the first time, thereby transforming themselves from private to publicly-traded firms) enjoy higher
valuations when they are aligned with more prominent underwriters (Carter and Manaster, 1990; Higgins
and Gulati, 1999), venture capitalists (Megginson and Weiss, 1991), and auditors (Beatty and Ritter, 1986).
These firms” stock prices also benefit in the aftermarket (i.e., when their stock trades following their [PO)
when the firms are covered by prominent investment bank analysts (Bhushan, 1989; Rajan and Servaes,
[997; Mavrinac, 1999). These findings imply that who a firm is aligned with plays an important role in
determining that firm’s survival and long-term performance, as well as how other actors perceive its status

or quality. These results complement Podolny’s conclusion (1994) that, in times of uncertainty, third-party
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