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Abstract 

A family business is a company featured by family involvement in issues such as 

ownership, management right, inheritance and power transfer, and teamwork between 

kin and non-kin. The purpose of this study is to investigate how family businesses would 

use dynamic capabilities to renew their resources. The study comes to the following 

three findings: First, family business governance involves four important elements. 

Second, agency theory explains that agency cost is minimized in family business. 

Stewardship theory explains that altruism does exist in family business. Third, how 

family businesses renew their resources is illustrated from the perspective of dynamic 

capabilities, which can be divided into incremental, renewing and regenerative 

capabilities. In the end, the paper proposes a theoretical paradigm featuring “family 

business – governance – dynamic capabilities – performance”. It integrates agency 

theory, stewardship theory and dynamic capabilities into family business governance to 

work upon the business performance of family businesses.  
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Introduction 

Family business is a common form of business organization and management. However, 

many references have basically negative opinions towards this organization form. For 

example, family businesses suffer from a number of drawbacks such as the absence of 

professional manager, presence of destructive nepotism, and susceptibility to 

exploitation by a few shareholders, etc. Moreover, the inheritance of management right 

is a major problem that haunted family businesses. In most cases, it is bloodline rather 

than competence that decides the successor of a family business. (Le Breton-Miller et al., 

2004). What’s more, family businesses also suffer from the inconvenience of raising 

funds to meet their ever-growing demand for capitals because of their mistrust of the 

financial market. However, many studies in recent years suggested that family 

businesses, in spite of their numerous drawbacks, are actually superior to non-family 

businesses in many aspects.  

Miller & Le Breton-Miller (2006) proposed a theoretical paradigm featuring “family 

business governance structure – capability – performance” in his study and reviewed 

studies on agency theory and stewardship theory. The selection of different corporate 

governance structures does have impact on an enterprise’s capability and on the 

enterprise’s performance. In his paper, he argued that issues such as family ownership 

and control, family management, multiple families and managers, and family succession 

affect an enterprise’s core competence and its financial performance either by 

influencing the enterprise’s agency cost and stewardship attitude or by adjusting the 

enterprise’s resource allocation decisions. However, no in-depth investigation on how to 

adjust an enterprise’s resource allocation to establish its organizational capability so as to 

promote its competitiveness is available in his paper. This study is thus motivated. This 

paper tries to investigate, from the perspective of dynamic capabilities theory in the field 

of strategic management. In particular, how family businesses renew their resources is 

investigated in the paper.  

Miller & Le Breton-Miller (2006) proposed a theoretical paradigm “family business – 

governance – capabilities – performance” is referenced in the study. A revised paradigm 

as shown in Fig. 1, which replaces “distinctive capability” with “dynamic capabilities”, 

is proposed.  
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Literature Review 

Family Business Governance 

A family business is a company featured by family involvement in issues such as 

ownership, management right, inheritance and power transfer, and teamwork between 

kin and non-kin. (Chua et al., 1999; Habbershon et al., 2003; Neubauer & Lank, 1998; 

Nicholson, 2008) Therefore, family business governance should involve four important 

elements including family ownership & control, family management, multiple families 

and managers, and family succession (Miller & Le Breton-Miller, 2006). The following 

is a brief description:  

1. Family ownership & control 

Most family businesses are confronted with a problem: to what extent should the 

enterprise’s ownership & control be transferred to non-family member(s). Their choice 

can have impact on the family owner’s incitement & control cost, strategic behavior and 

corporate financial performance. The impact mainly manifests itself in three aspects: (1) 

Ownership concentration ratio. Ownership concentration can cut down control cost. 

Many people in an organization hope they can make contribution to the organization’s 

mission, longevity, and stockholders (Davis et al., 1997; Davis et al., 2000). Empirical 

studies have found an inverted U-shape relationship between the ownership 

concentration ratio and the accounting rate of return (Homsen & Pedersen, 2000). That is 

to say, the accounting rate of return improves with the increase of ownership 

concentration ratio when the latter is in a specific range. With the increase of ownership 

concentration ratio, agency cost decreases and as a result profit increases. When 

ownership concentration ratio exceeds 30%, however, the cost incurred may be greater 

than the profit brought about by supervision and may lead to decrease of the company’s 

 

Figure 1 Family Business Governance and Performance Modified from Miller & 

Le Breton-Miller (2006) 
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rate of return. (2) Presence of qualified independent directors and outside shareholders. 

The ownership cost of a family business would decrease (Anderson & Reeb, 2004). (3) 

Pyramid ownership. The family may be more liable to act in favor of nepotism, sign 

secret contract(s), and abuse expenses, which sacrifices other stockholders’ interest to 

benefit the family itself (Miller & Le Breton-Miller, 2006).  

2. Family management 

Family management usually takes on the form that the founder of a family business or 

his/her posterity assumes the office of CEO. Agency theory presumes that the unity of 

ownership and management right can cut down agency cost. Family management can 

cut down agency cost. Furthermore, family CEOs may tend to be a loyal steward, which 

can be reflected in their lifelong commitment to the enterprise, their diligent 

management and creative investment of the organization’s resources. That is because 

their names including past, present, and future are closely linked with the enterprise’s 

reputation. However, family management can also be very dangerous if not properly 

restricted. The leadership may act recklessly, exploit minority shareholders, become 

conceited and arrogant, or make over-risky decisions carelessly. In short, a family CEO 

can be a bad steward in such cases. The prerequisite for such occurrences is that the 

family CEO has the power to make decision independently without any interference 

from other family members or stockholders (with their voting right)(Donaldson, & Davis, 

1991).  

3. Multiple family owners / managers 

Most family businesses have involved more than one family member in the enterprise’s 

management. The family members may get involved as senior managers or as owners. 

Family members that serve as senior managers can play the roles of supervisor of 

managers and employees with their professional skills and abundant knowledge. 

Moreover, family managers are the ideal ones to give suggestions to leaders to prevent 

mistakes from happening because of their common interests and mutual trust in each 

other. Their identity of family members also helps them to face any adverse 

consequences in their career life honestly and fearlessly (Lansberg, 1999). However, if 

the equity shares are distributed too widely, multiple family owners may also give rise to 

a lot of problems. For example, the agent may be out of the owners’ effective control. 

The family members may form multiple cliques that care for their own interest only. The 

imbalance of power may lead to chaotic enterprise policies and may impede the 

enterprise’s operation. In such cases, their individual interest supersedes their 

stewardship motivation.  

4. Multiple family generations 
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Intergenerational succession is one of the most sensitive problems for family business. 

The intergenerational succession of family business involves the interest of multiple 

sides and may give rise to a lot of problems in enterprise ownership allocation, 

succession, conflicts between family members, family estate planning, and family 

business ownership transfer, etc. First, if there are multiple family descendants planning 

to take part in the enterprise's operation, then their strategic decision in business 

operation would tend to reflect their long-term stewardship attitude. They would be more 

motivated to supervise managers. Furthermore, in order to turn their descendants into 

successors, old generation family business managers may gradually hand over the 

enterprise to these potential successors by making the following investments. They 

impart all their experience and lessons from business management to future generation 

family managers without reservation over a prolonged management knowledge learning 

period. They establish a stable and loyal senior manager team to assist new generation 

family leaders to take over the business. Second, the practice of involving multiple 

family generations in business operation has its advantages in business operation. For 

example, it may help preserving tacit knowledge and maintaining family relation. 

However, a family business may be confronted with a lot of challenges and problems 

when it is handed over to second and future generations. Furthermore, the issue of 

succession would become more and more important for family business. That is to be 

handed down to next generation because old generation family leaders may find it hard 

to look for an appropriate successor within the family to confront with a difficult choice 

between ownership and leadership authority.  

Family Business Governance Viewpoints—from the Perspective 

of Agency Theory and Stewardship Theory 

The essence of family business governance lies in solving the agency issue arising from 

the separation of ownership and control. The core issue is to decide what governance 

mechanism. Rules should be adopted to reduce agency cost and enhance the company’s 

efficiency. Agency theory and stewardship theory proposed their own hypotheses and 

corresponding corporate governance viewpoints from different perspectives.  

Agency theory presumes that the agency problem arises. If a manager who has 

information advantage is selected as an enterprise’s agent, he would be provided with an 

opportunity to embezzle the enterprise’s resources or deprive the principal of its 

resources. The agency problem originates from the information asymmetry between the 

principal and the agent and their different motivations (Demsetz, 1988). Many family 

businesses have paid different agency costs because of their different governance 

choices. If an owner and its managers have consistent interests and they form a close 

alliance, then the agency cost between the owner and the management (agent) would be 
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low.  

The unity of ownership and management right in family businesses reduces agency cost 

(Kang, 2000). The altruistic behavior of family members also reduces opportunism 

tendency (Fama & Jensen, 1983). On the contrary, altruism, private ownership and 

family management may also expose a family business to the damage of agency. 

Problems may be even more serious than similar problems in a public company (Stulz, 

1988). For example, if the controlling shareholder of a family business conspires with 

other family shareholders who serve as de facto agents to exploit minority shareholders, 

higher agency cost may be incurred (Fama & Jensen, 1983). The unity of ownership and 

management right in a family business can cut down the agency cost incurred by the 

interest conflict between the owner and manager of the family business. However, it may 

also give rise to the even more serious expropriation problem by family controlling 

shareholders (Morck & Yeung, 2003) which can bring about moral hazard, adverse 

selection, torts, and other agency problems (Lubatkin et al., 2005).  

Stewardship theory originally appeared in Donaldson & Davis (1991) s’ research 

literature. Following up studies by Davis et al. (1997) have systematically illustrated the 

research aspects of stewardship theory. Stewardship theory is derived from an 

assumption of human nature which is quite different from the rationality assumption of 

agent in agency theory. A manager is driven by his motivation to keep in line with the 

principal’s goal rather than by his personal self-interest motivations.  

Stewardship theory assumes that enterprise leaders or managers are in pursuit of a 

sublime goal than his position. They are not simple self-interest entities. Rather, they 

usually play the role of altruism followers who care for the organization and 

shareholders’ interest (Davis et al., 1997). Stewardship theory assumes that human 

beings are of good nature and that managers can be considered as dutiful, reliable 

stewards with high organizational commitment. The theory argues that managers, driven 

by social motivations and achievement motivations, have a predisposition to 

collectivism in their behaviors. Their goals are to maximize the principal’s interest. A 

steward may even sacrifice his personal interest to realize the organization’s goals. 

Stewards believe that they can maximize their personal interest through their efforts to 

maximize the organization’s interest. These viewpoints are quite popular in family 

businesses because the leaders or managers in family businesses either are family 

members or have close emotional connections with the family. The managers would bear 

in their mind the enterprise’s mission and treasure their employees and stockholders. 

They would act dutifully for their family businesses or collective organizations. This 

stewardship attitude gradually makes contributions to the enterprise in a long run and 

helps the enterprise to develop its own distinct capabilities, which bring about good 
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economic returns to the enterprise.  

Dynamic capabilities 

Resource-based viewpoints assume that resources characterized by the fact that they are 

valuable, rare, imperfectly imitable, or without an equivalent substitute can help an 

enterprise to achieve continuous competitive advantage (Barney, 1991; Prahalad & 

Hamel, 1990; Wernerfelt, 1984). Dynamic capabilities theory complements and develops 

this static resource-based view by examining competitive advantages under a dynamic 

environmental background.  

The concept of developing dynamic capabilities comes from the idea that resource-based 

view is mainly applicable to enterprises in a stable environment. Competitive advantages 

that are built on a path-dependent foundation over a long time can bring about lasting 

profits to enterprise in environments that have not changed significantly. External 

changes may occur in a stable environment. Most of such changes are predictable and 

incremental, and usually slow compared to the changes experienced by other enterprises 

in other environments. Under such environmental conditions, it can be considered that 

the resource base is essentially stable. On the contrary, an enterprise’s resource 

advantages may be undermined rapidly by the rapid change of dynamic environments 

and the occurrence of fortuitous events. In such cases, the enterprise’s dynamic 

capabilities are especially important. Therefore, the enterprise needs to renew its 

resource base to get competitive advantage.  

Teece et al. (1997) and Teece (2007) are the first one that proposed the dynamic 

capabilities viewpoint. He argued that enterprises should establish, integrate and 

reconfigure its resources and capabilities in response to the rapid changes of 

environment. The word dynamic is used to describe organizations’ renewal of their 

capabilities in response to the changes of external environment. The capabilities refer to 

organizations’ ability to revise, integrate and reconfigure their internal and external skills 

and resources to match environmental changes. The phrase “dynamic capabilities” is 

used to emphasize that enterprises are provided with behavioral orientation to improve 

their core competence by integrating, redefining, renewing and rebuilding their resources 

in response to environmental changes to maintain their competitive advantages (Wang & 

Ahmed, 2007). Therefore, dynamic capabilities refer to an organization’s ability to 

purposely create, expand, and revise its resource base (Helfat et al., 2007).  

Dynamic capabilities consist of four composition elements including sensing capability, 

relationship capability, absorptive capability and integration capability. Sensing 

capability refers to an enterprise’s ability to sense environmental changes and customers’ 
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needs. Relationship capability is an enterprise’s ability to acquire resources, knowledge 

and technology to realize its corporate goals. Absorptive capability is an enterprise’s 

ability to acquire, digest, transform, and utilize knowledge. Adaptive capability refers to 

an enterprise’s ability to integrate individual adaptation, individual knowledge 

conversion and recombination. It yields comprehensive performance and values 

according to different input conditions in response to environments changing at high 

speed. Among these capabilities, the sensing capability and relationship capability are 

explained from an outside-in perspective. The absorptive capability and integration 

capability are explained from an inside-out perspective, thereby constituting the core of 

dynamic capabilities from a comprehensive perspective.  

Dynamic capabilities theory has been developed for more than 10 years and has attracted 

much attention from business strategy researchers. Dynamic capabilities can be divided 

into three hierarchies including incremental dynamic capabilities, renewing dynamic 

capabilities, and regenerative dynamic capabilities (Ambrosini et al., 2009). Family 

businesses can integrate dynamic capabilities of various hierarchies into their 

management practice according to their understanding of internal and external dynamic 

environments.  

Incremental dynamic capabilities: In a stable environment, the change speed is slow. The 

change extent is limited. Family businesses are expected to make incremental adjustment 

and improvement to their resource base. Resources that are subject to such incremental 

adjustment will not change because of these processes. Continuous changes in a relative 

stable environment are enough to maintain the value of the resource base. Continuous 

changes refer to constant minor adjustments of enterprises’ products and operation. 

Family businesses can use incremental dynamic capabilities to improve their enterprise 

management system continuously. Examples of such capabilities include the ability to 

recombine production processes and systems for promoting production efficiency. In 

stable market environments, dynamic capabilities rely on incremental and continuous 

improvement of existing resources. Incremental dynamic capabilities are repetitive and 

deep rooted in enterprises. The process of continuous improvement is a stable mode 

which makes only adaptive changes to the resource base.  

Renewing dynamic capabilities: The dynamic capabilities are required by an enterprise 

to maintain its profits in a dynamic environment. Such dynamic capabilities renew the 

nature of resource base rather than changing it incrementally. Family businesses are 

expected to use renewing dynamic capabilities in dynamic environments. Examples of 

such capabilities include the ability to propagate the family business’s brand value to 

other new products and services to create other new resources, and the ability to apply 

the family business’s technological and managerial knowledge to new venture modes to 
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expand new venture. If a family business fails to renew its resource base in a 

dynamically changing environment, its resource advantage would become resources 

disadvantage. Its core competence may also become its core rigidity. Therefore, 

renewing dynamic capabilities and incremental dynamic capabilities belong to two 

different hierarchies. Renewing dynamic capabilities are not incremental and continuous 

changes. They involve the adjustment of resource base and therefore change the effect of 

resource base, so that the enterprise can maintain its profits and gain competitive 

advantages.  

Regenerative dynamic capabilities: Regenerative dynamic capabilities enable an 

enterprise to depart from its previous mode to create new resource base. They can be 

used to explain why some family businesses succeed while other competitors fail in a 

chaotic external environment. This is because many family enterprises that are 

confronted with such situation fail to overcome their inertia and change themselves from 

within and change their resource usage mode. When the dynamic capabilities used by 

managers of such family enterprises are no loner suitable for the new environment, the 

enterprises will fail. Therefore, regenerative dynamic capabilities enable a family 

business to incorporate new dynamic capabilities into its current system to improve its 

existing dynamic capabilities. Regenerative dynamic capabilities involve such processes 

as sensing capability, relationship capability, absorptive capability and integration 

capability. They can affect renewing dynamic capabilities and incremental dynamic 

capabilities and have indirect impact on the resource base.  

Family Governance, Dynamic Capabilities and Performance 

An enterprise’s core competence is crucial for its establishment and maintenance of 

competitive advantages. For example, Selznick (1957) proposed the concept of 

distinctive capability and argued that organizations gain their distinctive capabilities as a 

result of their different organizational maturity and organizational atmosphere. Prahalad 

& Hamel (1990) published The Core Competence of the Corporation in Harvard 

Business Review, in which they compared the development of GTE and NEC in a 

decade and pointed out that NEC gained its competitive advantage continuously because 

it had developed its core competence. There was a craze of corporate competence 

researches in the academic circle after the publication of this paper. Prahalad and Hamel 

gave a definition of core competence as “the collective learning in the organization, 

especially how to coordinate diverse production skills and integrate multiple streams of 

technologies.” They pointed out that “at least three tests can be applied to identify core 

competencies in a company. First, a core competence provides potential access to a wide 

variety of markets. Second, a core competence should make a significant contribution to 

the perceived customer benefits of the end product. Finally, a core competence should be 
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difficult for competitors to imitate.” A rival might acquire some or the technologies that 

comprise the core competence, but it will find it more difficult to duplicate the more or 

less comprehensive pattern of internal coordination and learning. Leonard-Barton (1992) 

further pointed out that core competence is the collection of internal knowledge of an 

enterprise including employees’ knowledge and skills, technical system, management 

system, and values & norms. The core competence mainly serves the function of 

coordinating various production skills and integrating different technologies.  

Teece et al. (1997) defined dynamic capabilities as a firm’s ability to integrate, build, 

and reconfigure internal and external competences to address rapidly changing 

environments, which enables the firm to get lasting competitive advantages. They 

identified three key factors that can help building a strategic architecture for dynamic 

capabilities including processes, positions, and paths. Teece (2007) proceeded to point 

out that in order to be successful at ambidexterity. A firm requires three competencies 

including sensing, seizing, and reconfiguring. Sensing requires scanning, searching, and 

exploration. Seizing opportunities is about making the right decisions and executing, 

what others have referred to as strategic insight and strategic execution. Reconfiguring 

refers to a firm’s ability to recombine and reconfigure assets and organizational 

structures to adapt to emerging markets and technologies. It can be inferred from Teece 

et al. (1997) and Teece (2007) studies that, family businesses that are trying to survive an 

environment featuring rapid technological changes. Global competition may find it hard 

to achieve sustainable development and growth if they lack relevant dynamic 

capabilities.  

Therefore, corporate competence theory assumes that an enterprise is essentially a 

system or collection of capabilities. Its competitive advantages and business 

performance ultimately depend on corporate competence. The “corporate competence” 

is imperfectly imitable by its competitors within a certain period because of budget 

constraint. The enterprise’s distinct capacity enables the enterprise mark up prices and 

cut down costs to get excess return. (Teece et al., 1997; Teece, 2007). These capabilities 

are valuable, rare, hard to imitate, complicated or without an equivalent substitute 

(Barney, 1991). They include assets, innovation talents, production or marketing, 

valuable interpersonal relationship, knowledge, corporate culture, organizational 

advantages, etc (Barney & Hansen, 1994). There are numerous internal factors that can 

affect an enterprise’s corporate competence, among them corporate governance structure 

is an important one. Different corporate governance structure may affect managers’ 

attitude and choice and hence the enterprise’s internal resources allocation and 

decision-making.  
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Conclusion 

A family business is a company featured by family involvement in issues such as 

ownership, management right, inheritance and power transfer, and teamwork between 

kin and non-kin (Habbershon et al., 2003; Nicholson, 2008). Different governance 

choice for a family enterprise can have different impact on the enterprise’s agency cost 

and its managers’ stewardship attitude, which are reflected by the enterprise’s dynamic 

capabilities and ultimate business performance. Three findings are as follows:  

1. This study suggests that family business governance should include four important 

elements including family ownership and control, family management, multiple 

families and managers, and family succession (Miller & Le Breton-Miller, 2006).  

2. This study proposes several assumptions and corresponding family business 

governance viewpoints from the perspectives of agency theory and stewardship 

theory. It suggests that family businesses may benefit from low agency cost and 

investigate the stewardship attitude of leaders and managers of family businesses 

(Miller & Le Breton-Miller, 2006).  

3. The study refers to three hierarchies of dynamic capabilities including incremental 

dynamic capabilities, renewing dynamic capabilities, and regenerative dynamic 

capabilities. According to family businesses’ understanding of internal and external 

environments, various hierarchies of dynamic capabilities can be applied to the 

management practice of family businesses (Ambrosini et al., 2009). It also provides 

an exploration on family business capabilities theory. Family businesses’ core 

competence is crucial to the establishment and maintenance of competitive 

advantages.  

The paper brings to light that Miller & Le Breton-Miller (2006) proposed a theoretical 

paradigm “family business – governance – capabilities – performance” can be revised to 

get a “family business – governance – dynamic capabilities – performance” paradigm, 

which reflects the family corporate governance structure of agency theory, stewardship 

theory and dynamic capabilities and has impact on family businesses’ performance.  
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