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Preface

The editors of this three-volume set are pleased to present readers with insight
into the field of entrepreneurship by some of the leading scholars around the
world. Babson College, the home institution for all the editors, has been a leader
in entrepreneurship education for over thirty years and is recognized by many
leading publications as the top school for teaching entrepreneurship at both the
MBA and undergraduate levels (thirteen years running by U.S. News and World
Report). Since 1999, Babson College, in conjunction with the London Business
School, has led the Global Entrepreneurship Monitor (GEM) research project.
GEM assesses the state of entrepreneurship activity across more than forty coun-
tries around the world (comprising two-thirds of the world’s population and over
90 percent of the world GDP), and has shown that entrepreneurship can be found
in all economies and that almost 9 percent of the adult population is actively
attempting to launch a new venture at any given time.' While the percentages
vary by country, GEM illustrates the importance of entrepreneurship and pro-
vides context as we try to better understand the entrepreneurial phenomenon.
We have compiled three volumes focusing on entrepreneurship from three
different perspectives: people, process, and place. Volume 1, edited by Maria
Minniti, looks at the intersection of people and entrepreneurship. Taking a broad
view of entrepreneurship as a form of human action, chapters in this volume
identify the current state of the art in academic research with respect to cognitive,
economic, social, and institutional factors that influence peoples’ behavior with
respect to entrepreneurship. Why do people start new businesses? How do peo-
ple make entrepreneurial decisions? What is the role played by the social and
economic environment on individuals’ decisions about entrepreneurship? Do
institutions matter? Do some groups of people such as immigrants and women
face particular issues when deciding to start a business? The volume addresses
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these and other questions. Each chapter provides an extensive bibliography and
suggestions for further research.

Volume 2, edited by Andrew Zacharakis and Stephen Spinelli, examines the
entrepreneurial process. The book proceeds through the lifecycle of a new venture
start-up. Chapter authors tackle several key steps in the process, ranging from idea,
to opportunity, team building, resource acquisition, managing growth, and en-
tering global markets. These chapters identify the current state of the art in aca-
demic research, suggest directions for future research, and draw implications for
practicing entrepreneurs. What is clear from this volume is that we have learned a
tremendous amount about the entrepreneurial process, especially over the last
fifteen years. This deep insight leads us to ask more questions and suggest new
research to answer these questions. This learning is also applied in the classroom
and shared in this book so that students and entrepreneurs can assess best practices.

Volume 3, edited by Mark Rice and Tim Habbershon, examines place. In this
volume and in the literature, place refers to a wide and diverse range of contextual
factors that influence the entrepreneur and the entrepreneurial process. We re-
present these contextual factors as a series of concentric circles ranging from en-
vironmental and global forces, to national and regional policies, industries and
infrastructures, to cultural communities, families, and organizational forms. Chap-
ters in this volume address entrepreneurship in the context of the corporation,
family, and franchise. We provide insights on ethnicity and entrepreneurship in the
U.S. Hispanic, Slovenian, and German context. We look at the impact of public
policy and entrepreneurship support systems at the country and community level,
and from an economic and social perspective. We also examine the technology en-
vironment and financing support structures for entrepreneurship as context issues.
By placing this array of contextual factors into an ecosystem perspective, we show
how entrepreneurship is a complex input—output process in which people, process,
and place are constantly interacting to generate the entrepreneurial economy.

It is our hope that the chapters spur the reader’s interest in entrepreneurship,
that the academic who is new to entrepreneurship will see an opportunity to enter
this field, and that those who are already studying this phenomenon will see new
questions that need investigation. We hope that practitioners and students will
glean best practices as they work in entrepreneurial ventures and that the prescrip-
tions within these chapters will help them succeed. We also think that these volumes
can help policymakers get a firmer grasp on entrepreneurship and the potential it
has to spur economic growth within a country, state/province, and town. En-
trepreneurship operates in an ecosystem that is reliant upon all the audiences of
these volumes. As we gain better understanding of the ecosystem, we all benefit.

NOTE

1. M. Minniti, W. Bygrave, and E. Autio, Global Entrepreneurship Monitor: 2005
Executive Report (Boston, MA: Babson College and London Business School, 2006).



Introduction

Maria Minniti

Entrepreneurship is often identified with the creation of new business ventures
or with self-employed individuals. These activities are indeed expressions of
entrepreneurial behavior. Entrepreneurship, however, is a much broader phe-
nomenon. Whether starting a new business, solving a problem, or deciding what
route to take driving home, individuals are always on the alert to the possibility
of changes that may improve their life, even if in very small ways. All individuals
are potential innovators seeking new and better ways to do things. Thus, en-
trepreneurship is a characteristic of human behavior consisting in the identifi-
cation of new end-means frameworks." It is also a timeless human universal
present in all places and cultures. People are at the core of the entrepreneurial
phenomenon, and without a clear understanding of their behavior our object of
inquiry disappears. “The entrepreneur,” William Baumol wrote, “is one of the
most intriguing and at the same time most elusive characters in the cast that
constitutes the subject of economic analysis.”* This first volume of the trilogy on
entrepreneurship is about people. Who are entrepreneurs? What motivates en-
trepreneurial behavior? Why are some individuals more entrepreneurial than
others?

Social scientists look at the world from a variety of disciplinary perspectives,
and social science consists of the application of scientific methods to the study of
the human aspects of the world and, specifically, of individual relationships in
and to society. Entrepreneurship is a complex and multilayered phenomenon.
Entrepreneurial actions produce personal and collective changes which, because
of the interdependence among individuals, ultimately, change the world. Thus,
the identification, description, and theoretical explanation of what entrepreneurs
do, and how they do it, can only be rooted in a comprehensive social science
approach. Any other attempt to understand entrepreneurship would have to set
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boundaries and, because if its very nature, entrepreneurship does not lend itself
to be bound. Any delimitation of what counts as entrepreneurial behavior would
cause artificial exclusions whether of topic or of disciplinary approaches and
would be, therefore, scientifically unsound.

The goal of this volume is to show the breadth and richness of the social
science approach to the study of entrepreneurial behavior and to illustrate how
such a wealth of knowledge can be fully understood and exploited only if en-
trepreneurship is properly characterized as a universal aspect of human action. By
presenting a variety of disciplinary approaches and a wide range of areas of in-
quiry, the volume allows the reader to appreciate how they all overlap and com-
plement each other in meaningful and interesting ways.

Although designed primarily for an academic audience, the volume is of in-
terest and accessible to anyone interested in understanding entrepreneurial be-
havior or in exploring in detail how entrepreneurship and its implications
influence individuals’ lives and economic growth and development. Although
each chapter is self-contained and deals with a different area of inquiry, all chap-
ters are logically linked. Also, chapters are based on different disciplinary per-
spectives. Thus, readers will gain insights on how related topics are treated from
very different disciplinary backgrounds. Authors were invited to contribute to the
volume because of their intellectual leadership in their chosen fields, and I am
grateful to each and all of them for participating in this project. Finally, the
sequence and selection of chapters allows readers to gain a holistic view of the
issues and literature related to entrepreneurial behavior. Although the list of
topics does not pretend to be comprehensive, the volume provides a rich and up-
to-date overview of the most interesting developments in the field.

Since entrepreneurship is an attribute of human action, all individuals are
entrepreneurs. Yet, some are more entrepreneurial than others, and the en-
trepreneurial behavior of some groups may appear to differ systematically from
that of others. Why? Human decisions are molded by cognitive processes and
emotional states that influence how individuals learn and what they attribute
importance to. These processes lead to the decisions that determine human ac-
tions. Such decisions are sometimes rational and sometimes biased. In the case of
entrepreneurship, many of them also involve employment choices and risky si-
tuations. Moreover, decisions are influenced and become meaningful within
specific social contexts. Institutions are a particularly important part of this
context since they determine individuals’ incentives and, as a result, what in-
dividuals will do. Explaining these observations helps us know why individuals
behave entrepreneurially albeit not all in the same way or degree.

In Chapter 1, Roger Koppl addresses the question of who the entrepreneur is,
and what constitutes entrepreneurial behavior. This is indeed a central issue for
this volume, one to which, in the literature, different answers have been proposed,
but no general agreement exists.” Building upon the tradition of Austrian social
science, Koppl’s argument is that progress is possible only if entrepreneurship is
acknowledged as a human universal and entrepreneurs as agents of change.
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To say that entrepreneurs are agents of change is equivalent to saying that they
are innovators. To innovate, however, one must be alert to new opportunities for
innovative actions. Building upon Kirzner’s classic works, Koppl presents a
comprehensive review of works in entrepreneurship theory and introduces the
term post-Kirznerian theory to identify works rooted in the Austrian tradition and
in which time and uncertainty are central elements.* Post-Kirznerian theory
replaces homo economicus with homo sapiens and gives us the theoretical foun-
dations for a unified view of entrepreneurial behavior showing that the field is not
defined by its object of inquiry, but by its point of view.’

Koppl contributes to this volume by providing a unifying approach to the study
of entrepreneurial behavior and by correcting several mistakes about Austrian
theory often found in the entrepreneurship literature. In addition to explaining
the importance of a social science approach to the study of entrepreneurship,
Koppl points out the importance that psychological factors play on entrepre-
neurial behavior and prepares the readers to fully appreciate Chapter 2.

In Chapter 2, Robert Baron focuses on the cognitive processes involved in
the acquisition, transformation, and use of information, and on their inter-
dependence with the emotions and moods that individuals experience. Significant
evidence exists indicating that cognition and affect are interrelated in complex
ways, so that the moods or emotions that individuals experience influence many
aspects of cognition, and cognition, in turn, influences feelings.

A large body of evidence in cognitive science suggests that pattern recognition
is a basic aspect of our efforts to understand the world around us.® The initial
section of Baron’s chapter focuses on the idea that opportunity recognition, a key
aspect of entrepreneurial behavior, is essentially a form of pattern recognition
and argues for the usefulness of applying prototype models to its analysis. Pro-
totype models are cognitive frameworks representing idealized representations of
the most typical member of a category. Applying them to the study of oppor-
tunity recognition, Baron argues, may help us understand in a unique frame-
work the links between active search, alertness, and prior knowledge, the three
factors that have been found to play important roles in entrepreneurial behavior.

The second part of Baron’s chapter focuses on affect, that is, the moods or
emotions individuals experience daily. Affective reactions strongly influence
perceptions of the external world and judgments based on such perceptions.
Baron argues that the important links between affect and cognition have sig-
nificant implications for entrepreneurial behavior and our understanding of it,
since they influence our perceptions of the external world and associated risks,
susceptibility to various forms of cognitive biases, and even creativity. Baron’s
analysis leads directly to Chapter 3 in which Christian Schade and Philipp
Koellinger discuss in detail the importance of heuristic thinking and perceptual
biases on entrepreneurial behavior.

In their early seminal work, Tversky and Kahneman demonstrated that de-
cision makers may strongly deviate from rationality because of the use of a
number of heuristics, that is, rules of thumb, instead of formal techniques.”
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Heuristics influence the perception and processing of information and the in-
tuitive optimization processes used by individuals in selecting their actions. In
Chapter 3, Schade and Koellinger take a decision theory approach to describe
how heuristics and biases can influence decision making in general and why they
are particularly relevant for entrepreneurial behavior.

A major difficulty often encountered by decision makers is that likelihoods
and outcomes are not easy to assess. This is particularly relevant for entrepre-
neurial decisions since potential entrepreneurs are often subject to Knightian
uncertainty.® That is, they operate in situations in which both outcomes and their
likelihoods are unknown. Schade and Koellinger discuss potential effects of well-
known heuristics and biases by dividing them into three distinct groups:
reference-dependent behaviors, biases in probability perceptions, and biases in
self-perceptions.

Discussing both theoretical and empirical evidence, the authors show that
some types of heuristics and biases, such as the escalation of commitment, illusion
of control, and overconfidence, may be relatively more frequent or significant
among entrepreneurs, while others, such as the status quo bias, are less prevalent.
On the one hand, heuristics are shown to help in managing the complex task of
assessing uncertain future prospects and might even be necessary to act quickly in
uncertain environments. On the other hand, they are shown also to lead to errors
of judgments and suboptimal decisions.

Opverall, Schade and Koellinger complement Baron’s analysis since the impact
of heuristics and biases and affective reactions on cognition suggests a mixed
pattern of potential benefits and potential costs. These elements increase entre-
preneurs’ tendencies to cope with uncertainty and to react to situations in creative
ways. At the same time, however, they increase entrepreneurs’ susceptibility to
various cognitive errors.

The decision theory approach taken by Koellinger and Schade’s highlights the
important distinction between heuristics and optimal decision making in risky
situations. Unlike their chapter, whose focus is on deviations from optimal be-
havior, in Chapter 4, Julie Elston and David Audretsch take a standard economics
approach and address the relationship between entrepreneurial behavior and
calculable risk. While Schade and Koellinger deal with the individual’s subjective
perception of uncertain situations, Elston and Audretsch discuss entrepreneurs’
exposure and attitude toward situations in which risk can be objectively mea-
sured. As explained by Koppl in Chapter 1, an important distinction has been
made in the literature between risky and uncertain situations: A decision is in-
herently uncertain if the outcomes resulting from that decision cannot be as-
signed a probabilistic distribution. A decision is risky if its resulting outcome is
uncertain but the probability distribution associated with all outcomes is known.

In asking the question of why some people start businesses while others do
not, much of the entrepreneurship literature has implicitly or explicitly focused
on individuals’ willingness to take on risk. Often, in the literature, entrepreneurs
are described as risk-loving individuals or as individuals willing to take on more
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risk than nonentrepreneurs. Within this context, much can be learned from
economics, where behaviors with respect to risk can be analyzed in a rigorous and
systematic way. The starting point to study behavior toward risk is individuals’
tendency to refuse fair games and their natural tendency toward risk aversion.
Thus, taking a risk can be defined as making a choice where the outcome resulting
from that choice is less than certain but can be anticipated with known a priori
probabilities.

Elston and Audretsch argue that entrepreneurs, like all other individuals,
exhibit risk-averse behaviors although, possibly, less than nonentrepreneurs. They
also discuss entrepreneurs’ exposure to risk due to asymmetric information. The
latter creates principal-agent problems that penalize entrepreneurial behavior
more than other business behaviors because, everything else being the same, size
and liability of newness put entrepreneurs at a comparative disadvantage. Accor-
ding to Elston and Audretsch, these are some of the factors behind the standard
characterization of entrepreneurial behavior as being inherently risky.

The economic approach by Elston and Audretsch leads directly to the eco-
nomic analysis of entrepreneurship as an employment choice. In Chapter 5,
Simon Parker provides an overview of the way in which neoclassical econom-
ists have traditionally modeled entrepreneurial behavior. Microeconomists have
a distinctive perspective on entrepreneurship, commonly viewing it in terms
of an occupational choice between paid employment and any form of self-
employment.” Parker’s chapter starts and develops around the simple funda-
mental equation of occupational choice and addresses the question of who be-
comes an entrepreneur and why. In this basic economic formulation individuals
decide to become entrepreneurs by comparing the profits available to an in-
dividual from self-employment with those that the individuals can obtain from
paid employment given a set of variables influencing the individual’s personal
preference for self-employment.

In the basic occupational choice equation, Parker shows, the relative returns to
self-employment and paid employment are based on the observation that each
individual in a population possesses some ability, which is, however, unequally
distributed. If individuals’ ability increases their self-employment potential but
has no effect on the wage they receive from dependent labor, the more able
individuals select into self-employment. If, on the other hand, their ability in-
fluences also their wage from dependent labor, it is more difficult to determine
who will become self-employed and whether those choices will lead to desirable
aggregate outcomes in terms of quality and quantity of self-employment.

In addition to heterogeneous ability, Parker develops further Audretsch and
Elston’s argument and shows the basic occupational choice equation to be sui-
table also for the study of the relationship between the decision to become self-
employed and risk aversion. The economics literature on this subject has shown
that less risk-averse individuals become entrepreneurs, that the largest firms tend
to be run by the least risk-averse entrepreneurs, that economies in which indi-
viduals are more risk-averse have lower living standards than economies in which
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individuals are less risk-averse, and that in the absence of risk-sharing mechan-
isms, free occupational choice does not maximize welfare and/or efficiency.

Finally, Parker connects the microeconomic approach to insights from psy-
chology and sociology. In particular, he discusses how sociologists have con-
tributed to our understanding of the importance of social interactions and
networks, and argues that entrepreneurship is as much a social as an economic
process. In fact, entrepreneurial behavior does not take place in a vacuum. Ra-
ther, it is embedded in networks of social relationships. Parker’s acknowledgment
of the importance of social interactions is developed further by Christian Simoni
and Sandrine Labory in Chapter 6. Simoni and Labory take a management ap-
proach and review the extent to which entrepreneurial behavior is influenced by
the availability (or absence) of social capital.

Unfortunately, to date no generally accepted definition of social capital exists
and, as a result, several researchers have become critical of the concept.10 Ac-
cording to the more widely accepted definition, social capital lies in the social
structure of a collectivity and in the links that provide individuals with cohe-
siveness, thus facilitating the achievement of shared goals. According to Coleman,
for example, social capital is an attribute of the social structure in which in-
dividuals are embedded and is not privately owned by any of them."' Thus, social
capital is not provided to individuals through the links of their social networks,
rather it is the links of such networks. This view is consistent with economics
which treats social capital as a resource capable of creating un-traded inter-
dependencies and producing trust thereby reducing transaction costs and en-
couraging sustainable cooperative behavior.'?

In Simoni and Labory’s review, and as anticipated by Parker in Chapter 5, the
literature on social capital leads organically to the study of networks, the area in
which more scientific progress has been achieved, partly because of the clearer
identification of the topic of study."” In general, membership in networks has
been shown to affect entrepreneurial behavior by facilitating exposure to oppor-
tunities, access to knowledge and information, and by legitimating entrepre-
neurial behavior. The interdependence between social capital and entrepreneurial
decisions has been shown also to generate a positive network externality that
increases the information publicly available about starting new businesses.'
Asymmetries in the endowments of social capital, instead, appear to help explain
differentials in entrepreneurial behavior and performance.'

Simoni and Labory provide some suggestions for future research by identi-
fying some gaps in the literature. They note, for example, that the amount of
social capital available to entrepreneurs is usually treated as being exogenously
determined rather than being itself a dynamic and embedded concept. They
further suggest that more research should be carried out on the social capital
factors that play a positive role in the successful continuation and completion of
the entrepreneurial process beyond the start-up stage.

Clearly, the quality, quantity, and use of available social capital are, as pointed
out by Simoni and Labory, determined endogenously by the broader context in
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which individuals live. In Chapter 7, Peter Boettke and Christopher Coyne de-
velop this important point by discussing the relationship between institutions
and entrepreneurial behavior.

Institutions refer to the formal and informal rules governing human behavior
and can vary across time and space. Like Koppl, Boettke and Coyne leverage the
Austrian tradition and, in addition to discussing the importance of institutions,
provide an analysis of the connection between institutions, the market process,
and entrepreneurship. The goal of their chapter is to explore how various in-
stitutional structures influence entrepreneurial behavior and the linkage between
the latter and sustainable economic growth. The underlying logic of the con-
nection between institutions and entrepreneurial behavior is the realization that
institutions provide a framework that guides activity, removes uncertainty, and
makes the actions of others predictable. In short, institutions serve to reduce
transaction costs and facilitate the coordination of knowledge dispersed through-
out society.

Formal and informal institutions influence the behavior of individuals of all
cultures and traditions. Indeed, Boettke and Coyne argue that while cultural
factors may explain some aspects of human behavior, they cannot explain all
behaviors. The same individuals, with the same motivations, will tend to act very
differently under different sets of institutions.'® Thus, institutional arrangements
have major implications for the way we understand economic change and pro-
gress or the lack thereof.

Developing an argument put forward by Baumol, Boettke and Coyne argue
that institutions determine the type of entrepreneurial behavior individuals pur-
sue.'” When engaging in productive activities, such as arbitrage, innovation, and
other socially beneficial behaviors, entrepreneurs foster economic growth by
acting upon previously unexploited profit opportunities and by innovating. In
countries with low growth, they argue, it is not that entrepreneurs are absent or
are not acting, but rather that profit opportunities are tied to socially destructive
behaviors. Thus, the adoption of certain institutions is a necessary condition for
the existence of productive entrepreneurial behaviors since it is the institutional
framework that enables the right type of entrepreneurship.

The analysis put forth in this chapter suggests that in order to adopt in-
stitutions that promote productive entrepreneurial behavior, we need to un-
derstand the conditions and institutions necessary for political entrepreneurs to
adopt such policies. In other words that, since entrepreneurship is a universal
aspect of human action, the entrepreneurial mind-set applies not only to the
private realm, but also to the public arena and the meta-rules followed by pol-
icymakers and that, as a result, appropriate political systems need to be in place.

The importance of institutions conducive to productive entrepreneurship
highlights the crucial role played by markets in creating incentives for productive
entrepreneurial behavior to take place. In Chapter 8, Kent Jones develops the
topic of institutions further by discussing the role of global markets and their
openness in generating an ever-growing pool of entrepreneurial opportunities.
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Jones defines globalization as the process of progressive integration of markets
around the world. While the study of domestic entrepreneurs focuses on those
who create new value in their national markets, global entrepreneurship focuses
on how new value is created through international transactions. The chapter
considers the role entrepreneurs play in extracting gains from international trade
and the impact they may have on a country’s comparative advantage and patterns
of trade.

The extent to which entrepreneurs operate abroad depends largely on the type
and incidence of transaction costs, network structures across borders, and on
how knowledge and technology about entrepreneurial opportunities spread.
Jones argues that entrepreneurs are, by definition, creative individuals at the
forefront of market development, who exploit opportunities and introduce in-
novation, change, and dynamism in markets across national borders. As a result,
any policies that limit import competition and the market signals associated with
it are implicit obstacles for entrepreneurs, and to the entire incentive structure of
entrepreneurship itself.

In view of the benefits that come from international entrepreneurship, pol-
icymakers from all countries face the challenge of creating a business environ-
ment that encourages these activities. Thus, Jones argues that a policy agenda
aiming at promoting global entrepreneurship must focus on the progressive
liberalization of global markets. To the extent that entrepreneurial activity is
linked to international trade, agencies such as the World Trade Organization im-
prove the global environment for entrepreneurs through the reduction of politi-
cal risk and uncertainty regarding foreign markets.

To summarize, Chapters 1 through 8 provide a review, from a variety of
disciplinary perspectives, of the main factors that influence entrepreneurial be-
havior such as cognitive processes, heuristic decision making, risk behavior,
economic incentives, social capital, and institutions. In spite of differences in
perspectives, the first eight chapters suggest that the same model of entrepre-
neurial behavior applies to all individuals, regardless of time and place. Namely,
individuals are sensitive to incentives and differ with respect to entrepreneurial
behavior because of differences in their psychological and socioeconomic back-
grounds. And yet, in the last two decades, a significant amount of literature has
addressed issues related to why certain groups seem to be more entrepreneurial
than others. In most cases, such differences may be reduced to differences in
institutional settings which, in turn, influence the socioeconomic environment of
individuals’ actions. Three groups exist, however, that warrant inclusion in this
volume since their analysis, in addition to having very significant policy im-
plications, may provide useful for our understanding of entrepreneurial behavior
in general. The three groups are minorities, immigrants, and women.

In Chapter 9, Jonathan Levie and David Smallbone take a management ap-
proach and ask if, with respect to entrepreneurship, immigrants and ethnic
minorities behave differently from native-born and ethnic majorities. Although
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being an immigrant and a member of an ethnic minority are two very different
things, in practice, these attributes are often, and in most countries, closely
interrelated.

The record on the entrepreneurial behavior of immigrants and ethnic mino-
rities is mixed. Most indicators suggest that rates of entrepreneurial activity differ
between different immigrant and ethnic minority groups within countries, across
countries, and over time. In some countries or regions, for example, some im-
migrant and ethnic minority groups show a high involvement in entrepreneurial
activity, bringing benefits to themselves and the host countries. In other cases, the
same immigrants and ethnic groups perform less well.

Levie and Smallbone’s review of research on ethnic and immigrant entre-
preneurship suggests that ethnic minority and immigrant status, on their own, do
not necessarily imply a higher (or lower) propensity to engage in entrepreneurial
activity. Minorities and immigrants behave exactly like anybody else once other
contingent factors, such as the length of time an individual has lived in the host
country, the circumstances that led to migration, and, especially, the opportu-
nities presented by the host environment, are taken into account.

Although the early literature on ethnic minority entrepreneurship emphasized
the role of cultural differences between ethnic groups as a key element responsible
for differences in entrepreneurship rates, more recent developments in the lit-
erature recognize that focusing exclusively on cultural traits overlooks what all
individuals have in common across cultures, namely alertness to profit oppor-
tunities and the desire to better their lot in life. Specifically, Levie and Smallbone
argue that overemphasizing the role of ethnicity rather than socioeconomic status
neglects to take into account the set of circumstances within the host country. In
other words, that ethnicity and minority status may matter given the contextual
circumstances but not as an autonomous factor.

Finally, in Chapter 10, Patricia Greene, Candida Brush, and Elizabeth Gate-
wood provide a survey of the rapidly expanding research on women’s entrepre-
neurial behavior. Taking a feminist point of view, they follow the development of
the field from the early 1970s up to contemporary works.

In their review, Greene, Brush, and Gatewood point out that research on
women’s entrepreneurial behavior, just as the majority of research on men, was
initially rooted in trait psychology and focused on personal characteristics. The
most frequently studied topics were women’s education, business experience,
skill sets, and psychological profiles including motivations and risk-taking pro-
pensity. Only in the 1980s, Greene, Brush, and Gatewood argue, with the rise of
feminist ideology and its application to the study of women’s entrepreneurship,
did sex begin to be considered as a physiological difference between men and
women, while gender began to refer to differences in patterns of behavior between
the sexes based on values and roles.

Within this context, research focusing on women entrepreneurs and on
women-led businesses studied motivations, internal attributes, entrepreneurial
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tendencies, and organizational behaviors. Unfortunately, the authors write,
studies in this tradition have provided conflicting findings. Some have found that
women display entrepreneurial behaviors that differ from those of men, in
particular with respect to risk-taking and profit motivation.'® Others have found
greater differences across job categories (managers and entrepreneurs) than
across men and women.'® Even in comparative studies, it is unclear whether the
impact of context differs between men and women. Overall, Greene, Brush, and
Gatewood conclude that, in spite of significant progress, the field is still char-
acterized by a variety of inconclusive findings and it is still far from having
developed a comprehensive theory of women’s entrepreneurship.

The study of women entrepreneurship has, very recently, been addressed by
some works rooted in behavioral economics and evolutionary psychology. These
works have provided some evidence that, unlike immigrant and minority status
where no systematic differences appear to exist across groups, some systematic
differences with respect to entrepreneurial behavior may exist between men and
women.?® Although very new, this line of research looks very promising for this
area of inquiry.

To summarize, in this volume, entrepreneurial behavior is described as a
universal aspect of human action related to individuals’ ability to perceive op-
portunities for potential changes that may improve their lives. Entrepreneurs are
individuals motivated by economic incentives, but also by personal aspirations
and social considerations and constraints. Furthermore, since entrepreneurs as-
sess risks and opportunities, their institutional context, both locally and inter-
nationally, matters.

Overall, the volume makes several contributions. First, each chapter provides a
state-of-the-art treatment of a topic and a broad literature review. Second, the
diverse approaches presented across chapters provide interesting perspectives not
only on theory but also on the possibilities of applied methods ranging from
mathematical and econometric formulations, to experimental techniques, to
anthropological and ethnographic methods. Third, all chapters highlight areas of
inquiry where more research is needed. Thus, it is hoped that some readers will be
inspired to take on new and interesting projects.

Finally, and perhaps most important, the volume introduces readers to the
opportunities presented by a true social science approach to the study of en-
trepreneurial behavior. All authors in this volume refer to insights provided from
disciplines other then their own. Thus, although contributions to our under-
standing of entrepreneurial behavior must be grounded in disciplinary founda-
tions such as those of economics, psychology, anthropology, and other social
sciences, only by viewing the study of entrepreneurial behavior as an area of social
science and entrepreneurship as a universal aspect of human actions we can hope
for theoretical unity in entrepreneurship studies. Any other attempt to under-
stand entrepreneurship would have to divide observable behaviors between en-
trepreneurial and nonentrepreneurial. But any such division would have to be
necessarily arbitrary and, therefore, scientifically unsatisfactory.



INTRODUCTION xix
NOTES

1. M. Minniti and R. Koppl, “Market Processes and Entrepreneurial Studies,” in
Handbook of Entrepreneurship Research, eds. Z. Acs and D. Audretsch (UK: Kluwer Press
International, 2003), 81-102.

2. W. Baumol, “Entrepreneurship in Economic Theory,” American Economic Review
Papers and Proceedings 2 (1968): 64—71, p. 64.

3. W. B. Gartner, “Is There an Elephant in Entrepreneurship? Blind Assumptions in
Theory Development,” Entrepreneurship Theory and Practice 25, no. 4 (2001): 27-39.

4. 1. Kirzner, Competition and Entrepreneurship (Chicago: University of Chicago Press,
1973); L. Kirzner, “Uncertainty, Discovery, and Human Action: A Study of the En-
trepreneurial Profile in the Misesian System,” in Method, Process, and Austrian Econom-
ics: Essays in Honor of Ludwig von Mises, ed. 1. Kirzner (Lexington, MA: Lexington
Books, 1982); L. Kirzner, “Entrepreneurial Discovery and the Competitive Market Process:
An Austrian Approach,” Journal of Economic Literature 35 (1997): 60-85; G. O’Driscoll and
M. Mario Rizzo, The Economics of Time and Ignorance (Oxford: Basil Blackwell, 1985).

5. A. Aktipis and R. Kurzban, “Is Homo Economicus Extinct? Vernon Smith, Daniel
Kahneman and the Evolutionary Perspective,” in Evolutionary Psychology and Economic
Theory, vol. 7 of Advances in Austrian Economics, ed. R. Koppl (Amsterdam: JAIL, 2004).

6. M. W. Matlin, Cognition, 5th ed. (Fort Worth: Harcourt College Publishers,
2002).

7. A. Tversky and D. Kahneman, “Judgment under Uncertainty: Heuristics and
Biases,” Science 185 (1974): 1124-1131, reprinted in Judgment and Decision Making—An
Interdisciplinary Reader, 2nd ed., eds. T. Connolly, R. A. Hal, and K. R. Hammond
(Cambridge: Cambridge University Press, 2000).

8. F. Knight, Risk, Uncertainty, and Profit (New York: Augustus Kelly, 1921).

9. G. Calvo and S. Wellisz, “Technology, Entrepreneurs, and Firm Size,” Quarterly
Journal of Economics 95 (1980): 663—677; R. E. Kihlstrom and J. J. Laffont, “A General
Equilibrium Entrepreneurial Theory of Firm Formation Based on Risk Aversion,” Journal
of Political Economy 87 (1979): 719-749; R. E. Lucas, “On the Size Distribution of
Business Firms,” Bell Journal of Economics 9 (1978): 508-523.

10. S. N. Durlauf, “Bowling Alone: A Review Essay,” Journal of Economic Behavior
and Organization 47 (2002): 259-273; M. Woolcock, “The Place of Social Capital in
Understanding Social and Economic Outcomes,” Canadian Journal of Policy Research 2
(2001): 11-17.

11. J. Coleman, The Foundations of Social Theory (Cambridge, MA: Harvard Uni-
versity Press, 1990).

12. K. Annen, “Social Capital, Inclusive Networks, and Economic Performance,”
Journal of Economic Behaviour and Organisation 50 (2003): 449—-463.

13. H. Aldrich, Organizations Evolving (Newbury Park, CA: Sage, 1999); P. H. Kim
and H. E. Aldrich, “Social Capital and Entrepreneurship,” Foundations and Trends
in Entrepreneurship 1 (2005): 56—104; M. Jackson and A. Wolinski, “A Strategic Model
of Social and Economic Networks,” Journal of Economic Theory 71 (1996): 44-74;
R. Kranton and D. Minehart, “A Theory of Buyer-Seller Networks,” American Economic
Review 1 (1998): 570—601.

14. M. Minniti, “Entrepreneurship and Network Externalities,” Journal of Economic
Behavior and Organization 57 (2005): 1-27.



XX INTRODUCTION

15. M. Minniti, “Organization Alertness and Asymmetric Information in a Spin-Glass
Model,” Journal of Business Venturing 19, no. 5 (2004): 637—-658.

16. Minniti, 2005.

17. William J. Baumol, “Entrepreneurship: Productive, Unproductive and Destruc-
tive,” The Journal of Political Economy 98 (1990): 893-921.

18. A. MacNabb, J. McCoy, P. Weinreich, and M. Northover, “Using Identity
Structure Analysis (ISA) to Investigate Female Entrepreneurship,” Entrepreneurship and
Regional Development 5, no. 4 (1993): 301-313.

19. E. A. Fagenson, “Personal Value Systems of Men and Women Entrepreneurs
Versus Managers,” Journal of Business Venturing 8 (1993): 409-430.

20. N. Langowitz and M. Minniti, “Gender Differences and Early-Stage Entrepre-
neurship,” Entrepreneurship Theory and Practice (in press); M. Minniti and C. Nardone,
“Being in Someone Else’s Shoes: Gender and Nascent Entrepreneurship,” Small Business
Economics (in press).



1

Entrepreneurial Behavior
as a Human Universal

Roger Koppl

The conclusion we can draw from the state of the art of the research on entrepreneurship
is that the most interesting studies are often located at the borders between disciplines,
such as those by economists who reject simple rational models and recognize the in-
fluence of social interaction and culture, or by sociologists and anthropologists who
reject oversocialized conceptions of man and take into account the strategies of indi-
vidual actors.

—Alberto Martinelli'

The central figure in entrepreneurship research is the entrepreneur. This is the
individual without whom our object of inquiry disappears. One might expect,
then, that all our efforts would be based on a clear, scientific understanding of
entrepreneurs and their function. This is not the case, however. We do not know
who the entrepreneur is and what makes him or her an entrepreneur. The pur-
pose of this chapter is to clarify these issues. As we shall see, this task requires us
to establish some foundational points in entrepreneurship theory.

Confusion over the identity of the entrepreneur does not reflect any neglect of
the question by entrepreneurship scholars. On the contrary, the problem has
received considerable attention in the entrepreneurship literature. It is a difficult
scientific problem, however, to decide precisely who is an entrepreneur and what
entrepreneurial behavior is. Different answers have been proposed without a
consensus view emerging.” Progress and consensus are possible if we are willing
to shift our perspective a bit and recognize entrepreneurial behavior as a universal
aspect of human action.

As T argue below, entrepreneurs are not a class of people distinct from other
persons, and entrepreneurial behavior is not a class of actions distinct from other
actions. Entrepreneurship is an aspect of all human action. Entrepreneurship is
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a human universal. If so, then entrepreneurship theory must be a part of a broader
social theory that encompasses many areas, including sociology, psychology,
economics, and finance.

Viewing entrepreneurship as a human universal requires us to view it si-
multaneously as a characteristic of the entrepreneur and a description of what the
entrepreneur does. Entrepreneurs are change agents, which is to say they are in-
novators. To innovate, however, one must be alert to new opportunities for
innovative actions. Thus, our concept of what the entrepreneur does, namely
innovate, implies something about what the entrepreneur is like, namely alert.
The coin has two sides: One side shows us what the entrepreneur is like, while the
other side shows us what the entrepreneur does. Most definitions of entrepre-
neurship today refer to one side of the coin or the other, but not both.

The unified view of entrepreneurial behavior as a human universal was put
forward by Israel Kirzner.” Kirzner’s theory has been misconstrued as static and
narrowly economic, as the example of Scott Shane illustrates.* A proper under-
standing of Kirzner’s theory, however, shows that it is a vital and dynamic element
of a general social theory comprising each of the special social and behavioral
sciences such as economics, sociology, and psychology. Kirzner’s theory emerged
from, and is a part of, the modern Austrian school in economics.” While this
might suggest disciplinary narrowness, the Austrian tradition views economics as
merely one branch of a general social theory. Thus, I will speak of the Austrian
school rather than Austrian economics, and I will speak of post-Kirznerian theory
rather than post-Kirznerian economics.®

The next section gives a quick overview of Kirzner’s theory in the context of
the Austrian school of economics from which it derives. The section following it
examines the problem (as I see it) that entrepreneurship scholars do not have a
common theory. Doing so sets the context for the following section, which
resolves the problem by proposing a unified perspective on entrepreneurial be-
havior. This section develops Kirzner’s theory more carefully, including an ex-
ploration of some of the important dimensions of the theory, such as the role of
uncertainty in creating entrepreneurial opportunities. The section following it
puts flesh on the claim of earlier sections that Kirzner’s theory is transdisci-
plinary. As my epigraph suggests, I share the common view that entrepreneurial
studies must draw on the results of several social science disciplines. It is im-
portant, therefore, to demonstrate that the post-Kirznerian theory I propose is
genuinely transdisciplinary. The final section contains a few closing remarks.

POST-KIRZNERIAN THEORY AND THE MODERN
AUSTRIAN SCHOOL

Israel Kirzner first set out the elements of his theory of entrepreneurial be-
havior in his 1973 book, Competition and Entrepreneurship.” In this work, he gives
entrepreneurship a double meaning. First, it is alertness to new opportunities.
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Second, it is the arbitrage that follows the alert discovery of an opportunity.
According to Kirzner, alertness “is present in all human action” and is “an ele-
ment which, although crucial to economizing, maximizing, or efficiency criteria,
cannot itself be analyzed in [those] terms.”®

Kirzner contrasted his model of entrepreneurial behavior with the “rational
choice” model of neoclassical economics.” In Kirzner’s early statement of the
theory in 1973, entrepreneurs live in the static world of neoclassical economics.
Alertness to new opportunities is the vital human element missing from the
rational choice model. In such a world, the only entrepreneurial opportunities to
be found are opportunities for risk-free simultaneous arbitrage. These arbitrage
opportunities all come from preexisting price differences. Thus, entrepreneurial
opportunities were just “out there” waiting to be discovered. Kirzner chose to
place his entrepreneurs in such a thin and timeless world because he was ad-
dressing neoclassical economists. Kirzner showed that the static models of neo-
classical economics (c. 1973) required the addition of entrepreneurial behavior.
The equilibrium assumed by neoclassical theory could never be reached without
entrepreneurial behavior because movement toward equilibrium requires some-
one to change his plans and that cannot happen without entrepreneurial alert-
ness. Even static neoclassical economic theory requires an agent of change,
namely, the entrepreneur.

The robot of old-fashioned neoclassical economics, however, could never
change its program of action. A new program, a new ends-means framework,
cannot itself be part of the old program; otherwise it would not be new. Real
people, however, do change their programs of action. They are alert to oppor-
tunities for gain and change their plans whenever they discover one. In Com-
petition and Entrepreneurship, Kirzner had shown that even if you had the static
world of neoclassical economics, you would still need entrepreneurial behavior to
bring order to events. Unfortunately, the “even if” assumption of a static world
has often been mistaken for a necessary assumption of his theory. The truth is
almost the opposite. Indeed, Kirzner made a radical departure from static as-
sumptions in 1982 with the publication of his article “Uncertainty, Discovery,
and Human Action: A Study of the Entrepreneurial Profile in the Misesian
System.”"’

In seminars and private conversations, Kirzner has repeatedly insisted that the
static assumptions of Competition and Entrepreneurship were meant as simpli-
fying assumptions suited to his audience and purpose and were never meant to
deny the dynamic points about time and uncertainty that were the center of his
1982 article. He has repeatedly cited his 1982 paper as an important statement
clarifying the meaning of his 1973 book and has indicated to me that the three
main statements of his position are Competition and Entrepreneurship (1973),
“Uncertainty, Discovery, and Human Action” (1982), and “Entrepreneurial Dis-
covery and the Competitive Market Process” (1997).""

It is useful to distinguish the seemingly static theory of Kirzner’s Competition
and Entrepreneurship from the subsequent writings of the modern Austrian
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school. I will use the term post-Kirznerian theory to identify these later works, in
which time and uncertainty are central elements.'” Kirzner’s 1982 article is the
first important contribution to post-Kirznerian theory."> The Economics of Time
and Ignorance, by O’Driscoll and Rizzo, is the second."* Together they helped
establish time and uncertainty as essential to our thinking about entrepreneurial
behavior."”

Post-Kirznerian theory has produced an institutionally rich theory, in which the
dynamic market process creates not only uncertainty, but also opportunities for
entrepreneurial action. Post-Kirznerian theory integrates economic, sociological,
and psychological perspectives in the context of a vision of the dynamic market
process as a complex adaptive system. In “Austrian Economics at the Cutting
Edge,” I explain how post-Kirznerian theory relates to modern economics.'®

Post-Kirznerian theory has an important advantage for entrepreneurship
theory: It is not (as we might say) econo-centric. In other words, post-Kirznerian
theory recognizes that economic action, and all human action, happens in a social
context that shapes the goals and thinking (the cognition) of the people taking
those actions.!” Post-Kirznerian theory builds on the broad notion of human
action, rather than the narrow ideas of economic man.'® It replaces homo eco-
nomicus with homo sapiens.19 Thus, in post-Kirznerian theory, traditional eco-
nomics is merely one branch of a unified social science. Kirzner’s teacher Ludwig
von Mises used the term praxeology to identify this general theory of social sci-
ence. Economics, Mises explained, is “a part, although the hitherto best elabo-
rated part, of a more universal science, praxeology.”20 Following Mises, Kirzner
said, “The praxeological view sees economic science as the branch of praxeology
that has been most highly developed.”*" *

The Austrian context of post-Kirznerian theory is important. Entrepreneur-
ship research is highly interdisciplinary. This interdisciplinarity has been an
obstacle to a comprehensive theory of entrepreneurial behavior. One researcher
emphasizes economic factors, another emphasizes psychological factors, and still
another emphasizes sociological factors. The Austrian school, however, is trans-
disciplinary. It represents that much needed integrated view of social science I
mentioned earlier. Post-Kirznerian theory is thus able to integrate insights from
different disciplines. It gives us theoretical foundations for a unified view of
entrepreneurial behavior, showing that the field is defined not by its object of
inquiry, but by its point of view.*’

THE PROBLEM

I have noted earlier that there is no consensus on who is an entrepreneur. This
fact reflects a difficulty with entrepreneurship research that might be attributed to
its relative youth as a separate discipline.** Entrepreneurship research today is
rich in facts but poor in theory. Entrepreneurship scholars have produced many
important empirical results. No broad theoretical framework has yet emerged,
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however, that might give them coherence and order. But there is no progress
without theory. Without a broad theoretical framework for scholarly work in
entrepreneurship, it is hard to decide which empirical results are complementary
and which are contradictory, which are more important and which less. It is hard
to know what general inferences to draw and which puzzles and questions are
most worth examining. “We are getting more pieces of the puzzle, but no picture
is emerging.”*

I have said that there are many empirical works in entrepreneurial studies,
but no unifying theory. This claim should not be taken to imply that these em-
pirical works are, somehow, theory free. They often have quite strong theoretical
grounding. But there is little or no theoretical consistency from one scholar to the
next and one study to the next. I believe the root cause of this unproductive form
of theoretical diversity is the lack of generally agreed upon criteria for what
counts as entrepreneurial behavior. Along similar lines, Shane and Venkataraman
say, “Perhaps the largest obstacle in creating a conceptual framework for the
entrepreneurship field has been its definition.”>°

Within entrepreneurial studies, two competing notions of entrepreneurship
dominate. On the one hand, entrepreneurship may refer to what entrepreneurs are
like. On the other hand, it may refer to what the entrepreneur does. This basic
division was already in place in 1990 when Gartner published a study showing
that the professionals he surveyed fell into two groups, each with a different basic
concept of entrepreneurship. The first group thought of the characteristics of
entrepreneurship and the second thought of the outcomes of entrepreneurship
such as creating value or owning an ongoing business.”’”

Gartner’s first definition, concerning the characteristics of entrepreneurship, is
most commonly identified today as opportunity recognition. Entrepreneurs are
distinguished by their propensity to recognize opportunity.”® Advocates of this
definition of entrepreneurship include Shane and Venkantaraman.*® Gartner’s
second definition, concerning the outcomes of entrepreneurship, is most com-
monly identified today as innovation and firm formation. Entrepreneurs launch
innovations and found enterprises. Advocates of this definition of entrepreneur-
ship include Low and MacMillan.”

Many scholars in management and entrepreneurship believe that opportunity
recognition is the characteristic feature of entrepreneurial behavior. Others in
this field believe that firm formation or innovation is the characteristic feature of
entrepreneurial behavior. Both concepts are quite reasonable, and a good case
can be made for either one. I am not aware of any compelling argument to aban-
don one of the two in favor of the other. And because each definition excludes the
other, neither one enables us to enjoy the full benefits of the diversity of disci-
plinary perspectives relevant to entrepreneurship.’!

We need a broad theory of entrepreneurship that will bring order, coherence,
and unity to the growing body of empirical research in entrepreneurship. In this
sense, we need a unifying theory. In this essay I will not pretend to provide all
details of such a theory. I will, however, attempt to explain the most important
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and fundamental elements of such a theory. The first and most important task of
such a theory is to give a coherent account of the entrepreneur as an individual.

In this section, I have pointed to the theoretical incoherence and disunity of
studies of entrepreneurship and to the need for a unified theory. I explain the
elements of such a theory in the next section, where I argue that post-Kirznerian
theory offers a unified perspective, encompassing both opportunity recognition
on the one hand and innovation and firm formation on the other.

A UNIFIED PERSPECTIVE ON
ENTREPRENEURIAL BEHAVIOR

The post-Kirznerian theory of entrepreneurial behavior I propose in this essay
might be divided into three main pieces. First, there are the most fundamental
elements identifying what entrepreneurs do and what entrepreneurs are like. As
we shall see, the key concepts are alertness, discovery, and innovation. Thus, the
first subsection that follows discusses the elements of post-Kirznerian theory.
Second, we may ask what sort of a world permits alert entrepreneurs to discover
opportunities for profitable innovations. Thus, the second subsection that fol-
lows argues that such innovations are possible only in the context of “uncer-
tainty” and explains the post-Kirznerian theory of uncertainty. Third, we may ask
how entrepreneurs gear into the world. How do they put their innovations into
practice? Addressing this question, the third and final subsection examines the
entrepreneurial process.

Fundamental Elements of Post-Kirznerian Theory

Post-Kirznerian theory, I have said, can offer us a unified perspective on
entrepreneurial behavior. The key concepts are Israel Kirzner’s twin notions of
alertness and innovation and his notion of discovery as a bridge linking alertness
to innovation. As I will explain presently, alertness leads necessarily to discovery
and discovery leads necessarily to innovation.

Alertness is the leading concept in post-Kirnzerian theory. Alertness is alert-
ness to opportunities. We are alert to opportunities to revise our plans and habits,
to do something new. Thus, we are alert to desirable ways of changing the ends-
means framework with which we have been operating.®” If the prospective change
is desirable, it is because it seems to offer a gain, that is, a profit. Discovery is
finding such a profit opportunity. As the term is used in post-Kirnerzian theory,
an entrepreneur may discover the results of his or her own creative imagination.
Sometimes the entrepreneur discovers what is “out there”; sometimes the en-
trepreneur discovers his or her own creation. Finally, when a discovery is made,
the entrepreneur acts on it by taking the innovative action newly available. The
concept, though not the word, innovation is prominent in Kirzner’s work. As I
note again here, for Kirzner, the element in decision making that “cannot. .. be
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explained by [standard economic] rationality” is “the selection of the ends-
means framework” within which action occurs. Kirzner notes that the selection
of an interpretive framework is “essentially creative.””> This “creative” act is
necessarily an innovation for the person undertaking it. Thus, the concept of
innovation is essential to Kirzner’s theory even though he tended to use a dif-
ferent vocabulary. The new action may, of course, be the founding of a new
enterprise.

Kirzner recognized the creative element in entrepreneurship in the seminal
article of 1982 to which I have referred already. There he notes that “[a]lertness
must, importantly, embrace the awareness of the ways in which the human agent
can, by imagination, bold leaps of faith, and determination, in fact create the
future for which his present acts are designed.””* He cites favorably Lawrence
White’s remark that “[e]ntrepreneurial projects are not waiting to be sought out
so much as thought up” and Ludwig Lachmann’s dictum that “[t]he future is
unknowable, though not unimaginable.”*>

This brief sketch of the theory of entrepreneurship would seem to apply quite
widely and well beyond the context of creating a new business. And indeed it
does. At the highest level of abstraction, entrepreneurship is an aspect of action.*®
Thus, we may use a simple and homey example to illustrate the leading ideas of
the post-Kirznerian theory of entrepreneurial behavior.

A professor walks the same route to class every day.”” His path is optimal given
his knowledge; it gets him there in the least time. One day he discovers that a
slightly roundabout route allows him to avoid his dean, who usually pesters
him along his accustomed path. He takes the new route and avoids the dean.
Our professor has found a new ends-means framework. He had been minimiz-
ing travel time; he now minimizes the bother of getting to class, considering
both travel time and obnoxious deans. Thus, his ends have changed. The means
have changed too; he takes a different route. Our professor could have made
this change only by being alert to the opportunity to improve his situation by
changing his route. The new, roundabout route was a profit opportunity; he
could profit by switching to the new route. When he discovered it, his actions
changed. His actions had to change if the new route was truly a profit oppor-
tunity. For him this is an innovation. If he had considered the new route but
found it to be too long, then it would not have been a true profit opportunity and
he would not have taken it. Of course, the dean may find the professor along the
new route too and the new plan may fail. It is not profit that drives the professor
to the new route but the expectation of profit.

As I have noted already, in post-Kirznerian theory, entrepreneurship is an
aspect of action. In Kirzner’s words, “[T]he entrepreneurial element cannot be
abstracted from the notion of individual human action.””® This fact follows from
what I will call the “groundhog principle.” The groundhog principle says that
every context for action is in some degree novel, if only because the actor has lived
through all his previous experiences before the current situation arose. This point
was made by the philosopher Henri Bergson and, perhaps, by others before



8 PEOPLE

him.* More recently, it was used as a plot device in the Hollywood movie
Groundhog Day.** The protagonist rises each day to find that it is precisely the
same as the previous day. Every day is February second; every day is Groundhog
Day. The townspeople are unaware of this and behave identically on each re-
peated day. But the protagonist is aware of the past Groundhog Days and behaves
differently from repeated day to repeated day. Even in the fantasy setting of this
Hollywood movie, every context for action is in some degree novel, if only
because the individual has lived through all his or her previous experiences before
the current situation arose. This insight is the groundhog principle.

The protagonist of Groundhog Day varied his actions over time, sometimes
slightly, sometimes radically. By the groundhog principle, he was always facing
something at least a little bit new and unprecedented. Thus, he had to improvise
even if only slightly. The groundhog principle tells us, then, that all action must
be in some degree an improvisation. To improvise is to do something new and
different. It is to innovate. Thus, all action is innovation. But an innovation im-
plies a previous discovery of an opportunity. And such a discovery can be made
only if the actor is alert.

It is only by viewing entrepreneurship as an aspect of all human actions that
we can hope for theoretical unity in entrepreneurship studies. Any other ap-
proach to identifying entrepreneurial behavior would have us divide observable
behaviors into those we will classify as entrepreneurial and those officially labeled
nonentrepreneurial. But any such division is more or less arbitrary and open to
objection. For example, if “opening a business” is the dividing line, some will
object that “intrapreneurs” and social entrepreneurs are wrongly excluded.

Although entrepreneurship is an aspect of all human actions, most studies in
entrepreneurship will, presumably, be conducted at a somewhat lower level of
abstraction. The operational meaning of entrepreneurship will often be “starting a
new business.” Almost by definition, however, any theory capable of integrating
the many diverse strands of entrepreneurship research will have to be relatively
abstract and general. At the highest level of abstraction, all persons are entre-
preneurs, entrepreneurial behavior is a human universal, and the theory of en-
trepreneurship is a way of looking at all human action. Thus, entrepreneurship
theory is the social science that views social processes from the perspective of the
element of change and improvisation in all human action. For this reason it is
sensible to have theories of corporate entrepreneurship, social entrepreneurship,
political entrepreneurship, and so on. As mentioned earlier, the field is not de-
fined by its object of inquiry, but by its point of view.*'

As we have seen in the context of the groundhog principle, every context for
action is in some degree novel and every action is in some degree an improvi-
sation. Thus, entrepreneurs live in an uncertain world. Indeed, what sense would
it make to imagine innovative entrepreneurs in a mechanical world without
uncertainty? Uncertainty is an important and, I shall argue, necessary element of
the world in which entrepreneurs act. It is important, therefore, to have as much
clarity as we can about the nature of uncertainty and its influence on action.
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Thus, the next subsection examines the post-Kirznerian theory of entrepreneurial
uncertainty.

A Post-Kirznerian Understanding of Entrepreneurial Uncertainty

Israel Kirzner’s teacher, Ludwig von Mises, defined the entrepreneur as an
“acting man exclusively seen from the aspect of the uncertainty inherent in every
action.”** As the word is used here, uncertainty is distinguished from risk. When
numerical probabilities (1) exist, (2) are known, and (3) cover all possibilities, the
situation is one of risk. When one or more of these three conditions fails the sit-
uation is one of uncertainty, not risk. In situations of risk, one may apply the
probability calculus and the logic of Bayesian decision making. In situations of
uncertainty this is generally not possible.*’

Discussions of risk and uncertainty can grow complicated. For example, in the
last paragraph I spoke of situations of risk and situations of uncertainty without
specifying whose perceptions of risk and uncertainty matter. If I observe someone
rolling dice who cannot calculate the probabilities involved, we might say that
this is a situation of risk because we, the observers, know the probability of each
outcome. We might, however, say that this is a situation of uncertainty because
the person rolling the dice does not know the relevant probabilities. Some writers
rank situations of uncertainty according to how fundamental, in some sense, the
uncertainty is.** From such a perspective, it may seem a mild form of uncertainty
when probabilities are merely hard to calculate, whereas a more fundamental
uncertainty exists when different outcomes do not exist ahead of time. “Funda-
mental uncertainty,” Dequech says, “is characterized by the possibility of crea-
tivity and non-predetermined structural change. The list of possible events is not
predetermined or knowable ex ante, as the future is yet to be created.”*?

Kirzner’s concept of uncertainty is close to Dequech’s “fundamental uncer-
tainty.” In the “open-ended” world Kirzner imagines, entrepreneurial behavior is
linked to “the unpredictable, the creative, the imaginative expressions of the
human mind.”*® Kirzner links uncertainty to “an element” in decision making
that “cannot. .. be explained by [standard economic] rationality,” namely, “the
selection of the ends-means framework” within which action occurs.*” The se-
lection of an interpretive framework is “essentially creative.”*® Kirzner empha-
sizes that uncertainty in his sense is not just the difficulty of forecasting. For
Kirzner, it “is not a matter of two unfolding tapestries, one the realized future, the
second a fantasized [picture of] what the first might look like.” Instead, the
entrepreneur is “motivated to bring about correspondence” between his vision
and reality.*

Kirzner’s last point may deserve some elaboration. Consider a theater patron
after the second act. He does not know what will happen in the third act. He
might guess, but his guesses will not influence what the actors do on stage. Social
scientists often think of uncertainty in such theater-going terms. It is an error to
do so. Post-Kirznerian theory recognizes that entrepreneurs are not like theater



10 PEOPLE

patrons. They can act, and their actions are aimed precisely at changing the
future. As Butos and I have put it, “our knowledge of future events is in the form
of a kind of architecture of the situation. The future is not a sequence of specific
events, but a field of action. Indeed, if the future were not uncertain for the
passive observer, it could not be the object of action for the active participant.
We act in the world precisely to change the course of events. Uncertainty does not
prohibit action; it makes action possible.””°

As we have seen, in post-Kirznerian theory the entrepreneur acts in and
through time. No time, no uncertainty. The passing of time implies that entre-
preneurial innovations are launched over time and come to fruition only after the
passage of some time, however much or little. Thus, post-Kirznerian theory im-
plies that there is an entrepreneur process that carries an entrepreneur from his
first moment of alertness to the final execution of a plan of action. The next
subsection examines this entrepreneurial process.

Austrian Understandings of the Entrepreneurial Process

Post-Kirznerian theory recognizes that, because entrepreneurial opportunities
may be complex, there is an entrepreneurial process. This process may be de-
scribed by the “logic of effectuation” described by Sarasvathy.”' Entrepreneurial
plans start out vague. They are refined and altered as entrepreneurs put the pieces
together. They are making a deal or a linked set of them. Thus, they must adjust
to the wishes of others. They will learn from them too. The plans they finally
execute are the results of this process. In this sense, the entrepreneur’s plans are
endogenous to the process of negotiation with other stakeholders in the enter-
prise that eventually emerges from this same process.”

A broadly similar analysis of the entrepreneurial process has been provided by
Harper.”> As Minniti and I have explained, “Harper suggests that the entrepre-
neurial process is similar to the scientific process of conjecture and refutation” as
articulated in the philosophy of Karl Popper.”* “Entrepreneurship,” for Harper,
“begins with the alert discovery of an opportunity,” which is “like the scientist’s
conjecture” because it is “a prediction (of success in the marketplace) that must
be tested.” The test is made through market research or talking to others. The
entrepreneur learns from this “test” and modifies his plan, which is then subject
to another similar “test.” The process may repeat any number of times. Even-
tually, entrepreneurs put their ideas to a market test. That experience produces
new learning, which inspires entrepreneurs to revise their business plans again. In
Harper’s theory, therefore, the process is ongoing.>

The entrepreneurial process as described by Sarasvathy might seem to suggest
that entrepreneurs do not calculate.®® As Minniti and I have explained, however,
even the simplest entrepreneurial opportunity requires calculation.”” If I am to
buy here and sell there, I had better compare the two prices to be sure that the
selling price exceeds the buying price—and that is a calculation. More complex
cases require more complex calculations, which may also be less certain. However
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much inspiration and creativity enter the entrepreneurial process, each new (con-
tingent) business plan requires new calculations of prospective profit.

The nature of the entrepreneurial process is incompletely understood. It is an
area requiring close empirical study. Austrian understandings of entrepreneurial
behavior recognize both the vital element of radical or fundamental uncertainty
and the centrality of numerical calculations of prospective profit. Some discus-
sions of the entrepreneurial process implicitly deny the uncertainty inherent in all
human action, or model it as a probabilistic risk. Other discussions, in contrast,
emphasize fundamental uncertainty, while ignoring or denying the importance of
monetary calculation. Post-Kirznerian theory, instead, has always recognized that
monetary calculations are our best guide in a world of radical uncertainty.*®

In this section, I have outlined the elements of a post-Kirznerian theory of
entrepreneurship. The most fundamental elements of the theory are the concepts
of alertness, discovery, and innovation. By the groundhog principle, we know
that alertness, discovery, and innovation are possible only in a world of time and
uncertainty. We thus examined both the entrepreneurial process and the post-
Kirznerian theory of uncertainty. I believe that these elements of post-Kirznerian
theory will prove to be useful, indeed, indispensable foundations for a unified
theory of entrepreneurial behavior. If that claim is correct, however, it must be
consistent with the long-established fact that the field of entrepreneurial studies
draws on the results of several social science disciplines and is, in this sense,
transdisciplinary, as explained in the next section.

DISCIPLINARY AND TRANSDISCIPLINARY PERSPECTIVES
ON ENTREPRENEURIAL BEHAVIOR

Post-Kirznerian theory allows us to examine the entrepreneur from several
diverse perspectives, including those of complexity theory, management, finance
economics, sociology, and psychology. Unfortunately, Kirzner’s work has some-
times been misconstrued as somehow prohibiting researchers from taking a
transdisciplinary approach. Scott Shane provides a rather flamboyant example of
this error.”

Shane contrasts psychological approaches to entrepreneurship with the sup-
posed approach of the Austrian school.®® From the post-Kirznerian perspective,
this is a puzzle. While Kirzner himself did largely eschew psychological inquiries,
especially in Competition and Entrepreneurship, he explicitly recognized that
psychological factors influence the different degrees of alertness characterizing
different people. “To be a successful entrepreneur,” Kirzner explains, “requires
vision, boldness, determination, and creativity. There can be no doubt that in the
concrete fulfillment of the entrepreneurial function these psychological and
personal qualities are of paramount importance. It is in this sense that so many
writers are undoubtedly correct in linking entrepreneurship with the courage and
vision necessary to create the future in an uncertain world.”®" Under Kirzner’s
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direction, Benny Gilad (1981) wrote a dissertation on entrepreneurship that
relied on a psychological concept that was explicitly dismissed by Shane as, some-
how, inconsistent with the Austrian school, namely, “locus of control.”%? Citing
Gilad, the Austrian economist David Harper makes use of this same psycho-
logical concept of locus of control to explain both why some individuals are more
entrepreneurial than others and why different social and legal institutions tend
to produce different levels of entrepreneurship in the populations subject to
them.®

Shane’s notion that the psychological dimension of entrepreneurship is some-
how denied by the Austrian school becomes even more puzzling when we con-
sider that learning is, after all, a psychological phenomenon. It was the great
Austrian economist F. A. Hayek who first argued that any statement about the
process of equilibration is necessarily a statement about entrepreneurial learning.
The “assertion that a tendency toward equilibrium exists,” Hayek explained, “can
hardly mean anything but that, under certain conditions, the knowledge and
intentions of the different members of society are supposed to come more and
more into agreement or, to put the same thing in less general and less exact but
more concrete terms, that the expectations of the people and particularly of the
entrepreneurs will become more and more correct.”®* Hayek’s 1937 article is a
classic of the Austrian school and of modern economics. It is a part of the cannon
of post-Kirznerian theory just as it was part of the cannon of the Austrian school
before the post-Kirznerian stage. Kirzner’s theory was always a theory about
learning in the market process and learning, as I have noted, is a psychological
process. Far from being inconsistent with the Austrian school, as Shane claims,
the psychological understanding of entrepreneurship is central to it.

Entrepreneurs are social actors. Therefore, social psychology should not be
neglected by scholars of entrepreneurship. Evolutionary psychology is an im-
portant recent development that has not yet had as great an influence on entre-
preneurial studies as it probably deserves.®> The recent revolution in cognitive
science may also prove useful to entrepreneurship researchers. The new field of
neuroeconomics is an important part of this revolution.®®

Like psychology, sociology is an important perspective on the entrepreneur.
Post-Kirznerian theory is better suited to integrate the economic and sociolog-
ical perspectives than, perhaps, any other modern school of economics. Post-
Kirznerian theory builds on the foundations of sociology of Max Weber and
Alfred Schutz.®” Thus, it is not imperialistic toward sociology or, indeed, any
other social science or business discipline. The Weberian tradition is only one of
the many valuable sociological traditions on which scholars of entrepreneurship
should build. Among them, Mark Granovetter’s network analysis has provided
important tools of analysis as illustrated by the work of Howard Aldrich.®®

Psychology, sociology, and economics are but three of the many disciplines
upon which scholars of entrepreneurship should draw. Complexity theory, for
example, helps us to understand how the actions of individual entrepreneurs
influence the overall behavior of the system. Minniti provides an important



ENTREPRENEURIAL BEHAVIOR AS A HUMAN UNIVERSAL 13

example of how to link individual action and overall outcome in the context of a
complexity model.*”’

Between economics and sociology is the important field of economic sociol-
ogy as developed by Richard Swedberg et al.”’ Unfortunately, entrepreneurship
scholars do not seem to have made much use of this literature, in spite of several
works from this tradition that directly address issues in entrepreneurship.”’ This
fact may represent an opportunity for an academic entrepreneur to bring the lit-
erature on economic sociology into greater contact with the literature in entre-
preneurial studies.

Thus far, T stressed that scholars of entrepreneurship should not construe
post-Kirznerian theory to exclude psychological or sociological insights. Nor
should they dismiss insights coming from traditions in economics other than the
modern Austrian school, for example, Schumpeter and modern evolutionary
economics.”> Complexity economics has proved useful to entrepreneurial studies
as noted earlier. The foundational work of William Baumol shows that orthodox
neoclassical economics has in fact an important place in the study of entrepre-
neurship and should be taken very seriously.””

CONCLUSION

The entrepreneur is the central individual in entrepreneurial studies. We have
not had, however, a clear and well-developed theory of the entrepreneur. In this
chapter, I have tried to show that post-Kirznerian theory gives us a useful and,
indeed, necessary theory of the entrepreneur. The key to doing so is Kirzner’s
insight that what the entrepreneur is like (alertness) necessarily determines what
he does (innovate).

Martinelli argues that “future research on entrepreneurship” should adopt “a
multidisciplinary comparative approach, capable of integrating the analysis of
the context (market, social structure, culture) with a theory of the actor (both
individual or collective) with his or her motives, values, attitudes, cognitive
processes, and perceived interests.”’* Post-Kirznerian theory and the Austrian
school provide the theoretical framework, which allows us to integrate the many
different disciplinary perspectives Martinelli rightly calls for. Without such a
framework, no integration is possible and the different disciplinary perspectives
on entrepreneurial behavior will remain so many separate pieces sitting side by
side.

We study entrepreneurial behavior in order to uncover new and important
facts about the world. Thus, the benefit of the post-Kirznerian approach to the
entrepreneur comes from applied studies. Often the operational meaning of “the
entrepreneur” will be some measure of founding a business. I say “some mea-
sure” for a reason. In empirical studies it can become a delicate matter to decide
the operational meaning of founding a business. In psychology-based studies,
however, entrepreneurship may have more to do with personal qualities such as
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an “internal locus of control.” Although everyone is an entrepreneur, some of us
have more entrepreneurial alertness than others. Entrepreneurial studies must
continue to produce work on the vital question of why this is so. What are the
personal and social, psychological, and institutional factors that influence the
degree of entrepreneurial alertness in the system? Baumol asks the related ques-
tion of what social factors determine the direction of entrepreneurial alertness.
Only the sort of general theoretical vision I have outlined in this chapter allows us
to absorb and coordinate knowledge from studies asking all these different sorts
of questions without falling into conceptual confusion or empty eclecticism.

Conceptual clarity about what, precisely, we mean by “the entrepreneur” re-
quires us to recognize that entrepreneurship is an aspect of action. In this sense,
everyone is an entrepreneur. I believe that we cannot hope for theoretical clarity
in entrepreneurial studies without this broad understanding of who the entre-
preneur is. For this reason, I have argued for the view that entrepreneurship
theory is the social science that views social processes from the perspective of the
element of change and improvisation in all human action.
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2
Cognition and Affect

Invaluable Tools for Answering

“Why,” “How,” and “What” Questions
about Entrepreneurs and

the Entrepreneurial Process

Robert A. Baron

In an important sense, entrepreneurs are a central component of the entire en-
trepreneurial process; after all, unless specific persons recognize opportunities
and act to develop them, new ventures are not formed and the new products and
services they provide will not be brought to market. In fact, as noted by Baumol
almost forty years ago, trying to understand entrepreneurship without consid-
ering entrepreneurs is like trying to understand Shakespeare without including
Hamlet in the process." Or, as I prefer to put it, “Trying to understand entre-
preneurship without considering entrepreneurs is like trying to bake bread
without yeast—the active element is missing.” For these reasons, understanding
what entrepreneurs do—the actual steps they take to recognize opportunities and
develop them, how they carry out these actions (e.g., what skills and knowledge
are required), and why they do it—what motives cause them to give up jobs in
mature organizations to assume the risks of starting a new venture, are all
questions of major interest to entrepreneurship researchers.” > While entrepre-
neurs are certainly not the entire story where entrepreneurship is concerned—
market forces, technological and social changes, shifts in government policies and
changing demographic patterns are all important, too—it is suggested here that
entrepreneurs themselves do indeed play a central role in the overall process.* To
the extent that they do, anything that helps us to understand their motives,
actions, decisions, and strategies can shed important light on the entire entre-
preneurial process. As Shane, Locke, and Baum have noted, entrepreneurship
arises, ultimately, from the actions of particular persons; consequently, under-
standing why and how these persons behave as they do is crucial to compre-
hending the entire process.’
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But how are we to gain such knowledge? Previously I suggested that one useful
strategy involves drawing on the knowledge and theoretical frameworks of older
branches of management (e.g., organizational behavior), and other relevant fields
outside management.6 These fields have long studied the actions, motives, and
performance of individuals in a wide range of business contexts, so it seems
reasonable that they may offer potentially valuable ideas, relevant conceptual
tools, and useful research methods to the field of entrepreneurship. The present
chapter derives from this basic idea. Specifically, it suggests that we can learn
a great deal about important aspects of the entrepreneurial process by focusing
on two interrelated topics: (1) various aspects of entrepreneurs’ cognition—the
cognitive mechanisms involved in the acquisition, storage, transformation, and
use of information; and (2) entrepreneurs’ affect—the positive or negative emo-
tions and moods they experience either briefly, as passing “states,” or continu-
ously, as more stable tendencies or dispositions.7_9

Both cognition and affect have been found to play a crucial role in many aspects
of human behavior in a wide range of contexts; indeed, many experts on behavior
in work or business settings would contend that these are the central aspects that
underlie everything we think, say, do, or experience.10 Further, as is noted in more
detail later in this chapter, a large body of evidence indicates that these two
factors—cognition and affect—are interrelated in complex and important ways, so
that feelings (moods or emotions individuals experience) often influence thought
(many aspects of cognition), and cognition, in turn, strongly influences feelings.'!

Since a vast amount of research has been conducted on both of these factors, it
would be impossible to examine all of this work or its implications for entrepre-
neurship here. Instead, attention will be focused on two major issues. First, an ini-
tial section of the chapter examines recent efforts to apply a cognitive perspective to
understanding one central aspect of entrepreneurship, opportunity recognition.'> >
Research and theorizing employing a cognitive perspective have already added
much to our knowledge of opportunity recognition as a process. However, many
questions remain unresolved, so this section of the chapter will also describe di-
rections for future research within a cognitive framework. This section will focus,
specifically, on theory and findings suggesting that pattern recognition, a basic
perceptual process in which individuals recognize emergent patterns in seemingly
unrelated events or stimuli, plays an important role in opportunity recognition.
Further, it will describe how cognitive frameworks developed by entrepreneurs
through experience (e.g., prototypes) influence this process. Finally, it will also
consider how pattern recognition models can help explain the role of alertness,
active search, and past experience in opportunity recognition.

A second major section will then focus on affect—the moods or emotions that
individuals experience throughout each day and indeed, throughout life. This
section will first review some of the important ways in which affect can influence
cognition—existing evidence concerning the impact of affect on perceptions
of the external world, susceptibility to various forms of cognitive bias, modes
of thought (heuristic versus systematic), and even creativity. Then, implications
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of such effects for entrepreneurial cognition will be discussed. Affective reactions,
it is suggested, may strongly influence entrepreneurs’ susceptibility to various
forms of cognitive bias, their intentions to become an entrepreneur, perceptions
of risk, ability to cope effectively with high levels of stress, and their ability to
recognize new business opportunities.'*™® All of these potential effects will be
examined, and possible directions for future research will be identified. Since
little work has been conducted to date on the role of affect in entrepreneurship,
discussion in this chapter will, of necessity, emphasize avenues for future research
rather than an extensive review of relevant literature.

OPPORTUNITY RECOGNITION: A PATTERN
RECOGNITION PERSPECTIVE

“We are most uniquely human when we turn obstacles into opportunities.”"’
In a sense, the field of entrepreneurship strongly concurs with these words: it is
widely believed that opportunity recognition, identifying ideas for new products,
services, markets, or means of production that are not currently being exploited is
a central step in the entire process. Indeed, it is often viewed as a primary action,
one from which all else often follows.”*** Given the central role of opportunity
recognition in the creation of new ventures, this process has long been the subject
of empirical research and theory in the field of entrepreneurship.”> ** This work
has added greatly to our understanding of the factors that play a role in op-
portunity recognition.”>*” To date, however, it has not provided a single uni-
fying theoretical framework—one helpful in fully integrating this diverse and
extensive body of knowledge.

It is suggested here that such a framework can be derived from theories
relating to basic aspects of human cognition and human perception.”® > More
specifically, recent evidence suggests that important insights into the nature of
opportunity recognition, and perhaps a unifying theoretical framework for un-
derstanding this process, can be obtained from theories in the field of cognitive
science relating to the process of pattern recognition.”®

Pattern recognition is the process through which complex and seemingly
unrelated events are perceived by specific persons as constituting identifiable
patterns.31 In essence, it involves recognition, by such persons, of links between
apparently independent trends, changes, and events. The patterns suggested by
these links or connections then point to new products or services, new markets,
or new ways of serving existing ones. In short, a pattern recognition perspective
suggests that opportunity recognition involves instances in which specific indi-
viduals connect the dots—perceive links between seemingly unrelated events and
changes. The emergent patterns they then perceive provide the basis for identi-
fying new business opportunities.

Several lines of evidence indicate that pattern recognition may indeed play a
key role in opportunity recognition. First, it is clear that many opportunities exist
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for years before they are noticed and developed. For instance, consider wheeled
luggage of the type that is now used by a large majority of all air travelers. Such
luggage was used for decades by air flight crews before it was introduced into the
market for general sale. Why? Perhaps because no one connected the dots be-
tween several pertinent trends: a large increase in the number of passengers,
growing problems with checked luggage, expansion in the size of airports, and so
on. Once these trends were seen as connected, the benefits of wheeled luggage
became apparent, and this product soon dominated the luggage market.

Second, there is a large body of evidence in cognitive science suggesting that
pattern recognition is a basic aspect of our efforts to understand the world around
us. That is, we do indeed expend considerable effort searching for patterns among
various events or trends in the external world.”* To the extent that opportunity
recognition, too, involves perceiving links or connections between seemingly
independent events or trends, it may be closely related to this basic perceptual
process.

Finally, recent findings point to the conclusion that pattern recognition is
closely related to opportunity recognition by entrepreneurs. For instance, in one
revealing study, experienced (repeat) entrepreneurs were asked to describe the
process involved in the identification of the opportunities they pursued.” Find-
ings indicated that these highly experienced entrepreneurs (they had started
more than four ventures each) uniformly mentioned engaging in an active search
and also in restricting these searches for opportunities to areas in which they
already possessed considerable knowledge. In other words, they reported en-
gaging in a process very similar to that involved in pattern recognition—a process
in which they employed their existing cognitive frameworks and knowledge to
notice connections between diverse events and trends. Indeed, many stated
explicitly that they had recognized opportunities by combining a number of
external factors into a meaningful pattern. These findings suggest that pattern
recognition may indeed play an important role in the identification of new busi-
ness opportunities.

Several different models of pattern recognition exist, but all agree on the
following basic point: On the basis of cognitive frameworks they have developed
through experience, specific individuals notice links between seemingly inde-
pendent events, changes, or trends; then, and again on the basis of cognitive
frameworks they possess, they perceive meaningful patterns in these links or
connections. Since all models of pattern recognition agree on this basic point, we
will focus here on one model that appears to be especially relevant to opportunity
recognition: the prototype model of pattern recognition.

Prototype Model of Pattern Recognition

This theoretical model emphasizes the importance, in pattern recognition, of
what are known as prototypes. These are cognitive frameworks that, in essence, are
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idealized representations of the most typical member of a category.”* Basically,
newly encountered events or trends are compared with existing prototypes to
determine whether they belong to specific categories or can be seen as connected
to them in some manner. For instance, consider the prototype for “car,” one
most persons possess. This mental framework is broad enough so that everything
from a huge limousine or SUV to a small sedan can be recognized as a car, while
other objects used for transportation that do not match this prototype well (e.g.,
motorcycles, scooters, or bicycles) are excluded. Prototypes represent the modal
or most frequently experienced combination of attributes associated with an
object or pattern. So, for example, the prototype of car would probably include
such attributes as four wheels, a motor, a system for steering, and one for
stopping.

Applying a prototype model to opportunity recognition suggests that entre-
preneurs may use prototypes as a means for identifying patterns among seem-
ingly unrelated events or trends. For instance, consider an engineer who has two
very different hobbies: woodworking and cooking. As a result of his wood-
working hobby, the engineer has well-developed prototypes for various kinds of
tools—ones designed to cut wood, others designed to sand it, and so on. As a
result of his cooking hobby, the engineer has well-developed prototypes for
various kinds of kitchen equipments—Xknives, pots, graters, and many other
types. One day, the engineer is preparing a dish that requires grating hard Italian
cheese (e.g., Parmesan) and also grating the peel of three lemons. The engineer
has several kinds of grater, but recognizes that none does a really effective job.
Moreover, the graters that are good for cheese are not very useful for oranges,
lemons, and many other items. Suddenly, the engineer sees a connection between
his two hobbies: Why not adapt one kind of woodworking tool—a rasp (a tool
used for sanding wood)—for grating foods in the kitchen? Being an engineer, he
also has prototypes related to making models of various products and when
he constructs one for the kind of grater he has imagined it works like a charm, on
hard cheeses, oranges and lemons, and on many other foods as well. In short, the
engineer has noticed this possibility (this opportunity) because several proto-
types he possesses have helped him to do so; these cognitive frameworks have
assisted him in perceiving an emergent pattern among seemingly diverse and
independent events or actions (sanding wood, grating cheese, grating lemons). In
fact, precisely such a product has recently been brought to market. It is clearly
based on the kind of rasps woodworkers have used for centuries and is greatly
superior in its performance to most previous graters.

Much evidence suggests that individuals do indeed form prototypes and that
once these cognitive frameworks exist, they are employed in many ways. For in-
stance, individuals often use them for perceiving patterns in diverse and seem-
ingly unrelated events or trends.”® Used in this manner, prototypes may well play
an important role in the process of opportunity recognition. Moreover, as will be
noted in a later section, prototype models appear to offer a means of integrating
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many key findings concerning the factors that influence opportunity recognition.
These findings will now be briefly reviewed and then ways in which prototype
models can help to integrate them into a unitary theoretical framework will be
described.

The Role of Active Search, Alertness, and Prior
Experience in Opportunity Recognition

Previous research on opportunity recognition has examined many different
factors that play a role in this process.”® >’ Among these, however, three have
been identified as especially important: engaging in an active search for oppor-
tunities, alertness to opportunities (the capacity to recognize them when they
emerge), and prior knowledge of a market, industry, or customers as a basis for
recognizing new opportunities in these areas. Past research suggests that all three
are indeed important. For instance, with respect to an active search for oppor-
tunities, many studies offer support for Shane’s suggestion that access to ap-
propriate information plays a crucial role in opportunity recognition.”® Gilad
et al. and Kaish and Gilad, for example, found that entrepreneurs were more
likely than managers to engage in active search for opportunities and potential
but as yet untapped sources of profit.”” ** Similarly, Hills and Shrader found
that entrepreneurs belonging to the Chicago area Entrepreneurship Hall of Fame
were less likely to identify their opportunities from public information such
as magazines, newspapers, and trade publications; rather, they actively sought
such information in more unique sources.*' These and other findings indicate
that actively searching for information is an important factor in the recognition
of many opportunities by entrepreneurs. As noted by Fiet et al., though, such
searches must be carefully directed to succeed.*”

Alertness, in contrast, emphasizes the fact that opportunities can sometimes
be recognized by individuals who are not actively searching for them, but who
possess “a unique preparedness to recognize them” when they appear.*’ Kirzner,
who first introduced this term into the entrepreneurship literature, defined it as
“alertness to changed conditions or to overlooked possibilities.”** This strongly
suggests that opportunities can be noticed even by persons who are not actively
seeking them. What are the foundations of such alertness? Shane suggests that
alertness rests, at least in part, on cognitive capacities possessed by individuals—
capacities such as high intelligence and creativity.*” These capacities help them to
identify new solutions to customer needs or market needs in existing informa-
tion, and to imagine new products and services that do not currently exist.
Evidence for the importance of these cognitive processes in alertness to oppor-
tunities has been obtained in many studies. For instance, intelligence has been
found, in several investigations, to be linked to founding new ventures.*® %’
Creativity, another aspect of cognition, has also been found to play a role in
alertness; for instance, entrepreneurs tend to score higher on various tests of
creativity than other persons.*® In addition, recent findings indicate that alertness
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may interact with information asymmetries, so that the influence of alertness is
greater when information is not evenly distributed across individuals than when
it is evenly distributed.*’

Finally, with respect to prior knowledge, a wealth of evidence indicates that
information gathered through rich and varied life experience can be a major plus
for entrepreneurs in terms of recognizing potentially profitable opportunities.
For example, Shane found that prior knowledge of customer needs and ways to
meet them greatly enhanced entrepreneurs’ ability to provide innovative solu-
tions to these problems—in other words, to identify potentially valuable business
opportunities.”® Similarly, McKelvie and Wiklund compared two high-tech start-
up companies—one that was highly successful and one that failed.”" They found
that the failing company (which designed antitheft devices for personal com-
puters and was known as Handsoff) did not keep abreast of current develop-
ments in its potential market. For instance, it continued to design antitheft
devices even as the price of personal computers dropped drastically, thus elim-
inating the need for such products. As a result of this lack of pertinent knowledge,
the company failed and ceased operations before it could bring even one of its
products to market. In contrast, the start-up that succeeded (Buyonet), contin-
ued to gather pertinent information about its potential markets and in fact,
expanded these greatly as such knowledge was obtained. The company began by
setting up Internet stores for its own products, but quickly expanded into setting
up such operations for other companies. As a result, it soon gained considerable
financial success. In short, knowledge—especially knowledge concerning specific
markets or industries—often provides a solid base for opportunity recognition,
and the broader this foundation, the more opportunities, and the higher the qual-
ity of such opportunities, entrepreneurs will tend to recognize.

This is just a small part of the evidence suggesting that these factors (active
search, alertness, prior knowledge) play a key role in opportunity recognition, so
overall, there seem to be strong grounds for assuming that they are indeed
important. To date, however, they have been studied separately and viewed as
largely independent aspects of opportunity recognition. In other words, no frame-
work for integrating these factors—for understanding how they might operate
together—has been developed. It is suggested here that such integration can be
provided by prototype models of pattern recognition.

How Prototype Models of Pattern Recognition Help Integrate the
Effects of Active Search, Alertness, and Prior Knowledge

To see how prototype models of pattern recognition provide integration of the
effects of active search, alertness, and prior knowledge within a unified model, it
is useful to examine each of these factors in turn. First, consider active search. In
the context of pattern recognition and prototype models, this would involve
searching for connections between seemingly unrelated events and trends. In es-
sence, this task is actually twofold in nature: First, key changes, trends, and events



28 PEOPLE

are noticed or identified. Second—and more challenging—a search for potential
links between them occurs. Perhaps a concrete example will be helpful as a means
of illustrating these processes.

One such example—and a very dramatic one—is provided by Chester Carl-
son, the individual credited with inventing the modern copy machine. At the
time he invented (or rather, adapted) the basic process used in copy machines
(and in laser printers, too), there was a clear need for better means of making
copies, especially in business and educational settings. During the 1940s and
1950s, many products for making copies had been invented, but none seemed to
meet this basic and rapidly growing need very well. Carlson, who held both a law
degree and a technical degree, was well aware of this fact, and began an active
search for a means of meeting this need. Prototypes derived from his engineering
training helped him to direct his search toward technical processes that might be
used to produce a superior copier, while prototypes provided by his legal training
and experience suggested the wide range of uses for such a product. Once Carlson
decided to try to solve this problem, he restricted his efforts (i.e., his search) to
technologies and processes he understood well. By focusing on processes for
which he already had well-developed prototypes, he enhanced his own ability to
perceive the emergent pattern that, ultimately, suggested to him an effective way
of making dry, permanent copies. In a sense, he was able to develop a practical
and efficient copier because he possessed several cognitive frameworks (proto-
types) that guided his search and directed it into productive channels.

Turning to alertness, this factor, too, can be understood within the context of
prototype models of pattern recognition. Alertness refers to the capacity to rec-
ognize opportunities when they exist—when they have emerged from changes in
technology, markets, government policies, competition, and so on. Prototype
models suggest that this capacity, in turn, may rest, on possessing appropriate
cognitive structures—prototypes. These assist specific persons to perceive con-
nections between divergent events and trends, and these connections, in turn,
suggest new business opportunities to them. In other words being able to connect
the dots between seemingly independent events, trends, and changes depends on
having appropriate cognitive frameworks that facilitate this task. Again, a con-
crete example may be helpful.

In recent years, the number of persons getting married for the second, third, or
even fourth time has increased greatly. In contrast to persons marrying for the
first time, such individuals often have greater financial resources. Further, having
worked for a number of years, they feel entitled to make the occasion of their new
marriage a special event, marked by a significant celebration. Until recently,
however, no businesses existed that specialized in serving the needs of this large
and rapidly growing segment of the population. Two entrepreneurs—Bill and
Cheryl Brown—were aware of the rapid growth in the number of such persons
because it reflected their own life experience (they had both been married before),
and many of their friends, too, fit into this category. In other words, their own
prior life experience provided them with cognitive frameworks (prototypes)
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useful in perceiving links between these seemingly independent trends, and
connecting them into a pattern suggestive of a new business opportunity. The com-
pany they founded, The Second Time Around, specifically addressed the needs
and preferences of this rapidly growing market, and has experienced very rapid
growth. Given that it had no direct competition during its first years of operation,
this is hardly surprising. It is important to note that the founders of this new
venture did not stumble blindly upon this opportunity; rather, they were, in a
sense, prepared to notice it (i.e., to be alert to it) by their own previous experi-
ence, which equipped them with prototypes that helped them connect seemingly
independent trends into a meaningful pattern.

Finally, the effects of prior knowledge, too, can be understood within the
context of prototype models. Knowledge of a particular market, industry, or
group of customers, for instance, would help entrepreneurs know where to search
for new patterns that could, potentially, suggest viable business opportunities.
Further, knowledge is the raw material from which prototypes and exemplars are
constructed. Individuals with a broad range of work experience will have greater
knowledge about particular industries, markets, technologies, government reg-
ulations, and competition than will persons with more limited experience. This
knowledge will enable them to develop more accurate and appropriate proto-
types and a broader range of exemplars. These cognitive frameworks, in turn, can
facilitate the identification of new opportunities.

At this point, it should be noted that these three factors—search for oppor-
tunities, alertness, and prior knowledge—may be interrelated. For instance, when
alertness is very high, active searches for opportunities may not be necessary;
entrepreneurs are so sensitive to them that they do not have to engage in formal,
systematic search processes. Similarly, high levels of prior knowledge may reduce
the necessity for active searches. A cognitive perspective can readily explain these
relationships. Within this perspective, high alertness implies well-developed cog-
nitive frameworks useful for perceiving meaningful patterns in diverse events or
trends. To the extent these frameworks exist, active search for opportunities may
not be necessary because such frameworks permit highly efficient interpreta-
tion and processing of new information. Similarly, a large store of prior knowl-
edge may contribute to the formation of broad and richly connected cognitive
frameworks, again rendering participation in formal search activities less crucial.
In short, yet another advantage of a pattern recognition perspective is that it can
help explain interrelationships between search, alertness, and prior knowledge,
thus clarifying the effects of these three important factors.

One additional point is also worth noting. Not all patterns connecting di-
verse events, changes, or trends perceived by entrepreneurs serve as the basis for
founding new ventures. Such patterns lead to new ventures only when they
suggest new products or services that seem, on initial, informal examination,
to be feasible. If emergent patterns do not point to products or services that
seem feasible, they will often be ignored or discarded by current or potential
entrepreneurs.
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In sum three factors that have been found to play important roles in op-
portunity recognition by entrepreneurs—active search, alertness, and prior
knowledge—can all be understood within the context of a cognitive perspective,
and, more specifically, within the framework of prototype models of pattern
recognition. Since such models rest on basic research in the field of cognitive
science, this fact underscores the great power of a cognitive perspective to clarify
important aspects of the entrepreneurial process.

AFFECT: ITS POTENTIAL ROLE IN ENTREPRENEURSHIP
AND IN ENTREPRENEURIAL COGNITION

A song popular in the early 1950s was titled “La Vie en Rose.” This title cannot
be translated literally from the French, but overall, it implies “Seeing life through
rose-colored lenses (or glasses).” In other words, it refers to the fact that when we
feel happy, everything around us takes on a positive glow or tint. Nearly everyone
has experienced such effects, so they appear to be quite general in nature. Positive
emotions or moods tend to impart a rosy glow to everything—objects, experi-
ences, other people, and even ideas. Negative emotions or moods, in contrast,
often have the opposite effect. These informal observations are supported by a
large body of empirical evidence indicating that affective states or reactions
(current or more lasting moods or feelings) do indeed influence many aspects of
cognition.”” In other words, feelings often influence thought. The opposite also
seems to be true: cognitive processes can often strongly influence our moods or
feelings. For instance, dwelling on unhappy memories or events can produce
shifts toward negative emotions while thinking about anger-provoking events
can often induce strong feelings of anger.>® It is suggested here that these im-
portant links between affect and cognition may have significant implications for
the entrepreneurial process and our understanding of it. To clarify the nature of
these implications, this section will consider two major topics. First, it will ex-
amine several ways in which affective reactions—negative as well as positive—
influence cognition. Second, it will describe specific implications of these effects
for entrepreneurs and the entrepreneurial process. (Note that the effects of cog-
nition on affective states will not be examined in detail for the following reason:
although such effects are both strong and important, they appear to have less
direct relevance to entrepreneurship.)

At this point, it should be noted that affective reactions can be either brief and
temporary (rapid shifts in current moods), or longer-term in nature (e.g., stable
tendencies to experience mainly positive or negative feelings). Since both types of
reactions can exert important effects on cognition and behavior, no strong dis-
tinction will be made between them in this discussion. However, systematic
research designed to examine the impact of affective reactions on entrepre-
neurship would, of necessity carefully consider this difference.”*
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Affect and Cognition: Various Ways in Which
Feelings Influence Thought

As the song mentioned earlier suggests, affective states or reactions often
influence perceptions of the external world. Positive moods or feelings produce
the “vie en rose” effect noted previously: people experiencing such affective
reactions tend to perceive objects, other persons, or ideas more favorably than
persons experiencing neutral or negative moods.”> > For instance, in one recent
investigation,”” individuals experiencing positive feelings tended to evaluate the
ideas for new products or services proposed by entrepreneurs more favorably
than persons experiencing more neutral feelings. The ideas were seen as more
practical, feasible, and economically profitable by persons who had been induced
to experience positive affect than by persons who were experiencing more neu-
tral moods. This finding is similar to results reported in the field of organiza-
tional behavior, where it has been found that interviewers’ moods or feelings can
strongly affect their evaluations of job candidates, and that the moods of raters
(managers) can significantly influence performance reviews.”® In both cases, the
more positive the moods of the individuals doing the ratings, the higher the
evaluations they assign. In sum, affective reactions strongly affect the perceptions
of the external world and the judgments based on such perceptions.

Second, and perhaps even more relevant to entrepreneurship, current moods
or affective reactions have been found to exert strong effects on creativity.”
Individuals experiencing positive feelings tend to be more creative than those
experiencing neutral or negative moods, apparently because positive feelings tend
to activate a wider range of ideas or associations than negative moods or feelings;
creativity, it is widely agreed, often involves combining associations or ideas into
new patterns.®’ Positive affect has also been found to activate a wider range of
ideas or associations than negative affect and to enhance combining such asso-
ciations into new patterns.®’ Thus, it is not at all surprising that positive moods
or feelings enhance creativity. As will be noted next, these effects, in turn, may
play a role in the process of opportunity recognition.

It should be noted in passing that although informal observations suggest that
negative affect can sometimes contribute to creativity (e.g., famous artists and
authors have often been described as deeply troubled persons, who suffer from
deep anguish and sorrow), there is little or no empirical evidence for this sug-
gestion.®?

Third, considerable evidence suggests that another effect of experiencing pos-
itive affect is that it encourages heuristic thinking—a reliance on mental shortcuts
that reduce effort but can lead to serious errors of judgment. This may be the case
because persons experiencing positive feelings do not want to do anything that
might reduce or interfere with such feelings, and engaging in careful, systematic
thought (which, in several respects, is the opposite of heuristic thought) can
produce such effects.®>™%>
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What does this mean in practical terms? For one thing, that when individuals
are in a good mood they tend to make judgments and decisions on the basis of
heuristics—quick rules of thumb that require little effort to use, but which can
often result in serious errors (e.g., the availability or ease-of-retrieval heuristic:
“The more easily I can remember something or bring it to mind, the more
important it is”). Conversely, they show reduced tendency to make such judg-
ments or decisions on the basis of effortful, systematic thought. In other words,
when feeling especially happy, individuals tend to shoot from the hip where
processing information is concerned, and that can prove very costly. In addition,
heuristic thinking is often associated with increased susceptibility to various
cognitive errors—overconfidence, overoptimism, the planning fallacy, in which
individuals overestimate what they can accomplish in a given period of time or
how long a given task will take.®® Implications of such effects for entrepreneur-
ship are described next.

An especially clear illustration of how affective states or reactions can influence
important judgments or decisions is provided by the findings of an ingenious recent
study.®” This study compared persons with damage to areas of their brains that are
normally involved in the processing of emotions, with persons who had no such
damage, in terms of their ability to make good investment decisions. Results
indicated that the brain-damaged persons actually made better decisions than
persons without such damage. Why? Apparently, because they did not let their
emotions get in the way and color their decisions. They made their investment
choices on the basis of relevant information rather than their feelings or moods,
and this increased their performance in a standard investment game. (Real in-
vestments were not made; the study involved simulation methods.) These findings
are consistent with the observations by experienced investment strategists, who
note that often, it is persons who are able to suppress their emotions and make
investment decisions independent of such feelings who are most successful.®® The
persons with brain damage in this study were unable to process both positive and
negative emotions in the normal manner, so these findings indicate both kinds of
affective reactions may sometimes interfere with effective decision making.

Finally, affective reactions have been found to exert powerful effects on
memory. One such effect is known as mood-dependent memory. This refers to the
fact that when experiencing a particular mood, individuals tend to remember
information they acquired while in a similar mood in the past. Current moods, in
other words, serve as a kind of retrieval cue, helping individuals to recall infor-
mation they entered into memory when experiencing the same kind of feelings.
The result of this process is that when individuals experience a particular kind of
mood—for instance, a happy mood—they tend to remember experiences they
had in the past when in a similar mood. As will be noted next, such effects can
exert strong effects on decision making, since the information individuals bring
to mind in a given situation is, in a sense, the basic raw material on which
decisions are often based. Clearly, this aspect of memory can be relevant to
entrepreneurs with respect to important decisions concerning their new ventures.



COGNITION AND AFFECT 33

A second way in which mood influences memory is known as the mood
congruence effect. This refers to the fact that individuals tend to notice or
remember information that is congruent with their current moods.* Thus, an
individual who is in a good mood tends to notice and remember information
congruent with that mood, while individuals in a negative mood tend to notice
and remember information that matches that mood. In other words, current
moods determine what information is noticed and entered into memory—in
general, this is information consistent with such moods. Again, such effects can
strongly influence the nature of information that entrepreneurs recall in many
situations, and this, in turn, can influence their decisions or judgments in those
situations.

A simple way to think about the difference between mood-dependent memory
and mood congruence effects is this: In mood-dependent memory, the nature of
the information does not matter—only an individual’s mood at the time he
acquires it and his mood when he later tries to recall it are relevant. In mood
congruence effects, in contrast, the affective nature of the information—whether
it is positive or negative—is crucial. Individuals experiencing positive moods
tend to remember positive information while those experiencing negative moods
tend to remember negative information.

In sum, it is clear that affective states or reactions exert powerful and general
effects on various aspects of cognition, including perceptions, decisions, memory,
and creativity. We will now examine some of the implications of these effects for
entrepreneurs and the entrepreneurial process.

Interactions between Affect and Cognition:
Implications for Entrepreneurship

Many researchers now agree that understanding entrepreneurial cognition can
help us answer basic questions about entrepreneurship such as these: Why do
some persons but not others choose to pursue this career and lifestyle? Why are
some so much more successful in this role than others? Why do some persons but
not others recognize specific opportunities for new ventures?’” ”' Given this fact,
it seems clear that affective reactions, which can strongly influence cognition, may
have important implications for entrepreneurship. It also seems reasonable to
suggest that entrepreneurs, because of their strong commitments to their new
ventures and because of the highly uncertain environments they face, are exposed
to a very wide range of affect or emotion-evoking events—perhaps a wider range
than persons who choose other career paths.”> What are the effects of the intense
affective reactions (both positive and negative) they frequently experience? One
involves the influence of affect on perceptions and judgments, or decisions based
on these perceptions.

If entrepreneurs tend to perceive objects, other people, ideas, and experiences
more favorably when experiencing positive affect than when experiencing neutral
or negative moods, this may strongly influence their judgments and decisions,
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even in important situations. For instance, an entrepreneur experiencing positive
feelings may evaluate a potential partner or employee more favorably than would
otherwise be the case, and might react to an offer from a potential supplier, or a
deal from a venture capitalist more positively than would be true if the entre-
preneur were experiencing more neutral moods or feelings. Moreover, this may
be true even if the positive emotions or feelings the entrepreneur is experiencing
are generated by sources totally unrelated to the current situation. For example,
consider an entrepreneur who experiences positive feelings because of happy
events at home (e.g., her child has recently won an award). These positive feelings
can strongly influence her decisions and judgments concerning her new venture
even though they derive from a source totally unrelated to them. To put it suc-
cinctly, an entrepreneur’s current affective state may tip the balance toward or
away from particular decisions, and this can have important effects on the success
of the entrepreneur’s new venture. Such effects may also play a role in the initial
feasibility check that entrepreneurs conduct to determine if an idea for a new
product or service makes financial sense: Being in a good mood at the time such
analysis is conducted could result in a bias toward accepting even false alarms
(opportunities that are more apparent than real) as a viable basis for new ventures.

Turning to the impact of affective reactions on heuristic thinking, additional
important implications arise. As noted earlier, heuristic thinking is often subject
to influence from various forms of error and bias. For instance, such thinking is
often associated with increased susceptibility to errors such as overconfidence,
overoptimism, and the planning fallacy. Increased vulnerability to such errors
can have important consequences for entrepreneurs and their new ventures.”>

In sum, to the extent that positive affective reactions encourage heuristic
thought, entrepreneurs’ judgment and decision making may, again, be impaired.
Further, when individuals engage in heuristic thinking, they often show greater
reluctance to switch to more systematic modes of thought.”* The ability to switch
back and forth between these alternative kinds of thought—quick and low in
effort (heuristic) and slower, but more careful and balanced (systematic)—may
be one hallmark of successful entrepreneurs.”” ’° Specifically, successful entre-
preneurs may be better at determining when careful, systematic thought is es-
sential, and when this high-effort activity can be avoided and low-effort heuristic
thought may, instead, suffice. The time and energy saved by making this dis-
tinction may be extremely valuable to entrepreneurs who do, of course, often face
intense time pressures. Overall, the implications for the success of new ventures
of affective reactions and their role in these two modes of thought may, again, be
considerable.

At this point, it should be noted that although most evidence suggests that strong
positive affect encourages heuristic thinking, this is not always the case. Other
findings indicate that persons experiencing positive affect may switch to more
systematic processing when clear situational cues indicating that such effortful
cognitive activity is necessary are present—for instance, if such cues suggest that the
current task is important or is one with significant consequences for them.”” 7
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While the implications described up to this point appear to be largely nega-
tive for entrepreneurs and their new ventures, other implications regarding the
possible impact of affective reactions on cognition may actually be favorable.
First, as noted earlier, positive affect has been found to enhance creativity, per-
haps by increasing the breadth of associations individuals form or the ease with
which they can combine such associations into new patterns. In other words,
positive affect may enhance entrepreneurs’ ability to recognize opportunities for
new ventures by contributing to the richness and complexity of their prototypes,
and by enhancing their tendency to perceive novel connections between seem-
ingly unrelated events, changes, or trends. The impact of affective reactions on
memory, too, might be beneficial, in the sense that affect may enhance entre-
preneurs’ capacity to recall and integrate important forms of information.”’

Second, the role of affective reactions on memory can also have important
implications for entrepreneurs. For instance, experiencing positive affect, whatever
the source of such feelings, may cause entrepreneurs to recall information they
acquired in the past when they experienced similar feelings. This may contribute to
their motivation and enthusiasm for their new ventures and as a large body of
research findings suggest, enthusiasm does indeed often sell. Opposite effects might
well occur when entrepreneurs are experiencing negative affect: They will tend to re-
call mostly negative information or experiences, and this may also color or change
their decisions and judgments—perhaps, in such instances, making them overly cau-
tious. On the other hand, such reactions might also help entrepreneurs avoid the
danger of overlooking real risks and potential problems, and this could contribute
to the success of their new ventures. Clearly, then, the impact of affective states on
memory can have important implications for entrepreneurs and their new ventures.

Strong affective reactions can also produce potentially beneficial effects for
entrepreneurs in at least one other way that is worthy of attention. Affective
reactions have been found to be related to cognitive processes involved in coping
with stress and other negative life events.*® Specifically, positive affect encourages
the adoption of effective styles of coping (e.g., problem-focused strategies) while
negative affect tends to encourage less-adaptive tactics (e.g., avoidance, use of
alcohol and drugs®'). Given the high levels of stress experienced by entrepreneurs
and the many negative outcomes they must confront, it appears that high levels of
positive affect may be beneficial to them from the point of view of resisting the
harmful effect of stress and negative life events.

Overall, then, the present review of the impact of affective reactions on cog-
nition suggests something of a mixed pattern of potential benefits and potential
costs. On the one hand, positive affective reactions may increase entrepreneurs’
tendencies to engage in heuristic thought, with all the risks this implies for
accurate decision making and good judgments. Similarly, positive affective reac-
tions may also increase entrepreneurs’ susceptibility to various cognitive errors.
Since entrepreneurs appear to experience higher levels of positive affect than
other persons, they may already be at considerable risk for such effects.** On
the other hand, since positive affect also tends to enhance creativity and may
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contribute to abilities to cope with high stress, entrepreneurs’ tendency to ex-
perience relatively high levels of such affect may assist them in recognizing and
actually developing ideas for new products or services.

The view that affective states can strongly influence important aspects of
entrepreneurial cognition also has implications for entrepreneurship education.
On the one hand, it suggests that nascent entrepreneurs should be encouraged to
reign in their natural exuberance and enthusiasm, at least to a degree: doing so
may save them from important forms of error. This may be especially true during
phases of the entrepreneurial process when being overly optimistic can be es-
pecially costly—for example, overexpanding during the early days after a new
venture is formed, or in making unrealistically optimistic financial projections
when seeking new rounds of funding. On the other hand, giving free vent to these
feelings and tendencies may be beneficial when new ideas and approaches are
needed and creative ideas and solutions are essential (e.g., before the new venture
is started; when new markets are sought). The bottom line, it would appear is
simply this: A cognitive perspective can indeed offer us many important insights
into key aspects of the entrepreneurial process, and the benefits of this approach
can be further magnified by including affective states and reactions in the equa-
tion. Such reactions can be viewed as important moderators of cognitive pro-
cesses, and as such can be either beneficial or potentially harmful, depending on
the specific circumstances under which they arise, and the precise form that such
moderation effects take. In essence, it is suggested here that in order to fully
understand entrepreneurs, and entrepreneurship, we must consider not only en-
trepreneurial cognition, but the potential impact of entrepreneurial affect as well.
In the words of Charlotte Bronté, an English novelist of the nineteenth century:
“Feeling without judgment is a weak drink indeed; but judgment untempered by
feeling is too bitter...a morsel for human consumption” (Charlotte Bronté,
1847; slightly paraphrased).
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Heuristics, Biases,
and the Behavior
of Entrepreneurs

Christian Schade and Philipp Koellinger

Consider the following decision problem: As the president of an airline company,
you have invested $10 million of the company’s money into a research project.
The purpose was to build a plane that would not be detected by conventional
radar, in other words, a radar-blank plane. When 90 percent of the project is
completed, another firm begins marketing a plane that cannot be detected by
radar and is much faster and far more economical than the plane your company
is building. The question is, should you invest the last 10 percent of the research
funds in finishing your radar-blank plane, yes or no?

Alternatively, consider a second situation: As the president of an airline com-
pany, you have received a suggestion from one of your employees. The suggestion
is to use the last $1 million of your research funds to develop a plane that would
not be detected by conventional radar. However, another firm has just begun
marketing a plane that cannot be detected by radar and is much faster and far
more economical than the plane your company could build. Should you invest
the $1 million to build the radar-blank plane proposed by your employee anyway,
yes or no?

Of course, both situations are identical in that they require you to decide
whether to invest $1 million into an apparently hopeless project. The difference
between the two situations is only in that the first case involved a prior invest-
ment of $9 million, whereas the second does not. The prospects of investing the
last million, however, are equally unattractive in both situations. These questions
are taken from an experiment by Arkes and Blumer.' In the first situation in-
volving sunk costs, 85 percent of the subjects involved in the experiment said they
would invest the $1 million. In the second situation, only 16 percent said
they would invest in the project. Only the framing of the situation was different in
both cases; nevertheless, the framing influenced the perception of how attractive
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the respondents considered the two alternatives. This, in turn, influenced their
decision. The majority of the respondents in the first situation fell prey to a bias,
specifically the sunk cost effect or escalation of commitment that led them to invest
in a forlorn project.

The point of this admittedly artificial example is simple: Individuals’ decisions
are often distorted by different kinds of heuristics and biases.” In this chapter, we
argue that heuristics and biases are also relevant for entrepreneurial decisions.
Entrepreneurs may use simplifying heuristics and can be subject to a variety of biases
that can influence their behavior. This can lead to suboptimal outcomes, either for
the individual or for society at large. Some types of biases appear to be typical for
entrepreneurial behavior. This is because the exploitation of business opportunities
requires the entrepreneur to make decisions in complex situations without com-
plete knowledge of all relevant facts and likelihoods. By the time all necessary
information for a sound decision is available, the opportunity might already be
gone. Decision-simplifying heuristics can be particularly valuable in such situa-
tions, even though they might lead to systematic errors. Baron includes this be-
havior under the “specific cognitive style” of entrepreneurs.” Most heuristics and
biases, however, are relevant to all individuals in certain kinds of situations.

Our chapter is organized as follows. The second section describes how heu-
ristics and biases can influence decision making in general and why they are par-
ticularly relevant for entrepreneurial behavior. The third section describes how
heuristics and biases can influence the specific decision to start a new business.
The fourth section discusses a variety of perceptual biases and heuristics that
have been identified and their implications for the decision to start new busi-
nesses. This section also points to existing empirical evidence on the relevance of
these biases for entrepreneurial behavior in general. The final section concludes
with some ideas for future research that we believe to be exciting and worth
exploring.

HEURISTICS AND BIASES IN ENTREPRENEURIAL
DECISION MAKING

In their early seminal work, Tversky and Kahneman demonstrated that de-
cision makers may strongly deviate from rationality because of the use of a
number of heuristics, that is, rules of thumb, instead of formal techniques.4 They
detected systematic deviations of most decision makers which they called biases,
and initiated a large research stream on the topic. The reason for the use of
heuristics by individuals and their susceptibility to biases is straightforward:
Individuals are boundedly rational in the sense of being intentionally rational but
having only limited capacity to be so.”

Heuristics can be described informally as tools and shortcuts that the human
brain uses to quickly identify and interpret patterns in its environment in order
to guide courses of action. It is important to describe how heuristics can influence
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decisions and to disentangle them from individual preferences, thus, we start
outlining briefly the basic components of all decisions. Any decision process can
be decomposed into four successive steps: (1) The perception of information
from the environment, (2) the processing of the perceived information, (3) the
(intuitive) optimization process which identifies the best alternative, and finally
(4) the decision, which manifests itself in the selection of the best alternative
through a specific course of action.

In order to select the best alternative, the individual needs four types of
information:®

1. What are the alternative courses of action?

2. What are the events that could follow from these actions?
3. What is the likelihood of each event?

4. What is the value of each event to me?

The decision process is moderated by two different factors: (1) The prefer-
ences of each individual and the heuristics an individual uses may lead to biases;
and (2) individual preferences have an impact on how a person evaluates the
attractiveness of an alternative. Abstracting from asymmetrical information,
individual preferences are the economic explanation of behavioral differences
between individuals in a given situation. Heuristics, instead, influence the per-
ception and processing of information and the (intuitive) optimization process
used by individuals in selecting the preferred course of action.” Thus, behavior
reflects more than preferences, it may also exhibit biases due to the use of heu-
ristics. Heuristics and biases are one possible explanation for differences in
behavior across individuals identified by psychologists.® We argue that both
preferences and heuristics are moderators of the decision process and can both
lead to differences in the actions taken by individuals in identical environments
and decision situations.

In general, a major difficulty often encountered by decision makers is that
likelihoods and outcomes are not easy to assess. This is particularly relevant
for entrepreneurial decisions since potential entrepreneurs are often subject to
Knightian uncertainty or to ambiguity, that is, to situations in which outcomes
and their likelihoods are often unknown.” '° In such situations, instead of making
a decision based on known outcomes and probabilities, the potential entrepre-
neur has to form a belief and a personal judgment about the expected outcomes
and their probabilities. Such beliefs are often expressed in statements like “I think
that...,” “Chances are...,” “It is unlikely that...” and so forth.

To illustrate the difficulties involved in making judgments under uncertainty,
consider the following example: What is safer for a child in the United States? To
play at a friend’s house where parents keep a gun? Or to play at a friend’s house
where parents do not have a gun but a beautiful swimming pool in the garden?
Intuitively, most of us would agree that the child is much safer at the house with
the swimming pool. Yet, the data tell a different story: In any given year, one child

>
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drowns for every 11,000 residential pools in the United States. But only one child
is killed by a gun for every 1 million-plus guns. Hence, the likelihood of death by
drowning (1 in 11,000) is significantly higher that that of death by gun (1 in
1 million-plus). Indeed, they are not even close, with the child being 100 times
more likely to die in the swimming pool than from gunplay.''

It also appears that people are sometimes bad at assessing risks. Human
judgment in uncertain situations has been shown to make use of a variety of
heuristics and to be prone to biases that can influence decision processes in a
systematic way.'>"'* Often, these heuristics are quite useful, but sometimes they
can lead to systematic errors.">° The evidence suggests that people are better at
assessing risks they are used to, but perform badly when assessing risks associated
with small probabilities since such events occur rarely.”!

Because of the uncertainty that typically surrounds entrepreneurial activity,
and because of the idiosyncrasies characterizing many entrepreneurial decisions,
it can be expected that probability judgments are especially difficult. Further-
more, it can be expected that heuristics and biases contribute significantly to
explain many entrepreneurial decisions, such as the choice of business activities
that an entrepreneur engages in, the choice of business location, and the selection
of staff and business partners. The use of simplifying heuristics and biases may
lead to suboptimal outcomes, such as excess entry into markets and low average
survival chances for young businesses.”> On the other side, it can also be argued
that the use of such simplifying heuristics and biases is particularly appropriate or
even necessary for entrepreneurial decisions.> *> Some entrepreneurship scholars
propose a compromise between these two positions and advocate the appropri-
ateness of certain heuristics in some situations, but the inappropriateness of the
same heuristics in other situations.*®

Studying heuristics and biases may help us to better understand entrepre-
neurial behavior, for example, why some people in some situations decide to
become entrepreneurs while others do not. It may be important for policymakers
who are interested in fostering entrepreneurial activity and for entrepreneurs by
helping them to improve their decision making. Also, understanding the role
heuristics and biases play in entrepreneurial behavior may be of interest to en-
trepreneurship teachers who want to prepare their students to become successful
entrepreneurs. Finally, understanding the role of heuristics and biases in entre-
preneurial behavior might help researchers to explain recurrent anomalies noted
about entrepreneurship. For example, it is known that many new businesses
fail shortly after inception, and business venturing has been shown to be—on
average—an inferior decision both in terms of returns to money invested and
career choice.””° Yet, despite these depressing prospects, individuals continue
to start businesses. A better understanding of the individual decision to start a
business and the potential impact of heuristics and biases on this decision could
be the key to solving these puzzles.

In the following sections, we focus on the influence of heuristics and biases on
the decision to start a new business because this is arguably the most fundamental
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decision characterizing entrepreneurial behavior. The success probabilities are
unknown, resources are typically limited, experience may be scarce, and there is
no safety net. While still uncertain, later decisions are typically based upon more
experience, information, and resources.

HEURISTICS AND BIASES IN THE DECISION
TO FOUND A NEW BUSINESS

The entrepreneurship literature often differentiates between the exploration
and the exploitation of business opportunities.”” ** According to Sarasvathy,
decision theoretic frameworks normally used to explain that the exploration
process suffers from some severe limitations.” In most decision theoretic ap-
proaches, decision alternatives are just assumed to exist, that is, they are exog-
enously given. Hence, it is not surprising that most of the literature in descriptive
decision theory that underlies the heuristics and biases paradigm does not con-
cern itself with situations where the objects to judge or the alternatives to decide
upon are not given. Since this chapter builds upon this decision theoretic frame-
work, we will also not deal with exploration and opportunity recognition pro-
cesses.”* Instead, we assume that at least one business opportunity and at least
one other decision alternative are given.

Research on heuristics and biases has provided us with a general understanding
of how individuals deviate from rationality in different decision situations. With a
few exceptions that we will discuss in the context of specific examples, there is not
much empirical research on the use of heuristics by entrepreneurs and the impact
of biases on entrepreneurial decisions. Specifically, not much work exists on the
relevance of these aspects for the decision of prospective entrepreneurs, although
their possible relevance has been suggested in theoretical articles.’ ¢

From the perspective of economics and operations research, the decision
whether to start a business may be seen as an optimization decision involving
complex trade-offs.”” To simplify, the decision maker is assumed to consider the
opportunity costs of being an entrepreneur—typically determined by a job in a
dependent position—as well as potential outcomes of different entrepreneurial
opportunities and their probabilities of occurrence.”® The decision to become an
entrepreneur requires individuals to decide whether they actually want to exploit
a business opportunity themselves by starting a business or if other courses of
action are more desirable. Let us consider a simple example to illustrate the
elements of this decision process and the role of perceptions.

Marie works for an advertising agency and writes promotional texts. She earns
fairly good money and she is popular among her clients. She also thinks she could
do a better job than her boss in running the company and has always dreamed
about being independent. Thus, she considers starting her own advertising agency
and believes she has fairly good chances to take some of her clients along. There is,
however, the risk she will fail.
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Her possible actions are to remain employed or to start her own company.
Staying with her current job yields a safe income. Starting her own company
bears the risk of failure. Marie knows from casual observation that those start-ups
in the advertising business that manage to survive for at least three years usually
continue to exist or provide their owners with a nice sum of money when the
business is sold. She estimates that her own company would have an 80 percent
chance of surviving for three years. Marie considers successfully running her own
business to be the most desirable scenario with a utility value of 1. A start-up
failure would be her least desirable scenario with a utility value of 0. Staying with
her current job is not as attractive as being successful with her own venture, but
clearly more attractive than failing, thus she attaches to this outcome a utility
value of, say, 0.7. Given their probability of occurrence, remaining with her
current job yields for Marie an expected utility of 1 x 0.7 = 0.7, whereas starting
her own advertising agency yields (0.8 x 1) + (0.2 x 0) =0.8. Because the ex-
pected utility of starting her own business is higher (0.8) than remaining with her
job (0.7), Marie decides to dare her own venture.

Obviously, Marie’s decision is highly sensitive to her personal preferences (the
subjective utility values that she has assigned to each outcome) as well as to her
perceptions of the outcomes and the associated probabilities. Her colleague
Rachel had the same idea but was more skeptical about her business prospects:
She estimated that her venture would only have a 50 percent chance of survival
and was quite surprised when she heard about Marie’s decision to start her own
business. Although Rachel also shared Marie’s preferences, she was less optimistic
that running her own venture would yield a considerably higher income com-
pared to her wage job. As a consequence, she evaluated the utility of staying in her
current job at 0.85 compared to 1.0 for starting her own business. Evaluating her
options, she decided to stay with her wage job (expected utility of 0.85 compared
to 0.5 for her own venture).

This example illustrates the typical difficulties in business venturing decisions.
Both the outcomes of the alternative actions and the probabilities of each out-
come are not precisely known ex ante. The evaluation of expected outcomes and
probabilities requires judgments based on individual perceptions: What infor-
mation does the potential entrepreneur receive and how does she interpret them?
Even when the individual has well-defined preferences and no doubts about the
relevant time horizon, misperceptions of chances or outcomes can still yield
suboptimal decisions.

POTENTIAL EFFECTS OF WELL-KNOWN
HEURISTICS AND BIASES

We now discuss the effects on decision making of a number of well-known
heuristics that are relevant for entrepreneurial decisions and point to some re-
lated empirical evidence. The heuristics and corresponding biases are taken from
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behavioral decision theory and are grouped according to their common fea-
tures. We present three distinct groups: reference-dependent behaviors, biases
in probability perceptions, and biases in self-perceptions. Under reference-
dependent behavior we include all situations in which behavior is influenced by a
specific predetermined anchor, or reference point, that influences subsequent
behavior. A rational decision maker should not react to these kinds of past ex-
periences, or at least not very strongly. Under biases in probability perceptions,
we include heuristics used to judge the probability of potential events that typ-
ically lead to deviations from an objective processing of information about
probabilities. Finally, under biases in self-perceptions, we include biases indi-
cating the tendency of individuals to judge their own behavior and abilities more
favorably than they objectively should.

Reference-Dependent Behaviors

The most striking fact about human decision making is that all comparisons
are made relative to some anchor, reference point, or aspiration level. Unlike
standard or subjective expected utility theory, which assumes that individuals
look at their final state of wealth, reference-dependent behaviors imply com-
paring potential outcomes of a decision with what you have or what you want to
have or what you regard as a typical outcome. Hence, behavior becomes de-
pendent on experiences, on expectations, and so on, in nonrational ways. Since
these behaviors are relevant for individuals in general, we expect them to be
also relevant for entrepreneurs and will discuss reasons why some of these be-
haviors may be stronger and others weaker when entrepreneurial behavior is
concerned.

Escalation of Commitment

In the example opening the chapter, individuals had a tendency to invest the
last million into the development of a radar-blank plane when $9 million where
already sunk, but they did not invest $1 million without this history. In both
cases, the success prospects where equally poor. This type of bias is called esca-
lation of commitment and is not limited to strategic decisions with large mon-
etary consequences but may as well apply to intimate personal relationships.”® *°

How could this phenomenon be explained? The theory of cognitive disso-
nance suggests that individuals try to avoid situations where they have to deal
with conflicting thoughts or emotions.*' Clearly, a revision of a previous deci-
sion leads to a cognitive conflict about which between the old and the new
decision is right. According to Bem, individuals have a strong urge to perceive
themselves as good decision makers.** According to Baron, Staw and Ross, and
Bobocel and Meyer, several factors such as feelings of responsibility for the
initial decision, concerns about the loss of face, and the urge to justify one’s
initial choice to oneself may play a role in the genesis of this effect.*’*
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Baron discusses a possible reason why entrepreneurs may be more prone to
this behavior than others.*® For example, after an individual has detected an op-
portunity and become a nascent entrepreneur, he or she may feel more and more
committed to continuing in the business where more time and money have al-
ready been invested, even though the objective prospects may have turned out
less favorable than expected. Hence, individuals tending to an escalation of com-
mitment would be more prone to start businesses once they have detected an
opportunity. These individuals will also exhibit a tendency not to quit their
business, even if after some time they are only burning money.*” A different
explanation for this phenomenon is that individuals perceive the incurred losses
as pulling them more and more below their aspiration level and hope that a final
breakthrough investment will bring them back to the subjective break-even point.
Even a small probability of success will be sufficient to make such additional
investments subjectively attractive. This line of thought is related to what will be
discussed in more detail under “Aspiration Levels and Reference Dependence.”

Anchoring and Adjustment

Another heuristic frequently used by people in producing estimates is to start
from some initial value and to adjust that value to yield a final answer. Thus, the
term anchoring describes a phenomenon in which different starting points
typically lead to different estimates for an identical problem, and in which these
estimates are biased toward the initial value.*® The initial value might be some-
how suggested or it might be the result of some reasonable partial calculation or
thought. Whatever the origin of the starting value, adjustments are typically
insufficient.*” This phenomenon may have significant implications for business
venturing decisions.’” >' A potential entrepreneur, for example, might try to
estimate the potential profit of her new business by considering business reports
in the media. She might know that the profit is likely to be biased upward be-
cause the media reports predominantly about successful enterprises. Yet, even if
she knows this and adjusts her estimate, the anchoring and adjustment heuristic
implies that in such situation she will be prone to make an insufficiently large
adjustment, thereby overestimating her potential profit.

Although the processing of probabilities will be dealt with in a subsequent
section, anchoring and adjustment is also relevant for probability estimation. A
consequence is that people often overestimate conjunctive probabilities and
underestimate disjunctive probabilities.”® >> Conjunctive probabilities are rele-
vant, for example, when the successful completion of a project requires each of a
series of events to occur. Disjunctive probabilities are relevant, instead, when
a particular event can occur if any one of a series of instances occurs. According
to statistical theory, the overall probability of a conjunctive event is lower than
the probability of each elementary event if the elementary events are indepen-
dent. Vice versa, the overall probability of a disjunctive event is higher than the
probability of each elementary event. The anchoring and adjustment heuristic
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implies that people do not actually compute the correct probabilities but that
they take the probabilities of the elementary events as starting points, and in-
sufficiently adjust these probabilities up or down for disjunctive or conjunctive
events, respectively. This has implications for the risk assessment of new ven-
tures: The successful launch of a new business is clearly a conjunctive event. It
requires the successful completion of each of a number of events, like finding
a competent management team, acquiring necessary resources, finding a good
location, hiring qualified staff, producing a product, and finding customers who
are willing to pay a certain price for the product. Even if each of these events is
very likely, the conjunctive probability can be quite low. As Tversky and Kah-
neman note, the general tendency to overestimate the probability of such
conjunctive events leads to unwarranted optimism.>*

To the best of our knowledge, the only empirical study on this heuristic in the
context of entrepreneurship is Lévesque and Schade’s who show, in an experiment
with students, that anchoring and adjustment are the major heuristics driving
the time allocation decisions between developing a new business and holding a
wage job.>

Aspiration Levels and Reference Dependence

This is the most general phenomenon in the group of reference-dependent
behaviors. Indeed, some of the above-mentioned behaviors can be traced back to
aspiration levels and reference dependence. No one, including entrepreneurs,
seems to be able to escape the strong behavioral tendencies to behave in this
biased way: Individuals typically evaluate the attractiveness of an outcome not in
terms of total wealth, but in terms of gains and losses compared to an aspiration
level or a neutral state, such as the maintenance of the status quo. This neutral
state or aspiration level is called reference point. According to prospect theory,
decision makers transform the possible outcomes of a risky decision or pros-
pect into subjective values.”® A central feature of prospect theory is that people
evaluate one and the same prospect as more or less desirable depending on their
reference point, which determines whether outcomes are perceived as relative
gains or a losses. People are usually risk averse with respect to gains (e.g., they
would prefer a sure win of $800 over an 85 percent chance to win $1000, although
the expected value of the risky outcome is higher) and risk seeking with respect to
losses (they would prefer a chance of 85 percent to lose $1000 and a 15 percent
chance to lose nothing over a sure loss of $800, although the expected value of the
risky outcome is lower). Thus, according to prospect theory, how attractive
someone perceives a risky alternative critically depends on what the point of
reference is and whether the person believes to be in a win or loss situation.

Specifically, prospect theory implies that unemployed people should be more
likely to attach higher subjective values to the possible gains from a new business
and lower subjective values to possible losses compared to people who currently
have a job. Hence, they should be expected to be more likely to start a business
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but also more likely to fail (on average) than people who start a business from a
neutral or gain position. Some empirical evidence supports this argument.
Taylor and Ritsila and Tervo, for example, have shown that unemployment
increases the chance that a person will make the transition to self-employment
or to starting a business.”” >® Also, Cooper et al. have shown that ventures
founded by people who quit their previous jobs to pursue an entrepreneurial
opportunity were more likely to survive three years than those who started
businesses upon losing their jobs.” Finally, Reid and Smith have found that pull
factors such as the detection of a business opportunity lead to a larger chance to
survive than pull factors such as unemployment.®® All these studies, however, do
not allow differentiating between the explanation based on prospect theory and
alternative explanation based on the fact that unemployed people face lower
opportunity costs.

That reference dependence according to prospect theory is indeed an impor-
tant phenomenon for entrepreneurial decisions can be more directly demon-
strated via the risk-return paradox.®’ Among others, Fiegenbaum and Thomas
demonstrated the risk-return paradox in detail: Businesses with an above than
average profitability exhibit a positive relationship between risk and return—
which is consistent with risk-averse decision making.62 However, companies with
a below-average performance exhibit a negative relationship between risk and
return; a result that is consistent with risk seeking. These results have been found
to hold in various countries such as the United States and Germany.®® These
results also hold in hypothetical questionnaires where, in a low performance
situation, individuals opt for riskier investments.®* Although the risk-return
paradox has been demonstrated for all kinds of businesses, including large firms,
its effect is of particular importance for entrepreneurs because start-ups typically
operate below the entrepreneurs’ aspiration levels. Entrepreneurs may start small
and with negative returns, but most of them have higher goals. A potential im-
plication is that entrepreneurs are risk taking in the beginning, but may become
risk averse as they become successful.

The phenomenon is supported by some anecdotal evidence: Fred Smith,
founder of FedEx Corp., facing a deep crisis of his company, went to the casino
to gamble with a substantial part of the company’s capital to save the enterprise
(and won). Donald Trump, real estate tycoon, twice threatened by insolvency,
got back to the top via some very risky real estate speculations. There is much
reason to believe that such behavioral tendencies also occur among small-
business owners and in business venturing decisions.

Reference dependence also works in the absence of risk. An entrepreneur may
be satisfied if she reaches profitability in a given year, if the aspiration level was
becoming profitable. However, if she compares her performance with that of a
close friend who founded a business in the same year but has a much higher
profitability, happiness may turn into unhappiness if the friend’s performance
becomes the aspiration level. This, in turn, may have severe consequences for the
evaluation of future prospects.
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Status Quo Bias

The status quo bias is defined as the tendency to select a previously chosen
alternative disproportionately often.®® Instead of an unbiased consideration of
all available information in the decision-making process, most people have a ten-
dency to rely on what they have chosen before, on what represents the actual
state, or even what someone else has chosen for them and consequently is the
status quo. Numerous empirical studies have demonstrated the relevance of
the status quo bias for human decision making in various contexts.**”° The
status quo bias implies that people have a tendency to stick with the current state
even if objectively better alternatives are available. Interestingly, this bias is
contrary to what entrepreneurs are expected to do. For example, Schumpeter
described entrepreneurs as revolutionary, unconventional individuals who break
the routines.”' Thus, we would expect status quo bias to be of low or no im-
portance for entrepreneurial behavior. Burmeister and Schade investigate in a
quasi-experimental study whether entrepreneurs are actually less susceptible to
the status quo bias compared to students and to bankers specialized in start-up
financing.”” Their results suggest that bankers are more susceptible to a status quo
bias than entrepreneurs. So in a way, entrepreneurs seem indeed to outperform
other professionals when it comes to the status quo bias.

To summarize, this overview of the different facets of reference-dependent
behaviors has described a variety of important behavioral phenomena and shown
that, among them, some find entrepreneurial behavior to be more susceptible
(such as in the escalation of commitment), while others (such as the status quo
bias) find it to be less so. Clearly, most of these behaviors will need to be inves-
tigated more deeply in the context of entrepreneurial actions.

Biases in Probability Perception

In the category of biases in probability perceptions, we include heuristics used
by individuals to judge the probability of potential events that typically lead to
deviations from the objective processing of information about probabilities.

Availability

One way to assess the downside risk of a new business is to imagine the
various difficulties it could encounter. Similarly, the upside risk of a new busi-
ness could be assessed by thinking about entrepreneurs who succeeded in their
markets. This procedure is called an availability heuristic. In general, an avail-
ability heuristic implies that people assess the probability of an event by the ease
with which instances or occurrences of that event can be brought to mind.”
This simple rule allows people to make guesses about probabilities because in-
stances of common events are usually recalled better than instances of less fre-
quent events. However, the availability of cues can also lead to systematic biases
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because things other than frequency and probability influence the ease with
which instances or occurrences can be recalled.

A bias can result from the retrievability of instances. An event or a class of
events that are easily retrieved from memory appear more frequently than a class
of equal frequency whose instances are, however, less retrievable. For example,
knowing someone who has gone bankrupt with her business makes business
failure appear more likely. Also, witnessing the business failure of a close friend
will have a stronger effect on subjective probability judgments regarding busi-
ness venturing than just reading about a business failure in the newspaper.
Furthermore, recent occurrences are more likely to be available than occurrences
in the far past: Presently, witnessing a business failure or a successful start-up
can temporarily influence the subjective probability of the risk associated with a
business venture if the availability heuristic is applied. Thus, if people assess risks
and outcomes based on the availability heuristic and if their judgment is influ-
enced by the ease with which a class or an event can be recalled, random events
in the individual’s environment that are totally independent from the prospects
of her own business idea influence her judgment.

Imaginability can also lead to biased estimates of risks and outcomes. For
example, a potential entrepreneur who considers her business idea to be unique
will probably not rely on the statistics of the past or the experiences of other
entrepreneurs to assess her prospects. Kahneman and Lovallo called such a per-
spective the inside view.”* To evaluate the prospects of a business idea, the po-
tential entrepreneur typically constructs several scenarios and evaluates their
likelihood by the ease with which they can be constructed. In fact, such mul-
tiscenario calculations are often part of business plans that are submitted to
banks and venture capitalists to seek funding. However, the ease with which the
scenarios can be constructed does not always reflect their actual likelihood of
occurrence and this mode of evaluation is prone to biases.”” Hence, the upside
chances of a new business might be evaluated by how vividly the entrepreneur
can portray favorable scenarios. If the potential entrepreneur can easily imagine
such scenarios, she might overestimate the likelihood of success of her business
idea. Conversely, the chances of success might be grossly underestimated if the
decision maker is very imaginative in thinking about possible difficulties and
constructing unfavorable scenarios.

Opverall, the influence of the availability heuristic on business venturing de-
cisions has been discussed by various authors.”® 77 We are not aware, however,
of any empirical test demonstrating, yet, the relevance and the performance
implications of this heuristic on entrepreneurial behavior.

Representativeness
Representativeness, also called the law of small numbers, is the willingness to

generalize and draw strong conclusions from small samples that do not represent
a population.”® Thus, in trying to answer the question whether some object or
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event A belongs to or originates from class B, the representativeness heuristic
implies that people search for similarities between A and B. If A closely resembles
B, it is believed that it belongs to or originates from B, regardless of prior
probability distributions or sample size.”” This heuristic can help in formulating
judgments and can enable quick decisions in situations in which only very limited
information exist or the search for further information would not significantly
reduce uncertainty. Thus, the representativeness heuristic should encourage a
person to exploit entrepreneurial opportunities because they often have only a
limited window of opportunity and require quick action based on very limited
information. In this sense, the belief in the law of small numbers may be beneficial
to entrepreneurs.

Yet, it may also lead to biased judgments that result in poor decisions. For
example, an entrepreneur may be unduly encouraged by limited feedback from
two potential customers who state they would buy the new venture’s proposed
product or from articles in the press that report about successful new ventures.*’
Although generalizing from a small sample may in principle lead either to overly
optimistic or pessimistic judgments, some scholars argue that individuals are
more likely to utilize limited amounts of positive information which result in
overly optimistic forecasts.*”> ** Consequently, people who rely on the represen-
tativeness heuristic tend to ignore base-rate probabilities and underestimate
risks such as, for example, the high average rate of new business failures. Bu-
senitz and Barney found evidence that entrepreneurs are more likely to follow
the representativeness heuristic than managers.®” In other words, they are more
likely to use rules of thumb rather than accurate statistical analysis to guide their
decisions. This may suggest that entrepreneurs and managers have different cog-
nitive decision-making styles. Looking at students’ responses to a survey based
on a teaching case about entrepreneurial activity, Simon et al. found evi-
dence that individuals who showed a strong tendency to generalize from small
samples had lower perceptions of risk and a higher tendency to start new
businesses.®*

To summarize, biases in probability perception are likely to influence en-
trepreneurial behaviour. The heuristics that typically lead to such biases often
help an individual to make decisions in situations with limited information
about actual probabilities and distributions. In this sense, they might be bene-
ficial or even necessary for entrepreneurial behavior that often requires ac-
tion despite prevailing uncertainties, but they may also lead to suboptimal
decisions.

Biases in Self-Perception

In the context of behavioral decision theory, the third and last group of
heuristics and corresponding biases is biases in self-perception. In this category,
we include biases indicating the tendency of individuals to judge their own
behavior and abilities more favorably than they objectively should.
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Self-Serving Bias

Individuals differ in the way they make attributions, that is, they exhibit
different tendencies when identifying whether the causes of positive or negative
events are external (outside world) or internal (within the individual).®® Wat-
kins et al., for example, have shown that depressive individuals have a tendency
to attribute success to the outside and failures to internal causes, whereas in-
dividuals falling prey to a self-serving bias attribute positive developments to
internal causes and negative developments to external causes (bad luck, etc.).8®
As an example, think of a student attributing all successful exams to his own
superior skills and preparation, and all failed exams to professors having had a
bad day when inventing the (clearly unfair) exam. According to Baron, entre-
preneurs may be more prone to self-serving biases than other people.®’”

Indeed, a self-serving bias may facilitate the decision to start a new business.
Specifically, the bias may have a twofold impact. (1) If failures in former oc-
cupations have mostly been attributed to external causes, trying it on your own
may be a logical consequence. (2) If successes have been mostly attributed to
oneself, chances of surviving as an entrepreneur will be judged to be higher than
they objectively are. Along similar lines, Baron suggests that the self-serving bias
might be one driver of entrepreneurial overconfidence.*®

Hlusion of Control

The illusion of control is another bias that influences individuals’ perceptions
of risks and outcomes.®® It occurs when individuals erroneously believe they are
in control of a situation when, objectively, they are not. This has important
implications because usually there is a causal link between skill or effort and per-
formance, whereas success in luck or chance activities is apparently unrelated to
skill and effort. The seminal study by Langer showed that people often do not
distinguish these two concepts correctly.”® For example, people in Langer’s
experiment demanded a significantly higher price to sell a lottery ticket they had
selected themselves than a control group who did not have a chance to self-select
their ticket. Obviously, whether a lottery ticket wins or not entirely depends on
chance. Yet, people in the experiment demanded a premium for self-selected
lottery tickets, erroneously believing the value (the winning chances) of this ticket
to be higher.

A consequence of the illusion of control is that individuals believe that they
can influence largely uncontrollable events, which makes them more optimistic
about the expected outcome and more confident in their ability to correctly
predict that outcome. Duhaime and Schwenk have interpreted the illusion of
control as a reaction of individuals to alleviate discomfort with uncertainty.”’
Managers with an illusion of control may generate overly optimistic performance
estimates and are more likely to engage in risky decisions.”* > This, in turn, may
ultimately influence the performance of their business.
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There is also some evidence that an illusion of control is positively related to
an individuals’ propensity to start a business: Boyd and Vozikis found that in-
dividuals’ beliefs in their ability to control outcomes affect their intentions to
start businesses.’® Also, Simon et al. found evidence that an illusion of control
negatively affects perceived risk and positively affects the chance of starting a
business.””

Overconfidence

There are different ways to perceive yourself or the outside world too opti-
mistically. Perceiving a risky environment far too optimistically is typically re-
ferred to as overoptimism and may be due to already discussed concepts such as
availability or illusion of control. Within this context, overconfidence is about
self-perception although the term has been used in different ways. For example,
the term has been used to describe an excessive belief in the precision of private
judgments. Overconfidence has also been used to describe people’s tendency to
overestimate their own performance and, finally, to describe the so-called better-
than-average effect, where respondents believe they perform better than the
average individual.”®

A number of studies have shown that most people are overconfident about
their own relative abilities and unreasonably optimistic about their future.'*® !
It is also well known that the vast majority of people claim to be above average
on almost any positive trait, although of course, only half can actually be above
average.102 Thus, this concept is closely related to self-efficacy, that is, the belief
in one’s own ability to perform a given task.'”> Overconfidence is greatest for
difficult tasks, for forecasts with low predictability, and for undertakings lacking
fast, clear feedback.'®™'%” Given the complexity of factors that influence the
possible success or failure of a new business, the lack of fast and clear feedback,
and the high uncertainty of the outcome, it is not surprising that potential en-
trepreneurs should tend to be overconfident. Perhaps overconfidence may also
contribute to the high level of self-efficacy found among entrepreneurs.'*® '%°

Overconfidence leads people to follow their own judgment instead of paying
attention to the information or advice provided by others, to disregard discom-
forting information, or to neglect the skills of competitors.”o_112 Thus, over-
confidence encourages people to exploit opportunities and to enter markets. In
fact, there is robust empirical evidence showing entrepreneurial decisions to be
related to overconfidence. Cooper et al. report that one-third of the new busi-
ness founders they surveyed were certain of their success and 81 percent believed
their chances of success to be at least 70 percent.''> Respondents also estimated
their chances of survival to be much higher than those of other comparable
companies. Yet, at the time of Cooper et al.’s study, 66 percent of all newly
founded businesses were failing. Along similar lines, Camerer and Lovallo con-
ducted an incentive compatible market entry experiment and found that sub-
jects overestimate their chances of success.''* More surprisingly, they also found
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that overconfidence in success is even higher when subjects know that their suc-
cess will depend on their skills. According to Mahajan, not even experience helps
against overconfidence. In a study with marketing managers, those with the
broadest job experience exhibited the largest degree of overconfidence.''> Aldrich
found that entrepreneurs often overstate their own skills and abilities, and Bhide
found evidence that entrepreneurs exploit opportunities despite a lack of com-
petitive advantage.''® "7

It is important noticing, however, that despite evidence that entrepreneurial
decisions are probably related to overconfidence and that many entrepreneurs
seem to start their businesses with erroneously optimistic beliefs about their abil-
ities, overconfidence may not be such a bad thing after all. There can be situ-
ations in which the benefits of being overconfident clearly outweigh the costs.
For example, some people might start a business with the erroneous belief that
they have the sufficient skills and experience for doing so. But just starting may
help them to acquire the skills and the experience that they actually need.''®
Also, there is some evidence that confidence is actually positively related to
success. Kalleberg and Leight, for example, studied the survival of a sample of
owner-managed small businesses in Indiana.''” They found that owner’s con-
fidence in their ability to run the business reduced the likelihood that the firms
would go out of business over the observed period.

To summarize, biases in self-perception such as the self-serving bias, illusion of
control, and overconfidence can all lead to overly optimistic judgments about
business prospects and have been found to facilitate the decision to start a busi-
ness. Thus, biases in self-perception may help to explain the high failure rates of
young businesses and the comparably low average financial returns on entre-
preneurial activity.

CONCLUSION AND FUTURE RESEARCH

Although the list of perceptual phenomena is not exhaustive, it suggests that
the expected outcomes and probabilities of entrepreneurial decisions are likely to
be affected by heuristics and biases. On the one hand, heuristics may help in
managing the complex task of assessing uncertain future prospects and might
even be necessary to act quickly in an uncertain environment without wasting
time and resources. On the other hand, they might also lead to miscalibrated
judgments and suboptimal entrepreneurial decisions. Previous research has in-
dicated that entrepreneurs are more likely to fall prey to certain biases (e.g.,
overconfidence, representativeness) and less likely to fall prey to others (e.g., the
status quo bias). Yet, there is still much need for further empirical studies on the
relevance and types of how other heuristics and biases (e.g., anchoring and
adjustment heuristic, availability, aspiration levels) apply specifically to entre-
preneurs. For example, it would be interesting to test whether suboptimal reac-
tions to recent events have a measurable influence on business start-up decisions.
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Lacking appropriate data, experimental methods provide a useful approach to
tackle these issues.

Closely related to the question whether perceptual biases influence start-up
decisions, is the question whether these biases have any implications for the per-
formance of newly founded businesses. Existing evidence on this topic is scanty.
Which of these perceptual biases is potentially harmful to performance? An
interesting approach to study the performance implications of perceptual bi-
ases could be a longitudinal survey of new business founders that would include
psychometric items measuring individual perceptions, miscalibrations, and
preferences.

Also, Koellinger and Minniti and Koellinger et al. have shown surprisingly
large differences in how individuals perceive themselves and their environment
across countries and social groups, leading to strong implications for start-up
activity.'**™'** To what extent are these differences in individual perceptions
influenced by culture, institutions, or public policy? How would changes in in-
stitutions and public policy, for example, influence entrepreneurial activity and
the way people perceive their individual prospects?

Finally, as we also discussed, the very nature of entrepreneurial decisions
makes them susceptible to some perceptual biases and likely to lead to overop-
timistic judgments. For example, the conjunctive nature of a successful business
launch (each of a series of events must occur for a successful launch) lead to
overoptimistic judgments due to the anchoring and adjustment heuristic. The
complexity and uncertainty surrounding business ventures and the lack of fast
and clear feedback make it also highly probable that people will make overcon-
fident judgments. On the other hand, without the presence of overoptimistic
judgments, we would probably see fewer business start-ups, but higher average
returns and success rates among those who become entrepreneurs.

Overall, it is far from clear whether overconfidence in individual behavior
yields a positive or negative social return: It may be that unsuccessful businesses
create negative externalities for society (e.g., if the costs of their failure have to be
paid—at least in part—by others). But it may also be that even the overconfident
and unsuccessful entrepreneurs generate positive returns to society by generat-
ing valuable information (knowing that something is a bad idea can be very
valuable).

Our discussion has emphasized that people frequently rely on simple heu-
ristics and are affected by biases when making decisions in complex and uncertain
environments. This is particularly relevant for entrepreneurial behavior because
taking advantage of business opportunities often requires quick decisions with-
out complete knowledge of all facts and probabilities. The frequent use of heu-
ristics and biases implies a deviation of the decision maker from fully rational
predictions of behavior. Although this might lead to suboptimal outcomes in
some situations, it might be beneficial or even necessary in other situations. We
believe that a further investigation of these issues is a highly relevant and inter-
esting field for future entrepreneurship research.
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The Role of Risk in
Entrepreneurial Behavior

Julie Ann Elston and David B. Audretsch

OPPORTUNITY RECOGNITION AND THE WILLINGNESS
TO TAKE ON RISK

The fields of management, psychology, and more recently economics, have
provided many insights into the complex decision-making process, leading in-
dividuals to start a new business. This research has primarily focused on the
emergence and evolution of entrepreneurial cognition as it assumes, for example,
that entrepreneurship is an orientation toward opportunity recognition. Central
to this research agenda are these questions: How do entrepreneurs perceive
opportunities? How do these opportunities manifest themselves as being credible
versus being an illusion?’

Krueger examines the nature of entrepreneurial thinking and of the cognitive
process associated with opportunity identification and the decision to undertake
entrepreneurial action.” He shows that a perceived opportunity and intent to
pursue that opportunity are the necessary and sufficient conditions for entre-
preneurial activity to take place. The perception of an opportunity is shaped by a
sense of the anticipated rewards accruing from and the costs of becoming an
entrepreneur. In the literature, some of the research has also focused on the role
of personal attitudes and characteristics, such as self efficacy (the individual’s
sense of competence), collective efficacy, and social norms.

Shane and Eckhart have also introduced the concept of the entrepreneurial
decision resulting from the cognitive processes of opportunity recognition and
ensuing action,” and suggest that an equilibrium view of entrepreneurship stems
from the assumption of perfect information. In contrast, imperfect or asymmet-
rical information generate divergences in perceived opportunities across different
people. Imperfect information means that the individuals under consideration
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do not have complete information about the possible outcomes of their deci-
sions. Asymmetrical information, instead, means that different people have ac-
cess to different information about the possible outcome of their decisions. The
sources of heterogeneity across individuals include differing access to informa-
tion, as well as cognitive abilities, psychological differences, and access to resources,
such as financial and social capital. Imperfect and asymmetrical information,
however, lead also to the presence of risk. Since entrepreneurial outcomes are
unknown, entrepreneurial behavior is inherently risky.

In asking why some people start businesses while others do not, much of the
entrepreneurship literature has historically focused on the ability of individu-
als to observe an opportunity that can be exploited and on their willingness to
take on risk. Shane and Eckhardt* summarize this literature by introducing the
individual-opportunity nexus. Specifically, they discuss the process of oppor-
tunity discovery and explain why some actors are more likely to discover a given
opportunity than others. The differences between actors involve the willingness
to incur risk.”

In a related study, Gifford® defines the entrepreneurial process as the per-
ception of an opportunity for profit and the necessary decision making for, and
acceptance of, responsibility for the outcome of its exploitation. Her study
suggests that the entrepreneur has a role in the economy only if the environment
is uncertain, thus separating the concept of risk (measurable uncertainty) de-
scribed earlier from true uncertainty, which refers to the unknowable probability
that an event will occur and is not associated with a statistical probability. In
other words, developing an argument originally presented by Knight, Gifford
provides a theoretical argument supporting the idea that, as mentioned earlier,
entrepreneurial behavior is not only inherently risky, but deals primarily with
situations in which statistical probability are unknown. Already since Knight, a
distinction has been made between risk and uncertainty.” While in the first case,
the entrepreneur can take calculated risks, such calculation is impossible in the
second type of situation.

Entrepreneurship research has also made a key distinction between the role of
actual risk and perceived risk when individuals confront the entrepreneurial
choice. The difference is that while the first reflects the statistical probabilities of
outcomes associated with a particular action—in this case, starting a business, the
latter reflects the individual’s subjective perception of the (risky) activity in
question. Camerer and Lovallo, Kahneman and Tversky, and Koellinger, Minniti,
and Schade have demonstrated that perceptions of risk and own ability have a
systematic influence on the decision of individuals to start a new business and
may deviate systematically from actual risks.* '

The purpose of this chapter is to explore the fundamental role of risk in
entrepreneurial behavior from an economics perspective and, specifically, to ex-
amine the sources of risk facing entrepreneurs as well as the relatively less ex-
plored area of their risk preferences. While this topic has been the focus of
extensive analysis in the management literature, it has remained elusive in the
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field of economics. Thus, the goal of the chapter is threefold. First, we discuss
differences between the concepts of risk and uncertainty. Second, we focus on an
economic approach to risk and show how different types of risk are relevant for
entrepreneurial behavior. Third, we discuss the nature of entrepreneurial pref-
erences with respect to risk. Overall, we find that both the concepts of risk and
uncertainty play a central, albeit different, role in entrepreneurial behavior and
that, while the theory of risk has played a prevalent role in much of economic
choice, it has remained underutilized in the area of entrepreneurship.

The rest of the chapter is organized as follows: The next section makes the key
distinction between the concepts of risk and uncertainty. The third section dis-
cusses entrepreneurial behavior as being an inherently risky occupational choice.
The fourth section discusses the influence of asymmetrical and imperfect in-
formation on entrepreneurial behavior. The fifth section discusses the role of
individual risk preferences on the entrepreneurial decision process. Finally, in the
last section, a summary and conclusion are provided.

RISK VERSUS UNCERTAINTY

Risk is typically associated with the unknown but probabilistic outcomes
associated with tossing a die. In contrast, when Columbus set sail westward into a
world presumed to be flat, he was confronted by uncertainty. No probability
distribution existed predicting what his uncertain future might face. According to
Kirzner, the chief function of the entrepreneur is to arbitrage risk.!! It is risk
differentials that give rise to entrepreneurial opportunities and it is entrepre-
neurial alertness that identifies the risk differentials that yield entrepreneurial
opportunities. Thus, as Koppl and Minniti point out, “According to Kirzner, the
entrepreneur is an alert individual. Entrepreneurship is a change in the ends-
means framework of this individual. Such change happens because the potential
entrepreneur is alert to new possibilities for action.”'* In contrast, Schumpeter
identifies uncertainty as giving rise to entrepreneurial opportunities.' It is the
inability of incumbent organizations to make decisions when confronted with
uncertainty that gives rise to the entrepreneurial opportunity.

We can define taking a risk as making a choice where the outcome resulting
from that choice is less than certain but can be anticipated with known a priori
probabilities. Tossing a die, for example, is a risky action in the sense that the
outcome is unknown, although all possible outcomes are unknown and so are
their probabilities. In 1921, Knight made the important distinction between risk
and uncertainty.'* Knight characterized a cognitive decision as being inher-
ently uncertain if the outcomes resulting from that decision cannot be assigned
a probabilistic distribution.'> According to Knight, “With the introduction of
uncertainty—the fact of ignorance and the necessity of acting upon opinion
rather than knowledge—into this Eden-like situation (that is a world of perfect
information), the character of decision making is entirely changed...with
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uncertainty present doing things, the actual execution of activity becomes in a
real sense a secondary part of life; the primary problem or function is deciding
what to do and how to do it.”'® Thus, risk involves outcomes that are known with
certainty but are probabilistic, suggesting that they can be assigned a probabil-
ity distribution. Uncertainty, on the other hand, involves outcomes that are not
known and for which no probability distribution can therefore be assigned. En-
trepreneurs will often face business alternatives for which the risks are unknow-
able and, as a result, will often operate under uncertainty.

Sarasvathy et al. also distinguish between uncertainty and risk by identifying
three types of situations.'” They are: (1) a future with a known distribution and
diversifiable risk known in advance, (2) a future with a known distribution
and diversifiable risk not known in advance, and (3) unknowable risks or true
uncertainty. The assumption of perfect information implies decision making
under risk. In contrast, imperfect information implies decision making under
uncertainty. Alchien pointed out that the existence of knowledge asymmetries
would result in the inevitability of mistaken decisions in an uncertain world.'®
When uncertainty is present, the task of deciding what to do and how to do it
takes precedence over execution, and the action of selecting among alternative
options is no longer a matter of indifference or a mechanical detail.

Entrepreneurship is primarily about innovation in products and processes.
Within this context, Arrow makes a clear distinction between uncertainty asso-
ciated with economic knowledge and risk associated with traditional economic
factors."” In particular, he argued that new knowledge differs from the traditional
factors of production, in that new knowledge involves a greater degree of
uncertainty. The expected value of any new idea is highly uncertain, and as Arrow
pointed out, has a much greater variance than the one that would be associated
with the deployment of traditional factors of production. After all, there is rel-
ative certainty about what a standard piece of capital equipment can do, or what a
(unskilled) worker can contribute to a mass-production assembly line. In con-
trast, Arrow emphasized that when it comes to innovation, there is uncertainty
about whether the new product can be produced, how it can be produced, and
whether sufficient demand for that visualized new product might actually
materialize.

In addition, new ideas are typically associated with considerable asymmet-
ries. In order to evaluate a proposed new idea concerning a new biotechnology
product, for example, the decision maker might not only need to have a PhD in
biotechnology, but also a specialization in the exact scientific area. Such diver-
gences in education, background and experience can result in a divergence in the
expected value of a new project or the variance in outcomes anticipated from
pursuing that new idea, both of which could lead to divergences in the recog-
nition and evaluation of opportunities across economic agents and decision-
making hierarchies. Such divergences in the valuation of new ideas will become
greater if the new idea is not consistent with known competences or with tech-
nological trajectory of the market.
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Thus, because of the conditions of high uncertainty and asymmetrical in-
formation, individuals may decide not to (or be forced not to) pursue an inno-
vation or try to commercialize new ideas.”” In this sense, entrepreneurship is the
economic action of individual decision makers who possess an endowment of
knowledge with a positive but uncertain expected value. This means that the
knowledge endowment of individuals leads some of them to associate a given
opportunity with a more positive outcome than others. Those with high positive
outcomes become entrepreneurs. Williamson, for example, points out the exis-
tence of an inherent tension between hierarchical bureaucratic organizations and
entrepreneurial activity.”' He argues that only when large firms are able to com-
pensate internal entrepreneurial activity in ways approximating that of the mar-
ket do they experience no entrepreneurial disadvantage with respect to smaller
businesses.

To summarize, taking risk means operating in an environment where out-
comes are less than certain but can be anticipated with known a priori probabil-
ities. Uncertainty, on the other hand, involves operating in an environment
where outcomes and relative probability distributions are both unknown. Both
concepts are highly relevant for entrepreneurial behavior and entrepreneurs are
individuals who choose to operate in such environments.

ENTREPRENEURSHIP AS AN INHERENTLY
RISKY BEHAVIOR

While the previous section differentiated between risk and uncertainty, this
section analyzes the entrepreneurial exposure to risk, leaving the discussion of
asymmetrical information and risk preferences to the following sections. As
mentioned in the introductory section, much of the entrepreneurship literature
has historically focused on the ability of individuals to observe an opportunity
that can be exploited and on their willingness to take on risk. Furthermore, since
entrepreneurial outcomes are unknown, entrepreneurial behavior is inherently
risky.

Within the economics literature, the prevalent theoretical framework used in
modeling entrepreneurial behavior has been the general model of income choice,
which has been at times referred to as the general model of entrepreneurial
choice.”” ** The model characterizes the fundamental choice that an individual
faces when deciding how to obtain her income. The model becomes adapted to
entrepreneurial choice when that decision involves the possibility of starting a
new business. The model of income or entrepreneurial choice dates back at least
to Knight, but was more recently extended and updated by Lucas, Kihlstrom and
Laffont, Holmes and Schmitz, and Jovanovic.2™% Basically these studies suggest
that individuals are confronted with the choice of obtaining their income either
from wages earned through employment in an incumbent enterprise or from
profits accrued by starting a new business. The essence of the income choice
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consists in comparing the certain wage an individual expects to earn through
employment, with the profits that she is expected to accrue from a new business.

The model can be summarized through a simple equation in which a com-
parison is made between the wage an individual expects to earn through em-
ployment, W*, and the risky profits that are expected to accrue from a new
business start-up, P*. Thus, the probability of starting a new business, Pr(s), can
be represented as:

Pr(s) = f(P* — W)

The model of income choice has been extended by Kihlstrom and Laffont to
incorporate aversion to risk, and by Lucas and Jovanovic to explain why firms of
varying size exist. It has also served as the basis for empirical studies about the
decision to start a new firm by Blau, Evans and Leighton, Evans and Jovanovic,
Blanchflower and Oswald, and Blanchflower and Meyer.>*~” This model clearly
highlights the inherent riskness of entrepreneurial behavior. The key contribu-
tion of this model to our understanding on entrepreneurial risk is twofold. First,
the model allows researchers to analyze how potential entrepreneurs compare
certain wages with risky profits. Second, it allows researchers to analyze how risk
aversion influences the decision between alternative employment choices.

In a related study, Van Praag et al. have argued that risk aversion significantly
decreases the probability that an individual would choose to be an entrepre-
neur.’® Parker observes that researchers in this area often seem to misconstrue
overoptimism regarding expectations of outcomes with greater risk tolerance on
the part of the entrepreneur.”® Thus, there is both theoretical and empirical
evidence suggesting that entrepreneurs are less deterred by risk than are their
nonentrepreneurial counterparts. In addition, Parker’s insight is to challenge the
conventional wisdom that entrepreneurs are overly optimistic.** Rather, it may
be the lower degree of risk aversion that leads them to start a new business when
more risk-averse individuals would abstain.

Empirical tests of the model of income or entrepreneurial choice have focused
on personal characteristics with respect to labor market conditions. For example,
using U.S. data and a sample of about 4000 white males, Evans and Leighton
linked personal characteristics, such as education, experience, age, and employ-
ment status to the decision to take on entrepreneurial risk and start a new busi-
ness.*! Other studies, also using U.S. data, such as those by Bates and Blanchflower
and Meyer, have emphasized human capital in the income choice.*> **

To summarize, when the decision to start a new business is thought of as
the choice between employment options characterized by certain and uncertain
returns, entrepreneurial behaviour may be viewed as being inherently risky
since, by choosing to pursue a perceived opportunity, the entrepreneur volun-
tarily chooses to operate in an environment characterized by both risk and
uncertainty.
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ASYMMETRICAL INFORMATION AND
ENTREPRENEURIAL BEHAVIOR

Entrepreneurs face many sources of risk, many of which are confounded in the
literature and some of which are nonunique to the entrepreneurial process. Here
we will attempt to identify and clarify some of these sources and their particular
impact on entrepreneurial behavior. The main reason why entrepreneurs are
exposed to risks emerge from asymmetrical information. The size and newness of
entreprenuerial ventures limit significantly what economic agents know about
entrepreneurs and their ability to assess properly the risks associated with each of
them. As a result, everything else being the same, entrepreneurial behavior tends
to be penalized more heavily than other business behaviors by the existence
of such asymmetries. Among several possible examples of such exposure are
financing and portfolio risks.

Financial Risks

As Barney has pointed out, access to resources is critical to a firm’s compet-
itiveness.** One of the most important resources to start a new firm is financing.
The inability to have access to financing options can constrain entrepreneurs’
ability to start or grow a new business, thus finance ranks among the most crucial
resources constraining entrepreneurial performance. Stiglitz and Weiss have
pointed out that, unlike most markets, the market for credit is exceptional be-
cause the price of the good (the rate of interest) is not necessarily at a level that
clears the market.*> That is, at a point where supply equals demand and the
market is in equilibrium. They attribute this to the fact that interest rates in-
fluence not only the demand for financial capital but also the risk inherent in
different classes of borrowers. As the rate of interest rises, so does the riskiness of
borrowers, leading the suppliers of financial capital to rationally decide to limit
the quantity of loans they make at any particular interest rate. The amount of
information available about an enterprise seeking financing is also generally not
neutral with respect to size. As Petersen and Rajan observe, small and young
businesses are most likely to face this kind of credit rationing, because less
information is available about them and, as a result, they are perceived as being
riskier than their larger counterparts.*® Most potential lenders have little infor-
mation on the managerial capabilities or investment opportunities of such busi-
nesses and are unlikely to be able to screen out poor credit risks or to have control
over a borrower’s investments. Such information differentials create asymmet-
rical information problems that may have particularly serious consequences
for entrepreneurs.*” The risk that lenders perceive in financing the operations
of a nascent entrepreneur invariably has an impact on their willingness to ex-
tend credit. For example, in their interviews of randomly selected individuals,
Blanchflower and Oswald found that many of those who were not self-employed
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claimed that the primary reason they were not self-employed was a shortage of
financial capital.*®

It is clear that even if an individual correctly perceives an entrepreneurial
opportunity, she may still be constrained from pursuing that opportunity if there
is a lack of capital, collateral or access to capital markets. The issue of collateral is
particularly binding for entrepreneurs and, among them, especially in the case of
high-technology entrepreneurs whose firms’ assets are predominantly intangible,
such as ideas, copyrights, licenses or patents and thus not conducive to collateral-
based lending. Further, because of the relatively complicated nature of many new
technologies and innovations, both bankers and the capital markets will have
more than the usual asymmetrical information problems in assessing the risk
of such projects. As Hart and Moore put it, the threat of default is high for the
investors, as they cannot prevent an entrepreneur from withdrawing their human
capital from a funded project.*’

Alternatively, De Meza and Southey argue that the often-repeated claim that
entrepreneurs have poor access to capital can be explained by a tendency for those
who are excessively optimistic to dominate new entrants, while banks and fi-
nanciers are relatively well informed and are efficient processors of informa-
tion.”® They conclude that the tendency to unrealistic optimism on the part of
entrepreneurs leads to excess entry and maximum use of self-financing by a self-
selected group of risk-lovers. Hence banks should be applauded for stemming the
rush for capital that would otherwise just be wasted. In a related study, Hillier
finds evidence that entrepreneurs are biased in their perceptions of both risks and
opportunities.”" If this is true, it is a serious problem as contrary to popular belief;
small businesses use about 50 percent debt financing (the same as large firms),
and even pre-IPO firms average about 33 percent debt according to Berger and
Udell.>

Since debt is a vital form of financing for entrepreneurs, any differences be-
tween borrower and lender perceptions of risk will lead to inefficient credit mar-
kets. If lenders are unable to identify the quality or risk associated with particular
borrowers, Jaffe and Russell show that credit rationing will occur.”® This phe-
nomenon is analogous to the well-known lemons argument advanced by Akerlof
according to whom the existence of asymmetrical information prevents the sup-
pliers of capital from engaging in price discrimination between riskier and less
risky borrowers.”*

Business and Other Related Risks

In addition to the employment choice model, the common sentiment that
entrepreneurial behavior is inherently risky can be the outcome of exposure to
general business risks. Although to a large degree all firms face business risk, small
businesses are likely to be more sensitive to it and suffer from extreme outcomes.
In fact, a plethora of studies spanning a broad spectrum of time periods, country
contexts, and industries have resulted in the stylized fact that the likelihood of
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failure is significantly greater for new businesses.”> This evidence supports the
view that entrepreneurial start-ups are inherently riskier than their established
incumbent counterparts. For example, the chance that a new business may be
unable to cover its operating costs or sustain its revenues is more likely to result
in failure for smaller firms. It is important to notice that this is not the same as
saying that unprofitable firms will fail. In fact, even profitable firms can fail due to
uneven cash flows or liquidity constraints. Market risks are also a potential risk
and include the possibility that the value of an investment or business will decline
due to market factors independent of the entrepreneur’s decisions. Business
cycles and natural disasters, adverse regulatory environments (unexpected legal,
environmental, or institutional changes) can all lead to significantly altered re-
turns on investment for the entrepreneur. Macroeconomic and international
fluctuations further add to the inherent risk of conducting business for the en-
trepreneur through such factors as purchasing power risk, tax regime risk, and
exchange rate risk. Because of their size and lack of diversification, smaller and
newer firms are more likely to be sensitve to this type of risk.

Riskiness of Return on an Individual Firm, Project, or Asset

Economic theory suggests that if risk is measurable (i.e., not related to un-
certainties where probabilities are unknown) then we can measure it in statistical
terms as the variation in returns associated with a particular investment project
or asset. For the entrepreneurial firm the standard deviation of performance is
expected to be higher than for established incumbent firms. In addition, since
entrepreneurial start-ups typically emerge from a single idea or project, many
entrepreneurs may be unable to diversify beyond their core focus across multiple
projects as larger firms do. As a result, by being constrained to choose only one
project, the business investment of entrepreneurs are inherently riskier than a
portfolio of projects.”®

In summary, asymmetrical information creates principal-agent problems in
credit allocation, which, when credit markets do not clear, penalize smaller and
newer businesses more than their larger counterparts, every thng else being the
same. Size and the liability of newness create similar problems for entrepreneurs
also with respect to portfolio diversification and all other standard business risks.
In the economics literature, these are some of the factors behind the standard
characterization of entrepreneurial behavior as being inherently risky.

ENTREPRENEURS” RISK PREFERENCES

In economics, risk aversion is a concept with a very precise meaning. For ex-
ample, the relative risks between two financial options is usually measured as the
variation in outcomes or returns, which includes the probability distribution
of the associated outcomes in performance, the standard deviation about the
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expected value of performance, and the coefficient of variation that is a measure
of relative dispersion in the performance outcomes. When considering two al-
ternative investments, an individual will consider the risk and return trade-off
using the three measures. If one asset carries a higher expected return and a lower
variance, that asset will be the preferred investment of rational individuals.
However in the event that the asset with the highest returns also has the highest
variation in risk and return, the risk preferences of the individual need to be
considered in order to predict what she will select.

Basically, risk aversion refers to the individuals’ tendency to refuse to accept
fair games. The preferences of risk-averse individuals are described by utility
functions with diminishing marginal utility of wealth. In contrast, the preferences
of risk-loving individuals are described by utility functions with increasing
marginal utility of wealth.

In Figure 4.1, the risk-averse individual is depicted as actually paying a pre-
mium (in the form of reduced expected returns) to reduce risks from X, to X;.
The risk-lover, on the other hand, is willing to pay a premium to face this risk/
opportunity, while the risk indifferent individual cares only about the expected
value and is not influenced by riskiness. Thus, risk lovers may be individuals who
gamble for the thrill of gambling regardless of payoffs. This is clearly not the case
for entrepreneurs who, in fact, exhibit behaviors that are consistent with risk
aversion but whose degree of risk aversion may be, perhaps, lower than that of
nonentrepreneurs, everything else being the same.

Assumptions about entrepreneurial risk preferences, however, vary between
literatures, studies, and disciplines. For example the financial literature generally
assumes that owners/managers are risk averse or risk neutral, while some
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entrepreneurship studies either implicitly or explicitly assume entrepreneurs to
be risk lovers. In fact, especially in the management literature, entrepreneurs are
often characterized as risk-loving individuals in spite of the fact that there is little
empirical evidence to support this claim.

We believe the role of risk attitudes on entrepreneurial behavior to be an
important question for empirical researchers to address. Many economists, in-
cluding Knight and Kihlstrom and Laffont have argued that less risk-averse in-
dividuals are those that become entrepreneurs, and that those with greater wealth
may also be less risk-averse.”” *® Unfortunately, the potential dependence of risk
attitudes on wealth makes it difficult to separate out the entrepreneur’s greater
willingness to take risks. This means that, in empirically examining risk attitudes,
a particular challenge lies in the ability to separate out potentially confounded
effects. For example, in order to determine whether an individual is truly risk-
loving, one must be able to separate risk attitudes from other effects that are
positively correlated with risk-loving behavior, such as lack of wealth. The lit-
erature has in fact many related characterizations of the entrepreneur, which need
to be measured separately, including claims that entrepreneurs are biased in their
perceptions of both risks and opportunities, optimistic, or overly confident.”® We
suggest that a promising direction for empirical research lies in the examination
and potential validation of theoretical assumptions about the risk attitude of
entrepreneurs through the use of experimental methods.

Experimental methods are an obvious choice as they have been used for
decades to elicit risk preferences from individuals, such as binary choices over
lotteries or valuations of goods. Such methods are in many ways also ideal for
studying expected utility theory, for marketing exercises, or for evaluating hy-
pothetical bias in survey instruments. In economics, experiments have been
developed mainly within the relatively new field of behavioral economics. In
traditional neoclassical economic theory, it was assumed that decision makers,
given their knowledge of utilities, alternatives, and outcomes, can calculate which
alternative yields the greatest personal utility. To complement this view, behav-
ioral economics is a combination of psychology and economics that investigates
what happens when decision makers display limitations and complications and
are, as a result, not necessarily able to select their best options. In other words,
behavioral economics uses rational choice models that take into account the
cognitive limitations of both knowledge and learning ability. Because of its na-
ture, entrepreneurship lends itself well to a behavioral economics approach and
to the use of experiments.

Clearly, how much the methods of experimental economics can contribute to
our understanding of entrepreneurs remains to be explored. Recent studies,
however, suggest that the use of experimental methods can now be viewed as
complementary to the use of econometric methods with naturally occurring data.
Surveys of entrepreneurial research can be found in Acs and Audretsch, and
for experimental economics in Davis and Holt, and Camerer.®®? Gifford
also underscores the need for more research in this area noting that previous
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explanations of entrepreneurial behavior based on risk aversion are inherently
flawed by the fact that we could not observe or explain risk aversion.®” She further
explains that the primary difficulty with the risk-preference approach is that risk
aversion cannot be observed separate from other influences on choice. Recent
research using experimental methods suggests that now we can.

Elston, Harrison, and Rutstrom, for example, have performed field experi-
ments on high-technology entrepreneurs in order to directly elicit and measure
risk preferences.®® They found evidence that entrepreneurs are not risk lovers, as
many claim. In fact the entrepreneurs in their study were generally found to be
risk neutral or risk averse, just like most people. However they did find that they
were less risk averse than nonentrepreneurs in the study. These results support a
conclusion already found in such studies as Van Praag et al. and Parker.®> %
Interestingly, they also found evidence that full-time entrepreneurs are signifi-
cantly less risk averse than others, and in particular, much less risk averse than
part-time entrepreneurs. This suggests the existence of more than one type of
entrepreneur and that those types may be distinguished in terms of risk prefer-
ences. This finding also supports Parker’s conclusion that it is precisely the lower
degree of risk aversion that leads entrepreneurs to start a new business when
more risk-averse individuals would abstain.®”

An additional important finding of their study is that even when entrepre-
neurs are risk neutral or risk loving, they do not necessarily suffer from judg-
mental error associated with excessive optimism. This is important because it
provides evidence to refute the oft-repeated claim that the reason why entrepre-
neurs have poor access to capital is because individuals who are excessively op-
timistic dominate among new entrants.®® This result calls into question the
legitimacy of credit rationing based on the lenders’ perception that entrepreneurs
are biased in their perceptions of risks and opportunities.*®

Kahneman and Tversky also provide evidence that the individual’s attitudes
toward risk depend on other factors such as the status quo and on whether
outcomes generate gains or losses.”” In a related study, Blanchflower and Oswald
have found that the probability of self-employment depends on whether the
individual ever received an inheritance or gift.”! Again, since wealth eliminates
financial barriers to innovative activity but also reduces risk, we need to separate
out these confounding effects to understand the underlying relationship between
risk propensity and entrepreneurial behavior.

CONCLUSION

Many sources of risk and uncertainty face entrepreneurs, and part of what
distinguishes entrepreneurs from nonentrepreneurs is how decisions are made
in the face of risk and uncertainty which, in turn, is influenced by the entre-
preneur’s own risk preferences. Perhaps it is a truism that, in the absence of risk
and uncertainty, there would be no entrepreneurship. In fact, this chapter has
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suggested that risk, as well as uncertainty, is at the heart of the entrepreneurial
process.

The entrepreneurship literature suggests that first the entrepreneur observes an
opportunity, then decides to undertake the process of exploiting the opportunity,
and that the process inherently carries some degree of risk. Entrepreneurship
researchers have argued that it is precisely this willingness to take risks, which
separates the entrepreneur from nonentrepreneurs. Elston et al., however, provide
some empirical evidence suggesting that entrepreneurs are not risk lovers (those
willing to give up some of the expected value of return in order to take a risk) as
sometimes inappropriately claimed, but are in fact just less risk-averse individ-
uals than nonentrepreneurs.”” This important distinction between risk prefer-
ences suggests that entrepreneurs may not only have different perceptions of risk
but also different risk preferences, both of which have an impact on the decision
to start a new business. In contrast, Schumpeter has identified uncertainty as
giving rise to entrepreneurial opportunities.” Specifically, he suggests that it is the
inability of incumbent organizations to make decisions when confronted with
uncertainty that gives rise to the entrepreneurial opportunity. We suggest that
entrepreneurs often face business alternatives for which the risks are both un-
knowable and undiversifiable.

In order to better unravel the relationships between risk and uncertainty, on
one hand, and the entrepreneurial decision, on the other hand, we note that
experiments and field experimentation may prove to be enlightening. Only by
controlling for a large array of individual-specific characteristics and contextual
situations can the exact nature of the relationship between risk and entrepre-
neurial behavior be unraveled.
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Entrepreneurship as
an Occupational Choice

Simon C. Parker

p* = glr—w.2)

Economists have a distinctive perspective on entrepreneurship, commonly
viewing it in terms of an occupational choice between a nonentrepreneurial job
(e.g., paid employment) and an entrepreneurial job (commonly involving some
form of self-employment). For example, the Journal of Economic Literature JEL
code J2 includes two subsections relating to self-employment and occupational
choice. J2 itself falls under the umbrella of labor economics, which is the field of
specialization of most (though not all) economists who have contributed to the
entrepreneurship literature. This is distinct from contributions in business and
management, which have their own JEL code M13 for entrepreneurship under
“Business Administration.”"

This chapter starts with a simple equation. This equation will help answer two
fundamental questions in entrepreneurship research: Who becomes an entre-
preneur and why? What are the influences of personal characteristics and envi-
ronmental factors on the decision to become an entrepreneur? This chapter will
discuss some theoretical and empirical insights uncovered by researchers in at-
tempts to answer these questions, drawn mainly on economics with insights from
psychology and sociology.

The chapter is organized around the equation, in which n denotes profits
available to an individual from entrepreneurship, and w denotes the returns
individuals can obtain outside entrepreneurship in, say, paid employment.
Z denotes a variable (or set of variables) affecting an individual’s utility de-
rived from entrepreneurship and p* is the probability that an individual
chooses entrepreneurship. Here ¢ is an increasing function of relative returns in
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entrepreneurship, © — w. The derivative of g with respect to Z depends on what Z
is. For example, if Z is past experience of entrepreneurship, then we might expect
0g/0Z> 0.

This equation, which I will call the fundamental equation of occupational
choice, is a convenient platform from which to analyze entrepreneurship. It can be
regarded as the reduced form corresponding to the probability that an individ-
ual’s utility derived from entrepreneurship exceeds the utility from not being an
entrepreneur.” It is expressed in terms of a probability rather than an all-or-
nothing choice to reflect the existence of two distinct types of uncertainty. One is
the entrepreneur’s uncertainty about which occupation he or she will prefer. The
other is the researcher’s uncertainty about what occupation given individuals will
choose. The entrepreneur’s uncertainty arises because the entrepreneur cannot
perfectly predict what will happen in the future. Researchers’ uncertainty derives
from their inability to fully characterize individuals’ choice sets and so predict
perfectly their future choices.

The first and second sections of this chapter discuss the role of the first
argument of the fundamental equation in the context of economic models of
occupational choice. The first section focuses on the implications of heteroge-
neous entrepreneurial ability, while the second section analyzes the implications
of heterogeneous aversion to risk. The third section broadens the discussion by
considering contributions from other disciplines, notably psychology and so-
ciology. Broadly speaking, contributions from these disciplines are encapsulated
in the second argument, Z, of the fundamental equation. The fourth section
briefly reviews empirical results obtained by estimating the fundamental
equation.

HETEROGENEOUS ENTREPRENEURIAL ABILITY

Suppose that individuals have some entrepreneurial ability x, which is un-
equally distributed in the population. We can think of x as a general index of
entrepreneurial aptitude or flair. It is most conveniently represented by a scalar
variable, whose values are heterogeneous and distributed in some known fashion
across the workforce. As an explicitly productive characteristic, x is distinct from
Z in the fundamental equation of occupational choice. For example, x might
capture one’s innate ability to manage, whereas Z includes more directly measur-
able characteristics like years of experience, or some other measure of human
capital.

Two alternative assumptions about x are made in the literature. One as-
sumption is that greater x increases entrepreneurs’ profits while leaving w un-
changed: then m=mn(x), with w as constant. The alternative assumption is that
x increases wages too: that is, T = n(x) and w= w(x), where both functions have
positive first derivatives with respect to x. Both cases leave aside explicit treatment
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of the second argument, Z, of the fundamental equation. I now consider each
assumption in turn.

7 = 7(x) with w constant

In 1978, in a pioneering article, Nobel Prize winner Robert Lucas posed the
following three questions:’

e Who becomes an entrepreneur and what kind of firms do they run?

e What is the size distribution of entrepreneurial ventures?

¢ What happens to the number of entrepreneurs as economies accumulate
capital?

Lucas assumed that entrepreneurs produce more, the greater is their ability and
the greater their use of factor inputs, namely capital and labor. Ability scales up a
production function exhibiting diminishing returns to capital and labor. Markets
are competitive and clear in all periods; there is no uncertainty. Lucas obtained
the following theoretical answers to the aforementioned questions.

Individuals with ability greater than some cut-off level x* choose to become
entrepreneurs and employ the less able (those with x < x*) as workers. The most
able run the largest firms, because unlike wage work, operating a firm enables
them to spread their ability over a larger scale and so reap the greatest returns.
The cutoff ability x* identifies a marginal entrepreneur whose ability is such
that they are indifferent between becoming an entrepreneur and becoming a
worker. (Because Lucas’s model is deterministic, we can write p*= g[n(x) — w,
Z] =1 for x>x*, and p*= 0 for x< x*.) The concept of the marginal entre-
preneur is a key one in the economics of entrepreneurship, and is particularly
useful because it provides a clear dividing line between who does and does not
enter entrepreneurship. By having different characteristics to those who choose
paid employment, entrepreneurs are amenable to theoretical analysis that often
proves revealing in other ways. In this context, it enables the remaining two
questions to be answered. In particular, Lucas finds that firms are of unequal
sizes, reflecting the unequal distribution of innate entrepreneurial ability. And if
the elasticity of technical substitution—an index of the substitutability of labor
and capital in entrepreneurs’ production functions—is less than unity (as in-
dependent evidence suggests), then average firm size increases, and the total
number of entrepreneurs declines, as economies accumulate capital and grow.
This last finding is especially noteworthy. Intuitively, this means that extra capital
increases entrepreneurs’ incentives to hire labor to use in production, driving up
the wage and pulling the lowest ability entrepreneurs into paid employment.
Lucas gives the example of how greater capital availability has replaced small
independent owner-managed restaurants with franchises of large national res-
taurant chains.
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The Lucas model has been enormously influential, partly by clarifying our
understanding of the economic causes and consequences of entrepreneurship,
and partly by introducing the concept of the marginal entrepreneur, which a large
body of subsequent research has taken up. However, the Lucas model has three
principal theoretical limitations, which have also helped spur subsequent re-
search. One is its neglect of innovation. Another is its silence about the deep causes
and facets of entrepreneurial ability, x. A third is that it assumes away uncer-
tainty. In an early follow-up paper designed to address the first of these limita-
tions, Calvo and Wellisz defined x specifically as an individual’s ability to learn
about and exploit productivity-enhancing technological information.* Calvo and
Wellisz showed that the faster the growth in the stock of knowledge, the abler is
the marginal entrepreneur and the larger is the average firm size. Just as in Lucas,
the number of entrepreneurs is predicted to decline as economies grow. How-
ever, recent evidence on this issue does not support this contention, so more
work remains to be done here.” Currently, work is underway to address the
second objection, with Guiso and Schivardi bringing data to assess whether
entrepreneurial ability is innate or can be learned from other entrepreneurs.®
Their findings suggest that ability can be learned, which potentially opens up a
whole array of ways that government might intervene to promote sustainable and
successful entrepreneurship.

Recent researchers have extended Lucas’s concept of a marginal entrepreneur
and used it to explore various topics in applications as diverse as credit markets,
trade, and economic development (among others). As in Lucas, many of these
models predict that the ablest individuals select into entrepreneurship: see Blau,
Bond, and Lloyd-Ellis and Bernhardt.”™ For example, Lloyd-Ellis and Bernhardt
showed that the path of economic development depends on the distribution, as
well as the level, of entrepreneurial ability, with more skewed distributions of
ability resulting in less favorable development patterns. Other research shows that
economic development is impeded when borrowing constraints enable only the
wealthiest, rather than the most able, to become entrepreneurs.lo‘ n

The asymmetry of information underlying borrowing constraints may also
cause free occupational choice to be inefficient.*™"* For example, if lenders can-
not discriminate between entrepreneurs whose heterogeneous ability causes
their proposed investment projects to differ in terms of their probability of success,
then the result is excessive entry into entrepreneurship. In the words of de Meza
and Webb, there is “too much investment.”'> The reason is that able entrepre-
neurs cross-subsidize less able individuals. This gives the latter incentives to turn
entrepreneur that they would not possess if information were complete.

Inefficient occupational choice can also arise when there are multiple indus-
trial sectors, in which each sector has a production function that exhibits di-
minishing marginal returns, and where technology evolves according to best
practice within each sector. Murphy et al. showed that the ablest entrepreneurs
will rationally choose to bunch together in the most technologically advanced
sector, as this way they can spread their ability over the greatest scale.'® But these
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choices are suboptimal. It would be in society’s best interests for the best en-
trepreneurs to be spread across the sectors. That way, they would optimize best
practice across both sectors and so maximize the economy’s total output.

Other researchers have emphasized the multidimensional nature of ability.
For example, Lazear extended the Lucas occupational choice model by intro-
ducing two different skills: x; and x,.'” Lazear’s theory proposes that specialists
earn max (x;, x,) while entrepreneurs earn Amin (x;, x,), where A > 1 is the
market value of entrepreneurial talent. The basic idea here is that employees are
rewarded for the ability in which they are most endowed, and hence specialize in,
whereas entrepreneurs’ returns are only as good as the weakest link in the chain of
activities which makes up running a business. By inspection of these two payoffs,
the more similar are x; and x;, the likelier the individual is to be an entrepreneur.
This implies that entrepreneurs have balanced skill sets, that is, entrepreneurs are
jacks-of-all-trades.” Some independent evidence supports this hypothesis: see,
for example, Wagner.'®

m=7(x)and w = w(x)

Some researchers have enriched the occupational choice model by allowing
ability to also affect returns in the other (nonentrepreneurship) occupation. If w
is decreasing in x, Lucas’s prediction that the ablest individuals become entre-
preneurs remains intact.'® But if w is an increasing function of x, then either the
least able or most able types can become entrepreneurs, depending on the relative
slopes of the m(x) and w(x) functions. For example, if entrepreneurial profits
exceed wages at very low and very high levels of ability, then we would expect
entrepreneurs to be drawn from the two tails of the ability distribution. And, if
there are multiple crossings of the (x) and w(x) functions, there may be multiple
sources of inefficiency in the credit market.”” The idea here is that the people
applying for credit to start up a business may no longer have uniformly high
levels of ability, as predicted by the Lucas model described earlier; instead, they
may have low levels of ability (which is nevertheless rewarded more in entre-
preneurship than in paid employment). Parker’s model generalizes de Meza and
Webb’s model of the credit market (which assumed a fixed outside option of safe
investment) and implies that both overinvestment and underinvestment may
arise simultaneously. That is, free markets may contain both too many of the
“wrong” kind of entrepreneurs, and too few of the “right” kind.

An interesting case arises when returns increase in ability at a faster rate in
entrepreneurship than in paid employment. That is, ©’'(x) > w’(x) for all x: The
ablest individuals once again optimally choose entrepreneurship. This case was
considered explicitly by Frank Knight:

It may well be true that able leaders are in general also more competent workers, or
operatives, but the gain in superior direction is so much more important than that
from superior concrete performance that undoubtedly the largest single source
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of the increased efficiency through organization results from having work planned
and directed by the exceptionally capable individuals, while the mass of the people
follow instructions.”'

Laussel and Le Breton studied the case where '(x) > w’(x).** Entrepreneurs
know their own ability, but cannot discern that of their workers. So they must
offer a pooled wage to their employees. But this gives an extra incentive for able
individuals to choose entrepreneurship, as the ablest people know they do worst
under a pooled wage that reflects average (rather than their own high) produc-
tivity. This prompts excessive entry into entrepreneurship from the standpoint of
the social good, because occupational choices are partly being made for a socially
unproductive, but privately rewarding, reason (i.e., to help the able separate
themselves from less able people). Laussel and Le Breton suggest that this might
have implications for transition or developing economies, which lack institutions
for screening workers efficiently, and which might therefore be burdened with
too many (rather than too few) small-scale enterprises.

HETEROGENEOUS RISK AVERSION

Consider again the fundamental equation of occupational choice. Now T is
uncertain, so the function g(.) includes an expectation operator, defined over the
feasible range of values of m. And Z includes a measure of aversion to risk, which
is now allowed to vary across individuals. If returns in entrepreneurship are
uncertain, who will select into it? This was one of three questions first posed
formally by Kihlstrom and Laffont:

* Who becomes an entrepreneur and what kind of firms do they run?

* Are there differences between economies whose citizens exhibit systematic
differences in risk aversion?

* What are the implications of risk aversion for the efficiency of free occu-
pational choice?”

Kihlstrom and Laffont analyzed a general equilibrium occupational choice model
and showed that the marginal entrepreneur is identified with an intermediate
degree of risk aversion. Their analysis generated the following answers to the
earlier questions:

e Less risk-averse individuals become entrepreneurs, and the least risk averse
end up running the largest firms.

* Economies in which individuals are more risk averse have lower living
standards than economies in which individuals are less risk averse. The rea-
son is that more risk-averse societies have fewer entrepreneurs, each of which
hires less labor. So average wages are lower.
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* In the absence of risk-sharing mechanisms, free occupational choice neither
maximizes welfare nor efficiency. There is too much risk taking from an
individual standpoint. Also, insufficient production is undertaken by the
most risk-averse entrepreneurs, while the least risk-averse entrepreneurs
produce too much.

Once again, free occupational choice is inefficient, as social welfare would be
higher if entrepreneurs could insure their risks. In contrast to the inefficiency
of occupational choice under asymmetrical information discussed in the previous
section the cause of inefficiency here is insufficient risk sharing. In Kihlstrom and
Laffont’s model, the only way to allocate risk is through occupational choice;
entrepreneurs emerge as those able and willing to insure workers in return for the
right to residual profits. But entrepreneurs’ welfare would be higher if they could
share risk. A constructive suggestion for achieving this is to introduce a stock
market. In practice, however, few entrepreneurs can afford a stock market list-
ing to sell equity, even if they could find investors willing to buy it. Nevertheless,
risk-sharing mechanisms are preferable to tariffs designed to protect domestic
entrepreneurs from foreign competitors, for standard free-trade reasons.*

In fact, Kihlstrom and Laffont’s claim of insufficient risk sharing in entre-
preneurship is weakened when their model is generalized. If entrepreneurs must
supply costly effort to generate output, risk bearing can be necessary to encourage
entrepreneurs to supply efficient effort levels.”> *° Indeed, Newman showed that
if entrepreneurs can obtain partial insurance, some of Kihlstrom and Laffont’s
predictions change dramatically and counterintuitively: Optimal firm sizes be-
come independent of wealth, and workers become richer than entrepreneurs.”’
Arguably, this casts doubt on the robustness of Kihlstrom and Laffont’s occu-
pational choice model. The evidence relating to the empirical veracity of the
Kihlstrom-Laffont model is also mixed. Some authors have claimed that risk
aversion significantly reduces the probability that individuals become entrepre-
neurs.”*>° But others have failed to find supportive evidence.”" >

Overall, despite the fact that the jury is still out on the Kihlstrom and Laffont
model, it has together with the Lucas model emerged as one of the central building
blocks of economic analysis of entrepreneurship and occupational choice. The
idea of occupational selection on the basis of risk attitudes is simple and attractive,
which has motivated many subsequent theoretical and empirical research pa-
pers.” ¢ The insight that, all else being equal, less risk-averse individuals are
more likely to consider entering risky entrepreneurship than those who are very
risk averse accords with casual intuition and is a view that is often articulated
informally. The important point is that formal analysis of this issue has generated
many additional insights and opened up areas where further research is needed.
This includes a thorough-going analysis of occupational choice under risk aver-
sion where incentive compatibility (i.e., moral hazard) issues are also pertinent. It
seems certain that further research on entrepreneurial occupational choice will
continue to draw inspiration from Kihlstrom and Laffont.
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INSIGHTS FROM PSYCHOLOGY AND
OTHER DISCIPLINES

In this section, I discuss contributions from two different disciplines, psy-
chology and sociology.

Psychology

Risk aversion is just one Z factor that psychologists believe bears on who
becomes an entrepreneur. In their review of the role of psychological factors in
entrepreneurship research, Amit et al. identified several others that have attracted
substantial research effort, including need for achievement, internal locus of
control, and tolerance of ambiguity.”” This list is by no means exhaustive. Other
traits that may predispose individuals to entrepreneurship include overoptimism,
aggressive behavior, and rebelliousness. The idea behind trait research is that
individuals who possess certain key traits in abundance are more likely to be
entrepreneurs, all else equal.

It is possible to appeal to classic authors in entrepreneurship for a justification
of this view. For example, Schumpeter was an early proponent of psychological,
rather than economic, rewards providing the motivation for entrepreneurs: he
referred to the

will to found a private kingdom, ..., to conquer: the impulse to fight, to prove
oneself superior to others, to succeed for the sake, not of the fruits of success, but of
success itself. . . . Finally there is the joy of creating, of getting things done, or simply
of exercising one’s energy and ingenuity.

Psychological research on entrepreneurship has courted controversy over the last
few decades. Typical of studies conducted in the 1980s was the article by Begley
and Boyd.” These authors, like many others at that time, compared mean psy-
chological test scores of entrepreneurs with those of nonentrepreneurs. They
identified characteristics, such as need for achievement, risk-taking propensity
and tolerance of ambiguity that were significantly higher among small-business
founders than among small-business managers. However, by the end of the
1980s, pair-wise comparisons of the Begley—Boyd type encountered increasing
criticism. Gartner argued that it is not useful to examine entrepreneurship in
terms of personality.* Instead, the behaviors involved in creating new ventures,
rather than the personality of founders, is fundamental to entrepreneurship.
Other critics pointed out that some nonentrepreneurs, such as company CEOs,
possess similar psychological characteristics to entrepreneurs; that some of the
earlier findings were based on small and unrepresentative samples; and that being
unobservable, some characteristics are impossible to separate ex post from luck
and other extraneous factors.*' However, there has been a rejoinder to this chal-
lenge; and some entrepreneurship researchers continue to incorporate controls
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for psychological characteristics in empirical models of occupational choice (see
below).*> +

Most recent psychological contributions to entrepreneurship have moved
away from personality traits, focusing more on entrepreneurial cognition. For
example, there is growing interest in entrepreneurial overconfidence and overop-
timism, which appears to be especially pronounced among entrepreneurs.**~*®
Cognitive biases can be incorporated into the fundamental equation of occu-
pational choice by specifying g(.) to overweight the risky entrepreneurial option.
Examples of maximizing choices being made in the presence of overoptimism are
relatively straightforward to handle if this approach is taken; see, for example, de
Meza and Southey.*’

Finally, economic historians have argued that American entrepreneurs have
historically been responsive to incentives, directing their attention to profitable
innovations and satiation of demand.*® This suggests that it is probably appro-
priate to include economic motives in the fundamental equation together with
nonpecuniary factors. That of course is achieved by the fundamental equation of
occupational choice given at the start of this chapter, in the form of the argument
m — w. Hence economic motives need to be taken into account in entrepre-
neurship research, a point that sometimes appears to be overlooked by nonecon-
omists.

Sociology

Sociologists offer another approach to exploring occupational choice. The
essence of this approach in entrepreneurship to date is the importance of social
interactions and networks, and the observation that entrepreneurship is as much
a social as an economic process. Without claiming to be exhaustive, or even
representative of this part of the literature, I will focus on just two issues in the
sociology of occupational choice: social networks and the transmission of en-
trepreneurial values through families.

According to Davidsson and Honig, “social capital refers to the ability of
actors to extract benefits from their social structures, networks and relation-
ships.”*” Social networks can involve the extended family, communities and
organizational relationships. Networks help facilitate discovery of new oppor-
tunities, as well as the identification and exploitation of resources.”® The pro-
ductivity of social capital derives from trust, through social bonding of agents,
and from bridging external networks to access resources. Strong ties come from
close relationships such as one’s direct family or close friends, while weak ties are
loose relationships that can transmit information efficiently, for example,
membership of a business network such as a trade association or a local chamber
of commerce.

Aldrich argues that personal networks enhance entrepreneurial confidence by
providing advice, support, and examples.”' Kim and Aldrich point out that forces
of homophily (i.e., the tendency for “birds of a feather to flock together”) mean
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that many people, including entrepreneurs, form social networks with people of
similar types.”> While this facilitates trust and knowledge sharing, Kim and Al-
drich argue that entrepreneurs should also cultivate diverse networks, meeting
and staying in contact with people that would not normally be part of their social
group. That way, they can access new information and opportunities that would
otherwise not be revealed to them. An implication of Kim and Aldrich’s work is
that a mixture of diverse and local ties is more likely to promote new venture
creation and the growth of enterprises. There does appear to be case study
evidence that networking, trust and cooperation facilitate exploitation of new
opportunities.”” >*

The principal way that these insights have been incorporated into multivariate
analyses of entrepreneurship as an occupational choice is via Z variables that
capture aspects of social capital that can be included in empirical models. Unlike
psychology, where several Z variables spring readily to mind, sociologists have
not yet agreed on any single unambiguous way to measure social capital. Various
proxies have been used instead, some of which are based on memberships of local
networks.

One strong tie that has been especially well researched is that of parents or
other family members with business experience. Sociologists in particular have
stressed the role of the family as a channel through which cultural values can be
passed on to individuals. Hence entrepreneurial families can be expected to foster
favorable attitudes to entrepreneurship in their offspring. The evidence points to
strong intergenerational links between parents and children.”> ® In these em-
pirical studies, a dummy variable representing a parent’s self-employment status
serves as the Z variable in the offspring’s occupational choice equation. It is
striking that the strong and positive impact of this variable appears to be robust
to the inclusion of other control variables in empirical models. Dunn and Holtz-
Eakin identified two conduits through which intergenerational occupational
choice operates.”” Parental success in self-employment appears to be the key
factor encouraging offspring to follow this route. While parental participation
in self-employment is important, it is somewhat less influential. This suggests
that parents primarily transfer managerial skills to their offspring, rather than
mere familiarity with or a taste for entrepreneurship. Another possibility is that,
to the extent that parental business wealth and nonbusiness wealth have large
positive effects on the probability that an individual makes a transition to en-
trepreneurship, family finance may also be a means of overcoming borrowing
constraints.

In addition, Davidsson and Honig reported that social capital in the form of
having parents with business experience significantly increases the probability of
being a nascent entrepreneur in Sweden.”® Having close friends or neighbors in
business has similar effects. There is also evidence that role model effects are
important in transition economies. Djankov et al. reported that the proportion of
parents, aunts, and uncles running a business was 42 percent among Russian
entrepreneurs but only 20 percent among Russian nonentrepreneurs.59 Also,
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more than a quarter of Russian entrepreneurs claimed that having friends who
were entrepreneurs influenced their decision to become one too.

Finally, it is worth pointing out that sociologists have also studied Z variables
that embody characteristics of organizations as well as those of individuals. Thus
Dobrev and Barnett, for example, claimed that founders and senior members of
existing firms are more likely to found new firms than more lowly employees
are.” They raise the intriguing possibility that serial entrepreneurship might
reflect not personal characteristics, but inevitably recurring frustration with
growing bureaucracy in entrepreneurs’ own organizations.

To summarize, this section has discussed the relevance of a range of variables
proposed for the second argument of the fundamental equation of occupational
choice, from the perspectives of psychology and sociology. We have seen that
additional factors that bear on entrepreneurship as an occupational choice in-
volve personality traits, social capital, and family background factors, though the
controversy over trait research continues and the emphasis in this literature
seems to be shifting toward considerations of cognitive biases. However, it should
be stressed that this is not an exhaustive list of factors that affect the occupational
choice decision; others proposed by economists include human capital (e.g., age,
experience, and education), unemployment, and wealth. A theoretical discussion
of these factors would lengthen this chapter unacceptably; the reader can find
discussions in Parker.®! Instead, we now turn to consider what the evidence has
to say about the empirical determinants of entrepreneurship as an occupational
choice.

EMPIRICAL MODELS AND RESULTS

This section reviews the major empirical methods currently used to estimate
models of occupational choice based on the fundamental equation. The main
findings are then summarized in the following section.

Current Empirical Methods

The fundamental equation is commonly estimated using binary choice models.
In these models, g(.) is a link function that connects the binary choice of being or
becoming an entrepreneur, p*, to the explanatory variables 1 — w and Z. If these
variables are entered into the link function in an additively separable fashion,
logit or probit link functions can be used to estimate the fundamental equation
directly. Probit and logit methods are widely used in applied entrepreneurship
research.®” In part this is because they are implemented on virtually all modern
software packages. Researchers from a wide variety of disciplinary backgrounds
have estimated them.

A practical complication is entailed by the presence of the relative income
term. In cross-sections of sample data, individuals are typically observed in only
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one occupation, so their potential income in the other occupation is not ob-
served. The so-called structural probit model has been proposed to deal with this
problem.®® The structural probit model uses the characteristics of individuals to
predict the earnings they would expect to receive in the other occupation, had
they chosen to work there. These estimates are corrected for sample selection bias
arising from the fact that occupations are not randomly chosen. Having observed
actual incomes in one occupation and predicted incomes in the other, the re-
searcher can estimate values of m — w for every individual in the sample.

When panel data are available, researchers can ask more searching questions
about occupational choice. For example, if individuals are observed switching
into and out of entrepreneurship from paid employment, direct measures of
incomes in both occupations can be calculated directly.®* Also, panel data can
control for the influence on occupational choices of unobserved characteristics,
and inertia.®®

Even using cross-section data, the logit and probit approach can be extended
in several interesting directions. I will mention just three. First, one can distin-
guish between factors affecting individuals’ willingness to be an entrepreneur and
factors affecting their opportunities. An individual is only observed to be an
entrepreneur if he or she is both willing and has the requisite opportunity. The
bivariate probit model can be used for this purpose. It also identifies the relative
importance of willingness and opportunity processes, as well as the salient var-
iables embodied in them.®® Second, one might wish to analyze choices between
more than two occupations, for example, between being an entrepreneur with
employees, an entrepreneur without employees, or an employee. A multinomial
logit or multinomial probit model can be used to estimate this kind of model.*”
Third, if spouses make interdependent occupational choices, the decision of one
individual to be an entrepreneur depends on whether their spouse is an entre-
preneur, and vice versa. A simultaneous equation probit model can be used to
explore this issue.®®

Finally, time series data have also been used to analyze trends in occupational
choices over time. At the aggregate level, one can track the evolution of entre-
preneurship rates and attempt to uncover the determinants of temporal and
spatial (e.g., national) differences in these rates. Methods of cointegration analysis
are applicable in these circumstances: see Parker, Cowling and Mitchell, and
Parker and Robson for examples.®”™"

Main Findings

This chapter commenced by reviewing theoretical studies that emphasized
relative incomes as a determinant of entrepreneurial occupational choices. In
fact, the evidence from structural probit models indicates that relative incomes
are not very robustly related to the decision to be an entrepreneur. While some
studies have reported significant effects from relative incomes, others have found
no significant effects.”””> Parker obtained insignificant effects using several



ENTREPRENEURSHIP AS AN OCCUPATIONAL CHOICE 93

British data sets from various years, although there was some weak evidence that
switchers into entrepreneurship were somewhat more sensitive to relative in-
comes.”® It may be that longstanding entrepreneurs face considerable inertia and
sunk costs, which deter them from switching occupation costlessly to exploit a
(possibly temporary) relative income advantage in paid employment. Consistent
with this view, evidence is accumulating that there is substantial state dependence
in entrepreneurship.”” ® For whatever reason, however, we must accept for now
that relative incomes do not appear to play a decisive role in explaining cross-
section entrepreneurship choice.

Taking these findings at face value, individuals might be choosing entrepre-
neurship for nonpecuniary (e.g., lifestyle) reasons; or they might be overopti-
mistic.”” Perhaps the results in the previous paragraph should not be taken at face
value, however, and merely reflect econometric problems with weak identifica-
tion of components of the structural probit model. Another possible problem is
that the studies cited earlier use self-employment as a proxy for entrepreneurship,
which might be inappropriate. Further research is needed to dig deeper into this
issue. There is also a policy imperative for doing so, given ongoing interest in how
income taxes affect entrepreneurial choice.**"**

A far larger number of studies have estimated a simple version of the fun-
damental equation without controlling for relative incomes. Many of these have
been reviewed by Parker.®” The key findings can be briefly summarized as follows.
First, entrepreneurs tend to be significantly older, more experienced, and more
likely to have a self-employed parent than employees are. There is, however, a
limit to the benefits of age, as strong evidence suggests that the tendency to
become an entrepreneur begins to tail off in one’s late forties, and declines in
one’s fifties and sixties. Also, the nature of experience seems to matter. For
example, previous self-employment experience appears to be strongly correlated
with subsequent propensities to become self-employed, while previous employ-
ment experience is not.** This all suggests a role for human and social capital
variables in the entrepreneurial occupational choice decision. Second, while
many researchers have found that entrepreneurs tend to be better educated on
average than nonentrepreneurs, the evidence on this issue is not clear-cut. For
example, Parker summarizes the findings from fifty studies, which include ed-
ucation in their entrepreneurial choice logit/probit.*> Half of the studies reported
a significant positive impact of education on the propensity to be an entrepreneur,
while the other half reported either insignificant or significantly negative effects.
There could be a range of reasons why mixed effects for education have been
found, including the likelihood that high levels of education are well rewarded
outside entrepreneurship, especially in wage employment where specialization is
more productive than in entrepreneurship.®® Third, regarding race and gender,
white Britons and white Americans are more likely to be entrepreneurs than their
black or Latino compatriots are; while entrepreneurs of all ethnic groups are
more likely to be male. The literature has not yet decided on whether these racial
and gender differences reflect discrimination, the availability of role models, or
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cultural factors. Fourth, a disproportionate number of entrepreneurs are mar-
ried, and a disproportionate number of these are married to other entrepreneurs.
Ongoing research by the author using simultaneous equation probit methods has
suggested that the source of within-couple interdependent occupational choices
may be knowledge spillovers.®” Once these are taken into account, child rearing
appears to play a much smaller role in explaining female entrepreneurship than
some previous studies have suggested.®®

Second, evidence of the impact of psychological traits on the probability that
the given types of individuals are entrepreneurs is mixed. For example, while
Evans and Leighton and Schiller and Crewson claimed that individuals with a
higher locus of control are more likely to become entrepreneurs, van Praag and
van Ophem obtained contrary results.**' The mixed findings may reflect the
fact that having a high locus of control is not unique to entrepreneurs, since it has
also been identified among successful business managers.”® >

Third, there is growing evidence that social capital helps to explain observed
occupational choices of entrepreneurship. As noted earlier, social capital is hard
to measure: The main proxies for it used in previous empirical work include
membership in entrepreneur networks;”* marital status;” °® and, in Jamaica,
church attendance.”” These variables have generally been found to increase the
probability that individuals choose entrepreneurship—and also to enhance the
performance of their enterprises.

Fourth, ongoing research points to three useful empirical distinctions when
analyzing entrepreneurship as an occupational choice. One is that different var-
iables affect the willingness to be an entrepreneur from the opportunity to be one.
For example, according to van Praag and van Ophem, age increases the oppor-
tunity for individuals to become entrepreneurs, but decreases their willingness. A
second useful distinction is between entrepreneurs who employ others (job cre-
ators) and those that work as sole traders.”®'*’ In this respect, multinomial logit
and probit models are useful for teasing out the factors that affect one mode of
entrepreneurship rather than another.'®" Finally, time series econometric meth-
ods have proven useful for analyzing how the evolution of unemployment, the
state of economic development, and taxes and benefits affect entrepreneurship at
the aggregate level, over time, and across countries. According to Parker and
Robson, the key determinants of aggregate variations in self-employment rates
appear to be taxes and social security benefits. States with high taxes and generous
welfare benefits have lower self-employment rates, all else equal.'®

CONCLUSION

In this chapter I proposed a simple equation, which I called the fundamental
equation of occupational choice, as a useful way of organizing our thinking
about the determinants of entrepreneurship. I have attempted to review several
contributions from economics, psychology, and sociology, in an effort to present
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a more rounded view of this phenomenon. The review and synthesis contained
in this chapter highlighted several areas where our state of knowledge is pretty
well advanced. But it is evident that there remain other areas where further
research is needed.

One area where more research would be fruitful relates to linkages between
labor markets, capital markets, attitudes, and institutions. There is some work on
these issues, but much more needs to be done. For example, attitudes such as fear
or stigma from failure may reflect, and be perpetuated by, draconian bankruptcy
laws, which in turn lead to forms of financial intermediation, which hinder the de-
velopment of risk capital markets and thereby new firm starts.'®> In a similar vein,
Gromb and Scharfstein’s study of entrepreneurship versus intrapreneurship—
that is, the development of new firms within an existing firm—unites labor
markets, capital markets, and internal firm organiza‘(ion.104 Further work is
needed to develop this research agenda. Also, internal labor markets, knowledge
spillovers and factor markets all come together when one seeks to explain why
many incumbents do not exploit new ideas within their organizations.'®> This
addresses another fundamental question: Why do we need new firms at all? I
foresee future research in which occupational choice models are combined with
internal labor markets and the literature on innovation and knowledge spillovers
in efforts to answer this question.m(’ Opverall, it seems likely that future research
on entrepreneurship as an occupational choice will combine insights from many
different areas, and will grow beyond the confines of labor economics, sociology,
and psychology.

Elsewhere, I have proposed other areas where further research is needed. They
include:

* Government regulation and its effects on entrepreneurship

 Discrimination as a blockage to free occupational choice, especially in credit
markets

* Labor supply and participation in entrepreneurship, household production
and leisure choices

¢ Learning, performance, and entrepreneurship

* Persistent differences in regional entrepreneurship rates

¢ The role of nonstandard forms of finance to circumvent bank borrowing
constraints and to free up occupational choice'”’

In addition, we need more research on the reasons why relative incomes do
not matter as much as economic theory suggests they should. The role of psy-
chology, especially cognitive biases, may be especially valuable here. At the same
time, sociologists as well as economists are likely to continue developing models
of networks, clusters, spillovers, and their linkages with occupational choice. In
short, we can expect to see many exciting interdisciplinary developments over the
coming years that analyze entrepreneurship as an occupational choice.
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The Influence of
Social Capital on
Entrepreneurial Behavior

Christian Simoni and Sandrine Labory

The image of atomistic actors competing for profits against each other in an impersonal

marketplace is increasingly inadequate in a world in which firms are embedded in

networks of social, professional and exchange relationships with other organizational
1

actors.

Traditionally, the theory of entrepreneurship is associated with an individu-
al’s employment choice and with innovation. In the last decade, however, soci-
ologists and organization theorists have shown that social networks and
embeddedness are also crucial factors in the decision whether to become entre-
preneurs.” In fact, entrepreneurial action does not take place in a vacuum; rather
it is embedded in networks of social relationships.

By observing and interacting with other individuals, entrepreneurs acquire
information and skills, and learn how to find competent employees and inputs at
affordable prices, obtain financial support, and find potential buyers.” The en-
vironment they live in and the relationships they develop influence their deci-
sions and legitimize their activities. In fact, researchers have shown that when
choosing in an ambiguous environment, individuals tend to base their decisions
on social cues and that participation in social networks is a crucial element for
entrepreneurs.” > Throughout the entrepreneurial process, interactions are im-
portant for existing and potential entrepreneurs and are usually referred to as the
entrepreneur’s social capital. Saxenian has argued that much of the success of
Silicon Valley is to be attributed to its social capital.® Minniti, for example,
describes the social environment of entrepreneurs analogously to Coleman’s
definition of the “first form” of social capital, in which the latter is described as
the ability of information to flow through a community and form the basis for
action.” ® But what is social capital exactly?
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Coleman argues that social capital may take three forms. In addition to the
first form cited here, social capital may consist of obligations and expectations
that depend on the trustworthiness of the environment, or it may describe the
existence of norms accompanied by possible sanctions. However, several other
definitions exist. In some cases, for example, the expression social capital has been
used to describe labor market connections and, in yet other cases, to describe the
existence of good behaviors in a specific group.” '°

Opverall, a generally accepted definition of social capital does not exist, and the
term is used to describe a variety of things. Different definitions are found in
the literature depending on the disciplinary approach taken and even within the
same discipline. As a result, some researchers have become critical of the concept
since the variety of its meanings prevents a rigorous use of the notion."' To some
extent, the use of social capital as an umbrella construct that comprises multiple
complex concepts, including trust, interfirm and social networks, culture, and
social support has lost its focus and is leading to a paradoxical situation in which
a concept that has been used to explain a variety of social phenomena can no
longer be used to explain any without being criticized.'* Critically, social capital
has been referred to as a concept “that means many things to many people,”'” or,
ironically, “a wonderfully elastic term.”'* The question, as Adam and Roncevi¢
putit, is “[w]hether the concept of social capital is a fashionable (and short-lived)
term proposed as a cure-all for the maladies affecting contemporary commu-
nities, organizations, and societies as a whole or whether it has more long-term
strategic—theoretical as well as applicable—meaning for sociology and other
social science disciplines.”"”

Solving the debate about the real meaning of social capital is beyond the scope
of this chapter. Our goal, instead, is to review briefly the literature on the subject
and to assess how social capital (in its variety of meanings) has been used for, and
has contributed to, our understanding of entrepreneurial behavior. The chapter
is organized as follows: The following section reviews works on social capital
from the sociology, political science, management, and economics literature. The
successive one discusses the role played by social capital on entrepreneurial be-
havior distinguishing between nascent and established entrepreneurs. Finally, we
address the challenging issue of how to measure social capital, identify some gaps
in the literature, and raise some suggestions for future research.

SOCIAL CAPITAL IN THE LITERATURE

The concept of social capital has its roots in classical sociology from the
nineteenth century.'® Early studies stressed the importance of the development of
individuals in social organizations.'” Later conceptualizations included not only
social relationships among individuals, but also the shared norms and values
associated with them.'® These initial works have then been integrated and ex-
panded.



THE INFLUENCE OF SOCIAL CAPITAL ON ENTREPRENEURIAL BEHAVIOR 103

To eliminate some of the confusion generated by the variety of definitions,
Adler and Kown have summarized them stressing their similarities and differ-
ences based on where social capital is assumed to reside.'” They identify two main
approaches: The first approach considers social capital as a resource that lies in
the social ties that a focal actor has with other actors. The second approach argues
that social capital lies in the social structure of a collectivity and in the charac-
teristics of the links that provide the actors with cohesiveness, thus facilitating the
achievement of shared goals.

Bourdieu, one of the main original contributors to the first approach, defines
social capital as “the aggregate of the actual or potential resources which are linked
to possession of a durable network of more or less institutionalized relationships
of mutual acquaintance or recognition.”** Therefore, Bourdieu considers social
capital asan attribute of the individual rather than of the social structure and adopts
an individual-centric view in which individuals access social capital through their
social networks. Loury also considers social capital as an individual resource,
although he attempts to conciliate this idea with a more socio-centric view by
defining social capital as “naturally occurring social relationships among per-
sons which promote or assist the acquisition of skills and traits valued in the
marketplace . . . an asset which may be as significant as financial bequests in ac-
counting for the maintenance of inequality in our society.”*" **

Burt also defines social capital as opportunities an actor receives through
relationships with others such as colleagues.”® According to Burt, social capital is
an attribute of individuals that contributes to their human capital. However, while
Bourdieu argues that social capital accrues to individuals as a result of network
closure, via trust and cooperation, Burt suggests that open networks create bro-
kerage opportunities for individuals between rather than within network group-
ings.”* Open networks are characterized by the existence of structural holes
(communication gaps in the social network), which provide individuals with
opportunities for boundaries spanning and for knowledge transferring.”> *°

Among the exponents of the second approach, Coleman distinguishes be-
tween human and social capital arguing that the first is an individual-related
resource that can be found in the human nodes of a social network, while the
second is in the links between those nodes within a group or between groups.”’
According to Coleman, social capital has four main characteristics.?® First, it has,
at least in part, the characteristic of a public good in that it is not excludable (it is
not a private property) and in that an individual benefiting from it does not
reduce others’ usage and benefits. Second, social capital is specific to a given
society or social interaction structure. Third, it only has value in use. That is,
when individuals of a particular group or society actually use it in their pro-
ductive activities. Finally, social capital is dynamic, since it emanates from, and
changes with, aspects of social relationship structures such as membership,
members’ interests, communication style, and so on.

According to Coleman, although social capital cannot exist without a struc-
ture of relationships, such as an organization or a network, it is not in itself
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limited to the structure. Social capital is rather the usage of relationships in
economic activities. Thus, according to Coleman, social capital is “an attribute of
the social structure in which a person is embedded” and “is not the private
property of any of the persons who benefit from it.”*” In Coleman’s point of
view, social capital is not provided to individuals through the links of their social
networks; rather, it is the links of such networks and it “facilitate[s] certain
actions of individuals who are within the structure.””® Coleman therefore stresses
the value of social closure with trust and cooperation among the members of a
collectivity.

Putnam has a similar view and argues that “social capital refers to features of
social organization, such as networks, norms, and trust that facilitate coordi-
nation and cooperation for mutual benefit.”>' Thus, he considers social capital as
a public good.”?

Some attempts have also been made to integrate these two approaches. In
doing so, Adler and Kown define social capital as the good-will available to
individuals or groups whose source lies in the structure and content of the actor’s
social relations as, for example, the relationships between individuals and orga-
nizations that facilitate action and thereby create value.” ** Along similar lines,
Nahapiet and Ghoshal suggest that social capital has different attributes, which
can be organized along three nonmutually exclusive, but rather interconnected
dimensions: structural, relational, and cognitive.”®> Structural social capital is
related to the overall pattern of links between actors. Important elements of this
dimension are the existence or absence of ties and the network configuration.”® >’
Relational capital refers to the kinds of relationship people develop when expe-
riencing social interaction. It involves trust, respect, friendliness, and trustfulness,
which, in turn, affect the quality of the relationships and the availability of re-
sources, information, and knowledge through networking. Cognitive capital con-
sists of the resources that provide shared representations, interpretations, and
systems of meaning among parties.”®

The economics literature has also used social capital. Becker, for example, con-
nects social capital to the individual’s utility function and argues that the latter
does not depend only on the variety of goods consumed, but also on the stock of
personal and social capital.”® Thus, according to Becker, social capital takes the
form of preferences developed through past experiences. In general, however,
economists treat social capital as a resource capable of creating untraded inter-
dependencies and of producing trust thereby reducing transaction costs and
encouraging sustainable cooperative behavior.*” *' Given that agents involved in
a transaction may behave opportunistically, trust is generated from others’
awareness that future benefits depend upon current honesty or on efficient en-
forcement mechanisms. An important aspect of social capital in economic theory
is that agents involved in transactions based, at least in part, on social capital
cannot capture all its returns since part of them is public. Hence social capital is
described as a mixed-public good. That is, a good that jointly provides private
and public benefits.*?
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The theoretical literature modeling social capital leads organically to the study
of networks. Several authors suggest that analyzing networks implies examining
interaction structures and, specifically, modeling inclusiveness, that is, the size
and heterogeneity of a network as a general factor contributing to social capital.*’
This literature is based on rational choice and stresses the use of social capital as a
resource for individuals’ own self-interest. Alternatively, networks are also the
focus of another strand of literature on social capital that focuses on embedd-
edness, in the sense that economic processes are grounded in social relations.** In
this literature, the form and degree of embeddedness of individuals into social
relations determine their ability to innovate and their performance.

In conclusion, the definitions of social capital have several nuances. We briefly
reviewed the content of some of the most relevant contributions to the topic from
sociology, political science, management, and economics literature. In spite of the
lack of a precise definition, general agreement exists that social capital, as any
other form of capital, affects individual actions in a variety of ways and is a
valuable resource related to social ties between actors that ease the circulation of
information, knowledge, and resources facilitating cohesiveness and coordina-
tion among individuals.

SOCIAL CAPITAL AND ITS IMPACT ON THE
BEHAVIOR OF ENTREPRENEURS

Entrepreneurial actions are conditioned by social relations and social capital
is as relevant for entrepreneurial action as financial, real, and human capital. En-
trepreneurs are immersed in dynamic personal relationships that affect their
alertness and their success in creating new ventures. This leads to considering
how social capital affects accessibility to knowledge, receptivity to learning, and
the combinative and absorptive capabilities of the entrepreneur.*’ Recent em-
pirical research has confirmed the social embeddedness of entrepreneurship.*®
In this section, we discuss the influence of social capital on entrepreneurial
behavior.

Social capital has been used in entrepreneurship research in a variety of
contexts. At the aggregate level, Aldrich and Zimmer, and Larson and Starr,
among others, relate social capital to the way entrepreneurs create, manage, and
exploit networks.*” Consistently with the socio-centric view of social capital,
Johannisson discusses the relationship between social capital and entrepreneur-
ship and views both as collective phenomena.*® Cooke and Wills discuss the role
of policy to support the creation of social capital for SMEs and new ventures
creation.*® And Amsden, Evans, and Kyle have discussed the role of social capital
in entrepreneurial behavior within the context of minorities and ethnic groups’
entrepreneurship.”

At the individual level, consistent with the more “individual-centric” view,
social capital has been viewed as a vehicle allowing the entrepreneur to gain access
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to resources otherwise not available.”' For example, a favorable reputation, rel-
evant business experience, and direct personal contacts allow entrepreneurs to
get access to venture capitalists, potential customers, market and competitive
information.”® Minniti has proposed a dynamic model describing the interde-
pendence between social capital and entrepreneurial decisions in which social
capital generates a positive network externality that increases the information
publicly available about starting new businesses.”> Noticeably, in conceptual
terms, her view of social capital is perfectly consistent with established economic
models on interdependence such as those found, for example, in game theory and
in the economics literature on social interaction.”**’

Bonding and bridging social capital have been considered and described as two
complementary forms of social capital that are vital for entrepreneurial behav-
ior.>® %7 In fact, successful entrepreneurs have to be able to both bond with
partners within networks in order to exploit the advantages of closure (infor-
mation sharing and trust), and bridge with entrepreneurs and individuals outside
their social context in order to expand variety (weak ties can provide greater
diversity of information). By doing so, entrepreneurs compensate between the
need for expanding their social relations and the opposite need to limit the
complexity that consequently needs to be managed. Because of the role played by
innovation in entrepreneurial activity, bridging capital may become particularly
important, since an entrepreneur’s sustainable success is based on the creation of
differences rather than conformity (which may result from deeply specialized
social capital). According to Jones, for example, outsiders may be more effective
than insiders in mobilizing social capital among groups that have been together
for long periods of time.>® It may also be argued, that the closest a social network
of entrepreneurs (the stronger the ties among them), the highest the entrepre-
neurial spirit and motivation in the short term, but the higher the possibility of
obsolescence in the long term.

Along similar lines, Davidsson and Honig suggest that having parents or close
friends who owned a business and their active encouragement (bonding social
capital through strong ties) differentiated between early-stage entrepreneurs and
nonentrepreneurs.”” In addition, they found that being a member of a business
network, such as a chamber of commerce, club, or start-up team was also an
effective predictor in differentiating between the two groups. Thus, their results
confirm that bridging social capital may become increasingly more important
relative to bonding social capital as the entrepreneurial process progresses.

In line with Jones and Davidsson and Honig, it is convenient to distinguish
the impact that social capital has on the behavior of nascent entrepreneurs versus
its impact on the behavior of more established entrepreneurs. Social capital can
expose nascent entrepreneurs to ideas and information that can nurture new
business projects.60 Abell et al., for example, examined the link between so-
cial capital and the propensity to become entrepreneurs using self-employment
as a proxy for entrepreneurship.®" They propose to consider three types of net-
works.
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* Legitimation networks, which consist of weak ties between the individual
and others, and confer legitimacy upon the individual’s decision to become
self-employed.

¢ Opportunity networks, which consist of ties between the individual and
others who operate in industries offering entry opportunities.

* Resource networks, which consist of relations between the individual and
others who have the resources and appropriate human capital for entry.

Their research suggests that having self-employed friends has an impact on
one’s decision to become self-employed. Potential entrepreneurs often make
entry decisions based upon friendship or advice or upon family inspiration.’> ©>
Self-employed friends and family members work as motivators to engage in
entrepreneurial behavior and establish new enterprises. Having close relation-
ships with self-employed people increases the possibility of legitimating entre-
preneurial risk-taking behavior, the exposure to entrepreneurial opportunities,
and the access to the resources needed for business venturing. Thus, if being close
to self-employed people is viewed as a form of social capital, then the latter
facilitates the discovery of opportunities, the identification of the necessary re-
sources, and supports the exploitation process by providing access to information
and resources.**

Davidsson and Honig (2003) examined nascent entrepreneurship comparing a
sample of individuals engaged in nascent activities with a control group of
nonentrepreneurs and looked at the gestation activities of nascent entrepreneurs
during an eighteen-month period considering two measures of successful emer-
gence, namely, first sales and profitability. Social capital variables were found to
be strong and consistent predictors of entrepreneurial behavior and more sig-
nificant for the nascent than the control group. Similarly, social interactions
based on friendship, affections, and confidential relationships were also shown to
affect new venture creation by accelerating the decision-making process through
the facilitation of coordination and communication between individuals.®®

Nahapiet and Ghoshal and Larson and Starr argue that being part of a social
network improves nascent entrepreneurs’ ability to recognize opportunities and
to get access to those information, resources, and support that are so critical to the
success of new ventures.®® The social network size, through its influence on the
variety of resources accessible to the entrepreneur, also seems to be positively re-
lated to the creation of a new business and its initial performance because it
affects the probability of being exposed to entrepreneurial opportunities, of
getting access to the necessary resources and information, and of learning.®’

Also, using Nahapiet and Ghoshal’s interpretive model, Liao and Welsh found
some empirical evidence that nascent entrepreneurs use their social ties and
interactions (structural capital) to influence and shape their cognitive capital
and, ultimately, develop trust and trustfulness (relational capital) to get support
from various actors.®® They also found that, although the general public might
have relatively higher cognitive capital than nascent entrepreneurs, they were
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incapable of converting such capital into relational capital. Overall, it appears
that it is not only the collective endowment of social capital that explains dif-
ferences in entrepreneurial behavior but, rather, the asymmetries among different
entrepreneurs’ ability to transform a public good into a resource that facilitates
entrepreneurial action.®

Clearly, social capital is a resource for entrepreneurs not only during the early-
stage of the venture, but also throughout the entire entrepreneurial process.
Fountain, for example, suggests that social capital has a fundamental role in
supporting innovation processes in existing businesses.”® Also, the availability of
resources that entrepreneurs obtain through social ties has been shown to en-
hance the survival and growth potential of their businesses.”"

Social capital also seems to stimulate the entrepreneurial behavior of people
within organizations. Chung and Gibbons investigated the relationship between
social capital and corporate entrepreneurs and argued that values and beliefs
underpin successful innovation.”> Corporate entrepreneurs can be considered
social deviants willing to break organizational rules to implement change. Social
capital stimulates entrepreneurship within existing organizations by encouraging
individuals to undertake risk-taking activities and loosening fear of possible
sanctions.”” Both entrepreneurs and corporate entrepreneurs “must mobilize
social capital through their networks: external in the case of entrepreneurs and
internal in the case of corporate entrepreneurs.””*

Finally, it should be noted that, as other forms of capital, social capital can be
both productive and unproductive in the sense that it can facilitate entrepreneur-
ial behavior or inhibit it.”> Entrepreneurship-facilitating social capital reduces
transaction costs, information search costs, and contract costs, while reducing free
riding and the related control costs and sanctions. This has a positive effect on
entrepreneurship via a reduction of experimentation and risk-taking costs. Social
capital also positively affects entrepreneurial action through its positive relation
with human capital.”

Entrepreneurship-inhibiting social capital, on the other hand, can reduce variety
by limiting the emergence of unique business ventures. The problem is related to
that of localized path-dependent development processes. An abundant availability
of learning opportunities in a local cluster is a positive factor for imitating entre-
preneurs, but it can be a negative element for the most innovative ones.”” Within
this context, Gargiulo and Benassi found evidence that a lack of structural holes due
to relational inertia and parochialism associated to overembeddedness in rela-
tionships based on solidarity limits the capability to change.”® 7

In conclusion, social capital affects entrepreneurial behavior by facilitating
exposure to opportunities and access to knowledge and information that would
not otherwise be easily available and by legitimating risk-taking behavior. Also, at
the individual level, bonding social capital allows actors to gain encouragement,
trust, and information sharing (particularly important at the very early stages of
entrepreneurship), while bridging social capital allows actors to expand variety,
thereby increasing the possibility to discover opportunities and acquire the
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necessary knowledge and resources to exploit them. Finally, asymmetries in the
endowments of social capital appear to help explain differentials in entrepre-
neurial behavior and performance. At the same time, with their actions, entre-
preneurs create, develop, renovate, and protect social capital. Thus, they are, at
the same time, creators and users of social capital.

CONCLUSIONS AND IMPLICATIONS
FOR FURTHER RESEARCH

The purpose of this chapter is to review current literature on the relationship
between social capital and entrepreneurial behavior. Our review has shown that a
rigorous generally accepted theory of social capital is still lacking. Significant
problems arise, for example, with respect to the measurement of social capital.
Solow summarizes effectively those concerns: “Just of what is social capital a
stock of?... What are those past investments in social capital? How could an
accountant measure them and cumulate them in principle?”®® Some of the dif-
ficulties in measuring and operationalizing social capital are related to the het-
erogeneity of its meaning, and the fact that social capital can be observed at
various levels of aggregation, that is, at an individual, a group, a place, a region, or
a nation level.*"> ® Of course, the confusion and diversity of approaches sur-
rounding the concept of social capital is also reflected in the difficulty to measure
it empirically.

With regard to measurement of social capital and its effects on entrepreneurial
decisions, most of the literature consists of regional or local level analyses focusing
on productive or innovative clusters of SMEs or in studies of network activities
among groups of self-employed people. The various elements and forms of social
capital have generally been measured using surveys of individuals (entrepreneurs
or managers) or firms. The most comprehensive datasets appear to be those of the
World Bank and the European Bank for Reconstruction and Development. Knack
and Keefer, and Dakhli and De Clercq, for example, have used the World Value
Survey in order to evaluate social capital. This survey assesses socio-cultural and
political changes in more than sixty-five countries.*® The survey has been used to
measure phenomena such as trust, values, and cultural change.84 The measure of
social capital in these papers focuses around ““[s]ocietal features that comprise
trust, associational activities and norms of civic behavior that together facilitate
coordination and cooperation for collective benefit.”®>

Other measures of social capital include measures of embeddedness. This type
of empirical analysis generally focuses on small samples (specific clusters) and use
social network analysis to analyze the nature, scope, and structure of relation-
ships. Unfortunately, although they appear to be one the most promising avenues
of research on social capital, surveys result in qualitative datasets that show a
number of problems as they tend to be very specific and most often do not lend
themselves to comparisons.
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Of course, the proxy variables for measurement would vary according to what
the concept of social capital taken into consideration is. Developing indicators
and empirically testing their suitability to measure social capital and predict its
consequences on entrepreneurship could be a fundamental step to move from a
chiefly conceptual view to a more concrete view of the theoretical construct.

In addition to measurement difficulties, it should be noticed that the rela-
tionship between social capital and entrepreneurial behavior has been studied
considering primarily social capital as a unidimensional construct, with an em-
phasis on its structural component, the network.?” Future research on the subject,
however, should include other dimensions such as social ties, trust, and value
systems that facilitate the entrepreneurial action in a specific context.®®

With a few exceptions, most authors have also adopted the implicit as-
sumption that social capital influences entrepreneurial behavior in a homoge-
neous way, regardless of the specific characteristic of the entrepreneur, the
business, and the industry.* Krackhardt and Hanson, for example, have pointed
out that what matters is whether networks are in sync with a company’s goals.”
Although they specifically refer to informal networks in organizations, more
research is needed to investigate if differences in the relationship between social
capital and entrepreneurship exist across different industries, different entre-
preneurial models, and different firms.

In most cases, researchers have also adopted an approach in which the amount
of social capital available to entrepreneurs is exogenously determined. In other
words, not much has been written about what entrepreneurs can do to increase
social capital or about how social capital can be exploited for new venture cre-
ation and development. If it is true that social capital, like any other form of
capital, is appropriable and convertible into other forms of capital, then it is
legitimate to ask how an individual, or a group of individuals, can appropriate it
and convert it.”" ** Simply suggesting that social capital is the resource available
to actors as a function of their social relations does not help scholars in explaining
how entrepreneurs capitalize on this available resource. From the entrepreneur’s
perspective, social capital is a resource only as far as the entrepreneur is able to
actually use it and extract value from it. In fact, a distinction may be made
between potential and actual social capital to stress the importance of the en-
trepreneurial actions required to unleash the potential of social capital to serve as
a resource.”

Second, for social capital to have a real positive value, entrepreneurs must
have access to it and be able to use it to pursue their own goals. In some cases,
social capital may be a public good; in other cases, however, it may be exclusive to
a network. This means that entrepreneurs must first connect to the network.
Thus, more research could be conducted on the strategies and the mechanisms
entrepreneurs can adopt to create, accumulate, and access social capital. Greve
and Salaff studied the use of social networks in three different phases of the new
business establishment process.”* Namely, motivation, when potential entre-
preneurs discuss their ideas and develop a first business concept, planning, when
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they get the necessary resources and knowledge to set up the business, and
establishment, when they actually get the business started and begin to run it.
They find that entrepreneurs in the first phase limit their discussion to the closest
relations, probably as a way to protect their idea. The discussion network is en-
larged in the planning phase. While during the third phase, entrepreneurs reduce
both the size of the discussion network to include only relevant helpful relations,
and the networking time.

Further research should be also carried out on the social capital factors that
play a positive role in the successful continuation and completion of the phases
following the start-up process. Davidsson and Honig, for example, found some
evidence of the presence of an increased specificity of social capital success factors
over time.””> Within this context, Adler and Kown write: “Social bonds have to be
periodically renewed and reconfirmed or else they loose efficacy.””® Thus, an-
other aspect that needs to be analyzed is the cost of creating, accumulating, using,
and maintaining social capital for the individual entrepreneur. Similarly, we need
principles to estimate its depreciation rate.

The interaction between social capital and cognitive biases in influencing
entrepreneurial behavior could be more thoroughly investigated. Social cognitive
theory suggests that individual cognition originates from social life, personal
interaction, and communication. De Carolis and Saparito, for example, suggest
that social capital deriving from being embedded in a network shapes entre-
preneurs’ cognitive process and ultimately their behavior.”” More empirical re-
search to support this proposition seems necessary. In general, as suggested by
Jin-ichiro, researchers should also adopt a multidimensional approach to en-
trepreneurship in order to integrate the insights on social capital with other
complementary theories.”®

Last, Portes and Landolt stress the need for taking into consideration the
possible negative effects of social capital.”® Portes identifies four of these effects as
the exclusion of outsiders, excess claims on group members, restrictions on in-
dividual freedoms, and downward leveling norms.'° Putnam writes about the
“dark side of social capital.”'®" Adler and Kown point out that investments in
social capital are not costlessly reversible or convertible and that, as a result, un-
balanced investment or overinvestment in social capital can transform a potentially
productive asset into a constraint and a liability.'”> Furthermore, even when
social capital is beneficial to a focal actor, it may still have negative consequences
for the broader aggregate of which that actor is a part, and social capital risks may
outweigh its benefits.'”> Within this context, close and geographically concen-
trated social networks with limited bridging tension may be particularly exposed
to the possibility of path-dependency traps.

In general, it is clear that the debate around entrepreneurship and the fostering
of entrepreneurial behavior will vary according to the adopted view of social
capital.'® Thus, once again, achieving a shared integration among the different
levels and dimensions of the concept that take into consideration both benefits
and risks appears to be a necessary step that could lead to more consistent and
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comprehensive understanding of what factors influence individuals’ entrepre-
neurial decisions.

In conclusion, drawing insights from literature in a variety of disciplines, we
have taken a management approach and highlighted some of the classic contri-
butions to the theory of social capital. Throughout the chapter we have also
stressed the lack of a coherent definition and theory of social capital and the
resulting difficulties of its empirical measurements. We have reviewed applica-
tions of the concept to the study of entrepreneurial behavior and pointed out
how social capital is important throughout the entire entrepreneurial process
from opportunity recognition to business growth. Finally, and most importantly,
we have identified some important areas in which the interdependence between
social capital and entrepreneurial behavior has been neglected in the literature. In
spite of the lack of a precise definition, general agreement exists that social capital
is a valuable resource for entrepreneurs that may ease the circulation of infor-
mation, promote opportunity recognition, and increase the availability of re-
sources. It is to be hoped that future research will fill these gaps.
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Entrepreneurial Behavior
and Institutions

Peter ). Boettke and Christopher J. Coyne

There is increasing focus, both in the policy and academic realms, on the en-
trepreneur as the driver of economic change and growth. For policymakers, the
focus on entrepreneurship has been a recent phenomenon. In 1998, for example,
the Organization for Economic Cooperation and Development launched a pro-
gram, Fostering Entrepreneurship, to better understand the role of entrepreneurs
in the economy.' Along similar lines, governments throughout the world have
launched various initiatives designed to promote entrepreneurship and economic
growth.? The importance of the entrepreneur in economic development has also
been realized by key international aid organizations. The World Bank, the United
States Agency for International Development (USAID), and the International
Monetary Fund (IMF) have undertaken initiatives to understand and promote
entrepreneurship in developing countries.’

Although many in the economics literature realize the importance of the
entrepreneur, this topic has not received the widespread recognition that it de-
serves. This lack of focus results primarily from the fact that it is difficult to
formally model and measure entrepreneurial behavior.” Institutions are also often
missing from formal models and their influence on economic decisions is often
ignored. Economists associated with the Austrian school of economics, on the other
hand, have long focused their attention on the economic study of entrepreneur-
ship and institutions, providing a robust literature emphasizing the importance of
these areas.

Institutions refer to the formal and informal rules governing human behavior
and vary across time and space. In contrast to other schools of economic thought,
the Austrians have not only realized the importance of institutions, but have
attempted to provide a connection between an economic understanding of
institutions, the market process, and entrepreneurship. This is an important
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connection because institutions create the rules of the game that influence the
behaviors of private actors including entrepreneurs.

Further, Austrians stress that entrepreneurship does not describe a distinct
group of individuals, but rather, is an omnipresent aspect of human action. In
fact, the entrepreneurial element in human action entails the discovery of new
data and information; discovering anew each day not only the appropriate means,
but also the ends that are to be pursued.7 Moreover, Austrian scholars show that
the ability to spot changes in information is not limited to a selective group of
agents—all agents posses the capacity to do so (see chapter 1 in this volume).

The recognition that the institutions in which economic agents (including
entrepreneurs) operate in—political, legal, and cultural—directly influence their
behavior and hence economic development is a recent development. Until very
recently, as we will discuss in the next section, economists interested in growth
and development had been largely influenced by the work of the economist John
Maynard Keynes. Keynes’s main work, The General Theory of Employment, In-
terest and Money, provided a critique of the classical model of self-regulating
markets, a diagnosis of why the economies of Great Britain and the United States
had entered a depression, and policy advice on how to alleviate the problems of
unemployment and instability.® In short, Keynes argued that markets were
not self-regulating and self-correcting.” Because of this, he argued that govern-
ment intervention was necessary to correct these failures and stimulate in-
vestment and consumption. In the context of economic development, those
influenced by Keynes emphasized the importance of foreign aid and government
planning to overcome the failures of unregulated markets and forgot to pay
attention to institutions.

Only in the past few decades have academics and policymakers focused on the
role that institutions play in the facilitating or constraining efforts at generating
sustainable growth. It is our goal here to contribute to this discussion by ex-
ploring how various institutional structures influence entrepreneurial behavior
and the linkage between the latter and sustainable economic growth. The un-
derlying logic of the connection between institutions and entrepreneurial be-
havior is the realization that institutions, or the rules of the game, provide a
framework that guides activity, removes uncertainty, and makes the actions of
others predictable. In short, institutions serve to reduce the costs of action and
facilitate the coordination of knowledge dispersed throughout society. Simply
put, entrepreneurs do not act in a vacuum. Instead their actions are constrained
by both the formal and informal rules of the game. This indicates that only by
understanding the impact of institutions can we truly understand various types of
entrepreneurial behavior.

We proceed as follows. In the next section we explore how the development
community has neglected the important connection between entrepreneurial
behavior and institutions for understanding economic outcomes. In the suc-
ceeding two sections, we further develop the critical connection between insti-
tutions and entrepreneurial behavior. For example, we discuss why we observe
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entrepreneurs contributing to economic progress and development in some
countries but not in others. We argue that the answer to this question lies in the
institutional environment in different countries. It is our contention that en-
trepreneurs can be found in all countries and in all settings. As such, institutional,
and not cultural, explanations can best aid us in understanding different entre-
preneurial behaviors and economic outcomes. The next section explores the
implications of the connections between institutions and entrepreneurial be-
havior. While entrepreneurs are the means to economic change, they can only act
productively once certain institutions are in place. As such, certain institutions
must be in place prior to the occurrence of productive entrepreneurial activity.
Finally, the penultimate section considers the implications of our analysis for
future research and the last section is the conclusion.

Before proceeding, we would like to emphasize that the analysis that follows is
applicable to entrepreneurial behavior in a wide variety of settings. We focus on
economic development as one specific example of how institutions relate to
entrepreneurial behavior in order to illuminate our claims. The implications of
the analysis, however, can be generalized well beyond economic development and
applied to all growth-related issues.

THE RISE OF DEVELOPMENT ECONOMICS AND THE
NEGLECT OF ENTREPRENEURSHIP AND INSTITUTIONS

A brief review of the evolution of development economics will serve to illu-
minate a more general point. Specifically, it highlights the neglect of institutions
and entrepreneurial behavior and the resulting implications for our under-
standing economic outcomes. In fact, such neglect leads to incomplete and inac-
curate analysis and conclusions.

The issue of economic development can be traced back to at least Adam
Smith.'® However, it was only after World War II that economists began to pay
particular attention to the needs of poor countries. Prior to World War I,
economists studying growth theory focused mainly on wealthy countries.'" These
economists, influenced by the Great Depression in the United States and the
industrialization of the Soviet Union through forced investment and saving,
focused on a labor surplus that they concluded had to be absorbed.'? The result
was what became known as the investment gap theory. According to this view,
capital accumulation was critical because growth was proportional to investment.
How was this investment gap to be filled?

Lacking a well-defined notion of entrepreneurship and entrepreneurial be-
havior, development economists at the time postulated that poor countries would
be unable to save enough to grow. Foreign aid and investment from wealthy
countries were needed to fill the gap. This aid would, in theory, increase invest-
ment in capital in the poor countries and lead to greater output and growth.
Because foreign aid would flow from the governments of wealthy countries to
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the governments of poor countries, the state was placed at the center of all ef-
forts at economic development. Indeed, the intellectual climate in the 1950s was
grounded in the belief that state planning within both developed and developing
countries was critical for economic success.

Amid the widespread acceptance of the investment gap theory, Nobel Prize
winner Robert Solow published his famous growth model in 1957."> The un-
derlying argument was that investment cannot sustain growth due to diminishing
returns. Simply put, the incentive to invest falls as an individual invests more. For
Solow, long-term growth could only be sustained with technological change, not
investment. Solow’s model was fiercely debated in the literature and while it had a
large impact, development economists were hesitant to accept that investment
was not the dominant cause of long-term growth.

Solow’s model is important for our purposes for a few reasons. For one, it
illustrates the neglect of the entrepreneur in the economics profession and larger
development community. Solow’s model failed to incorporate the entrepreneur
and answer the question, where does technological change come from? Further, a
consideration of the conditions, or institutions, under which sustainable tech-
nological change could take place was completely absent. This neglect was due to
the absence of a theory of entrepreneurship and an understanding of how in-
stitutions influence entrepreneurial behavior.

This neglect continued for several decades following the initial publication of
Solow’s model. For instance, with the advent of the computer in the 1970s,
economists attempted to calculate the exact amount of foreign aid necessary to
fill the investment gap. The revised standard minimum model was developed
with the growth part of the model known as Harrod-Domar. The Harrod-Domar
model postulated that the growth rate of GDP was proportional to last year’s
investment level.'

Eventually, it was realized that investment was not the key to sustained
growth. The assumptions of the aforementioned models were simply unrealistic.
For instance, it was assumed that aid would correlate with investment one-to-
one. It was also assumed that the country receiving aid would increase its level of
national saving. Finally, it was assumed that there was a linear relationship be-
tween investment and GDP growth.

The major issue was that there was no incentive for individuals in the country
receiving aid to increase their own level of savings. There were incentive issues in
terms of the government as well. Most important, government officials, when
operating under the investment gap theory, have the incentive to maintain or
increase budget deficits since doing so widens the gap leading to more aid.
Although the investment gap theory eventually fell out of favor in the academic
literature, Easterly notes that it is still widely used in the many international fi-
nancial institutions that make decisions regarding aid, investment, and growth."”

A shift in the trend of economic development occurred in the 1980s and 90s.
Unfortunately, this shift continued to neglect the role of entrepreneurship and
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institutions in generating sustainable economic development. Instead, it was
argued that investment in physical capital was not the only factor of production.
Also important was investment in human capital. Given this, the Solow growth
model was augmented to control for the education of workers.'® The fashionable
trend in development economics became pushing an agenda of government-
sponsored education. Adriaan Verspoor of the World Bank perhaps summarizes
this position best: “The education and training of man—and although often
neglected—of woman contributes to the economic growth through its effects on
productivity, earnings, job mobility, entrepreneurial skills, and technological
innovation.”"”

With the human capital model gaining momentum, there was an explosion in
education. As of 1960, only 28 percent of countries worldwide had 100 per-
cent primary enrollment. The worldwide median primary school enrollment
increased to 99 percent in 1990, from 80 percent in 1960. Further, between 1960
and 1990, the median college enrollment rate of countries worldwide increased
from 1 to 7.5 percent.'® Despite the growth in education, it is widely agreed that
the actual correlation between growth and schooling is highly disappointing.

To understand why the investment in education failed, consider that education
and skills provide a benefit in an uninhibited marketplace where labor resources
are free to move and where institutions create a relatively high payoff to an ethic of
workmanship and entrepreneurship. If these conditions do not exist, the incentive
to take full advantage of educational opportunities remains small. With little
incentive to develop one’s skills, few individuals become educated and the circle of
poverty continues. Simply forcing education has little or no effect without the
other contributing factors. Transferring resources to build schools and providing
teachers does not lead to growth. Instead, a country’s environment must provide a
set of incentives that creates a high payoff to investing in one’s future."®

In this section, we have traced the evolution of development economics. When
one considers this evolution, the neglect of entrepreneurship, entrepreneurial
behavior, and institutions is glaringly apparent. As we will discuss in subsequent
sections, the entrepreneur is the means through which desired outcome of eco-
nomic change and progress is realized. Institutions create the rules of the game
that influence entrepreneurial behavior and the range of possible outcomes that
can be achieved.

Unfortunately, even today the importance of entrepreneurship and insti-
tutions does not receive the attention it deserves, both in the development
community and more generally in the social sciences. In the development com-
munity, the emphasis on human capital and education, while failing to produce
results in terms of sustained growth, has remained one of the key focuses of both
development economists and international organizations involved with devel-
opment. It is true that no unskilled country has become rich. But then why have
efforts to invest in education failed? There must be something else that is being
overlooked.
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FILLING THE MISSING GAP: THE IMPORTANCE
OF INSTITUTIONS FOR THE DIRECTION
OF ECONOMIC ACTIVITY

As mentioned at the outset of this chapter, only recently have economists
begun to pay attention to the role of institutions and how they influence en-
trepreneurial behavior. The recognition that institutions matter is largely a re-
sponse to the work of Nobel laureate Douglass North, who emphasized the
importance of institutions and institutional change.20 In this section, we dis-
cuss how institutions influence the behavior of entrepreneurs and economic
activity.

As discussed in the Introduction, institutions can be understood as the formal
and informal rules governing human behavior and their enforcement. This en-
forcement can occur through the internalization of certain norms of behavior,
the social pressure exerted on the individual by the group, or the power of third
party enforcers who can utilize force on violators of the rules. Institutions can be
traditional values or codified law, but as binding constraints on human action,
they govern human affairs for good or bad, and as they change, so will the course
of social development.

Formal and informal institutions influence the behavior of individuals of all
cultures and traditions. Indeed, while cultural factors may explain some aspects
of human behavior, they cannot explain all behaviors. The same individuals, with
the same motivations, will tend to act very differently under different sets of
institutions.?! To illustrate this point, consider Alvin Rabushka’s analysis of the
three Chinas.”* His examination of the post-World War II development of
mainland China, Taiwan, and Hong Kong, three jurisdictions with a common
cultural heritage, suggests that economic and social progress depends far more on
economic institutions than on cultural traits of the populace or the availability of
natural resources. Institutions serve to constrain the set of feasible opportunities
and actions. This realization applies to individuals with similar and different
cultural backgrounds.

This has major implications for the way we understand economic change and
progress or the lack thereof. It is not the case that cultural factors play no role in
economic and social activities. Instead, focusing exclusively on cultural traits
overlooks what all individuals have in common across cultures—namely alert-
ness to profit opportunities and the desire to better their lot in life. These are
distinctive traits of entrepreneurial behavior and individuals who are driven by
these motivations can be found in all cultural settings. As Baumol indicates,
the institutional environment of a society will determine the relative payoffs
attached to various opportunities.”> As such, the institutional environment will
direct entrepreneurial activity toward those activities where the payoff is rela-
tively high.
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INSTITUTIONS AND ENTREPRENEURSHIP: PRODUCTIVE,
UNPRODUCTIVE, AND EVASIVE

Within a given set of institutions, individual actors can increase their wealth
and generally better their position through three main courses of action. En-
trepreneurs can engage in productive, unproductive, or evasive activities. Here we
build on William Baumol’s earlier work, which made the distinction between
productive and unproductive activities.”* We contribute to this existing work by
also considering evasive activities as a category of entrepreneurial behavior and
by exploring how institutions direct entrepreneurial behavior. We consider each
of these potential courses of entrepreneurial behavior in turn.

Productive activities—arbitrage, innovation, and other socially beneficial
behaviors—constitute the very essence of economic growth and progress. When
engaging in productive activities, the entrepreneur has a dual role. The first is in
discovering previously unexploited profit opportunities. This pushes the economy
from an economically (and technologically) inefficient point toward the econom-
ically (and technologically) efficient production point. The second role takes
place via innovation. In this role of an innovator, the entrepreneur shifts the
entire production possibility frontier (PPF) outward.” This shift represents the
very nature of economic growth—an increase in real output due to increases in
real productivity. Proxies for the magnitude of productive activities would in-
clude business start-ups, foreign investment, foreign trade, and the use of capital
and financial markets among other measures.

When undertaking productive activities, entrepreneurs drive economic
growth through arbitrage and innovation. Further, productive entrepreneurial
activities continually contribute to the development of new markets and their
subsequent evolution as well as the evolution of existing markets. Through the
discovery of some new good or service that is demanded by consumers, entre-
preneurs create a market for that good or service. By discovering new means of
production or interacting with buyers of already existing goods or services, en-
trepreneurs influence the composition of existing markets. Additionally, entre-
preneurs entering existing markets increase competition and place constant
pressure on incumbents to innovate and satiate consumer wants.

In contrast to productive activities, unproductive activities include crime, rent-
seeking, and the destruction of existing resources among other socially destructive
activities. In the case of unproductive entrepreneurship, it is possible that in-
novation is taking place, but these activities do not shift the PPF outward. For
example, consider new techniques for engaging in rent-seeking. Rent-seeking oc-
curs when actors seek to extract uncompensated value from others by manipu-
lating the economic and political environment. Examples would include lobbying
efforts for tariffs, subsidies, and other barriers to competition. While rent-seeking
activities lead to increased profit for the entrepreneur undertaking the activity,
they result in a larger deadweight loss for society as a whole. Proxies for the
magnitude of unproductive activities would include the level of corruption, per
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capita number of rules and regulations passed in a specific period and per capita
numbers of lines of work that assist in unproductive activities. For instance,
Murphy et al. looked at the proportion of engineers to lawyers.*® They concluded
that a high level of engineers has a positive impact on growth and a large number of
lawyers have a negative effect because of a high level of rent-seeking.

To productive and unproductive entrepreneurship, one can envision a third
category of entrepreneurial activity—evasive entrepreneurship. Evasive activities
include the expenditure of resources in evading the legal system or in avoiding
the unproductive activities of other agents. Tax evasion is one readily apparent
example of evasive activities, as are efforts to avoid bribing corrupt officials.
Proxies for the magnitude of evasive activities would include the size of the black
markets and tax evasion. As rules become more burdensome and raise the costs of
interaction, one should expect economic actors to invest more resources in
avoiding those rules.

In summation, entrepreneurs are present in every country and every cultural
setting. The institutional environment will direct the behaviors of these entre-
preneurs. If individuals can profit and better their position by engaging in pro-
ductive activities, we should expect them to do so. Likewise, if the profits attached
to unproductive activities are relatively greater as compared to productive ac-
tivities, more individuals will undertake the former. We observe different out-
comes from entrepreneurial behaviors because activities yielding the highest
payoffs vary across societies. In countries with low growth, it is not that entre-
preneurs are absent or are not acting, but rather that they are stymied by either a
lack of functional markets and hence profit opportunities or by the existence of
profit opportunities yielding outcomes counter to economic progress. In other
words, in some countries, profit opportunities may be tied to socially destructive
behaviors. To reiterate our main point, entrepreneurial behavior is directly tied
to the institutional environment. Institutions serve to create the payoffs to var-
ious alternative behaviors. Economic growth and progress requires that higher
payoffs be attached to productive activities.

INSTITUTIONS AS CAUSE, ENTREPRENEURSHIP
AS CONSEQUENCE

A key insight of the Austrian school is that entrepreneurship is an omnipresent
aspect of human action. While the level of alertness varies across individuals,
entrepreneurs are present across all times and locations. As discussed in the
previous sections, the institutional environment guides the direction of entre-
preneurial behavior. Although we illustrated this point by discussing its impli-
cations for economic development, the same framework can be applied to a wide
array of settings.

A key implication of our analysis is that entrepreneurs are the means while
institutions are the cause of economic change and progress. Since entrepreneurs
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are present in all settings, it is the different institutional structures which generate
the large variances in standards of living across societies. What this indicates is
that it is the adoption of appropriate institutions that, by increasing the relative
payoff to productive activities, provides incentives for individuals to engage in
entrepreneurial activities that generate economic growth. In other words, the
adoption of certain institutions has to precede productive entrepreneurial be-
haviors because these institutions enable the right type of entrepreneurship.

Once certain institutions are adopted, entrepreneurs will recognize the profit
opportunities attached to productive, socially beneficial activities and tend to-
ward engaging in those activities. In other words, entrepreneurs are the means
through which outcomes such as economic growth and progress come about.
However, given that entrepreneurial behavior is influenced by institutions, in-
stitutions are the cause of economic growth. It is the institutional environment
that directs entrepreneurial behavior toward productive, unproductive, or eva-
sive activities. In this section, we focus on understanding the institutional en-
vironment conducive to productive entrepreneurship.

To illustrate our argument, we return to our discussion of economic develop-
ment. For example, given the realization that economic growth and development
are a consequence of specific institutions and policies, we can better understand
why we observe an increasing world income gap and a lack of convergence between
rich and poor countries. The problem lies in the combination of private and public
institutions currently in place in less developed countries. Unfortunately, as dis-
cussed earlier, over the last several decades, the development community has met
with continued failure by focusing on foreign aid instead of the institutional en-
vironment of less developed countries. The key question then turns to the insti-
tutional environment that promotes productive entrepreneurial activity.

One of the earliest to recognize the institutions and policies necessary for
productive entrepreneurship was Adam Smith in 1776:

Little else is requisite to carry a state to the highest degree of opulence from the
lowest barbarism, but peace, easy taxes, and a tolerable administration of justice; all
the rest being brought about by the natural course of things. All governments which
thwart this natural course, which force things into another channel or which en-
deavor to arrest this progress of society at a particular point, are unnatural, and to
support themselves are obliged to be oppressive and tyrannical.”’

As research by Gwartney et al., Scully, and the Fraser Institute indicates, Smith’s
claim was on target.”® Their work, among others, has highlighted the importance
that economic freedom, manifested through well-defined property rights, a freely
functioning price mechanism, a stable legal system and the rule of law, and trade
liberalization plays in providing incentives for productive entrepreneurship and
in generating economic growth.

When one compares those countries possessing economic freedom to those
lacking these freedoms, the differences are staggering. Perhaps the best illustration
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of this is provided by the Economic Freedom Index. This annual index analyzes
and scores economic freedoms across a wide range of activities including gov-
ernment intervention, monetary policy, foreign intervention, wages and prices,
property rights, regulation, and trade among others. In other words, the index
provides a measure of some of the key institutions which influence entrepre-
neurial behavior. To understand the impact of institutions that allow for eco-
nomic freedom, consider that the per capita income of countries in the top
quintile of economic freedom is more than nine times that of those in the lowest
quintile. Similar results hold for economic growth, as measured by changes in per
capita income, with those in the top quintile experiencing the greatest growth and
those in the lowest quintile experiencing negative growth.

Indeed, on most key margins, countries with economic freedoms outperform
those lacking these freedoms. Countries with the greatest amount of economic
freedom also provide the best opportunities for their citizens to live healthy and
prosperous lives. Life expectancy in those countries in the top quintile is 75.9 years
as compared to 53.7 years for those countries in the lowest quintile. Infant mor-
tality falls drastically from 81.4 per 1000 births for those countries in the bottom
quintile to 9 per 1000 births in those countries in the top quintile. With increasing
economic freedom, literacy, human development, and political freedoms increase
while child labor and corruption fall as economic freedom increases.”

Of course a central question in economics and political science focuses on
understanding how to establish sustainable institutions which direct entrepre-
neurial behavior toward productive activities in countries where such institutions
are lacking. The analysis put forth in this chapter suggests that in order to adopt
policies that promote productive entrepreneurial behavior, we need to understand
the conditions and institutions necessary for political entrepreneurs to adopt
such policies. In other words, our analysis applies not only to the private realm,
but also to the public arena and to the metarules followed by policymakers.
Political entrepreneurs act within a set of metarules which determine the rules of
the game faced by private actors. We will return to this last point in the second
half of the next section.

IMPLICATIONS FOR FUTURE RESEARCH

The connection between entrepreneurship and institutions has implications
for future research efforts across social science disciplines. The main implication
is the need for the study of everyday life. This approach combines on-the-ground
research with an analytic narrative approach to understand the formal and
informal institutions of various organizations and societies. This approach is
already in use in disciplines such as anthropology and sociology. However, other
disciplines in the social sciences, such as economics and political science, could
also benefit from the use of this method. To clarify our position, consider the
matrix in Table 7.1, which depicts the landscape of the social sciences.
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Table 7.1. Methodological Predispositions and the Social Science Landscape

Clean Empirical Work Dirty Empirical Work
Thin theoretical Economic theory and Analytic narrative political
description econometrics economy
Thick theoretical Sociological and political Anthropology, cultural
description science econometrics sociology, and institutional

political science

Given the insights of this chapter, the upper right quadrant is the domain that
research in the area of entrepreneurial behavior is best suited to occupy. For
instance, economists have traditionally approached their subject matter by
providing a parsimonious theory and then confronting that theory with as clean
an empirical test as possible. The problem with this approach is that by stressing
the universal in all human behavior the specific is lost, whereas in asserting that
all behavior is specific as in traditional anthropology, the ability to communicate
and understand across history and culture is lost. Neither thin/clean, nor thick/
dirty provide satisfactory explanations of the world. But somewhere between the
economist’s penchant for the general (the thin and clean), and the anthro-
pologist’s demand for respect for the specific, there lies an approach that main-
tains the analytical structure of the economic way of thinking, but respects the
unique institutional arrangements that structure the rules of the game and their
enforcement in any particular historical setting. This is the intellectual space
where progress in research on institutions and entrepreneurial behavior will be
made in the coming decades.”’ This method also provides a means of finding
common ground across the social sciences.

Realizing the critical connection between institutions and entrepreneurial be-
havior means that social scientists must broaden their notion of empirical work to
include the narrative form that permits detailed examination of the historical and
social conditions that shape social phenomena. The analytical structure provided
by basic economics enables the scholar to examine the incentive structures and the
flows of information that are embedded in the historical setting under examina-
tion. In the process, the connection between institutions and entrepreneurial
behavior in various settings will be illuminated in rich detail. This method can
be applied to a wide range of situations from developing countries to business
organizations—both profit and nonprofit—as well as government organizations.
In each of these cases, the institutional environment will influence entrepreneurial
behavior for better or worse. Only by understanding the incentives that entre-
preneurs face can one hope to understand their behaviors.

One readily apparent example of the type of analysis we are promoting is the
work of Hernando de Soto. In The Other Path, for example, he printed a picture
of researchers from his Instituto Libertad y Democracia with a printout 30 meters
long of the procedures an entrepreneur would need to set up a small company.>
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De Soto and his team of research compiled the list of procedures by actually going
through the process of setting up a business. In Lima, Peru during the 1980s, de
Soto estimated that the informal sector comprised 60 percent of the economy.
This channeling of economic activity into informal markets was a function of
hundreds of regulations that made it next to impossible for an entrepreneur to
negotiate the bureaucracy and start a new business. In other words, the institu-
tional environment was such that the payoff to unproductive and evasive ac-
tivities was relatively high compared to productive activities.

In The Mystery of Capital, de Soto modifies this conclusion slightly to warn
that the act of unleashing the productive capacity of capitalism requires more
than government curtailing its onerous regulations.”> The fundamental prob-
lem that countries face is turning “dead capital” into “live capital.” In de Soto’s
narrative this is a function of formal property holdings. The de facto owners
discussed in The Other Path can realize the gains from exchange, but they cannot
realize the full benefits of specialization and exchange that a more secure property
system would enable. The formality of property holdings is required in order for
entrepreneurs to be able to use their ability to raise live capital that can generate
new wealth-creating activities.”*

There is often a tendency in the social sciences to divide disciplines into theory
and empirics (whether historical or statistical). This is especially evident in eco-
nomics but also in political science. We contend that the most pressing questions
are to be found in the institutionally contingent theory discussed in this chapter.
In the context of this chapter, social scientists must move to a model that relies on
understanding the institutional specifications within which entrepreneurs act.
Only by understanding the institutional context can we hope to understand why
we observe different behaviors by entrepreneurs and potential entrepreneurs
across settings and over time.

The approach that we are advocating is broadly conceived and includes anthro-
pology, economics, legal studies, the management sciences, political science, psy-
chology, and sociology. It is the study of the evolution of institutions that will allow
us to understand things such as economic, organizational, political, and social
changes. Thus, it is the study of institutions that will also allow us to understand the
behavior of entrepreneurs and its variety across cultures and contexts. Only by
understanding institutional arrangement, can we explain how a particular entre-
preneurial environment emerges in various settings. This requires social scientists
to expand their research approach to allow for institutional contingencies.

At the end of the last section we briefly discussed the notion of political
entrepreneurs and changes in the overarching metarules in which private entre-
preneurs act. The main focus of this chapter has been on the actions of en-
trepreneurs within a given institutional framework. But the recognition of the
importance of overarching metarules raises another important area for future
research. This is the recognition that entrepreneurship can take place both within
a set of institutions and rules but also over the rules and institutions in which
others act. When we focus on the role that institutions play in directing
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entrepreneurial activity, we are treating the rules of the game as an exogenous
constraint. It is important to recognize that changing the rules of the game also
involves entrepreneurship that generates change in the rules of governance.

Entrepreneurship over the rules of the game entails alertness to new forms of
governance that change the relative price of private and public governance. The
analytic narrative approach can contribute to understanding the barriers to
changes in the rules of the game. These barriers may include political and bu-
reaucratic constraints that prevent the movement toward the adoption of insti-
tutions which foster productive entrepreneurship and economic growth.

A final area of research that deserves attention is entrepreneurial behavior in
the nonprofit realm. In short, the central question is, what factors influence the
behavior of social entrepreneurs? Understanding the behavior of entrepreneurs in
the nonprofit sector is critical, especially in particularly difficult circumstances.
For instance, in the wake of Hurricane Katrina, one observes many nonprofit
organizations contributing to the recovery. Understanding the institutions—
both within the larger United States, but also within the specifics of nonprofit
organizations—that allow these organizations to be entrepreneurial and behave
as they do will yield important insights into our understanding of, responding to,
and recovering from natural disasters.

CONCLUSION

In summation, entrepreneurs are present in all societies no matter the time or
place. Institutions determine the relative payoff to various courses of actions and
hence direct entrepreneurial behavior toward productive, unproductive, or eva-
sive activities. Poor institutions that create a higher relative payoff to unpro-
ductive and evasive activities will reduce productive behaviors. For instance, in
the case of less developed countries, it is not the case that there is a lack of
entrepreneurial spirit, but rather that there is a relatively higher payoft for
unproductive and evasive activities. This reasoning applies beyond economic
development and to a wide range of situations. The types of for-profit and
nonprofit organizational forms as well as political and social changes one ob-
serves are all connected to entrepreneurial behavior which is, in turn, linked to
the institutional environment. The most fruitful way for the study of entrepre-
neurial behavior and institutions to proceed is to recognize how the rules of the
game and their enforcement dictate how entrepreneurs behave.
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Entrepreneurs in
the Global Economy

Kent Jones

Entrepreneurship is the process by which individuals, through their own ef-
forts and through the organizations in which they are principal decision makers,
actively seek to generate and capture new value in the marketplace. Globalization
is the process of progressive integration of markets around the world. It follows
that the environment for entrepreneurs has expanded. Whereas the study of
domestic entrepreneurs focuses on those who create new value in their local or
national markets, by extension global entrepreneurship focuses on how new value
is created through international transactions.' Technological improvements in
communications and transportation have brought markets closer together, so
that international trade and investment have increased the scope of opportunities
and of competition. Technology itself now spreads quickly across the globe, and
people and their ideas travel to new outposts of opportunity. At the same time,
both natural and government-induced barriers continue to impede the full mobil-
ity of goods and services, capital, people and ideas across borders, and also within
borders. While entrepreneurial activity is now nearly universally regarded as a
significant factor in economic growth and development, there is an inherent ten-
sion between the private impulse for unfettered entrepreneurial activity and the
tendency of governments to assert control over their national economies and
limit such activity. This chapter sets out to identify the impact of globalization
on entrepreneurial behavior, and to suggest a framework for understanding this
relationship as a policy issue.

The chapter begins with a discussion of the concept of entrepreneurship as a
multidimensional process of value creation. There follows a consideration of the
role of entrepreneurs in the gains from international trade and investment. These
ideas provide the foundation for a broader inquiry regarding the impact of en-
trepreneurship on a country’s comparative advantage and the pattern of trade.
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This discussion moves from traditional trade models that focus on factor en-
dowments to more recent models based on market structure and sources of
innovation, and finally to the eclectic business environment model of Michael
Porter.” The final sections deal with policy issues: trade policy, protectionism,
the World Trade Organization, and fostering entrepreneurship in developing
countries. A concluding comment presents a policy agenda for global entrepre-
neurship.

THE CONCEPT OF ENTREPRENEURSHIP

In order to facilitate an assessment on a global basis, it is important to un-
derstand the concept of entrepreneurship in broad and inclusive terms. As an
economic phenomenon, entrepreneurial activity combines innovation and in-
formed risk taking to create new value for the firm, which also creates new value
in the marketplace and society. Joseph Schumpeter defined entrepreneurship as
the creative act of combining existing supplies of productive means in new ways,
and he offered a taxonomy of entrepreneurial outcomes that includes new prod-
ucts, new production methods, new markets, new sources of supply of inter-
mediate goods, and new organizations.’ Typically, the entrepreneur has the goal
of maximizing profits over a particular time horizon, but other goals may also be
considered.* While small firms are often regarded as the epitome of entrepre-
neurship, innovation and risk-taking are also possible in larger and older firms.
William Baumol, for example, has observed the tendency for many large firms to
internalize the process of innovation through systematic research and develop-
ment budgeting, a strategy driven by survival instincts in increasingly competi-
tive markets with rapid technological change.” This is especially important in
considering business opportunities in global markets, where new value has ap-
peared in the midst of far-flung supply chains and investments by multinational
firms.

As Schumpeter’s listing indicates, innovation in the entrepreneurial sense
includes new inventions and production processes, but also many other market
initiatives that combine elements of existing market concepts.® Entrepreneurship
therefore encompasses a wide range of creative and innovative activity, from the
commercialization of a new technology to a multinational strategy to create a
more efficient supply chain, to opening a new restaurant or retail outlet in a prom-
ising neighborhood.

Defining entrepreneurship in terms of activities that add value to the economy
deliberately excludes activities that may be inspired by an entrepreneurial im-
pulse, but which Baumol has described as unproductive or even destructive.” In
the broad sweep of economic history, innovative activities by would-be entre-
preneurs have usually been channeled into corruption, crime, patronage seeking,
acquisition of government entitlements, war and conquest, activities that do not
typically generate economic efficiency and growth. This is the result of the fact
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that, until recent times, social structures as well as political and economic in-
centives have tended to support the established order by suppressing innovations
and business activities that generate independent economic profits and wealth for
creative individuals. History thus indicates the importance of the social, legal, and
political environment, and especially economic policies, in fostering productive,
as opposed to unproductive, entrepreneurship. The distinction is important even
today, as some firms pursue protectionist trade policies with entrepreneurial zeal,
leading, in turn, to the introduction by governments of new and exotic forms of
market barriers that reduce economic efficiency and growth.

In addition, entrepreneurship is a process, a multidimensional human activ-
ity that takes place in a social, legal, and political environment. First of all, it is a
process of decision making and action that has a behavioral component and
therefore lends itself to psychological and sociological study.® Entrepreneurs are
individuals that are motivated to do what they do not only by economic incen-
tives, but also by personal aspirations and cultural, social, and family consider-
ations and constraints. Since entrepreneurs must assess risks and opportunities,
they must act within a legal and regulatory environment, and must typically re-
ceive financing based on a combination of persuasion and access to family savings,
venture capital, or bank loans, all of which may in turn depend on the broader
business and economic environment. Global factors may play a role in these as-
pects of the entrepreneurial process as well, through immigration, the availability
of foreign venture capital, foreign competition and opportunities, and the in-
centives of international trade and investment policies.

GAINS FROM INTERNATIONAL
TRADE AND INVESTMENT

Globalization is an important element of entrepreneurship because the eco-
nomic gains from international trade and investment can enhance—or even in-
troduce new opportunities for—the economic gains from entrepreneurship. In
the simplest economic models of trade, two trading countries both gain from trade
because trade allows each to specialize in the production of its most efficient
(comparative advantage) industries, and then export that output in exchange for
imports of the goods it makes less efficiently. The static gains from trade in this
case come from improved resource allocation and expanded consumption op-
portunities. Even in this basic model, entrepreneurs play a role in capturing the
gains from trade to the extent that they are constantly seeking out new business
opportunities and thereby improving the economy’s efficiency and production
base. Under free trade, new businesses will constantly be pushing the economy to
the outer frontiers of its productive capacity, since the competitive conditions of
open trade will set prices on inputs that reflect their true market value, and thereby
allow them to move to their activity of highest reward, assuring absolute economic
efficiency. Optimizing internal economic capabilities through entrepreneurship
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in turn helps to maximize the gains from trade, since it provides the most pro-
ductive and efficient base from which to begin trade.’

If the country is also open to foreign direct investment (FDI), the economic
benefits increase further, since the transfer of additional capital into the country
will improve the productivity of labor there. FDI also typically brings new tech-
nologies, managerial experience, and training into the country, and may also
create additional business opportunities for local entrepreneurs. In terms of the
Schumpeterian definition of entrepreneurship as the creative act of combining
productive means in new ways, a policy of free trade and free inward FDI will tend
to maximize the domestic opportunity set for its entrepreneurs by maximizing
allocative efficiency and providing access to lowest cost inputs, technologies, and
world-class business practices. To the extent that other countries also practice free
trade and investment, all entrepreneurs globally will benefit, as their opportunity
sets will now include access to foreign consumer markets, inputs, technologies,
and partners. Thus the environment for both domestic and international entre-
preneurship will tend to improve significantly from progressive multilateral trade
and investment liberalization, a key policy finding to be discussed next.

The gains from trade go beyond these allocative efficiencies, however. Exten-
sions of the basic model introduce the possibilities of additional gains from trade
based on economies of scale, product variety, differing tastes across countries, and
the spread of new technologies. In an economy open to international competi-
tion, entrepreneurs can thereby seek out new market opportunities, and must
at the same time meet the highest global standards in relevant competitive ele-
ments, whatever they may be in a particular market: quality, customization, cost
minimization, managerial practices, and so on. The competitive element of
globalization is perhaps the single most important impulse for motivating and
disciplining the entrepreneur, as it provides all the ingredients of new market
opportunities and challenges that lead to the creation of new value for the
economy.

Globalization also improves countries’ availability of resources for entre-
preneurs through labor movements across borders. The most fundamental
contribution in this regard comes from the number of potential entrepreneurs
themselves in a country who arrive through immigration. The German econo-
mist Wilhelm Ropke, in a classic defense of open immigration policy, described
immigrants as a dynamic economic force in their new homelands and this
characteristic is often manifested in their disproportionate role in the entrepre-
neurial activities of their destination countries.'° In addition, immigration itselfis
often the result of the unequal distribution of populations and economic op-
portunities across the world. As a self-selected group of travelers typically facing
either repression, deprivation, or at the very least minimal opportunities in their
home countries, many new immigrants tend to be highly motivated in achieving
business success in their new countries. Immigrant entrepreneurship has be-
come a distinctive subfield of study, based on patterns of cultural and commu-
nity behavior among entrepreneurs in broader immigrant communities, on the
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characteristic industry and market focus of such groups, and on the sources of
financing of specific ethnic groups.'" In general, immigration tends to endow the
destination country with a greater supply of entrepreneurs, and to provide in-
creased dynamism in the economy at large.

Furthermore, even if they do not engage directly in entrepreneurial activity,
immigrants and temporary migrants can also provide critical labor resources for
new business development. Massive inflows of immigrants provided labor for the
expansion of American industry in the nineteenth and early twentieth centuries,
and guest worker labor from Turkey and other Mediterranean countries fueled
much of West Germany’s economic growth after the Berlin Wall was built in 1961,
an event that had deprived the country of its existing source of new workers
from the east.'? Highly qualified foreign-born scientists and engineers have con-
tributed significantly to the growth of high-technology firms in the United
States. Immigration and more generally, labor mobility across national borders,
therefore represent important channels of market adjustment when domestic
sources of labor are constrained.

While immigration is often associated with the negative effects of a “brain
drain” on the country of origin, recent studies suggest that immigrant entre-
preneurship may not necessarily lead to a diminution of business activity in the
country of emigration. National and cultural ties to the homeland often provide
collaborative business and trade opportunities.> With business knowledge that
spans both the old and new countries, immigrant entrepreneurs are in a position
to recognize new market possibilities, gaps in current market coverage, and op-
portunities for cross-country cost savings, technology adaptation and strategic
alliances. Again, the interaction of entrepreneurship and trade leads to a com-
pounding of the economic gains from both sources.

Another critical resource for entrepreneurship is financing, and globalization
has vastly increased the integration of financial capital markets among countries.
This trend has generally improved the efficiency of global financial markets for all
participants, as capital availability has improved in previously capital-scarce re-
gions, and as capital is now better able to move to places where it receives the
highest reward. In addition, however, globalization has also led to the increase in
the availability of global venture capital in particular. The increasingly global
nature of market opportunities implies in many cases the need for global, rather
than simply domestic, commercialization, as a prerequisite for success. Venture
capitalists are thus more likely to look abroad to support new business ideas that
have global market potential, and they are also motivated by the search for higher
profit opportunities among the larger global pool of entrepreneurial ventures.
Cross-border financing of entrepreneurial ventures is increasing, with about half
of Asian countries’ and 90 percent of Israel’s private equity funding coming from
foreign sources.'* Foreign-sourced venture capital financing is also increasing in
Central and East European countries, and in the developing world in general."”

An assessment of entrepreneurship in the global economy rests in many
ways on the policy environment for innovation and risk taking among sovereign
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nations in the world, which may also be subject to the forces of globalization. At
the same time economic policy trends often tend to spread across borders as
part of a globalization of ideas. The decline and fall of communism in the Soviet
Union and East European countries led to the spread of market reforms in most
of the successor countries, although not all to the same extent. The deregulation
trend in the United States and the United Kingdom, beginning in the late 1970s,
spread through the Single European Act to other European Union countries, and
in various forms also to many developing countries as well. The central bank
tendency toward anti-inflation policies began in the early 1980s and spread
throughout much of the world. This development has been particularly impor-
tant for the expansion of entrepreneurial activity, as inflation heavily discounts
future earnings from risky ventures, discouraging risk taking. All of these trends
have benefited the spread of entrepreneurship, both domestically and globally.

ENTREPRENEURSHIP AS AN ELEMENT
OF COMPARATIVE ADVANTAGE

The previous section focused on the links between globalization and en-
trepreneurship, and how they reinforce each other. A closer examination of
international trade concepts can shed further light on the possible role of entre-
preneurship as a determinant of trade patterns among countries. Neoclassical
economic theory has traditionally paid little attention to entrepreneurship in
explaining market effects and outcomes, including those of international trade
and investment.'® Heckscher-Ohlin trade theory, for example, is based on the
pattern of relative factor endowments among countries in determining the pat-
tern of prices, imports and exports, and rewards to factors of production. Firms
are defined as disembodied combinations of labor and capital in perfectly com-
petitive markets, producing homogeneous commodity-type goods. The relative
factor intensity of production among industries is determined by existing tech-
nologies, to which all producers have equal access globally. A country’s en-
dowment ratio of labor to capital then establishes its pattern of comparative
advantage, and thus its export good and import good. There is no distinctive or
differentiating role for entrepreneurial activity in this model: outcomes follow
deterministically from impersonal market forces. As Baumol has put it, “the
theoretical firm is entrepreneurless—the Prince of Denmark has been expunged
from the discussion of Hamlet.”'” The simple determinant pattern is that a
country will tend to export the good that uses its relatively abundant factor of
production intensively, and import the other good.

Entrepreneurs and Factor Endowment Models

Extensions of traditional trade theory, along with new trade models, have
afforded entrepreneurship at least a potential role in determining trade patterns,
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however. One avenue for this influence comes from augmenting the types of
factors of production to include human capital, for example, the total value of
education, training, and experience in a country’s workforce.'® Human capital
can represent entrepreneurial ability in at least two ways: First, as a measure of
innovative capability (e.g., through technical and scientific training) and second,
as a direct measure of entrepreneurship education as a dedicated program of
study. This extension of trade theory therefore predicts that a country’s relative
endowment of human capital linked to entrepreneurship, compared to other
countries, will help to determine its export performance in entrepreneurship-
intensive goods such as new products or the output of start-up firms. Yet this
approach is incomplete in that it rests on a definition of entrepreneurship that is
limited to measures of education and training, which ignores the influences of the
economic and social environment, as well as government policies in fostering
entrepreneurial activity. In addition, entrepreneurial activity encompasses more
than technological innovation, and many entrepreneurs have certainly not com-
pleted the sort of education that human capital statistics would measure.

A more subtle approach to the role of entrepreneurs in trade patterns comes
from a consideration of the distinctive character of entrepreneurial financing. An
article by José Wynn sets out to identify entrepreneurial ventures as small busi-
nesses that have limited access to traditional financing, as opposed to larger firms,
which have easier access to bank loans and traditional capital markets.'® Under
these circumstances, a country with greater accumulated wealth among entre-
preneurs (and their families) will allow the small firms to overcome the limited
access to financing, and thereby induce greater output from them, while im-
proving the incentive structure for their success. Therefore, the larger a country’s
relative endowment of wealth, the more it will tend to export the output of its
small, entrepreneurial firms.

Representing the role of entrepreneurs in trade models through the use of
factors of production such as human capital and wealth begs the question of why
entrepreneurship itself cannot stand alone as a factor of production. The prolif-
eration of entrepreneurship as an academic field of study certainly suggests that
education can impart a specific body of knowledge that will significantly con-
tribute to entrepreneurial activity. If this is true, then entrepreneurship could be
represented as a distinct subcategory of human capital. Alternatively, statistical
measures of entrepreneurial activity, such as the number of new start-ups, or
trends in new patent filings and patent commercialization, could perhaps measure
a country’s endowment of entrepreneurship. Yet the difficulties addressed earlier
in this chapter in defining entrepreneurship, along with the myriad influences on
it through social, cultural, and political environments, indicate that establishing a
measurable, stand-alone factor of production representing entrepreneurial ca-
pacity is likely to remain elusive. In this regard, the very idea that the supply of
entrepreneurs in an economy can change is a controversial issue. Baumol, for
example, surmises that the ratio of productive to nonproductive entrepreneurial
activity depends on the rules of the game in a society.”> Combining this factor
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with social and cultural influences, one can appreciate the fact that entrepre-
neurship is, in the end, a multidimensional process that defies simple deter-
ministic modeling. As a result, the neoclassical trade model based on factors of
production is too restrictive a framework to use in establishing a satisfactory link
between entrepreneurship and trade patterns. It is perhaps best to regard entre-
preneurship as an element of an economy’s production capability that interacts
with other factors—human capital, wealth, the socio-political-legal environment
and relevant policies—to enhance output potential and determine trade patterns.

Market Structure and the Sources of Innovation

Other developments in trade theory have tended to imply the presence of
entrepreneurship without ascribing a systematic role to it. In particular, as trade
theory extended its analysis beyond the assumption of perfect competition into
monopolistically competitive and oligopolistic markets, the possible influence of
entrepreneurship became more apparent. In monopolistic competition, for ex-
ample, many firms compete by varying the characteristics of a basic product type.
Thus entrepreneurial strategies to create innovative designs, quality enhance-
ments, and other differentiating features for particular submarkets play a pro-
minent role in this form of market structure. Trade opportunities arise as the
dispersion of consumer preferences across the global market causes submarkets
to overlap national borders, leading to intraindustry trade, that is, cross-trade
among countries in similar products. Globalization has resulted in an expansion
of trade and entrepreneurial opportunities based on the proliferation of product
varieties to satisfy global consumer preferences, and the efficiencies of expanding
production to take advantage of scale economies. Markets for fashion apparel,
consumer electronics, toys, and cosmetics provide examples of heavily traded and
differentiated goods in global monopolistically competitive markets."

Oligopoly, a market structure characterized by competition among a small
number of firms, also exhibits entrepreneurial features in many cases. Barriers to
market entry typically come from specific firm assets, such as patents, capital-
intensive or research-and-development production processes, and exclusive ac-
cess to inputs that often are the result of entrepreneurial innovation and effort.
Entrepreneurial value may also derive from strategies to develop distinctive ca-
pabilities and to maintain networks of supplier and customer relationships that
are difficult for potential rivals to imitate. In a globalized economy of heavy
competition and possible new rivals, however, such firms must remain entre-
preneurial in order to maintain their market positions, through a constant re-
newal of innovation and other strategies to keep ahead of potential competitors.
In this regard, the global economy has increasingly forced large corporations to
adjust to market changes in an entrepreneurial manner, as the specter of eroded
market share and commoditization of their products must be met with creative
new strategies of differentiation, innovation, and cost reduction. Many oligop-
olistic industries have experienced this sort of crisis, including steel, automobiles,
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chemicals, pharmaceuticals and commercial aircraft producers, with varying de-
grees of success over the years. At the same time, globalization itself often pro-
vides channels of adjustment for oligopolistic firms, through global supply chain
rationalization, outsourcing, and multinational investment. All of these possibil-
ities to create new value for the firm and the market constitute entrepreneurial
activities.*

Entrepreneurship becomes more prominent in trade theories that emphasize
the role of local demand, technological advancement, and innovation. Staffan
Linder developed a model of a country’s trade pattern based on “native demand”
or local tastes in a country.”> Entrepreneurs recognize the consumption prefer-
ences in local markets and develop new technologies and products to satisfy that
demand. As they become expert in designing and producing such products, and
especially if the local market is large enough to exploit economies of scale, they
develop a competitive advantage in exporting those products. Alternatively, ac-
cess to world markets may also provide opportunities for economies of scale.
Furthermore, trade in consumer goods will tend to be most intensive among
countries with similar per capita income levels, based on shared income elas-
ticities of demand for these products.”* The logic of this proposition lies in the
presumed correspondence of tastes across countries in terms of underlying
income-linked characteristics, for example, the growing preference for labor-
saving household appliances as wages and income rise in various countries. In
broad and general terms, global trade patterns support the Linder model, as most
world trade in consumer products occurs among high-income countries. Pro-
gressive globalization in consumer markets has been marked by a convergence in
tastes in some (not all) products. An important implication of this model is that
globalization provides entrepreneurs in high-income countries with increasing
export and international investment opportunities in other high-income coun-
tries’ markets. It cannot, however, provide a comprehensive explanation of trade
in these products, since such trade also takes place between countries with dis-
similar income levels.

In a similar vein, Raymond Vernon developed a paradigm of trade patterns
based on the product life cycle that explicitly entails innovation as a central part
of the story.”> ?° In a typical product cycle scenario, an entrepreneur will in-
troduce a new product or production technology in its home market, creating a
monopolistic advantage for the firm on world markets and leading to exports
from the country of innovation. In intermediate stages of the product life cycle,
various scenarios are possible. Rival entrepreneurs from other countries may
develop similar technologies or products and begin to compete with the inno-
vating firm, undermining its monopoly position and reducing its exports. On the
other hand, the entrepreneur in the innovating firm may make direct foreign
investments preemptively in foreign countries where competition would other-
wise begin, in an attempt to forestall (at least for a time) rival production. The
innovating firm may also choose to license the product or form partnerships or
alliances as part of its strategy to sustain the product’s profitability. As the
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product cycle continues to mature, the product becomes increasingly standard-
ized, and competition will tend to erode the innovating country’s exports of the
product, and the innovating firm’s profits. At this point, the original firm may
have begun to harvest any remaining profit opportunities by establishing pro-
duction in the lowest cost locations, so that any export now comes from low-cost
countries.

Across the product life cycle, the innovating firm thus faces a series of en-
trepreneurial decisions on which current and future profits for the firm from this
product will depend. Trade patterns will typically show initial exports solely from
the country of innovation, then competing exports from other countries (either
from rival firms or from subsidiaries of the innovating firm), and during the final
stage of standardization, exports from lowest-cost countries (again from the
innovating firm subsidiaries or other firms). In the meantime, the country of
innovation is likely to have become a net importer of the product.

The product life cycle outlines a typical pattern of entrepreneurial behavior in
global markets that are open to trade and investment. Development of a new
product creates profit opportunities in domestic and foreign markets, which lead
to export activity and perhaps foreign investment. Rival firms are thereby at-
tracted into the global market and try to exploit their own profit opportunities
through competing R&D, competing or differentiated products and cost com-
petition. Strategic moves and countermoves in foreign investments, outsourcing,
partnerships, and licensing are designed to capture as much of the product’s
present-value profit potential as possible. It is important to note that the prod-
uct’s profit opportunities in general tend to diminish in time; hence, many firms
will attempt to renew the product cycle with additional innovations. In fact firms
with distinctive capabilities to generate innovations continually will invest sys-
tematically in R&D as a long-term market strategy. As noted earlier, globally
competitive markets tend to bring out the best in entrepreneurs, providing in-
centives for them to maximize their innovative and profit-seeking activities, and
also maximizing the gains from entrepreneurship, trade, and investment for the
global economy.

The Business Environment and the Porter Model

Economic theories of trade tend to offer analytically rigorous models that
establish cause-effect relationships among measurable inputs, market factors, and
outcomes, such as the structure of a country’s imports and exports. As shown by
the preceding discussion, in many ways such models can provide significant
insights into the impact of entrepreneurship on international trade and invest-
ment, even when the entrepreneurial function is not specifically identified.
Michael Porter, in his book, The Competitive Advantage of Nations, has developed
a broader and more eclectic paradigm of what he calls “competitive” (as op-
posed to comparative) advantage in global trade markets.”” By including the na-
tional business environment, local firm rivalry, and producer—supplier incentive
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structures as determinants of a country’s firms’ performance on international
markets, he gives the contextual nature of entrepreneurship a systematic role in
trade not revealed by traditional trade theories. It is worth citing Porter’s specific
reference to entrepreneurship in this regard:

Invention and entrepreneurship are at the very heart of national advantage. Some
believe these acts are largely random....If we accept this view, the determi-
nants become important in developing an industry but its initial formation is
a chance event. Our research shows that neither entrepreneurship nor invention
is random . .. determinants [of national advantage] play a major role in locating
where invention and entrepreneurship are most likely to occur in a particular
industry.”®

Porter’s model of national competitive advantage is based on an intercon-
nected set of four factors: (1) firm strategy, structure and rivalry, (2) domestic
demand conditions, (3) related and supporting upstream and downstream in-
dustries, and (4) factor conditions. Most of these elements reflect the influences of
traditional trade theories, such as the imperfect competition in the first, Linder’s
income and home demand model in the second, and the Heckscher-Ohlin fac-
tor proportions theory in the fourth. Perhaps the most compelling statement Por-
ter makes regarding entrepreneurship and the pattern of trade, however, is that
innovation and entrepreneurial activities do not occur in a vacuum. They are
inspired and motivated by the exacting demands of the customers that entre-
preneurs know; by competition among rivals, usually within the country, vying
for bragging rights in the industry; by the presence of specialized experts and
researchers produced by local universities; and by networks of innovative and
efficient firms providing inputs or purchasing outputs from entrepreneurs.

Porter goes on to observe that the favorable business environment for com-
mercializing new medical products in the United States, for example, arose as the
result of a particularly strong and specific combination of competitiveness factors,
such as the presence of leading engineering and medical schools and teaching
hospitals, increasing demand for sophisticated medical services, and the regional
proliferation of competing high-technology firms specializing in this area. Even
foreign firms entered the U.S. market with direct investments in this sector.*”
Such a business environment tends to maximize the incentives for entrepreneurs.
The single most important element that runs through Porter’s model of national
competitive advantage is the spur and discipline of competition. Businesses must
compete with each other for scarce resources and inputs in the economy, includ-
ing qualified technical, research, and managerial staff. In addition, firms compete
with their rivals on domestic markets for market share and bragging rights for
best performance and also with international rivals on global markets, for world
competition provides the ultimate test of world-class performance. At the same
time, national industries grow from the soil of their own traditions and culture,
domestic market conditions, and incentives emanating from government policies.
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Globalization, in this context, enhances the value of national competitive advan-
tages by expanding markets and market opportunities. It can also be disruptive,
by increasing competition and accelerating change, so that the churning of mar-
kets causes the decline of some firms and industries and the rise of others.

Porter’s model focuses on the business environment at the national level in
presenting his model of trade and national advantage. Ultimately, however, en-
trepreneurship is about individuals acting upon their perceived opportunities,
and it is clear that each individual enterprise has a story to tell with regard to its
decision to enter international markets. This aspect of international business
activity has given rise to a growing literature on the management of the global en-
trepreneurial venture, especially among small and medium-sized firms.”® Glob-
alization provides opportunities for the entrepreneur to exploit through export
markets, direct foreign investment, licensing, and partnerships. While for some
firms, international opportunities appear only after their formation, as an ex-
tension or supplement of their domestic market, other firms are “born interna-
tional.” The form that the international enterprise takes depends largely on the
type and incidence of transaction costs, network structures across borders, the
resources of the firm, and how knowledge and technology regarding the busi-
ness opportunity spread.”’ The international aspect of entrepreneurial ventures
therefore combines both national characteristics and firm- and industry-specific
elements. The crucial underlying policy issue remains the extent to which en-
trepreneurs can transact freely across borders, which is the subject of the next
section.

ENTREPRENEURIAL BEHAVIOR, TRADE POLICY,
AND GLOBAL TRADE INSTITUTIONS

The account of entrepreneurship and globalization so far has highlighted the
advantages of open markets and competition in terms of incentives for efficiency,
innovation, and informed risk-taking to create new values for both the entre-
preneur and the economy as a whole. The logical conclusion to draw at this point
is that policies of free trade and international investment will maximize these
economic gains for all participating countries and their citizens. Yet entrepre-
neurial activity in global markets presents a special challenge to existing firms
(and workers in those firms) that may be forced to adjust to trade liberalization
and increased imports. Lobbying activity places pressure on governments to
protect domestic firms from the sting of foreign competition. As a result, in reality
very few countries come anywhere close to practicing free trade. It is therefore
important to consider the impact of government economic policies designed to
diminish the disruptive effects of globalization and free markets on existing do-
mestic industries and workers. While an extended commentary on the issue of
protectionism is beyond the scope of this chapter, a focused discussion of its
relevance to entrepreneurs is in order.
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The economic gains from international trade, investment, and entrepreneurial
activity are not typically shared equally among all participants in the economy.
Trade theory, in particular, has shown that certain factors of production, espe-
cially a country’s scarce factor in the traditional Heckscher-Ohlin model, will
typically suffer economic losses as trade begins. It is noteworthy that the gains
from trade are theoretically sufficient to compensate the losers from trade while
still allowing everyone, on balance, to gain. Unfortunately, devising policies to
achieve this goal without introducing perverse incentives has proven to be dif-
ficult. In general, workers in import-competing industries will often oppose trade
liberalization for fear of losing their jobs. Company owners may join them in
opposing imports, but this depends on what alternatives they face as import
competition increases. Domestic firms with heavy investments in fixed capital
with few alternative uses may face large capital losses from import competition,
and would therefore tend to join hands with workers to lobby for tariffs. As sug-
gested by the adjustment measures described earlier, however, it may be possible
for the firm to outsource part of its production, rationalize its supply chain, spe-
cialize its production, or make foreign direct investments or partnerships as means
of adjusting to the new competition. In such instances, workers and firms may not
necessarily be on the same side of the issue.

Since entrepreneurs are by definition creative individuals who exploit oppor-
tunities and introduce innovation, change and dynamism in markets, any poli-
cies that close off import competition and associated market signals are inherently
inimical to them, and to the entire incentive structure of entrepreneurship itself.
Within a national economy, entrepreneurs compete with other businesses for
scarce production inputs. Suppose now that in a simple economy entrepreneurs
produce a good that can be exported and other firms produce a good that
competes with imports. Tariffs on imported products artificially raise their prices
compared to other goods, and thereby divert scarce inputs toward the protected
markets, increasing the costs of making the goods produced by entrepreneurs,
leading to lower production and exports in that sector. A tariff on imports thus
also represents an implicit tax on exports and therefore in many cases a tax on
entrepreneurship. In this particular example, tariffs are biased against entrepre-
neurs to the extent that they favor older, larger, established, and less efficient firms
that cannot compete with imports, over newer, smaller, export-oriented firms.
Protectionist measures in general “save” existing jobs in declining sectors, which
often have strong political representation, at the cost of creating potential new
jobs in nascent and growing sectors that may not yet exist and therefore have little
or no political representation.

Protectionist lobbying is typically a form of unproductive entrepreneurship, as
described by Baumol earlier, in that it represents investments by existing firms
with the goal of capturing additional value from consumers through higher
prices. It also shifts value away from other firms through reduced competition
and the artificial scarcity of inputs used in the protected sector, thereby in-
creasing costs for more innovative firms. Rather than creating new value in the
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marketplace, protectionist lobbying redistributes value toward favored industries,
and also destroys value in the process. In economic terminology this activity is
called rent seeking, which entails two types of economic costs: a misallocation of
resources due to the distortion of prices and output, and a diversion of resources
toward unproductive activity—the lobbying effort. Regarding this last point,
purely market-driven outcomes would require that the firm’s assets be used to
manage the firm efficiently, invest in R&D, and develop new strategies to maxi-
mize profits, in other words, to act in an entrepreneurial manner. Protectionist
lobbying, on the other hand, systematically changes the firm’s decision-making
behavior in that it presents the possibility for the firm to profit from the acqui-
sition of political influence through investments in lobbying assets.** It is worth
noting, furthermore, that lobbying, in itself, tends to be biased against entre-
preneurs because political influence is easier for large, established firms with
entrenched and endangered workforces to obtain. Small and medium start-up
companies in new sectors are not typically in a position to purchase favors from
government policymakers.

Most governments have come to recognize the central issue of trade policy,
which is the tension between open trade policies that create economic gains for
the economy as a whole, and trade restrictions to protect the interests of favored
industries from the ravages of disruptive global markets. Politically, the siren call
of protectionism is very strong and difficult for governments to resist, and it
therefore makes sense for them to establish a global trading system that can pro-
vide an external anchor to discourage all member countries from imposing ex-
cessive protectionism at home, while providing an attractive way to focus on the
export-enhancing aspects of increased trade. The General Agreement on Tariffs
and Trade (GATT), concluded in 1947, and its successor, the World Trade Or-
ganization (WTO), founded in 1995, are institutions that have attempted to
maintain this delicate and often precarious balance.”® The current WTO system
establishes a set of rules for member countries’ trade policies to curb protec-
tionism, while providing a forum for trade liberalization and dispute settlement.
The WTO membership stood at 150 countries in 2006, with most other countries
planning to join.**

The WTO is of great importance to the expansion of global entrepreneurship
because it sets up rules of market access that all member countries must honor.
The main underpinning of the WTO system is its rule of nondiscrimination, the
most-favored nation principle. This element of the WTO agreement, combined
with multilateral agreements on trade liberalization, assures member countries
and their exporters and importers that countries are not allowed to arbitrarily cut
off or restrict market access to imported products, or suddenly give preferential
market access to other countries.”” Consider the implications of this arrangement
for entrepreneurs engaged in international trade as either exporters, importers, or
investors. Entrepreneurs often face considerable uncertainty in entering or
sourcing from foreign markets, not knowing if market access might be arbitrarily
closed by the foreign or domestic governments. The denial of access, or the
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unexpected shift of access rights to other countries” exporters, would result in a
loss of the value of investment in production capacity, foreign distribution,
supplier relations, and other trade-related activities. As a result, investment in
trade-related activities and participation in international markets would be dis-
couraged. The role of the WTO has been to establish an agreement on rules of
reciprocal and nondiscriminatory market access, and in so doing to facilitate an
environment of certainty regarding trade and investment in the world econ-
omy.”® The fundamental motivation for the WTO system lies in the simple but
compelling consensus among its members that increased trade improves national
economic welfare for all trading countries. Insofar as entrepreneurial activity is
linked with trade and its expansion, the WTO thereby improves the global en-
vironment for entrepreneurs through the reduction of political risk and uncer-
tainty regarding foreign market access.

EXTENDING ENTREPRENEURSHIP AND TRADE
OPPORTUNITIES TO THE DEVELOPING WORLD

The foregoing discussion has generally assumed that countries possess the
basic foundations of a functioning business environment, including the political
stability and legal framework necessary to carry out business transactions. Yet in
many of the world’s countries, these prerequisites for sustainable business and
economic development are absent, and as long as this situation persists, it will be
impossible for their populations to participate in the benefits of trade and en-
trepreneurship. This is not to deny that entrepreneurship exists in developing
countries, but only that entrepreneurs there often face a much more limited set of
opportunities for value creation.’” In order to reap the benefits of systematic
value creation through global market participation, national economies must
plug into the global economy, requiring a minimal alignment of domestic eco-
nomic structures with those of the world market. This process in turn may often
require a fundamental transformation of the domestic economic environment,
and even of the society itself. The reciprocal nature of the economic gains across
markets implies that the rest of the world stands to benefit as well when entre-
preneurship, trade, and growth take hold in these countries.

The underlying issues are vast and difficult, and go well beyond the scope and
capacity of this study to treat them meaningfully. However, any overview of
entrepreneurship and globalization, and any policy agenda for improving the
environment for trade and growth, requires at least a brief acquaintance with
the main issues. For example, Baumol’s proposition that the rules of the game
represent the main determinant of innovative, value-creating activity suggests that
a particular agenda of policy reforms and institutional developments in a given
country could succeed in unlocking the country’s potential for productive en-
trepreneurship on a national scale. The basic functions of government in a market
economy, including provision of the rule of law, a system of property rights, and
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protection of contracts, would be necessary. In addition, the provision of mac-
roeconomic stability, political stability, a working banking and credit system, and
public health services (especially disease prevention) need to be in place before the
business environment can support sustainable entrepreneurial innovative and
risk-taking activity. There are of course many other gaps of a material nature, such
as infrastructure for communication and transportation, basic education, and
administrative training to provide government services without excessive cor-
ruption (a major channel of nonproductive entrepreneurship in many countries).
Many of these same requirements apply to a country’s capacity to participate
in the global trading system, and to comply with obligations under WTO mem-
bership.”® World development agencies and foreign aid may be able to provide
some of the resources needed to fulfill these goals, and there have been interest-
ing and promising experiments in providing entrepreneurship education in de-
veloping countries. However, fulfilling the fundamental domestic requirements
of stability and internalized incentive structures for growth are likely to require
many years or even decades of slow and organic progress for the least developed
countries.

In the meantime, it is possible that the broader phenomenon of global en-
trepreneurship can contribute to the economic welfare of developing countries
in other ways, especially through the international movement of factors of pro-
duction. Foreign direct investment (FDI), for example, can provide not only
capital for creating new value in natural resource industries, basic manufacturing,
and basic consumer product markets, but also introduce technologies and train-
ing. FDI has played a prominent role in the development of several Southeast
Asian economies, particularly in clothing, toys, and sports equipment for ex-
port.”” In addition, these FDI installations have provided opportunities for local
entrepreneurs to supply inputs and supporting services. Other possibilities of
beneficial FDI in developing countries include communications, water and other
utilities, and infrastructure. The constraint on further expansion of FDI in de-
veloping countries is due to political and economic instabilities in many coun-
tries, notably in Africa, to continued weak domestic consumer demand, and to the
uncertainties and restrictions of local government policies and regulations re-
garding foreign investment.

A less conventional proposal, presented in discussions of multilateral trade
negotiations, is the idea of allowing more open labor movement across borders
through guest worker programs, especially less-skilled labor. As an alternative to
more politically explosive immigration liberalization, the guest workers would
return with their wages to the home country. A number of economic studies have
estimated that the potential gains from such labor movement are much greater
than the gains from trade liberalization in goods alone.*” In many developing
countries with limited internal markets and other resources, repatriated wages
may be one of the best ways to stimulate development.*! The associated business
opportunities would come for entrepreneurs both in the host countries and in the
countries of the guest workers.
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A POLICY AGENDA FOR ENTREPRENEURSHIP
AND GLOBALIZATION

Entrepreneurship, as a manifestation of innate human creativity disciplined by
the market system, is not essentially about genius, but about incentives. In view
of the benefits that come from the fruits of entrepreneurship and from trade,
policymakers from all countries face the challenge of creating a business envi-
ronment that will foster and encourage these activities. The traditional focus of
entrepreneurship policy has been on local and domestic regulations regarding
business start-ups, taxes, and labor hiring and benefit policies. The present study
has highlighted the links between entrepreneurship, trade and trade policy, which
point to a related policy agenda to keep global markets as free as possible. Glob-
alization, with its relentless competitive pressures and shifting patterns of market
advantages, imposes the challenge of adjustment on all countries, but simulta-
neously provides the opportunities for new ventures and economic growth. Gov-
ernments, ever mindful of entrenched business interests and widespread anxieties
over rapid economic change in their populations, are sorely tempted to block
global market forces. The economic cost of resisting change, however, is high.

The central policy agenda to promote global entrepreneurship must focus on
progressive liberalization of global markets. Since entrepreneurship is typically at
the cutting edge of new market development, technological innovation, and
rationalization of production and cost, trade restrictions in general tend to be
biased against it. There is, as a result, a compelling case for supporting trade
liberalization as an instrument of promoting entrepreneurship, both domestic
and global. To borrow an anatomical metaphor, a healthy and growing economic
system requires the free flow of goods, services, factors of production, technology
and ideas in the same way that a healthy human body needs the unrestricted flow
of nutrients into the blood and blood to the heart. Constricting such flows within
the economy, and into the economy through trade and investment restrictions,
compromises the system in the same way that arteriosclerosis—a hardening of
the arteries—damages the functioning of the human heart and body in general.

In assessing the overall role of government policies in promoting economic
growth and a higher standard of living, the logical requirement would be to have
policies that increase worker productivity and the availability of new and better
products, in other words, policies that foster entrepreneurship. The principal role
of government in this regard lies in providing political and macroeconomic
stability, as well as a legal framework for property rights and contracts and reg-
ulatory oversight over competition and the banking system. Beyond that, the
scope for governments to play an active role in enhancing domestic or interna-
tional entrepreneurship is limited. Porter finds evidence of a modest contribution
by governments to cultivating national competitive advantage, based on suc-
cessful policies to complement existing national strengths in his four-point par-
adigm.*? Government action can improve on market outcomes in cases where
market externalities—the failure of private market signaling to allocate resources
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efficiently—indicate underinvestment in certain areas. Basic education through
public schooling is a prominent example, as well as some elements of infra-
structure, such as transportation networks, port development, and basic scientific
research. These efforts are characterized by their broad impact on the entire
economy, usually in the form of public goods. In contrast, helping particular
industries with government policies tends to be inherently biased against other
industries, and is much more problematical. It is virtually impossible to devise
general industrial policies that can rely on the superior judgment of government
bureaucracies over private market forces in guiding resource allocation and value
creation.*” Tt is the free market, a system of open price competition, resource
allocation, and trade that is, in the end, the ultimate public good and generator of
economic value.**

Foreign aid to promote economic and entrepreneurial capacity in develop-
ing countries has also proven to show at best modest success so far. In the least
developed countries, efforts to eradicate disease and avert mass starvation are
necessary in order to make any progress toward development possible, and should
therefore continue. More focused development programs and foreign aid, di-
rected by the World Bank, have the potential to improve economic capacity and
even entrepreneurship in some cases, but tend to suffer from the fact that the aid is
channeled through governments, which, as noted here, are typically incompe-
tent at micromanaging national economies, even at basic stages. In order to gen-
erate an economy based on expanding entrepreneurship, a more fundamental
transformation of these economies will be required. There is much room for
governments in developing countries to reform their economies by lowering trade
barriers and opening their markets to more international investment, and by
introducing institutional changes to move towards a functioning market econ-
omy. In this regard, the introduction of private microfinancing in some devel-
oping countries has been more successful at stimulating a nascent entrepreneurial
culture than government-directed subsidy programs, for example.*

Unlocking the entrepreneurial potential of domestic and international econ-
omies therefore seems to require, in general, that governments provide a stable
business environment and otherwise get out of the way. There is, however, one
crucial area in which government can and in most cases must play a positive role
in supporting entrepreneurship: to manage the political issue of adjustment to
market changes and import competition in their economies. Protectionism re-
mains one of the principal and most potent enemies of entrepreneurship, and it
achieves political resonance by exploiting domestic fears of lost jobs and dis-
placement. The antidote to protectionism is economic flexibility, which ideally
comes from market structures that allow the free mobility of capital and labor
from declining industries to new employment in growing industries. Clearly,
entrepreneurship itself can play a major role in this process, providing new em-
ployment opportunities amidst the churning of economic change. Unfortunately,
market adjustment often does not occur smoothly on its own, as it may require
workers to retrain and relocate, which contributes, in turn, to a preference for the
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alternative of forestalling the adjustment altogether through protectionist poli-
cies. If ever there was a need for entrepreneurial thinking in government policy,
this is a prime example. Creative policymaking is required in order to bridge the
adjustment gap, perhaps through temporary wage subsidies between jobs, so that
one-time assistance will result in long-term productive reemployment in another
industry or region.*® Similar adjustment issues will occur in developing countries,
but with lower resource bases, suggesting the possible role of international and
institutional foreign aid to help finance these efforts in poor countries. While all
such government assistance programs are vulnerable to abuse, there is an urgent
need to develop and refine such programs in order to promote trade liberaliza-
tion. Without the assistance of a trade adjustment safety net, the resulting political
opposition to globalization will continue to be a dangerous toxin in efforts to keep
markets open for global entrepreneurship. The abundant gains from entrepre-
neurship and from international trade and investment are worth the political
effort needed to ensure political support for them.

NOTES

1. For a discussion of the definition of international entrepreneurship, see Patricia
McDougall and Benjamin Oviatt, “Defining International Entrepreneurship and Mod-
eling the Speed of Internationalization,” Entrepreneurship Theory and Practice 29, no. 5
(2005): 537-554.

2. Michael Porter, “What Is Strategy?,” Harvard Business Review 74, no. 6 (1996):
61-78.

3. Joseph Schumpeter, The Theory of Economic Development (Cambridge, MA:
Harvard University Press, 1934). This is one of the earliest systematic treatments of en-
trepreneurship, completed in its original German version in 1911.

4. Entrepreneurship can also encompass goals related to charity and social utility,
such as the elimination of disease in a region, direct service to the poor, and so on. These
objectives are equally subject to the creative and innovative activities associated with
traditional business entrepreneurship, and many such initiatives have a global dimension,
as represented by such groups as Doctors Without Borders and Oxfam International.
Entrepreneurship in general may therefore be defined to include activities that increase
social value, either in terms of market value or of social utility. See, for example, the
collection of essays by Marilyn L. Kourilsky and William B. Walstad, eds., Social Entre-
preneurship (Dublin: Senate Hall Academic Publishers, 2003).

5. William J. Baumol, The Free-Market Innovation Machine (Princeton, NJ: Prin-
ceton University Press, 2002).

6. For example, an earlier entrepreneurial venture to produce steel more efficiently
combined the ideas of steel and the Bessemer process. In ancient times, existing concepts
of ceramics and wooden basket gave rise to the invention of pottery. Similarly, combining
the ideas of an existing retail service and a potentially underserved location would represent
yet another entrepreneurial combination. For a theoretical examination of this concept, see
Ola Olsson and Bruno S. Frey, “Entrepreneurship as Recombinant Growth,” Small Busi-
ness Economics 19, no. 1 (2002): 69-80.



154 PEOPLE

7. William J. Baumol, “Entrepreneurship: Productive, Unproductive, and Destruc-
tive,” Journal of Political Economy 98, no. 5 (1990): 893-921.

8. Mark Granovetter, “The Economic Sociology of Firms and Entrepreneurs,” in
Entrepreneurship: The Social Science View, ed. Richard Swedberg (Oxford: Oxford Uni-
versity Press, 2000).

9. In graphical terms, entrepreneurship pushes domestic production onto the pro-
duction possibilities frontier, and, based on its link with economic growth, will push the
frontier itself outward. Unless there are adverse terms-of-trade effects, the expanded
domestic production base will almost always lead to even greater national economic wel-
fare under free trade.

10. Wilhelm Répke, “Barriers to Immigration,” in Twentieth Century Economic
Thought, ed. Glenn Edward Hoover (New York: Philosophical Library, 1950).

11. Robert Kloosterman and Jan Rath, eds., Immigrant Entrepreneurs: Venturing
Abroad in the Age of Globalization (Oxford: Berg, 2003).

12. The classic treatment of immigrant workers as a supply of labor is contained in
William A. Lewis, “Economic Development with Unlimited Supplies of Labor,” The Man-
chester School 22 (1954): 139-181.

13. Anna Lee Saxenian, “Brain Circulation: How High-Skill Immigration Makes Ev-
eryone Better Off,” Brookings Review 201 (2002): 28-31.

14. Martin Haemmig, “The Globalization of Venture Capital,” Israel Venture Capital
Journal 3, no. 1(2003): 8—12; see also Kent Jones, The Globalization of Venture Capital: A
Management Study of International Venture Capital Firms (Bern: Verlag Paul Haupt, 2003).

15. Anthony Aylward, “Trends in Venture Capital Finance in Developing Countries,”
IFC Discussion Paper no. 36 (World Bank, 1998).

16. Keith S. Glancey and Ronald W. McQuaid, Entrepreneurial Economics, chap. 3
(Houndsmill, UK: Palgrave, 2000), for a general discussion of neoclassical economic
theory and its view toward entrepreneurship.

17. William J. Baumol, “Entrepreneurship in Economic Theory,” American Economic
Review 58, no. 2 (1968): 66.

18. Theodore W. Schultz, Investment in Human Capital: The Role of Education and of
Research (New York: Free Press, 1971); Gary Becker, Human Capital: A Theoretical and
Empirical Analysis, with Special Reference to Education (Chicago: University of Chicago
Press, 1993). The value of human capital can be estimated as the accumulated value of
investments in education and training among workers over time.

19. José Wynn, “Wealth as a Determinant of Comparative Advantage,” American Eco-
nomic Review 95, no. 1 (2005): 226-254

20. William J. Baumol, “Entrepreneurship: Productive, Unproductive, and Destruc-
tive,” Journal of Political Economy 985 (1990): 893-921.

21. For a brief but broad review of economic theories and evidence regarding mo-
nopolistic competition and intraindustry trade, see Edward E. Leamer and James Le-
vinsohn, “International Trade Theory: The Evidence” in Handbook of International
Economics, vol. 3, eds. Gene M. Grossman and Kenneth Rogoff (Amsterdam: Elsevier,
1995).

22. For a general discussion of firm strategy, see Michael E. Porter, “What Is Strat-
egy?,” Harvard Business Review 74, no. 6 (1996): 61-78.

23. Staffan B. Linder, An Essay on Trade and Transformation (New York: John Wiley,
1961).



ENTREPRENEURS IN THE GLOBAL ECONOMY 155

24. Income elasticity of demand is the sensitivity of quantity demanded to changes in
income, measured as the percentage change in quantity demanded divided by the per-
centage change in income. One of Linder’s hypotheses is that demand patterns will be
similar among countries with comparable per capita income levels, especially in terms of
income-sensitive products, as opposed to low income-elastic, necessity goods.

25. Raymond Vernon, “International Investment and International Trade in the Prod-
uct Cycle,” Quarterly Journal of Economics 80, no. 2 (1966): 190-207.

26. For a more general treatment of technology and trade, see Gene M. Grossman and
Elhanan Helpman, “Technology and Trade,” in Handbook of International Economics,
eds. Gene M. Grossman and Kenneth Rogoff (Amsterdam: Elsevier, 1995).

27. Michael E. Porter, The Competitive Advantage of Nations (New York: Free Press,
1990).

28. Ibid., pp. 125-126.

29. Ibid. Porter goes on to use several industry and national business environment
studies to document patterns of international competitiveness.

30. See, for example, the collections of essays, Hamid Etemad and Richard Wright,
eds., Globalization and Entrepreneurship: Policy and Strategy Perspectives (Cheltenham,
UK: Edward Elgar, 2003); Marian V. Jones and Pavlos Dimitratos, eds., Emerging Para-
digms in International Entrepreneurship (Cheltenham, UK: Edward Elgar, 2004), and the
many references they provide.

31. Benjamin M. Oviatt and Patricia Phillips McDougall, “Toward a Theory of In-
ternational New Ventures,” Journal of International Business Studies 25, no. 1 (1994): 45—
64, reprinted in 36, no. 1 (2005): 29-41.

32. Jagdish Bhagwati, “Directly Unproductive, Profit-Seeking Activities,” Journal of
Political Economy 90 (1982): 988.

33. For a general discussion, see Bernard M. Hoekman and Michel Kostecki, The
Political Economy of the World Trading System (Oxford: Oxford University Press, 2001).

34. The largest country outside the WTO in 2006 was the Russian Federation, which
was in the process of WTO accession. For a listing of current member countries and those
seeking to join, access the Internet page http://www.wto.org/english/thewto_e/acc_e/
status_e.htm.

35. Nondiscrimination is not an absolute rule in the WTO, as countries can form
free-trade areas and custom unions under the provisions of GATT article 24. However,
the rules are designed to ensure that such arrangements do not restrict particular imports
from efficient supplier countries. Bernard M. Hoekman and Michel Kostecki, The Po-
litical Economy of the World Trading System, 2nd ed. (Oxford: Oxford University Press,
2001).

36. Jan Tumlir, Protectionism: Trade Policy in Democratic Societies (Washington, DC:
American Enterprise Institute, 1985).

37. The implication of this analysis is that entrepreneurs can create new value to the
extent that the business foundations are in place. In traditional economies based on
family and local community ties, the scope of entrepreneurial activity tends to be limited
to transactions within the ambit of local markets and the relationships they can sustain.
Extending the reach of entrepreneurial activity to broader regional, national, and inter-
national markets therefore requires the introduction of impersonal market institutions
such as formal property rights and enforceable contracts, as well as reciprocal access to
foreign markets.



156 PEOPLE

38. David F. Luke, “Trade-Related Capacity Building for Enhanced African Partici-
pation in the Global Economy,” in Development, Trade and the WTO: A Handbook, eds.
B. Hoekman, A. Mattoo, and Philip English (Washington, DC: World Bank, 2002); see
also Bernard M. Hoekman and Michel Kostecki, The Political Economy of the World
Trading System, 2nd ed. (Oxford: Oxford University Press, 2001).

39. For a general discussion of the economic impact of multinational corporations on
developing host countries, see Edward M. Graham, Fighting the Wrong Enemy: Antiglobal
Activists and Multinational Enterprises (Washington, DC: Institute for International Eco-
nomics, 2000).

40. For a summary and overview of these studies, see Andrew H. Charlton and Joseph
E. Stiglitz, “A Development-Friendly Prioritisation of Doha Round Proposals,” World
Economy 28, no. 3 (2005): 293-312.

41. A general discussion of the case for liberalized labor movement is contained in
Prahdip Bhatnagar, “Liberalising the Movement of Natural Persons: A Lost Decade?,”
World Economy 27, no. 3 (2004): 459-472.

42. Porter, 1990, chap. 12.

43. Ibid.

44. Nancy Birdsall and Robert Z. Lawrence, “Deep Integration and Trade Agree-
ments: Good for Developing Countries?” in Global Public Goods: International Cooper-
ation in the 21st Century, eds. Inge Kaul, Isabelle Grunberg, and Marc Stern (New York:
Oxford University Press, 1999).

45. For background on microfinance for developing countries, see Maguerite S.
Robinson, The Microfinance Revolution (Washington, DC: World Bank, 2001).

46. See the proposed adjustment assistance program presented by Lori G. Kletzer and
Robert E. Litan, A Prescription to Relieve Worker Anxiety (Washington, DC: Institute for
International Economics, 2001).



9

Immigration, Ethnicity, and
Entrepreneurial Behavior

Jonathan Levie and David Smallbone

This chapter is concerned with the question of whether or not immigrants and
members of ethnic minorities behave differently than native-born and ethnic
majority individuals when it comes to entrepreneurship, and if so, why. Un-
derstanding immigrant and ethnic minority entrepreneurship is important for
two main reasons. First, in some countries, immigrants and ethnic minority en-
trepreneurs make significant and unique contributions to the stock of business
activity. Second, in some cases immigrants and ethnic minorities may face bar-
riers to developing their full entrepreneurial potential, in addition to those faced
by members of the indigenous population.

This chapter is organized as follows. In this introductory section, we define
immigrant and ethnic minority entrepreneurs and identify what makes them
different from other entrepreneurs. In the second section, we consider the lit-
erature with respect to rates of immigrant and ethnic minority entrepreneurial
activity across countries and over time. In the third section, we review expla-
nations for these differences in rates of entrepreneurial activity. Specifically, we
review the evolution of theories and empirical evidence on immigrant and ethnic
minority entrepreneurship over the past few decades. Next, we suggest what this
means for policy, and describe selected examples of policy initiatives in differ-
ent parts of the world. Finally, we pull it all together in a concluding section
that summarizes what we know and do not know about immigrant and ethnic
minority entrepreneurship, and suggests future directions for research in this
area.

Being an immigrant and being a member of an ethnic minority are two
different characteristics of an individual, providing different life experiences and
evincing different behaviors, although in practice the attributes are often closely
interrelated. Two broad categories of origin are recognized: native-born, that is,
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those who live in the country of their birth; and immigrants, those who were born
outside their country of residence. Ethnic minority individuals are distinguished
from those from the ethnic majority on the basis of commonly accepted socially
or culturally distinctive categories with which they identify themselves." In some
countries, such as the United Kingdom, these categories have labels that may refer
to ancestral, rather than personal, geographical origin (e.g., Asian) or skin color
(e.g., black) or both (e.g., black Caribbean). This is because in these countries,
members of some ethnic minorities may be second- or third-generation mi-
grants, with the younger generation being born, brought up, and educated in the
host country. In other countries, both ancestral and current geographical origin
may be identified, for example, African Americans or Native Americans in the
United States. Not surprisingly, ethnic majorities vary between countries. For
example, in the United Kingdom and the United States, the commonly accepted
ethnic majority, and the label used in ethnic studies, is white, while in Scandi-
navia, the ethnic majority is Nordic.> > The characteristics of ethnic minorities
also vary between countries, with former colonial influences reflecting the com-
position of ethnic minority communities in some European countries, such as
the United Kingdom, France, and the Netherlands.

In the entrepreneurship literature, the distinction between a focus on entre-
preneurship among ethnic minorities and among immigrants is not always clearly
made. In some countries, such as Canada and Sweden, for example, a common
working assumption is that in studying or working with ethnic minority entre-
preneurs one is studying immigrant entrepreneurs. An important exception is
research on indigenous communities, which tend to be treated as a special case. In
the United Kingdom, on the other hand, the dominant focus by researchers and
policymakers has been on ethnic minority business, although recently there has
been an increasing recognition of the distinction between first generation and
subsequent generation ethnic minority entrepreneurs, where generation refers to
their immigrant status.* In the United States, a distinction is sometimes made
between voluntary and involuntary migrant communities; the principal examples
of the latter being African Americans descended from slaves, and Native Amer-
icans.” In seeking to understand the entrepreneurial behavior of immigrants and
members of ethnic minorities, it is important to recognize that differences can
exist between immigrant or ethnic minority groups in relation to characteristics
that may have implications for their involvement in entrepreneurship. For ex-
ample, the proportion of foreign-born individuals may vary greatly between
different ethnic groups; age profiles of different ethnic/immigrant groups may be
very different; and there can also be differences in their educational profiles, all of
which may be associated with the circumstances in which the group in question
came to be in the country.®

In an attempt at definitional clarification, Radha Chaganti and Patricia Greene
suggested a three-way split between immigrant entrepreneurs, ethnic entrepre-
neurs, and minority entrepreneurs.” The difference between ethnic and minority
entrepreneurs is that ethnic entrepreneurs are identified based on their degree of
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social affiliation with others of a similar national or immigrant background,
while minority entrepreneurs are identified solely on the basis of their identified
ethnic origin.8 In practice, however, ethnic entrepreneurs are almost invariably a
subset of minority entrepreneurs who may or may not be also immigrants.

The context for immigration also varies between countries. Immigrants may be
perceived very differently by indigenous populations of immigrant-based socie-
ties, such as Canada, Australia, and Israel, which seek and welcome newly arrived
immigrants, compared with the populations of nation states with a dominant
ethnic majority, where immigrants are in a minority and may be viewed with
suspicion. This, of course, influences entrepreneurial behavior, and sometimes in
unexpected ways. For example, in France, researchers have found that Maghreb
immigrants may start their own business not because French society welcomes
their entrepreneurial flair but because of discrimination in the labor market or
expected discrimination in their workplace.” In Malaysia, the dominance of Chi-
nese entrepreneurs in Malaysian business is a political issue, and has prompted
government attempts to encourage entrepreneurship among the indigenous Malay
population, which represent the ethnic majority.'

Because of its complexity and diversity, the topic of ethnicity and minority
entrepreneurship is a difficult one to summarize in simple sound bites, given the
difficulty of drawing generalizations. However, in the remainder of this intro-
ductory section, we draw some major trends from the literature.

As the growth of small firms and self-employment has become an increasingly
widespread feature of economic development in the last thirty years, many
immigrants and members of ethnic minorities have contributed to this process.
As Monder Ram and David Smallbone have noted, despite problems of cross-
national comparison, the rise of immigrant and ethnic minority entrepre-
neurship is an international trend, being especially prominent in Anglo Saxon
economies, such as the United States, the United Kingdom, Canada, and Australia,
as well as in some continental European countries, such as the Netherlands and
France.''™"” The factors influencing this trend vary over time and also between
countries, representing a combination of the opportunity structures facing these
groups, cultural factors influencing the propensity toward business ownership,
and structural factors. One driver of this trend is demography. Many developing
countries have rapidly growing populations and insufficient employment op-
portunities, while the more mature market economies have aging populations
and low birth rates, needing an inflow of immigrants to fill positions that might
otherwise be unfilled, although the nature of these employment opportunities
may change over time.'® A perhaps unanticipated side effect of these economic
migration flows is the corresponding increase in immigrant and ethnic minority
entrepreneurship.

At the same time, the entrepreneurial record of immigrants and ethnic mi-
norities is mixed. In some countries, regions and cities, certain immigrant and
ethnic minority groups show a high propensity to engage in entrepreneurial
behavior, bringing benefits to themselves and their host countries, while in other
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cases, immigrants and ethnic groups have performed less well in this respect.
According to Ivan Light and Parminder Bhachu, “the entrepreneurial perfor-
mance of immigrant groups depends on the reception contexts,” and there is
some evidence to support this.'” For example, studying ethnic Koreans in Japan
and also in the United States, Pyong Gap Min found Koreans in Japan, under
dominant societal pressure to conform, to have low levels of entrepreneurship.*’
In the United States, in contrast, Koreans had high levels of entrepreneurship.
Annie Phizacklea and Monder Ram also reported considerable differences be-
tween the reception contexts for Pakistani-led businesses in the United Kingdom
with Mahgrebian-led businesses in France.** Ezra Razin traced differences in self-
employment rates of immigrants to Israel, Canada, and California to the greater
bureaucratization of the Israeli absorption process, its economic attributes,
and its regional policies in comparison with Canada and especially the United
States.”> This and other studies suggest that immigrant entrepreneurs can be
successful in some countries, relative to their employed peers, and less successful
in others.”® The reception context can also vary tremendously within a country.
For example, Razin found that new immigrants in Jerusalem and Tel Aviv had
“Californian” rates of self-employment.** This research seems to confirm that
the reception context of the receiving country is an important factor influencing
the level of entrepreneurial activity of immigrant and ethnic minority entrepre-
neurs, perhaps in combination with the circumstances in which the in-migration
took place. This has implications for policy, and we will return to this in a later
section.

There is some debate about the historical contribution of immigrants gen-
erally to entrepreneurship in their host countries. This is complicated by the phe-
nomenon of waves of immigrants from certain countries arriving on the shores of
other countries at different times. Overall, however, immigrants seem to behave
entrepreneurially in a way that does not displace employment chances of native-
born individuals. They tend not to be as successful as natives in the labor market
and while it may take some time for immigrants to find their feet before starting
up on their own, their business creation activities are more likely to provide
employment for other immigrants, again reducing displacement.”> 2° A further
complication is that some immigrants are temporary; these so-called sojourners
migrate for economic gain but intend to go home as soon as possible.””

In summary, immigrant and ethnic minority entrepreneurship seems to be a
growing phenomenon, mirroring the latest wave of human migration that began
in the closing decades of the twentieth century. Being an immigrant and coming
from an ethnic minority community bring different perspectives to entrepre-
neurship and influence entrepreneurial behavior. It is therefore important to try
to identify those factors and behaviors that distinguish immigrant and ethnic
minority entrepreneurs from those of the indigenous and ethnic majority pop-
ulation. In the next section, we review research that seeks to identify how en-
trepreneurial immigrant and ethnic minority groups are.
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HOW ENTREPRENEURIAL ARE IMMIGRANTS
AND ETHNIC MINORITY GROUPS?

In this section, we review a selection of published estimates of entrepre-
neurship rates among immigrant and ethnic minority groups in a selected group
of countries. Some of these estimates conflict because of different ways of mea-
suring entrepreneurship; for example, as self-employment, as self-employment
and employing others, and as starting a business. Self-employment rates are rel-
atively static measures, as a considerable proportion of the self-employed can
remain self-employed for many years. Starting a business, however, is a time-
limited activity. Different people start businesses each year. So the rate of change
in ethnic and immigrant self-employment may be slower than the rate of change
in ethnic and immigrant business startup, if the ethnic and immigrant makeup of
a country is changing. Measurement issues aside, most indicators suggest that
rates of entrepreneurial activity differ between different immigrant and ethnic
minority groups within countries, across countries and over time.

Differences in rates of entrepreneurship by immigrant and ethnic status have
important political implications. For example, supporters of immigration point
to the economic contribution of entrepreneurial immigrants, while opponents
argue that, on the contrary, immigrants are a drain on the receiving society. So it
is important to understand the accuracy of the data that is available, and to
interpret it carefully. Taking the United States and the United Kingdom as case
studies, we start by considering entrepreneurial activity over time among dif-
ferent ethnic groups with high and low rates of immigration, then look at rates
over time among immigrants and natives, and finally attempt to reconcile dif-
ferences in interpretation of trends by researchers in this area.

Using a broad definition of self-employment and Current Population Survey
data, Robert Fairlie found that the proportion of individuals who are self-
employed in the United States has moved in a narrow band between 9.5 and 10.5
percent between 1980 and 2003.>® Between 1994 and 2003, the proportion of
whites in the labor force that was self-employed hardly changed, with a ten-year
average of 11 percent. The equivalent figure for African Americans was 4.4 per-
cent, for Latinos was 6.4 percent, and for Asians was 10.8 percent, thereby indi-
cating that in the U.S. case, members of some ethnic minorities demonstrate a
lower propensity to engage in self-employment than the white population.
However, the ten-year trend line was down for Latinos and Asians and up for
blacks. By 2003, white and Asian self-employment rates were similar to each other
and black rates were approaching Latino rates. What this shows is that different
ethnic groups with high current rates of immigration can have high (e.g., Asian)
or low (e.g., Latino) self-employment rates, and that nonimmigrant groups of
different ethnicity can have high (e.g., white) or low (e.g., black) self-employment
rates. Furthermore, rates of change in self-employment can differ between dif-
ferent ethnic groups over the same time period.
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Recent measures of immigrant versus native self-employment for the United
States reveal some conflicting tendencies. For example, a report by Jeanne Ba-
talova and David Dixon of the Migration Policy Institute, using 2000 and 1970
Census data, suggested that nonfarm self-employment rates for eighteen- to
sixty-four-year-olds are about 10 percent higher for foreign-born than native-
born individuals.* This pattern is similar to that calculated by Maude Toussaint-
Comeau using the PUMS database for individuals based in metropolitan areas.>
On the other hand, using U.S. Census Bureau data on self-employment from
1960 to 1997, Steven Camarota of the Center for Immigration Studies came to a
different conclusion: “while immigrants were once significantly more entre-
preneurial than natives, this is no longer the case. Since 1980, immigrants and
natives exhibit remarkably similar levels of entrepreneurship.””' Fairlie, using a
different national annual sampling database (the Current Population Survey) and
including both incorporated and unincorporated individuals who worked more
than 15 hours a week and were self-employed as their primary employment, also
found that immigrant self-employment rates in 2003 were almost exactly the
same as those for the total labor force. The reasons for these different conclusions
may lie in the way these rates were measured, but also in the fast-changing ethnic
and immigrant makeup of the United States, which is discussed in the following.

The number of immigrants has been growing in the United States in recent
decades, and thus Fairlie found that the proportion of immigrants among the self-
employed has grown from 10.9 percent in 1994 to 14.7 percent in 2003. As the
proportion of Latinos in the population has grown, so too has their share of the
self-employed, up from 3 percent in 1979 to 8.5 percent in 2003. Overall, the share
of whites among the self-employed has fallen from 91.5 percent in 1979 to 79.3
percent in 2003, according to Fairlie’s calculations. This suggests that the com-
bination of an increase in immigrant Latinos and a rise in (native-born) black
rates may have changed the balance in self-employment rates in recent decades.

Unfortunately, Fairlie’s data source suffers from high nonresponse rates, and
this has led some to cast doubt on its reliability.32 On the other hand, Fairlie
points out measures of other researchers may underestimate self-employed in-
dividuals with incorporated businesses, which tend to have the greatest economic
significance. Moreover, as previously mentioned, self-employment rates are a less-
than-perfect measure of entrepreneurship. Finally, these results take no account
of differences in demographic characteristics between ethnic and migrant groups,
such as age and gender, which may also contribute to variations in entrepre-
neurship rates. The age profile of foreign-born individuals in the United States is
very different from that of the native-born. According to the U.S. Census, in 2000,
58 percent of foreign-born individuals of working age (twenty to sixty-four) were
aged between twenty-five and forty-four, the peak age for entrepreneurial activity
according to the 2003 Global Entrepreneurship Monitor United States Executive
Report, compared with only 51 percent of native-born individuals.” ** In ad-
dition, the proportion of males to females in this key twenty-five to forty-four age
group was slightly higher for foreign-born and slightly lower for native-born
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individuals. This means that age and gender differences between foreign- and
native-born individuals could also account for some of the differences in entre-
preneurial activity between them.

One of the few studies to control for age, gender, education, wealth, ethnicity,
and foreign-born status, and to measure people who were starting businesses
rather than running existing businesses, is that of Phillip Kim, Howard Aldrich,
and Lisa Keister.”® Using the Panel Study of Entrepreneurial Dynamics (PSED)
random sample of 816 nascent entrepreneurs, that is, individuals who were ac-
tively trying to start a business, and a comparison sample of nonnascent entre-
preneurs, they found that being foreign born, or having foreign-born parents, did
not significantly change the odds of being a nascent entrepreneur, when the other
variables were controlled for. However, being black or Hispanic rather than white
significantly increased the odds. This suggests an independent role for ethnicity
rather than migrant status in entrepreneurship in contemporary American so-
ciety. However, it should be noted that while the self-employment statistics
suggest that blacks have a low rate of self-employment, the PSED data suggest that
blacks have a high rate of business startup activity. Both are probably correct, but
this again illustrates the measurement problems that can cloud our understanding
of this area.

In the United Kingdom, a variety of databases suggest that self-employment
rates vary widely among different ethnic groups, although when all ethnic mi-
nority groups are combined, their overall self-employment rate is similar to that
of the ethnic majority, or white, population. As in the United States, absolute
(uncontrolled for other variables) rates of blacks, both of African and Caribbean
origin, tend to be much lower than the average, while rates among Pakistanis and
Chinese tend to be much higher than average. The U.K. Small Business Service,
using Labour Force Survey data for spring 2003, found that ethnic majority and
minority self-employment rates were identical at 11 percent, although there were
significant variations between ethnic minority groups, with Asian rates of 14
percent and black rates of 7 percent.36 It must be recognized, however, that factors
other than ethnicity may help to explain such variations in the propensity toward
entrepreneurial behavior, including an individual’s age, education, and socio-
economic status. The U.K. ethnic minority population is considerably younger
than the ethnic majority population, which largely reflects differences in birth
rates. According to Jonathan Levie, age difference accounts for the bulk of the
overall difference in entrepreneurship rates between ethnic groups in the United
Kingdom.”

In the same study, immigrants had significantly higher entrepreneurship rates
than those who had never moved from their home region (8.4 percent versus 4.3
percent) but, interestingly, did not have significantly higher entrepreneurship
rates than U.K.-born regional migrants within the United Kingdom (7 percent).
Levie’s analysis of Global Entrepreneurship Monitor data suggested that neither
immigrant status nor ethnic minority status significantly changes the odds of
being a nascent or new entrepreneur, when a range of demographic and attitudinal
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variables is controlled for. However, being a recent migrant (i.e., having arrived in
the region within the last four years) increased the odds, although being an ethnic
minority recent migrant had the reverse effect. Thus, based on this analysis, in the
United Kingdom, ethnicity appears to affect the speed with which individuals start
businesses in a new location, whether they are immigrants or in-migrants.

As Per Davidsson has emphasized, entrepreneurship must be interpreted in its
social context, and this can be illustrated with reference to examples drawn from
various European countries.”® Recent ethnic minority immigrants face a new
social context, and it may take time for them to adjust before embarking on a new
venture that requires local resources. There is some evidence for this, apart from
the U.K. study by Levie, although ethnic minority immigrants are not distin-
guished from ethnic majority immigrants in all studies. In Sweden, a detailed
study of self-employed immigrants by Mats Hammarstedt suggested that recent
ethnic minority (i.e., non-Nordic) immigrants, irrespective of origin, had lower
rates of self-employment than the native population.”® More established immi-
grants from southern and western Europe and Asia had higher levels, but that was
not true of immigrants from other regions of the world. George Borjas also found
that self-employment rates were lower among recent immigrants than among
those who had been resident for five to ten years.40 However, Felix Buchel and
Joachim Frick studied sources of income in a number of European countries (but
not the United Kingdom or Germany) and found that the proportion of income
from self-employment was about the same for immigrants as for native-born
across Europe.*' Together, these studies suggest that if entrepreneurship is ini-
tially low among recent immigrants in Europe, it may rise to at least match native-
born rates once immigrants have become established.

From this summary of research on ethnic and immigrant entrepreneurship
rates, it appears that ethnic minority and immigrant status, on their own, do not
necessarily bring a higher propensity to engage in entrepreneurial activity. This is
because of the need to consider other contingent factors, such as which ethnic
minority an individual identifies with, the length of time an individual has lived
in the host country; various personal attributes, the country of origin, the cir-
cumstances which led to migration, and the opportunities presented by the host
environment. Further insight into how such factors are interrelated may be
gained from the following section.

WHY DO DIFFERENT ETHNIC AND IMMIGRANT
GROUPS HAVE SUCH DIFFERENT RATES
OF ENTREPRENEURIAL ACTIVITY?

There is a long-established literature on what makes ethnic minority and
immigrant groups more or less entrepreneurial.** One stream of literature took
the view that in ethnically stratified societies, opportunities emerged to act as
economic middlemen. Early writers observed that certain ethnic groups acted as



IMMIGRATION, ETHNICITY, AND ENTREPRENEURIAL BEHAVIOR 165

middlemen between the dominant class or race, and subject or minority races or
ethnic groups. The minority groups constituted both markets and sources of
supply for the ethnic majority groups and vice versa, but typically the majority
would refuse to trade directly with certain minority groups thus creating an
arbitrage opportunity for an ethnic minority group that was tolerated by both.
Examples of this theory of middleman minorities (coined by Edna Bonacich in
1973) included Chinese and Koreans serving a mainly black and Latino customer
base in parts of the United States, Indians in British colonial Africa, and Parsis in
India.*® This phenomenon undoubtedly exists in certain contexts, although, at
best, it offers a partial explanation for the differences in entrepreneurial activity
found between different immigrant and ethnic groups, given that it applies only
to situations where economic interaction with one ethnic group is avoided by
another ethnic group, but a third ethnic group is tolerated by both.

Early literature on ethnic minority enterprise, such as that of Ivan Light, tended
to emphasize the role of cultural differences between ethnic groups as a key
element responsible for differences in entrepreneurship rates.** More generally,
such explanations attach significance to so-called ethnic resources, such as family
or co-ethnic labor, as a resource to initiate and sustain the enterprise. In later
works, Light distinguished between cultural practices that stemmed from the
home country, such as rotating credit arrangements of some East Asian groups,
practices that arose from being in the host country, such as employing immigrant
or ethnic resources, and between ethnic and class resources. As a simplification,
one might think of resource-poor ethnic minority immigrants, based in urban
ethnic enclaves, as most likely to draw on ethnic resources, while wealthier ethnic
minority individuals might draw on their personal resources and also on their
different, more individualistic, values.*’

Other researchers have found that interaction between culture and entre-
preneurship may be stronger in some groups than in others. For example, in an
empirical study of 163 London-based immigrant entrepreneurs from six different
immigrant communities (i.e., Indian, East African Asian, Pakistani, Bangladeshi,
Turkish, and Cypriot), Anuradha Basu and Eser Altinay found that entrepre-
neurs’ motives for starting their own businesses, their sources of start-up finance,
and the degree of family involvement varied across the ethnic groups.*® However,
they also reported that sometimes culture has little influence where one might
expect it. For example, they found that Muslim entrepreneurs seemed just as
likely to borrow from banks as non-Muslims.

This emphasis on cultural perspectives has been challenged, first, for over-
emphasizing the role of ethnicity, rather than socioeconomic status or the class of
business owners, and second, because of insufficient attention being paid to the
social and economic context in which ethnic minority firms are operating.*” **
Such criticisms have informed a perspective, which has been described as a
material structural approach, that emphasizes the material constraints faced by
ethnic minority businesses, notably racial discrimination, which limit their labor
market opportunities.*” In such a view, ethnic minority business activity often
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arises from a context of disadvantage, rather than from the development of cul-
tural or ethnic resources.

The disadvantage theory argues that those who are excluded from the
mainstream economy because of discrimination may turn to business ownership
as an alternative to the labor market, thereby choosing self-employment as an
alternative to unemployment.”® This theory has been used to explain why, in a
wide variety of societies, immigrants and minorities often embrace entrepre-
neurship as a survival strategy and have high rates of small-business ownership.”'
As we have seen in the previous section, however, self-employment rates can
actually be higher among more advantaged racial groups than among the less
advantaged ones. Thus the disadvantage theory does not completely explain the
complex pattern of ethnic and immigrant entrepreneurship.

A further stream of literature, emerging in the 1980s, introduced the idea of
ethnic and immigrant entrepreneurship as stemming from the interaction of op-
portunities and resources rather than mainly from cultural values. The classic
statement of this school was written by Howard Aldrich, Trevor Jones, and David
McEvoy in 1984: “the opportunity structure of the receiving society outweighs
any cultural predisposition toward entrepreneurship.””* In addition, Roger
Waldinger, among others, has written about the “other side,” that is, the dis-
advantages and sometimes dead-end nature of ethnic and immigrant entrepre-
neurship trapped inside an ethnic enclave.”” This theory seems much closer to
mainstream entrepreneurial management theory, which is based on the premise
that entrepreneurs seize opportunities within a possibility set that is limited by
the resources they can access.”

More recently, the emergence of the so-called mixed embeddedness perspec-
tive, introduced by the Dutch researchers Robert Kloosterman, Joanne van der
Leun, and Jan Rath, seeks to understand ethnic minority entrepreneurship by
locating it more explicitly in the socioeconomic milieu in which it operates.”® In
this view, social aspects of ethnic minority entrepreneurship are assessed in light
of the economic and institutional contexts in which such enterprises operate.
Accordingly, the particular forms that ethnic minority enterprises take will be
influenced by a range of factors, such as their sector of activity, locality, labor
markets, and institutional support. The complex interplay of these processes,
rather than the simple mobilization of ethnic ties, is likely to account for the man-
ner in which ethnic minority firms differ from the wider small business popu-
lation. Hence, a key strength of mixed embeddedness is that it is a comprehensive
perspective that aims to locate ethnic minority businesses in the wider societal
structures in which they are embedded. The mixed embeddedness approach
builds on the opportunity-resources approach by specifying some of the contexts
for those opportunities and resources for ethnic minority and immigrant en-
trepreneurs, and in doing so achieves some reconciliation with earlier cultural
perspectives and disadvantage theory. Mixed embeddedness emphasizes the role
of the institutional framework in enabling or constraining immigrant entrepre-
neurship, not just in terms of the socioeconomic aspects, but more widely to
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include legal restrictions, immigration policies, attitudes to small businesses, and
so on.”®

The Dutch researchers noted how immigrants to Dutch cities had transformed
derelict areas, introduced new ways of doing business, made transnational eco-
nomic links; in short, created new economic activity and in ways that the native-
born community would never have conceived of. This perspective does not just
distinguish between ethnic minority or immigrants and the native population;
it recognizes that the particular origin and history of individuals, as well as their
position within the host country, creates a unique set of circumstances that
affects their propensity to engage in entrepreneurial activity. Mixed embedded-
ness recognizes the downside as well as the upside of ethnic and immigrant
entrepreneurial activity; for example, discrimination in the labor market, the
lack of capital forcing entry to highly competitive sectors, and the low returns
of many immigrant and ethnic businesses. At the same time, it recognizes
that the achievements that have been made are a consequence of the origin and
distinct cultures of these groups, often despite restrictions within the host soci-
ety. The implications of a mixed embeddedness perspective for our under-
standing of individual behavior in ethnic minority and immigrant groups, in an
international context, are to emphasize the role of differences in national legal
systems, policies on immigration, and socioeconomic institutional frameworks as
key influences.

Building on this, one of the positive aspects of a synthesis of culture and
opportunity perspectives is the awareness of the emergence of the transnational
entrepreneur. Transnational entrepreneurship straddles continents. With their
personal links in both host and origin country, transnational entrepreneurs can
rapidly take advantage of innovative market-creation opportunities and arbitrage
opportunities, shifting production across continents to gain competitive advan-
tage. Because they do not have the routines of a large multinational organization,
they can move more quickly. Although one theme in the transnational entre-
preneurship literature has been the shift of entrepreneurs from highly regulated to
less-regulated economies, for example, the presence of European entrepreneurs in
Silicon Valley as noted by Sami Mahroum in 1999, a more positive one has been
AnnalLee Saxenian’s documentation in 2002 of the Taiwanese “astronauts,” who
have shuttled regularly across the Pacific ocean to California, creating a major
computer industry in Taiwan that is intimately connected with, and a major
supplier to, Silicon Valley.”” ** Saxenian has also expressed hope that the liber-
alization of the economy in India and other developing countries would prompt a
similar flowering of transnational entrepreneurship by U.S.-educated but foreign-
born engineers.

Transnational entrepreneurs are not restricted to one highly visible California
valley. They exist in other regions and other sectors. For example, Alejandro
Portes, William Haller, and Luis Eduardo Guarnizo have researched Latin
American transnational entrepreneurs in the United States, and have found that
they are well educated, well connected, and more likely to come from stable



168 PEOPLE

countries.” Ewa Morawska has documented three distinct varieties of transna-
tional entrepreneurs in New York, while Bill Jordan and Frank Duvell have
studied how Turkish transnational entrepreneurs shift production of their gar-
ment industry between Turkey and London and back again according to market
prices, labor costs, and customer specifications.*” ©'

Another emerging theme in the literature is the hypothesized link between
(ethnic) diversity, entrepreneurship, and competitiveness, often associated with
the work of Richard Florida.® Drawing on the work of Jane Jacobs, Florida
argues that diversity influences economic competitiveness indirectly by fostering
creativity.®> Human creativity, in all its forms, is seen as the principal driving
force of economic development. Creative people, Florida suggests, are attracted
to tolerant places, which are understood in terms of low barriers to entry to
people. Although Florida’s work has been criticized on the basis that correlation
does not necessarily mean causality, the link between ethnic diversity, entrepre-
neurship, and innovation has some empirical support. For example, in describ-
ing the role of Asians in London’s creative sectors, Smallbone with Marcello
Bertotti and Ignatius Ekanem identified areas where ethnic diversity appeared to
be a source of creativity and innovation, contrasting firms owned by young,
relatively well-educated Asians in London’s creative industries, with the low-
value-added nature of many traditional areas of Asian business activity in the
United Kingdom.**

To conclude, this section has traced the evolution of concepts of ethnic
minority and immigrant entrepreneurship from early theories of cultural and
class-based disadvantage to a more balanced mixed embeddedness approach.
Empirically, this has been associated with recognition of transnational entre-
preneurs and of the contribution that ethnic and immigrant entrepreneurs can
make to the regeneration of cities through creativity and innovation.

POLICY AND IMMIGRANT AND ETHNIC
MINORITY ENTREPRENEURS

The previous section has given us a perspective on why immigrant and ethnic
minority entrepreneurs behave in certain ways. We now take a look at govern-
ment policy and how it may influence (positively or negatively) entrepreneurial
behavior by altering the opportunities and constraints facing immigrants and
ethnic minority groups to engage in entrepreneurship. First we consider different
types of policy relevant to immigrant and ethnic minority entrepreneurship,
followed by some examples of how such policies can, deliberately or inadver-
tently, affect ethnic minority and immigrant entrepreneurs.

There are a variety of ways in which government policies can affect the na-
ture and extent of immigrant and ethnic minority entrepreneurship, particularly
when a broadly based view of what constitutes policy is adopted. The contem-
porary interest in a mixed embeddedness approach to explaining immigrant and
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ethnic minority entrepreneurship emphasizes the role of the institutional context
in this regard, particularly in relation to the macroeconomic, political, and reg-
ulatory environment. The approach emphasizes that entrepreneurship and self-
employment, among any groups in society, cannot be understood by focusing
solely on the microlevel, because of the influence of institutional structures on the
choices of individual actors.

This can be illustrated with reference to a paper by Kloosterman, who presents
a typology of policies that may affect the opportunity structures faced by immi-
grant and ethnic minority entrepreneurs.®” Kloosterman’s classification is based
on a three-dimensional conception of opportunity structures, in terms of the
types of policy impacts. It includes what he describes as policies with direct
impacts, such as deregulation or privatization; policies with indirect impacts,
such as policies that affect the price of factors of production; and the effect of
enforcement or nonenforcement of laws and regulations. Privatization policies
can increase the range of market opportunities, such as through outsourcing,
although Kloosterman suggests that immigrants from less-developed countries
are not well positioned to benefit from such opportunities, because of their lack of
financial clout. In contrast, the indirect effect of policies, in the Netherlands,
aimed at increasing female participation in the labor force did have an impact
on immigrant entrepreneurs, who are becoming increasingly active in personal
services, such as house cleaning and child care. While this tendency is not caused
by the indirect effects of policy interventions, it is encouraged by them. Shifts in
the enforcement regime can have significant consequences for immigrant entre-
preneurs, particularly if they are heavily involved in informal economic activities.

As in the case of Kloosterman, the paper by Jock Collins, in the same special
issue of Entrepreneurship and Regional Development, also demonstrates the role of
macrolevel policies on immigrant entrepreneurship.®® Referring to the case of
Australia, Collins shows how the changing policy context over the last twenty
years has helped to shape the rates of formation and growth of ethnic minority
enterprise, through its influence on the nature of the opportunity structures these
entrepreneurs face. According to Collins, microlevel policies targeted at minor-
ity entrepreneurs remain underdeveloped in Australia, which helps to justify his
emphasis on macrolevel policies.

Other studies show the unforeseen consequences that can arise from regulatory
policies, where immigrant and ethnic minority entrepreneurs adjust their busi-
ness behavior in response to regulatory pressures. This can be illustrated with
reference to Maggi Leung’s study of Chinese restaurant owners in Germany,
where regulations designed to maintain the authenticity of Chinese restaurants by
controlling who can legally work as chefs in them, encouraged some restaurant
owners to shift to fast food, where the skills required by staff are minimal.®” The
creativity of human nature, combined with the adjustment capability of small
enterprises, means that the impacts of regulation are not always what policy-
makers intend. The effects of the regulatory environment are transmitted through
a broad range of state activities, including through the knock-on effect of
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immigration laws, which may not have had an intended influence on entrepre-
neurship, but may do so in practice if they affect the status of immigrants and
their descendants, for example, by contributing to their feeling of insecurity.®® *°

In the UK. context, restrictions on immigration, combined with birth-rate
trends, contribute to a growing proportion of second- and third-generation mi-
grants in the ethnic minority communities. This has implications for entre-
preneurship because younger members of these communities are increasingly
reluctant to become involved in traditional family business activities, such as
catering, and instead use their educational qualifications to gain entry to the
professions and corporate employment, or if they become entrepreneurs, to en-
gage in higher value-added activities than their forebears.”

For some years, the entry of labor migrants into Germany has been highly
regulated, which has had some specific implications in the involvement of immi-
grants in entrepreneurship. For example, Leung describes the case of a program
that encouraged the development of the Chinese catering sector in Germany
in the 1960s.”" At this time, the German government initiated a skilled worker
recruitment scheme with Taiwan, largely for political reasons. Under the policy,
5000 cooks from Taiwan were invited to work in Germany. Each chef was allowed
to set up a restaurant and invite five others to join them, within five years of their
arrival. Leung reports that this policy greatly affected the pattern of development
of the Chinese restaurant trade in Germany, alongside the influx of Hong Kong
Chinese, who entered Germany via the United Kingdom in the 1960s and 1970s.
This Germany—Taiwan agreement provides a specific example of politically mo-
tivated immigration policy impacting on the development of immigrant entre-
preneurship.

Turning to measures specifically targeted at ethnic minority or immigrant
entrepreneurs, at the microlevel, a key aim in a number of countries has been the
reduction of social exclusion and the raising of living standards in groups that are
often among the more disadvantaged in society. Moreover, because of a tendency
for ethnic minorities and immigrants to concentrate in particular localities, the
development of some local economies, and the standard of living within them,
may be heavily influenced by the nature and extent of business development
among these groups.

Given the geographical concentration of ethnic minority and immigrant
groups, and the fact that some of these are relatively disadvantaged, some gov-
ernments have sought to develop support programs to boost ethnic minority and
immigrant businesses through the work of dedicated agencies. In the United
States and in the United Kingdom, for example, government assistance for ethnic
minority business developed in response to civil unrest—in the 1960s in the case
of the United States, and the 1980s in the case of the United Kingdom.72 In the
United Kingdom, targeted assistance has also been developed because of an ap-
parent reluctance of some communities, notably Asians, to utilize mainstream
business support services despite a higher than average level of self-employment.”?
There have been various approaches to this issue over the years, including the
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development of specialist business support agencies targeted at ethnic minority
groups; the appointment of specialist advisers within mainstream agencies; and
the use of cultural awareness training for mainstream business advisers. However,
it has been suggested that the key element is an approach that is focused on max-
imizing the level of engagement with ethnic minority and immigrant commu-
nities.”*

In terms of the targeted support offered to ethnic minority and immigrant-
owned businesses, a key question concerns the extent to which their support
needs are similar to, or distinctive from, those of other small firms. In a large-
scale survey of business support organizations across fifteen EU member states
and selected “accession countries,” specialist support organizations for minority
entrepreneurs identified a range of problems facing their clients, that in many
cases were typical of those facing small businesses in general, but appeared to be
particularly intense for ethnic minority entrepreneurs.”” The problems identified
included:

« difficulties in accessing finance for start up and business development;

e perceived discrimination on the part of some financial institutions and
support providers;

* problems associated with language difficulties; and

¢ limited skills and experience in business and management issues.

Since finance emerges as the most commonly reported problem, we review the
recent literature on this topic first. We then briefly review language and skills
issues, and then consider access to public procurement, an issue which did not
feature highly on this list but which has recently attracted the attention of policy-
makers in Europe.

Access to finance for ethnic minority entrepreneurs is a controversial issue.
The most comprehensive study of this topic in the United Kingdom to date
included a large-scale survey, comparing a sample of ethnic minority businesses
in the United Kingdom with a white control group. It showed that, as a group,
ethnic minority businesses were not disadvantaged in terms of start-up capital
from banks and other formal sources.”® This applied to their propensity to raise
some finance, as well as to the typical percentage of total start-up capital raised.
However, more detailed analysis shows considerable variation between ethnic
minority groups, with Chinese entrepreneurs showing significantly higher suc-
cess rates in accessing bank finance compared with white-owned firms, and their
African and Caribbean counterparts significantly lower. In the United States,
David Blanchflower, Phillip Levine, and David Zimmerman provide evidence
that black-owned businesses in the United States experience higher loan denial
probabilities and pay higher interest rates than white-owned businesses even
after controlling for differences in credit-worthiness and other factors.”” In ad-
dition, Fairlie finds evidence that the relationship between assets and entry into
self-employment appears to be much stronger for blacks than for whites.”® Using
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data on Trinidad and Tobago, David Storey also finds that denial rates on loan
applications are higher for Africans compared with other ethnic groups, and
interprets this as possible evidence of discrimination.”” Along similar lines, using
the 1993 National Survey of Small Business Finances, Ken Cavalluzzo, Linda
Cavalluzzo, and John Wolken find a substantial difference in denial rates between
firms owned by black Americans and white males, although unobserved variables
like personal wealth may account for some of this difference.® They also find that
black American owners were less likely to apply for credit in lending markets
characterized by higher concentration. Finally, Timothy Bates finds that racial
differences in levels of financial capital partly explain racial patterns in business
failure rates.”'

Turning to language difficulties, Toussaint-Comeau concluded from the fact
that recent and less well-educated immigrants have relatively lower self-
employment rates than more established immigrants that policy initiatives that
promote language and entrepreneurship training were worth considering for
some immigrant groups.®? With regard to language training, Alberto Davila and
Marie Mora demonstrated using U.S. Census data that immigrant entrepreneurs
who are proficient in English earn more than those who do not, and that the
economic return on fluency in English has grown over time.*” This would sup-
port the case for language training. Other researchers have shown that for some
U.S. immigrant groups in particular, poor English skills can restrict the oppor-
tunities available for entrepreneurs within their own ethnic community.**

In the United States, several government agencies have developed programs
that cater specifically for immigrant rather than ethnic minority groups. An ex-
ample from Maine in the United States is StartSmart. This program uses one-to-
one coaching rather than classes to cater for the specific needs of its very diverse
clients, who come from all over the world with very different ideas about how
businesses should be run and about the role of government in business.®

A potentially significant policy area that has been attracting increasing at-
tention concerns access to procurement contracts from both public- and private-
sector organizations by ethnic minority enterprises.*® There is international
interest in this topic, with policymakers and academics in some European
countries looking closely at the U.S. experience in this regard. For example, a
potentially important source of opportunities for ethnic minority business in the
United States is the Public Works Employment Act of 1977, which requires state
and local government to reserve 10 percent of federal funds for public works to
contract with minority-owned businesses.*” The focus is on so-called supplier
diversity initiatives and their potential for increasing market opportunities for
ethnic minority businesses. The context is the need for increased business di-
versification among ethnic minority firms, in order to increase the scope for
significant business and income growth.

In the United Kingdom, few ethnic minority businesses appear to be suc-
cessfully accessing procurement contracts. This may result from discrimination
in some cases, but it is also affected by supply side factors, such as their typically
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small size and sectoral mix. This means that they do not always have the capacity
to supply to match the purchasers’ needs, or access to information about those
opportunities that are available. Evidence of successful policy interventions from
the United States, where affirmative action and supplier diversity initiatives are
well established, is somewhat mixed. Although there have been some notable
successes,” such initiatives have also attracted criticism, because of allegations of
favoritism and the effects of overly relaxed bidding procedures on the quality of
supplies. One of the positive lessons that can be drawn from the United States is
that the private sector has recognized the business case for the adoption of sup-
plier diversity initiatives, since minorities now represent the largest sales growth
markets for some products.

Having demonstrated that there are some real differences in the needs of ethnic
minority and immigrant entrepreneurs, we now turn to issues related to their
access to business support to help address these needs. A consistent finding of
previous research on ethnic minority businesses is their low propensity to use
mainstream national, regional, or local business support agencies, often relying
instead on self-help and informal sources of assistance.* The low take-up of formal
sources of business support draws attention to the capacity of mainstream business
support agencies to cater adequately to the needs of ethnic minority firms. In this
regard, based on the large-scale study of business support for minority entrepre-
neurs across Europe referred to earlier, Steve Johnson and Smallbone identified
five different approaches to delivering support to minority groups, as follows:”

* Full integration into mainstream provision, where ethnic minority and im-
migrant entrepreneurs are treated the same as any other clients

¢ Targeted marketing and monitoring by mainstream agencies, based on the
assumption that the key reason for low take up of business support is a lack
of awareness of mainstream provision by minority entrepreneurs

¢ Special modes of delivery by mainstream agencies, focusing on delivery
methods that are suited to the nature and background of minority entre-
preneurs

* Special services within mainstream agencies, since some groups of minority
entrepreneurs may suffer from specific problems (e.g., discrimination)
or general problems (e.g., access to finance) more intensely than do main-
stream entrepreneurs

e Specialist agencies for minority entrepreneurs

Johnson and Smallbone concluded that one of these approaches is not nec-
essarily superior to others in all circumstances, and for all groups of entre-
preneurs. This is because of differences in the size and distribution of ethnic
minority groups, differences in needs, and differences in business support models
in different countries and localities. What is important, however, is to ensure that
support for minority entrepreneurs is not marginalized, and that specialist
support, regardless of the type of organization providing it, needs to be linked in



174 PEOPLE

appropriate ways with mainstream provision of support services to small busi-
nesses in general.

In concluding this section, we note that policymakers see scope for enhancing
both the opportunities for doing business for members of ethnic minority and
immigrant groups, for example, through opening up public procurement sys-
tems, and enhancing the resources available to entrepreneurs, for example by
improving access to finance and upgrading language and business skills. We have
seen that how governments do this can be just as important as what they do.
Delivery often needs to be customized so that targeted policies actually reach
ethnic majority and immigrant groups, while at the same time not isolating them
from mainstream support services. Instead, support for these groups should act as
a bridge to the wider economy, if it is to avoid marginalizing them.

CONCLUSION

What do we know about ethnic minority and immigrant entrepreneurship and
what do we not know? While our review is not exhaustive, it does reveal the
tremendous diversity of rates and types of entrepreneurial activity among dif-
ferent ethnic minority and immigrant groups both within and across countries.
Current context and past history shape the individual decisions of people to start a
restaurant that sells the food they used to eat in the “old country,” for example, or
to grow a transnational clothing enterprise that shuffles the links of its value chain
between countries to the rhythm of global supply and demand. The result is a
kaleidoscope of ventures that add immeasurably to the variety of entrepreneur-
ship in a nation.

Clearly, our knowledge of the nature and extent of entrepreneurial activity
among different ethnic subgroups is partial. As in other aspects of entrepreneur-
ship research it is affected by the quality of the data available. Researchers work-
ing with different databases come up with different answers to the question how
does entrepreneurial activity vary across different ethnic and immigrant groups.
Getting an accurate answer to this question is an important part of the evidence
base needed by governments to make appropriate policy interventions. We are also
just beginning to understand what may become a powerful globalizing and wealth-
creating force: transnational entrepreneurship. At the other end of the scale, we
need to understand how ethnic entrepreneurs can break out of the confines of
their local ethnic communities and generate wealth from the wider economy, and
what policy measures and delivery mechanisms are appropriate in this regard.

The need for answers to these questions prompts us to make the following
specific suggestions for further research. On the topic of entrepreneurship rates,
the recent emergence of large-scale databases of nascent and new business
entrepreneurship, such as PSED and GEM holds out the possibility that re-
searchers will be able to more accurately quantify the entrepreneurship dynamics
of different ethnic and immigrant groups, getting closer to the phenomenon than
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self-employment data alone permits us to do, provided they contain sufficiently
large samples of individual ethnic minority or immigrant subgroups. With this
proviso, such large-scale databases are necessary to isolate differences in entre-
preneurial activity that are due to being a member of a particular ethnic or
immigrant group from those that could be due to other, more basic factors, such
as age or education. They may also enable us to more accurately estimate the
apparent phenomenon, noted by several researchers, of entrepreneurial activity
changing with time in country, or even time in region, as immigrants move out
from ethnic enclaves and disperse through a host country.

At the same time, such large-scale studies are usefully complemented by de-
tailed case study research that can provide a greater understanding of the pro-
cesses operating and the social context in which particular ethnic and immigrant
groups find themselves, and the implications these have for entrepreneurial ac-
tivity. A particularly challenging subject for case study research is transnational
entrepreneurship, because of the global reach and shifting nature of the phe-
nomenon. As trade barriers fall, and as the quality of communications and
transportation improve, while costs decline, transnational entrepreneurship may
well become a significant feature of the global economy. Researchers may have to
create new transnational consortia to track and understand this phenomenon.
There remains considerable scope for high-quality, policy-related research in the
field of ethnic minority and immigrant entrepreneurship, which adopts the
broadly based view of policy and institutions, represented in the mixed em-
beddedness framework. Proper contextualization of policy approaches is essential
if useful and relevant lessons are to be drawn from the growing international
experience in this field.
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Perspectives on Women
Entrepreneurs

Past Findings and New Directions

Patricia G. Greene, Candida G. Brush,
and Elizabeth ). Gatewood

In 1976, the Journal of Contemporary Business published Eleanor Schwartz’s ar-
ticle “Entrepreneurship: A New Female Frontier.”' While Schwartz’s was not
the first academic paper on entrepreneurship, it was groundbreaking because it
was the first focusing on women entrepreneurs. At the time, slightly more than
5 percent of all U.S. businesses were women-owned, or approximately 700,000,
and generated $41.5 million in revenues.” But these numbers soon increased and
the Bureau of Labor statistics reported female self-employed increasing from 2.1
million in 1979 to 3.5 million in 1984.”> From 1997 to 2002, women formed new
businesses at twice the national rate.* Today, in many countries, women are
recognized as a driving force in the economy, whether measured by the number
of businesses owned, the revenues generated, or the number of people employed.
Overall, female entrepreneurs are increasingly prominent as employers, cus-
tomers, suppliers, and competitors in the global community.

What have we learned about women entrepreneurs since Schwartz’s article?
Research about women entrepreneurs considers several units of analysis—
women founders, their teams, their ventures, and communities. At the individual
level, studies provide demographic information identifying characteristics of
women entrepreneurs, their personal goals, as well as their reasons for selecting
business ownership over wage and salary work.” Some scholars study operational
descriptions of how women create their businesses, building an understanding of
their expectations for their businesses. At the business unit level, research focuses
on organizational structure, financing and growth strategies, and operations.
Besides a broad consideration of the phenomenon of women’s entrepreneur-
ship, early research identified several key areas of entrepreneurship in which male
and female populations are similar. Many studies examined the degree to which
women had similar demographic or human capital characteristics, or whether
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their businesses performed similar to male-owned firms. Research, however,
was slow to investigate areas of difference. Consequently, researchers produced
descriptive publications that did little more than clarify the state of female en-
trepreneurship and identify the key issues to be addressed.® Some research gen-
erated and tested hypotheses, and—where significant challenges or barriers were
identified—contributed prescriptive recommendations. But this focus on simi-
larities, grounded in the assumption that men and women entrepreneurs are not
different, and that there is one overarching model of entrepreneurial behavior,
also limited our understanding of women and entrepreneurship in general.

The remainder of this chapter discusses approach, method, theory, and find-
ings of research over past decades. Specifically, we review scholarly work pub-
lished on female entrepreneurship since 1976 and summarize its contribution to
our understanding of the phenomenon. Our review is divided into four sections:
First, we provide a brief overview of the state of research on women’s entre-
preneurship in the 1980s. We show that research in that decade treated gender as
an analytical variable and focused on possible differences between men and
women entrepreneurs. Second, using feminist theory as a context for under-
standing, we provide a review of research conducted in the 1990s. Specifically, we
show that emerging theories suggested that context and perspectives were im-
portant for conducting research and, as a result, gender begun being treated as a
lens. Third, we summarize the large amount of literature emerged at the begin-
ning of the new century. Finally, we identify future directions for research and
conclude with recommendations for researchers and educators.

LAYING THE GROUNDWORK: GENDER AS A VARIABLE

Until 1990 research focused almost exclusively on male entrepreneurs.” This
was not surprising given that men were the primary and more visible population
engaged in entrepreneurship up to the mid-1980s. As a result, it was assumed that
men and women entrepreneurs were essentially the same, and there was no need
to study women separately. But in 1979, a U.S. government report, The Bottom
Line, catalyzed research on women entrepreneurs.® For the first time the char-
acteristics of women-owned businesses in the United States were documented
and the report reflected differences between men and women in terms of both
individual behavior and business demographics.

About the same time, feminist perspectives had emerged in the United States
on the heels of legislative changes, such as the Civil Rights Act of 1964, the Equal
Credit Opportunity Act of 1975, and the Affirmative Action Act of 1978. The
design of each of these acts addressed some of the challenges that women faced in
starting and growing their own businesses. And already by 1967 the more radical
women’s liberation movement had popularized political theories and meth-
ods to bring attention to women’s rights and increase opportunities in the work-
force.
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Feminist theory, a specific area of social theory, addresses issues of political,
economic, and social rights. This theoretical approach also provides a rich tra-
dition for analyzing relations of gender and of class, which make it useful for
researching the economic activity of women and men. Early research on women’s
work was linked to Marxist feminism, arguing that the relationship between
women’s domestic labor and their market labor is the key determinant of their
disadvantaged position compared with men.” Research about women entrepre-
neurs considered the challenges of managing work and family, their motivations
for starting ventures (e.g., more flexible family time) and potential economic
benefits of self-employment. However, because the phenomenon of women’s
entrepreneurship was in the nascent stages and public interest in this population
was new, most studies did not test theory but, rather, considered gender (or sex)
as a variable. As a result, two streams emerged: research describing the woman
entrepreneur and her venture, and research comparing male and female entre-
preneurs.

Who Is the Woman Entrepreneur?

Schwartz’s pioneering article, “Entrepreneurship: A New Female Frontier,”
combined exploratory and descriptive research to identify individual character-
istics, motivations, and attitudes of women entrepreneurs.10 Her results showed
that the primary motivators for the women in her sample were quite similar to
those of men: the need to achieve, job satisfaction, economic payoffs, and in-
dependence. Unlike their male counterparts, however, women entrepreneurs
reported experiencing difficulties and possible credit discrimination during the
capital formation stage. Comparing her own findings to the existing body of
literature on male entrepreneurs, Schwartz concluded that there were few dif-
ferences in the personal attributes of male and female entrepreneurs.

Schwartz’s article on female entrepreneurship stood alone for five years until
1981, when Hisrich, Brush, and O’Brien (sometimes working together and
sometimes working separately) launched a stream of descriptive research de-
tailing the characteristics of women entrepreneurs, their businesses, performance,
and barriers to enterprise growth. Hisrich and O’Brien described motivations, the
nature of women entrepreneurs and their businesses, and barriers encountered,
concluding that the characteristics of male and female entrepreneurs were sim-
ilar.'™ '2 In 1983, Hisrich and Brush launched the first national longitudinal
study of women entrepreneurs in the United States.'> This research covered the
characteristics of the individual women, their motives for start-up, social support
systems, barriers and challenges, and the characteristics, growth and performance
of their businesses. The initial study yielded a description of the “average”
woman entrepreneur: a first-born, middle-class college graduate with a major in
liberal arts, married, with children, and a supportive spouse in a professional or
technical occupation, founder of a business in traditionally female industries
(retail, hospitality, services).'*
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A series of studies were built off this early work, using similar research ques-
tions and measures to replicate findings. Scott (1986) explored “glass ceiling”
issues and the desire for increased flexibility to handle family responsibilities as
possible motivators for women.'®> Kaplan (1988) found that motivation differed
depending upon the age of the woman business owner and the circumstances of
founding.'® Pellegrino and Reece found that obtaining start-up capital and fi-
nancial management were the greatest challenges for women.'”

International studies were also launched around these key questions. Swedish
researchers found that men and women entrepreneurs had similar economic
goals, but they found differences in other types of goals, such as customer
satisfaction and personal flexibility.'®

In another study, British women business owners were found to have edu-
cational and experiential levels similar to British male business owners, but were
found to have very different cumulative educational and work experience pat-
terns.'” 2

In 1987, Brush and Hisrich surveyed their original respondents about growth
and performance patterns, strategies of ventures, goals, and future plans.*' They
found that the majority of the businesses were moderately successful with reve-
nue increases of approximately 7 percent per year, which was slightly less than the
average for male-owned ventures. But when compared with the national average,
they found that women-owned businesses were less likely to quit or fail. Other
studies reported that education and experience were significant factors in pre-
dicting financial success.*?

How Do Women Entrepreneurs Compare with Men Entrepreneurs?

Just as the majority of research on men was rooted in early trait psychology and
centered on personal characteristics, the overwhelming majority of early research
about women entrepreneurs focused on individual attributes.””> The most fre-
quently studied topics were human capital—particularly education, business
experience, specific skill sets—and psychological profiles including motivations
and risk-taking propensity. This concern with differences in the characteristics of
entrepreneurs grew out of a long-standing effort to develop a trait theory of
entrepreneurship and entailed identification and cataloging of those character-
istics that separated entrepreneurs from all others with particular attention paid
to psychological measures.

In 1983, Geoffee and Scase wrote the most radical U.K. study.24 Starting from
the position that entrepreneurial behavior is inherently gendered and can, as a
result, reproduce a system of dependent patriarchal relationships rather than
economic liberation for women, they proposed a typology of women entrepre-
neurs based on their motives and choices of both industry and type of business
organization. Other articles considering psychological dimensions of women
entrepreneurs found that male and female entrepreneurship students differed in
their need for control and their risk-taking propensity.>® These results, however,
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were countered by Masters and Meier, who found no differences in risk-taking
propensity by sex.*®

Other researchers sought to determine if maleness or femaleness were salient in
predicting success. For example, Smith, McCain, and Warren proposed patterns
of male and female entrepreneurial types based on the manner in which the
business was operated.”” They concluded that women entrepreneurs were more
optimistic. Pellegrino and Reece examined the start-up problems and the chal-
lenges women business owners faced and concluded there were basically no dif-
ferences based on sex.”® Other studies of gender differences explored management
style, questioning whether the “entrepreneurial” management style was gender
neutral or if there was a particularly “feminine” management style preferred by
women entrepreneurs.”” Within this context, one study posited that women-
owned businesses were more likely to be informally structured.*

The root causes of limited financial success were often attributed to these
management practices. Buttner and Rosen used an experimental design meth-
odology to determine whether women faced obstacles in obtaining bank loans
due to their sex.”" ** They found that lending institutions perceived women
business owners to be less successful than men even though lending officers did
not perceive any differences in the quality of the plans. Buttner and Rosen’s work
supported the existence of stereotypes (lender preconceptions that women did
not possess the characteristics necessary for successful entrepreneurship), al-
though no evidence was found that these stereotypes influenced lenders’ funding
decisions.

Another stream of research linked Marxist feminist issues of work—family
balance and considered the effect of domestic attachments on the entrepreneurial
behavior of women. One study examined this as an issue of concern for both male
and female business owners, but the topic quickly became relegated to being a
“woman’s issue.”>> A study of time use patterns and the use of household help by
self-employed women found that increased responsibility for family did provide
some explanation for the lower profitability of women’s firms.”*

Studies of social networks also emerged in this era. While noting the positive
effects of utilizing appropriate networks on rates of business formation, survival,
and growth, Aldrich et al. found important distinctions between the content and
relevance of men’s and women’s networks, arguing that women’s networks were
organized around spheres of work, family, and social life.>® Their work showed
that women’s networks were largely similar to men’s networks in terms of ac-
tivity and density, but that men’s networks included very few women, whereas
women’s networks were more likely to include men.”® In a related study, women
were found to be more likely to use other women as information sources.>’

Overall, this first wave of research during the 1970s and 1980s focused pri-
marily on the characteristics of the business owner, industry or business choice,
and barriers to success (with a particular emphasis on access to capital). De-
scriptive studies provided greater awareness of women’s participation in entre-
preneurship, showed similarities in individual demographics, but differences in
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industry sector, start-up processes, and performance. Evidence emerged that
theories developed on male samples did not necessarily generalize to women. An
overarching concern was whether systematic or random biases existed and
worked against women business owners.’® Further, this early research raised the
awareness of the need for training, workshops, and other mechanisms to educate
women about financing and business start-up processes.’”

BUILDING THE FOUNDATION: GENDER AS A LENS

In the 1990s, because of a number of political, social, and economic changes,
research gained momentum. In 1991, in the United States, for example, the
secretary of labor and the Glass Ceiling Commission examined barriers that
blocked women and minorities from achieving high-level executive positions in
corporations and explored policies to eliminate disparities. The U.S. Small
Business Administration Office of Advocacy began publishing comprehensive
data about women business owners by sector, state, size, and industry in the State
of Small Business reports. The National Foundation for Women Business Owners
launched a series of national studies to characterize women-owned businesses
and identify unique capabilities and concerns.** Women entrepreneurs’ net-
working groups emerged and, in 1995, the National Women’s Business Council
organized a National Summit to consider a research agenda for women’s en-
trepreneurship. The visibility and awareness of the contributions of women en-
trepreneurs changed dramatically.

During this time, calls for theoretically based research emerged. Brush re-
viewed the state of the field and offered an integrative approach that considered a
woman’s professional and family life.*' Not only did this article provide a useful
framework for research, it also paved the way for increased application of fem-
inist theories in the field and new streams of feminist theory.

Liberal feminism is an outgrowth of political views of equality, entitlement,
and individual rights. The fundamental basis assumes that men and women are
equal and that rationality, not sex, is the basis for individual rights. Liberal
feminism assumes the existence of discriminatory barriers and systematic biases
facing women (e.g., restricted access to resources), which must be eliminated. The
view argues that it is possible to have equal opportunities. Alternatively, social
feminism assumes that men and women have different experiential backgrounds
and are socialized to think differently. The premise is that sexuality is socially
constructed and therefore sex is regarded as physiological differences between
men and women, while gender refers to differences in patterns of behavior be-
tween the sexes based on value and roles.*> Social feminism seeks to acquire
recognition for women’s unique achievements and values, viewing genders as
“different but equal.”

Contrary to research in the 1980s, gender is now often viewed as a lens
through which to conduct research rather than just a variable to measure. Fischer,
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Reuber, and Dyke offered the first articulation of feminist theory in the context of
women’s entrepreneurship by applying both liberal and social feminist theories
to their exploration of gender differences.*> They found few differences between
male and female entrepreneurs in motivations or educational background. Fol-
lowing this line of research, Barrett examined the role of gender in learning
styles.** Her Australian study found that women entrepreneurs used a greater
variety of sources for learning (e.g., advice from investors, suppliers, business
acquaintances, and seminars), while men were more likely to identify a major
setback in the current firm as a basis for learning and change. Theoretical ap-
proaches also took a unique turn when a feminist geography perspective led to
the conclusion that place was important in explaining gender relations and en-
trepreneurial behavior.*’

In summary, researchers who took a feminist point of view noted that women
had historically been excluded from the entrepreneurship literature and argued
for the need to understand entrepreneurship as a gendered activity. They focused
on two issues: the construction of the category of the female entrepreneur and the
exploration of the unique ways in which the connections among gender, occu-
pation, and organizational structure affect female and male business owners.*®
Noticeably, while many questions were being investigated from the feminist
perspective, most research in the 1990s did not explicitly or directly test feminist
theory. Instead, studies continued to focus on the woman entrepreneur, her
business, and the context of the business.

Women Entrepreneurs: The Individual

Research focusing on individual women entrepreneurs studied motivations,
internal attributes, entrepreneurial tendencies, and behaviors. Studies of val-
ues, attributes, roles, and beliefs provided conflicting findings. Fagenson found
gender-based differences in fundamental values, but results showed greater value
differences by job category (managers and entrepreneurs) than by sex (men and
women).*” In contrast, others concluded that women did not display “classic”
entrepreneurial values, particularly those such as risk taking and profit motiva-
tion.*® Bellu, on the other hand, found female entrepreneurs and managers to be
more likely to take risks than their male counterparts, partly because of their
likelihood to face a more hostile and prejudicial work environment.*’ Similarly,
women in nontraditional industries were found more likely than men to al-
low external pressures to influence their strategies, regardless of their personal
values.”

Men and women were both found to be more likely to attribute successful
entrepreneurial characteristics to men.”" One reason for this was a perception by
women that they were held back in careers because of their gender and pursuit of
self-employment as a solution to dual domains of work and family with the
suggestion that these feelings are “tainted by patriarchal expectations.”>* On the
other hand, studies of psychological profiles showed few gendered differences or
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that specific differences, for example, locus of control, were better explained by
other variables, such as level of success, or attributions.>>™>>

Research from other countries supported U.S. findings about the individual
women entrepreneur. For instance, women’s motivations for starting a business
were remarkably similar across countries, with robust findings supporting in-
dependence and personal freedom, security, and satisfaction.’® >’ Questions were
also asked about the measures of success that women entrepreneurs used, finding
the importance of self-fulfillment and goal achievement to be more important
than financial profitability.”®

Early social learning experiences more often influenced men in their prefer-
ence for entrepreneurship, because of higher self-efficacy and expectations.> ®
Holliday and Letherby conducted an ethnographic study showing that women
integrate their business and social lives examining, in particular, roles and au-
thority.®" A related study found support for gender similarities rather than dif-
ferences with respect to the relationship between work—family connections and
economic success.®” Schiller and Crewson found that role models, self-assurance,
and marriage were positively related to the supply of female entrepreneurs, while
education and experience were negatively correlated with female entrepreneur-
ship but positively correlated with female entrepreneurial performance.®’

The pull between family and work, and the other multiple social roles that
women play, was found to be more prevalent in owners with lower self-esteem or
self-worth.®* In particular the relationship between time commitment to work,
and time commitment to family mediated the effect of role demands for women,
along with expressive and instrumental support from the spouses.®” In the United
Kingdom, contribution of a spouse’s labor was seen as a vital resource.’® These
resources were seen as potentially providing role flexibility and included such
things as higher levels of husbands’ earnings from self-employment, access to the
husband’s knowledge and experience regarding start-up activities, and help from
the husband in providing child care.®” A study from Turkey found that women
faced role conflict in their personal and professional lives with entrepreneurial
status having a negative impact on their family life but a positive affect on their
social, economic, and individual lives.®®

Women Entrepreneurs and Their Businesses

Questions relating to strategic choice include those related to the type of
business as well as strategies adopted during the start-up and growth processes.
Carter, Williams, and Reynolds argued that strategic choice is shaped by expe-
riences to which individuals are subjected and that females and males have
fundamentally different socialization experiences that result in the development
of unique capabilities.”” They found that women-owned businesses had higher
odds of discontinuing, fewer resources at start-up (including industry-specific
experience in retail), and were launched on a smaller scale.”” Women were more
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likely than men to develop strategies that emphasized product quality and less
likely to emphasize customization or cost efficiency. At the same time, there is
evidence that women are more likely to use a relational strategy when working
with employees and clients, focusing on creation and development of teams,
mutual empowering, achievement, and perseverance.71 Still other studies found
that women business owners underperformed on both survival and growth di-
mensions, thereby raising the critical question of whether initial business goals
for the business influenced financial outcomes.””

Research about the influence of ownership structures on growth aspirations
shows husband-wife partnerships having lower growth aspirations while own-
ers with business partners other than a spouse were more likely to be growth-
oriented.”” 7* Similarly, an Indonesian study found that women started their
businesses with different objectives than men and suggested that, as a result,
programs and policies need to be gender-differentiated. Findings in the United
Kingdom suggested that women were less likely to own more than one business
and that when women did plan to grow their businesses, they selected different
expansion strategies.”””””

Self-efficacy offered another possible explanation for women’s choice of
smaller retail and service (traditional) businesses. Anna, Chandler, Jansen, and
Mero proposed a model combining venture efficacy, career expectations, and
individual context as determinants of industry selection to address these ques-
tions.”® Barrett identified a male—female image component in strategic choice,
finding that men are more likely to choose businesses with a female image than
women are to found a business with a male image.”’

Though the importance of social networks was introduced already during the
1980s, few studies on the topic existed. One exception found that having a high
proportion of kin and homogeneity in the network created critical disadvantages
for small business owners.®” Research in Israel demonstrated that network af-
filiation, human capital, and motivation theories have greater explanatory power
for performance than do social learning or environmental perspectives.®' A Hong
Kong—based study found that reliance on the immediate network or channel for
information was more important to women business owners than it was to men
business owners.* However, a study in Northern Ireland found few gendered
differences in networks.*

Growth and Performance of Women-Owned Businesses

Research on growth and performance of women-owned businesses shows
mixed results. A Canadian study showed that women-led businesses were no
more likely to go out of business or be less successful than those led by men, or to
differ significantly in earnings growth.*® This study stands in contrast to those
showing women-owned businesses had lower sales volumes and lower incomes as
a result of positioning in less profitable industries, as well as lack of access to
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capital, and inability to secure government contracts.*> Another study found that
women business owners had smaller annual sales and employment growth but no
gender differences in return on assets.*®

On the other hand, a study about gender and growth found that having access
to financial resources and emphasizing the financial aspects of the business had
stronger effects on growth than did intention or choice.”” A qualitative study
found that gaining start-up capital was not nearly as difficult as acquiring growth
capital.*® Gundry and Welsch compared women-owned businesses that exhibited
high levels of growth with low or no growth businesses, and found differences on
the selection of strategies that focused on market expansion and new technolo-
gies, a greater intensity of commitment to business ownership, and a willingness
to incur greater opportunity costs for the success of their business.*

Researchers in other countries also explored issues related to growth of
women-owned businesses.’® Cliff found that personal considerations appeared to
override economic consideration in the business expansion decision.”’ Canadian
female entrepreneurs were found to be just as likely to want to grow their busi-
nesses as their male counterparts. However, they reported more concerns about
the risks associated with fast growth and generally preferred to adopt a slower and
steady rate. In the United Kingdom, a study found no impact of any gender-based
effects of individual or business characteristics on the firms’ potential to achieve
significant growth.”> However, in Sweden, one study supported the conclusion
of no gender differences, while another concluded that growth preferences for
women were lower.”” ** Another study showed that during economic fluctua-
tions, particularly recession, the growth probability for firms run by males in-
creased, but for firms run by females, growth became more limited.*®

Financing Women-Owned Businesses

Many researchers believe that growth and performance are a function of
financing. Financing was and continues to be a major topic of research in the
field. Research in the 1990s showed that at start-up, female owners preferred
internal sources to external financing. However, the owner’s sex was not an issue
in predicting the choice of equity versus debt financing. Also, no gender differ-
ence was found in the use of financial management services.”” °” Using data from
Britain, however, Carter and Rosa found several significant gender differences in
business financing.”® Men used larger amounts of capital at start-up, whereas
women were less likely to use financial instruments, such as overdrafts, bank
loans, and supplier credit.

Results from research about possible discrimination in banking practices are
mixed. After accounting for structural differences between male- and female-
owned businesses, one study found no differences in the rate of loan rejections
(or any other objective measures of terms of credit).”” Haynes and Haynes ex-
amined women’s access to institutional and noninstitutional lenders in 1987 and
1993, finding a higher probability for women of borrowing from family and
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friends but suggesting that women-owned small businesses had gained access to
line-of-credit loans from commercial banks on a par with the men-owned small
business in the same period of time.'® Another study found that women-led
businesses that used bank loans as a primary source of start-up capital out-
performed those that used alternative funding sources.'®'

Riding and Swift studied men and women business owners operating in similar
industries and explored whether gender differences existed in the terms and
conditions of bank financing, the level of service provision, and the overall quality
of the banking relationship.'"* Few differences were found except that females
secured larger loans than males, yet were charged higher interest rates than males.
Higher interest rates and higher collateral requirements were a recurring theme.
In addition, 12.5 percent of the women business owners reported that they be-
lieved they had experienced gender-related discrimination in their banking re-
lationship.'®* Indeed, some evidence of discriminatory behaviors in the personal
interactions between female business owners and bank managers appeared to
exist. Buttner and Rosen concluded that women were more likely to attribute the
denial of a bank loan to gender bias than men were, and some evidence existed
that some of the differences were based on the gender stereotypes held by the
capital providers.'®* Similarly, a study in New Zealand tested for discrimination
and found significant gender differences around levels of education, although not
always favoring males.'”> Women business owners were also significantly more
likely to perceive disrespectful treatment by lending officers.'”® Women in the
United Kingdom were more often refused credit on the basis of their lack of
business experience and their domestic circumstances.'%’ Finally, Dutch entre-
preneurs also reported encountering some barriers that they believed were gender
specific.'%®

Finally, while the body of literature concerning women and debt capital is now
quite robust, the first article to focus specifically on women and venture capital
appeared more recently and reported that over the time of the study women-led
firms received only 2.4 percent of all equity investments in the United States.'"’
Three explanations were proposed for why women received so little equity
capital: institutional or network barriers, lack of appropriate human capital,
including education, experience, and leadership skills, and strategic choices of
growth, product, and markets.

Country Context

Only a few studies directly compare female entrepreneurship in more than one
country. In one review of women’s entrepreneurship in twenty-three countries in
the Organization for Economic Cooperation and Development, similarities ap-
peared across countries in terms of education level, as well as focus and type of
experience.''” Another study found that independence, recognition, learning,
and roles were primary motives but that the only career reason that applied across
gender and countries was the ability to develop one’s approach to work.'"!
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A longitudinal comparison of the movement of young people in and out of self-
employment in the United States and Australia provided differing explanatory
factors in each of the two countries.''?

In some instances, country context has a more significant effect on entrepre-
neurship than others due to the interplay of culture, history, politics, and eco-
nomics. For example, in South Africa, the conversation about entrepreneurship is
intermingled with societal issues of socioeconomic reparation. Ahwireng-Obeng
suggested a mainstream assistance program attentive to gender in order to negate
institutional discrimination.''® In Poland, the transition from a centrally planned
economy to political pluralism and economic transformation was seen as a
platform for increasing numbers of women entrepreneurs.'*

In summary, research in the 1990s was characterized by studies of two main
units of analysis—the individual woman entrepreneur and her venture. Topics
and methods varied widely with increasingly sophisticated methodologies toward
the end of the decade. The 1990s brought a more explicit call for a feminist theory
of entrepreneurship.''” Several researchers continued to raise important ques-
tions about the methodological bias inherent in conducting research on women
entrepreneurs using research designs, scales, and interpretations based entirely on
a male model.''® These researchers also noted biases stemming from an over-
reliance on structured, quantitative research approaches and the possibility of
sexual imperialism in interpretation of the results. They argued for the devel-
opment of more robust data sets and the application of more sophisticated
statistical techniques.''”

THEMES IN THE NEW MILLENNIUM

Over the last few years there has been a significant increase in the amount
of research in the field. Theoretical developments, unfortunately, seem to be slow
to progress. A notable exception proposing a gendered theoretical framework was
Bird and Brush, who posited a gendered perspective on organizational crea-
tion.""® On the other hand, many studies of individual characteristics or de-
mographics have been conducted, including research investigating personality,
ethics, risk orientation, expectancy theory approaches, goals, motivations, and
issues related to careers.''”'*> A few studies have also examined the effect of
various measures of human capital.'*® '*’

In addition to attributes of the individual woman entrepreneur, her rela-
tionship to others is also of interest. Entrepreneurial teams have been explored, as
well as entrepreneurial networks.'*® '** The interest in relationships is not lim-
ited solely to women entrepreneurs’ professional lives, but to the rest of their lives
as well. This is true particularly around issues of health, motherhood and
childcare. %"

The body of research on women-owned businesses is also growing. Reflecting
an emerging trend in the field, opportunity recognition has emerged as a topic
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along with increased study of strategies, particularly related to growth of the
business, constraints, and myths.'>*™"*7 It is also not surprising that financing
remains of concern with examinations of need, access to debt capital, informal
sources of funding, and the impact of human and social capitals on obtaining
finance.'*'*!

The performance of women-owned businesses remains an important topic,
but the question of performance is also becoming more finely tuned and includes
increased consideration of aspects, such as inputs, strategic capabilities, risk,
gender balance of the management team, and failure.'**™"*® Importantly, the
potential role of gender is also becoming an important component of other
academic conversations around entrepreneurial behavior. For instance, questions
in the family business arena are being expanded to include combinations of
gender with issues, such as divorce and business demise, and are one of the few
areas to be approached with a proposed theoretical framework."*”™'* Interna-
tional studies have also expanded rapidly during the past decade. While some
studies are across cross-country comparisons or examine types of economies, all
address questions related to the launch or growth of women-owned busi-
nesses.”” > This move toward identifying country differences parallels research
that considers subpopulations of women entrepreneurs and various work on the
intersection of gender with race and ethnicity is ongoing.

CONSTRUCTING NEW APPROACHES:
SEX, GENDER, AND THEORY

The previous sections argued that research in past decades approached
women’s entrepreneurship from two different perspectives. Research in the 1980s
treated gender as an analytical variable, and examined women entrepreneurs and
their ventures for similarities and differences with respect to their male coun-
terparts. From this perspective, gender, or sex, was then treated as an analytical
result. By the 1990s, on the other hand, emerging theory suggested that context
and perspectives were important for conducting research and, as a result, gender
was treated as a lens. These gender-based or feminist theories are useful for
explaining, testing, and interpreting women’s entrepreneurial behavior. How-
ever, as we move into the future, what will guide research on women’s entre-
preneurship?

Less than 5 percent of all entrepreneurship research focuses on or includes
women entrepreneurs.'>> While this stands in direct contrast to the size of the
phenomenon, as with most fields of research, the area and the plethora of in-
conclusive findings suggest that it is too early to contemplate a general theory of
women’s entrepreneurship because there is little empirical convergence on
themes, concepts, and/or definitions.'>® On the other hand, there is a need to test
current theories of entrepreneurship to determine whether they can be applied to
samples of women, or women and men. We argue that analyzing data by sex or
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applying gender as a lens remain fruitful approaches for better understanding
women’s entrepreneurial behavior.

What is the next step? Recent literature suggests that no single feminist theory
or gendered approach to research exist.">* Yet, we argue that gender needs to be
a basis from which to assess and question assumptions that guide our research.
Too often research takes for granted assumptions about similarities or differ-
ences between male and female entrepreneurs and their businesses. Or, similarly,
an assumption is made that entrepreneurship theories are gender neutral and,
therefore, applicable universally to all populations. Given the paucity of re-
search on women entrepreneurs, it is possible that this overarching assump-
tion guided the majority of entrepreneurship research. However, organizational
theories are seldom gender neutral and researchers therefore need to test theories
for gender bias in contexts that have gender relevance.'” In other words, future
research should be guided by informed assessment of variables, lenses and
theory.

Within this context, we propose three topics (among many possible) that we
believe to be of particular interest for advancing research on women’s entre-
preneurship. First, there are issues related to human capital. Research about
human capital factors in women’s entrepreneurial behavior is more than thirty-
five years old, with nearly 50 percent of all studies including these dimensions.
However, the vast majority of the research relies on a narrow set of theories (e.g.,
trait psychology, motivational theory) and measures (e.g., experience, education,
and other demographics). Future studies of the role of human capital in women’s
entrepreneurship should draw from cognitive theory, leadership, and career
theories in order to examine questions related to the vision and aspirations for
the entrepreneur’s future. The introduction of social learning theory to examine
how entrepreneurs learn over the life cycle of their career and venture could also
provide a significant contribution. Interesting questions for future research in
this area include:

* How do women perceive entrepreneurial opportunities and how do these
perceptions influence growth?

* Does women’s socialization influence their success in acquiring resources
and, in particular, growth capital?

* Do women entrepreneurs manage their entrepreneurial careers in the same
way as their male counterparts? What are the cycles, transitions, and chal-
lenges they face and how do they overcome them?

Second, there are issues related to strategic choices. Research to date lacks a
clear understanding of the aspirations and strategies of women entrepreneurs. A
significant portion of the research draws from previous instruments developed
for and about men and much of the research on women is not theoretically
grounded. We believe that research about the strategic choices women make—
from the type of business they start, to the sector they select, to their growth
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strategies—should be explored in greater depth. Interesting research questions in
this area include:

* What factors influence the growth strategies for women-led ventures?

e What role does the strategic choice of sector and firm type play in the
growth of women led ventures?

e What are patterns of financing for women-led ventures and how do these
compare to men-led ventures?

¢ How do women approach resource acquisition and do their approaches
influence growth and performance of their ventures?

Third, important issues related to structural barriers exist. Past research has
concentrated on objective barriers and, in particular, on access to credit and
financing. More recent research also examines women’s access to equity capital.
Many other resources, however, are needed to start and grow a venture: Potential
barriers to acquiring equipment, technology, or gaining access to distribution
channels, expertise, information and other resources have been often ignored so
far. In addition, the subtle barriers inhibiting women’s ability to grow and ex-
pand their ventures have been examined in some research but not studied in
depth. Both a liberal-feminist and social-feminist perspective might be useful for
testing these ideas. Future research might also use institutional or social network
theory to examine whether institutional norms or network configurations in-
fluence women’s ability to acquire resources or grow their ventures. In particular,
the extent to which barriers exist and influence successful capital acquisition and
subsequent growth would shed light on reasons for the equity-funding gap. Al-
ternatively, resource-based theories might be the basis for exploring how women-
led venture develop capabilities leading to competitive advantages. Interesting
research questions in this area include:

e What institutional norms in various industries are relevant for women
entrepreneurs? And how do they influence women’s ability to acquire re-
sources at start-up and during the growth of their ventures?

e What is the role of industry beliefs, practices and norms in determining
whether women are successful in acquiring equity capital?

Looking ahead, it is to be hoped that the twenty-first century will see greater
legitimacy given to research on women’s entrepreneurship. Until 2000, only very
few journal issues were devoted to women’s entrepreneurship and the absolute
and relative number of articles in academic journals devoted to the topic were
both small. At this writing, three academic journals are working on special issues
on women'’s entrepreneurship, several edited volumes will appear, and the Diana
International Research Conference will mark its third year.'”® Although there is a
long way to go and many questions are yet unanswered, research is starting to
address the phenomenon more seriously and systematically.
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Research about women’s entrepreneurship is needed to inform both academic
and practitioners and their approaches to research and education. Worldwide
policymakers are increasingly interested in learning more about how to en-
courage and promote women’s entrepreneurship as a means of advancing wealth
creation, innovation, and general economic development. The demand for the
knowledge is readily acknowledged but the pace of the research still needs to be
advanced.

NOTES

This chapter is based on an earlier white paper authored for the Coleman Foundation,
titled “Women Entrepreneurs: Moving Front and Center—an Overview of Research and
Theory.”
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