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Chapter 1
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1.1 ENTREPRENEURSHIP MATTERS

That entrepreneurship matters is not a new observation. However, the
way in which it matters has evolved over time. During the first three-quarters
of the last century, small business clearly mattered. The reason it mattered,
however, seemed to be less on the grounds of economic efficiency, and more
for social and political purposes. In an era where large firms had not yet
gained the powerful position of the last quarter of the last century, small
businesses were the main supplier of employment and hence of social and
political stability. Scholars, such as Chandler (1977), Galbraith (1967), and
Schumpeter (1942), had convinced a generation of economists, intellectuals
and policy makers that the future was in the hands of large corporations and
that small business would fade away as the victim of its own inefficiencies.
Certainly the famed Swedish model of economic policy saw the demise of
small business as inevitable. Policy in the United States was divided between
allowing for the demise of small business on economic grounds, on the one
hand, and preserving at least some semblance of a small-enterprise sector for
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social and political reasons, on the other. Small business, it was argued, was
essential to maintaining American democracy in the Jeffersonian tradition.
Certainly, passage of the Robinson-Patman Act (Foer, 2001), which has been
accused of protecting competitors and not competition (Bork, 1978), and
creation of the United States Small Business Administration were policy
responses to protect less-efficient small businesses and maintain their
viability.

More recently, however, the way that small business matters has
changed. It is seen more than ever as a vehicle for entrepreneurship
contributing more than just to employment and social and political stability.
Rather it contributes in terms of innovative and competitive power. Rather
than perceived as a social good that should be maintained at an economic
cost, new econometric evidence (Audretsch and Thurik, 2000; Audretsch,
Carree, Van Stel and Thurik, 2002; Carree and Thurik, 1999; Carree, Van
Stel, Thurik and Wennekers, 2001; Audretsch, Carree and Thurik, 2001)
suggests that entrepreneurship is a vital determinant of economic growth.
According to Audretsch, Carree, Van Stel and Thurik (2002), a cost in terms
of forgone economic growth will be incurred from a lack of
entrepreneurship. The positive and statistically robust link between
entrepreneurship and economic growth has been indisputably verified across
a wide spectrum of units of observation, spanning the establishment, the
enterprise, the industry, the region, and the country. Thus, while small
business has always mattered to policy makers, the way in which it has
mattered has drastically changed. Confronted with rising concerns about
unemployment, jobs, growth and international competitiveness in global
markets, policy makers have responded to this new evidence with a new
mandate to promote the creation of new businesses, i.e., entrepreneurship.
See Reynolds, Hay, Bygrave, Camp and Arkko (2000). Initially, European
policy makers were relatively slow to recognize these links but since the
mid-1990s have rapidly built momentum in crafting appropriate approaches.
See EM/ENSR (1993 through 1997). Yet, without a clear and organized
view of where and how entrepreneurship manifests itself, policy makers are
left in unchartered waters without an analytical compass. This explains the
variation in their responses.

The purpose of this book is to provide such a compass. We do this in two
ways. The first is to provide a framework for policy makers and scholars to
understand what determines entrepreneurship. The second is to apply this
framework to a series of cases, or country studies. In particular, this book
seeks to answer three questions about entrepreneurship: What has happened
over time? Why did it happen? And, What has been the role of government
policy?
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1.2 THE ECLECTIC THEORY OF
ENTREPRENEURSHIP

One of the reasons why policy makers and scholars have had such little
guidance in understanding why entrepreneurship varies both temporally and
geographically is that it is inherently an interdisciplinary subject spanning a
broad range of fields, including management, finance, psychology,
sociology, economics, political science and geography. The interdisciplinary
nature of entrepreneurship research reflects a phenomenon that crosses the
boundaries of multiple units of observation and analysis, such as the
individual, groups, enterprises, cultures, geographic locations, industries,
countries, and particular episodes of time. While each particular discipline
may be well suited to analyze any particular analytical unit of observation,
no discipline is equipped to analyze them all.

Thus, in addressing why variations in entrepreneurship occur, in the
second chapter of this book we introduce an Eclectic Theory of
entrepreneurship. The purpose of our Eclectic Theory is to provide a unified
framework for understanding and analyzing what determines
entrepreneurship. The Eclectic Theory of entrepreneurship integrates the
different strands from the relevant fields into a unifying, coherent
framework. At the heart of the Eclectic Theory is the integration of factors
shaping the demand for entrepreneurship on the one hand, with those
influencing the supply of entrepreneurs on the other hand. While both the
demand and supply sides are formed by many factors, what results is a level
of entrepreneurship that is equilibrated by these two sides. The key to
understanding the role of policy is through identifying those channels
shifting either the demand or the supply sides (curves) by policy instruments.

The Eclectic Theory shows that the level of entrepreneurship can be
explained making a distinction between the supply side (labor market
perspective) and the demand side (product market perspective; carrying
capacity of the market) of entrepreneurship. This distinction is sometimes
referred to as that between push and pull factors. The determinants of
entrepreneurship can also be studied according to level of analysis. A
distinction can be made between the micro, meso and macro level of
entrepreneurship. The objects of study tied to these levels of analysis, are the
individual entrepreneur or business, sectors of industry and the national
economy, respectively. Studies at the micro level focus on the decision-
making process by individuals and the motives of people to become self-
employed. Research into the decisions of individuals to become either wage-
or self-employed focuses primarily on personal factors, such as
psychological traits, formal education and other skills, financial assets,
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family background and previous work experience. Studies at the meso level
of entrepreneurship often focus on market-specific determinants of
entrepreneurship, such as profit opportunities and opportunities for entry and
exit. The macro perspective focuses on a range of environmental factors,
such as technological, economic and cultural variables as well as
government regulation. In short, the Eclectic Theory shows that there are
many ways in which the level of entrepreneurship can be influenced.

1.3 FIVE STAGES

An important aspect of the present book is the comparison of the answers
to the three questions about entrepreneurship in some selected European
countries and the United States. The general assumption is that the United
States has been much quicker to absorb the virtues of entrepreneurship than
Europe. Given that entrepreneurship is a vital determinant of economic
growth, the idea is that much of the excess growth of the United States when
compared to European countries is due to this lead. The European countries
have been relatively slow to follow suit. Clearly, the European response
varied across countries. Nevertheless, by and large five distinct stages can be
discerned of the evolution of the European stance towards the
entrepreneurial economy.

The first stage was denial. During the 1980s and early 1990s, European
policy makers looked to Silicon Valley with skepticism and doubts. After all,
this was the continent where in 1968 Jean Jacques Servan-Schreiber had
warned Europeans to beware the “American Challenge” in the form of the
“dynamism, organization, innovation, and boldness that characterize the
giant American corporations”. Because giant corporations were needed to
amass the requisite resources for innovation, Servan-Schreiber advocated the
“creation of large industrial units which are able both in size and
management to compete with the American giants.” According to Servan-
Schreiber, “The first problem of an industrial policy for Europe consists in
choosing 50 to 100 firms which, once they are large enough, would be the
most likely to become world leaders of modern technology in their fields. At
the moment we are simply letting industry be gradually destroyed by the
superior power of American corporations.” Europe was used to looking
across the Atlantic and facing a competitive threat from large multinational
corporations, such as General Motors, U.S. Steel and IBM, and not from
nameless and unrecognizable startup firms in exotic industries such as
software and biotechnology. In fact, the Cecchini Report to the European
Commission in 1988 documented the economic gains in terms of the scale
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economies to be achieved from the anticipated European integration. The
emerging firms such as Apple Computer and Intel seemed interesting but not
having any sufficient relevance for the mainstay businesses in the
automobile, textile, machinery and chemical industries, which were the
obvious engines of European competitiveness, growth and employment. The
high performance of Silicon Valley was generally qualified as suffering from
a short-term perspective, where long-term investments and commitments
were sacrificed for short-term profits.

The second stage, during the mid-1990s, was recognition. Europe
recognized that the high performance of the entrepreneurial economy in
Silicon Valley did deliver a sustainable long-run performance. The theory of
comparative advantage typically evoked during this phase was that Europe’s
most important economy, Germany, would provide the automobiles, textiles
and machine tools. The entrepreneurial economy of Silicon Valley, Route
128 and the Research Triangle would produce the software and
microprocessors. Each continent would specialize in its comparative
advantage and then trade with each other. Thus, Europe held to its traditional
institutions and policies channeling resources into traditional moderate
technology industries.

The third stage, during the second half of the 1990s, was envy. As
Europe’s unemployment soared into double digits and growth stagnated, the
capacity of the American entrepreneurial economy to generate both jobs and
higher wages became the object of envy. The United States and Europe
seemed to be on divergent trajectories. The separate but equal doctrine from
the concept of comparative advantage yielded to the different but better
doctrine of dynamic competitive advantage. As the entrepreneurial economy
continued to diffuse across the United States, most policy makers,
particularly in important countries such as Germany and France despaired
that European traditions and values were simply inconsistent and
incompatible with the entrepreneurial.

The fourth stage, during the final years of the last century, was
consensus. European policy makers reached a consensus that - in the
terminology of Audretsch and Thurik (2001) - the new entrepreneurial
economy was superior to the old management economy. Moreover, in their
opinion a commitment had to be forged to creating a new entrepreneurial
economy. Leaders like Tony Blair and Gerhard Schroeder defied the politics
and policies of their traditional left-oriented parties in leading the way of
privatization, deregulation and encouraging entrepreneurship. Rather than
despairing that the United States had what Europe could not attain, a broad
set of policies were instituted to create a new entrepreneurial economy. See
European Commission, 2000, Chapter 8: New developments in SME
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policies. These European policy makers looked across the Atlantic and
realized that if places such as North Carolina, Austin, and Salt Lake City
could implement very conscious and targeted policies to create the
entrepreneurial economy, cities such as Munich and Randstad (the ‘circular’
agglomeration spanning Rotterdam, The Hague, Utrecht and Amsterdam)
could as well. After all, Europe had a number of advantages and traditions
favoring the emergence of the entrepreneurial economy, such as a highly
educated and skilled labor force and the existence of world-class research
institutions. In addition, its variety in cultures and hence innovative
approaches to new products and organizations provides a perfect framework
for absorbing the high levels of uncertainty inherent to the new
entrepreneurial economy (Audretsch and Thurik, 2000).

The fifth stage will be attainment. While Europe may not be there quite
yet, there are definite signs that an entrepreneurial economy is emerging on
the old continent. Consider the cover story of the German weekly magazine,
Der Spiegel, which recently proclaimed “Handys, Hightech and Reform:
Good Morning, Europe – How the Old Continent is attacking the Economic
Power USA”. For example, the amount of venture capital in Germany tripled
in the 1990s, from billion in 1990 to billion in 1998. The number
of listings on the German New Market increased from 9 in July 1997, to over
300 by September 2000. During this same period, the capital volume of the
New Market increased from billion to billion. Still, the share of
information and communications technologies accounting for the 1998
German GDP was only 58 percent as great as that in the United States. And
there are numerous other examples.

1.4 CROSS-NATIONAL RESEARCH TEAMS

While Chapter Two of this book introduces the Eclectic Theory of
entrepreneurship, without subjecting the framework to actual empirical
evidence, it remains a conjecture at best. There are many methods available
to subject theory to empirical testing. In this book we seek the benefits
accruing from in-depth country case studies, where the framework is applied
at the country level and over a relatively long period of time. To implement
these country studies, EIM’s public research program SCALES (Scientific
AnaLysis of Entrepreneurship and SMEs), that is financed by the Dutch
Ministry of Economic Affairs, assisted in organizing a trans-Atlantic
research project. This project was carried out by teams of graduate students
participating in the BRIDGE (Bloomington Rotterdam International
Doctoral and Graduate Exchange) program directed by Professors A. Roy
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Thurik, David B. Audretsch along with Sander Wennekers of EM Business
and Policy Research. The BRIDGE program is a joint effort of Indiana
University, Erasmus University Rotterdam and EIM Business and Policy
Research. Each research team consisted of members from both sides of the
Atlantic and was given the mandate to apply the framework provided by the
Eclectic Theory to a particular country.

The countries selected for the case studies published in this book are the
Netherlands, France, Germany and the United States. The basis for selecting
these countries was that the United States seemed to be a leader in shifting
from what Audretsch and Thurik (2001) term as the managed economy to
the entrepreneurial economy. The Netherlands was selected because of its
pronounced recovery from sick man of Europe under the lethargy of the
Dutch Disease in the early 1980s to become one of the first European
countries to move into the entrepreneurial economy in the 1990s. Germany
was selected because even as recently as the early 1990s the model of the
Sozialmarktwirtschaft had delivered Wohlstand through static efficiency and
seemed to be impervious to developing an entrepreneurial economy. The
final country selected was France, where the model of Dirigisme seemed to
exclude the possibility of entrepreneurship.

In implementing the country studies, the research teams used the
framework provided by the Eclectic Theory to enable the determinants of
entrepreneurship specific to each country and time period to be identified.
This provided remarkable evidence that different factors and forces shape
the entrepreneurial experience across countries and time periods.

1.5 ENTREPRENEURSHIP POLICY MATTERS

Applying the Eclectic Theory of entrepreneurship to these four countries
has generated several new and important insights into both the prevalence
and the determinants of entrepreneurship. In terms of the prevalence of
entrepreneurship, three of the countries exhibit a decline followed by a
revival. See Figure 1.1. This decline lasted until the mid-1970s for the U.S.,
the early 1980s for Germany, and the mid-1980s for the Netherlands. Seen
from the vantage point of the 1980s and perhaps even early 1990s, this may
have appeared to be a case of divergence across countries. However, an
important conclusion of this book is that what appear to have been
divergence, is, in fact, a process of convergence. All of these countries have
experienced first a decline, but then subsequently an upturn in the
importance of entrepreneurship. While the precise timing was different, the
similarities in terms of first decline, followed by an upturn, are striking.



8 Entrepreneurship: Determinants and Policy in a EU-US Comparison

The one outlier in this process is France. Like the other countries France
exhibited a decline in entrepreneurship going into the 1970s and 1980s.
However, unlike the other countries, the role of entrepreneurship continued
to decline into the late 1990s. Two hypotheses interpreting this trend can be
considered. The first involves divergence. Perhaps the long-term role of
entrepreneurship in France is simply different than in the other countries.
The second involves convergence and suggests that, as for the other
countries, the prevalence of entrepreneurship will begin to increase, but that
France had not yet hit the bottom of the trough by the turn of the century.

A second important insight involves the role of policy in generating
entrepreneurship. In all of the countries entrepreneurship policy can be
viewed as an instrument that evolved to create jobs, and to promote
international competitiveness, economic development and growth. Just as
entrepreneurship policies have been a response to unemployment and
stagnation, the upturn in entrepreneurial activity can be traced as a response
to the policies. Just as the Eclectic Theory shows that there are many ways in
which the level of entrepreneurship can be influenced, the country cases
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show remarkable evidence that different factors and forces shape the
entrepreneurial experience across countries and time periods. In all of the
countries entrepreneurship policy is used in different ways. However, the
role of institutions and culture is predominant. It is beyond the scope of this
introduction to provide a full comparison. To a certain extent, the typical
roles of the government policies in the four countries as well as the specific
cultural and institutional settings defy comparison.

The findings in the chapters dealing with the country cases show that, by
utilizing the framework provided by the Eclectic Theory, it is within the
grasp of policy makers of many highly developed economies to identify the
determinants of entrepreneurship in a particular country setting at a
particular point in time. This will be helpful in gauging the impact of various
policy instruments on the degree of entrepreneurial activity. Whether the
Eclectic Theory proves to be fruitful for other countries outside of Europe
and North America and under different settings remains a question to be
answered by similar research endeavors.
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2.1 INTRODUCTION

There is very little that generates consensus in the field of
entrepreneurship. When it comes to defining or measuring entrepreneurship,
scholars have proposed a broad array of definitions and measures (Hébert
and Link, 1989; Van Praag, 1999). Similarly, the origins and determinants of
entrepreneurship span a wide spectrum of theories and explanations (Brock
and Evans, 1989; Carree, 1997; Carree, Van Stel, Thurik and Wennekers,
2001; Gavron, Cowling, Holtham and Westall, 1998; OECD, 1998a).
Finally, the impact of entrepreneurship on economic development is
controversial (Baumol, 1990; Thurik, 1996; Audretsch and Thurik, 2000 and
2001; Carree, Van Stel, Thurik and Wennekers, 2001).

Despite the lack of consensus with respect to different aspects of
entrepreneurship scholars appear to agree that the level of entrepreneurial
activity varies systematically both across countries and over time (Rees and
Shah, 1986; Blanchflower, 2000; Blanchflower and Meyer, 1994; De Wit
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and Van Winden, 1989). In terms of the impact of entrepreneurship, the
influential Employment Outlook of the OECD recently concluded that,
“Self-employment has become a significant source of job growth in many
OECD countries. In several it has recently grown considerably faster than
civilian employment as a whole – notably in Canada and Germany. The
recent picture contrasts with the 1970s, which saw the share of self-
employment in total employment fall in the majority of countries. Self-
employment is also an important source of entrepreneurship and small
business growth – bringing with it a potential for longer-term employment
growth” (OECD, 2000, p. 155).

Scholars also tend to agree that the 1970s served as a turning point, when
entrepreneurship rates reversed their long-term downward trend (Blau, 1987;
Acs and Audretsch, 1993; Acs, Carlsson and Karlsson, 1999; Carree and
Thurik, 2000a; Carree, Van Stel, Thurik and Wennekers, 2001). This sudden
and pervasive shift has perplexed the community of scholars as well as
policy makers. Since the beginning of the twentieth century large
corporations were seen as the sole and most powerful engine of economic
and technological progress. The large corporation was thought to have both
superior production efficiency as well as innovative efficacy. The continuous
decline in the number of small firms in the Western economies and the
alleged successes of the Eastern European centrally planned economies,
combined with the impressive domination of American corporate giants,
such as IBM, U.S. Steel and General Motors, reinforced these conclusions.
As Teece (1993) and Chandler (1990) emphasize, the exploitation of
economies of scale and scope were considered to be the driving force of
economic development. The post-war era was characterized by relatively
well-defined technological trajectories, stable demand, and seemingly clear
advantages of diversification. Audretsch and Thurik (2001) characterize this
period as one where stability, continuity and homogeneity were the
cornerstones they label as the ‘managed economy’. Small business was
considered to be a vanishing breed. Preserving small business had more to
do with democratic and political values than with economic efficiency.

In fact, as the fall of the Berlin Wall made clear, the centrally planned
eastern economies, built around economic concentration and the exploitation
of scale economies, failed and ultimately disappeared. But times have also
changed for the Western economies. Large firms have been subjected to
waves of downsizing and restructuring and entrepreneurship has been (re)-
discovered (Carree, 1997; Gavron, Cowling, Holtham and Westall, 1998;
Thurik, 1999; Wennekers and Thurik, 1999). In the 1980s, careful
systematic empirical evidence documented the shift in economic activity that
was taking place away from large firms to small, predominantly young
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enterprises. While it is clear that such a shift has taken place, it is less clear
why and what the implications are. The goal of this chapter is to provide new
insights into the resurgence of entrepreneurship in the Western world. In
Section 2.2 we first discuss the complex and multi-dimensional phenomenon
of entrepreneurship and its consequences for measurement. In Section 2.3
we present a new analytical framework for conceptualizing the underlying
entrepreneurial forces. Section 2.4 outlines demand side issues, such as
technology, globalization, economic development and industrial structure.
Section 2.5 presents key supply-side factors, including population growth
and density, age structure, immigration, women participation, unemployment
and income levels and disparity. Section 2.6 covers the individual decision
making process whereby opportunities, resources, abilities, personality
characteristics and preferences are the input factors of a person’s risk-reward
profile. Section 2.7 discusses the role of a possible discrepancy between
actual and equilibrium rates of entrepreneurship. Section 2.8 addresses the
role of government intervention through linking policy to the other
determinants of entrepreneurship. Section 2.9 explains the pervasive
influence of culture and Section 2.10 provides a conclusion.

2.2 DEFINITIONS AND MEASUREMENT OF
ENTREPRENEURSHIP

Comparing the level of entrepreneurship across nations is difficult for
several reasons. First, there is no generally accepted definition of
entrepreneurship (OECD, 1998a; Van Praag, 1999; Lumpkin and Dess,
1996; Bull and Willard, 1993). Entrepreneurship is a multidimensional
concept, the definition of which depends largely on the focus of the research
undertaken. An entrepreneur can fulfil different functions (Fiet, 1996).
Hébert and Link (1989) distinguish between the supply of financial capital,
innovation, allocation of resources among alternative uses and decision-
making. They use the following definition of an entrepreneur which
encompasses the various functions: “the entrepreneur is someone who
specializes in taking responsibility for and making judgmental decisions that
affect the location, form, and the use of goods, resources or institutions”
(Hébert and Link, 1989, p. 213). Wennekers and Thurik (1999) give an
alternative (more ‘Schumpetarian’) definition in which they focus on the
perception of new economic opportunities and the subsequent introduction
of new ideas in the market. These definitions from the world of economics
differ from those in the management world. In their description of the
difference between entrepreneurs and managers, Sahlman and Stevenson
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(1991, p. 1) use the following definition: “entrepreneurship is a way of
managing that involves pursuing opportunity without regard to the resources
currently controlled. Entrepreneurs identify opportunities, assemble required
resources, implement a practical action plan, and harvest the reward in a
timely, flexible way”.

Second, and related to the first argument, measurement and comparison
of the level of entrepreneurship for different time periods and countries is
complicated by the absence of a universally agreed upon set of indicators
(OECD, 1998a). One can have a ‘static’ or a ‘dynamic’ perspective
(Wennekers, 1997, p. 185). The so-called self-employment or business
ownership rate is an important static indicator of the level of
entrepreneurship (EIM/ENSR, 1995). In this study we will use the terms
business ownership and self-employment as equivalent to entrepreneurship.
The term self-employment refers to people who provide employment for
themselves as business owners rather then seeking a paid job. Alternatively,
the focus can be on the number of small- and medium-sized enterprises in a
country. On the other hand, the dynamic perspective focuses on the so-called
nascent and start-up activity, as well as on the net entry rate and the
turbulence rate (total of entry and exit).

In the static perspective of self-employment and business ownership two
definitions can be distinguished (EIM/ENSR, 1995). The first definition
refers to people leading an unincorporated business. These people usually
draw no salary but use the profits of the enterprise to cover personal
expenses. They have full personal liability for the conduct of the business.
The second definition concerns owner-managers who gain a share of the
profits as well as a salary from an incorporated business. These
entrepreneurs run a risk equal to his/her share of the invested capital in the
business.

In some countries, e.g., France, the Netherlands and the United Kingdom,
only the first category is considered self-employed, whilst in others, e.g.,
Germany, Denmark, Ireland, Portugal and Spain, the second category is also
included in self-employment statistics. For the present study use is made of a
harmonized database including entrepreneurship figures for 23 OECD
countries for the period 1972-1998 (Thurik, 1999; Audretsch, Carree, Van
Stel and Thurik, 2000). Within this data set entrepreneurship is defined
broadly, including the owners of both incorporated and unincorporated
businesses, but excluding the so-called unpaid family workers and wage-
and-salary workers operating a side-business as a secondary work activity as
well as business owners in the agricultural sector.

Table 2.1 shows that the countries with the lowest rate of
entrepreneurship are Luxembourg, Denmark, Norway, Austria, Sweden and
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Finland. For these countries, several of which are Scandinavian, the rate of
business ownership is below 8.5 percent in 1998.1 By comparison, the
weighted sample average in 1998 is approximately 11 percent. By contrast,
in four countries, Greece, Italy, Portugal and Australia, the business
ownership rate exceeds 15 percent. Note that the majority of these countries
is Mediterranean.2 Taken as a whole the number of business owners in the 23
countries grew from about 29 million in 1972 to about 45 million in 1998.
The proportional growth of the labor force has been lower in this period so
that the rate of business ownership increased from 10 percent to 11 percent.

Clearly, the United States is the country with the highest number of
business owners: about 32 percent of the total 45 million business owners in
the 23 countries in 1998 are situated within the United States, about the same
percentage as in 1984. Countries that increased in business ownership rate
by more than 3 percentage points in the period of 1984 through 1998 include
Ireland, Canada, New Zealand, Portugal and Iceland. The former three
countries experienced a growth of the business ownership rate in the period
prior to 1984. There are four countries suffering a decline in the business
ownership rate in both periods: Denmark, France, Luxembourg and Norway.
Although Japan only had a decline in business ownership in the second
period (1984-1998), this decline is particularly noteworthy since its share in
total business owners dropped from more than 20 percent in 1972 to
15 percent in 1998.

Focusing on enterprises instead of business owners SMEs can be defined
as all private enterprises (excluding agriculture, hunting and fishing)
employing less than 250 employees.3 Harmonized data for the European
Union are available from 1988 onwards (KPMG/ENSR, 2000, p. 16), but for
individual countries longer time series based on national definitions may
exist. Several size-classes can be distinguished: micro enterprises (less than
10 employees, including self-employed without employees); small
enterprises (10-49 employees) and medium-sized enterprises (50-249
employees).

Data of dynamic indicators of entrepreneurship are scarce. Recently for
the Netherlands, the USA, the UK and Germany harmonized data for entry
and exit in the period from 1972 through 1997 have been collected. For
individual countries longer time series based on national definitions may
exist.
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When measuring entrepreneurship it is possible to identify several
(additional) aspects of entrepreneurship, however these are beyond the scope
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of the current study. They include gender, ethnicity, part-time
entrepreneurship as a primary occupation and having a side-business as a
secondary work activity, unpaid family workers and intrapreneurship.
Regarding the last dimension it can be said that entrepreneurial activity not
only takes place in small firms, but that it can also be present in large
organizations. Entrepreneurship not only occurs in the form of small firms,
but also in the form of corporate entrepreneurship, new ideas and
responsibilities implemented in existing organizations (Stopford and Baden-
Fuller, 1994; Wennekers and Thurik, 1999).

2.3 DETERMINANTS OF ENTREPRENEURSHIP:
A FRAMEWORK

The present study deals with the factors determining the level of
entrepreneurship. A broad range of determinants explains the level of
entrepreneurship, including economic and social factors. Moreover, it is
generally accepted that policy measures can influence the level of
entrepreneurship (Storey, 1994 and 1999; EZ, 1999). The government can
exert influence on entrepreneurship in different ways; directly through
specific measures and indirectly through generic measures. For example,
when stipulating a competition policy, the government can influence the
market structure and (indirectly) the number and type of entrepreneurial
opportunities. In this section a framework is presented for understanding the
various influences of policy measures on entrepreneurship. In the succeeding
sections this framework will be developed in more detail.

Several studies have been conducted to assess and explain the level of
entrepreneurship (Reynolds, Hay and Camp, 1999; EIM/ENSR, 1996;
Carree, Van Stel, Thurik and Wennekers, 2001; Acs, Audretsch and Evans,
1994). Capturing the concept of entrepreneurship is difficult due to the
diversity of statistical definitions and theoretical perspectives. The
determinants of entrepreneurship can be categorized according to the
disciplinary approach, the level of analysis, the discrimination between
demand and supply factors and a distinction between influences on the actual
and equilibrium rate of entrepreneurship.

Discussion of the determinants of entrepreneurship cannot be confined to
one discipline; psychology studies have focused on motives and character
traits of (potential) entrepreneurs, sociological studies have focused on the
(collective) background of entrepreneurs (margination theory), economic
studies have focused on the impact of the economic climate, including
scarcity and opportunity costs and yields, and technological developments
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on entrepreneurial activity and the demographic perspective focuses largely
on the impact of the demographic composition on entrepreneurship. From a
regulatory perspective, the government can influence entrepreneurship both
directly through support policies or establishment legislation and indirectly
through policies not directly aimed at influencing the level of
entrepreneurship (De Koning and Snijders, 1992; Storey, 1994 and 1999;
KPMG/ENSR, 2000; Audretsch and Thurik, 2001).

The determinants of entrepreneurship can also be studied according to
level of analysis. A distinction can be made between the micro, meso and
macro level of entrepreneurship. The objects of study tied to these levels of
analysis, are the individual entrepreneur or business, sectors of industry and
the national economy, respectively. Studies at the micro level focus on the
decision-making process by individuals and the motives of people to become
self-employed. See Blanchflower (2000) for a review of studies. Research
into the decisions of individuals to become either wage- or self-employed
focuses primarily on personal factors, such as psychological traits, formal
education and other skills, financial assets, family background and previous
work experience (Van Praag, 1996; De Wit and Van Winden, 1991; Evans
and Leighton, 1989b). Studies at the meso level of entrepreneurship often
focus on market-specific determinants of entrepreneurship, such as profit
opportunities and opportunities for entry and exit (Bosma, Zwinkels and
Carree, 1999; Carree and Thurik, 1996). The macro perspective tries to
aggregate the arguments at the micro and meso level and focuses on a range
of environmental factors, such as technological, economic and cultural
variables (Noorderhaven, Wennekers, Hofstede, Thurik and Wildeman,
1999; Carree, Van Stel, Thurik and Wennekers, 2001) as well as government
regulation (OECD, 1998a). The present study focuses mainly on the country
level of analysis, but attempts to explicitly link the country level to the
individual level.

The level of entrepreneurship in a particular country can be explained
making a distinction between the supply side (labor market perspective) and
the demand side (product market perspective; carrying capacity of the
market) of entrepreneurship (Bosma, Zwinkels and Carree, 1999). Elsewhere
this distinction is sometimes referred to as that between push and pull factors
(Vivarelli, 1991). The demand side of entrepreneurship represents the
opportunities for entrepreneurship. It can be viewed from a consumers’ and a
firms’ perspective. Within the first perspective, diversity of consumer
demand is important. The greater this diversity, the more room is created for
(potential) entrepreneurs. Within the second perspective, focus is on the
industrial structure (sector structure, outsourcing, networking). The
opportunities are influenced strongly by technological developments and
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government regulation. The supply side of entrepreneurship is dominated by
the characteristics of the population, i.e., demographic composition. Key
elements are the resources and abilities of individuals and their attitudes
towards entrepreneurship, i.e., preferences. The cultural and institutional
environment influences the supply side of entrepreneurship.

When studying the impact of different factors on entrepreneurship it is
important to distinguish between the actual rate of entrepreneurship resulting
from the short-term balance of supply and demand, and a long-term
equilibrium rate determined by the state of economic development, i.e.,
technology, market structure.

Since the determinants of entrepreneurship can be studied from different
perspectives, a framework to explain the role of the government is presented
that incorporates different disciplinary approaches, levels of analysis, a
distinction between the demand and supply side and a distinction between
the actual and ‘equilibrium’ level of entrepreneurship. These distinctions are
depicted in Figure 2.1. The framework refers to both the decisions of
individuals to start up a firm and the decisions of incumbent firm owners to
remain in business or to exit.

The process by which the actual rate of entrepreneurship (E) is
established involves both macro and micro components. At the demand side,
entrepreneurial opportunities are created by the market demand for goods
and services, whereas the supply side generates (potential) entrepreneurs that
can seize the opportunities provided they have the resources, abilities and
preferences to do so. Moreover, personality characteristics need to be in line
with the entrepreneurial opportunity. The entrepreneurial decision, i.e.,
occupational choice, is made at the individual level, taking into account
entrepreneurial opportunities and resources, ability, personality traits and
preferences of the individual.4 This distinction between environmental
(macro) and individual (micro) characteristics is made also in the OECD
Employment Outlook (2000) where it is argued that self-employment
depends upon conditions as well as skills and spirit of the (potential)
entrepreneur.5 In the present study on the one hand we identify external
resources, such as financial and technological resources and human contacts
within networks. On the other hand we distinguish between different internal
characteristics of the individual: ability, personality traits and preferences,
i.e., values and attitudes, influencing the occupational decision.

An individual’s risk-reward profile6 represents the process of weighing
alternative types of employment and is based on opportunities
(environmental characteristics), resources, ability, personality traits and
preferences (individual characteristics).7
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The occupational choices of individuals are made on the basis of their
risk-reward profile of entrepreneurship versus that of other types of
employment, i.e., wage employment or unemployment. At the aggregate
level these occupational choices materialize as entry and exit rates of
entrepreneurship. Weighing alternative types of employment people can
trade in their wage jobs (or unemployment) for self-employment, i.e., entry
into entrepreneurship, they can remain within the type of employment they
are currently in or they can decide, either voluntarily or involuntarily, to exit
from self-employment. Entry and exit can also impact the risk-reward profile
of entrepreneurship. This is often referred to as the ‘demonstration effect’,
where the mere gulfs or dynamics of entry and exit influence the (perceived)
attractiveness of self-employment, independent of existing opportunities and
individual characteristics. If many people enter self-employment other
people may be signaled and persuaded to start their own business without
taking into consideration the possibilities and the financial and/or intellectual
capital needed to successfully launch a business.

Together, both static and dynamic occupational decisions determine the
actual level of entrepreneurship (E).8 The actual rate of entrepreneurship
may deviate from the ‘equilibrium’ rate of entrepreneurship (E*) that can be
viewed as a long-term equilibrium rate resulting from demand-side forces,
such as technological developments and changes in the market structure
(Carree, Van Stel, Thurik and Wennekers, 2001). This ‘disequilibrium’
(E-E*) can be restored either through market forces or government
intervention. On the one hand the discrepancy between the actual and the
optimal rate of entrepreneurship is expressed through a surplus or lack of
entrepreneurial opportunities, leading to entry and exit of entrepreneurs,
respectively. On the other hand, the government can try and link the actual
and ‘equilibrium’ rate of entrepreneurship through intervention.9

Policy intervention in the economic process should take into account both
environmental conditions and individual characteristics (OECD, 2000) and
can work through the different components of Figure 2.1. Policy measures
and institutions may influence either the key determinants in the individual
decision making processes, and in that way indirectly co-determine business
ownership, or the mechanism itself, i.e., the manner in which these variables
determine the decisions with respect to business ownership. Government
policies dealing with the (de)regulation of entry and privatization or
collectivization of many services and utilities influence opportunities to start
a business (see arrow G1 in Figure 2.1). The supply of future entrepreneurs
and their characteristics can be influenced, albeit to a small extent, through
immigration policy (G2). Resources and abilities, i.e., skills and knowledge,
of individuals can be influenced through education, promoting the
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availability of capital, i.e., development of the (venture) capital market or
financial support, and provision of information, through consulting or
counseling (G3). Preferences of individuals are more difficult to influence.
To a large extent, they are determined by cultural background and as a result
are difficult to modify (OECD, 2000). The government can try to influence
individual preferences by fostering an entrepreneurial culture. This can be
done using the educational system and the media (G4). Moreover, fiscal
incentives, subsidies, labor market regulation and bankruptcy legislation co-
determine the net rewards and the risks of the various occupational
opportunities (G5).

The subsequent six sections will focus on the basic six elements of the
above framework (demand side, supply side, individual decision making,
actual and equilibrium rates, government intervention and culture).

2.4 DEMAND SIDE

2.4.1 Introduction

Discrimination between demand and supply factors is customary when
explaining the level of entrepreneurship (Blanchflower, 2000; Storey, 1994,
Chapter 2). Whereas the entrepreneurial decision is made at the individual
level, supply and demand factors relate to a higher level of aggregation. The
supply and demand side create conditions for the entrepreneurial decision
made at the individual level. The demand side creates entrepreneurial
opportunities through the market demand for goods and services, whereas
the supply side provides potential entrepreneurs that can act upon the
opportunities. The demand for entrepreneurship is determined by a
combination of factors, including the stage of economic development,
globalization and the stage of technological development. These factors
influence the industrial structure and the (diversity in) market demand
leading to opportunities for entrepreneurship. See Figure 2.2. The demand
side factors are highly interrelated and can be considered, to a certain extent,
general factors that apply to all countries. The supply of entrepreneurship is
determined by the size and composition of the population, including age
structure, population density and the urbanization rate, the number of
immigrants and the proportion of women in the population or in the labor
market. The supply side is dealt with in Section 2.5.
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2.4.2 Technological Development

A two-way relationship is assumed between technological advancement
and entrepreneurship; on the one hand technological developments are often
considered to be the driving force in the demand for entrepreneurship
(Wennekers and Thurik, 1999), whereas, on the other hand, small firms are
expected to play an important role in the development and spread of
innovation (OECD, 1996). Moreover, while influencing entrepreneurship,
technological development is assumed to interrelate with other demand side
factors.

Contemporary technological developments, such as the application of
information technology, seem to favor small-scale production through
cheaper capital goods, a decreasing minimum efficient scale and possibilities
for flexible specialization (Piore and Sabel, 1984; Carlsson, 1989; Loveman
and Sengenberger, 1991). Moreover, recent advances in information
technology have created better access to information and communication
devices that may facilitate small business ventures and enhances the
competitiveness of established small businesses. The (marginal) costs of
transforming information across geographic space have dramatically
decreased. Information can be transferred through email, fax machines, and
cyberspace (Audretsch and Thurik, 2000 and 2001). As a consequence,
market-based coordination is cheaper relative to internal coordination,
leading to a decline in firm size and diversification (Jovanovic, 1993).
Additionally, technological advancements have induced a reallocation of
resources towards new products, leading in turn to a more intense demand
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for entrepreneurship (Casson, 1995). Hence, the number of products in an
early stage of their product life cycle may be expected to increase.
Moreover, it is known that the number of firms tends to rise strongly in the
early stages of the product life cycle (Klepper, 1996; Carree and Thurik,
2000b; Klepper and Simons, 1999). Many successful new businesses are
often found within high technology sectors, such as the computer industry
and biotechnology (Krugman, 1991; OECD, 1998a).

Technological developments lead to more dynamism in the economy, as
expressed by shorter product life cycles. As a consequence less advantage
can be obtained from economies of scale, thus favoring small businesses.
Moreover, economic dynamism entails risks that can be better absorbed by
small businesses that easily adapt to new situations than static large
businesses caught in their technological paradigm.

Next to these positive effects of technological developments on the level
of entrepreneurship a negative effect can be distinguished. Technological
developments can create barriers to entry for new firms entering specific
markets as a result of high R&D costs (EIM/ENSR, 1993 and 1996).

Technological developments can impact the level of entrepreneurship
indirectly through globalization and economic development. Technological
developments, such as information and communication technology and the
advent of cyberspace, have resulted in information exchange and
communication without boundaries. Moreover, technological developments
lead to higher levels of prosperity.

2.4.3 Globalization

The impact of globalization on the level of entrepreneurship is not
straightforward and can be both negative and positive. Globalization
involves the integration of world markets and offers opportunities for
exploiting scale. Moreover, globalization involves the disappearance of trade
barriers, creating new opportunities for all firms, either large or small. As a
consequence, increasing competition in international markets may have a
negative impact on the survival rates of (small) businesses.

On the other hand, the risk of variability in sales caused by the increased
international competition and the volatility in exchange rates, can be better
absorbed by small firms adopting production technologies that permit them
to adapt quickly to changes in market demand (Carree, 1997). The latter
argument reveals the interrelationship between globalization and information
technology. Globalization creates opportunities for small firms, provided
that entrepreneurs use other or new (production) technologies, whereas
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information technology developments enable globalization (Audretsch and
Thurik, 2000).

Additionally, the increase in international competition and the increase in
cross-cultural influences, through which globalization expresses itself, has
made people aware of the existence of other cultures and their characteristics
through the nature and type of products and services offered. This exposure
of people to foreign products, making people aware of available consumer
goods from all over the world, has created new ‘global’ wants and needs and
accordingly more diverse consumer demands. Particularly in the last decades
there has been an increased diversification of consumer preferences and an
increased demand for tailor-made and individualized goods and services.
Next to the process of globalization, expressing itself through an increase in
international competition and cross-cultural influences (Acs, Audretsch and
Evans, 1994) this demand for variety can be attributed to an increasing
prosperity (Jackson, 1984). An increasing prosperity creates preferences for
goods and services fulfilling higher needs. Accordingly, a large number of
niches has been created, offering opportunities to new entrepreneurs
(Wennekers, 1997). Many specialty companies have entered the market
place. Moreover, flexible specialization enables small firms to respond
adequately to a change in consumer demands (Loveman and Sengenberger,
1991).

2.4.4 Economic Development

In the previous sections economic development was not explicitly
discussed as a determinant of entrepreneurship, although it probably has a
strong indirect influence through other determinants.10 The impact of
economic growth on the level of entrepreneurship is however ambiguous. It
appears that economic growth can either have a positive or a negative impact
on the level of entrepreneurship, depending on the stage of economic
development and on the intermediate factors through which economic
growth exerts influence on entrepreneurship.

Various studies argue that economic development is accompanied by a
decrease in the self-employment rate (Kuznetz, 1966; Schultz, 1990;
Bregger, 1996). This decrease has been persistent since the Middle Ages;
economic activity moved away from families towards factories (The
Economist, 1999). Several arguments have been brought forward supporting
a negative impact of economic growth on the level of self-employment
(Carree, Van Stel, Thurik and Wennekers, 2001). Economic development is
accompanied by an increase in wage levels and often by an improved system
of social security. Rising real wages raise the opportunity costs of self-
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employment and thus make wage employment more attractive (EIM/ENSR,
1996). Fewer people are willing to leave ‘secure’ jobs as wages increase
with economic development (Iyigun and Owen, 1988). Marginal
entrepreneurs may be induced to become employees and this pushes up the
average size of firms (Lucas, 1978). Moreover, higher wages stimulate
enterprises to work more efficiently, leading to the use of economies of
scale.

On the other hand it is observed that, since the 1970s, per capita income
has a positive impact on the self-employment rate in most developed
countries (Storey, 1999, p.26; Carree, Van Stel, Thurik and Wennekers,
2001). There are arguments that support this positive impact of economic
growth on the level of entrepreneurship (Carree, Van Stel, Thurik and
Wennekers, 2001). Recent economic development often is accompanied by
the emergence of new industries. Small firms have a relative innovative
advantage in high innovative industries (Acs and Audretsch, 1987). New
technologies have reduced the importance of scale economies in many
sectors and small firms are no longer at a disadvantage. Moreover, small
firms are well equipped to implement technological advances (Carlsson,
1989). Increasing wealth leads to higher consumer needs. The demand for a
variety of products and services increases and small firms are well equipped
to supply these new and specialized goods. Moreover, a higher level of
prosperity may lead to higher personal needs, as argued by Maslow. The
higher need of self-realization is likely to be better fulfilled through self-
employment11 than working in routinized teams. The employment share of
the service sector increases with per capita income and the service sector is
characterized by small firm size, thus creating opportunities for
entrepreneurship (EIM/ENSR, 1997).12

Technological developments and the increase in prosperity jointly effect
entrepreneurship. Increasing prosperity leads both to a more differentiated
demand for goods and services (more luxurious products) and a demand for
new goods and services. Regarding the latter, technological developments
create a supply in new goods and services and the joint effect of the supply
and the demand for these new products leads to more entrepreneurship.
However, the causality between the demand and supply of new goods and
services is not clear. On the one hand, technological developments can lead
to the supply of new goods and services and the mere exposure of people to
these new products can lead to the creation of new wants, as existing goods
and services can no longer satisfy consumers. On the other hand, increasing
prosperity gives people the means to buy more and differentiated (new)
goods. The increasing wealth and the demand of people for new goods then
creates incentives for businesses to fill these market niches. Technological
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developments enable small business owners to react to the newly created
consumer demands.

2.4.5 Industrial Structure

The Service Economy

The increase in prosperity, accompanying economic development, has
affected the industrial structure of the Western world. Generally, several
stages of economic development are distinguished that are each
characterized by different levels of self-employment (Acs, Audretsch and
Evans, 1994). In the first stage, the economy specializes in the production of
agricultural products and small-scale manufacturing. In this stage there are
high levels of self-employment. In the second stage, the economy shifts from
an agricultural towards a more manufacturing oriented economy. This stage
is characterized by increasing firm scale. In the third stage the economy
shifts from manufacturing towards services, offering new opportunities for
small-scale production.13 At present, countries in the Western world
experience an increase in the number of firms in the service sector. Most
services are characterized by a relatively small average firm size, creating
opportunities for self-employment (EIM/ENSR, 1997). The service sector is
characterized by low initial capital requirements, thereby minimizing
barriers to entry and making start-up easy.

Outsourcing and Spin-Offs

In the 1970s the credo was “big is beautiful”. Industrialization and
economic development were attributed to large businesses, exploiting
economies of scale through mass-production. As of the 1980s, partly as a
result of a structural crisis, large enterprises have started concentrating on
core competencies and outsourcing. Increasingly, companies are contracting
out non-core activities, such as cleaning, security and catering. The tendency
of large firms to externalize activities not belonging to their core business or
that are considered less profitable or more risky, creates opportunities for
entrepreneurship, stimulating start-ups of both subsidiaries and new
enterprises (Suarez-Villa, 1998). Closely related to outsourcing, the number
of corporate ventures, spin-offs and divestments have also increased
(Wennekers and Thurik, 1999). When uncertainty is high and information is
imperfect, market exchange tends to be more efficient than intra-firm
transactions. In a world dominated by a high degree of certainty and
predictability of information, transactions within firms tended to be more
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efficient than market exchange. This is consistent with the well-documented
increase in both vertical integration and conglomeration during the post-war
period (Chandler, 1977). In the last twenty years, both of these trends have
been reversed (Carlsson, 1989). Carlsson and Taymaz (1994) show that the
decrease of vertical integration and conglomeration since the mid-1970s is
accompanied by a decrease in mean firm size.

Clustering and Regional Development

Clusters, i.e., corporate relationships, involve various levels of
commitment between large enterprises and small businesses. Clusters are
geographically agglomerated industries, i.e., a high density of business
activity, resulting in ideas and both cooperation and competition between
businesses (Audretsch and Thurik, 2001). Moreover, clusters are
characterized by the focus on one particular industrial activity and the fact
that many small firms specialize in different phases of the production
process (OECD, 1996).

These regional industries can foster entrepreneurship in different ways.14

Within clusters R&D is often undertaken, leading to new ideas and
innovations. High technology developments are often better supported by a
group of cooperating businesses than by one or several large businesses
because of the opportunities to trade tacit knowledge within the cluster
(through cooperation). The coordination in a cluster is in between internal
and external coordination; it has the advantages of internal coordination, i.e.,
facilitating the trading of tacit knowledge, without the disadvantages of
external coordination, i.e., high transaction costs. Moreover, informational
advantages and accomplished technological developments in clusters create
opportunities for small businesses. Often clusters produce spin-off firms that
try to put innovative ideas into practice. Large businesses usually do not
want to take the risks associated with the investment and marketing of
innovative products, as these ventures tend to be costly and organizational
challenging. Moreover, not only clusters that deal with high technology
products and developments can stimulate new venture developments.
Informal networking and relationships in general can impact the level of
entrepreneurial activity (OECD, 1998a). This type of interaction between
businesses is possible through the proximity of similar or like-minded
industries or through fair trades and conferences, diffusing and sharing
knowledge and practicing innovative ideas (Audretsch and Thurik, 2001).

As Griliches (1992) has pointed out, knowledge spillovers come from
different people working on similar things. Empirical evidence supports
Griliches’ conjecture in identifying that knowledge spillovers are promoted
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in clusters of economic activity (Audretsch and Feldman, 1996; Audretsch
and Stephan, 1996). Thus, cooperation between individuals as well as
between different firms generates the spillover of knowledge and new ideas.
There is a large incentive for individuals and firms to interact co-operatively
to create and explore new ideas that would otherwise remain undiscovered.

At first sight the mere proximity of small businesses in clusters does not
directly affect the level of entrepreneurship in a country. Clustering impacts
entrepreneurship through the creation of opportunities for new ventures
instead of through attracting established small businesses. However, when
looking more carefully, clusters enhance the competitiveness of established
small businesses and thereby influencing the survival rate of these
businesses. Clustering thus can have impact on the level of entrepreneurship
through both entry and exit.15 Informational advantages and the
accomplished technological developments in clusters create opportunities for
small businesses (entry) and increase the competitiveness of established
small businesses (exit). Clustering is an essential phenomenon of the ‘new
economy’.

2.5 SUPPLY SIDE

2.5.1 Introduction

The extent to which a certain population produces (potential)
entrepreneurs depends on its characteristics, such as growth and spatial
dispersion, demographic composition, and the level and disparity of income.
In the context of the present framework the dispersion of the population is
expressed through population density and urbanization rate and population
composition by the age structure, the proportion of immigrants and women.
These supply side factors have consequences for the likelihood of the
population to become self-employed and are dealt with in the following
sections.

2.5.2 Population Growth

The pace of population growth has important consequences for the level
of self-employment in a country (Bais, Van der Hoeven and Verhoeven,
1995). Countries that are characterized by a rapidly expanding population
and work force are found to have a growing share of self-employed people in
the work force, whereas countries experiencing low population growth are
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found to have a diminishing share of entrepreneurs in the labor force (ILO,
1990). However, it may not be population growth itself that is a determining
factor of self-employment. Population growth can be due to natural growth,
i.e., the balance of births and deaths, or to immigration. Population growth
may thus involve a growing share of ethnic minorities. Ethnic origin is
known to influence the choice between self-employment and paid labor
(Storey, 1994). Population growth may also be accompanied by a downward
pressure on wages, lowering the opportunity costs of self-employment.
Moreover, population growth will create a future increasing demand for
goods and services. Expectations of potential entrepreneurs of future
entrepreneurial opportunities are likely to stimulate start-ups (Reynolds, Hay
and Camp, 1999).16

2.5.3 Population Density and Urbanization Rate

Evidence is mixed regarding the impact of population density, expressed
through the urbanization rate, on the level of entrepreneurship. On the one
hand, urban areas with high population density are able to support the
growth of entrepreneurial activity because of market proximity and a
business infrastructure (Brüderl and Preisendörfer, 1998). In addition,
research centers and universities, often situated within urban areas, can offer
an educated work force and access to innovational processes and/or
products. Moreover, the establishment of businesses in a certain area is
likely to attract other businesses because of the opportunities of cooperation,
spillover effects and the ‘signaling effect’17 (Audretsch and Fritsch, 2000;
OECD, 1998a, Chapter 6). High population density in urban regions may be
an important reason for the existence of small business in urban areas and
the startup of new businesses (Reynolds et al., 1994; Storey, 1994). On the
other hand, population density and urbanization can lead to the pursuit of
economies of scale, enabling firms to produce more (efficiently) for the
customers that are abound. Moreover, thinly populated areas with many
dispersed small villages often have many small retail stores, indicating that
population density can have a negative effect on the level of business
ownership (Bais, Van der Hoeven and Verhoeven, 1995).

2.5.4 Age Structure of the Population

The age structure of the population can have both a direct and indirect
impact on the level of entrepreneurship. The direct effect implies that people
of a certain age are often considered more likely to start a business. Peters,
Cressy and Storey (1999) found evidence that on average younger people are
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less likely to be(come) self-employed. Several publications show that the
probability of a person to become self-employed increases with age (Brock
and Evans, 1986; Evans and Leighton, 1989a; De Wit, 1991; Acs, Audretsch
and Evans, 1994). Evans and Leighton (1989a) show that relatively many
entrepreneurs start a business in their mid-thirties and that the average age of
an entrepreneur is over 40 years. Storey (1994) reports that people typically
start a business when they are between 25 and 40 years old. However,
recently some contrary evidence was assembled by Van Gelderen (1999),
who reports that so-called nascent entrepreneurship in the Netherlands is
most frequent among the age group between 25 and 34 years of age. It is
unknown whether this indicates an age effect or a generation effect.

At the macro-level contradictory evidence exists on the relationship
between age structure and entrepreneurship as well. Evans and Leighton
(1989a) find that a declining age of the population has a negative effect on
the level of self-employment, whereas Reynolds et al. (1999) report that
countries with more individuals in the age class of 25-44 years old have
more start-ups and that the presence of so-called ‘early career’ individuals is
an important determinant of the level of business start-ups.

Indirectly, age structure influences the level of entrepreneurship through
different intermediary factors, such as psychological and social
characteristics of the entrepreneur, financial resources, behavior and
networks or contacts. These factors all depend on the age of the entrepreneur
and co-determine entrepreneurship (Peters et al., 1999).

2.5.5 Immigration

The number of immigrants in a country can either have a direct or an
indirect impact on the level of entrepreneurship in a country. Indirectly,
immigration is assumed to have consequences for both population growth
and the age structure of the resident population because immigrant families
usually have a younger age structure and more children. This may be due
partly to religious and cultural values.

Next to the indirect impact of immigration, through demographic factors,
immigration can also have a direct effect on the number of self-employed
(Borooah and Hart, 1999; Bates, 1997). The tendency and/or ability to
become self-employed differs between native people and immigrants.
Immigration involves taking risks and this is also the case for
entrepreneurship. Immigrants are therefore considered to have an appropriate
attitude or set of mind to start a business. Moreover, entrepreneurial
activities of immigrants can be stimulated or constrained by specific factors
that do not apply to native people (EIM/ENSR, 1993). Ethnic minorities
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often have a backward position in society, because of difficulties with native
behavior, language and attitudes. The participation rate of ethnic minorities
in the labor market stays behind and, when they do participate, they are often
situated within the ‘secondary’ labor market occupations (SER, 1998). One
way for migrants to escape their backward position is to become an
entrepreneur.18

In a study by Clark and Drinkwater (2000) it is found however that
individuals who have difficulty with the language of the host country and
recent immigrants are less likely to be self-employed. This can be attributed
to the fact that these immigrants encounter more barriers in case of founding
a new venture or have more difficulty overcoming the barriers encountered
during the process of start up. Often they are not familiar with the necessary
start up procedures and there is a lack of trust on the part of other business
parties, such as investors and suppliers, who consider the lack of knowledge
of the home market, language and customs an important handicap for doing
business.

The argument that ethnic minorities are more likely to become
entrepreneurs than native people can be related to the margination theory,
stating the importance of an (negative) event, triggering the start-up of new
firms. According to this theory, the creation of an enterprise is not always
the result of a deliberate and intentional act or a result of rational decision
making. For most people, starting a business begins with the shattering of a
previous life pattern (Veciana, 1999). For individuals or people who are
unable to adapt to a social system, such as ethnic and migrant minority
groups, their marginal social position is a driving force to become self-
employed. Self-employment in this case is not only a means for earning a
living, it is also a way of obtaining recognition and social acceptance
(Veciana, 1999).

A high immigration rate can be reinforcing because a high number of
migrants in a certain area can stimulate migrants to create their own social
structure through setting up their own businesses, especially since native
entrepreneurs are less likely to sell foreign products and are often reluctant
to set-up a business in areas where immigrants abound (Van den Tillaart and
Poutsma, 1998). On the other hand, Clark and Drinkwater (2000) argue that
immigrants living in areas with a high percentage of their own ethnic group
are less likely to become self-employed as they are separated from native
values, norms and way of doing business complicating adjustment and
venture creation.

Next to the impact on the number of new ventures, immigration (ethnic
entrepreneurship) can exert influence on the exit rate of businesses. As
compared to native entrepreneurs ethnic business owners are more likely to
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start businesses in the service and retail sector, i.e., a sector that is
characterized by low entry barriers and high competition and accordingly
high failure rates. Moreover, ethnic entrepreneurs often have the tendency to
serve their own community with products and/or services from the country
of origin which can lead to supersaturation of the sector and excess failure
rates (Van den Tillaart and Poutsma, 1998).

2.5.6 Participation of Women

In the last few decades the participation rate of women in the labor
market has increased substantially in most countries in the Western world
(OECD, 2000; OECD, 1998b). This can be attributed to changing values and
attitudes towards working women and the resulting changes in behavior of
women. An increase in the participation rate of women does not necessarily
imply an increase in the number of female entrepreneurs. It does however
increase the likelihood of women to become self-employed. Whether an
increasing participation rate of women in the labor market has a positive or
negative impact on the number of entrepreneurs depends on the variable
against which the participation rate of women is measured. When focusing
on the female participation rate relative to the labor force, it can be said that
an increase in the participation rate of women has a negative impact on the
level of entrepreneurship. This can be explained by the fact that, although
the number of women business owners (as a percentage of the population)
has been increasing in most Western countries, working women show
substantially lower self-employment rates than working men (Bais, Van der
Hoeven and Verhoeven, 1995). When focusing however on the participation
rate of women relative to the population, it can be said that an increasing
female participation rate leads to more (female) entrepreneurs.

Female self-employment rates in developed countries are generally lower
than self-employment rates of men (OECD, 1998b). There is however
variation between countries with respect to the number of female
entrepreneurs that to a large extent can be attributed to differences in
institutional and cultural environment. As a consequence it is difficult to
make general and unambiguous inferences here.

The lower self-employment rates of women are often attributed to
different factors. Evidence is mixed on the difficulties women have with the
acquisition of financial capital to start a business (Verheul and Thurik,
2001). It is argued that they either have less financial capital of their own to
invest in a business because of discontinuous labor market histories or have
difficulties in accessing funds provided by formal financial institutions
(OECD, 1998b; Hisrich and Brush, 1987; Riding and Swift, 1990). Other
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studies, however, argue that female entrepreneurs have equal or even better
opportunities to raise financial capital than male entrepreneurs (Buttner and
Rosen, 1989; Rosa et al., 1994). An important factor complicating female
entrepreneurship is the combination of household and/or family
responsibilities, leading to time constraints for women business owners
(Loscocco, 1991). On the other hand, women are often attracted to self-
employment by the flexible time schedules it offers them (Buttner and
Moore, 1997; Brush, 1992).

In addition to their impact on the number of new ventures, women can
exert influence on the number of business failures. The impact of female
entrepreneurship on failure rates is ambiguous and difficult to assess. Several
studies argue that women-owned businesses are characterized by an inferior
performance and lower survival rates as compared to male-owned businesses
(Stigter, 1999; Du Rietz and Henrekson, 20001; Rosa et al., 1996).19 This
may be attributed to the business sector in which female entrepreneurs
engage and/or the time they spend running a business. Women are more
inclined to start a business in retailing and services, sectors with relatively
low capital investment, more possibilities for part-time entrepreneurship, and
a lower expected life span of firms (EIM/ENSR, 1996). Moreover, women
often have other activities next to their business, paid or unpaid, leading to
time constraints restricting their entrepreneurial activities (Stigter, 1999;
Bruce, 1999). Finally, women contribute to the diversity in the supply of
entrepreneurship because they have a different approach towards
entrepreneurship than men do (Verheul and Thurik, 2001). Female
entrepreneurs engage in different sectors and/or activities and have different
approaches towards managing the business. Diversity in supplied goods and
services leads, through selection by customers, to the survival of high quality
businesses. A higher number of female entrepreneurs may result in a
decreasing overall business failure rate, even when female-owned businesses
have a (slightly) lower survival rate.

2.5.7 Income Levels and Unemployment

There are conflicting hypotheses that explain the influence of the wage
rate on (changes in) the rate of self-employment. The first argues that if the
wage rate is high, the opportunity costs of self-employment are high. The
second refers to a high wage rate as an indicator of an affluent economy with
above average survival rates of small businesses, resulting in a high rate of
self-employment. Lastly, high-income levels, resulting from sustained high
wage levels, enable founders to raise start-up capital easily and at low cost.
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The same contradictory impact on self-employment is true for
unemployment, a variable closely related to the wage rate. When explaining
spatial variations in rates of new firm formation, Storey (1994, p. 69) argues
that: “…if unemployment is high, then more individuals would be prepared
to offer themselves for self-employment, because of the shortage of
alternative job opportunities. On these grounds high rates of, or increases in,
unemployment would lead to higher rates of new firm formation. Yet, high
rates of unemployment also reflect a lack of buoyancy in the economy,
perhaps a lack of ‘enterprise’ in the population, and therefore a shortage of
demand”. Unemployment thus appears to have consequences for both the
valuation of different types of employment and the number of
entrepreneurial opportunities created at the demand side.

At the macro level a high rate of unemployment can negatively impact
the level of entrepreneurship through suppressing effects on new ventures,
i.e., a decrease in the availability of business opportunities induced by a
depressed economy. Moreover, the failure rate of established businesses
rises because of low revenues (EIM/ENSR, 1996). On the other hand, at the
individual level, (the risk) of unemployment is likely to have a positive
effect on the level of entrepreneurship through the reduction of the
opportunity costs of self-employment. When there is little chance of finding
paid employment, unemployed people have no other option then becoming
self-employed (EIM/ENSR, 1996). Unemployment can be considered a push
factor (according to the margination theory) as it turns self-employment into
a necessity. Moreover, the duration of unemployment can enhance the need
for business ownership. The probability of becoming self-employed
increases with the unemployment duration.20

There is evidence for a two-way causation of the relationship between
unemployment and self-employment. On the one hand a high rate of self-
employment can lead to a high growth level of the economy as a whole and
to subsequent low levels of unemployment (Audretsch and Thurik, 2000;
Carree, Van Stel, Thurik and Wennekers, 2001).21 A low level of
unemployment can stimulate entrepreneurship because it is an indicator of a
thriving economy with ample opportunities for entrepreneurship (Audretsch
and Thurik, 1998).

2.5.8 Income Disparity

In addition to the level of income, income disparity can influence
entrepreneurship. Income disparity can impact the level of entrepreneurship
through both the supply and the demand side of entrepreneurship. At the
supply side high income disparity may push low wage earners and recipients
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of social security benefits into self-employment, because their opportunity
costs of entrepreneurship are relatively low. For poor people starting a
business is a necessity (Stanworth and Curran, 1973). A high income
disparity may also provide people at the other end of the income distribution
with the financial means to cover the risks associated with self-employment
and to start a viable business. At the demand side high-income disparity is
likely to cause a more differentiated demand for goods and services. People
with higher incomes will pursue more expensive (luxury) products in
addition to the basic-need-products, whereas people with lower incomes tend
to pursue less expensive goods and services.22 Generally it is assumed that
income disparity positively influences self-employment. Indeed, empirical
research by Ilmakunnas, Kanniainen and Lammi (1999), based on a cross-
section of approximately 20 OECD-countries, suggests that income
inequality positively influences the rate of self-employment. A study of
Bosma, Wennekers, De Wit and Zwinkels (2000) also provides evidence in a
time series study for the Netherlands.

Moreover, there may be a two-way causation in the relationship between
entrepreneurship and the disparity of income. On the one hand, income
disparity may stimulate entrepreneurship through both the supply and the
demand side. On the other hand, an upsurge of entrepreneurship may be
expected to increase the disparity of incomes. The uncertainty of
entrepreneurial success is high (many who start a business fail), but there are
also considerable chances “to hit it big”. Inequality will thus be particularly
high among the entrepreneurs themselves. OECD (2000, p. 169) provides
extensive empirical evidence supporting the argument that the income
distribution of the self-employed tends to be less equal than that of wage and
salary earners.

2.6 INDIVIDUAL DECISION MAKING

2.6.1 Introduction

So far, we have concentrated on the determinants of entrepreneurship
from the perspective of the macro level. Demand and supply factors are also
inputs for individual occupational choice. In the present study it is argued
that demand side factors lead to entrepreneurial opportunities and that supply
side factors shape the individual characteristics of (potential) entrepreneurs.
Resources, ability, personality characteristics and preferences are the main
inputs for assessing and weighing the risks and rewards of entrepreneurial
opportunities versus those of alternative occupational opportunities. We will
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not go into a detailed listing of opportunities, resources, abilities, personality
traits and preferences. For this information we refer to the extensive
literature on (micro-level) determinants of entrepreneurship (Blanchflower
and Oswald, 1998; Blanchflower and Meyer, 1994; Evans and Jovanovic,
1989; De Wit, 1993; Van Praag and Van Ophem, 1995; Storey, 1994; Birley
and Westhead, 1994; Reynolds, Miller and Maki, 1995). However, the
individual decision making process and its components will be briefly
discussed to illustrate how and when an entrepreneurial decision is made.

2.6.2 Opportunities and Individual Characteristics

Demand and supply side factors create conditions for the entrepreneurial
decision at the individual level. These conditions consist of opportunities,
‘external’ resources and ‘internal’ individual characteristics. The latter
include ability, personality characteristics and preferences, i.e., values and
attitudes. Whether a particular individual acts upon an opportunity depends
upon an individual’s external resources, ability, personality traits and
preferences.

Opportunities23 are created by the characteristics of  the market. Different
types of opportunities can be distinguished. Opportunities for new products
arise when customers develop different wants and needs due to increasing
income levels or fast technological developments. Increasing or high-income
levels lead to a higher variety in the demand for goods and services. It also
leads to a higher level of uncertainty since demand becomes more
fragmented and whimsical. Both effects lead to more room and opportunities
for prospective entrepreneurs. Technological developments enable firms to
produce new goods and services and make people aware of the (future)
supply of new goods and services, thereby creating a demand for these new
products. Moreover, opportunities can arise from possibilities to produce
more efficiently, applying a process innovation, or experimenting with new
products applying product innovations.

Opportunities for new markets arise when the supply of existing goods
and services can be extended to new markets. These markets can either be
related to established markets, when the entrepreneur produces goods and
services that bear close resemblance (without or with little adjustments) to
the initial supplied products or when the market is opened up geographically
(to a different town, region or country). New markets also arise as a
consequence of a growing tendency towards outsourcing of non-core
activities (Carlsson, 1989; Jovanovic, 1993). Finally, opportunities for
entrepreneurial activity depend upon the development of the private service
sector vis-à-vis the public provision of services and the evolution of the self-
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service (household) and the so-called informal or ‘grey’ sector. Since the late
1980s the balance has shifted towards the private (Wennekers, 1992). These
processes are partly driven by new regulation (privatization and
deregulation) and partly by a decreasing tax and social security wedge in
many countries.24 Finally, opportunities arise when the number of
entrepreneurs is not in line with the optimal or equilibrium number of
entrepreneurs. Actual and equilibrium rates of entrepreneurship will be
discussed in Section 2.7.

Whereas opportunities are created at the demand side, the supply side
generates (potential) entrepreneurs that can perceive and seize these
opportunities provided they have the (external) resources, ability, personality
characteristics and preferences to do so.

Resources are necessary means to start a viable business. They include
financial capital and other physical means as well as (potential) assistance
and information from human contacts (within networks). Financial means
either refer to start-up capital in the form of savings, gifts and inheritance, or
borrowing capacity based on real estate, reputation or former
accomplishments. The relevance of available financial means as a
determinant of entrepreneurial activity has been extensively documented
(Blanchflower and Oswald, 1998; Evans and Leighton, 1989; Van Praag,
1996). Resources here are considered external to the individual since we
distinguish them from ‘internal’ individual characteristics, such as abilities,
personality traits and preferences.

Following Robbins (1998, p. 46) we define ability as “an individual’s
capacity to perform the various tasks in a job”. Ability here includes both
acquired skills and knowledge and aptitude, i.e., an individual’s capability of
learning, the latter of which is inborn (Robbins, 1998).25 For an
entrepreneurial opportunity to materialize it is important that an individual
has the ability to perceive the opportunity and possesses the knowledge and
skills needed to act upon this perception. Adequate entrepreneurial skills and
knowledge, such as managerial skills and knowledge of marketing and
human resource management, can be developed through labor market
experience or the start-up or management of a previous business. In addition,
an individual needs to be able to adequately assess future rewards and risks
of the perceived opportunity. Because an entrepreneur is often exposed to
uncertainty when dealing with changing market conditions, the capacity to
learn from mistakes or new experiences is important for the survival of the
business.

The extent to which individuals are fit to become self-employed also
depends upon their personality characteristics. Personality traits often
associated with entrepreneurial success are creativity, initiative, opportunity
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seeking, internal locus of control and persistence (Van der Kuip and
Verheul, 2001). Entrepreneurial personality characteristics are partly inborn
but can also be enhanced through previous self-employment and other
relevant experience (Evans and Leighton, 1989; Van Praag, 1996), and can
possibly be developed through education and training, albeit in an early
phase (Van der Kuip and Verheul, 1998).

Whereas resources, ability and, to a lesser extent, personality
characteristics pertain to the possibility of an individual to take up a certain
profession, preferences refer to the desire or willingness26 of an individual to
choose one profession over the other. In order for individuals to act upon an
entrepreneurial opportunity it is a necessary (but not a sufficient) condition
that they have a positive attitude towards, and place a value on,
entrepreneurship. Personal preferences relate to the degree of openness of an
individual to self-employment and include financial and immaterial goals,
such as the valuation of autonomy. It also embraces the attitude towards
risks.

2.6.3 Risk-Reward Profile

In modeling occupational choice and particularly the choice between
business ownership and wage employment it is often assumed that
individuals compare the expected financial and non-pecuniary rewards of
these alternatives.27 However, it can be argued that individuals not only
compare the rewards but also the risks of occupational alternatives: the net
rewards of occupational alternatives can be calculated.28

In the present study occupational choice is defined as the process of
weighing the risks and rewards of different types of employment taking into
account both environmental factors (opportunities) and individual
characteristics (resources, ability, personality and preferences).

The risk-reward profile of self-employment versus other types of
employment encompasses the valuation of expected relative rewards and
risks. The better the prospects of entrepreneurial income as compared to the
income out of wage-employment or unemployment benefits, the more
people will seriously consider the option of entrepreneurship. However,
average income is not the only factor involved in the decision. Even when
the average entrepreneurial income is high as compared to the average
income out of wage employment (or unemployment), its dispersion is high
and the success of a business is highly uncertain in the start-up phase
(Parker, 1996; Bosma, Zwinkels and Carree, 1999). Moreover, when
choosing to become self-employed, the possible consequences of failure may
include the loss of entitlements to social security, in addition to the stress
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caused by the loss in income. When entrepreneurship entails the loss of
health care coverage, pensions and invalidity insurance, the opportunity
costs of self-employment increase, enhancing the preference for salaried
employment.29 The (relative) absence of these benefits for self-employed
people can be relevant particularly in the early phase of the business (OECD,
1998a) and is likely to discourage potential entrepreneurs from leaving
secure jobs.

An individual thus decides upon an entrepreneurial opportunity by
comparing the subjective returns of becoming an entrepreneur with the
subjective returns of performing an alternative income-producing activity
(Minniti and Bygrave, 1999). Expected returns can both be financial, i.e.,
wages and profits, and non-pecuniary, i.e., working hours,30 and are
weighted against the risks of failure or dismissal. These risks refer to both
financial liabilities and the stigma attached to failure. Total utility of each
occupational alternative depends upon personal assessments of all financial
and non-pecuniary risks and rewards. Weighing the alternatives according to
personal preferences results in an individual’s risk-reward profile of self-
employment versus wage-employment31 (or unemployment).

To create more insight into the relationship between demand and supply
side factors at the macro level and the individual risk-reward profile of self-
employment versus other types of employment, below we will discuss the
impact of dissatisfaction and the interest rate on the individual decision
making process, respectively. Clearly, the impact of dissatisfaction could be
discussed also in the section on unemployment or immigration, whereas that
of the interest rate could be discussed in the section on input-related policies.

Dissatisfaction with the current (un)employment situation positively
influences the risk-reward profile of entrepreneurship and company
formation (Shapero and Sokol, 1982; Brockhaus, 1980a, 1980b and 1982).
Brockhaus states that dissatisfaction with the previous work situation is
closely related to the entrepreneurial decision. He finds that self-employed
people are relatively dissatisfied with the previous work itself, supervision
and the opportunities for promotion.32 Not only can dissatisfaction with the
work situation influence the risk-reward profile, but also other negative
social events or shifts, such as forceful emigration or boredom and anger in a
more general sense, i.e., ‘negative displacements’, can stimulate people to
become an entrepreneur (Shapero and Sokol, 1982). Most studies concerning
the impact of dissatisfaction on self-employment use individual micro data.
Noorderhaven, Wennekers, Hofstede, Thurik and Wildeman (1999) however
found that dissatisfaction is also an important factor at the national level.
Across countries, dissatisfaction with life and society positively influence
the number of self-employed. The more people are dissatisfied with their life
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and/or with the society they live in, the higher the proportion of self-
employed people in the labor force.

A high interest rate is expected to exert a negative influence on the risk-
reward profile of entrepreneurship in several ways. A high interest rate
implies high opportunity costs of self-employment because of foregone
alternative investment opportunities. Moreover, personal financial resources
often do not suffice for a business start-up, which forces potential
entrepreneurs to make use of other sources of capital, such as debt capital.
The interest rate on bank loans and other debt capital presents costs and risks
that will have to be taken into account when deciding whether to become
self-employed or not. Debt financing with high interest rates increases the
financial risk of the firm because of the risks of liability and redemption and
the fact that interest payments on debt are paid when due, irrespective of the
firm’s profitability and/or liquidity levels. Hence, a high interest rate is likely
to discourage potential entrepreneurs from starting up a business, because of
the (high) costs and risks involved. Next to the level of the interest rate,
interest fluctuations could also imply risks for the start-up of a new venture
with debt capital.

2.7 ACTUAL AND EQUILIBRIUM RATES

2.7.1 Actual and Equilibrium Rates

As presented in the previous section, changes in the rate of business
ownership are determined by the entry and exit of entrepreneurs making
occupational choices on the basis of their risk-reward profiles. People can
either be pushed into entrepreneurship in case of an unfavorable risk-reward
profile of wage employment or unemployment or pulled towards
entrepreneurship in case of a favorable risk-reward profile of self-
employment. Moreover, incumbent entrepreneurs can decide to voluntarily
close down their business because of high opportunity costs, i.e., better
alternatives. However, not all closures are voluntary and some entrepreneurs
are forced to close their business because it is no longer viable. At a more
aggregate level it can be said that the actual level of entrepreneurship is
determined by a combination of the many factors at the demand and supply
side of entrepreneurship: opportunities, resources, abilities and preferences
determine the landscape of risk-reward profiles of entrepreneurship versus
wage-employment at the individual level.

Next to the actual level of entrepreneurship in a certain country and a
certain period there is the concept of an equilibrium rate of entrepreneurship.
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This equilibrium rate can be considered a long-term equilibrium depending
upon the stage of economic development in a country. The actual level of
entrepreneurship does not necessarily equal the equilibrium level. There are
different views on the factors determining the equilibrium rate of
entrepreneurship (Lucas, 1978; De Wit and Van Winden, 1991). Carree, Van
Stel, Thurik and Wennekers (2001) present theoretical and empirical
evidence of a long-term relationship between the stage of economic
development and the equilibrium level of business ownership. There is also
some evidence that this relationship is U-shaped. Carree et al. (2001)
mention a ‘Schumpetarian regime switch’ as the cause of the recent
reversal33 of the prolonged downward trend in the equilibrium rate of
entrepreneurship. Piore and Sabel (1984) use the term ‘Industrial Divide’
and Jensen (1993) uses the term ‘Third Industrial Revolution’. Audretsch
and Thurik (2001) make a distinction between the ‘managed economy’ and
the ‘entrepreneurial economy’. The study by Carree et al. (2001) also shows
that countries where the rate of business ownership does not equal the
equilibrium rate suffer from a lower rate of macro-economic growth. In this
respect the equilibrium level can also be interpreted as an ‘optimal’ level.
Finally, it is shown that both market forces and government intervention can
restore the equilibrium.

2.7.2 Restoring Equilibrium

Many forces may cause the actual number of entrepreneurs to differ from
the long-term equilibrium rate (Carree, Van Stel, Thurik and Wennekers,
2001). This ‘disequilibrium’ may stem from cultural forces and institutional
settings, such as the regulation of entry, incentive structures and the
functioning of the capital market (Davis and Henrekson, 1999; Henrekson
and Johansson, 1999). Market forces and policy measures play a role in
restoring the equilibrium. Different perspectives exist on the role of the
government in the economic process. There are theories, e.g., Austrian
School, Chicago School, that regard government intervention in the national
economy as harmful and disturbing, whereas ‘antitrust’ schools of thought
argue that the government has an important role in giving direction to the
economic process, i.e., addressing market failure. Implicit in the different
strands of thought is the argument that government intervention is
responsible for either corroding or restoring equilibrium.

In arguing that the actual and ‘optimal’ level of entrepreneurship do not
necessarily coincide and that the government can react to this unbalance, the
present study attributes a (potentially) positive role to government
intervention. In the framework of Figure 2.1 five avenues of policy measures
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are distinguished. Depending on the nature of the (assumed) disequilibrium,
the government can try to restore equilibrium through policies fostering or
restricting entrepreneurship. In order to intervene properly in the national
economy, it is important that the government is able to perceive a deviation
from the equilibrium rate of entrepreneurship. When the government is
mistaken or has its own specific political ideas about the ‘optimal’ level of
entrepreneurship, government intervention is likely to have a ‘disturbing’
rather than a ‘restoring’ effect. In this sense the government can also be a
source of disequilibrium.

However, market forces can also play a role in restoring the equilibrium.
In particular, this restoring capacity of the market works through (the
valuation of) the number and type of entrepreneurial opportunities. In the
late 1970s and the early 1980s the structurally low number of enterprises is
likely to have contributed to a high level of unemployment (Carree, Van
Stel, Thurik and Wennekers, 2001). A high level of unemployment can push
people into self-employment due to the relatively low opportunity costs of
entrepreneurship (Storey, 1991; Evans and Leighton, 1989a; Audretsch and
Thurik, 1998).34 Moreover, when the number of business owners exceeds the
‘optimal’ rate this is assumed to diminishing profitability, due to higher
competition, resulting in high exit or failure rates and lower entry.

2.8 GOVERNMENT INTERVENTION

2.8.1 Introduction

In the previous sections it has been made clear that market forces on both
the demand and supply side impact the level of entrepreneurial activity.
Moreover, the government will be inclined to influence the actual level in
the case of perceived deviations from the equilibrium (‘optimal’) rate of
entrepreneurship. The government can fulfil different roles in the economic
environment. First, it creates a legal framework in which the property rights
of all market parties are guaranteed and protected. This general role of the
government is supplemented with a ‘correcting’ role of the government in
case of market failure. Market failure can take different forms, such as
market concentration undermining competition; information discrepancy
between market parties; absent or dysfunctional markets; externalities and
collective goods. The ‘correcting’ role of the government is aimed at free
competition, leading to efficient allocation of scarce resources. Also, the
government sees to it that market parties act in accordance with what is
considered ‘fair’. An example is government intervention in the distribution
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of income. Finally, the government also acts as a market party through
government expenditures.

These general roles of the government can also be applied to
entrepreneurship. Government intervention within the field of
entrepreneurship is inspired by the importance of the small business sector
for economic growth and job creation. In their first life phase small
businesses are often weak and in need of some support and protection to be
able to properly compete in the market place (at a later stage). An additional
task of the government may be to warrant the quality of entrepreneurship;
too many small businesses may erode the quality of supplied goods and
services. The government may try to promote quality through the
implementation of different laws and regulations, such as the establishment
legislation, measures enhancing competition, i.e., preventing market
concentration, and environmental laws. Next to sustaining quality,
government regulation enables entrepreneurs to run or start a business
providing minimal and transparent procedures and arbitration.35 Also, the
government can reduce market failure in the field of entrepreneurship by
removing barriers to entry. Barriers to entry not only result from
concentration in the market, but may also result from incomplete information
or shortage of finance.

In the present study it is argued that the government is able to influence
the rate of entrepreneurship through the five different groups of determinants
of entrepreneurship as represented in Figure 2.1. For this purpose a
distinction is made between five types of policy measures:

Gl.

G2.

G3.

G4.

G5.

Government intervention on the demand side of entrepreneurship;
influencing the number and type of entrepreneurial opportunities.
Government intervention on the supply side of entrepreneurship;
influencing the number and type of potential entrepreneurs.
Government policies aimed at influencing the availability of resources,
skills and knowledge of individuals. These policies generally deal with
the input factors of entrepreneurship, i.e., labor, finance and information.
Government policies aimed at influencing the preferences, i.e., values
and attitudes, of individuals.
Government policies (directly) aimed at the decision-making process of
individuals. Given certain opportunities and individual characteristics,
this type of government intervention directly influences the risk-reward
profile of entrepreneurship.

Before going more deeply into the above classification of government
intervention, Section 2.8.2 presents an overview of the field of government
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policy and entrepreneurship according to some more traditional perspectives.
This is done to create insight into the relationship between government
intervention and entrepreneurship from a traditional point of view.
Subsequently, in Section 2.8.3 the five different types of government policy
distinguished in this study will be related to the traditional perspectives to
investigate whether there are differences or whether there is overlap.

2.8.2 Government Policy and Small Business: Some
Traditional Perspectives

Government policies with respect to small business and/or
entrepreneurship can be categorized according to different perspectives and
views. In a study on SME government policies in the United Kingdom
Storey (1994) distinguishes between macro policies, such as interest rates
and taxation; deregulation and simplification; sectoral and problem-specific
policies; financial assistance and indirect assistance, i.e., informational
services; and the relationship between small firms and the government.
Another type of classification is according to input and output or enabling
and constraining measures (Audretsch and Thurik, 2000 and 2001).
Government policies can be directed either at the input side of
entrepreneurship, i.e., labor, finance and information, or the output side of
entrepreneurship, i.e., opportunities for sales. Next to these input- and
output-related policies the government can create conditions of
entrepreneurial activity or combat its detrimental effects. Moreover, policies
can either be generic, i.e., aimed at the whole economy, or specific, targeted
at entrepreneurship. In KPMG/ENSR (2000, Chapter 8) eight fields of
planned and implemented actions are distinguished when dealing with recent
policy developments in SME-specific fields (administrative burdens; late
payment; finance; internationalization; information; labor training; R&D and
innovation; fostering entrepreneurship).36 Next to solely consisting of policy
measures and government regulation, intervention can be interpreted in a
broader way, including education and culture.

In the remainder of Section 2.8.2 the impact of government policy on
entrepreneurship is dealt with according to a classification based on the
above-mentioned perspectives.

Macro-Economic Policies

Introduction
Macro-economic policies are generic; they concern the economy as a

whole and are not directly aimed at influencing the level of business
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ownership. These policies often have an important impact on the trading
position of small firms (Storey, 1994). Macro-economic policies provide a
framework within which businesses of all sizes practice their activities.
Examples of macro-economic policies that have impact on entrepreneurial
activity are taxation, labor market regulation, social security and income
policy. The impact of these policies on entrepreneurship will be dealt with in
the subsequent sections.

Taxation
Governments exert influence on the relative net earnings of different

types of employment through the tax system. The impact of taxes on the
level of entrepreneurship is complex and even paradoxical. In OECD
(1998a) it is argued that high tax rates reduce the returns on entrepreneurship
and can impede the start-up of new firms and expansion of established firms.
Tax payments are at the expense of retained earnings and negatively affect
the liquidity position of businesses. Moreover, high growth businesses, i.e.,
‘gazelles’, are penalized by high marginal income- and corporate tax rates.
As a consequence, high tax rates induce tax avoidance and evasion, for
example through moonlighting, thereby reducing the opportunities for
legitimate entrepreneurship. On the other hand, it has been hypothesized that
self-employment offers better opportunities to evade or avoid tax liabilities
than wage-employment (Parker, 1996, p. 466). In the latter case higher
(marginal) tax rates could promote self-employment.37

In addition to the general impact of taxes, the impact of different types of
taxation on entrepreneurship needs to be addressed. For example, the
taxation of dividends may result in the reliance on retained earnings when
financing expansion. This inhibits a flow of capital in the most promising
projects. Moreover, capital tax on new equity can discourage equity
financing and high payroll taxes make it difficult for entrepreneurs to hire
labor at a price that corresponds with the value of the employee to the
entrepreneur.

Additionally, Davis and Henrekson (1999) contend that the tax system
can introduce distortions. For example: tax exemption rules in Sweden,
favoring capital-intensive manufacturing industries, have tilted the size
distribution away from high potential enterprises towards large firms. They
also conclude that in Sweden effective tax rates for family businesses are
much higher than for other firms.

Labor Market Regulation
Generic legislation can also be directed towards the risks involved in

different kinds of employment. An important risk (potential) small business
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owners have to face is insufficient or inadequate availability of personnel.
Often small businesses have relatively more difficulty hiring adequately
skilled personnel than large businesses. Large businesses often offer better
(vertical) promotion opportunities and higher salaries for the same activities
(Brown, Hamilton and Medoff, 1990). Against this background employment
flexibility is important for small businesses. Heavy unionization in a
country, resulting in a strong regulation of ‘hire and fire’ increases the risks
of business-ownership because of the difficulty for business owners to adjust
their workforce in correspondence with market fluctuations. At the same
time the risks for employees are relatively low in such an environment.
Labor market regulation thus can constrain new entrepreneurial activities
(OECD, 1998a). In recent years the deregulation of labor markets has made
wage-employment more insecure and stimulated entrepreneurial activity in
many countries (OECD, 2000).

Social Security
The possible loss of entitlements to social security when becoming self-

employed can constrain entrepreneurial activity.38 When entrepreneurship
means giving up benefits, such as health care coverage, retirement pensions,
disability or unemployment insurance, the opportunity costs of self-
employment increase, thereby enhancing the preference for salaried
employment. Moreover, a high level of social benefits is likely to discourage
unemployed people to start a business to escape from unemployment (Bosch
and Westhof, 1997). In addition to the absolute level of social security the
difference in safety nets between wage earners/unemployed people and
business owners influences the level of entrepreneurship.39 The absence or
inadequacy of safety nets for the entrepreneur can be particularly relevant in
the early phase of the business (OECD, 1998a).

Social security systems can be divided in three types of schemes (Baenen
and Visser, 1996): universal schemes, general schemes and categorical
schemes. Under a universal scheme (basic) social protection is organized in
the same scheme for all professional groups. This means that self-employed
and wage-employed people are equally insured and by the same laws. In this
case there is no (dis)incentive within the social security system for people to
become self-employed. The general scheme refers to equal treatment of all
self-employed people; self-employed are insured within the same scheme,
whereas employees are insured within a different scheme. When the
insurance provided to employees and employers differs to a great extent,
there are (dis)incentives to become an entrepreneur. Within the categorical
schemes a distinction is made between professional groups of self-employed.
In this case starting or running a business could be more attractive with
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respect to insurance in one sector than in another. The type of social security
schemes implemented differs considerably between countries.

Income Policy and Income Disparity
Governments can directly impact the risk-reward profile of

entrepreneurship versus other types of employment through exerting
influence on wages and the relative gross returns of business ownership. For
example, a policy of wage moderation can stimulate entrepreneurship
through lowering the costs of hiring labor. Indeed, research by Carree, Van
Stel, Thurik and Wennekers (2001) suggests that the labor income share in
the national income has a negative influence on the business ownership rate
in 23 OECD countries. This finding is supported by a study of Bosma,
Wennekers and Zwinkels (2000) showing that sustained wage moderation in
the Netherlands has contributed to the revival of self-employment.

Income policy, in particular when affecting the income distribution, may
also create some (indirect) incentives for self-employment, since income
disparity can influence the level of entrepreneurship both through the
demand and the supply side.

Regulation of Dynamism

Introduction
The level of entrepreneurship is determined by the balance of entry and

exit of firms. The sum of entry and exit, i.e., business turbulence, may be an
important driving force for productivity growth and innovation (Bosma and
Nieuwenhuijsen, 2000). To guard the number and quality of entrepreneurial
ventures, governments sometimes try to regulate entry and exit flows of
entrepreneurship through special legislation. Two examples of this type of
legislation, namely business licensing (establishment legislation) and
bankruptcy legislation, are dealt with in the following sections.

Establishment Legislation
In most countries several legal demands have to be met when starting a

business. Often, as is the case in the Netherlands, a potential entrepreneur is
required to have certain skills or know-how, depending upon the sector.40

Establishment requirements can be general, applying to all small businesses,
or more specific, applying to a certain industry or occupation. General skill
requirements may relate to different aspects of self-employment, such as
management, finance and marketing, while specific skill requirements relate
to industry- or occupation specific aspects of e.g., health-related professions,
technical professions or the hotel and catering industry. In addition to skill
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requirements business owners need to comply with environmental and safety
legislation and have to take into account registration procedures, including
those concerning social security and taxes.

The impact of establishment legislation on the level of entrepreneurship
is ambiguous. On the one hand, establishment legislation can be a serious
barrier for (potential) entrepreneurs as it raises the costs of starting or
running a business. These costs can take different forms. A distinction can
be made between the amount of money necessary to comply with the
establishment legislation, the length of time necessary to complete the
legislation procedures and the complexity of the procedures in the
establishment process. These costs might lead potential entrepreneurs to shy
away from risk-taking (OECD, 1998a). On the other hand, it is conceivable
that establishment requirements contribute to a higher quality of
entrepreneurship and a higher survival rate, thus having a positive impact on
the level of entrepreneurship in the long run. However, the evidence in this
direction is scarce.41

Bankruptcy Policy
Firm closure is part of the entrepreneurial process and allows resources to

move to their most productive uses. Policies that restrict the scope for firms
to restructure or close diminish the ability of an economy to adjust and
discourage entrepreneurs from starting up (OECD, 1998a). At the individual
level potential entrepreneurs can be discouraged by severe bankruptcy
regulation if, in their assessment, the possible penalties for going bankrupt
offset the potential rewards of starting a business.

The government has several means to relieve the costs in case of
(personal) bankruptcy. Discharge clauses free the debtor of his debt within a
certain time span. The extent to which discharge clauses are in use varies
between countries. In the Netherlands entrepreneurs that go bankrupt are
required to settle their debts, if possible from future earnings. This places a
constraint on prospective entrepreneurial activity (OECD, 1998a). In
contrast, in the United States owners of failed businesses are not required to
pay off their debts, with the exception of their pay roll taxes, i.e. contribution
for social security and unemployment benefits. Next to discharge clauses
other rescue possibilities, such as the postponement of debts and
restructuring, are available to businesses in distress. A postponement of debt,
i.e., temporary debt moratorium, is frequently used, whereas reorganization
is more infrequent (EIM/ENSR, 1997). During the time of reorganization
debts are frozen or need not fully be repaid.

Furthermore, bankruptcy policies vary according to the balance between
competing stakeholders groups and the degree of government intervention.
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Bankruptcy policy needs to strike a balance between creditors’ and the
enterprise’s needs. A legal framework enabling (temporary) postponement of
commercial debts protects enterprises in distress, and at the same time (albeit
indirectly) encourages late payments, thereby damaging the position of the
creditors (EIM/ENSR, 1997).

Bankruptcy can also have a non-financial consequence, namely stigma.
Social attitudes towards bankruptcy differ between countries. In the United
States failure is often seen as an unfortunate outcome of a ‘good try’,
whereas in most European countries bankruptcy is considered a personal
failure (OECD, 1998a). For stimulating start-ups it is important that
governments take action to positively influence the public attitude towards
business failure.42

Deregulation and Simplification

Introduction
According to Storey (1994) deregulation consists of two elements. The

first is related to stimulating free markets and increasing the opportunities
for competition. The second refers to lifting administrative and legislative
burdens that take time, energy and resources away from fundamental
entrepreneurial activity.

Deregulation and Competition Policy
The impact of deregulation and competition policy on the number of

entrepreneurs can be divided into effects at the entry- and the exit-side of
entrepreneurship. Relaxation of entry regulations stimulates the number of
start-ups, as was shown in the previous section. Next to new business
formation, industry deregulation and increased competition can have other
benefits, such as lower prices, higher productivity growth, new products and
new jobs.43 Increased competition can also impact the failure rate, i.e., exit,
of new and established businesses. Policies to promote competition not only
include the removal of rules that restrict competition. It also involves the
introduction of (new) rules and institutional arrangements in dysfunctional
markets, i.e., markets where the absence of rules and regulations harm the
functioning of the market (Dutz, Ordover and Willig, 2000).

Deregulation is closely related, and often accompanies, privatization. The
aim of privatization is to improve efficiency through restructuring firms and
reallocating control rights over employment from politicians and civil
servants to commercial managers. It leads to the disintegration of the public
enterprise into separate entities. In many cases privatization goes hand in
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hand with the rapid introduction of a competitive market to prevent
monopoly situations (Carree, 1997).

The aim of deregulation is to remove regulative barriers, such as business
licensing, while competition policy focuses on the elimination of market
barriers to entrepreneurship, such as cartel agreements. Established firms can
collude in many ways to prevent new firms from entering the market, for
example by denying them access to raw materials and distribution
channels.44 It can be said that entrepreneurship and competition are
interrelated since competitive entry often involves entrepreneurial activity
and (potential) competition often requires opportunities for entrepreneurship
(Dutz, Ordover and Willig, 2000).45

Administrative Burdens and Compliance Costs of Legislation
Too much and unclear legislation can discourage entrepreneurial activity

(OECD, 1998a). Small businesses are relatively sensitive to the
administrative costs of the compliance with government regulation, as
compared to larger businesses. The time and energy entrepreneurs spend on
administrative commitments distract them from their basic (entrepreneurial)
activities (EZ, 1999). Not only are administrative burdens a barrier to entry,
they are also a barrier to firm growth (Nijsen, 2000). Entrepreneurs can be
discouraged from hiring employees because of the administrative procedures
involved (Niehof, 1999). Administrative costs also occur when
administrative procedures are opaque. Often government institutions use
different concepts to discuss similar subjects obscuring government
regulation and assistance. The tax system is a good example. It often
confuses entrepreneurs due to ambiguously written rules, frequent changes,
expiration clauses and different layers of taxation (regional and national).
Moreover, the ‘language of tax’ is usually difficult to comprehend.46

Input-Related Policies

Introduction
Government policies that are input-related stimulate resources available

to small firms: labor, financial capital and information/knowledge.47 A
distinction can be made between assistance policies aimed at improving the
financial conditions of businesses and those that are designed to improve the
efficiency of the firm (Storey, 1994). Financial assistance aims at reducing
market imperfections; i.e., ‘the finance gap’,48 and can take the form of
development of alternative capital markets, such as the venture capital
market, or the direct payment of grants, loans or subsidies to the firm. By
contrast, efficiency-enhancing policies stem from the need to overcome
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information imperfections and often include business training and the
provision of information, through consultancy and counseling.

Functioning of the Venture Capital Market
New and established businesses often have difficulties with the

acquisition of capital (Gaston, 1989; Gompers, 1999). Most starting
entrepreneurs obtain financial resources from family and friends. However
often additional financial resources are required to finance the start-up or
expansion of the business (Gaston, 1989; Gompers, 1999). These additional
financial resources can be acquired through formal and informal financial
institutions. However, because of the high risks involved and often the lack
of a track record, most financial institutions are reluctant to lend money to
early-stage and seed businesses. Moreover, the majority of these businesses
often are too small to raise equity on public exchanges to finance start-ups
and/or (early) growth. Thus venture capital can be used as an alternative to
‘regular’ financial resources (Borger et al., 2000).

As defined by Sofrova venture capital is capital provided by firms, full-
time professionals or private persons who invest alongside management in
young, rapidly growing or changing privately-owned companies which have
the potential to develop into significant businesses (Sofrova, 1996). Venture
capital is particularly important for financing high-risk, high-return projects
and is often issued to young firms, typically those developing innovative
technologies (OECD, 1998a). A distinction can be made between formal and
informal venture investors. Formal venture capital refers to investments
made by corporate investors, government bodies, banks, pension funds
and/or insurance companies (financial institutions), while informal venture
capital consists of investments by private individuals Moreover, investors
can either have an active or passive involvement in management of the
business (Sofrova, 1996).

A well-developed venture capital market is assumed to stimulate high
risk, high profit start-ups. Moreover, bankruptcy due to ‘undercapitalization’
can be prevented by providing the necessary financial resources to small
firms. A well-developed venture capital market is thus likely to have a
positive impact on entrepreneurship. Nonetheless, the degree to which the
venture capital market is developed varies between countries. Three types of
venture capital markets can be distinguished to characterize the (venture)
capital market of a country: the bank-oriented system; the Latin system and
the market-oriented system.49

Possible explanations of underdevelopment of the venture capital market
are restrictions on the institutional investors’ holding of unlisted equity and
the difficulty of exit for venture capital. Moreover, according to Borger et al.
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(2002) a distinction can be made between different cultural characteristics
that are assumed to impact the attitudes of investors and entrepreneurs, such
as attitude towards risk and loss of control. These cultural characteristics can
indirectly influence the development of the venture capital market. Risk
adversity is likely to negatively influence the development of the venture
capital market, because the supply of venture capital often involves high
risk. Moreover, making use of venture capital is often accompanied by a loss
of control. As compared to the venture capital market in the United States
the European venture capital markets are characterized by the reluctance of
European entrepreneurs to accept the loss of control that constitutes venture
funding and the variation in rules applying to public listing in different
European countries (OECD, 1998a).

The government can support the development of the venture capital
market by intervening in both the supply and the demand of the venture
capital market. These measures can be divided in direct and indirect
measures (Borger et al., 2000). Indirect measures include stimulation of the
secondary market and encouragement of financial institutions to offer a wide
range of products. Direct measures include a direct supply of capital to the
small business sector and financial incentives to invest in (new) ventures.

Specific Entrepreneurship Support Policies
Governments in developed economies have devised many different

policies to support small businesses (KPMG/ENSR, 2000, Chapter 8) This
assistance usually takes the form of direct financial payments and free or
subsidized advisory services. A number of these support schemes are
specifically directed at supporting the start-up of new enterprises.

First, there are credit facilities for starting enterprises within the
framework of an SME guarantee scheme. It is assumed that credit is rationed
because lenders have incomplete information about the projects proposed by
borrowers (Cressy, 1996). This credit rationing may hit small entrepreneurial
firms particularly hard, since they are perceived to be a riskier investment
and often do not have collateral to cover loans. The government can
introduce loan guarantee schemes to solve this problem. Evidence for the
impact of these schemes on the development of small businesses is mixed
(OECD, 1998a). An important problem facing guarantee schemes is the
inefficient allocation of resources. Most loans are distributed to firms that
already have access to sources of ‘regular’ financial institutions (OECD,
1998a).

Other types of support for (new) small businesses are fiscal facilities,
such as tax exemptions, that are sometimes available for start-ups and young
enterprises, and subsidized facilities, such as courses, information and
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advice. Finally, networks of entrepreneurs can stimulate the exchange of
information between entrepreneurs and (subsidized) mentors, i.e.,
senior/successful entrepreneurs, can support new entrepreneurs.

However, as Storey (1999) has pointed out, adequate evaluations of these
different support schemes are rare and it is often unknown to what extent
these policies meet their objectives. Storey (1999) argues that the
effectiveness of support schemes should be both monitored and evaluated.
Monitoring includes specification of the characteristics of individuals taking
up the scheme, probing recipients’ opinions and their views on the extent to
which the scheme made a difference. Evaluation ideally involves the
comparison of assisted businesses with non-assisted businesses with the
same characteristics, such as age and sector, and taking account the
‘selection bias’, i.e., businesses that seek assistance are likely to differ from
businesses that do not. According to Storey (1999) the government needs to
pay attention to all components before bringing about ‘heaven’, i.e.,
government support that is efficient and effective.

Sectoral and Problem-Specific Policies

Introduction
Next to general policies, focusing on the (small) business sector at large,

policies can be distinguished that focus on specific sectors, regions or
groups. In many countries specific policies exist for stimulating
entrepreneurial activity among different groups of people, such as women,
young people, immigrants and unemployed people, and within specific
sectors of industry, such as the IT-sector. Moreover, specific policies focus
on stimulating entrepreneurial activity in specific rural or urban areas, and in
businesses with certain characteristics, such as high-tech and fast-growing
businesses.

Stimulating Entrepreneurial Activity among Groups of People
Although young people often indicate a preference for self-employment

(OECD, 2000), the likelihood of self-employment increases with age (Evans
and Leighton, 1989a; Brock and Evans, 1986; Acs, Audretsch and Evans,
1994). One reason for this paradox might be the low amount of capital
possessed by young people, inhibiting the start-up of new ventures (OECD,
2000). To stimulate self-employment among young people government
policies can support the start-ups of firms by young people financially.
Additionally, the government can provide informational support, both
through counseling and setting up so-called ‘help desks’ and building
awareness of self-employment as a career option. Moreover, the government
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can tackle the lack of work experience of young people through the
promotion of apprenticeships (during education).

Women are generally less inclined to become entrepreneurs than men
and, if they pursue self-employment, they often engage in different activities
and start smaller businesses than men (OECD, 2000; Verheul and Thurik,
2001). The fact that female entrepreneurs often start smaller businesses than
men can be attributed to either different ambitions or activities (Verheul and
Thurik, 2001). Women often engage in the service sector, where businesses
tend to be smaller. Moreover, it is often argued that women have less
financial resources to invest in the business (OECD, 1998b; Hisrich and
Brush, 1987; Riding and Swift, 1990). To stimulate entrepreneurship among
women and extend their entrepreneurial activities to different sectors of
industry the government can support women by giving advice or financial
support.

In addition to stimulating entrepreneurial activity of young people and
women, the government can also stimulate self-employment among the
unemployed through targeted advisory and financial support. In a study by
Evans and Leighton (1990) it is found that although unemployed people are
about twice as likely as employed people to start a business, these businesses
are more likely to fail. Government policies that merely focus on stimulating
unemployed people to engage in entrepreneurial activity, thus seem
insufficient. Government support in the business phase(s) following the
start-up phase, as well as education and training, may raise the chances of
small businesses started by unemployed people to survive in the market
place.

Stimulating Entrepreneurial Activity within Geographical Areas
Generally, there are large differences in the economic development,

living standards and the employment situation between regions within a
country (EIM/ENSR, 1997). Government policies can tackle these
imbalances by stimulating the establishment of businesses in so-called
‘underdeveloped’ areas. Urban areas usually attract (small) businesses
because the existing infrastructure, consisting of other businesses, financial,
advisory and educational institutions. To promote entrepreneurial activity in
‘underdeveloped’, often rural, areas government policies can focus on
developing and sustaining an appropriate infrastructure. In addition,
businesses can be granted financial assistance, i.e., subsidies or loans, when
moving to less developed areas. Curran and Storey (1993) point out that
inducing small business development in accessible rural areas is likely to be
rewarded since (manufacturing) firms in these areas tend to outperform the
businesses located in urban areas. Policies that are aimed at stimulating
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entrepreneurship in rural areas however might need to proceed with caution,
since they are bound to have consequences. Storey (1994) argues that one of
the main concerns of public policy in facilitating the development of small
businesses in accessible rural areas is the impact of industrialization on the
countryside. Expansion of established businesses and settlement of new
businesses in rural areas is often restricted by planning controls that warrant
the preservation of these areas.

Stimulating R&D and High-Tech Firms
Technological developments are important for the creation of

entrepreneurial opportunities. Government intervention within the area of
high-technology firms and R&D in general is often considered justifiable
since market imperfections corrode the extent to which benefits that accrue
from technological innovations can be appropriated. Individual inventors can
not assure that they (themselves) appropriate the rewards of an invention and
this discourages both individual inventors to undertake innovative activities
and investors to finance these innovative activities (Storey, 1994). Apart
from the risk of ‘inappropriability’ investments in R&D are often considered
unattractive because of the high risks that accompany these innovative
ventures. These risks involve the uncertainty that R&D investments result in
a product that can be sold in the market and the difficulty of assessing the
characteristics of the (potential) market (Storey, 1994). On the other hand,
the returns on R&D investments can be very high when these ventures prove
to be successful.

Despite the difficulties and risks of innovation for small businesses, a
large proportion of R&D and innovations takes place within small
businesses (Menkveld and Thurik, 1999). The government can further
stimulate innovative activity in small firms through overcoming market
imperfections by supplying finance50 in an early stage, i.e., before the
product is available for sale, and promoting R&D through stimulating
networks in which knowledge is easily exchanged between businesses and
institutions. The problem of ‘inappropriability’ can be reduced through the
implementation of well-designed patent systems that protect the ownership
rights of technological innovations.

Education

The government can influence the rate of entrepreneurship not solely
through legislation, but also through the educational system (EZ, 1999). The
government can influence the quality and type of education, through
government spending and exposure to quality assessments.
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When investigating the impact of education on the level of
entrepreneurship in a country a distinction needs to be made between
different levels of education: primary (pre-high school), secondary (high
school) and tertiary education. Reynolds, Hay and Camp (1999) conclude
that the larger a country’s investment in education at the tertiary level, the
higher is the rate of new firm formation.

Education (in the broadest sense) is important for stimulating
entrepreneurship because of several reasons (Reynolds, Hay and Camp,
1999). First, education provides individuals with a sense of autonomy,
independence and self-confidence. These qualities are important when
starting a business. Second, education makes people aware of alternative
career choices. Third, education broadens the horizons of individuals,
thereby making people better equipped to perceive opportunities and finally,
education provides knowledge that can be used by individuals to develop
new entrepreneurial opportunities.

A distinction can be made between this general education and more
specific education focusing on the promotion of entrepreneurship and
stimulating entrepreneurial skills and knowledge. The educational system
can be used for the encouragement of commercial awareness, raising the
social standing of the entrepreneur and the development of necessary
entrepreneurial skills (Gavron et al., 1998). Kourilsky and Carlson (1997)
make a similar distinction. In their view entrepreneurship education has
multiple goals: creating awareness of entrepreneurship as a career option and
of the role of the entrepreneur in the economy, promoting readiness through
basic knowledge and (entrepreneurial) qualities and stimulating application
of knowledge and qualities in an entrepreneurial context. Implicit in the
argument of Kourilsky and Carlson is the ‘teachability’ of entrepreneurial
qualities. Whether and to what degree entrepreneurial qualities can be taught
is however a subject of debate in entrepreneurial literature (Gibb, 1993). Van
der Kuip and Verheul (1998) argue that entrepreneurial qualities,
perseverance, creativity and risk taking can be developed by introducing
projects involving these aspects in both early and later educational phases,
ranging from kindergarten to college. These projects may combine teaching
elements with practical experience. This approach is in concurrence with
Hofstede who argues that “one of the most effective ways of changing
mental programs of individuals is changing behavior first” (Hofstede, 1980,
p. 23). In addition, universities (tertiary education) can provide courses on
entrepreneurship, enabling the development of practical business skills.
Moreover, universities could incorporate business modules into their regular
curriculum (OECD, 1998a).
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Beyond training of entrepreneurial skills, education can transmit
entrepreneurial values and can influence the attitude of people towards
entrepreneurship (OECD, 1998a). At the same time, a more positive societal
attitude towards entrepreneurship may stimulate entrepreneurial education,
because education is also an expression of the prevailing cultural values. In
this sense culture and education are intertwined. On this mutual
reinforcement between education and culture also see Hofstede (1980, p. 22
and p. 233). This topic will be further discussed in Section 2.9.

2.8.3 Five Types of Government Intervention Framing
Entrepreneurial Activity

In previous sections the impact of government policy on entrepreneurship
has been dealt with using a typology based on traditional perspectives in the
literature. Earlier in this chapter a distinction has been made between five
types of government intervention. These types of government intervention
correspond with the dotted arrows in Figure 2.1 and represent the influence
of government policy on entrepreneurial activity through the different
determinants of entrepreneurship. The aim of this section is to discuss these
five types of government intervention and thereby create better insight into
the processes by which the government can have impact on the rate of
entrepreneurial activity.

‘Type 1’ government intervention, as represented by arrow ‘G1’ in
Figure 2.1, involves government intervention on the demand side of
entrepreneurship – government intervention that (in)directly impacts the
type, number and accessibility of entrepreneurial opportunities. Some of
these policies help to create demand for entrepreneurship whereas others
enable small firms to make use of the room that is created by market
demand. Policies stimulating technological developments and income policy
belong to the first category of policies, whereas competition policy and
establishment legislation pertain to the latter category of policies.
Technological advancements create opportunities for entrepreneurial
ventures through new ideas or new application processes. These
advancements can be stimulated by the government through (subsidizing)
expenditures on R&D. Income policy can create opportunities for
entrepreneurship through higher wealth or income disparity, inducing
demand for tailor-made products and services and thereby stimulating
demand for entrepreneurship. Competition policy improves the accessibility
of markets through reducing market power of large firms and lowering
barriers to entry for small businesses. Moreover, establishment legislation
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tends to negatively influence the access to markets, through the
implementation of business licensing requirements.

When comparing the elements of ‘type 1’ intervention with traditional
perspectives on government intervention as distinguished in the previous
section, there is little similarity. Income policy is generic, focusing on all
households within the economy, whereas other policies, in particular R&D
subsidies, are more specific. However, competition policy and establishment
legislation can both be related to deregulation and simplification, influencing
the access to the market.

‘Type 2’ government intervention, as represented by arrow ‘G2’ in
Figure 2.1, involves government intervention to affect the pool or supply of
potential entrepreneurs at the aggregate level. These policies can take the
form of influencing the characteristics or the number of people within the
population. Policies that pertain to ‘type 2’ intervention include immigration
policy and regional development policy (dealing with (sub)urbanization
processes), influencing the composition and the dispersion of the population,
respectively. Moreover, the fiscal treatment of families with children,
including family allowances or child benefits, may influence the age
composition of the population.

‘Type 3’ government intervention, as represented by arrow ‘G3’ in
Figure 2.1, impacts the availability of resources, skills and knowledge of
potential entrepreneurs. Resources, skills and knowledge are all internal
individual characteristics that can be acquired or further developed through
training or education. Inborn characteristics, such as learning capacity and
personality traits, are far less likely, if not impossible, to be developed
through education and training. Government policy will have to focus on, for
instance, overcoming the finance and knowledge gap through increasing the
availability of financial and informational resources, respectively. For
example, policies aimed at the (development of the) venture capital market
can help improving the access of (small) business owners to financial capital
needed to start or expand a business. Direct financial support, i.e., subsidies,
grants and loan guarantees, can also increase the availability of resources of
(potential) entrepreneurs. The knowledge base, consisting of both skills and
knowledge, of the (potential) entrepreneur can be influenced through the
direct provision of relevant ‘business’ information, i.e., advice and
counseling, or through the educational system. ‘Type 3’ policies can be
typified as input-related policies, since they refer to both material, i.e.,
financial capital, and immaterial, i.e., knowledge, inputs in the
entrepreneurial process.

‘Type 4’ government intervention, as represented by arrow ‘G4’ in
Figure 2.1, works through the preferences of individuals to become an
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entrepreneur. Preferences of people, as expressed through values and
attitudes, are developed during upbringing. Although preferences are
culturally determined, the government can play a role, albeit small, in
shaping entrepreneurial values and attitudes by introducing entrepreneurial
elements in the educational system and by paying attention to
entrepreneurship in the media. ‘Type 4’ policies are characterized by the
assumed broadness of the concept of government policy, including the
educational system and overlapping, to some extent, with culture. The
relationships between culture, institutions and entrepreneurship are the
subject of the next section.

‘Type 5’ government intervention, as represented by arrow ‘G5’ in
Figure 2.1, is directed at the decision-making process of individuals, i.e.,
potential entrepreneurs. Given opportunities, resources, ability, personality
traits and preferences, the risk-reward profile of entrepreneurship can be
influenced by this type of government intervention. Policies that are relevant
in this respect, are taxation, influencing business earnings, social security
arrangements, influencing the willingness of people to give up their present
state of (un)employment to become an entrepreneur, and labor market
legislation regarding hiring and firing, thereby determining the flexibility of
the business and the attractiveness to start or continue a business.
Bankruptcy policy can also influence the risk-reward profile. For example,
when legal consequences of bankruptcy are severe, this may lead people to
shy away from self-employment. Note that ‘type 5’ policies are generic
macro-economic policies, as they apply to all economic actors.

2.9 CULTURE

2.9.1      Defining Culture

A variety of definitions of culture exists (Kluckhohn, 1951; Schneider
and Barsoux, 1997, p. 19). In the present study we use the definition as
proposed by Hofstede (1991, p. 5) who defines culture as “the collective
programming of the mind which distinguishes the members of one group or
category of people from another”. This definition may be applied to different
levels of analysis, including the level of the family, ethnic group, firm or
other organization and society or nation.

Culture is intangible and largely unobservable as it can only be studied
through various verbal and nonverbal manifestations from which constructs
are inferred (Hofstede, 1980, p. 14). Culture is a highly complex
phenomenon, including both deeply embedded values and manifestations
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that are more at the surface and consequently more observable (Hofstede,
1991). Values are the most deeply embedded manifestations. Hofstede
(1980, p. 18) defines values as “a broad tendency to prefer certain states of
affairs over others”.51 Rituals, heroes and symbols are more outward-
directed manifestations.

For a better understanding of the concept of culture it is necessary to
make a distinction between culture and personality. The latter refers to the
individual and encompasses personal traits52, originating from genetic
inheritance and individual experiences, as well as values that are for a large
part shaped by cultural influences. In contrast, culture is restricted to
collective, often normative, ‘mental programs’. There is an ongoing debate
among psychologists to what extent culture and personality can be
considered independent and distinct variables, and to what extent they are
‘mutually constitutive’, i.e., integral parts (Church, 2000). In his study
Church propagates an integrated cultural trait psychology perspective
(Church, 2000, p. 681). This means that he argues that mental programming
is partly unique for individuals and partly shared with those who belong to
the same culture.

For research on the determinants of entrepreneurship it is useful to make
a distinction between culture and institutions (Mitchell, 1979, p. 107;
Wennekers and Thurik, 1999, p. 41). We consider culture mainly as
unobservable and institutions as observable. Here we differ from North
(1994, p. 360) who subsumes culture under institutions.53 A related
distinction is the one between background institutions, that are
predominantly cultural, such as trust, commitment and authority
relationships, and social institutions, that are related to business
organizations, such as property rights, capital markets and the education
system (Whitley, 1992, p. 19-25 and p. 269). In the present study a
distinction has been made between culture, general institutions and specific
policies that support new and/or small firms.

2.9.2 Measuring Culture

We claim that culture can only be indirectly inferred from its
manifestations: rituals, symbols, heroes and values. Rituals, symbols and
heroes can be studied through content analysis of documents, speeches,
television programs and other recorded material. Values are often studied
through surveys in which individual people are interviewed about their
preferences and opinions. Inferences about differences in values between
groups can be made by comparison of the mean scores of the interviewed
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individuals from these groups.54 Alternatively, the extremes of the frequency
distributions can be compared.

The most famous systematic attempt to measure cultural differences
between nations is made by Hofstede (1980) who analyzed the empirical
data of an exceptionally large survey of IBM subsidiaries in 40 countries in
1968 and 1972. A factor analysis of the mean scores per country regarding
work-related values produced four dimensions of national culture:
individualism, power distance, masculinity and uncertainty avoidance. In a
later study (Hofstede, 1991) long term orientation was added as a fifth
dimension.

Other cross-national empirical studies have been conducted by Inglehart
(1997) who studied the rise of ‘post-materialist’ values, Hoppe (1990) who
carried out a study similar to the one by Hofstede, and Lynn (1991) who
studied different national attitudes to competitiveness and money.

2.9.3 Cultural Change

Values

Values change slowly. Hofstede (1980, p. 16) stresses that mental
programs passed on from one generation to another are resistant to change.
He emphasizes that the stability of cultural patterns can be ascribed to
“reinforcement by the institutions which themselves are products of the
dominant value systems” (Hofstede, 1980, p. 233). These institutions
“include the family, education systems, politics and legislation” (Hofstede,
1980, p. 22). The role of historical processes in shaping cultural value
orientations is also shown in an in-depth three country study by d’Iribarne,
focusing on management and culture in France, the United States and the
Netherlands (1989, Chapters 2, 5 and 8). It highlights the role of path
dependence.

Hofstede (1980) makes a distinction between three processes of cultural
change: zeitgeist effects (values shift due to external shocks, such as a
technological revolution, war or recession); generation effects (generations
differing in fixed values replace each other) and maturation or seniority
effects  (respondents’ values change as they grow older or assume greater
responsibilities).

The process of cultural change in society can be demonstrated by
focusing on the changing value systems. According to Hofstede (1980) the
period between 1968 and 1972 showed a sharp increase in individualism, a
slight increase in masculinity and stress at work, and a decreasing preference
for an autocratic boss. These cultural trends are worldwide but there is little
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evidence of cultural convergence across countries, with the possible
exception of individualism (Hofstede, 1991, p. 238). From a long-term
perspective, the strong statistical impact of rising wealth on individualism
(Hofstede, 1991, p. 75) makes a continued trend towards individualism
highly likely, with emerging high-growth economies converging towards the
level of individualism attained in the rich countries.

Positive Feedback from Increasing Self-Employment

Although culture is slow to change entrepreneurial activity may create its
own feedback cycle, slowly moving society to a more entrepreneurial
culture. In regions or countries with a high density of entrepreneurial activity
examples of successful new venture creation offer role models people can
conform to: “If he/she can do it, I can” (Veciana, 1999). A ‘demontration’
principle is at work here: the more entrepreneurs, the higher the exposure of
people to entrepreneurship, the higher the acceptance of entrepreneurship as
an alternative to wage-employment and the higher the likelihood of other
people becoming self-employed.

In the past twenty years positive feedback effects from re-emerging
entrepreneurial role models, reinforced by changes in incentive structures
and other institutional changes, may have contributed to the rise of
entrepreneurial preferences and abilities. Given the early stage of
institutional change and the slow pace of cultural change through generation
replacement55 it is reasonable to expect a further increase in entrepreneurship
in the next years.56

2.9.4 Culture’s Consequences

Culture Matters

There is an extensive literature on the importance of culture and
institutions for economic structure and performance. The role of culture has
been analyzed at the macro level (Landes, 1998; Lynn, 1991; North, 1990
and 1994; Olson, 1982 and 1996) and the firm level (Casson, 1991;
Hofstede, 1991; Whitley, 1992). In this section we will focus on culture’s
implications for the level of entrepreneurship, i.e., business ownership, in a
country.
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Culture and Entrepreneurship

From the framework proposed in Section 2.3 (Figure 2.1) it can be
inferred that national culture may influence the level of entrepreneurship
through both the supply and the demand side of entrepreneurship. At the
supply side individual preferences for self-employment are likely to be
within the cultural domain, since they are often shaped by the nation’s
prevailing attitude towards entrepreneurship. In a study of Reynolds et al.
(1999) several indicators of an entrepreneurial culture are mentioned. At the
level of symbols, rituals and heroes both the stories in the media about
successful entrepreneurs and the respect for those who start a new business
may be indicators of an entrepreneurial culture. In a sample of ten countries
a positive correlation was found between respect for entrepreneurs and the
rate of firm start-ups (Reynolds et al., 1999, p. 30).57 At the level of more
deeply rooted values the following values are found to be important for
entrepreneurship: the value placed on independence and autonomy in the
workplace, tolerance for inequality of income and wealth and the (absence
of) stigma attached to those whose entrepreneurial initiatives fail. Reynolds
et al. (1999) find a positive empirical relationship between the social value
of independence and the level of entrepreneurial activity. However, at the
level of values relationships between culture and entrepreneurship do not
always follow intuition. This is demonstrated in a cross-sectional study by
Wildeman et al. (1999) reporting an unexpected positive relationship
between Hofstede’s power distance and uncertainty avoidance indices and
the share of business ownership in the labor force in 23 industrial nations.
Additionally they find a negative correlation with Hoppe’s individualism
index. They explain these results as proof that dissatisfaction can be a source
of entrepreneurship: in countries with a high power distance, a high
uncertainty avoidance and low individualism, there may be relatively more
business owners since enterprising individuals cannot satisfy their needs
within existing organizations. Support for this hypothesis can be found in
Baum et al. (1993) where it is argued that there is a negative impact of
individualism on the level of entrepreneurship. On the other hand,
uncertainty avoidance has also been shown to have a negative indirect
influence on the development of the level of entrepreneurship over time. In a
study by Noorderhaven et al. (1999) Hofstede’s uncertainty avoidance index
is used to make a distinction between high and low uncertainty avoidance
countries. In the former group a strong negative relationship between GDP
per capita and the level of business ownership is found, indicating that push
factors to entrepreneurship prevail in this environment. For the low
uncertainty avoidance countries no significant influence of per capita income
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on business ownership is found. However, the expected profits of self-
employment appear to be a significant pull factor for entrepreneurship.
Almost all of the low uncertainty avoidance countries show a resurgence of
business-ownership in recent years.58

The influence of culture, through the supply side dimension of
entrepreneurial abilities, is difficult to establish and remains rather
speculative. However, prevailing attitudes with respect to entrepreneurship
in the educational system will probably influence the degree of relevant
training that is offered in schools. The evaluation report59 of the Australian
program on entrepreneurship and education gives strong indications that the
presence of a principal or teacher who is highly committed to the concept of
enterprise education is a key factor for schools in becoming involved in
enterprise education projects.

Culture may also influence entrepreneurship through the demand side as
it (indirectly) influences entrepreneurial opportunities. The prevalence of
entrepreneurial values within the realm of government and politics may
influence the scope of the private versus the social sector, particularly with
respect to utilities and personal services; the degree of entry regulation of
new business start-ups and the extent to which innovative regional clusters
are fostered through private-public partnerships.

In sum little is still known about the complex role of culture in the rise
and fall of business-ownership. More extensive and international comparable
data regarding cultural dimensions at the country level are needed to create a
better understanding of the influence of culture on entrepreneurship and the
relevant social and economic processes involved.

2.10 CONCLUSIONS

The level of entrepreneurship differs considerably across countries and
periods. Entrepreneurship is a multidimensional concept, the definition of
which depends largely on the focus of the research undertaken. The present
study deals with the factors determining the level of entrepreneurship. A
broad range of determinants explains the level of entrepreneurship, including
economic and social factors. Moreover, it is generally accepted that policy
measures can influence the level of entrepreneurship. The government can
exert influence on entrepreneurship in different ways; directly through
specific measures and indirectly through generic measures. For example,
when stipulating a competition policy, the government can influence the
market structure and (indirectly) the number and type of entrepreneurial
opportunities.
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The goal of the model is threefold. First, it attempts to integrate different
perspectives of the determinants of entrepreneurship. Second, an extensive
description of the role of government is provided in an endeavor to answer
the question of how policy measures may influence entrepreneurship. Third,
our model may serve as means for explaining temporal en cross-sectional
differences in the rate of entrepreneurship. The study is motivated by the
recent increase in the rate of entrepreneurship in many modern economies,
by the considerable variation of this rate across countries and the importance
of entrepreneurship for growth.

The level of entrepreneurship in a particular country can be explained
making a distinction between the supply side (labor market perspective) and
the demand side (product market perspective; carrying capacity of the
market) of entrepreneurship. This distinction is sometimes referred to as that
between push and pull factors. The determinants of entrepreneurship can
also be studied according to level of analysis. A distinction can be made
between the micro, meso and macro level of entrepreneurship. The objects of
study tied to these levels of analysis, are the individual entrepreneur or
business, sectors of industry and the national economy, respectively. Studies
at the micro level focus on the decision-making process by individuals and
the motives of people to become self-employed. Research into the decisions
of individuals to become either wage- or self-employed focuses primarily on
personal factors, such as psychological traits, formal education and other
skills, financial assets, family background and previous work experience.
Studies at the meso level of entrepreneurship often focus on market-specific
determinants of entrepreneurship, such as profit opportunities and
opportunities for entry and exit. The macro perspective focuses on a range of
environmental factors, such as technological, economic and cultural
variables as well as government regulation.

The present study focuses on the country level of analysis, but attempts
to explicitly link the country level to the micro level where an individual’s
risk-reward profile represents the process of weighing alternative types of
employment. This profile is based on opportunities (environmental
characteristics), resources, ability, personality traits and preferences
(individual characteristics). The occupational choices of individuals are
made on the basis of their risk-reward profile of entrepreneurship versus that
of other types of employment, such as wage employment or unemployment.
At the aggregate level these occupational choices emerge as entry and exit
rates of entrepreneurship. Weighing alternative types of employment people
can trade in their wage jobs (or unemployment) for self-employment, i.e.,
entry into entrepreneurship, they can remain within the type of employment
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they are currently in or they can decide, either voluntarily or involuntarily, to
exit from self-employment.

The process of occupational choice is also embedded in an institutional
and cultural environment. First, opportunities for entrepreneurial activity
depend upon the development of the private service sector versus the public
provision of services and the evolution of the household and the so-called
informal sector. Since the late 1980s the balance has shifted towards
commercial provision of many services due to privatization, deregulation
and a decreasing tax and social security wedge in many countries.
Additionally, entrepreneurial opportunities also depend upon competition
and establishment legislation. Second, the government can influence
resources and abilities of individuals through subsidized information and
advice services, loan guarantees and other direct support schemes. Third,
personal attitudes towards entrepreneurship are a ‘product’ of the current
cultural environment. These cultural patterns are however stable and path
dependent, and are reinforced by education and legislation that again are
products of the cultural system. Nonetheless, once policies promoting
entrepreneurial opportunities, the availability of resources and
entrepreneurial ability bear some success, emerging entrepreneurial activity
will provide new role models triggering cultural change.

This study has documented that entrepreneurship is a multi-faceted
phenomenon. This may explain why research on entrepreneurship spans so
many academic fields under many disparate guises. At its best, the subject
has generated a diversity of approaches and perspectives. At its worse, it has
a ‘Tower of Babel’ nature, where each academic discipline speaks its own
distinct language with its own methodology, impenetrable by outsiders.

This study has tried to build on the positive challenges of
entrepreneurship research by drawing on the rich traditions and findings
spanning a broad spectrum of academic disciplines to develop an integrated
Eclectic Theory of entrepreneurship. This Eclectic Theory incorporates
multi-level units of analysis – micro (individuals) as well as macro
(countries). In addition, it draws on the perspectives and traditions of a
number of disciplines, including sociology, management, psychology,
regional science, and economics. The resulting Eclectic Theory ought to
provide a conceptual framework for analyzing both the determinants of
entrepreneurship as well as the consequences or impact of entrepreneurship
across a broad array of industry, national, spatial and temporal settings.
Hopefully, this Eclectic Theory of entrepreneurship will serve as a bridge to
provide a common link across the broad array of academic disciplines,
reflecting the rich diversity of settings in which entrepreneurship takes place.
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NOTES

1 The Scandinavian countries all have at least several of the following characteristics that
often go along with low business ownership rates: a high per capita income, high female
labor participation rates, low income disparity, a large scope of the public sector and a
relatively low degree of dissatisfaction with life. See Wildeman et al. (1999) and
Henrekson (2000).

2 Greece, Portugal and also Spain have a relatively low per capita income, implying a
traditional industrial structure, and their populations show a relatively high degree of
dissatisfaction. Italy is characterized by a low per capita income in Southern Italy and a
specific industrial structure in Northern Italy (industrial districts with an emphasis on
small family businesses).

3 In some countries, most notably the Netherlands, SMEs are defined to be enterprises
employing less than 100 employees.

4 Our model of occupational choice bears some resemblance to the entrepreneurship
development framework used by Stevenson (1996), in the sense that in her model
motivation, skills and opportunity factors are the key aspects of business start-ups.

5 In the OECD Employment Outlook (2000) ‘conditions’ include access to finance,
administrative burdens, taxation and social security. ‘Skills’ include human capital and
managerial skills and ‘spirit’ refers to personal choice (OECD, 2000). Within our
framework individual characteristics are defined broader, including the (individual) access
to capital.

6 The concept of ‘willingness’ proposed by Van Praag en Van Ophem (1995) bares
resemblance to the concept of the risk-reward profile we use in this study. Van Praag and
Van Ophem define willingness to start a business as “the valuation of self-employment
versus wage- or unemployment, for otherwise identical situations”. They consider
willingness as “dependent upon both individual preferences for the special features of self-
employment as well as on the available outside options and their perceived attractiveness”.

7  Individual characteristics also involve demographic characteristics, such as age, gender,
marital status and ethnic background. These demographic characteristics to a certain extent
determine the availability resources to an individual and their abilities and preferences.

8  Note that different levels of analysis are linked here; the risk-reward profile shaped at the
individual level determines the actual rate of self-employment at the country-level.

9 In order to intervene at the national economy, it is important that the government is able or
willing to perceive a deviation from the optimal rate of entrepreneurship. Moreover,
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independent of the magnitude of the optimal rate, the government will have its own
(political) ideas about the desirable level of entrepreneurship.

10  In the present study economic development is used synonymous to prosperity and wealth.
11 Blanchflower and Oswald (1998) provide some evidence that on average entrepreneurs

have a higher job and life satisfaction than employees.
12 There also seems to be a reverse causality; high or increasing levels of small business

presence lead to higher economic growth (Carree and Thurik, 1998 and 1999; Carree, van
Stel, Thurik and Wennekers, 2001) or lower levels of unemployment (Audretsch and
Thurik, 2000).

13 It should be born in mind that economic development has cyclical aspects because periods
of economies of scale and flexible specialization alternate. Initially, a new product is
produced by specialized small firms and gradually, more experience in production can lead
to more product-specific knowledge and, as a consequence, to exploiting economies of
scale (Carree and Thurik, 2000b).

14 Storper and Salais (1997) argue that learning processes are of central importance to the
understanding of the functioning of regional economies. The diffusion of knowledge,
through a collective learning process, proceeds most efficiently in an innovative milieu
characterized by a high degree of openness based on personal networks that are embedded
in local communities and the proximity of work, social and cultural relationships.

15 When studying the impact of groups of cooperating firms, i.e. clusters, on entrepreneurship
a distinction should be made between vertical and horizontal relationships between firms.
In case of vertical relationships, the division between one firm internalizing part of the
production chain, and two firms each specializing in different parts of the production
chain, is vague. Only when different functions within the production chain are
externalized, opportunities for entrepreneurship are created.

16 According to Reynolds, Hay and Camp (1999) no or negative population growth should be
anticipated by the national government and a shortage in a country of people who are most
likely to pursue self-employment can be compensated by stimulating other groups, women
or younger/older people, to become self-employed.

17 The ‘signaling’ effect refers to the fact that the (mere) establishment of businesses in a
certain area is perceived as an indication of the attractiveness of this area by other
businesses.

18 This holds especially for countries where immigrants have long had a place in society, like
the United Kingdom (Storey, 1994) and the Netherlands (Bais, Van der Hoeven and
Verhoeven, 1995).

19 In a study by Kalleberg and Leicht (1991) it is argued that female-owned businesses are not
more likely to go out off business.

20 In an empirical investigation for 23 OECD countries, Audretsch and Thurik (1998) find a
positive effect of the (lagged) change of unemployment on the change of the self-
employment rate. They correct for the reversed causality of self-employment influencing
unemployment. See also Storey (1991), Evans and Leighton (1990) and Audretsch and
Thurik (2000).

21 Taking into account the two-way causation of the relationship between unemployment and
the rate of self-employment there is a clear possibility of a non-linear relationship between
unemployment and the number of people starting a business. A positive relationship
changes into a negative one, beyond a certain point where potential entrepreneurs are
discouraged by the lack of entrepreneurial options and the likelihood of business failure
(Meager, 1992). In this sense the positive and the negative effects of unemployment are
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confined to certain phases of the business cycle. Different countries can have differently
shaped relationships between unemployment and the number of (starting) entrepreneurs
(Meager, 1992).

22 The impact of income disparity on the demand for entrepreneurship should not be
overestimated. The main factor causing differentiation of consumer wants is not income
disparity but average per capita income or wealth.

23 Van Praag and Van Ophem (1995) use a broader definition of opportunity, referring to
opportunity as “the possibility to become self-employed if one desires this”. In their view
opportunity is determined by both individual characteristics and the (macro-) economic
environment.

24 Henrekson (2000) presents a model for analysing the impact of taxes and social security
contributions on the choice between do-it-yourself and purchase on the market.

25 Other research in this area does not subsume aptitude under ability but refers to aptitudes as
potential abilities and abilities as the knowledge and skills an individual currently
possesses (Schermerhorn, Hunt and Osborn, 2000; Wagner and Hollenbeck, 1995). For the
purposes of the present study we choose however to include aptitude with ability.

26 Van Praag (1996).
27 See Acemoglu (1995) and Murphy et al. (1991). An earlier model distinguishing between

entrepreneurship and wage-employment, couched in terms of opportunity costs of
entrepreneurship, is presented by Lucas (1978).

28 The net rewards of occupational alternatives are calculated correcting the rewards for
inputs, like working hours, and other costs. Unemployment and unpaid (family) work are
included with the occupational alternatives.

29 Whether an individual considers these risks important factors in the decision to become
self-employed depends on the risk propensity of an individual (Brockhaus, 1980b).
Individuals with a high propensity to take risks may be more likely to become an
entrepreneur as rewards of entrepreneurship are considered more important than the risks
involved.

30 OECD (2000, p. 170) summarizes considerable evidence that on average self-employed
people work longer hours than employees. At the same time there is evidence that, in spite
of longer hours and poorer working conditions, the self-employed have a higher work
satisfaction than employees (OECD, 2000, p. 171).

31 An alternative formulation would be to consider the expected rewards of wage-employment
as the opportunity costs of self-employment.

32 With respect to their actual financial compensation the self-employed were less dissatisfied.
33  The proportion of the labor force that is self-employed has decreased in most Western

countries until between the mid-1970s and the mid-1980s. Since then the self-employment
rate has started to rise again in several of these economies. See also Table 2.1.

34 It has to be born in mind that at the aggregate level (high) unemployment may also correlate
with recession and declining entrepreneurial opportunities.

35 Next to the range of laws and regulations, the quality of legislation is important; the energy,
time and money spent on the compliance with government regulation need to be
minimized in order for the entrepreneur to have maximum resources available to spend on
the basic activities.

36 In KPMG/ENSR (2000) an account is also given of the national policies of 19 European
countries as well as what is considered best practice.
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37 An investigation by Parker (1996), using data from the United Kingdom, supports this
hypothesis. More, and partly contradictory, evidence concerning the effects of average and
marginal tax rates on self-employment is presented in OECD (2000, p. 173).

38 Social security here is defined in a broad manner, including other benefits, in addition to
retirement pensions.

39 In the United States self-employed individuals are required to pay into social security via
self-employment taxes. This rate is two times higher, since it includes both the shares of
employers and employees.

40 In the Netherlands a relaxation of skill requirements has recently been implemented. The
general skill requirements will be abolished by the of January 2001, whereas the
complete establishment act, including industry-specific and occupation-specific
requirements, is to be withdrawn by 2006. In this way, the Dutch government tries to
improve the entrepreneurial climate (EZ, 1999).

41 The relaxation of establishment requirements in the Netherlands was shown to have a
positive impact on the number of start-ups (Bosma, Zwinkels and Carree, 1999), without
negatively influencing the ‘quality’ of entrepreneurship. See also Carree and Nijkamp
(2001) for the influence of deregulation in the retail sector on the speed of entry and exit.

42 The degree of intervention of the government in the bankruptcy procedure varies across
countries (EIM/ENSR, 1997; De Koning, 1998).

43 For some empirical evidence see Lever (1997) and Lever and Nieuwenhuijsen (1999).
44 Most countries have adopted competition laws, prohibiting this kind of anti-competitive

behavior. Sanctions vary from fines to imprisonment (OECD, 1998a).
45 There is however a strand of literature suggesting that competitive forces are harmful for

entrepreneurship (Dutz, Ordover and Willig, 2000). Schumpetarian arguments favoring a
negative impact of competition on entrepreneurship, include competition erodes profits
that are necessary for internal funding of entrepreneurial activity and the small size of
businesses is a bottleneck to innovative entrepreneurship, since economies of scale (and
scope) are necessary to extract the benefits accruing from successful entrepreneurial
activity.

46 Information technology (electronic filling) could be used to reduce the administrative or
compliance burden of the tax system. In several countries governments have taken action
to streamline administrative requirements and improve the coordination between public
agencies (OECD, 1998a).

47 Labor market policies have been dealt with in the section on macro-economic policies.
48 The ‘finance gap’ is attributed to the risk adversity of banks, choosing to ration credit,

because of imperfect information. Small and new (innovative) firms are particularly
vulnerable to this credit rationing, since they are more likely to fail and are thus considered
more risky (OECD, 1998a).

49 The bank-oriented system is characterized by underdevelopment of the stock exchange
market and the important role of banks as providers of (venture) capital. There is a
concentration of shares with a limited group of shareholders. The Latin system is also
characterized by underdevelopment of the stock exchange market. Relatively many
businesses and financial holdings are family-owned or state-owned. The market-oriented
system is characterized by the separation of property and management. There are many
shareholders and banks have a limited role in the provision of (venture) capital. The stock
exchange market is well developed and there are many different suppliers of risk capital.

50 For an overview see Donselaar et al. (2000).
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51 Some well-known values are individualism versus collectivism, power distance, social
implications of gender, trust, ways of dealing with uncertainty and the valuation of wealth.

52 The most important personality traits that are distinguished in the literature are
extraversion, agreeableness, conscientiousness, emotional stability and openness towards
(new) experiences. These traits are often referred to as the ‘big five’ (Church, 2000, p.
655).

53 “Institutions are the humanly devised constraints that structure human interaction. They are
made up of formal constraints (e.g., rules, laws, constitutions), informal constraints (e.g.,
norms of behavior, conventions, self-imposed codes of conduct), and their enforcement
characteristics. Together they define the incentive structure of societies and specifically
economies”.

54 It must be noted that groups may show a large degree of variation as cultural typologies
only describe central tendencies or dominant values.

55 Reynolds (2000, p. 48) also expects that “Fundamental changes in the life course,
occupational, and career aspirations of ordinary citizens, required to create an enterprise
society, may take several human generations”.

56 However, these reinforcement feedbacks may not continue indefinitely. When the
percentage of entrepreneurs in the labor force is very high, the opportunities for potential
entrepreneurs may decrease. Moreover, competition between the increasing number of
incumbent entrepreneurs may in time lead to a high exit rate. These effects will be
strengthened if the carrying capacity of the market diminishes as more products of the
present technological wave mature and scale economies arise

57 This may be an example of a positive feedback effect as mentioned in the previous section.
58 Given these mixed results of cross-sectional and (indirect) time-series analysis of the

impact of uncertainty avoidance on the level of entrepreneurship, one might hypothesize
that the worldwide trend towards individualism has also had a positive (indirect) effect on
the revival of business-ownership.

59 Keys Young, Evaluation of the enterprise education in schools (EES) element of the school
to work programme; final report, 24 June 1999, Department of Education, Training and
Youth Affairs, Canberra.
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3.1 INTRODUCTION

For a country like France, with a high rate of unemployment and a low
rate of entrepreneurship, stimulating entrepreneurship is of major
importance. However, for more than three decades the alleged control of the
economy by a strong elite group, often referred to as a meritocracy, has
inhibited the development of small and medium sized enterprises (SMEs).
As one of the most interventionist, the French government created various
institutions to guide the planning process with little room for entrepreneurial
activity. At the summit of the European Union in Lisbon in March 2000,
France has been regarded as European’s laggard: “too stubborn to abandon
its old statist ways, too reluctant to pursue market reforms and too proud to
admit to the merits of American liberal economics” (The Economist, April
2000, p.11).

Although highly criticized in the post-war period, the French economic
pattern was later called the ‘French exception’, as recognition for the rapid
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economic development. As Elsner and Groenewegen mention, France is
definitely adapting to the new standards, albeit in its own way: Changement
à la Française (Elsner and Groenewegen, 2000). In 2000 the growth rate in
France is estimated between 3.5 and 4.2 percent whereas in 1999 annual
growth rate was somewhat more than three percent (OECD, 1999b). The
increasing growth rate has stimulated job creation. Since 1997 the French
economy has created more jobs than the economies of Germany or the
United Kingdom. The rate of unemployment is starting to diminish, albeit
slowly, and consumer confidence is rising (The Economist, April 2000).

French firms have been able to benefit from the recovery through their
international competitiveness caused by the relative weakness of the French
currency. Despite the high rate of government intervention, expressing itself
through high taxes, ‘red tape’ and strict rules, the French business sector is
prospering. The reason for this upsurge of entrepreneurial activity may be
attributed to the necessity of ‘forced creativity’ that has helped French firms
to survive during the period of the recession.

The purpose of the present chapter is to study the development of
entrepreneurship in France and the factors that have had a major impact on
this development within the period 1960-1998. Three questions are
important. First, how did entrepreneurship develop in France? This entails a
detailed look into the past state and development of entrepreneurship that led
to today’s situation. Second, what are the factors that have impacted
entrepreneurial activity in France? A distinction is made between demand
and supply factors. Third, what is the contribution of government policy,
institutions and culture to the developments in entrepreneurship?

The structure of this chapter follows the Eclectic Theory of
entrepreneurship as proposed in Chapter Two. However, this theory guides
the present study in a loose fashion only. In Section 3.2 we investigate
entrepreneurship in France. From a static perspective the state of
entrepreneurship in France in 1999 is discussed, whereas from a dynamic
perspective developments in entrepreneurship between 1960 and 1998 are
dealt with. Section 3.3 describes various demand and supply side
determinants of entrepreneurship in France and Section 3.4 and 3.5 deal with
the influence of government policy and culture on entrepreneurship in
France, respectively. It will be concluded that government intervention and
culture appear important factors influencing entrepreneurship in France and
that supply side factors seem to have only a minor or ambiguous influence
on entrepreneurship.
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3.2 STATE AND DEVELOPMENTS OF
ENTREPRENEURSHIP IN FRANCE

3.2.1 State of Entrepreneurship

There are different ways in which the degree of entrepreneurial activity
can be measured; in other words there are different indicators of
entrepreneurship1 (Wennekers and Thurik, 1999). The number of business
owners in France amounts up to approximately 2.3 million in 1999 (OECD,
2000a and EIM, 2000). Using the number of business owners as an indicator
of the degree of entrepreneurial activity however does not allow for a
comparison between countries. The rate of business ownership within the
labor force is 8.5 percent in France in 1998. From an international
perspective the rate of entrepreneurship in France is very low: the business
ownership rates in Italy, the United Kingdom, the Netherlands and the
United States are substantially higher: 10.9, 10.3, 10.4 and 18.2 percent,
respectively (EIM, 2000).

Box 3.1:The profile of the French entrepreneur

The typical French entrepreneur is a 35 year old man, with an average
educational background, who previously worked in a small, private enterprise
in a mid-management position, or as a skilled worker. Like in most European
countries, the main motives for starting a business are self-fulfillment and the
will to be independent (ENSR/EIM, 1995). The French entrepreneur fears
social premiums, financial risk, a lack of capital, and market fluctuations.

3.2.2 Developments in Entrepreneurship

From Figure 3.1 it can be seen that the development of entrepreneurship
in France in the period from 1972 through 1998 is characterized by a more
or less continuous decline. The number of business owners as a share of the
labor force diminished from 11.3 percent in 1972 to 8.5 percent in 1998. The
magnitude of this decline in entrepreneurship has not been constant over
time. Between 1984 and 1992 entrepreneurship in France stabilized and even
showed a slight increase between 1986 and 1988. The number of
entrepreneurs in France was in 1998 almost equal to that in 1972. In the
period 1972-1984 the number of entrepreneurs in France decreases with 4.3
percent, in the period 1984-1992 the number of entrepreneurs increases by
1.5 percent and it decreases by 8.6 percent in the period 1992-1998.
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As far as we know entrepreneurship data prior to 1972 are not available.
However, two developments can be distinguished that are likely to have had
a positive impact on the number of entrepreneurs. The first is the monetary
and financial reform that was implemented by the French government in
1958, encouraging firms to expand their exports. The second is the influx of
repatriates from North Africa in the early 1960s that caused an increase in
population, followed by a sharp growth in the demand for consumer goods
(OECD, 1963).

The development of entrepreneurship in France deviates from that in
other countries. The development of entrepreneurship in most OECD-
countries can be characterized by a U-shaped trend, with a decrease in
entrepreneurship till the mid-eighties and an increase afterwards (Carree, van
Stel, Thurik and Wennekers, 2001). At first sight this U-shaped trend does
not characterize the development of entrepreneurship in France. However, it
is possible that entrepreneurship in France will increase in the near future,
showing a U-shaped development, albeit one that is initiated at a later point
in time. This prediction is justified by the fact that, at present, hindering
factors, such as the interlock of government and regulations as well as the
domination of large firms, are being reduced thereby paving the way for
entrepreneurship.
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When discussing developments in entrepreneurship entry and exit rates
need to be taken into account. With respect to exit rates a distinction can be
made between business closures and failures.2 According to the Agence pour
la Creation d’Entreprises (APCE), the average annual number of closures in
France, either voluntary or due to insolvency is approximately 280,000 per
year in the period of 1987 through 1995 (APCE, 2000a). This practically
equals the average number of start-ups each year within the same period.
The number of business failures shows an increase before 1993 and a
decrease after 1993. Since 1994 the number of start-ups has fallen steadily
and, despite a slight recovery in 1999, the current level of start-ups is still
below that of the mid-1990s (OECD, 2000c).

3.3 DETERMINANTS OF ENTREPRENEURSHIP

3.3.1 Introduction

In this section the determinants of entrepreneurship in France are
discussed, both from a static and a dynamic viewpoint; the present state as
well as developments of the different factors influencing entrepreneurship in
France are dealt with. The analysis of entrepreneurial activity surpasses the
borders of the economic discipline. The explanation of entrepreneurial
activity in France is based on the Eclectic Theory as proposed in Chapter
Two.

3.3.2 Demand Side Determinants

Introduction

There are specific factors within the demand side of entrepreneurship in
France that influence the level of entrepreneurship. Important factors are
associated with the industrial structure such as the size of businesses and
patterns of cooperation between large and small businesses and the
government. Moreover, the universal process of technological development
and how this advancement is fostered is also likely to have impacted the
demand for entrepreneurship in France. In subsequent sections these factors
are dealt with in more detail.
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Technological Development

The systematic relationship between output and productivity growth rates
suggests that technological progress is not a random process but rather one
guided by market forces (Acs et al., 1998). There are several relationships
between entrepreneurship and technological development. On the one hand,
technological developments increase the competitiveness of small and new
businesses (creative destruction) whereas, on the other hand, technological
developments are often absorbed more swiftly by small businesses, since
there is more room for flexibility than in large businesses (Carlsson, 1989).
Moreover, small businesses often serve niche markets, which often arise at
the start of a period of new technological developments.

To obtain an impression of the level of technological development in
France, the ‘innovation index’, as developed by Porter and Stern (1999), can
be used. The ‘innovation index’ is calculated including different factors
related to R&D.3 The ‘innovation index’ is used to rank countries according
to the degree of innovative capacity in the years of 1980, 1986, 1993 and
1995. It can be concluded that for the period of 1980 through 1995 the
innovative capacity of France has remained fairly constant and it is not
among the highest in the OECD-countries (OECD, 1999b).4

With respect to the type of technological development French technology
excels in systems engineering and the construction of large-scale, applied
technological systems for the military.5 This can be attributed for a large part
to the large systems that are bought by state military and civilian
bureaucracies (Salais and Storper, 1997). The large scale of the technology
systems in France leaves little room for small businesses because of the large
investments needed and the large scale of production.

The French technology industry can be described as a colbertist 6

industry, as technology businesses rely heavily upon state purchases
(domination by public orders)7 and financing destined for technology-
intensive activities (Pavitt and Patel, 1990). An example of the heavy state
intervention in the technology industry in France is the concept of the
Scientific City such as the Cité Scientifique Sud situated to the south of
Paris. Numerous publicly funded research labs and agencies that develop
high-tech products are brought together to stimulate innovative activity. The
government commissions most R&D within technology clusters in France.
This limits the room for (small-scale) innovation for commercial ends.
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Industrial Structure

Service Sector and Hypermarchés
Businesses within large parts of the service sector are typically small-

scale operating entities because the initial capital requirements are low and
there are many opportunities to serve niche markets. A high share of the
service sector in an economy is often accompanied by a high level of
entrepreneurship. The importance of the service sector in the economy can
be established using the number of businesses, the share of employment and
the value added. Like most countries France experienced an industrial shift
from manufacturing towards services. In 1998 the service sector in France
accounted for 26.6 percent of total employment and 38.7 percent of value-
added.8 Furthermore, in 1999 this sector accounted for 32.7 percent of the
total number of businesses.9 The number of start-ups in the service sector
increased in the period 1994-1999, whereas that of failures decreased.

Unlike in other countries and contrary to what is generally believed the
industrial shift in France was accompanied only to a small extent by growth
of the small business sector. A salient feature of (developments in) the
French economic structure is the growing number of hypermarchés, i.e.,
large supermarkets (Reijmer et al., 1997). This growth can be attributed to
their use of low prices exploiting scale effects and the political support for
price competition to protect the French purchasing power. Between 1990 and
1996 the number of hypermarchés in France increased from approximately
800 to 1,100 (Van der Brugge, 1997). Most of these large supermarkets
belong to (large) retail enterprises, such as Leclerc, Carrefour, Géant and
Casino.

The Law Royer introduced in 1973 deals with the regulation of (the
consequences of) hypermarchés and was changed in 1996 and renamed the
Law Raffarin. This law is a reaction to some negative effects of the
hypermarchés. These negative consequences include both air pollution and
traffic congestion caused by the necessity of consumers to use their cars as
these hypermarchés are usually situated within the periphery of cities.
Moreover, the so-called ‘skyline pollution’ of the large supermarkets and the
fact that these supermarkets negatively affect the number of business start-
ups in the countryside have also contributed to the proposition of this law.
The Law Royer/Raffarin aims at reducing these negative consequences for
instance through operating-hours restrictions. The measures are likely to
increase the number of opportunities for SMEs, albeit not by compensation
for the strong price competition of the hypermarchés.
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Groups d’Entreprises
There is a strong tendency for economic activities to take the form of

localized geographical clusters or agglomerations. This geographical
proximity of firms performing different - but linked - functions in the
production chain can reduce transaction costs. Geographical clustering also
creates intangible benefits. From an economic perspective an appropriate
labor pool is developed whereas from a socio-cultural perspective there is
social and cultural interaction, i.e., people are communicating and there is
collective learning, enhancing knowledge and innovation (Storper and
Salais, 1997).

In addition to the relatively high number of large firms, the French
industrial structure is characterized by groups d’entreprises, i.e., clusters.
This feature of the industrial structure has developed in the last 15 years. The
number of clusters has increased rapidly between 1980 and 1995, from
approximately 600 to more than 5,000 (Vergeau, 1997). Interesting
characteristics of these groups d’entreprises are that they usually consist of
both French and foreign firms and sometimes have a foreign business as the
leading firm within the cluster. Groups d’entreprises account for a large
share of small business employment and this share tends to increase
(Hecquet and Laine, 1999). Most regional clusters account for more than 40
percent of the employment within their region, whereas clusters in the
Alsace and Picardie account for more than half of the employment within the
region (Hecquet and Laine, 1999).

In France clusters of research-intensive SMEs abound. This type of
cluster develops an innovative environment in which the scientific
community and other intermediate organizations play a ‘temporary’ role, in
addition to SMEs. These innovative clusters are often referred to as
technopoles. Within these technopoles numerous publicly funded research
labs, universities and agencies, that develop high technology products and
skilled workers, are brought together. Often small businesses gain from
joining these clusters because spin-off effects, technological dynamism and
informational advantages create opportunities for small and new firms. Also,
small businesses tend to better support technological developments because
of the niche focus and the high risks involved. However, the positive impact
of the technopoles on small businesses cannot be fully supported since
characteristics of the actors within the technopoles, i.e., large firms,
government research centers and educational institutions, inhibit the
development of opportunities for SMEs.

The large firms within technopoles in France tend to follow a pattern of
aloofness vis-á-vis their immediate environment; they are more likely to
engage in international alliances within a global strategic framework than in
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intra-regional linkages. This complicates the development of horizontal
industrial contacts and inhibits technological cross-fertilization.

Government research centers connected to these technopoles are secluded
because of the proud isolation of the French public research system, which
traditionally avoids contact with the private sector and the university system.
Also, there are the tight security procedures linked to the military programs.
This limits the spin-offs and the transfer of knowledge to small businesses
(Castells and Hall, 1994).

Box 3.2: Examples of French technopoles

Sofia- Antipolis on the Côte d’Azur is a deliberately developed high technology
business area resulting from government- or university-related initiatives. The
park has a dual structure: on the one hand there are mutinationals and on the
other hand there is an incubation centre for SMEs (Castells and Hall, 1994). The
first attracts established firms by imitation, reinforcement and image and has
provided most of the jobs. The second depends upon ‘collective apprenticeship’
through communication and through launching new projects and has not been
very successful in generating small business employment. Within the Côte
d’Azur the high-tech industrial sector is developed weakly; there is a lack of
basic services, like testing laboratories, risk capital and marketing tools. This
scarcity reduces the competitiveness of SMEs. Moreover, since large firms
provide generous pay and facilities, researchers do not have the inclination to
break away and start their own firm. Although the structures of incubation are in
place, their operation is corroded by the regulations of the national government.

Cité Scientific situated southwest of Paris is a high-technology agglomeration
that includes numerous publicly funded research labs and agencies that develop
high-tech products. However, the ‘Scientific City’ has not become a genuine
innovative technopole, since it lacks the necessary synergy between science and
industry and between large and small firms (Castells and Hall, 1994).

Historically, the culture of the Grandes Écoles was built upon the social
and scientific superiority of the elite group they created and reproduced, thus
aiming to increase their power and influence within the French economy and
society and precluding any parochial preference for neighboring firms or
institutions (Storper and Salais, 1997).

French technopoles are often characterized by high costs, lack of
services, a lack of synergy between large and small firms within the clusters
and a lack of cross-fertilization of knowledge (Castells and Hall, 1994).
These characteristics reduce the competitiveness of established SMEs and
the incentives to start up new firms. However, times are changing and, at
present, both the national and the regional government (départements) have
acknowledged the importance of (innovative) clusters for the economy and
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they increasingly support the development and sustainability of these
innovative business areas (De Koning and Snijders, 1990).

In addition to geographical clusters or technopoles, there are important
industrial and financial clusters in France. These clusters consist of firms
related through economic ‘make-and-buy’ decisions, financial, personal and
institutional, i.e., grands corps, relations. Just like the technopoles these
clusters are characterized by large firm dominance, economic isolation
(créneaux) and a lack of opportunities for small business development.

3.3.3 Supply Side Determinants

Introduction

In addition to factors on the demand side supply side factors influence the
level of entrepreneurship in France. These factors refer, for a large part, to
the size, spread and composition of the population. This section deals with
the impact of population growth, density and mobility, age structure and
unemployment and immigration, respectively. It should be born in mind that
interrelationships exist between some of the supply side factors. These
interrelationships are to some extent taken into account in the present
section. By and large, the influence of the supply side factors on
entrepreneurship in France seems to be ambiguous.

Population Growth, Density and Geographic Mobility

The pace of the population growth in a country can positively influence
the number of entrepreneurs.10 In addition to the growth of the population, its
density, as expressed by the urbanization rate, can have a positive impact on
the number of entrepreneurs.11

Between 1968 and 1999 the French population grew with almost 21
percent. Although fairly constant, the growth rate decreased slightly between
1992 and 1996. The growth in population was accompanied by
developments in population density and geographic mobility. Rural areas
near urban areas show an increase in population, whereas those far from
urban areas show a decrease (INSEE, 1999). As can be seen from Table 3.1
the French rural population decreased whereas the urban areas attracted
people,12 leading to an increase in the share of the urban population. At
present the urban population in France is still increasing, whereas the
suburbs are becoming less attractive as residential areas (Chavouet and
Fanouillet, 2000).
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At first sight the population growth in France does not seem to have
stimulated the number of entrepreneurs. Despite the growth of the French
population, this number decreased (see Figure 3.1). It should be noted that
there are other factors that could have influenced this relationship and that
there may be a time lag between population growth and growth in the
number of self-employed people. Moreover, population growth has
stimulated the population density in France and it is possible that the scale
effects of a dense population, affecting the small business sector negatively,
have outweighed the positive effects of the attractiveness of
entrepreneurship within the urban areas.

Age Structure

The age structure of the population can impact entrepreneurship through
the likelihood of people of a certain age to become self-employed. Storey
(1994) argues that people between the age of 25 and 40 are most likely to
become self-employed. Why people within this age category are more likely
to become entrepreneurs than people of other age categories is not fully
disclosed. It is possible that factors, such as capital accumulation, experience
and risk aversion, interact with age.

As can be seen from Table 3.2 a (relatively) low percentage of the
population is within the age category of 20-39 years old. However, the
differences are not considerable. Moreover, it can be argued that young
people (under 20 years) and old people (over 60) are less likely to start or
run a business than people of other ages. As compared to other countries
France is characterized by a (relatively) high proportion of people under the
age of 20; within Europe only three countries are characterized by a younger
population: Ireland, the United Kingdom and Finland. As compared to other
countries France takes an average position with respect to the number of
people aged 60 years and older. However, like in other countries, the French
population is aging (Madinier and Courson, 2000). In 1999 approximately
12.5 million people in France are over 60 years old; this represents an
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increase with 1.2 million as compared to 1990. In 1999 21.3 percent of the
French population is 60 years or older as compared to 19.9 percent in 1990
and 18.5 percent in 1982 (Madinier and Courson, 2000).13 The high
percentage of old people in France however may be offset by the (relatively)
high proportion of the population within the age category younger than 20
years old. The effect of the French age structure on entrepreneurship is not
likely to change in the near future.

Female Labor Force Participation and Entrepreneurship

In 1999 the number of female participants in the labor force is 12.2
million as compared to 14.3 million male participants. At present the number
of female workers is still increasing, albeit at a slower rate than in the 1990s.
The participation rate of women in the French labor market has been
increasing from the 1960s (Bourlès and Courson, 2000). However, the share
of female entrepreneurs has increased less than the share of self-employed
women in France. In terms of the population the number of female business
owners has increased. However, relative to the labor force, female business
ownership has decreased, since more women tend to be wage-employed than
self-employed.

In 1998 30 percent of the businesses in France, approximately 320,000
businesses, were owned and managed by women (Orhan, 1999). This
percentage bears close resemblance to the average of one-third of the
businesses run by women in the European Union (OECD, 1998a). Men are
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more likely to start up a business than women in France. When comparing
female and male entrepreneurship it can be said that the average turnover of
women-owned businesses is lower than that of male-owned businesses. This
is due for a large part to the smaller size of the businesses run by women
(Orhan, 1999). Survival rates are lower for women-owned business than for
male-owned businesses. In 1992 the survival rate after five years of activity
is 60 percent for men and 54 percent for women (EIM/ENSR, 1996). This
difference in survival rate is likely to be activity-related rather than gender-
related, since female entrepreneurs tend to establish and run businesses
within the service sector that are characterized by low initial capital
requirements and by fierce competition and high failure rates. In case of
lower survival rates of women-owned businesses a higher proportion of
female entrepreneurs is likely to negatively affect the level of
entrepreneurship in France. With respect to women-owned start-ups it can be
said that there is no quantitative financial discrimination by banks: 23
percent of the women and 22 percent of the men started a business with bank
credit (ANCE, 1996). It is possible however that female entrepreneurs are
required to pay a higher price for these credit facilities (Verheul and Thurik,
2001). When women experience problems in the start-up phase of their
business, this is likely to also negatively affect the general level of
entrepreneurship since it might also discourage male nascent entrepreneurs.

Unemployment and Immigration

According to the margination theory both unemployment and
immigration can serve as push factors to entrepreneurship. Dissatisfaction14

is the mechanism by which these factors exert influence on entrepreneurship.
The margination theory states that dissatisfaction reduces the opportunity
costs of self-employment. In this case both unemployment and immigration
have a positive impact on the number of entrepreneurs. Moreover, it is said
that a high level of unemployment can also have a negative impact on
entrepreneurship because it may coincide with a depressed economy and a
lack of opportunities for entrepreneurship.

In 1996 approximately 2.8 million immigrants of 15 years and older were
living in France (Gross, 1999). From the 1970s onwards there has been a
substantial increase in the number of ethnic entrepreneurs in France. As can
be seen from Table 3.3 the number of immigrant (independent) business
owners has increased from 4,000 in 1982 to 6,600 in 1990. This excludes the
so-called naturalized immigrants who experienced an increase from 5,000 in
1982 to 6,700 in 1990. In 1982 the share of non-French business owners,
including both naturalized French and immigrants, was approximately seven
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percent of the total number of French business owners and in 1990 this
percentage increased to over eight percent. At present the share of non-
French business owners is 9.5 percent (Lacroix and Ma Mung, 1999).

The impact of immigration on business ownership in France is complex
and ambiguous. A distinction can be made between a direct and indirect
effect of immigration on the number of business owners. The indirect effect
works through the level of unemployment. Moreover, both positive and
negative effects on the level of business ownership can be distinguished.

The direct effect of immigration on business ownership in France
consists of a negative and a positive component. On the one hand,
immigration is likely to be accompanied by an increase in the demand for
culture-specific products and services on the intra-community market,
creating opportunities for ethnic entrepreneurship. This demand for culture-
specific products and services is augmented by the growing interest of the
native French population for exotic products. This is due to an increased
exposure to these products caused by globalization processes (Lacroix and
Ma Mung, 1999). On the other hand, since ethnic entrepreneurs tend to serve
their own ethnic group within the community, this can lead to
‘supersaturation’ of specific markets, negatively affecting the survival rate of
immigrant businesses (Van den Tillaart and Poutsma, 1998).

Since the positive direct effect, consisting of both the push effect of
dissatisfaction and the reinforcement effect of serving the intra-community
market, probably exceeds the negative direct effect, as represented by the
‘supersaturation’ of the intra-community market, it can be argued that
immigration has a positive direct influence on entrepreneurship in France.

In addition to the direct effect, immigration can indirectly influence
entrepreneurship through unemployment. French unemployment has
increased in the last two decades. At the end of 1996, unemployment in
France was 11.6 percent, as compared to 2.7 percent in 1972 (Flockton and
Kofman, 1989). The most substantial increases in unemployment can be
attributed to the two oil shocks in 1972 and 1979, the decrease in domestic
demand and industrial cutbacks in 1984 and the economic recession in the
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early nineties. Developments of unemployment in France for the period
1974-1998 are presented in Figure 3.3.

The high rates of immigration and unemployment in 1996 gave rise to a
discussion of the impact of immigration on unemployment. As in other
countries immigration in France pushes up unemployment, since
immigration leads to a larger labor force. In 1999, the unemployment rate of
the immigrant population was 21 percent whereas the unemployment rate of
the total French population was twelve percent15 (Thave, 1999). It should be
noted that there might also be a reverse causality since a high level of
unemployment in France is likely to discourage immigrants due to a lack of
labor market opportunities.

The impact of unemployment on entrepreneurship in France is
ambiguous. At the micro level (the risk of) unemployment can push people
into self-employment, whereas at the macro level unemployment can be
associated with economic recession and a lack of entrepreneurial
opportunities. In France, 33 percent of the enterprises are started by someone
who was previously unemployed29, as compared to 29, 16, and 0.6 percent in
Sweden, Italy and Luxembourg, respectively (EIM/ENSR, 1995). However,
when comparing developments in entrepreneurship (Figure 3.1) with
developments in unemployment (Figure 3.3) it seems that the unemployment
rate had a negative effect on entrepreneurship in France. Whereas the level
of entrepreneurship shows a continuous decrease, the level of unemployment
increases within the same period. In this case the negative effect of
unemployment on entrepreneurship exceeds the positive effect. It should
however be born in mind that entrepreneurship is not determined by a single
factor, such as unemployment, but is the result of a combination of many
factors.

Assuming a positive effect of immigration on unemployment and a
negative effect of unemployment on entrepreneurship, it can be concluded
that immigration has a negative indirect effect on entrepreneurship in France.
The total effect of immigration on entrepreneurship in France is unclear,
since the positive direct effect of immigration is, to some extent, weakened
by the negative indirect effect of immigration, through unemployment.
Additionally, the positive effects of both unemployment and immigration, as
predicted by the margination theory, are weakened by the high level of
French unemployment benefits and the guaranteed minimum income,
lowering the incentives of both employed and unemployed to start their own
business.
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The impact of immigration, both indirectly, through unemployment, and
directly, on entrepreneurship in France is presented in Figure 3.3.

3.4 GOVERNMENT INTERVENTION

3.4.1 Introduction

In this section the role of government intervention in the French economy
and its effect on entrepreneurship is discussed. Government policies in
France are studied both from a static and a dynamic viewpoint. The
discussion on the impact of government policy on entrepreneurship in
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France is largely based on the Eclectic Theory as proposed in Chapter Two.
In Section 3.4.2 the history of government intervention (in general) in the
French economy is discussed, whereas Section 3.4.3 deals with specific
types of government policies and their effect on entrepreneurship.
Subsequently, the impact of macro-economic policies, viz. taxation, labor
market regulation, social security and income policy; regulation of
dynamism, viz. establishment and bankruptcy legislation; deregulation and
simplification; input-related policies and specific policies, on
entrepreneurship are discussed.

3.4.2 History and Current Situation of Government
Intervention in France

Since World War II the French government has implemented nine
National Plans, with the Ninth National Plan being active through to 1988.
Industrial policy influencing the industrial structure has always been part of
these national plans, whether successful or not. Up to the Fourth Plan (1962-
1965) objectives were mainly sectoral and the government realized them by
influencing the behavior of the entrepreneurs. The Fifth Plan (1966-1970)
induced a change. This plan was guided by projections instead of objectives.
Entrepreneurs were considered responsible for the development of the
industrial structure. The task of the government was to create favorable
conditions for industrial development. Up to the Fifth Plan, entrepreneurs
were accustomed to the protection of the French government when
developing new products. The Fifth Plan stimulated entrepreneurs to
adequately respond to the open frontiers by pursuing an aggressive market
strategy directed towards enlarging market shares and making profit. The
government stimulated mergers, i.e., concentration, in order for efficiencies
of scale to emerge. The Sixth Plan (1970-1975) was more or less a
continuation of the Fifth Plan. In the Seventh (1976-1981) and the Eight Plan
(1981-1985) special attention was paid to those sectors where the
government, because of her huge demand, had a considerable influence.
Investments in the machine tool industry were made for strategic reasons.
Stimulation programs existed but these were merely aimed at individual,
often large, firms that were considered of strategic and national importance.
The Ninth Plan emphasized the importance of undertaking initiatives
coordinating economic policy in the European Union and the OECD.
National solidarity was stimulated through reductions in income inequality, a
focus on environmental issues and renovation of rural areas. The
modernization of industry required investments in research and development
and education. Moreover, it was considered important to have a balance of
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payments and an inflation rate that corresponded with trade partners. The
measures proposed within the Ninth Plan were all directed towards
improving employment (Groenewegen, 1989).

Plans concerning SMEs have not been very successful in France. After
the trend towards nationalization in the 1980s the Mitterand government
attempted to stimulate large firms in promoting small business involvement
in new technologies and foreign markets through the so-called Contrats de
Plan Etat-Régions.16 This incentive for small business development failed
because large global firms did not want to give up their independence. Also
the plan of fostering regional networks, i.e., Centres d’Innovation et de
Transfer Technologique (CRITTs) failed because the large Centre National
de la Recherche Scientifique (CNRS) programs continued to absorb money
for the famous grands programmes.

In the last years the French government has acknowledged the
importance of small businesses and entrepreneurship for employment and
economic growth, and accordingly paid more attention to their development.
At present, the main objective of the French policy directed towards SMEs is
creating favorable conditions for SME development, thereby stimulating
employment. The French government has three main objectives (OECD,
2000c). The first is fostering new venture development as well as the
expansion of established businesses. The second is promoting modernization
of business through local networks of start-up assistance enabling
entrepreneurs to sell new products or sell their products in new markets. The
aim is to foster enterprise creation as a source of new jobs. Finally,
administrative procedures need to be simplified enabling entrepreneurs to
spend their (scarce) time on what they do best - creating, leading and
developing businesses.

3.4.3 Government Intervention in the French Economy

Macro-Economic Policies

Taxation
The height of taxes and the complexity of the tax system are likely to

negatively affect entrepreneurship. High tax rates erode the incomes of small
businesses, while complex and opaque tax systems can discourage
(potential) entrepreneurs and keep them from their basic activities.

The French tax system exerts an important influence on the risk-reward
profile of self-employment versus that of other types of employment. The
tax burden on French SMEs was very high until the early nineties (OECD,
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1994a). Particularly high were payroll taxes, family allowance contributions
and unemployment benefits (Levratto, 1996).17

In recent years the French tax system has been reformed drastically.
Implemented changes that are likely to have a positive effect on the level of
entrepreneurship in France include the reduction of social security
contributions on low wages and the widening of the base of the contribution
sociale généralisée. The contribution social généralisée is a tax that is
charged on most revenues. It contributes to the financing of the social
security system.18 Moreover, the taxe professionnelle is reformed. This is a
local tax that is charged on the basis of the rental value of premises, the
value of fixed assets (16 percent charge) and the annual payroll (18 percent
charge). These values are calculated two years prior to the year when the tax
payment is due. The revenues of the taxe professionelle are used to finance
the local administration. The taxe professionelle is reduced in 1999 and
2000, it will be further reduced in 2001 and the salary-based component will
be abolished as from 2003.19 The reform of the French tax system also
includes a reduction of transfer taxes on businesses and goodwill, including
partial exemption from inheritance taxes; the possibility to defer payment of
taxes on capital gains that are (re)invested in businesses less than 15 years
old and a subsidy/grant of 10,000 French francs for new businesses.
Moreover, there are initiatives to reduce administrative and tax constraints
on business ownership. Several measures to simplify the rules have been
introduced, such as the harmonization of filing deadlines for a number of
different tax forms and a greater flexibility for switching from one tax
regime to another (OECD, 2000c).

Labor Market Regulation
A rigid labor market can frustrate entrepreneurial activity through the

difficulty for business owners to adjust their workforce to market demand.
Additionally, the availability of adequate personnel and labor costs influence
the likelihood of people starting a business and the development of
established businesses.

From 1997 onwards labor market characteristics in France tend to favor
entrepreneurial activity. The French labor market is characterized
increasingly by more flexibility and falling labor costs. The increase in
flexibility stems, to a large degree, from a (gradual) shift from traditional
full-time open-ended contracts to more flexible and temporary contracts.20

The diminishing labor costs can be attributed to the general wage moderation
and exemptions of social contributions for people with wages close to the
minimum wage, reducing the costs of unskilled labor (OECD, 2000c).
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Recently, the French government has reduced the statutory working week
from 39 to 35 hours for small businesses from January 2002. State
assistance is provided to cover approximately one-third of the additional
wage costs of the difference between a 35-hour and a 39-hour working week.
The implementation of this law poses specific problems, since cases of
indivisibility may make it difficult to implement the reduction of working
time for small teams and SMEs. Furthermore, businesses with less than 20
employees have little scope for hiring or reorganizing their work, and the 35-
hour week may result in lower output or higher costs (OECD, 2000b).

Social Security
The level of social security influences labor mobility, with a high level of

social security leading to restricted labor mobility as unemployed people are
discouraged to find employment and wage-employed people stay within the
current type of employment, because of the high opportunity costs of self-
employment. A high level of social benefits may discourage both
unemployed and wage-employed people to start a business (Bosch and
Westhof, 1997).

The French nation-wide social security system consists of four types of
coverage: health insurance, covering sickness, hospitalization, disability, and
death; old-age insurance, e.g. pension; family allowances and unemployment
benefits (OECD, 1994a). As compared to other countries the expenditures on
social protection of the French government are relatively high, however they
are lower than those in most Scandinavian countries and the Netherlands
(OECD, 1994a).21

The replacement ratio refers to the height of unemployment benefits
relative to the level of the (minimum) wage. A high replacement ratio may
generate lower incentives for unemployed people to search for employment.
In 1989 the initial gross replacement ratio for the average worker in France
is 59 percent, which is not particularly high as compared to the ratio in other
European countries. However, on a net basis, excluding related transfers,
such as housing subsidy, the ratio rises to 84 percent for those earning the
minimum wage (OECD, 1992). Steps have been undertaken by the social
partners and the French government to lower the level of unemployment
insurance (OECD, 1994a). In addition to a high replacement ratio, the
minimum wage can also negatively impact self-employment. In France the
level of the minimum wage in relation to the average wage is the highest in
the OECD, after the Netherlands (OECD, 1994a).

In addition to the absolute height of social benefits, the difference
between social benefits for wage-employed and self-employed people is an
important factor influencing the level of self-employment. In France social



Determinants of Entrepreneurship in France 103

security in case of unemployment, sickness and disability, varies
substantially between wage-employed and self-employed people. Especially
until 1993 wage-employed people were more fully covered than self-
employed people. The little social protection for the self-employed increased
the opportunity costs of self-employment for wage-employed people. As a
reaction, the French government introduced measures in 1993 and 1994 to
improve social protection and reduce the costs of the social security for the
self-employed. This program included measures to facilitate individual
business creation, to improve social security in favor of the self-employed
and to simplify the relationship between self-employed people and the social
security institutions, i.e., the so-called Organismes Sociaux.22

Income Policy
Income policy, especially when affecting the income distribution, may

create (dis) incentives for self-employment. Income disparity is assumed to
positively influence self-employment on both the demand and the supply
side. From a supply side perspective, people at the low end of the income
distribution are dissatisfied with their income and are pushed into self-
employment, whereas wealthy people have the financial means to start a
viable business and are pulled towards self-employment. From a demand
side perspective, higher and more dispersed incomes will initiate a more
differentiated consumer demand, creating opportunities for entrepreneurship.

In France, the dispersion of pre-tax incomes decreased in the late 1970s
and early 1980s (INSEE, 1996b). This decrease in income disparity
concerned mainly the elderly. Moreover, due to an increase in the minimum
wage, income inequality between wage-employed people decreased.
However, this decrease in inequality was partly offset by the increase in
unemployment. The Gini coefficient captures (changes in) income inequality
in time. In 1979 the Gini coefficient for France amounted up to 29.7,
whereas in 1984 it amounted up to 29.6 (Atkinson et al., 1995). Between
1984 and 1989, both the top and bottom deciles of the income distribution
gained income, whereas the early 1990s were characterized by a moderate
increase in income inequality. Poverty rates in France remained stable
between 1984 and 1994, but the composition of the pool of poor people
changed: the share of young people among the poor doubled, whereas the
share of elder people fell by half (INSEE, 1996b). Between 1979 and 1994
the income distribution in France remains relatively stable and is not
expected to have had a major impact on the development of entrepreneurship
in France.
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Regulation of Dynamism

Establishment Legislation
Like in most countries, legal demands have to be met when starting a

business in France. Entrepreneurial activity is, to a large extent, regulated
and (potential) entrepreneurs are required to fulfill certain conditions in
terms of licensing, education or experience, before they can start a business.
General registration procedures apply to all businesses, whereas certain
activities require additional registration procedures. On average it takes
approximately 15 weeks to register a business in France (OECD, 2000b).
Moreover, costs are involved to start up different types of businesses.23

In addition to the general registration procedures of businesses in France,
(new) business owners need to provide evidence of the occupation of
premises. For example, self-employed tradesmen are required to provide
evidence that they occupy commercial premises, whereas self-employed
craftsmen are required to prove that they run their business from either
commercial or professional premises. In this context, in 1993 a new law was
adopted allowing self-employed and/or independent business men or women
to run their business from their private homes, provided that the
entrepreneurial activity is exclusively undertaken by themselves and that it
does not involve the exchange of merchandise or the visit of customers
(APCE, 2000b). Entrepreneurs are required to follow a management-training
course to ensure the viability of a new business. For this course exemption
can be obtained when having adequate education and or professional
experience. Clearly, the management-training course absorbs scarce
resources of the entrepreneur, i.e., money and time, since the course costs
between 1,000 and 1,300 francs and lasts four days.

It can be concluded that there are contrasting influences of establishment
legislation. On the one hand, requirements are a barrier for potential
entrepreneurs. In France the amount of money and the length of time
necessary to register a business is likely to discourage people to start a
business. On the other hand, these requirements can contribute to a higher
quality of entrepreneurship and a higher survival rate. Particularly, the
compulsory management course can contribute to higher survival rates of
new small businesses.

Bankruptcy Legislation
Firm closure is part of the entrepreneurial process that allows resources

to move to their most productive uses. Policies that restrict the scope for
firms to restructure or close diminish the ability of an economy to adjust and
discourage entrepreneurs from starting up (OECD, 1998b). Bankruptcy
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legislation can play a role at different levels. At the individual level,
entrepreneurs can be discouraged by severe bankruptcy regulation as the
penalties for going bankrupt offset the rewards of starting a business. At the
macro level, business turbulence is important creating and restricting room
for entrepreneurship.

The number of insolvencies, as measured by the opening of insolvency
procedures, has increased substantially in France in the period 1980-1993
(EIM/ENSR, 1997). As compared to other countries France is characterized
by a relatively high number of insolvencies in 1993. Whereas the total
number of insolvencies or liquidations in France is approximately 60,000,
this number in Italy, Spain, Sweden and Finland, amounts up to
approximately 15,000, 600, 11,000 and 6,500, respectively.24 Moreover,
France has the highest percentage of insolvent enterprises in the tertiary
sector (EIM/ENSR, 1997). External factors were cited as the most important
factors contributing to the high level of insolvencies in France.

The French bankruptcy system (so-called ‘collective proceedings’)
originates from Roman law. The most recent Act is that of January 1985 at
present governing company insolvency. This Act is new in the sense that it
abandons the representation of creditors’ interests. The aims of the
legislation are primarily economic and social, with the interests of creditors
and the ‘punishment’ of debtors coming in second place (OECD, 1994c).

The Act of 1985 introduced several procedures. First of all, if the
business can still operate it will be restructured by the court under what is
intended to be a rapid procedure. The company will submit a continuation
plan enabling its representatives to present proposals to pay off the creditors
over a specified number of years (cessation of payments) or it will be subject
to one or more disposal plans for the sale of assets or parts of the assets to
third parties who are then required simply to pay the price, whatever it may
be and to comply with commitments to continue the business activity.
Moreover the price paid may have no relation to the value of the debts, as
this price is based simply on the estimated value of the business assets
(sometimes to the considerable detriment of the creditors). Furthermore, if
the business cannot continue to operate, or if the difference between its
estimated value as a going concern and the amount of its debts is too big, it
will be declared to be in judicial liquidation and its assets or parts of its
assets will be sold for the best obtainable price (to the detriment of both its
creditors and of its employees who will be made redundant) (OECD 1994c).

According to the OECD the current French arrangements to deal with
companies in difficulty show imagination, considerable flexibility and
effectiveness in the speed with which they provide for the restructuring, sale
or liquidation of firms (OECD, 1994c). However, compared to some
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common law countries, there is still too much legal rigidity resulting from
the Roman and Mediterranean legal traditions on which the entire French
system is based (OECD, 1994c). Furthermore, commercial justice is not
dispensed by courts with a mixed membership of elected business persons
and professional magistrates or by ordinary courts. This can have the adverse
result that the commercial court judges are too close to the litigants and may
even sometimes be their direct competitors (OECD, 1999b). The commercial
court judges are not paid for their service, which is the reason why a
considerable use is made of proxy ‘liquidators’. Finally, the system of
payment of court officers does not sufficiently provide them with the
incentive to save activities and jobs that can be saved (OECD, 1999b). The
government is planning an extensive reform of commercial justice
introducing professional magistrates alongside commercial court judges; a
requirement of the latter to disclose their business interests; a tightening of
disciplinary procedures; a revision of the rules applying to remuneration of
court-appointed administrators and receivers and a redefinition of their role
and the mode of access to those professions (OECD, 1999b). Moreover,
thought is currently been given on how the bankruptcy legislation could be
changed, simplified and brought closer to those of other European
Community jurisdictions (OECD, 1994c).

Deregulation and Simplification

Liberalization and Competition Policy
Entrepreneurship and competition are highly interrelated because

competitive entry often results from entrepreneurial activity and competition
creates room for entrepreneurship. Competition policy in France is less
severe than in other OECD countries. Modernization of the French
competition regulation has been modest and there are still sectors, such as
the audio-visual and banking sector that are not regulated by the French
competition authorities (OECD, 2000b).

In the French economy, state-owned businesses with a monopoly are
increasingly entering into competition with other businesses (OECD, 1997).
This is a result of either their diversification into related markets, or because
activities have been withdrawn from the scope of their monopoly as a result
of Community directives (e.g. telecommunications and air transport
industries). As a consequence, it has become necessary to predict and correct
any abuses committed by these large businesses. At present the opening up
of the government sector continues with three sectors that are already
liberalized: air transport, telecommunications and railways. Furthermore, as
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from February 2000, the electricity sector is partially opened up to
competition (OECD 2000a).25

Administrative Burden and Compliance Costs of Legislation
Complex and opaque administrative procedures can discourage potential

entrepreneurs and distract incumbent entrepreneurs from their basic
activities, negatively influencing both the number of new ventures and the
growth of established businesses. French administrative procedures are very
complex during the start-up phase. On average it takes 15 weeks to register a
company. The total number of formalities to be completed is substantially
higher when compared to other countries, due to the large number of public
agencies (interlocuteurs) one has to visit to register a company (OECD,
2000b).

To simplify and streamline administrative procedures the French
government adopted two major programs for administrative simplification
(OECD, 2000c). The first program consists of 37 measures of which 22 are
in process of implementation in 2000. Some of these measures are already
enacted, such as the elimination of three of the forms to be filled out when
certain categories of employees are hired and registration of new businesses
in the Register of Trade and Companies within 24 hours by clerks of
commercial courts. The remaining 15 measures are still being developed. It
is however encouraging that the second program, consisting of another 26
measures, is already implemented. For the future, the French government
intends to ensure that the other measures will also be put into practice.
Furthermore, the government will continue to eliminate complex regulations
in order to make the entrepreneurial climate better (OECD, 2000c).

Input-Related Policies

Financial Environment of SMEs
An important factor in the development of entrepreneurship is the

financial environment of SMEs. Levratto (1996) refers to the financial
territory of SMEs, defined as a set of relations between firms and different
types of financial partners, including banks, venture capitalists and public
institutions. Banks often label SMEs as vulnerable with high odds of
discontinuance. Accordingly, they restrict lending and apply a high-risk
premium to SMEs. In France this was the case especially in the early
nineties when the government adopted a tight monetary policy, resulting in a
high real interest rate that raised the costs of inventories and short-term loans
and increased the risk of bankruptcies.



108 Entrepreneurship: Determinants and Policy in a EU-US Comparison

Stock market quotation can be considered even less an option for small
businesses, as they are often not in a position to issue shares, due to firm size
and the extensive range of conditions for stock exchange quotation (Verheul
and Thurik, 2001). In many cases venture capital can provide the solution to
the financial needs of SMEs, since it focuses on projects involving high
risks. However, the French venture capital market is traditionally
characterized by dependency of investment decisions on the size and nature
of the guarantees provided, rather than on expected profit. By putting the
bulk of the risk on business owners or the State, the venture capital system
discouraged entrepreneurship, led to a poor selection of projects and capital
deprivation at crucial stages in the firm’s life cycle (OECD, 1999b).

As a consequence of the lack of availability of financial resources/funds
for small business owners and/or the lack of information about existing
resources in the mid-nineties the self-financing ratio for young (technology)
companies in France was approximately 75 percent as compared to 50
percent in the United States (OECD, 1999b).

To resolve the financial problems of SMEs the French government has
established the SME Development Bank (BDPME) in 1996.26 This bank
assists SMEs in the most risky phases of their development with guarantees
and co-financing and operates in cooperation with other banks and financial
institutions. In 1999 the SME Development Bank has covered more than 20
percent of the total debt financing to SMEs. The French government has also
taken measures to financially support very small enterprises that experience
difficulties obtaining (bank) financing. Guarantee mechanisms are developed
that give small firms ‘easy’ access to credit by encouraging banks to take
more risks (OECD, 2000c). Furthermore, the government has adopted
measures to foster equity investment in businesses, including the public
venture capital fund in 1997; start-up funds; tax holidays for investment in
recently created businesses and small-investment incentives (OECD, 2000c).

At present the French capital market is opening up to foreign investors
and the amount of cross stockholdings among large firms decreases (OECD,
2000b). This is bound to change the character of the French venture capital
market in the near future probably creating more financial opportunities for
SMEs.

Specific Measures

Sectoral Measures
In addition to general policies directed at the small business sector in

general or businesses of all size classes, specific policies are adopted by the
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French government to stimulate entrepreneurial activity in the industrial,
craft and commercial sector (OECD, 2000c).

The French government has developed long-term plans to address far-
reaching structural developments in the industrial sector, such as
technological advancement and enabling businesses to adequately adapt to
industry-specific changes. In the long run technology will be made available
to all firms through special programs promoting technology transfer and
innovative behavior. The National Research Association (ANVAR) is
founded to support innovation by small businesses through covering a
significant proportion of the financial risks involved in launching new
products and processes. Moreover, businesses are encouraged to invest in
knowledge, i.e. intangible resources. The Aid for Executive Recruitment
Program is designed to stimulate the recruitment of specialists that occupy
new jobs and functions within businesses. Also, programs have been
developed to assist SMEs in adapting to the new industrial context that
results from the increasing internationalization (OECD, 2000c).

The French government has also developed programs to stimulate
entrepreneurship and support small businesses in the craft and commercial
sector. These programs are aimed at stimulating information exchange in
networks and supporting new business creation. Regarding the latter, the
‘Quality to Assist Creators’ program has been implemented to offer services
to people starting up a business. Moreover, future entrepreneurs are offered
information and training in workshops sponsored by the Chamber of
Commerce.27 Furthermore, the government has developed programs to
stimulate innovative activity within the commercial and craft sector and to
support businesses to expand their activities internationally (OECD, 2000c).

Education

Education can influence entrepreneurship through providing people with
the necessary skills and information to start up a business. Moreover,
education may stimulate the development of entrepreneurial values, such as
creativity, independence and risk taking. Education can be used as a tool to
promote self-employment as a real career alternative for (young) people.
Programs can be developed to create entrepreneurship awareness for all
people, both in schools and universities. Regarding the stimulation of
entrepreneurship in post-secondary education entrepreneurship modules and
majors are now being widely introduced within higher degree academic
programs, particularly in business schools. In France, the École Superieure
de Commerce of the Lyon’s Entrepreneurial Center has set up a program of
start-up assistance for young entrepreneurs. Students can also take up the
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‘Enterprise Creation and Entrepreneurship’ specialization that has recently
attracted approximately one third of the total number of annual students. The
top French business school HEC has set up a program to provide senior-year
students with hands-on experience in the area of start-up, consulting, sales
and communication. The École Superieure de Commerce of Pau and the
ESSCA; a business school in Angers, have set up programs for future
entrepreneurs, where undergraduate students set up and execute a project
until start up and where students visit business incubators, meet bankers and
representatives of the start-up assistance structure.

Out-of school training for entrepreneurship has also been particularly
successful at the tertiary level. In France there is the Junior Enterprises
initiative; Developpement et Étude en Sciences et Systèmes Informatiques
(DESSI) that exists from 1989 and which is a non-profit organization that
aims to fill the gap between the world of graduate schools, universities and
the world of business. It provides students with the opportunity to add
practical expertise to their theoretical knowledge on a voluntary and extra-
curricular basis. DESSI is set up as a separate entity within École Superieure
en Sciences Informatiques (ESSI) and provides two main services to
students: a management lab where students work in teams and manage the
Junior Enterprise activity, and consulting which involves students in
negotiations with potential customers.

It can be concluded that the stimulation of entrepreneurship in France
through education occurs mainly at the tertiary level of education. At lower
levels relatively little attention is paid to self-employment and the
development of business skills and attitudes. As a consequence most of the
start-ups in France involve start-ups of higher educated people (Demoly,
2000).

Culture

Different organizational forms reflect different underlying cultural
values. Hofstede (1991) attributes differences in preferences of people for
management style and work environment to differences in cultural values.
Hofstede identifies four ‘value dimensions’ on which countries differ: power
distance, uncertainty avoidance, individualism/collectivism and
masculinity/femininity.28 The ‘value dimensions’ of Hofstede can be related
to entrepreneurship. A high power distance reflects the acceptance of
inequalities, privileges and status in society and is likely to positively
influence entrepreneurship since it often goes hand in hand with more
(income) inequality. However, a small power distance reflects a society
characterized by decentralization and an educational system based on
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equality between teacher and student favoring entrepreneurship through the
development of initiative. High uncertainty avoidance, as expressed by the
preference for predictability and stability, can stimulate entrepreneurship
through well-defined structures that enable entrepreneurs to run their
business. However, people that avoid uncertainty are likely to avoid
entrepreneurship, as this occupational option often involves high risks. High
individualism is associated with more entrepreneurial behavior since
individualistic people tend to act in their own interest and do not want to
adjust. A masculine society is associated with ‘masculine’ values that to a
large degree correspond with entrepreneurial values.

France is characterized by high power distance, high individualism,
medium masculinity and a high level of uncertainty avoidance (Hofstede,
1991). These country-specific cultural values can be demonstrated by the
characteristics of French organizations. They reflect a ‘pyramid of people’
and are often referred to as traditional bureaucracies (Hofstede, 1991). The
structure of the typical French organization reflects a high power distance, as
it is characterized by centrality of decision-making and top-down
coordination (Groenewegen, 2001). In France there is input control as
management positions are often occupied or assigned to former students of
the Grandes Écoles, i.e. the elite schools. This reflects high uncertainty
avoidance. Moreover, organizations are heavily regulated to avoid
uncertainty. French businesses are often referred to as cloisonné, indicating
that they are clearly structured, both vertically and horizontally. Personal
roles and responsibility, privileges and obligations are clearly defined, both
formally by the hierarchy, and informally by individual characteristics, such
as authority, power and status. To accomplish things in these complex and
structured organizations, one is forced to circumvent the hierarchy by
informal personal networks. This is often referred to as the Système D.
Certainly, relationships and affection are considered very important in
French business.29 As compared to the United States where business is the
driving force of relationships, in France the relationship is said to determine
the business. See Groenewegen (2001) for an intriguing comparison between
Dutch and French ways to create external and internal business relationships.

As self-employment can be considered an alternative to wage-
employment, characteristics of the typical French organization are likely to
influence entrepreneurship, through the opportunity costs of
entrepreneurship or the degree of correspondence of organizational values
with entrepreneurial values. On the one hand French organizational
characteristics can positively influence entrepreneurship. The fact that most
of the higher occupational positions within French organizations are
assigned to people of certain social classes and the strictly regulated work
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environment can lead to dissatisfaction pushing people into self-
employment. Moreover, people that want to accomplish things are forced to
‘think creatively’ to circumvent the hierarchy. This creativity can reflect or
create entrepreneurial spirit. On the other hand, despite forced creativity, the
specific and inflexibly structured external and internal organization of
industry in France is not likely to be a source of innovative ideas and of
entrepreneurial opportunities. Moreover, the high value placed on loyalty is
likely to hinder occupational mobility, and accordingly entrepreneurship, as
dissatisfied employees are discouraged to leave wage-employment. Within
the French organization individual characteristics, such as authority, status
and power are important success factors.30 They are often also considered
important for self-employment. However, when people are successful in
wage-employment on account of these characteristics, they are less likely to
consider the option of self-employment.

3.5 CONCLUSION

This chapter has dealt with three questions. First, what happened to
entrepreneurship in France? Second, what factors contribute(d) to the
development of entrepreneurship in France? Third, what is the role of
government policy?

Regarding the first question it can be said that entrepreneurship in France
shows a more or less continuous decline in the period 1972-1998 (see Figure
3.1). At present the rate of entrepreneurship in France is low, both from a
longitudinal and an international perspective. At present France has reached
the lowest level of entrepreneurship in 25 years whereas that in most other
OECD-countries shows an increasing level in recent years. The case of
France is exceptional and in this chapter we have investigated possible
determinants of the developments of entrepreneurship in France.

One of the most salient features of the French economy is the substantial
increase in unemployment in the period 1972-1998 (see Figure 3.3). The
high level of unemployment is accompanied by a lack of entrepreneurial
opportunities. In addition, in arguing that large businesses would have a
higher contribution to employment, the French government tended to
support larger businesses instead of smaller businesses. Where other
countries are characterized by an increasing small business sector due to
technological developments and economic wealth creation (Carree, Van Stel,
Thurik and Wennekers, 2001) France is characterized by a high share of
large businesses. Technological advancement is a straightforward
competitive advantage of large businesses as the government assigns large-
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scale projects to these businesses. Also from other perspectives the role of
the government within the economic process in France is relatively
extensive; the lack of competition is detrimental to the small business sector
in France. The French economy is characterized by high centralization, both
from a regional and size perspective. Important industries are located near
cities and are often characterized by the dominant role of large companies.
Although clusters of small businesses in general tend to reinforce
entrepreneurship, large businesses within clusters tend to occupy a central
and powerful position. This is regarded as an unfavorable condition for
entrepreneurship since this may go together with a lack of knowledge
transfer or diffusion of innovative applications and with weak inter-firm
linkages.

In the last two decades the French government has started to
acknowledge the importance of entrepreneurship. Several measures
stimulating entrepreneurship have been designed and implemented.
However, these measures are only a first step, contain inefficiencies and
create few incentives. There is a lack of information concerning the facilities
and regulations for SMEs and different policies counteract. For example, the
French government has designed special programs to stimulate innovative
start-ups, but at the same time it still gives the bulk of their orders to the
large, former state-owned businesses. Moreover, the discrepancy in social
security between wage and self-employed people and the high tax burden on
SMEs create few incentives for entrepreneurship.

In addition to government intervention, the French culture appears to
have an important negative impact on entrepreneurship. On the one hand it
can be argued that government intervention is part of the French culture,
whereas on the other hand the French government is likely to have
contributed to the creation of a culture that is unable to foster
entrepreneurship. The influence of culture on French business is high in the
form of strict regulation, policies and procedures, planning and control and
centralized decision-making. These characteristics of the French internal
organization can be applied to the French economy as a whole
(Groenewegen, 2001). The typical French organization is a reflection of the
(national) economy. The discrimination between culture and the role of
government is difficult to make in their enormous influence on the French
economic landscape. The fact that few French people have considered
starting up a business can be attributed for a large part to cultural attitudes
towards entrepreneurship and (a lack of) awareness of its opportunities.
However, those people that did start a business experience opposition,
whether intentional or unintentional, by the government. Cultural and
governmental influences are again highly intertwined.



114 Entrepreneurship: Determinants and Policy in a EU-US Comparison

Times are changing for France. In 2000, the French Prime Minister
Lionel Jospin announced several ‘new’ measures to stimulate small
businesses, such as an exemption of administrative costs and lower tax rates.
Moreover, it is said that the economic environment not only inhibits
entrepreneurship, but at the same time, albeit unintentionally, stimulates
entrepreneurship. On the one hand, heavy government regulation inhibits
economic development and thereby the creation of entrepreneurial
opportunities. On the other hand firms are forced to be creative and find
ways to circumvent the restrictions stemming from government regulation. It
will be interesting to investigate whether the combination of the long-term
effect of forced creativity and the changing governmental attitude in the
(near) future will lead to an increase in entrepreneurship in France after a
period of continuous decline. Accordingly, it will help France reach the
turning point in the development of entrepreneurship in France, albeit later
than other OECD-countries. The optimistic view is that where France
experienced a growing economy despite low levels of entrepreneurship, it
may profit more than other countries from an upsurge of entrepreneurship in
the future.
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NOTES

1 In this study we use the terms entrepreneurship, self-employment and business ownership
interchangeably.

2 According to the Agence Pour la Creation d’Entreprises (APCE) business failures do not
refer to voluntary closures but to a legal decision by the commercial court, considering that
a closure cannot take place without a legally enforced liquidation, a temporary continuance
under the court’s jurisdiction or requiring a sale.

3 Variables included in the innovation index are the following: the number of people
employed in R&D, the aggregate expenditure on R&D, the openness to international trade
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and investment, the strength of protection for intellectual property, the share of GDP spent
on secondary and tertiary education, the share of R&D expenditures funded by private
industry, the percentage of R&D performed by universities and the antitrust policy.

4 France is characterized by a relatively weak trade and technology position that is dominated
by foreign competitors (Storper and Salais, 1997).

5 This includes military and civilian aircraft, communications and electronics.
6 Colbert (1619-1983) was a French statesman that served King Louis XIV as superintendent

of finance, from 1661 until his death. (Bailey, 2001). Since Colbert, the French
government has intervened in the industrial development of several sectors by controlling
the export and import in these sectors, establishing public enterprises in the absence of
private initiatives and giving contractual financial support to specific private enterprises
(Groenewegen, 1989).

7  Among the highest ranked colbertist industries are nuclear reactors, aeronautics,
telecommunications and generator stations.

8  The definition of services includes business services, real estate services and personal
services, but excludes trade and educational and health services. See: www.pme-
commerce-artisanat. gouv.fr

9 See: www.pme-commerce-artisanat.gouv.fr
10 Countries characterized by a rapidly expanding population and work force have a growing

share of self-employed people in the workforce, whereas countries, experiencing low
population growth, face a decrease in the share of self-employed in the labor force (ILO,
1990). Furthermore, population growth creates a future increasing demand for goods and
services.

11 On the one hand, urban regions attract businesses due to the existence of business
infrastructure. Usually, established firms in urban areas will attract new firms, thereby
reinforcing entrepreneurship. On the other hand, urban areas (with high population
density) will give rise to economies of scale, leaving little room for small businesses.

12 The exception is Paris that lost nearly 25 percent of its population between 1954 and 1982,
partly to suburbs or surrounding departments.

13 This ‘aging’ effect can be attributed on the one hand to the low fertility rates from 1965,
which stabilized from 1976. These low fertility rates reduced the share of young people to
the advantage of the old people. On the other hand, the mortality rates have been declining
since the 1970s, leading to a higher number of old people.

14 According to the margination theory, ethnic entrepreneurship arises from dissatisfaction.
This dissatisfaction can be related to the difficulty of immigrants to adjust to the values
and habits of the host country or the qualitative and quantitative discrimination they
experience in the labor market. Quantitative discrimination is dealt with when discussing
the indirect effect of immigration, through unemployment, on (ethnic) entrepreneurship in
France. Moreover, immigrants are likely to be less risk averse than native people, because
the decision to migrate often involves high risks. Risk taking is considered a fundamental
characteristic of entrepreneurship.

15 The percentage share of immigrants in the labor force was 8.1 percent. The immigrant
labor force was 2.1 million. The total number of unemployed immigrants was 441,000.
This was 14.4 percent of the total number of unemployed. The unemployment rate of the
immigrant population amounts to 21 percent.

16 For more information on Contrats de Plan Etat-Régions see: www.commerce-
exterieur.gouv.fr
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17 Payroll taxes and family allowances are paid to the Union de Recouvrement des cotisans de
Sécurité Sociale et d’Allocations Familiales (l’URSSAF) and unemployment benefits are
paid to the Association pour l’Emploi Dans l’Industrie et le Commerce (l’ASSEDIC).

18 Source: www.service-public.fr
19 Ibid.
20 As compared to other OECD-countries in 1994 fixed-term labor contracts in France were

the least flexible (OECD, 1995).
21 In France there is a large wedge between before- and after-tax incomes, as almost all social

protection programs are financed by social security contributions levied on wages (OECD,
1994a).

22 Measures that facilitate individual business creation include the possibility to ask for the
calculation of the old-age contribution based on a favorable scale and a 30 percent
covering of the health insurance contribution by the state during the first two years of the
existence of the new firm. Measures to improve social equality in favor of the self-
employed include fiscal deductibility of paid facultative contributions regarding group
contracts for complementary pensions, precaution (care) and unemployment insurance,
with the same limitations as for the wage-employed; the possibility to buy off the lacking
trimesters when the paid revenues in a year do not allow it to deduct four trimesters in that
year and the fact that the collaborating husband/wife of the business owner is allowed to
exercise paid functions within the limits of part-time work (mi-temps). Measures to
simplify the relationship between the self-employed and the social security institutions
include the calculation of social contributions based on the revenues of the past year and
the fact that self-employed people will not immediately lose their right on sickness
benefits in case of arrears in the payment of insurance premiums. There is the possibility
to pay one’s arrears within a year time while keeping one’s right on sickness benefits.
Source: www.pme-commerce-artisanat.fr

23 The costs for creating a one-man business vary between 600 and 1,100 francs. For a
Limited Liability company, the costs are approximately 1,000 francs for Publication and
1,330 francs for Registration. For this kind of business, some more procedures are
required. For example a statement of actions carried out in the name and on behalf of the
new company must be signed. (APCE, 2000b)

24 It should be bom in mind that the size of the country has impact on the number of
liquidations, as well as the definition of insolvency or liquidation used. Different
definitions of insolvency exist for different countries.

25 In 1986 the Competition Council was formed by the act on freedom and competition and
prices. Together with the French Competition Council and the General Directorate for Fair
Trading, Consumer Affairs and Fraud Control (DGCCRF) the Competition Council tries
to enforce competition laws and policies. This includes the supervision on mergers,
horizontal and vertical cartels, dominant positions, and situations of economic dependency
and anti-competitive abuses. Despite the establishment of these competition authorities the
ability of the French competition policy to effectively combat anti-competitive practices
and safeguard economic efficiency is limited. Recently, an act on new economic
regulations has been proposed that may improve the competition policy by increasing the
resources of the Competition Council and stimulating effective use of both new and
existent resources.

26 The BDPME was established in the late 1996s and consolidates two entities that had
previously been operating independently: CEPME and the Société Française de Garantie
des Financements des Petites et Moyennes Entreprises (SOFARIS).
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27 For detailed information on the education of managers we refer to Schmidt (1996).
28 Power distance refers to the extent to which a society accepts the unequal distribution of

power in institutions and organizations. Uncertainty avoidance refers to the extent to
which a society feels uncomfortable with uncertainty and the preference for predictability
and stability. Individualism/collectivism reflects the extent to which people prefer to take
care of themselves and their immediate families, remaining emotionally independent from
groups, organizations, and other collectivities. Masculinity/femininity reveals the bias
towards either ‘masculine’ values, such as assertiveness, competitiveness, and materialism,
or ‘feminine’ values, such as nurturing, quality of life and relationships.

29 See SoCoCo Intercultural (2001).
30 For more information on French individualism, its implications for the structure of firms

and their interrelations we refer to d’Iribarne (1989). d’Iribarne (1989) argues that
individualism in France is closely linked to ‘honour’, implying that the individual closely
adheres to his/ her social role.
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4.1 INTRODUCTION

The Netherlands are characterized by a long history of commercial
orientation and an enterprise culture with an open economy (OECD, 1998).
This history has shaped the level of entrepreneurial activity in the
Netherlands in the distant past as well as today. In fact, after a prolonged
period of low entrepreneurial activity, at present the Netherlands have
regained their entrepreneurial spirit (EZ, 1999).

Today entrepreneurship is again at the center of attention of economic
policy as it is regarded as:

a source of flexibility and renewal; fast growing businesses invest more
in R&D than other businesses and entrepreneurial firms provide better
and renewed products at lower prices;
an engine behind job creation; starting and fast growing businesses
account for 75 percent of new jobs;
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a means for individual self-realization; over 60 percent of the business
owners has started their own business because of the challenge of being
independent (“being your own boss”);
a means to stimulate emancipation and integration; of all start-ups 31
percent is female-owned as compared to 27 percent in 1995 and 7.4
percent of the ethnic labor force is business owner as compared to 3.3
percent in 1986.

Moreover, entrepreneurship is now valued by a large part of the Dutch
population. Almost 90 percent of the Dutch population regards
entrepreneurship as a serious career option and every day over 100 people
start their own business (EZ, 1999, p. 7). However, this present positive
attitude towards entrepreneurship and the accompanying growth in the
number of business owners has not always prevailed in the past decades.

The present chapter aims at investigating the entrepreneurial climate and
the factors that have contributed to the past and the present state of
entrepreneurial activity in the Netherlands by addressing three questions:

How did the rate of entrepreneurship develop in the Netherlands? This
entails a detailed look into the development of entrepreneurship over the
past three or four decades.
Which factors at the demand and the supply side have determined
entrepreneurial activity in the Netherlands?
To what extent have government policies, institutions and culture played
a role in the development of entrepreneurship?

The design of this study is as follows. In Section 4.2 both static and
dynamic indicators of entrepreneurship in the Netherlands are discussed to
create insight into the degree of entrepreneurial activity, both from an
(international) cross-sectional and a (national) longitudinal perspective. This
section deals with the first question. Section 4.3 focuses on determinants of
entrepreneurship in the Netherlands at the supply and demand side, whereas
Section 4.4 discusses the role of government intervention on the level of
entrepreneurship in the Netherlands. Section 4.5 concludes summarizing the
main results and discussing the relative influence of the different
determinants of entrepreneurship.
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4.2 STATE AND DEVELOPMENTS OF
ENTREPRENEURSHIP IN THE NETHERLANDS

4.2.1 State of Entrepreneurship

Entrepreneurship is a multidimensional concept. It encompasses different
activities and types of behavior and therefore, it is important to study it
accordingly. Measuring entrepreneurship in a country requires the use of
different proxies and indicators to fully capture its scope.

One way of examining the level of entrepreneurship in a country is
studying the size distribution of firms. The size distribution can be measured
using the average firm size or the dominant size class. The average firm size
in the Netherlands, as measured by the number of employees, was 8 persons
in 1999 (Bakker, Van Noort and Verhoeven, 1999). However, there is a high
degree of heterogeneity across industries. With respect to the size class
distribution a distinction can be made between small, medium-sized and
large businesses.1 The total number of businesses in the Netherlands as of

January 2000 was approximately 700,000 (CBS, 2000). Of these
businesses approximately 640,000 are small; 54,000 are medium-sized and
6,000 are large. Moreover, OECD (1998) reports that in 1998 only 700
businesses employ more than 500 persons. It appears that the dominant size
class in the Netherlands is small - up to 10 employees - and nearly 99
percent of the Dutch firms belongs to the category of small and medium-
sized businesses.

Another way of assessing the level of entrepreneurship is using the share
of self-employment in the labor force. Non-agricultural self-employment, as
a percentage of the labor force, was 10.4 percent in 1998. This is within the
range of Western Europe, as appears from the 1998 rates of Belgium (11.9
percent), France (8.5 percent), Germany (8.5 percent), Sweden (8.2 percent),
and the United Kingdom (10.9 percent). Moreover, the Netherlands are not
lagging behind the United States where 10.3 percent of the labor force was
self-employed in 1998.2 A difference with the United States is, however,
apparent when the prevalence rates of nascent (potential) entrepreneurs are
addressed. Van Gelderen, Bosma and Thurik (2001) find that 2.5 percent of
the Dutch population is involved in setting up a business. Using the same
methodology, Reynolds et al. (2000) find a prevalence rate of nearly 10
percent for the United States.3
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4.2.2 Developments in Entrepreneurship

The present state of entrepreneurship in the Netherlands did not develop
overnight. A study of the historical development of entrepreneurship in the
Netherlands can lead to a better understanding of its present level. Figure 4.1
pictures the development of entrepreneurship in the Netherlands in the
period between 1972 and 1998. Although not represented in the figure, there
is evidence of a decreasing rate of business ownership in the period
preceding 1972, not only throughout the 1960s (Bosma et al., 2000), but also
in the decades since 1899.4

From Figure 4.1 it appears that the recent history of entrepreneurship in
the Netherlands from 1972 through 1998 can be divided into three periods.
The first period, 1972-1982, is characterized by a continuing decrease in the
number of entrepreneurs relative to the labor force from 10.0 percent to 8.1
percent. The second period, 1982-1988, is characterized by stabilization and
modest growth. The final period is a period of increasing entrepreneurial
activity, reflected by an increasing share of entrepreneurs in the labor force
from 8.2 percent in 1988 to 10.4 percent in 1998. Thus, the development of
entrepreneurship in the Netherlands is characterized by a U-shaped trend.
The overall growth of the number of entrepreneurs in the Netherlands in the
period 1972-1998 is 38 percent. This is low when compared to the growth of
the number of entrepreneurs in some other countries, such as the United
Kingdom (61 percent) and the United States (102 percent). On the other
hand, countries, such as France (-11 percent), Denmark (-9 percent), Japan
(5 percent), and Belgium (30 percent) exhibit lower growth rates, or even a
decline of the number of business owners in this period.

The level of entrepreneurship is the result of the number of established
firms in the previous year and the number of start-ups and closures. Firm
start-ups are an indicator of the willingness to engage in risk-taking activity
and the capacity to innovate. Closures can be viewed as an indicator of
competition and selection, but may also reflect the lack of seriousness of
new start-up ventures. The number of start-ups between 1987 and 1996 was
approximately 415,000, whereas the number of closures, within the same
period, amounted to approximately 200,000. Hence, in this period the
number of start-ups was twice as high as the number of closures, indicating
an increase of entrepreneurship in the Netherlands in recent years.
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Since 1996 there have been over 50,000 business start-ups in the
Netherlands each year. In 1997 this number represents ten percent of the
total number of businesses in the Netherlands (Verhoeven and Becht, 1999).
Table 4.1 demonstrates the increase in entrepreneurship by setting out the
number of firms, start-ups and closures for the major industries in 1987 to
these numbers in 1999. The number of start-ups has increased especially in
construction, transport, business services and other commercial services. In
services, construction and transport, this growth can be attributed in part to
the increase in the number of self-employed without personnel (see Box 4.1).
The increase in wholesale trade can be explained for a large part by
outsourcing and an increase in the number of new subsidiaries. The increase
in services also reflects the modern economy characterized by a more
differentiated demand for services and creativity. This creates room for
smaller and specialized organizations.
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Although start-up rates in the Netherlands increased significantly, from
an international perspective they are only at a medium level. Table 4.2
shows that start-up rates in Germany, the United Kingdom and the United
States are higher, while Belgium and Japan have lower start-up rates.
Moreover, the number of start-ups introducing new products and services is
merely a fraction of the total number of start-ups; only 6 percent of the total
number of start-ups is a so-called ‘techno-start-up’ (EZ, 1999).
Internationally, the number of fast growing businesses in the Netherlands
also stays behind; only six percent of the SMEs are ‘fast growers’, as
compared to 25 percent in the United States (EZ, 1999). However, the
closure rate in the Netherlands is relatively low as compared to that in other
countries. In 1997 only 5.4 percent of the total number of businesses closed
down, whereas in Germany, the United States and the United Kingdom
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closure rates are 8.9 percent, 8.9 percent, and 10 percent, respectively
(Verhoeven and Becht, 1999, p. 29).

Figure 4.1 and Table 4.1 provide a picture of a booming demography of
enterprises in the Netherlands in recent years.5 However, it should be born in
mind that the share of business owners in the labor force in the Netherlands
is still relatively low as compared to some other countries. Moreover, the
level of entrepreneurship in 1998 is only slightly higher than that in 1972.
For a better understanding of developments in entrepreneurship in the
Netherlands, in subsequent sections underlying mechanisms of
entrepreneurship are discussed.

Box 4.1: Self-employed without personnel in the Netherlands

As in the case in many other countries, an important part of the Dutch increase in self-employment
is accounted for by self-employed without personnel. There is a high degree of heterogeneity in
the backgrounds of these self-employed people. Some have contract with a single employer,
having no intention to alter this relationship. The reason for them to switch from wage
employment may lie in the difference in social security, e.g., differences regarding tax liabilities or
benefits. OECD (2000b) uses the term ‘false self-employment’. On the other hand, there are self-
employed without personnel who use the initial contract with their employer as a first step towards
entrepreneurship as they want to gain experience and become ‘independent’ in a later stage.

In the Netherlands, the phenomenon of self-employment without personnel is apparent especially
in the service industry and to a lesser extent in manufacturing, construction, transport and
wholesale trade (Vroonhof et al., 1999). A problem is that different Dutch institutions have
different definitions of self-employed without personnel. 1 This problem is currently dealt with
through an attempt at clearing a harmonized definition of this particular group of self-employed
people. Especially for the calculation of employment insurance premiums it is important to have a
clear and general definition. A joint study by EIM, ING and RZO (1999) proposes a classification
of individuals into self-employed and employees on the basis of objective criteria.

1This problem is not unique for the Netherlands. See Evers et al. (1998).



128 Entrepreneurship: Determinants and Policy in a EU-US Comparison

4.3 DETERMINANTS OF ENTREPRENEURSHIP

4.3.1 Introduction

In the present section the determinants of entrepreneurship in the
Netherlands are discussed, both from a static and dynamic viewpoint. The
central idea is that factors on the demand and supply side create conditions
for entrepreneurship and that the entrepreneurial decision is made at the
individual level. Moreover, the government can influence the level of
entrepreneurship using different mechanisms, including the factors at the
demand and supply side of entrepreneurship. The present section deals with
determinants of entrepreneurship on the demand and supply side, whereas
Section 4.4 focuses on the impact of government intervention.

4.3.2 Demand Side Determinants

Introduction

There are specific factors in the product market and the industrial
structure in the Netherlands influencing the level of entrepreneurship. These
factors, which can be divided into factors related to consumer demand and
factors related to the industrial structure, influence the demand for
entrepreneurship.6 Universal processes, such as technological advancement
and globalization, are also likely to impact the level of entrepreneurship.
This section addresses the impact of demand side factors on
entrepreneurship in the Netherlands. Because demand side determinants can,
to a large extent, be considered ‘general’ factors, i.e., they can be applied to
all countries, country-specific information is limited in this section. The
subsequent section deals with supply side factors that are easier to specify at
the country level.

Consumer Demand, Specialization and the Service Sector

Responsiveness to consumer demands is an important feature of the small
business sector. In prosperous countries, such as the Netherlands, diversity
of consumer demand generally is higher than in less affluent countries. This
can be attributed to the higher income level and a resulting demand for
highly individualized goods and services in addition to products fulfilling
subsistence needs. This diversity in consumer demand is best met through
specialization within the product market. This specialization strategy is
highly relevant for small businesses.7 In the Netherlands more than 50
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percent of all new ventures are in the service sector (Bais, 1998). Economies
with a large service sector accommodate opportunities for small businesses
since the service sector is characterized by low barriers to entry because
relatively little financial capital is needed at start-up. In addition, the
presence of a large service sector usually indicates a high demand for
specialized services.

The outsourcing of so-called ‘supplementary’ service activities, such as
security, maintenance and custodial engineering, also stimulates the
development of the service sector. Large businesses are able to minimize
costs by externalizing these ancillary activities, creating opportunities for
entrepreneurship. An indication of the increasing importance of this type of
entrepreneurial activity in the Dutch economy is the high number of start-ups
found in ‘supportive’ services, such as food and beverage services, business
services and other commercial services (Bais, Bangma and Verhoeven,
1997).

Corporate Relationships and Clustering

There are several types of corporate relationships that lead to increased
levels of entrepreneurship. In most cases, these relationships involve various
levels of commitment between large enterprises and smaller, entrepreneurial
firms. One of the most promising areas for the development of
entrepreneurship lies in geographically agglomerated industries. Here
businesses are clustered that exchange ideas and cooperate and compete at
the same time (Audretsch and Feldman, 1996; Audretsch, 1998; Krugman,
1991; OECD, 1996 and 1998).8 In addition to direct R&D cooperation,
informal networking and relationships can have impact on the presence and
extent of entrepreneurial activity (OECD, 1998). De Jong, Kemp and Snel
(2001) conclude that small service companies with a strong external
orientation, i.e., having contacts with competitors, suppliers, advisors and
universities, are more innovative. These types of interaction are fostered by
close proximity of like-minded industries and the development or
maintenance of contacts within trade fairs and conferences.9

Both formal and informal R&D cooperation is found in the Netherlands
(Den Hertog and Thurik, 1993; Hulshoff and Snel, 1997). These
relationships are prevalent between and in high-technology firms. Due to
R&D investment high-technology firms tend to outperform less research-
intensive firms. Especially among new ventures this is the case. It has been
observed that employment growth for these firms is approximately 120
percent after two years. For firms that are not involved in R&D, employment
growth over the same time period is close to 20 percent (EZ/EIM, 1998).
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Usually the purpose of corporate relationships is to have better access to
(adequate) technological knowledge. Corporate relationships are stimulated
by the process of globalization and the increasing complexity of technology.
In a study on cooperation between businesses in the Netherlands, Hulshoff
and Snel (1997) found that 30 percent of the businesses within the industrial
sector and the financial services were involved in partnerships or corporate
relationships, while 70 percent of these businesses are participating in more
than one partnership. Moreover, small businesses are involved in a smaller
number of partnerships than large businesses in an absolute sense.10

Cooperation appears to be performance- enhancing as it positively influences
profits, export volume and competitiveness (Hulshoff and Snel, 1997).

Technological Developments and Globalization

Many successful corporate relationships leading to entrepreneurship are
found within the high-tech industries, such as the computer industry and
biotechnology (Audretsch and Feldman, 1996; Audretsch, 1998; Krugman,
1991; OECD, 1998). More generally, technological advancements, such as
information technologies, including improvements in telecommunications,
i.e., fiber optic networks, digital communication and fax machines, and
cyberspace, i.e., e-mail and the worldwide web, open doors for
entrepreneurship and increase the competitiveness of established
businesses.11

As compared to other countries the Netherlands are slow with respect to
the development and application of new technological knowledge (Klomp
and Verspagen, 1999). However, after years of stagnation, national
expenditures on R&D are increasing. Moreover, when measured by
immaterial investments, including R&D expenditures, education and
software, and the share of the labor force involved in scientific and
technological areas, the knowledge economy in the Netherlands is
internationally competitive.

In the early 1980s R&D expenditures of businesses in the Netherlands
amounted to approximately one percent of GDP. In 1984 R&D expenditures
increased to 1.35 percent of GDP and this percentage decreased further to
0.96 percent of GDP in 1992. In the period of 1992 to 1997 business
expenditures on research have increased by eight percent each year (Klomp
and Verspagen, 1999). In 1997 total R&D expenditures of businesses,
universities and research institutions (R&D intensity) amounted to 2.12
percent of the GDP, as compared to a 1.83 percent average of the European
Community and a 2.21 percent average of the OECD-countries. With respect
to the development of the knowledge economy the Netherlands lag behind
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the United States, Japan and Germany (Klomp and Verspagen, 1999). This
knowledge ‘gap’ is attributable to the relatively low share of high-tech
industry in the Netherlands.

Another indicator of technological developments is the rate of
innovation, as represented by the number of patent applications. The number
of patent applications per capita can be called the ‘inventiveness coefficient’
(OECD, 1998). The average coefficient for the Netherlands is 1.47 per
10,000 persons, measured between 1981 and 1994. As compared to other
countries, this is relatively low.12 However, a study by Brouwer and
Kleinknecht (1997) indicates that innovating Dutch firms have little
confidence in the protection offered by patents. Moreover, smaller
innovative businesses are less likely to seek patent protection. This makes
the proxy of patent applications unreliable when measuring technological
development.

One of the geographically widespread impacts of the spread of
technological advancement is the globalized competition of firms. The exact
impact of this process of globalization on the level of entrepreneurship is
difficult to estimate. Where large businesses benefit from an increased global
competition with a growing number of business opportunities, small
businesses are also assumed to benefit from globalization, especially in
manufacturing and wholesaling where the dependency on export results is
strong. In particular, increased intercultural communications lead to the
development of larger consumer markets. Small businesses can deliver
specialized or culturally distinct products and services in international
markets. Moreover, technological developments make it possible for small
businesses to compete with large firms in the marketing and production of
these products.

4.3.3 Supply Side Determinants

Introduction

In addition to the demand side factors, discussed in the previous section,
supply side factors influence the level of entrepreneurship in the
Netherlands. These factors refer, for a large part, to the composition, i.e.
characteristics, of the population. In this section the impact of age structure,
immigration rate, participation rate of women and unemployment rate on the
level of entrepreneurship in the Netherlands is discussed.
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Age Structure of the Population

The age structure of the population in general and that of the labor force
in particular can have impact on the level of entrepreneurship because the
likelihood of starting a business differs with age (Bais et al., 1995). Van
Gelderen, Bosma and Thurik (2001) conclude that most new ventures in the
Netherlands are initiated by people between the age of 25 and 44. In effect,
as compared to other Western European countries the Netherlands is
characterized by a high proportion of middle-aged people. Particularly high
is the proportion of people in the range of 30 to 55 years and 30 to 40 years
(Harmsen, 1999). This indicates that the Netherlands have a high proportion
of people within the age category where the likelihood of starting a business
is highest. Moreover, people in the Netherlands, now entering the age
category with the highest likelihood of becoming self-employed, have hardly
been exposed to the negative attitude towards entrepreneurship that was
prevalent in the period between 1972 and 1982. Instead they grew up in an
environment where business ownership is considered a serious career option.
This could be an additional explanation of the fact that at present there are
more start-ups than there were 30 years ago. However, as in other developed
countries, the Dutch population is aging and characterized by an increasing
proportion of people in the age category of 65 years and older. It should be
born in mind that in the future the aging of the Dutch population continues
and an increasingly high proportion of the population will fall in the less
entrepreneurial age category.

Immigration

Migration flows are a significant economic and social issue in the
Netherlands (Rettab, Jansen and Van Ginkel, 2000). In fact, more than 100
nationalities live and work in the Netherlands and in 1998 there are 2.7
million immigrants, of which 1.5 million pertain to the target group of the
Dutch minority policy13. The principal immigrant groups in the Netherlands
are people from Surinam (292,000), Turkey (290,000), Morocco (242,000)
and the Netherlands Antilles/Aruba (99,000).

The number of ethnic firms in the Netherlands has increased considerably
in the period between 1990 and 1999. Table 4.3 shows that the number of
ethnic firms has doubled in the last decade. In the same period the total
number of Dutch firms increased by less than 50 percent. However, in
percentage of the relevant labor force, the level of ethnic entrepreneurial
activity is lagging behind the national level.14 In this context it may be
argued that characteristics of the immigrant population as well as
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environmental conditions also play an important role in understanding ethnic
entrepreneurship in the Netherlands. Language and communication problems
are important factors inhibiting ethnic entrepreneurship (Van den Tillaart
and Poutsma, 1998). Immigrants often have a different way of gathering
information than native entrepreneurs and, as a result, supporting bodies
have difficulty finding the right way to diffuse information among
immigrants. Moreover, the acquisition of financial capital is said to be a
bigger problem for ethnic entrepreneurs than it is for Dutch native
entrepreneurs.

The number of immigrants in a country can also influence
entrepreneurship through other demographic factors, such as population
growth and the age structure of the population. In the Netherlands, net
migration was responsible for 23 percent of the total increase in population
in 1996. Moreover, the immigrant population in the Netherlands is younger
than the resident population (Alders, 1999). This can be attributed to the fact
that immigrants tend to be young when moving to the Netherlands and have
higher birth rates. Also, a large share of the older immigrants is likely to
return to their native country.15 In addition, immigrated people have intrinsic
characteristics distinct from the resident population. This affects the
propensities of immigrants to opt for self-employment. Immigration can also
influence the level of entrepreneurship through expectations of increased
future earnings.

Ethnic entrepreneurs start in different sectors of industry as compared to
native Dutch entrepreneurs (Van den Tillaart and Poutsma, 1998). They are
more likely than ‘native’ entrepreneurs to start or run a business in the
catering industry that is characterized by low barriers to entry and,
accordingly, by high competition and failure rates.16 Moreover, the activities
of ethnic entrepreneurs tend to be focused on providing services to their own
ethnic group within their community.17 This can lead to ‘supersaturation’ of
specific industries or business types and negatively affects the survival rate
of these ethnic entrepreneurs. The number of immigrant businesses that did
not survive the first year of operation in 1986 was twice as large as that of
native businesses.18 However, by 1996, the failure rates of native and
immigrant businesses are nearly identical (Van den Tillaart and Poutsma,
1998). The rate of turbulence of businesses of immigrants - amounting to 25
percent - is high as compared to that of all businesses in the Netherlands -
amounting to 15 percent - but tends to decrease with the duration of the stay
in the Netherlands.19 This can be attributed to the process of integration and
familiarization with the business environment of the host country. Indeed, a
substantial and rapidly increasing number of second-generation
entrepreneurs is operating increasingly outside the catering business and
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seems to be more successful in maintaining their business. Second-
generation entrepreneurs are better able to link the culture of the country of
their origin to that of the Netherlands - where they grew up (Van den
Tillaart, 2001). This may indicate the important role this group can play in
the Dutch society in the near future.

Female Participation Rate

In the last decennia the participation rate of women in the labor market
increased substantially in the Netherlands. See Figure 4.2. Despite their
increasing labor market participation, women are less likely than men to start
a business in most Western countries (Bais et al., 1995). However, the
number of female business owners as a share of the population has
increased, due to changing values towards working and self-employed
women and the increased exposure to female role models. In the
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Netherlands, in the 1970s only 10 percent of the entrepreneurs was female,
while in 1998 31 percent of the new ventures were undertaken by women
(Bais, 1998).

The lower self-employment rate of women (as compared to that of men)
may be explained by different factors, such as difficulties with the
acquisition of financial capital, the combination of work and household or
family responsibilities and a lack of work experience (Brush, 1992). Not
only can the lower self-employment rate of women be explained by start-up
rates and established firms, failure rates should also be taken into account.
Stigter (1999) concludes that female entrepreneurs in the Netherlands are
more inclined to start a business in the retail sector or services and often
engage in other activities (whether household or wage employment) next to
their businesses. In addition, Verheul and Thurik (2001) find that female and
male entrepreneurs in the Netherlands have a different profile. Women are
more likely to set up a business in services, are more likely to engage in
business on a part-time basis, are more likely to have a smaller business and
spend less time on networking. These factors can influence the growth and
the likelihood of survival of women-owned businesses. The service sector is
often characterized by high competition and because women often engage in
business on a part-time basis due to a combination of various activities, a
lack of time may hinder an adequate management of the business. According
to Stigter (1999) women-owned businesses are less likely to grow than those
of men. However, this does not directly imply that businesses of women are
less successful and more likely to fail. It can even be said that female
entrepreneurs are more cautious and this can positively influence their
survival rate.
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Unemployment Rate

The relationship between self-employment and unemployment is
complex. At the individual level, (the threat of) unemployment sometimes
acts as a push factor (Evans and Leighton, 1990; Acs, Audretsch and Evans,
1994). Opportunity costs of self-employment are relatively low for
unemployed people, because of the lack of career options open to them.
Another explanation that positively correlates unemployment with self-
employment is that high unemployment levels may reflect the less favorable
alternatives for self-employment and provide a motive to stay within their
current employment. However, at the macro level high unemployment may
be an indicator of a decreasing number of profitable opportunities for
entrepreneurship (Meager, 1992). In the Netherlands, unemployment rapidly
increased between 1974 and 1982, due to the economic recession, and
decreased from 1982 onwards. In the 1990s employment increased with 1.3
million jobs, representing a 25 percent increase as compared to the level in
1989 (Hogenboom and Van Vliet, 2000). The growth rate of employment in
the Netherlands amounted 1.8 percent in the period between 1990 and 1999,
as compared to growth rates of 1.5 percent, -0.1 percent and -1.1 percent in
the United States, the European Union, and Germany, respectively. In Figure
4.3 the development of unemployment (as a percentage of the labor force) in
the Netherlands is depicted for the years 1972 through 1998. Apart from a
temporary setback in the early 1990s, unemployment shows a continuous
decrease since 1983.

When comparing the developments in self-employment (Figure 4.1) and
the developments in unemployment (Figure 4.3) in the Netherlands it
appears that the relationship between self-employment and unemployment is
negative. The push effect of unemployment seems to be relatively small as
compared to the lack of opportunities caused by the economic recession.
This may be explained in part by the high level of social security, i.e., by the
Dutch welfare state. Unemployment benefits are relatively high and do not
stimulate unemployed people to start up their own business.
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4.4 GOVERNMENT POLICY

4.4.1 Introduction

In the present section the role of the government in the Dutch economy is
discussed.20 The focus is on studying the influence of government policy on
entrepreneurial activity in the Netherlands, both from a static and a dynamic
perspective. The Netherlands have a long tradition of government policy
directed at the small business sector and entrepreneurship. In Section 4.4.2
the post-war history of government intervention in the Netherlands is
discussed briefly. This section focuses on the development of ‘official
attitudes’ towards entrepreneurship in the last 50 years and the
accompanying development of government policy directed at new and
potential entrepreneurs. Section 4.4.3 discusses specific areas of government
intervention. The concept of the Polder Model, that had a pervasive impact
on economic policy in the 1980s and 1990s, is introduced. Subsequent
paragraphs deal with specific types of government policy and their (possible)
impact on the level of entrepreneurship. The following policies will be
discussed: macro-economic policies, i.e., social security and taxation;
regulation of dynamism, i.e., establishment and bankruptcy legislation;
deregulation and simplification; input-related policies, i.e., venture capital
market, and education. In Section 4.4.4 the role of culture in the
development of entrepreneurial activity is discussed. Although culture can
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hardly be classified as government policy, culture and institutions are
heavily interrelated and mutually dependent. First, governmental attitudes
and policies reflect the general cultural climate with respect to
entrepreneurship and, second, the government can be pro-active in creating a
culture fostering entrepreneurship, for example through education policy.

4.4.2 History of Government Intervention in the
Netherlands

In the period between 1950 and 2000 the Dutch government published
seven policy papers on policy directed at small businesses and
entrepreneurship:

1.
2.
3.
4.

5.

6.
7.

Middenstandsnota, 1954 (Self-employment paper, 1954)
Middenstandsnota, 1959 (Self-employment paper, 1959)
Nota MKB, 1969 (SME paper, 1969)
Nota MKB beleid in hoofdlijnen, 1982 (Highlights of the policy directed
at SMEs, 1982)
Ruim baan voor ondernemen, 1987 (Creating room for entrepreneurship,
1987)
Werk door ondernemen, 1995 (Jobs through entrepreneurship, 1995)
De ondernemende samenleving, 1999 (The entrepreneurial society, 1999)

The titles of the policy papers give a first impression of the changing
attitude of the government towards entrepreneurship. The titles of the first
four policy papers are relatively neutral and include the small business sector
as a focal point instead of entrepreneurship. In these papers the government
acknowledges the importance of established small businesses for
employment and strives to promote their development. With respect to new
business ventures in this period government policy is restrictive as it aims at
preventing business failure by a range of start-up requirements. The last
three policy papers reflect a change in policy focus as the concept of
entrepreneurship is included in the titles. New business ventures are
increasingly regarded important for job creation and innovation, and is
stimulated accordingly.

The role of the Dutch government in influencing entrepreneurship can be
characterized by distinct periods of restricting and stimulating
entrepreneurial activity. Until the early 1980s government policy was
primarily directed at preserving the quality of entrepreneurship and
preventing business failure through heavy regulation. This regulation created
entry barriers hindering the development of entrepreneurship. In this respect
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the Dutch government had a negative influence on the number of small
businesses in the period preceding 1980. As from the 1980s the Dutch
government increasingly acknowledged the importance of entrepreneurship
and, accordingly, attempted to create an environment conducive to
entrepreneurship. There has been a shift from ‘restricting’ to ‘enabling’
(Audretsch and Thurik, 2001) and from generic to specific policy. The
regulations implemented in the period from the 1960s through the early
1980s were characterized by generic measures requiring small businesses to
comply with government regulation. In the policy paper “Room for
entrepreneurship” (1987) government intervention was directed towards
specific measures to stimulate entrepreneurship.21 The last policy paper “The
entrepreneurial society” (1999) stresses that the government cannot remove
all barriers to entrepreneurship. Entrepreneurship is the responsibility of the
entrepreneurs (business owners) themselves, but the government can create
conditions enabling successful entrepreneurial activity through removing
market imperfections and creating a productive economic climate.

4.4.3 Government Intervention in the Dutch Economy

The Polder Model

When studying the impact of government policy on the level of
entrepreneurship in the Netherlands, we cannot ignore the so-called Polder
Model. After the economic recessions of the 1970s and the early 1980s, the
Netherlands faced a high wage rate and a correspondingly low profit share in
value added, a high unemployment rate as well as a low labor participation
rate, and a huge government deficit. In those days this was often referred to
as ‘Dutch disease’. In the early 1980s a trilateral agreement was made
between the employers’ organizations, employees’ organizations and the
government (Thurik, 1999). Employers would abstain from massive lay-offs;
labor organizations would abstain from striving for higher wages and work
on further refinement of the social security system and the government
would create order in its financial household, maintaining a sufficient
welfare safety net and encouraging companies to act in the public interest.
This was done by providing tax cuts to companies while stimulating them to
hire long-term unemployed, low-paid workers and providing other facilities,
such as apprenticeship schemes and child-care facilities.

The trilateral agreement and the slipstream of events it produced reflect a
remarkable degree of consensus within Dutch society usually referred to as
the Polder Model.22 Government policy consisted of the following five basic
ingredients: restructuring public finance, creating a stable monetary climate,
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restructuring social security, wage moderation and improving market
functioning. These ingredients have undoubtedly contributed to economic
revival in the Netherlands in the period after their introduction in 1982. The
basic conditions of restructuring social security, wage moderation and
improving market functioning are dealt with in subsequent sections, where
they will be explicitly related to the level of entrepreneurship.

The first two goals, dealing with creating a healthy financial climate, are
assumed to only indirectly stimulate entrepreneurship through financial
stability. In combating the economic decline in the 1970s and the early
1980s, public expenses increased substantially (Hogenboom and Van Vliet,
2000). Because public revenues stayed behind, the government deficit
increased. In response the deficit has been diminished over the years
reducing public expenses. A healthy financial climate also includes a stable
monetary environment. This was for a large part accomplished in 1983
through linking the rate of the Dutch Guilder to that of the German Mark.
The price level stabilized and the Netherlands benefited from the German
monetary reputation, leading to a decrease in the real interest rate. Moreover,
revenues of the export of Dutch products (to Germany) were secured.

It is argued that the Dutch above average growth in the 1990s (the ‘Dutch
Miracle’) is due to two sets of different policy measures (Thurik, 1999). The
first set of measures is that produced by the Polder Model in the 1980s,
when multilateral agreements cured the ‘Dutch disease’. This first phase
primarily dealt with removing labor market rigidities and adapting the
institutional environment. The second set of policy measures is related to the
transition to the entrepreneurial economy, taking place in the 1990s.23 This
phase dealt with removing output market rigidities and deregulating the
institutional environment. The policy measures of the first phase aimed at
diminishing the constraining effect, whereas the policy measures of the
second phase focused on enabling and stimulating free flows of people and
goods.

Over the past 20 years the economic situation in the Netherlands has
changed dramatically. While unemployment was extremely high in the early
1980s, at present it has virtually disappeared. The labor market shows signs
of ‘overheating’: wage increases are no longer moderate and the inflation
rate is picking up. Accordingly, it may be argued that the Polder Model is
history, and a focus on innovation, life-long education and entrepreneurship
now seems a more likely and more suitable economic policy model.24
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Macro-Economic Policies

Social Security and Income Disparity
Social security and income disparity are interrelated factors. A high level

of social benefits is assumed to lead to a low disparity of incomes that again
is assumed to have a negative impact on the rate of business ownership.25

Within the framework of the Polder Model the Dutch government in 1982
abandoned the so-called koppelingswetgeving that tied wage levies to social
benefits. This created room for more income inequality. Moreover, the level
of social security has been reduced by decreasing both the number and the
level of social benefits (Hogenboom and Van Vliet, 2000).

In Table 4.4 developments in the dispersion of incomes in the
Netherlands is presented. It can be concluded that until the late 1970s the
income share of the lowest (20 percent) incomes increased. As compared to
1959 income disparity diminished in 1990, as represented by the decrease of
the Gini coefficient from 0.375 to 0.312.26 Since 1995, income differences
tend to increase (Trimp, 1999). In addition to studying the developments in
income disparity over time, developments in income disparity can be studied
in comparison to other countries. From an international perspective the
Netherlands have a relatively low level of income disparity. Countries, such
as France, the United Kingdom and the United States are characterized by a
higher level of income disparity.27

In the 1980s the Dutch government, together with their social partners,
i.e., organizations representing employers and employees, agreed to wage
moderation to increase international competitiveness. This wage moderation
is likely to have contributed to entrepreneurship in the Netherlands because
of higher incentives for people to become self-employed and lower costs of
hiring employees (Bosma et al, 2000).
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When comparing the average real disposable income for the self-
employed, the employed and the unemployed, self-employed people have
the highest income (CBS, 1996). However, the difference between income
groups has not been constant over time. Until 1977 the disposable income of
all groups increased and after this increase, especially the incomes of the
employed and the unemployed decreased. This decrease continued until the
mid-1980s, followed by a slight increase and, subsequently, stabilization
(Kuipers et al., 2000). The income level of the self-employed shows a
different development. At the end of the 1970s and the beginning of the
1990s the income level decreased, while it increased in the other periods.
Although the income of the self-employed is highest of all mentioned
income groups, it is the least stable. Furthermore, the difference between the
income of employed and self-employed people is diminishing.

In addition to real income differences, the difference in social benefits
between self-employed and wage-employed people can be a factor in the
decision to start a business or to continue an established business. The
Netherlands are characterized by a universal social security system, in which
all residents, whether wage- or self-employed, are insured against the same
risks within one scheme. However, the earnings-related social insurance on
top of the basic insurance is limited to employees (Baenen and Visser,
1996). As compared to other countries, such as the United Kingdom,
Belgium and Germany, the Netherlands do not maintain a scheme for
protecting the self-employed against the risk of short-term incapacity for
work. However, the risk of long-term incapacity to work is insured. The
level of these benefits approximates the subsistence level and the benefits
may last until the retirement age (Baenen and Visser, 1996). With respect to
social support, the Netherlands has the highest level of benefits and the
Netherlands is the only country with separate schemes for self-employed
people.28

Taxation
The height and type of taxation in a country can have impact on

entrepreneurship. Higher income tax rates can diminish the returns on
entrepreneurship. This may inhibit entrepreneurs to start new ventures and
make failure of established businesses more likely as it erodes the financial
basis of the firm.

In the Netherlands self-employed people can pay either corporate income
tax or personal income tax. Personal tax is often preferred to corporate tax
by self-employed with a low taxable income. This is the case for a majority
of the Dutch small business owners, and, in particular, for most starting
entrepreneurs. The average effective profits tax rate in the Netherlands is
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approximately 30 percent, which is within the average range of tax rates in
OECD-countries (OECD, 1998, p. 181).

The Dutch government has taken several measures affecting taxes paid
by the self-employed. The first set of measures affects the income of the
self-employed. An important measure is the tax deduction for the self-
employed (zelfstandigenaftrek) introduced to preserve the entrepreneurial
income. In addition, there is the opportunity of a fiscal old-age reservation
(fiscale oudedag reserve), in case financial means are utilized within the
business, and a tax deduction for partners of the business owner who are
employed in the business (meewerkaftrek) (EZ, 1999). Second, measures
have been taken affecting entrepreneurial behavior. These measures relate to
stimulating investments in R&D and durability, as well as increasing the
education and skills level of employees through a deduction on training
expenditures. Third, there are specific measures affecting finance and
investment. The Dutch tax system favors debt financing over equity
financing and retained earnings over new equity investment. This may be
attributed in part to the double taxation of dividends and the absence of a
capital gains tax (OECD, 1998). A specific type of fiscal legislation aimed at
stimulating investments is the investment deduction (investeringsaftrek). In
addition, the so-called Tante Agaath measure was introduced to stimulate
family members, relatives and friends of the entrepreneur to invest in the
business by making the investment partly tax deductible. Banks have used
this measure to set up funds in which people can invest and deduct taxes.
Finally, the Dutch tax system includes different fiscal regulations to
explicitly fit the needs of businesses in different phases. There is a deduction
opportunity for starting entrepreneurs. For growing businesses there is a
regulation that streamlines the transfer from income tax to corporate tax
payment. In the Netherlands an important bottleneck is the existence of taxes
inhibiting the succession of a business. The tax legislation related to
bankruptcy is currently under revision.

The importance of the fiscal measures is demonstrated on the basis of
their significance for the revenue of small businesses. The fiscal measures
account for 24 percent, i.e., 16,000 Dutch guilders, of the revenue earned by
each unincorporated self-employed worker in 1999 (EIM, 2000). In the
period from 1995 to 1999 these fiscal facilities increased with an average of
4 percent per year. Most of this increase is due to the tax reduction for the
self-employed (EIM, 1997 and 1999).
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Regulation of Dynamism

Establishment Legislation
Establishment legislation is aimed at preserving the quality of

entrepreneurship. It involves acquiring relevant knowledge and skills.
However, the magnitude and complexity of establishment legislation is
likely to hamper entrepreneurial activity.

In the Netherlands establishment legislation was implemented in 1937 to
reduce the number of start-ups, thereby protecting established entrepreneurs,
consumers and investors. The establishment legislation requires starting
entrepreneurs to have knowledge and skills that are necessary to run a
business. In 1996 the Dutch establishment legislation was simplified because
it was considered a barrier to entrepreneurship rather than a quality
preserver. The simplified legislation constituted of three requirement levels.
At the basic level entrepreneurs were required to have knowledge of
different aspects of entrepreneurship, i.e., general entrepreneurial skills, such
as management and finance. The second and the third level consist of
additional requirements, depending upon sector and occupational choice
(EZ, 1999). In the evaluation of the establishment legislation in 1998 it is
concluded that the establishment legislation is not a necessary, efficient and
effective means to preserve the quality of entrepreneurship and that it
decreases the likelihood of people to start a business. This is confirmed in a
study by Bosma, Zwinkels and Carree (1999) predicting that loosening
establishment requirements will have a positive impact on the number of
start-ups in the Netherlands. Moreover, Van Dijken and Heeres (1999) argue
that abolishment of the establishment legislation in the Netherlands will
increase the dynamics within the Dutch economy and raise the number of
start-ups. Following this line of reasoning the Dutch government has
loosened the establishment requirements further in the beginning of 2001
and decided to abandon the entire legislation by 2006.

Bankruptcy Legislation
The (partial) abandonment of establishment requirements is likely to lead

to more competition and consequently to an increase in the failure rate, as
inefficient businesses are confronted with more competition. In this case
scarce resources are made available for new activities. Bankruptcy
legislation can accelerate or slow down this process, depending upon the
number and type of stakeholders. Bankruptcy legislation protects ownership
rights of suppliers and investors and determines the possibilities and
conditions of discontinuity of business, whether due to liquidation or
reorganization.
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As compared to other countries, the Netherlands are characterized by a
high degree of government intervention in the bankruptcy process. The
Dutch bankruptcy legislation is first implemented in 1893. The most drastic
change in this legislation was realized in 1998 through the Law
Schuldsanering Natuurlijke Personen, introducing a discharge clause for
entrepreneurs of unincorporated businesses (EZ, 1999). An entrepreneur is
required to pay off his/her debts within a set period after bankruptcy.

A negative aspect of the Dutch bankruptcy legislation is that it leaves
relatively little room for restructuring. Approximately 75 percent of
businesses with delayed or postponed payments end in bankruptcy (CBS,
1997). An important factor contributing to the lack of room for
reorganization is the fact that the Dutch bankruptcy legislation favors
creditors over debtors. This increases the willingness of people to invest, but
at the same time discourages (potential) entrepreneurs to take risks. As
opposed to the Netherlands, bankruptcy legislation in the United States
favors debtors over creditors, enabling entrepreneurs to restructure their
business by giving them the opportunity to write a plan for reorganization
and the guaranteed support of suppliers and banks (EZ, 1999). It is
interesting to note that, in the second phase of restructuring the bankruptcy
legislation, the Dutch government aims at strengthening the position of the
debtors, while in the United States the new bankruptcy legislation will
probably strengthen the rights of creditors to warrant the availability of
financial capital supply.

Both the debtor-approach and the discharge clause are important to
stimulate entrepreneurship. In case of bankruptcy the entrepreneur is granted
a second chance (through the option of reorganization) and in case of
discontinuity the entrepreneur does not have a lifetime debt. These elements
of the bankruptcy legislation lower the opportunity costs of entrepreneurship
and are likely to have a positive impact on the number of start-ups.
Moreover, bankruptcy legislation directly influences the number of
businesses through the regulation of exit. The alleged influence of
bankruptcy legislation on the stigma that is often placed on failure has not
been proved yet. However, it appears that the social stigma of failure is
higher in the Netherlands and the United Kingdom than in the United States.
This may be due to the more strict legislation. At present, the Dutch
government, like many other European governments, seriously aims at
reducing this stigma by attempting to create a positive public attitude
towards entrepreneurship. This may also facilitate serial entrepreneurship as
entrepreneurs use the knowledge obtained in their previous business
experience for their subsequent efforts.
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Deregulation and Simplification

Competition and Improving Market Functioning
In the early 1990s the Dutch government introduced policies aimed at

improving market functioning. These policies include the so-called MDW-
process, the restriction of anti-competitive behavior and the introduction of
competition in the public sector (Haffner and Van Hulst, 1998; Van
Wijnbergen, 1999). The MDW-process includes the lowering of entry
barriers to markets, reducing unnecessary regulation and improving the
quality and transparency of regulation. To restrict anti-competitive behavior
the Dutch government introduced a new competition law that linked the
Dutch competition laws to those of the European Union (Hogenboom and
Van Vliet, 2000). This new competition law states that businesses are not
allowed to restrict competition through (mutual) price agreements or abuse
their market power.29

Competitive elements have been introduced in public sectors, such as
electricity, public transport, mail services, telecommunication and social
security (Hogenboom and Van Vliet, 2000). The process of liberalization
and privatization in telecommunications was introduced in the late 1980s
and as the prices decreased, the range of supplied products and serviced
increased and employment in these sectors increased (Van Wijnbergen,
1999).

These government policies are likely to have stimulated entrepreneurship
in the Netherlands through enabling small businesses to enter (new) markets,
reducing compliance costs of regulation and creating new opportunities for
small businesses. In the subsequent section the impact of a reduction of
compliance costs on the level of entrepreneurship is discussed in more detail.

Administrative Burden and Compliance Costs of Legislation
The task of the government is to stimulate and at the same time regulate

entrepreneurship. The quality of regulation plays an important role in the
simultaneous pursuit of both goals. Accordingly, the regulations should be
subjected to a critical appraisal (Nijsen, 2000). It is important that the
regulation involves as little administrative burden for the entrepreneur as
possible. Small businesses are often relatively sensitive to the burden of
information requirements (measured by the average costs per employee) as
compared to larger businesses. Indeed, compliance costs of legislation have
found to be regressive in the Netherlands - weighing more heavily on
smaller businesses than on larger ones (OECD, 1997a). Administrative costs
can be divided into the costs of routine business administration and the costs
related to compulsory administrative procedures resulting from regulation
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(EIM/ENSR, 1995). The latter is often referred to as ‘administrative burden’.
This includes the requirement of information provision to governmental
bodies as well as the acquisition of information necessary for providing this
information (Boog et al., 1999). The administrative burden can be a barrier
to growth of the business since the time, effort and money entrepreneurs
spend on the compliance with government regulation distract them from
their basic activities.

The Dutch government has acknowledged that an excess burden of
legislation damages established businesses and discourages potential
entrepreneurs. As a result, measures are taken to simplify the Dutch
administrative regulations (OECD, 1998). The reduction of the
administrative costs of legislation has been at the center of attention of the
Dutch government in recent years (OECD, 1997a). In 1993 the
administrative burden amounted to 13 billion guilders, which is more than
two percent of the Dutch GDP. The administrative burden has two
components. The first component is the general legislation, as it applies to
all businesses, including taxes, environmental legislation, costs of financial
statements, and import- and export regulation. The second component only
applies to businesses with employees and includes wage taxes, employment
conditions and provisions related to illness. The first component is more
profound and amounts up to 67 percent of the total burden. The total amount
of the administrative burden has increased to a level of 17.8 billion guilders
in 1999. The increase is attributable for a large part to the increase in the
number of firms, employment, and wages. However, without active policy
directed at reducing the burden, this amount would even have been higher.
In the period between 1994 and 1999, the Dutch government reduced the
administrative burden by 5.5 percent and further reductions are planned. The
pronounced aim to reduce the administrative burden by 25 percent in the
period between 1994 and 2002 is not yet within sight (Boog et al., 2000).

Input-Related Policies

Most input-related policies refer to the provision of information and
finance. The government can provide information through counseling and
can provide entrepreneurs with direct financial support through subsidies and
with indirect support through streamlining the supply of capital and
stimulating the development of the (venture) capital market. It is not within
the scope of this chapter to deal with all input-related Dutch policies, as
there are many. In the present study we focus on the Dutch venture capital
market, as it differs from other capital markets in Europe and the United
States.
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Venture Capital Market
Start-ups and businesses in early phases often have difficulty with the

acquisition of financial capital. This can be attributed to a lack of collateral
and a lack of internal financing possibilities (Schuit and Van Wijk, 1994).
The venture capital market can provide additional financial resources to ‘fill’
the finance gap for seed and high-growth businesses.

The rapid growth of the venture capital market in the Netherlands started
in the beginning of the 1980s and at present the Dutch venture capital market
is relatively well developed and one of the most successful venture capital
markets in Europe (Borger et al., 2002). Table 4.5 presents venture capital
investments in 1996 for the United States, the United Kingdom, France,
Germany and the Netherlands, respectively. As can be seen in the last
column of Table 4.5 the amount of venture capital investments made in the
Netherlands relative to the GDP is not far behind that of the United States.
This does not imply that the venture capital market of the United States and
the Netherlands are similar. It is important to consider the stage of
development of the investments. Venture capitalists in the Netherlands are
inclined to invest in later-stage projects instead of seed and start-up projects
as compared to American venture capitalists (OECD, 2000a).

The striking height of the amount of investments in the United Kingdom
can be attributed to a relatively high proportion of later-stage investments,
such as management buyouts (MBOs). Considering early-stage financing
and expansion capital (as a percentage of GDP) only, the United Kingdom
would lag behind the United States and the Netherlands.

A distinction can be made between formal and informal venture capital.30

On the Dutch formal venture capital market the institutional investors, such
as pension funds and insurance companies have a dominant position. In 1998
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Dutch banks and insurance companies provided 25 percent of the total
amount of raised capital. The Dutch informal venture capital market is
relatively underdeveloped. The Dutch venture capital market has most
resemblance with the bank-oriented system as the stock market is relatively
underdeveloped and banks play an important role in the capital provision
(Borger et al., 2002).

Borger et al., (2002) distinguish between several cultural characteristics
that can impact the development of the venture capital market. The Dutch
situation is characterized by risk adversity and a negative attitude towards
loss of control. Dutch people are risk avers which is expressed in a relatively
low start-up rate and an even lower failure rate. The latter finding may be
explained by the fact that bankruptcy is often considered a personal failure
rather than a learning experience. This risk aversion may negatively
influence the development of the venture capital market. Moreover, Dutch
entrepreneurs express a negative attitude towards a loss of management
control often accompanying venture capital funding (EZ, 1995).31 The
importance of keeping control and the idea that businesses reflect personal
ideas and value systems is not only expressed in the high number of anti-
take-over measures, but also through the prevalence of family businesses in
the Netherlands. There is a strong desire to maintain these businesses -
almost 60 percent of family businesses in the Netherlands are managed by
second, third, or fourth generation family members (De Lind van
Wijngaarden, 1996).

Measures have been taken to reduce the finance gap for (start-up)
businesses by directly stimulating the supply of venture capital. These
measures include the Tante Agaath agreement, designed in 1996 to increase
the supply of (venture) capital by private persons by tax deductibility of
venture capital investments,32 the ‘Technostarters Fund’, aimed at providing
venture capital and managing participations in new technology businesses
(OECD, 1997b), and the ‘Twinning Centers’ supporting early-stage Dutch
ITC businesses by providing them with support and advice, housing and
capital. However, the Dutch government fails to stimulate the development
of the venture capital market by indirect measures, such as stimulating
venture capital networks and the secondary capital market (Borger et al.,
2001).33

Education

The educational system can play several roles in preparing future
generations for entrepreneurship (Reynolds, Hay and Camp, 1999). First,
schools can raise the awareness of entrepreneurship as a career perspective.
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Second, schools may help young people develop their entrepreneurial
personality traits, such as initiative, creativity and independence.34 Third, the
educational system can convey knowledge about specific aspects of business
ownership, such as marketing, finance, legal or fiscal obligations, and
management. It can also train students to develop related skills, such as
writing a business plan and presenting it to a venture capitalist. Finally, the
educational system teaches specific knowledge needed to develop new
products or services and production techniques. It can be argued that
education contributes to innovation and new venture creation, as well as to
its rate of success.

In the post-war period the Dutch educational system was increasingly
geared towards preparing pupils and students for a paid job within an
existing firm or organization. This reflected the dominant technological,
economic and cultural conditions of those days. The lack of attention for
entrepreneurship as a career option was reinforced by a lack of knowledge of
entrepreneurship with teachers who often were not exposed to
entrepreneurship during their own education and career. Recently, the
development of the knowledge economy within the last decades (Audretsch
and Thurik, 2000) has been accompanied by ample opportunities for small
and new enterprises. Moreover, the labor market increasingly demands
people to be more entrepreneurial, independent and responsible. This
requires development of autonomy, creativity, self-confidence and
perseverance, characteristics that are also considered to be important for
business ownership. It may be argued that wage employment and
entrepreneurship have to some extent converged with respect to job content
and required abilities. This process is also referred to as the rise of the
‘entrepreneurial society’ (WRR, 1998, p. 15-18).35 However, both
entrepreneurs and non-entrepreneurs in the Netherlands feel that their
preparation for business ownership is insufficient (WRR, 1996). Moreover,
only 20 percent of the start-ups indicate that they were prepared for business
ownership (Bais, 1998). Although 90 percent of the Dutch population now
has a positive attitude towards entrepreneurship, the inflow from education is
still disappointing. Only 7 percent of the Dutch students are planning to start
their own business after graduation (EZ, 1999). This percentage is three
times lower than that in the United States.

At present, different activities are undertaken to stimulate
entrepreneurship through education. In 1990 a program was introduced to
develop and support ‘mini-enterprises’. This project enables young people
within the age category of 16 to 25, receiving vocational training, to set up
and run a business during the period of a school year under the supervision
of a teacher. After one year the ‘mini-enterprise’ is either liquidated or
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further developed into a successful and mature business. Each year within
this program about 100 mini-enterprises are started.

Moreover, with the introduction of the Studiehuis, which is an
intermediary phase between high school and academic education, the
gradual shift towards a more entrepreneurial educational system in the
Netherlands becomes apparent. The Studiehuis program aims at enhancing
the independence of students and preparing them for academic life. A side
effect is the implicit enhancement of entrepreneurial qualities, such as
independence and persistence.

Several universities try and stimulate entrepreneurship through so-called
‘Business Links’, supporting young starting entrepreneurs through providing
them with advise, counseling and communication facilities needed to run a
business. At present six universities in the Netherlands have chairs in
entrepreneurship and at several universities courses on entrepreneurship are
taught (Bosma, 2000). Students are offered the opportunity to enroll in
courses that pay attention to writing business plans and the development of
relevant skills. Moreover, several higher education institutes, i.e., business
colleges, have started offering small business majors and an attempt is made
to include entrepreneurial skills more broadly in higher education. The
Dutch government also tries to stimulate entrepreneurship through a public-
private partnership in which the educational institutions and industry are
brought together and cooperate (EZ, 1999).

In 2000 the Ministry of Economic Affairs and the Ministry of Education,
Culture and Science have installed a Commission on Entrepreneurship and
Education. The main objective is to stimulate schools at all levels to pay
more attention to entrepreneurship. For this purpose the commission has
launched the program Leren ondernemen (Learning Entrepreneurship)
subsidizing pilot projects in schools that aim at developing entrepreneurial
awareness, knowledge and skills and are firmly embedded into the
curriculum. The latter requirement is meant to support the structural
development of an entrepreneurial education system. According to
Stevenson and Lundström (2001, p. 263), entrepreneurship education in the
Netherlands is now a major pillar of the government’s entrepreneurship
policy formulation.

4.4.4 Culture

Culture is intangible and unobservable in the sense that it can only be
studied through various verbal and nonverbal manifestations, from which
constructs are inferred (Hofstede, 1980, p. 14). Culture is also a highly
complex phenomenon that ranges from deeply embedded to more superficial
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manifestations. Values are the most deeply embedded cultural dimensions.
Hofstede (1980, p. 18) defines values as “a broad tendency to prefer certain
states of affairs over others”.36 Rituals, heroes and symbols are more
outward manifestations. At the more outward level attitudes towards
entrepreneurship define its legitimacy. People can approve or disapprove of
entrepreneurial behavior. It is likely that the attitude towards
entrepreneurship that is prevalent in a country influences the number and
characteristics of entrepreneurs.

Over the past 30 years attitudes towards entrepreneurship in the
Netherlands have changed. Business ownership had a negative image in the
1970s and the early 1980s (De Lind van Wijngaarden, 1996). The
Netherlands were characterized by a so-called ‘job culture’ as the majority of
the work force was wage-employed. In subsequent years a more innovative
socio-cultural climate was established promoting the social status of
entrepreneurs. In the late 1980s and early 1990s the government made use of
television commercials to promote entrepreneurship.37 More recently the
educational system is also making a contribution to the public reassessment
of entrepreneurship. Commercials on radio and television also create role
models as they increasingly cast (successful) business owners as leading
actors. It is estimated that about 90 percent of the Dutch population now has
a favorable attitude towards entrepreneurship (EZ, 1999).

At a less superficial level there are cultural values. These values have
been studied by Hofstede (1980, 1991 and 2001). As compared to 52 other
countries, the Netherlands are characterized by relatively low power
distance, low masculinity and high individualism.38 The impact of these
specific values on entrepreneurship is ambiguous. The Netherlands are also
characterized by a low to medium level of uncertainty avoidance. As was
demonstrated by Noorderhaven et al. (1999), in countries with relatively low
uncertainty avoidance the negative relationship between prosperity and the
rate of business ownership has broken down, and there are indications that in
this cultural environment the profitability of business induces
entrepreneurship. It can be argued that, in combination with other factors, a
low uncertainty avoidance may have been conducive to the revival of
business ownership in recent years.

Although, probably, the decline in business ownership in the Netherlands
in the century and its subsequent revival since the 1980s is to a
considerable extent driven by technological and economic factors (Carree et
al., 2002), an important role is also played by cultural and institutional
factors. Presumably, culture, institutions and business ownership reinforced
each other.39 Until the early 1980s, the decreasing rate of business
ownership; the resulting lack of entrepreneurial role models; the rise of a job



Determinants of Entrepreneurship in the Netherlands 153

culture; the expansion of the social welfare state and the development of a
detailed system of establishment legislation (business licensing) in the
Netherlands were mutually reinforcing tendencies. In the late century,
institutional reform and cultural change both played a role in fostering the
revival of business ownership, a process that now perpetuates itself by a
strong upsurge of successful entrepreneurial role models.

4.5 CONCLUSION

Over the past 40 years the Netherlands have seen a U-shaped
development of its rate of business ownership. In fact, developments in
entrepreneurial activity in the Netherlands can be divided into three periods.
In the period between 1960 and 1982 the level of entrepreneurship
decreased. In addition to general factors that are likely to have negatively
influenced entrepreneurship, such as the importance of scale economies and
the demand for mass-produced products and services, the decrease in the
level of entrepreneurship can also be related to the expansion of the social
security system in this period. The government introduced a country-wide
pension and retirement system and different welfare programs discouraging
self-employment. Moreover, government policies were directed at regulating
entrepreneurship, rather than stimulating it. Additionally, and possibly
consequently, attitudes of the Dutch people towards entrepreneurship were
predominantly negative as business ownership was not considered an
appropriate career option.

After the downward trend the number of entrepreneurs stabilized until the
late 1980s. Cutbacks in government spending, reform of social security and
prolonged wage moderation, as part of the Polder Model initially designed to
restore international competitiveness, encouraged business ownership as a
side effect through the low costs of attracting personnel and the diminishing
level of social security (Rutten, 1995). Also a more positive attitude (of the
Dutch people) towards self-employment started to develop (De Lind van
Wijngaarden, 1996).

The period 1988-1998 showed an upward trend in business ownership in
all major sectors that seems to be continuing in the beginning of the
century. Cutbacks and wage restraints created opportunities for
entrepreneurs and the policy paper ‘Room for entrepreneurs’ (Ruim baan
voor ondernemers) (EZ, 1987) is an expression of the positive governmental
attitude towards entrepreneurship. The government launched a campaign in
the media to promote entrepreneurship, and the general attitude toward
entrepreneurship has been positive throughout this period (EZ, 1999).
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During the 1990s the government increasingly aimed at ‘enabling’, rather
than ‘constraining’ entrepreneurship (Audretsch and Thurik, 2001), through
reduction of the administrative burden, simplification of the establishment
legislation and creating fiscal incentives for entrepreneurship. Recently the
Dutch government developed a policy aimed at turning the Netherlands into
‘an entrepreneurial society’. A cornerstone of this policy is the role of the
educational system in making young people aware of entrepreneurship as a
career option and in helping them to develop entrepreneurial skills. In
addition to these country-specific institutional changes, there has been a
strong growth of the business service sector. Together with technological
development and globalization this demand side factor is likely to have
induced entrepreneurship in the Netherlands in the last years.

As compared to other countries, such as the United States, the United
Kingdom and Germany, the development of entrepreneurship in the
Netherlands is characterized by the same general trend: three periods of
decreasing, stabilizing and increasing entrepreneurial activity, respectively.
However, there are differences with respect to the absolute level of
entrepreneurship, the timing of the turning points and the underlying factors.
Whilst the general trend of the U-shaped development of entrepreneurship
may be explained by developments at the demand side and, to a lesser
extent, the supply side, the specific developments in the Netherlands were
also dictated by the influence of successive government policies.

The decline of entrepreneurship in the Netherlands during the greater part
of the century was pronounced. Particularly during the post-war period
this decline was heavily reinforced by institutional and cultural changes,
resulting in an extreme case of ‘job culture’ and ‘Dutch disease’ in the early
eighties. However, the subsequent revival of entrepreneurship during the
nineties that was ushered in by the Polder Model and strengthened by a
further strategic development of related policy initiatives may be as
remarkable as the decline preceding it. According to Stevenson and
Lundström (2001, p. 285) the Netherlands may now be “a best practice in the
entrepreneurship policy development process - research, consultation,
working groups, commissions, interdepartmental, intergovernmental, white
paper, start-ups and climate as priority goals and objectives, identification of
performance measures and evaluation process”.40
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NOTES

1 Small businesses have 0-10 employees, medium-sized businesses have 11-100 employees
and large businesses have more than 100 employees.

2 Source: EIM (2000): COMPENDIA 2000.1.
3 Similar differences in entrepreneurship rates between the United States and the Netherlands

have also been found for 2001 (Reynolds et al., 2001).
4 Using census data, a forthcoming study by Wennekers and Folkeringa (2002) provides

evidence of a decreasing business ownership rate in the period 1899-1960. At the
beginning of the 20th century the business ownership rate amounted up to more than 20
percent.

5 Recent published figures of Statistics Netherlands (CBS) also point at a continuing
flourishing enterprise sector in the period between 1999 and 2001. See also Bangma and
Verhoeven (2000).

6 Moreover, it should be born in mind that the different demand side determinants are heavily
interrelated and that the impact of demand side factors often is difficult to quantify.

7 Michael Porter (1990) emphasized the importance of specialization in order to sustain or
develop a competitive advantage in a given product market. Small businesses with little
capital investment are better off producing specialized products that fulfil individual needs
instead of mass-consumption products. Pursuing niche markets, especially within the
service sector, can lead to successful entrepreneurship in environments characterized by
high diversity in consumer demands (You, 1995).

8 These types of environments foster entrepreneurship in different ways. In particular,
agglomeration effects often spawn R&D climates, leading to new ideas and innovations.
These climates produce spin-off firms trying to market these new ideas and products.
Because larger companies rarely take risks on investing in and marketing innovative
products, as these ventures usually involve high costs and are often bureaucratically
challenging for these organizations, entrepreneurial initiative is often the only way these
products reach consumer markets. Persons involved in R&D for a large firm, cooperation
of firms, government agencies or universities can take the knowledge learned, but not fully
developed or pursued, in these R&D environments and generate an entrepreneurial
business from this information. Thus, the degree of agglomeration seen within an industry,
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the resulting level of R&D, and the number of spin-off firms are all good demand side
indicators of entrepreneurship.

9 Like formal cooperation, entrepreneurship stems from networking by sharing knowledge
and the development of this knowledge into marketable, for-profit products.

10 Small businesses are defined as those businesses employing up to 100 persons, whereas
large businesses employ more than 100 persons. The average number of partnerships for
small and large businesses is 3.5 and 5, respectively (Hulshoff and Snel, 1997).

11 Entrepreneurs increasingly have access to different kinds of information, making start-ups
easier or allowing small businesses to access previously inaccessible markets.
Communication and information exchange have become easier, faster, more reliable, and
more accessible than in the past enabling small businesses to reap benefits once known
only to larger companies.

12 The United Kingdom has an ‘inventiveness coefficient’ of 3.46, the United States 3.14 and
France 2.18.

13 This target group included people from Africa, Asia, Latin America, Suriname, Turkey,
Morocco, the Netherlands Antilles and Aruba, (former) Yugoslavia, Italy, Spain, Portugal,
Greece, Tunisia, and small groups, like the Gipsies.

14 There is much heterogeneity among the different groups. Van den Tillaart (2001) finds that
over eleven percent of the Turkish immigrants is self-employed, whereas three other major
groups (people from Surinam, Netherlands Antilles and Morocco) have a self-employment
rate of about five percent.

15 It should be born in mind that the composition of the population differs considerably
between immigrant groups in the Netherlands.

16 However, in the past ten years, the relative share of immigrant catering businesses has
decreased, albeit slowly, and the share of the wholesale trade and services has gradually
increased (Van den Tillaart and Poutsma, 1998).

17 One of the reasons an ethnic group may become over-entrepreneurial in specific industries
is the lack of knowledge of markets and marketing skills (Van den Tillaart and Poutsma,
1998, p. 138/139).

18 The failure rate of immigrant businesses in 1986 amounted to almost 25 percent.
19 See Rettab, Jansen and Van Ginkel (2000). The rate of turbulence is computed adding the

total number of start-ups and failures.
20 This investigation is mostly descriptive. Calculations of the effect of specific policy

measures in this field are rare (Algemene Rekenkamer, 2001). However, more quantitative
studies cited in this chapter do provide some evidence of the impact of government
intervention on entrepreneurship in the Netherlands.

21 In Figure 4.1 it can be seen that the reemergence of entrepreneurship began around the
same time as this fundamental change in government policy, although both are probably
driven by different causes.

22 The roots of this term are not entirely clear, but it is often said that consensus seeking in
Dutch society dates back as far as the Middle Ages when the Dutch were already actively
involved in formal and informal cooperation to create polders by reclaiming and
protecting land from the sea.

23 The transition to the entrepreneurial economy can also be inferred from the introduction
and titles of the policy papers, as described in Section 4.4.2. For further reading on the
transition from the managed to the entrepreneurial economy we refer to Audretsch and
Thurik (2001).

24 See also Pilat (2001).
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25 High income inequality tends to stimulate entrepreneurship through a high variety in
consumer demands, leading to a high demand for luxurious individualized products and
services. These products and services are often specialized and are usually delivered by
small businesses. Moreover, a high level of social benefits may discourage unemployed
people to become self-employed because the benefits of being unemployed outweigh the
incentives to become self-employed (Bosch and Westhof, 1997).

26 The Gini coefficient is a numeric measure capturing the level of income disparity. The
value lies between ‘0’ and ‘1’, with ‘0’ representing a 100 percent equal income
distribution and ‘1’ representing a 100 percent unequal income distribution.

27 In 1987 the Netherlands have a Gini coefficient of 26.8, as compared to 29.6, 30.4 and 34.1
for France in 1984, the United Kingdom in 1986 and the United States in 1986,
respectively.

28 The level of social security in the Netherlands is high as compared to that of Germany, the
United Kingdom and Belgium (Baenen and Visser, 1996). The additional arrangements for
self-employed people include the possibility to apply for a loan to start or continue a
business and a separate scheme for the older and partially disabled self-employed in which
a higher amount of capital is exempted than in the general social assistance scheme.

29 Moreover, at the time of introduction of the new competition law in 1998, the Dutch
government introduced the Dutch Competition Authority (Nederlandse
Mededingingsautoriteit: Nma) that supervises the compliance with competition regulation.

30 Formal venture capital refers to investments made by corporate investors, government
bodies, banks, pension funds and/or insurance companies (financial institutions), whereas
informal venture capital consists of investments made by private individuals (Sofrova,
1996).

31 Generally, venture capitalists want to exercise control over the companies in which they
invest, and are willing to remove the founder of the company if they believe it would
improve the performance of the company.

32 Investments are tax-deductable up to an amount of 50,000 guilders and interest received on
loans are free from tax for a period of eight years and for an amount up to 5,000 guilders.
The problem with this agreement is the ‘obscurity’ of the measure for start-up businesses.

33 There are relatively few formal networks in the Netherlands bringing entrepreneur and
investor together hampering a fit between demand and supply of venture capital and
accordingly the development of the Dutch venture capital market.

34 For further details see Van der Kuip and Verheul (2001).
35 For more information on what is considered an entrepreneurial society we refer to

Audretsch and Thurik (2001) and Gavron et al. (1998).
36 Some well-known values have to do with individualism versus collectivism, the relation to

authority, social implications of gender, trust between non-kin, ways of dealing with
uncertainty and the valuation of material wealth.

37 An example of a national campaign promoting entrepreneurship through making use of the
media is the campaign: Onderneem ‘t maar! (Just try and be an entrepreneur!).

38 Definitions of power distance, masculinity, individualism and uncertainty avoidance and
Dutch values for these cultural indices are found in Hofstede (1980, 1991 and 2001).

39 Hofstede (1980, p. 22 and p. 233) shows that there is logical reasoning behind this
assumption.

40 However, Algemene Rekenkamer (2001) observes that adequate policy evaluation is still
scant in this field.
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5.1 INTRODUCTION

Ever since its famous Wirtschaftswunder, or economic miracle of the
1950s, the rest of the world has associated Germany with remarkable
prosperity and stability, providing both high employment and wage rates.
The German model of a ‘social market economy’ had generated a
Wohlstand, or standard of living, that generated not only the material wealth
but also the high degree of social services and security found elsewhere on
the European continent. What has become known as the ‘German Economic
Model’ demonstrated that not only could capitalism generate a high and
equitable Wohlstand, but that it could also have a friendly face.

At the heart of the German Wirtschaftswunder was the strength of the
Mittelstand, i.e., small and medium-sized enterprises (SMEs).1 Not only was
the Mittelstand the backbone of the German Wirtschaftswunder and
subsequent rise to economic power, but it also appears to have a played a
more important role in German economic development than in either the
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United States or the United Kingdom. However, something of a paradox has
emerged with respect to the German Mittelstand. While small businesses
have provided the backbone for Germany’s economic success, one aspect
became glaringly apparent in the 1990s - the lack of entrepreneurial activity
in high-technology industries was directly attributable to low growth rates
and a high level of unemployment. There is considerable concern expressed
by the popular press, the current policy debate and a growing body of
research that Germany’s economic crisis of the 1990s, which has been
termed as the Standort Krise, or competitiveness crisis, resulting in the
highest unemployment rates since the 1930s, is linked to a deficiency of
entrepreneurship.2

As is the case in virtually every developed country research on both the
origin and the consequences of entrepreneurship in Germany has exploded in
the last decade.3 Scholars from a wide spectrum of disciplines,  spanning
management, finance, strategy, sociology, geography and economics, have
responded with a wave of new studies that shed new light on the role of
entrepreneurship in Germany. The present chapter addresses three major
questions, namely:

What has happened to entrepreneurship in Germany?
Why did it happen?
In what way have institutions, policy, and culture influenced these
developments?

The design of the present study is as follows. Section 5.2 addresses the
question to what extent Germany can be called entrepreneurial. This section
has both a cross-sectional and longitudinal viewpoint as it discusses the state
of entrepreneurship in Germany (as compared to other countries) and the
developments in entrepreneurship in Germany over time. In subsequent
sections the underlying factors, i.e., determinants, of the development of
entrepreneurship in Germany are discussed. Section 5.3 focuses on the
influence of factors on the demand and supply side whereas Section 5.4
deals with influence of culture and policy measures on entrepreneurship in
Germany.
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5.2 STATE AND DEVELOPMENT OF
ENTREPRENEURSHIP IN GERMANY

5.2.1 Cross-Country Perspective

The level of entrepreneurship, i.e., the number of business owners, in
Germany, amounting up to 8.5 percent of the labor force in 1998, is
relatively low as compared to that in other countries, such as that in the
United States, the United Kingdom and the Netherlands with
entrepreneurship rates of 10.3, 10.9 and 10.4 percent, respectively.4

From a more dynamic perspective the level of entrepreneurship can be
measured using start-up and closure rates. A study by Verhoeven and Becht
(1999) finds that in 1997 in Germany the closure rate amounted up to 8.9
percent, as compared to 5.4, 8.9 and 10 percent in the Netherlands, the
United States and the United Kingdom, respectively. Hence, from an
international perspective the business closure rate in Germany is not
particularly high. This is also the case for the rate of new business ventures
(Verhoeven and Becht, 1999).

5.2.2 Longitudinal Perspective

The level of entrepreneurship in a country can be measured using
different indicators. The annual report: “Germany’s technological
competitiveness” uses start-ups in various industries as an indicator of
entrepreneurship. Only new ventures in high-tech industries are included.
Using this measure of entrepreneurship it can be concluded that the level of
entrepreneurship in Germany has increased since the number of start-ups has
increased rapidly since the second half of the 1980s. An exception formed
the years 1991 and 1992, after the reunification, in which the number of
start-ups decreased drastically, after which the positive trend continued.

A different proxy of entrepreneurship is the number of business owners
in a country. In Figure 5.1 the developments in entrepreneurship relative to
the labor force in Germany is depicted for the period between 1972 and
1998.5 From Figure 5.1 it can be seen that the development of
entrepreneurship in Germany is characterized by a U-shaped trend.
Entrepreneurship in Germany decreased from 7.6 percent in 1972 to 6.6
percent in 1980. In the 1980s this percentage showed a sharp rise. The steady
increase in entrepreneurship that started in the early 1980s is interrupted by a
sudden downfall in 1992. This downfall occurs at the time of reunification
and is due to the increase of the labor force while East Germany contributed
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only few business owners. Afterwards entrepreneurship rates increased more
sharply than ever before. Viewing the development of entrepreneurship in
Germany in the period of 1972 through 1998 it can be argued that on the
overall it increased, albeit not in a constant manner.

Based on census data Fritsch (1993) argues that until 1970 West
Germany was characterized by a firm size increasing over time. This trend
reversed in the 1980s. The census data of 1987 show a smaller firm size as
compared to that in 1970 (Wagner, 1997a). Something changed in Germany
in the 1980s causing the downward trend in entrepreneurship to reverse.
Although this reversal is to some extent also present in the development of
entrepreneurship in other countries, such as the Netherlands and the United
Kingdom, Germany shows its own and unique development. Anticipating
the discussion in subsequent sections it can be argued that while the
temporary downfall in entrepreneurship in Germany in 1990 may easily be
explained by the reunification process the trend reversal in the 1980’s is
more difficult to explain. In the remainder of the chapter an attempt is made
to explain the entrepreneurial development in Germany, investigating
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demand and supply side factors, as well as the influence of the German
government and culture.

A different way of investigating entrepreneurship is through the rate of
turbulence or dynamism. Turbulence refers to the change in the number of
entrepreneurs originating from the difference between business start-ups and
closures. It should be born in mind that when using turbulence as an
indicator of entrepreneurship a high number of ‘births’ and ‘deaths’ is
assumed to contribute to entrepreneurship, whereas, when using business
ownership, firm closures are considered to negatively influence
entrepreneurial activity.

Letowski and Le Marois (1994) find that the number of new business
ventures in Germany has increased during the 1980s. In 1978 Germany
counted approximately 162,000 start-ups as compared to 269,000; 300,000;
295,000 and 330,000 in 1982, 1985, 1987 and 1988, respectively. Also the
number of business closures increased dramatically between 1978 and 1988.
In this period the number of business closures increased by almost 80
percent. However, the high number of business closures did not offset the
number of new business ventures in the same period, resulting in a net
increase in the number of business owners in the 1980s as previously noted.
Hence, it can be argued that both in terms of the number of business owners
and the degree of turbulence in the German economy, entrepreneurship
increased from the 1980s. In the remainder of this chapter we will use
business ownership as a proxy for entrepreneurship because this is easy to
measure and understand.

5.3 DETERMINANTS OF ENTREPRENEURSHIP IN
GERMANY

5.3.1 Introduction

In this section an attempt is made to link the specific path of
entrepreneurship in Germany to developments in German society and its
global environment. The present section addresses the influence of both
supply side factors, which are mainly population factors, and demand side
factors, including the more general factors of globalization and technological
advancement as well as developments in the specific industrial structure of
the German economy.
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5.3.2 Demand Side Determinants

Technological Development

Technological developments can influence the level of entrepreneurship
in a country through offering new opportunities for business start-ups. The
old and large companies producing with established techniques will be
replaced by new companies able to produce more efficiently or able to
produce better products with new techniques (Legler et al., 2000). Because
the application of new technologies also leads to closure of businesses
unable to cope with the new competition the influence of technological
advancement on the number of small business owners in a country is not
straightforward. However, technological developments do lead to more
dynamism in the economy. This economic dynamism requires businesses to
be flexible in order to respond quickly to changing market conditions and
will, accordingly, be better supported by a large group of small companies
than a small number of large companies.

In the beginning of the twentieth century Germany had the technological
lead in the chemical and manufacturing, e.g., motor vehicles, industries.
These industries produce products that require large economies of scale as
compared to technologically new products and therefore provide less
opportunity for young and small businesses. A startling fact is that these,
nowadays older, large-scale industries are still the core competence of the
German economy. It has proved to be difficult for Germany to enter and
develop fundamentally new industries, such as the information,
communication and bio-industry (Legler et al., 2000; Keck, 1993; Matraves,
1997), where opportunities for small businesses abound.

Harhoff and Licht (1996) of the Zentrum für Europaïsche
Wirtschaftsforschung (ZEW) have documented the role of German SMEs in
innovative activity.6 They identified that twelve percent of the R&D
expenditures in (West) German firms stems from SMEs.7 Using the extent to
which R&D is undertaken, i.e., R&D expenditures, as a measure of
innovative activity, they show that the likelihood of a firm innovating
increases with firm size. More than 50 percent of the firms with fewer than
50 employees were not innovative. By contrast, only 15 percent of the firms
with at least 1,000 employees were not innovative. The smallest firms that
do innovate have a greater propensity to be innovative without undertaking
formal R&D. While only three percent of the largest corporations in
Germany are innovative without undertaking formal R&D, one-quarter of
the innovative firms with fewer than 50 employees are innovative without
formal R&D.
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Harhoff and Licht (1996) also find that in the five new German Länder
fewer SMEs are innovative than is the case in West Germany. Over two-
thirds of the smallest SMEs in (former) East Germany are not innovative,
and they are less than half as likely to undertake R&D as are their Western
counterparts. It may be expected that the reunification has had a negative
impact on innovative, i.e., Schumpetarian, activity in Germany.

Pfirrmann (1994) has found that the innovative activity of small- and
medium-sized firms in West Germany is shaped by regional factors. He
finds that the innovative activity of small- and medium-sized enterprises
tends to be greater in regions with a strong presence of knowledge
resources.8 It may be argued that knowledge development has been
stagnating in former Eastern Europe, as compared to other countries and, in
particular, as compared to the Länder in Western Germany. Because of the
isolation effect, and the consequent backlog of knowledge, former Eastern
Europe may be disadvantaged with respect to entrepreneurial development in
the (near) future, thereby negatively influencing entrepreneurial activity in
(unified) Germany.

Systematic empirical evidence suggests that the German Mittelstand is
confronted with considerable barriers to innovative activity, hindering its
development. Beise and Licht (1996) find that the major barrier to
innovation listed in both 1992 and 1994 was too high of a gestation period
required for innovative activity.9 In 1994 nearly 60 percent of German SMEs
reported that this was a very important barrier to innovative activity. Other
major barriers to innovative activity include legal restrictions and restrictive
government policies, too long of duration required to obtain government
approval for a new product, a shortage of finance capital, a lack of
competent employees, and too high of a risk. Moreover, there are a number
of case studies supporting the supposition that German entrepreneurs face
barriers to innovative activity.10 For example, a software firm founded in
Bavaria, FAST, was in need of more capital to fund product development.
Despite being continually refused from financial institutions and non-
financial institutions, the founder, Matthias Zahn, is not only planning an
Initial Public Offering on the NASDAQ, but also to move the company’s
headquarters from Bavaria to Redwood City, California.11 This is no isolated
example. Scores of entrepreneurs in newly emerging industries, ranging
from computer software and hardware to biotechnology and visual reality
have engaged in a sort of Auswanderung, or emigration, in order to
appropriate the expected value of their technological knowledge.

Both R&D expenditures and the number of patents often serve as
indicators of technological development in a country. When measuring the
innovativeness of the German economy by way of R&D expenditures it
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appears that, as compared to the other OECD countries, Germany has a
relative high rate of R&D expenditures. Only the United States and Japan
spend more on R&D (Matraves, 1997).12 However, it has to be born in mind
that most R&D money is spend in old economy manufacturing industries,
such as automobiles, chemicals and machine tools, dominated by large
businesses. Figure 5.2 shows that both R&D expenditure as a percentage of
total value added and the number of patents per thousand citizins in
Germany has been increasing from 1974 onwards with the exception of the
period of reunification.

Industrial and Size Structure

A country’s economic development is broadly reflected in its industrial
structure. Generally, an economy evolves from an agricultural, through a
manufacturing, to a service economy. While a manufacturing business
benefits from economies of scale and, accordingly, tends to be large, a
business in the service sector tends to be small and flexible. In the 1960s
economies all over the world were characterized by the dominance of large
businesses. In Germany this industrial structure with the emphasis on large-
scale (industrial) production is still pervasive. Within this industrial and
economic structure small businesses tend to serve as subcontractors to larger
businesses.

After World War II the German government abandoned its focus on
large-scale industries. Under Allied imposition strict anti-trust laws were



Determinants of Entrepreneurship in the Germany 171

implemented, cartels banned and small companies cared for. However, this
policy mainly served the reconstruction and economic development of post-
war Germany and, in the end, large-scale industries prevailed (Bannock and
Albach, 1991). This can be demonstrated using some figures. In 1933
Germany had 3.5 million businesses with 40 percent of employment being
accounted for by businesses with no more than five employees, whereas in
1987 there were 2.1 million businesses, with only 13 percent of employment
within these small businesses (Bannock and Albach, 1991).

A more service-oriented economy is often considered favorable for small
businesses. The service sector gained importance in Germany after World
War II. While in 1988 60.7 percent of the gross value added was attributable
to the service sector - as compared to 1.5 and 37.9 percent provided for by
agriculture and industry, respectively -, in 1998 the contribution of service
businesses was 66.6 percent - as compared to 1.3 and 32.1 percent by
agriculture and services (OECD, 1999c and 2000a). Wagner (1999) reports
that the number of manufacturing businesses declined considerably between
1978 and 1994.13 There were 7,584 manufacturing establishments in 1978
and only 6,620 by 1994. The trends are even more discouraging in the five
new Bundesländer, as documented in a careful study Felder, Fier and
Nerlinger (1997),14 who compare startup activity in high-technology
industries between the eastern and western parts of Germany.

Wagner (1997a) argues that the decrease in firm size in the 1980s, as can
be seen in Figure 5.1, was mainly caused by a shift from manufacturing to
services. In an earlier study Wagner (1994) finds that the amount of new
business ventures tends to be greater in high-growth and highly concentrated
industries. According to Wagner (1994) start-up activity is not significantly
influenced by capital intensity and R&D in the industry. These results
suggest that entrepreneurs are not deterred from starting new firms in
industries that are capital intensive and where R&D plays an important
role.15 The Economist (February 1999) even reports that Mittelstand
companies in Germany are engaged in manufacturing rather than services.

5.3.3 Supply Side Determinants

Population Characteristics

Natural Population Growth
Population growth can involve both natural growth, i.e., births and

deaths, and immigration. Natural population growth can influence small
business ownership through a growing number of potential business owners
and through an (expected) increase in future sales.
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Like in other developed countries Germany experienced low natural
population growth. Between 1972 and 1996 population growth was negative.
Figure 5.3 represents the natural population growth in Germany per thousand
inhabitants for the period between 1970 and 1996. It may be argued that the
natural population growth rate is an indicator of satisfaction or (economic)
stability. For example, after the oil crises of 1973 and 1979 and the
reunification of 1990 the growth rate was going down. The periods in which
the rate goes up can be interpreted as periods in which the German people
look upon their future with positive expectations.

Comparing the development of the natural growth rate (Figure 5.3) with
the development of entrepreneurship in Germany (Figure 5.1) it appears that
the alleged positive influence of (natural) population growth on the level of
entrepreneurship can not be confirmed. After 1980 the number of small
business owners increased while, at the same time, population growth
decreased. However, it should be born in mind that immigration is also an
important component of population growth in Germany.

Immigration
The margination theory asserts that people who have experienced

adversity in their lives are more likely to start their own business.
Accordingly, it can be argued that immigration has a positive impact on
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entrepreneurship. Moreover, the decision to migrate can be associated with
entrepreneurial behavior and immigrants often want to escape their
backward position in their host country. In addition, immigrants have
different characteristics than the people of the host country. The resulting
variety is expected to enhance entrepreneurial opportunities.

In 1998 8.9 percent of the German population was from foreign origin, as
compared to 7.3 percent in 1988 (OECD, 2000b). The development of
immigration in Germany in the period between 1972 and 1996 is depicted in
Figure 5.4. Germany has high immigration rates between 1955 and 1973
when people from Mediterranean countries were attracted to solve the
problem of the shortage of labor. This is followed in 1979 by family reunion
programs. In 1984 the German government started a program to stimulate
and support immigrants to return to their home country, i.e.,
Rückkehrhilfegesetz. This program was successful but was abolished in
1986. After 1996 the immigration rate quickly went up again because of a
flood of Aussiedler, i.e., descendants of German emigrants who went to
Eastern European countries, and refugees - after 1990 especially from former
Yugoslavia (Van der Mark, 1995). At the beginning of the 1990s it became
clear that the immigrants increasingly put pressure on the labor and the
housing market. Consequently, the German government took measures
restricting the number of people migrating to Germany in 1993 (Van der
Mark, 1995).16 Due to these measures and the increasing violence againts
immigrants the number of new immigrants decreased heavily in the early
1990s. In 1984 immigration goes up again and, although not visible in
Figure 5.4, the immigration rate at present is among the highest in Germany
in the period from 1970.

Comparing the development of immigration (Figure 5.4) with the
development of entrepreneurship (Figure 5.1) it can be concluded that,
except for the period in the mid-1980s, they are very much alike. It may well
be that immigration positively stimulated entrepreneurship in Germany. This
can be illustrated by the Turkish immigrants who are the largest minority
group in Germany. The Turkish people are considered as enterprising and
hard working people. They own approximately 35,000 businesses in
Germany (The Economist, February 1999). After the reunfication in 1990
the Turkish community in Berlin, the biggest in Germany, was struck hard
by the recession and the alleged discrimination in former Eastern Germany
leading to high bankruptcy rates and a decreasing number of entrepreneurial
opportunities for the Turkish community (The Economist, February
1999).
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Population Density and Urbanization Rate
The influence of population density and urbanization on small business

ownership is difficult to assess. On the one hand urban areas can promote
business ownership because of market proximity and a variety of demand,
whereas, on the other hand, high population density in urban areas promote
economies of scale leading to opportunities for larger businesses.

Germany is relatively densely populated. In 1998 Germany had a
population density of 230 individuals per square kilometer (OECD, 1999b).
Within Europe only Belgium, the Netherlands and the United Kingdom have
higher population density rates of 335, 385 and 242 individuals per square
kilometer, respectively (OECD, 1999b). Over one-third of German land is
intensely cultivated and it is almost impossible to travel long distances
without encountering a town. Between 1970 and 1996 the urbanization rate
in Germany on average amounts to approximately 83 percent, i.e., 83 percent
of the German population live in cities. However, this is no exception within
the developed countries in Western Europe with urbanization rates between
70 and 90 percent.

Urban areas are characterized by a relatively high population density and
a high number of businesses establishments. In a study on the impact of
location on entrepreneurial activity in (West) Germany, Audretsch and
Fritsch (1994) find that, for the late 1980s, the birth rates of new firms are
higher in regions experiencing low unemployment, which have a dense
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population, a high growth rate of population, a high share of skilled workers,
and a strong presence of small businesses.17

Because both population density and the urbanization rate have not
undergone major changes in the last thirthy years and the theoretical impact
of both variables is not straightforward it is difficult to assess its impact on
small business ownership. However, from an international perspective the
population density in Germany is relatively high, possibly having a larger
influence on business ownership than is the case in other countries.

Age Structure of the Population
Age determines the likelihood of people to start a business. Relatively

many people start their business in their mid-thirties and over 40.
Consequently, a change in the age distribution of a country may cause the
number of business owners to change. In Table 5.1 the age distribution in
Germany is presented for the years 1960 and 1998.

In Table 5.1 the ageing of the German population is shown as there are
less people under the age of 15 and more within the age category of 65 years
and older in 1998 when compared to 1960. The middle category, most likely
to produce entrepreneurs, has remained stable. The data in Table 5.1 conceal
the large proportion of the German population that is within its forties or
fifties. It is expected that in the near future this will lead to difficulties
maintaining the pension system (Sinn, 1999). A decreasing workforce
(relative to the population) is likely to negatively influence the number of
small business owners as there are less potential entrepreneurs. Because the
level of entrepreneurship fluctuates in Germany between 1972 and 1998 and
the share of people within the age category with the highest likelihood of
starting a business - 15 to 64 - remains reasonable stable during the same
period we can not expect that this factor is an important determinant of
entrepreneurship.

Unemployment
Unemployment can influence the level of entrepreneurship in a country

in two different ways. First, unemployment reduces the opportunity costs of
becoming self-employed as an unemployed individual, in general, receives a
lower income and has a lower social status than someone having paid wage
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employment. In this situation self-employment becomes a viable option for
unemployed people who often have difficulty finding paid wage
employment in the labor market. Second, when the level of unemployment
increases, the relationship between unemployment and entrepreneurship is
no longer necessarily positive as high unemployment may coincide with
economic recession reducing the number of opportunities for
entrepreneurship.

The employment situation in Germany has been influenced siginificantly
by the process of unification that started in 1989. The unification accelerated
the process of globalization by enabling countries to participate in the global
economy that had previously been excluded.18 This globalization combined
with the telecommunications revolution has shattered the viability of the
social contract inherent in the consensus demanded of the German
Sozialmarktwirtschaft. Pressed to maintain competitiveness in traditional
industries, where economic activity can be easily transferred across
geographic space to access lower production costs, the largest and most
prominent German companies have deployed two strategic responses. The
first is to offset greater wage differentials between Germany and low-cost
locations by increasing productivity through the substitution of technology
and capital for labor. The second is to locate new plants and establishments
outside of Germany. These two strategic responses have in common that the
German flagship companies have been downsizing employment in the
domestic economy. For example, Siemens increased the amount of
employment outside Germany by 50 percent, from 108,000 in 1984/85 to
162,000 in 1994/95. Within the same time period Siemens decreased the
amount of employment in Germany by 12 percent, from 240,000 to 211,000.
Volkswagen increased the amount of employment in foreign countries by 24
percent, from 78,000 in 1984 to 97,000 in 1994. Over the same time period,
it decreased employment in Germany by ten percent, from 156,000 to
141,000. Similarly, Hoechst increased the number of jobs outside of
Germany by about 16 percent, from 79,000 in 1984 to 92,000 in 1994. The
number of Hoechst employees in Germany fell over that same period by 26
percent, from 99,000 to 73,000. And BASF increased employment in foreign
countries by about 30 percent, from 30,000 in 1984 to 40,000 in 1994.
Domestic employment by BASF fell by about 30 percent over that same
time period, from 86,000 to 66,000 (BMWi, 1999).

As Table 5.2 shows, between 1991 and 1995 manufacturing employment
in German plants decreased by 1,307,000 while it increased in foreign
subsidiaries by 189,000 (BMWi, 1999). In the chemical sector, the decrease
of domestic employment was 80,000, while 14,000 jobs were added by
German chemical companies in plants located outside of Germany. In
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electrical engineering employment in German plants decreased by 198,000.
In automobiles employment in Germany decreased by 161,000, while 30,000
jobs were added outside of Germany.

These examples are not isolated but rather typical of the wave of
downsizing in Germany in the 1990s that has resulted in levels of
unemployment - four million - not seen since World War II. The reaction of
the German public has been to accuse German firms of not fulfilling their
social contract. As one of the leading newspapers, Die Zeit, accused German
industry in a recent headline, “When Profits Lead to Ruin - More Profits and
More Unemployment: Where is the Social Responsibility of the Firms?”.19

According to the OECD Labor Force Statistics the average
unemployment rate for Germany in the period of 1978 through 1996
amounts up to about 6.4 percent. From an international perspective this is
relatively low as the unemployment rate for France, the Netherlands, the
United Kingdom and the United States amount up to approximately 8.7, 7.5,
9.2 and 6.8 percent, respectively. However, this is misleading since the
definition of unemployment as well as the measurement methods differ for
Germany and other OECD countries.20

In Figure 5.5 the development of the unemployment rate in Germany in
the period from 1975 through 1996 is depicted. The influence of the
unification process is clearly visible as from 1989 the unemployment rate
increases after a period of decline. Early in 1998 the unemployment rate
reached nearly 13 percent at 4.7 million people, which was the highest level
since the pre-Nazi Weimer Republic era (Audretsch, 1999c).21 Although at
first sight there seems to be no clear relationship between the development
of unemployment (Figure 5.5) and the development of entrepreneurship in
Germany (Figure 5.1), when studying the two developments more closely it
can be argued that there may a positive relationship between unemployment
and entrepreneurship. Both entrepreneurship and unemployment decreased
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until 1980 after which both went up again. A slight downfall can be noticed
for both entrepreneurship and unemployment in the period of reunification
after which both show a high increase. Thus it seems that entrepreneurship
and unemployment in Germany are positively related. This suggests there is
evidence that unemployment stimulated the German population to become
self-employed.

5.4 GOVERNMENT POLICY IN GERMANY

5.4.1 Introduction

Previous sections dealt with the influence of both supply and demand
factors on the level of entrepreneurship in Germany. However, when
discussing entrepreneurship in Germany we can not leave out the influence
of the German government. In the present section the role of government
intervention, including culture and education, in the German economy is
discussed. Government policies fostering or ‘frustrating’ entrepreneurship
are discussed from a static, i.e., what policies are developed and
implemented at present in Germany, and a more dynamic viewpoint, i.e.,
how has government intervention developed over the years. Because
Germany has a turbulent history and government policy is to a large extent
intertwined with this history, we will briefly discuss relevant elements of
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German history before giving an overview of the different policies
influencing entrepreneurship in Germany.

Section 5.4.2 elaborates on German historical (economic and political)
development and its effect on and interplay with government intervention in
the German economy. In Section 5.4.3 specific types of government policies
and their effect on entrepreneurship will be dealt with. Subsequently, the
impact of macro-economic policies, i.e., fiscal policy, labor market policy
and social security; regulation of dynamism, i.e., establishment and
bankruptcy legislation; deregulation and simplification; input-related
policies and specific policies, on entrepreneurship are discussed.

5.4.2 History of Government Intervention in Germany

Germany has been an economic laggard. While the industrial revolution
came into swing in Britain and Belgium during the first half of the
nineteenth century, Germany was still dependent mainly on its agricultural
output. However, in the course of the nineteenth century Germany slowly
caught up with the technological leaders, importing machinery and skilled
labor. The German government encouraged imports and stimulated the
Germany economy further through creating a customs union, later followed
by political unification; developing a new infrastructure - road, canal and
railway system - and abolishing the old crafts guilds that restricted business.
The success of rapid industrialization became visible at the beginning of the
twentieth century when Germany was especially successful in the chemical,
metal and electrical engineering.22 The German economy also benefited from
the educational and research system largely financed by the government.
Internationally, German education was considered an example of effective
and efficient education, with in particular the technical studies attracting
many foreign students.23

Between 1914 and 1945 the German economy did not perform very well.
During both World Wars the German industry was cut off from its main
export markets and was engaged mainly in war industry. Also, Germany
suffered from the treaty of Versailles, entailing among other things, the loss
of a number of regions with important mineral resources; hyperinflation and
the recession of 1929. In a reaction to this economic recession German
industry exhibited a movement toward more cooperation and the number of
cartel agreements increased drastically (Keck, 1993).

After the war the German economy recovered quickly, i.e.,
Wirtschaftswunder. Germany had suffered from significant damages during
the war and aimed to reconstruct as rapidly as possible. Although before the
war the German economy was already characterized by high government
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intervention and formal structures, after the war this was even more the case.
There was a general longing for stability leading to the introduction of a
trade union structure, i.e., Sozialmarktwirtschaft.

Germany’s first post-war recession in 1967 painfully made clear that the
Wirtschaftswunder could hot last forever. This economic recession was
followed by two oil crises. Economic policies in this period were mainly
directed at limiting the disturbing effects of the crisis. Heavy government
interference in the economy was deemed necessary. The government
restrained wages in order to raise profits and investments of businesses. The
Bundesbank tried to keep inflation within limits through a restrictive policy
and a high interest rate. However, the high unemployment rates and large
government deficits proved this policy to be unsuccessful. As a
consequence, it was advocated that government intervention should be
restricted.

The time period from 1967 onwards can, from a political viewpoint, be
divided into two periods. The first period is that of the Sozial Liberale
Koalition, i.e., social liberal coalition, from 1969 to 1982. The second period
is that of the Christlich Liberale Koalition, i.e., Christian liberal coalition,
from 1982 to 1998. The period of the Sozial Liberale Koalition (especially
under Willy Brandt) was characterized by a high degree of government
intervention. This coalition enacted a number of domestic reforms in the area
of education, government administration, social security and industrial
relations. However, the two oil crises and the subsequent rise in
unemployment were detrimental to these policies. To counteract the
economic recession in 1982 the Christlich Liberale Koalition came into
power. The slogan “Mehr Markt, weniger Staat”,  i.e., more market power
and less government intervention, characterizes the coalition period under
Helmut Kohl.

The rise in power of Gorbachov in 1985 marked the beginning of the
process to reunification. After the initial euphoria of the reunification in
1990 (new) problems became apparent. The new federal states (Neue
Länder) had to adapt to the structures of the old federal states (Alte Länder).
This is a process that is still going on.

5.4.3 Government Intervention in the German Economy

Sozialmarktwirtschaft

Both free market forces and state intervention are ingredients of the
German economic model. This combination of market and government is
referred to as a social market economy (Sozialmarktwirtschaft). The social
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market economy was implemented by Ludwig Erhard immediately after
World War II and is rooted in the Freiburg School. This school of thought
adhered to the believe that the government should play an active role in
ensuring the working of the market system and that the market system
should serve as the major instrument for allocating resources. The state
intervenes where it concerns social goals (Gregory and Stuart, 1989).

The economic model of the Sozialmarktwirtschaft, i.e., Social Market
Economy, that is at the heart of the German Wirtschaftswunder and general
Wohlstand, i.e., standard of living, of the post-war era has been based on
consensus. This consensus consists of three principle actors - the industry
employer associations (Arbeitgeberverbände), labor unions
(Gewerkschaften) and the government. Through a broad spectrum of
institutions, such as the Work Councils (Betriebsrat), industry-wide wage
agreements, and the apprentice system (Lehrstellen), these actors provided
the basis for unparalleled success in generating high wages and levels of
employment. Under this consensus, labor fulfilled its obligation in the social
contract by supplying workers with not only the highest skill levels in the
world but also with the most discipline. On their part, the employers
associations - the leading German industrial firms - provided stable
employment, including a rich array of social services. With labor and
industry working together under this consensus facilitated by the
government, industries, such as automobiles and metalworking were more
competitive in Germany than elsewhere in the world.

Based on the above mentioned principles the German welfare state is
highly developed. State expenditures as a share of GDP rose from 32.5
percent in 1960 to about 50 percent in the 1990s. The expenditures on the
public health insurance system increased by a factor of ten (Gregory and
Stuart, 1989). Especially in the period of the Sozial Liberale Koalition,
between 1969 and 1982, government expenditures showed substantial
increases. Although the high level of government intervention creates a
stable economic environment it also leads to a lack of dynamism as
institutionalization is necessary before the government can undertake any
action. It may be argued that the lack of dynamism in the German economy,
a side-effect of the Sozialmarktwirtschaft, has a negative influence on
entrepreneurship in Germany. Indeed, when comparing the development of
government expenditures - increasing in the period of the Sozial Liberale
Koalition and decreasing in the period of the Christlich Liberale Koalition -
with the development of entrepreneurship in Germany - decreasing until the
early 1980s and increasing afterwards - it may be argued that there is a
negative relationship.
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Macro-Economic Policies

Labor Market Regulation
Germany is characterized by a rigid labor market, resulting from the

Sozialmarktwirtschaft. The aim is to maintain social stability and equality
(Schoelen, 1995). This rigidity is likely to negatively influence
entrepreneurship as it is difficult for small business owners to adjust their
workforce to general consumer demand and the economic climate.

The principle of collective bargaining is firmly embedded in the German
constitution. Partners in this process of collective agreement include 19 labor
unions, of which 16 are member of the Deutscher Gewerkschaftsbund and
about 1,000 employer associations, united in the Bundesverein Deutscher
Arbeitsgeberverbände. The outcome of the wage negotiations are tariff
wages, representing the lower wage limit, and several secondary labor
conditions, such as vacation arrangements, employment protection and
training (Schoelen, 1995). The effect of the collective wage agreements is
visible throughout the German economy. Although since the late 1970s
union membership has declined to approximately 40 percent it is estimated
that about 80 percent of the employers, together employing 90 percent of the
total of German employees is member of an employers association and are,
accordingly, bound to the wage agreements. A wider applicability of the
wage agreements is effectuated through declarations of general validity, the
so-called Allgemeinverbindlichkeitserklärungen and the favorability
principle (Corker et al., 1995).

The high increase of unemployment in Germany after the two oil crises
induced some changes in the German labor regulation. The collective
bargaining system was decentralized in the 1980s and the responsibility for
the bargaining process was transferred to firm-level work councils (Corker et
al., 1995; The Economist, February 1995). As a result labor relations
became more flexible. In particular, working hours were more flexible. For
example, in 1994 the chemical industry replaced its uniform 37½-hour
workweek with more a more flexible working week of between 35 and 40
hours. Moreover, in a number of industries it was permitted to reward
working overtime with extra free time instead of the standard extra pay
(Corker et al., 1995; OECD, 1999a).

Many new firms, in particular those engaged in innovative activity,
refuse to join an employer association and therefore are able to pay below
tariff wages (The Economist, February 1995). These firms are able to pay
these wages due to a decline in the number of Allgemeinverbindlichkeits-
erklärungen. Whereas in 1991 there were still 615 of those declarations, in
1998 this number had declined to 425 (OECD, 1999a). Nowadays, even
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some members of employer associations pay below tariff wages (Corker et
al., 1995). It is estimated that around 20 percent of all businesses deviate
from the collective agreed upon tariff wages (OECD, 1999a).

Income Inequality
Although in general income inequality is not considered a positive

economic phenomenon, it can positively influence the level of
entrepreneurship as it encourages both rich and poor people to become self-
employed. Rich people have the (financial) means to start a business and
poor people are often pushed towards self-employment because they want to
escape their backward position. Moreover, high income inequality may also
lead to a higher diversity of consumer demands, creating entrepreneurial
opportunities (in niche markets).

Due to the collective wage agreements and the tariff wages Germany is
characterized by a moderate degree of wage dispersion (Corker et al., 1995).
During the 1980s income inequality even declined. However, it can be
expected that the movement towards greater wage flexibility in the 1990s
will lead to larger wage differentials.

From an international perspective it can be argued that Germany has a
relatively low level of income inequality. Corker et al. (1995) find that
Germany is most pronounced in the narrowing of wage differentials as
compared to most of the other OECD countries.

Social Security
A high level of social security may discourage people to become self-

employed as the opportunity costs of giving up wage-employment or
unemployment are relatively high. Moreover, the differences between social
security for wage- and self-employed people is of importance when studying
the effect of social security on the level of entrepreneurship.

German social security for the self-employed is characterized by a
categorical scheme organizing social security according to professional
groups (Baenen and Visser, 1996). The type and amount of social security is
dependent upon profession. In Germany self-employment in agriculture,
journalism, art and craft are treated more favorably when compared to self-
employment in other types of industry. Moreover, within the German social
security system a distinction is made between the insurance of short- and
long-term incapacity to work (Baenen and Visser, 1996).

In Germany, only self-employed farmers, craftsmen, artists and
journalists are legally insured against the risk of short-term incapacity to
work. Self-employed people in other professions have the opportunity to
voluntarily insure themselves. Social benefits covering income losses due to
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short-term incapacity to work are linked to the amount of income lost. These
benefits are relatively high as compared to other countries, amounting up to
70 to 80 percent of the lost income. With respect to long-term working
incapacity there is a separate scheme for incapacity caused by occupational
accidents or diseases. A distinction is made between 50 and 100 percent
incapacity with the height of the benefits dependent upon the amount of
income lost and number of insurance years. It should be noted that not all
self-employed people are covered by this scheme. It can be argued that
because self-employed people in Germany are not automatically insured
against incapacity to work this may discourage some people to become self-
employed.

Also, unemployment benefits are relatively generous and, accordingly,
unemployed people are not stimulated to become self-employed.
Unemployed people in Germany can call upon different social assistance
programs for support: Arbeitslosengeld, i.e., unemployment benefits;
Arbeitslosenhilfe, i.e., unemployment assistance, and Sozialhilfe, i.e., social
assistance. Although unemployment benefits in Germany are comparable to
those in other OECD countries, the German unemployment assistance is
relatively generous. This is especially true for the duration of the assistance.
The social assistance is also relatively generous and the IMF (1995) even
asserts that in some cases working is not worthwhile, i.e., does not pay off.

Fiscal Policy
The height of taxes can negatively influence entrepreneurship in a

country through erosion of the income of entrepreneurs. Until the mid-1980s
there was a continuing trend towards high tax rates in Germany. However,
between 1985 and 1996 tax rates have remained fairly stable (OECD,
1999d). In 1997 the highest rates of income taxes in Germany amounted up
to 55.9 and 58.2 percent for personal and corporate income tax, respectively
(OECD, 1999d).

From an international perspective Germany has been characterized, for a
long time, by relatively high statutory tax rates on both business and
personal income (Jaeger et al., 2000). Of all OECD countries only Japan, the
Scandinavian countries - with the exception of Norway -, Belgium and the
Netherlands have higher personal income tax rates in 1997.24 Moreover, with
58.2 percent, Germany has the highest corporate income tax of all OECD
countries (OECD, 1999d). These relatively high tax rates may be attributed
to the extensive role of the government within the social market economy in
Germany.

Steps have been undertaken to take the pressure off German business. In
1996 the Gewerbesteuer, or business tax, was abolished for SMEs (Van der
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Mark, 1995) and in certain regions entrepreneurs were given the opportunity
to benefit from fiscal advantages when engaging in activities aimed at
restructuring, modernizing or establishing a business. For example, new
businesses are exempt from income tax during the first two years of their
existence (De Koning and Snijders, 1990). Moreover, the tax system forces
chief executive officers of new business ventures to pay out dividends
almost as soon as they appear, inhibiting reinvestment. In the mid-1980s the
uniform tax rate on retained profits was lowered from 56 to 50 percent and
depreciation allowances for small and medium sized businesses were
increased.

Acknowledging the importance of the small business sector for the
economy and the negative effect of high taxes on German business, the
German government has started to fundamentally reform the tax system as
from 1999 with the Tax Relief Act (Jaeger et al., 2000). The most drastic
reforms (will) affect the corporate tax. Whereas on January 2001 retained
profits are taxed at 40 percent, under the new tax system all profits will be
taxed at 25 percent. Entrepreneurs will be expected to profit from this
reduction. However, some specific taxes remain detrimental to
entrepreneurship, such as the tax on energy, which is already 25 percent
higher than in France (The Economist, February 1999).

Regulation of Dynamism

Establishment Legislation
As is the case in most countries starting a business requires the

fulfillment of a number of rules. In Germany it takes about 1 day to register
an unlimited company. From an international perspective this is relatively
brief as it can take up to several weeks to be able to start up a business in
other countries (Logotech, 1997). In addition to the general requirement of
registering a business, there are profession-specific requirements. In
Germany skill certification is required for about more than 100 professions
that are artisanal in nature, spanning a wide range of professions - from
bakers and hairdressers to opticians. In practice this means that when
practicing one of these professions it is required to be a Meister or employ a
Meister (Meager, 1993). A Meisterprüfung refers to the completion of an
apprenticeship complemented by the acquisition of specific post-
apprenticeship experience and training. The purpose of the Meisterprüfung is
to maintain the quality of supplied products and services. The German
apprenticeship system will be discussed in one of the subsequent sections.
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Bankruptcy Legislation
Like establishment legislation bankruptcy legislation can influence

entrepreneurship. When bankruptcy legislation is severe, people may be less
inclined to start a business because of the (financial) penalties of failure and
possibly bankruptcy.

Bankruptcy legislation in Germany is relatively severe and is associated
with the view that to start a new business and to fail is socially unproductive.
After two bankruptcies the entrepreneur is legally left only with the option of
becoming an employee as it is not allowed to make use of the entrepreneurial
experience and start a new business for the third time in a row.25 Moreover,
company managers in Germany have civil liability and may also be liable to
criminal penalties (Fialski, 1994). However, recent reforms in the German
bankruptcy legislation, implemented in 1999, free the debtor of the
remainder of his debt seven years after liquidation proceedings have been
terminated (OECD, 1998).

Deregulation and Simplification

Liberalization and Competition Policy
In 1983, under the Christlich Liberale Koalition, practicing the slogan

“Mehr Markt, Weniger Stoat”, the German Federal Government committed
itself to submitting proposals to abolish or simplify legal and administrative
regulations. The deregulation process comprised of over 120 measures.
Around the same time measures were taken to privatize publicly held
enterprises, to improve labor market flexibility - through diminishing
regulations on part-time work - and to bring down the government
expenditures as a percentage of GDP, which had reached the record level of
50 percent. In various sectors of the economy, regulation has been gradually
or partially reduced and the Cartel Law has been further strengthened
(OECD, 1985).

Retail Trading Hours
The German government maintains restrictive shop opening hours. Shops

are allowed to be open from 7.00 a.m. to 6.30 p.m. on weekdays and from
7.00 a.m. to 2.00 p.m. on Saturdays. Late night shopping is introduced in
October 1989. However, there are a number of exceptions in the legislation
of the different Länder (De Koning and Snijders, 1991).

Relatively many business owners start their business in the retail sector.
The restrictive opening hours are detrimental to competition leaving less
opportunities for businesses to distinguish itself from the competitors and
therefore relatively few chances for people to start their own business in this
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sector. This is particularly the case for many of the industrious immigrants
who would have opened a late night corner shop when having the
opportunity (The Economist, February 1999).

Input-Related Policies

Capital Market
There is reason to believe that through the development of a fine-layered

system of institutions linking together financial institutions, governments
and private firms, the system of finance in Germany serves as a model for
providing funding for SMEs. Nevertheless, the lack of entrepreneurial
activity in high-tech industries in the 1990s was attributed to rigidities and
constraints in providing liquidity and access to finance to new firms and in
new industries. This paradox explains the emergence of a fierce debate
revolving around the viability of the system of finance with respect to the
finance of the German Mittelstand. As the title of an article in Business Week
observes, “Suddenly, Germans love to hate their banks.”26

According to the BVK (1999) it is difficult for small businesses in
Germany to obtain external capital, In particular small, innovative and
technology-based businesses have problems acquiring external finance. This
is largely attributable to the fact that Germany is characterized by a bank-
oriented capital system, where banks are the major providers of external
capital (Borger et al., 2002).27 In fact, there are two institutional features of
the German financial system that sharply contrast to that practiced in other
countries, such as the United States and the United Kingdom, both of which
may impact the extent to which SMEs are able to obtain access to finance
(Vitols, 1998; Deeg, 1998). First, companies in Germany typically rely
almost exclusively upon banks for external finance. Banks are often reluctant
to finance businesses in the seed and fast-growing phase as these are
considered relatively risky investments. The external capital market remains
relatively undeveloped in Germany. Second, not only do the banks represent
the major financial intermediary supplying capital to firms, but they are also
extensively represented on the supervisory board of companies. Moreover,
considering the demand side of the capital market, it can be argued that
entrepreneurs in Germany are often reluctant to give up the control over their
business and usually avoid publicity when searching for capital (EBAN,
1998).

When discussing the venture capital market in Germany, two periods can
be distinguished. Until 1996 the venture capital provision was constrained
and subject to market rigidities, whereas from 1996 there is an increase in
the provision of venture capital.28
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Financing the Mittelstand – the Early Period
In a study on the extent to which financial constraints are linked to firm

investment Audretsch and Elston (1994) argued that one of the greatest
impediments to measuring the impact of liquidity constraints on investment
behavior across firm size in Germany has been the lack of a reliable and
comprehensive panel data set. Audretsch and Elston (1994) found no
evidence that the institutional structure of finance in Germany has been able
to avoid the impact of financing constraints. In particular, they found that the
impact of financing constraints on investment behavior tends to increase
systematically as firm size decreases. Smaller enterprises tend to be more
vulnerable to financing constraints than their larger counterparts, even under
the German model of finance where the spread between the large- and small-
firm lending rates is relatively low. However, Audretsch and Elston (1994)
have found evidence that the German model of finance was able to avoid
financing constraints on German enterprises prior to the mid-1970s. A
particularly striking feature of this era in West Germany was a relative
abundance of cheap credit. This era, however, seems to coincide with the
Wirtschaftswunder in Germany. Since the mid-1970s there is no evidence
that German firms, and in particular the smaller enterprises, have been able
to avoid finance constraints.

Haid and Weigand (1998) found that family-owned firms in Germany
were not liquidity constrained as they had sufficient access to finance and
that German family-owned firms may have had better access to finance than
did small-and medium-sized firms in the United States.

A different study, undertaken by Egeln, Licht and Steil, (1997) found that
42 percent of firms which are less than five years old perceived access to
capital as “an important obstacle to innovation activity”, while 35 percent of
firms older than 20 years experienced a finance constraint. Similarly, only
2.2 percent of firms with fewer than 50 employees received a credit rating of
‘excellent’, while 41 percent if firms with employment exceeding 1,000
received a credit rating of ‘excellent’.

Analyzing an important longitudinal database from the German
Bundesbank (Deutsche Bundesbank, 1992) consisting of 18,281 firms over
the period 1978-1989, Weigand (1998) found that the share of internal
finance by the large firms rose from about 26 percent in 1978 to about 28
percent in 1989. By contrast, the share of total finance accounted for by
internal finance by small firms decreased from about 22 percent in 1978 to
18 percent in 1989. Similarly, the share of total finance accounted for by
internal finance in medium-sized enterprises fell from about 21 percent in
1978 to 18 percent in 1989.
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Financing Entrepreneurship – Contemporary Situation
In Germany, angel finance started in the early 1990s. Until today there

have been an estimated 27,000 active and 219,000 potential business angels.
The total investment is about 710 million per year. In 1998, the German
government founded the so-called Business Angels Netzwerk Deutschland
(BAND) functioning as an information network among business angels and
entrepreneurs and serving as a parent for now 28 regional and specific
Business Angel Networks.

The Kreditanstalt für Wiederaufbau (KfW), or German Reconstruction
Bank has been one of the most important institutions promoting SMEs in
Germany. The KfW provides financial support for around 20,000 SMEs
each year. Of these firms, 80 percent have sales less than ten million DM.
The support of SMEs by the KfW resulted in the creation of nearly 150,000
jobs in 1992 and 40,000 jobs in 1995. Similarly, the Bundesministerium für
Bildung, Wissenschaft, Forschung und Technologie (BMBF) has developed
a series of programs to promote German SMEs.

Venture capital financing is increasingly becoming important in
Germany. Figure 5.6 depicts the amount of new investments of venture
capital firms (in million) over the last decade and the growth rate of new
investments. Especially since 1997, due to the foundation of the Neuer
Markt, high growth rates have been observed.

The portfolio development is quite similar for of venture capital firms in
Germany. As shown in Figure 5.7, growth rates increased significantly over
the last three years. It is also interesting to look at the volume of early stage
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investment. In 1999, approximately 700 companies were financed with
venture capital in the seed and start-up phase, adding up to 992 million.
Thus, compared to 243 million in 1997, the volume of investment has
quadrupled.

Figure 5.8 shows that early stage financing is still underdeveloped in
Germany because venture capital firms are most active in expansion stage
financing or financing for other reasons, such as bridge financing or
management buy-outs.
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The Neuer Markt has developed into a major source of financing the
growth and expansion needs of entrepreneurial firms. Since the foundation
of the Neuer Markt in 1997 to the end of December 2000 338 companies
have been listed with a total market capitalization of about 116 billion. As
shown in Table 5.3 the capital raised in the Neuer Markt through IPOs has
increased steadily over the years. Up to now about 23.4 billion have been
raised.

Recent developments in the German venture capital market have
increased the availability of risk capital for new and small businesses,
thereby stimulating entrepreneurial activity in Germany. Comparing venture
capital in Germany with that in the United States, Pfirrmann, Wupperfeld
and Lerner (1997) identified three major differences in venture capital
between the United States and Germany, including the size and rate of
growth of venture capital, the legal structure of venture capital funds and the
market structure of venture capital. In addition, they found that German
venture capital managers typically do not specialize in certain high
technology sectors or industries. Instead, they prefer a broad distribution of
industries in their portfolios in order to minimize risk. While this German
strategy of diversification serves to reduce risk it also reduces the ability of
fund managers to accumulate expertise in any particular industry.

Interest Rates
When acquiring external capital entrepreneurs take two things into

account: the interest rate and the availability of capital. As the issue of
capital availability has already been addressed in the previous section, in this
section we will deal with the price of capital, i.e., the interest rate. It can be
argued that a higher interest rate causes the opportunity cost of becoming
self-employed to increase.

Figure 5.9 depicts the development of the real interest rate in Germany
between 1978 and 1996. The sudden increase in the interest rate after the
second oil crisis is remarkable.
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Comparing the development of the German interest rate (Figure 5.9) and
the development of entrepreneurship in Germany (Figure 5.1) it can be
noticed that the increase in the German interest rate coincided with the
increase in entrepreneurship after 1980, contradicting the alleged negative
relationship between entrepreneurship and the interest rate. However, it
should be born in mind that an economic upturn is often accompanied by an
increase in investments - because of confidence in future economic
development - and, consequently, a higher interest rate.

From an international perspective German interest rates are relatively
high. Between 1980 and 1996 Germany had an average real annual interest
rate of 8 percent as compared to an average of 5.1, 7.2, 4.4 and 5.5 percent in
France, the Netherlands, the United Kingdom and the United States,
respectively. The relative height of the German interest rate may have
important negative consequences for entrepreneurship in Germany.

Specific Measures

In addition to general policies directed at the small business sector or
businesses of all size classes, specific policies are adopted by the German
government to stimulate entrepreneurial activity in high-tech industries.
Especially because small, innovative firms in the high-tech industry have
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difficulty obtaining (external) finance, governmental support has targeted
these businesses.

Technology Policy
Although Germany held on to its traditional institutions and policies

which channeled resources into traditional moderate technology industries
during the mid-1990s, the indirect promotion of new technology-based firms
(NTBFs) by the federal government has risen from 45.9 million DM in 1991
to almost 82 million DM in 1993 (BMBF, 1996, p. 97).29 Similarly, a
number of government-sponsored technology policies has triggered the start-
up of new firms (Sternberg, 1996). The majority of the start-up programs are
targeted towards eliminating particular bottlenecks in the development and
financing of new firms. Sternberg (1990) finds that the majority of the
entrepreneurs benefit from locating at an innovation center.30 Moreover,
government programs play an important role in supporting R&D cooperation
among German SMEs (Becher and Wolff, 1995).

Feldman and Pfirrmann (1998, p.14) conclude that “since biotechnology
has only really begun to be competitive in Germany over the last five years,
the financial infrastructure lacks the expertise to invest in promising biotech
startups. Although venture capital exists, there appears to be a bias against
investing in early stage ventures. Established German pharmaceuticals are
more likely to invest in foreign biotechs, which are seen as more stable or
profitable, than domestic biotechs.” Perhaps in a response to bolster the
fledgling biotechnology industry, the German government started a national
initiative, Biotechnologie 2000, to support entrepreneurship in
biotechnology. In addition, the BioRegio program was started, in which the
German Länder compete for investment in local biotechnology firms. To
participate, regions were required to develop a plan for research and
commercialization of biotechnology, with a special emphasis on cooperation
between universities and the private industry. Feldman and Pfirrmann (1998)
argue that “without doubt the BioRegio competition fostered biotechnology
activities not only in the so-called winner regions Aachen, Heidelberg and
Munich, but also in other areas like Berlin/Brandenburg that have got no
public support.”

Education

The educational system in a country can influence entrepreneurship in a
number of ways. First, education provides people with the necessary
qualities and mindset, i.e., mentality, to start their own business and,
secondly, education may in part determine the success of new business
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ventures as it provides people with necessary business skills. However, it
should be born in mind that education stimulates entrepreneurship only when
it teaches adequate qualities and skills.

Higher education in Germany consists of universities and technical
schools (Universität and Technische Hochschule) either to be accessed
immediately after secondary school or after a period of apprenticeship. In the
beginning of the twentieth century German higher education was exceptional
and students from all over the world came to study in Germany. Especially
the technical studies were very popular. In the first decade of the twentieth
century 30,000 engineers graduated from colleges and universities in
Germany as compared to only 21,000 in the United States. However, in the
1970s it became clear that higher education in Germany could no longer
keep track of the developments in science and technology. The system
lagged the speed and flexibility to adapt to these new developments. Instead
of initiating reforms, the government neglected the education sector. While
the number of students kept on rising in the mid-1970s, real expenditures on
education and the size of the staff did not grow (Keck, 1993). This may in
part explain why it is argued that “Germany’s university system, designed by
Wilhelm von Humboldt early in the century, is not suited to an era of
mass education”. “Today they are, for the most part, cautious and
conservative places, producing too many timid minds” (The Economist,
February 1999).

Acknowledging the important role of education in entrepreneurial
development, in the 1990s the German government increased expenditures
on education. Although from an international perspective government
expenditures on education in Germany seem relatively low31, it should be
born in mind that input, i.e., government expenditures are not perfectly
correlated with the output of the system. Moreover, in Germany the private
sector also takes on a large share of the costs of the educational system. For
example, the private sector provides training structures within the
apprenticeship system.

To further stimulate entrepreneurship through the educational system the
government recently introduced the EXIST program aimed at stimulating the
number of university-based start-ups (BMBF, 2000). However, at present,
more plans are developed than are actually implemented (Fritsch, 1997).

The Apprenticeship System
The German education system differs from that in other countries. After

secondary school (either Hauptschule, Realschule or Gymnasium) students
have to decide whether they want to become an apprentice. In addition to
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completing the Fachhochschule, i.e., vocational education, an apprentice
receives three years of on-the-job training (De Werd, 1995; Soskice, 1994).

The importance of the apprenticeship system in Germany is demonstrated
by the number of students entering an apprenticeship place each year.
Approximately 60 percent of the students who finish their secondary school
applies for an apprenticeship, whereas about 30 percent directly pursues
higher education. Of the remaining ten percent five percent drops out having
virtually no opportunity in the job market (Soskice, 1994; Wagner, 1997b).
The high percentage of students entering the apprenticeship system can be
attributed to the advantages this system offers. Not only does it offer the
opportunity to enter the internal labor market of (mostly) large businesses, it
is also the only way to qualify as a Meister and start your own business.

In Germany there is a clear distinction between the Handwerk or
craft/artisan sector, often including small businesses, such as auto repair
shops, bakeries and hairdressers, and the industrial and commercial sector,
mainly characterized by large businesses. Most of the large companies and
less than half of the small Handwerk businesses offer apprenticeship places.
The apprenticeships within large businesses are often considered of higher
quality as they provide the opportunity of entering internal labor markets
where students have the prospect of jobs with relatively high wages,
employment security and additional benefits. The attractiveness of large
business apprenticeships leads to a high number of students following
learning trajectories in large businesses. Moreover, the retention rates are
high - more than 80 percent of the apprentices in businesses with over 500
employees is retained after finishing their apprenticeship, as compared to 55
percent of the apprentices in businesses with five to nine employees
(Soskice, 1994).

The German apprenticeship system with close links to industry has
changed over time. In the 1980s training structures were adapted to enable
the development of technical and social skills among apprentices. Despite
these adjustments the apprenticeship system had great difficulty coping with
the challenges of the 1990s. In addition to these qualitative changes the
quantity of German apprenticeship places has changed. Whereas until 1991
Germany was characterized by an increasing number of available
apprenticeship places, after 1991 this trend reversed due to the higher costs
of apprenticeship places for employers (Wagner, 1997b).

It can be argued that the German apprenticeship system negatively effects
entrepreneurship because the best students become apprentices in large
businesses with a high likelihood of entering the internal job market and, as
a consequence, do not become involved in the small business sector.
Moreover, being an entrepreneur in Germany requires a Meister Prüfung for
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a large number of professions to be acquired through the apprenticeship
system. Judging from the high retention rates, especially in large businesses,
the likelihood of starting a business is relatively low. Although the
apprenticeship system provides the German economy with a high skilled
labor force, people are still channeled to large businesses (Fritsch, 1997).

Culture

Culture may be defined as: “an integrated system of learned behaviour
patterns that are characteristic of the members of any given society. It
includes everything that a group thinks, says, does and makes – its customs,
language, material artefacts, and shared system of attitudes and feelings”
(Czinkota et al., 1999). Culture is inherently conservative, resisting change
and fostering continuity. Reviewing this definition it appears that culture can
influence the level of entrepreneurship through the attitudes people have
towards entrepreneurs. Noorderhaven et al. (1999) argue that certain cultures
are more inducive towards entrepreneurship than others. Moreover, the
extent to which entrepreneurial characteristics are present may differ
between countries. Hofstede (1991) distinguishes between four clusters of
cultural factors, including power distance, individualism, masculinity and
uncertainty avoidance.32 Every national culture can be indexed for these
factors.33 It may be expected that entrepreneurship is more likely in countries
characterized by high power distance, high individualism, high masculinity
and low uncertainty avoidance.34

Table 5.4 shows the indexation of Hofstede’s cultural values for
Germany, the Netherlands, France, the United Kingdom and the United
States. It can be seen that Germany scores relatively high on uncertainty
avoidance and low on individualism. Considering the stable and formally
structured German economic system this may come as no surprise. The high
score of Germany on masculinity may be attributable to the ‘masculine’
technical engineering environment. However, the low score on power
distance is difficult to explain as the economic and political environment in
Germany is very formally structured.

It may be argued that the German culture does not favor
entrepreneurship. The stable and formal bureaucratic system does not appear
to allow for the dynamics generally considered necessary for
entrepreneurship.
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A series of studies (Klandt, 1984 and 1996; Kulicke, 1987; Boegenhold,
1985) has identified fundamental characteristics possessed by the typical
German entrepreneur who starts a new firm (Gründer). According to these
studies, the character profile of German entrepreneurs varies considerably
from their countrymen who choose to remain employed by a firm or the
government. Among the most prominent entrepreneurial characteristics is
independence.35 Similarly, responsibility and leadership rank very highly in
entrepreneurs when compared to the general population.

5.5 CONCLUSION

The German Wirtschaftswunder of the post-war era was built on a stable
set of long-term relationships among the main actors and institutions in
society. The German economic model of consensus inherent in the
Sozialmarktwirtschaft, or Social Market Economy, generated a level of
economic performance and social harmony that was the envy of the world,
as evidenced by the continued strong performance of the German economy
over four decades. Thus, when globalization hit Germany in the 1990s,
resulting in post-war record levels of unemployment and stagnant growth,
the first instinct was to resort to those policies that had delivered such a high
economic performance in the previous decades. In particular, this policy
instinct focused on perpetuating the status quo by entrenching the existing
firms and institutions in an attempt to foster stability in long-term
relationships.

The insight that stability and reliance on the status quo institutions was a
barrier to the change needed to generate growth only emerged towards the
end of the 1990s. During the era of the Wirtschaftswunder, small- and
medium-sized enterprises had played a key role as the German Mittelstand.
These Mittelständische firms were generally family-owned and provided the
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backbone to the German Wirtschaftswunder. Just as the institutions of the
Sozialmarktwirtschaft were based on permanence and stability, so was the
German Mittelstand.

However, the continued nagging unemployment and stagnation that
lasted well into the 1990s made it clear that the traditional policy approach
that had served Germany so well in the post-war era, was no longer viable.
As long as Germany had ranked among the world leaders in terms of growth,
employment and international competitiveness, there had been little reason
to challenge the policy approach focusing on continuity and stability
inherent in the Sozialmarktwirtschaft. However, as German policy makers
looked not just to Silicon Valley in the 1990s, but even more striking, to
their own neighbors, such as the Netherlands, they observed that a process of
divergence was taking place. Under the traditional policy regime, German
growth was diverging from countries such as The Netherlands. While a
symbiosis had always existed between the Netherlands and Germany, by
embracing entrepreneurship, the Dutch had boldly broken from the stability
policies of the past. As growth rates in the 1990s diverged, policy makers in
Germany took notice. The response was to challenge what had once been
unthinkable by permitting and even encouraging deviations from the status
quo between firms and institutions. Where the Mittelstand had been the
backbone of stability, by the end of the 1990s German policy began to focus
on entrepreneurship as an engine of change, particularly in knowledge-based
industries.

As compared to other countries the level of entrepreneurship in Germany
is relatively low. However, the development of entrepreneurship has been
quite similar. The role of entrepreneurship in Germany has evolved through
a U-shaped pattern. As in other countries, the role of entrepreneurship was
fading during the post-war period, until it hit a trough by the early 1980s.
However, this trend reversed itself, and entrepreneurship took on a more
important role in subsequent years. This shift reflects a qualitative change in
the policy stance of the German government, described above. In the post-
war period, German policy supported the Mittelstand, or small- and medium-
sized enterprises in the traditional, moderate-technology industries. Financial
institutions had close ties with the traditional industries and there was a
reluctance to financially support new firms in new industries. Moreover, the
apprenticeship system and the emphasis on engineering education channeled
people into the large businesses in the traditional industries, thereby
inhibiting the start-up and development of small, innovative businesses in
high-tech industries. In addition, the rigid labor market characterized by
collective bargaining fostered stability rather than the flexibility needed for
entrepreneurship.
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The new German policy towards small business has an emphasis on
knowledge-based entrepreneurial activities. The government started with the
process of deregulation and privatization as well as flexibilisation of the
labor market. A range of measures, including tax reductions for small
businesses and programs to stimulate new business ventures, were taken to
improve the entrepreneurial climate in Germany. As a result of the
implementation of these policies and the recent positive development of the
German (venture) capital market, Germany shows signs of generating a
dynamic core of knowledge-based entrepreneurial firms.

Government intervention has played a crucial role in the development of
entrepreneurship in Germany. The German government has created a stable
and, consequently rigid, environment to be able to cope with and stand up to
the adventures of post-war reconstruction and the process of reunification.
History has shaped the German economic and political structure, thereby
influencing entrepreneurship. If Germany is able to further break away from
its past, and the accompanying emphasis on stability, it will be able to foster
and create an entrepreneurial society.
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NOTES

1 A Mittelstand business has been described as follows: “A typical Mittelstand company is a
family-run engineering firm, making something that you have never heard of – part of a
brake system, or a coupling, or a machine for producing envelope” (The Economist,
February 6th, 1999).

2 For a detailed discussion of the Standortkrise in Germany, see Audretsch (1999a).
3 Harhoff (1997) and Harhoff and Steil (1997) contain a number of excellent studies analyzing

the role of entrepreneurship in Germany, such as Licht and Nerlinger (1997).
4 These figures are drawn from the COMPENDIA 2000.1 data sample (COMParative

Entrepreneurship Data for International Analysis) of EIM Business and Policy Research.
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5 Until 1990 the data refer to West Germany, while from 1990 onwards the data refer to
unified Germany, including former East Germany.

6 Harhoff and Licht (1996) analyzed the findings made possible by the Mannheim Innovation
Data Base. This database measures the extent of innovative activity in German firms
between 1990 and 1992. See also Licht, Nerlinger and Berger (1995).

7 SMEs are defined as firms with fewer than 500 employees.
8 Pfirmann’s results should be interpreted in a cautious manner as his results also indicate that

factors internal to the firm are more important for the innovation efforts of a small firm
than is the regional environment.

9 Beise and Licht (1996) analyzed the Mannheimer Innovationspanel consisting of 43,300
innovating firms to identify the main barriers to innovative activity confronting German
small- and medium sized enterprises.

10 For a detailed analysis see Weigand (1996), Manz (1990), Picot, Laub and Scheider (1989),
and the studies contained in Meyer-Krahmer (1993).

11 “German Innovation: No Bubbling Brook,” The Economist, 10 September 1994, pp. 75-76.
12 For a more detailed country-comparison with respect to patenting and a discussion on the

role of business size in patenting and the concept of innovative turbulence we refer to
Malerba and Orsenigo (1999).

13 For a detailed analysis of the share of economic activity accounted for by small firms and
how this has evolved over time, see Schwalbach (1989, 1990 and 1994), Stockman and
Leicht (1994), and Fritsch (1990).

14 Felder, Fier and Nerlinger (1997) compare startup activity in high-technology industries
between the eastern and western parts of Germany.

15 This study is based on a longitudinal data set between 1979 and 1989. For an analysis of the
five new Länder, see Steil (1997).

16 In fact, the measures were taken at the end of 1992. The change in constitution necessary to
support the restriction was accepted in 1993.

17 The study by Audretsch and Fritsch (1994) is based on a database derived from the social
insurance statistics covering about 90 percent of employment. They identify birth rates of
new start-ups for each of 75 distinct economic regions. These regions are identified on the
basis of planning regions, or Raumordungsregionen. For an extension of this study that
controls specifically for the detailed disaggregated industry, see Audretsch and Fritsch
(1999).

18 For a clarification of the alleged relationship between the process of German reunification
and the process of globalization we refer to Audretsch (1999a and 1999b) and Audretsch
and Thurik (2000).

19 “Wenn der Profit zur Pleite führt: Mehr Gewinne - und mehr Arbeitslose: Wo bleibt die
soziale Verantwortung der Unternehmer?”, Die Zeit, February 2nd, 1996, p.l.

20 The German government considers someone as unemployed when someone is registered
with the Federal Labor Office, is available to take on a job and is currently working for
less than 18 hours per week. In the unemployment definition of the OECD someone is
considered unemployed when having no work. This excludes people who have part-time
work while trying to find full-time wage-employment (Corker et al., 1995).

21 There is no doubt that these persistent record levels of unemployment led to the demise of
the Bundeskanzler Helmut Kohl and the Christian Democratic Union (CDU), which had
ruled Germany for nearly 18 years (Audretsch, 1999c).

22 Although the majority of German exports originated from the more traditional industries,
such as agriculture, textiles and metals, at that time, Germany had a comparative
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advantage in the newer industries, such as the chemical industry and electrical
engineering, resulting in rapid growth of the export volume.

23 In the first decade of the twentieth century about 30,000 engineers graduated from colleges
and universities in Germany as compared to about 21,000 in the United States.

24 Personal income tax rates in Japan, Denmark, Finland, Sweden, Belgium and the
Netherlands in 1997 amount up to 65, 58.7, 57.5, 59.6, 61.0 and 60 percent, respectively.

25 “Out of Service” The Economist, 4 February, 1995, pp. 63-64.
26 “Suddenly, Germans Love to Hate their Banks: Anger over Bank Control of Industry May

Reshape the Economy,” Business Week, 20 February, 1995, p. 42.
27 In 1998 German banks provided more than 50 percent of total venture capital.
28 See Figure 5.7 where total venture capital investments for the period of 1989 through 1999

are represented.
29 The studies contained in Becher and Kuhlman (1995) provide an excellent overview of the

specific technology policy programs in Germany and their impact on SMEs. See in
particular Kuntze and Hornschild (1995).

30 Additional analyses of German innovation centers can be found in Baranowski and Gross
(1996). The advantages of locating within close regional proximity of knowledge sources
in Germany is analyzed in Berger and Nerlinger (1997).

31 In 1996 public expenditures on education in Germany amounted up to 4.8 percent of GDP
as compared to 6.1, 5.2, 5.4 and 5.4 percent in France, the Netherlands, the United
Kingdom and the United States, respectively (World Bank Indicators).

32 Power distance refers to the extent to which relationships in countries are dependent. For
example, in low power distance countries the dependency of subordinates on their boss is
relatively low. Individualism refers to the extent to which people go their own way and are
independent. Masculinity refers to the extent to which masculine values, such as earnings,
recognition and challenge, pay a role. Uncertainty avoidance refers to the degree to which
a country is risk averse.

33 For more information on the specifics of the indexation as well as the different cultural
factors we refer to Hofstede (1991).

34 See Noorderhaven et al. (1999).
35 Entrepreneurs generally place a higher value of independence in career than those people

who do not start new firms.

REFERENCES

Almus, M. and E. Nerlinger, 1998a, Beschäftigungsdynamik in jungen innovativen
Unternehmen: Ergebnisse für West-Deutschland (Employment Dynamics in Young,
Innovative Firms: Evidence for West Germany), ZEW Discussion Paper No. 98-09, Centre
for European Economic Research (ZEW), Mannheim, Germany.

Almus, M. and E. Nerlinger, 1998b, Growth determinants of new technology-based firms:
Empirical results for West-Germany, unpublished manuscript, Centre for European
Economic Research (ZEW), Mannheim, Germany.

Audretsch, D.B., 1995, Innovation and Industry Evolution, Cambridge: MIT Press.
Audretsch, D.B., 1999a, Mittelstandspolitik, Neugründungen, und der Standortkrise (Policies

towards Small- and Medium-Sized Enterprises, New Firms and the Competitiveness



202 Entrepreneurship: Determinants and Policy in a EU-US Comparison

Crisis), in: Welfens, P. (ed.), Economic Globalization, Innovation Dynamics and Labor
Markets, Heidelberg: Springer Verlag.

Audretsch, D.B., 1999b, Is the German economic model still viable? In Wirtschaftspolitische
Blätter.

Audretsch, D.B., 1999c, Can Schröder break the union-industry-government cartel?, The Wall
Street Journal, January 1999.

Audretsch, D.B. and J.A. Elston, 1994, Does firm size matter? Evidence on the impacts of
liquidity constraints on investment behaviour in Germany, Centre for Economic Policy
Research Discussion Paper No. 1072, London.

Audretsch, D.B. and J.A. Elston, 1997, Financing the German Mittelstand, Small Business
Economics 9 (2), 97-110.

Audretsch, D.B. and M. Fritsch, 1993, Betriebliche Turbulenz und Regionale
Beschäftigungsdynamik (Business Turbulence and Regional Employment Dynamics),
Discussion Paper 93/7, Bergakademie Freiberg.

Audretsch, D.B. and M. Fritsch, 1994, The geography of firm births in Germany, Regional
Studies 28 (4), 359-365.

Audretsch, D.B. and M. Fritsch, 1996, Creative destruction: Turbulence and economic growth
in Germany, in: Helmstädter, E and M. Perlman (eds.), Behavioral Norms, Technological
Progress, and Economic Dynamics, Ann Arbor: The University of Michigan Press, 137-
150.

Audretsch, D.B. and M. Fritsch, 1999, The industry component of regional new firm
formation processes, Review of Industrial Organization 15, 239-252.

Audretsch, D.B. and A.R. Thurik, 2000, Capitalism and democracy in the century: from
the managed to the entrepreneurial economy, Journal of Evolutionary Economics 10 (1),
17-34.

Baenen, N.M.A. and F.J.W. Visser, 1996, Statutory social security for the self-employed,
Zoetermeer: EIM Business and Policy Research.

Bannasch, H.-G., 1990, The role of small firms in East Germany, Small Business Economics 2
(4), 307-312.

Bannasch, H.-G., 1993, The evolution of small business in East Germany, in: Acs, Z.J. and
D.B. Audretsch (eds.), Small Firms and Entrepreneurship: An East-West Perspective,
Cambridge: Cambridge University Press, 55-77 and 182-189.

Bannock, G. and H. Albach, 1991, Small Business Policy in Europe: Britain, Germany and
the European Commission, London: Anglo-German Foundation for the Study of Industrial
Society.

Baranowski, G. and B. Gross (eds.), 1996, Innovationszentren in Deutschland 1996/97
(Innovation Centers in Germany, 1996/97), Berlin: Weidler Buchverlag.

Becher, G. and H. Wolff, 1995, Evaluation of the promotion of R&D cooperations of small
and medium- sized enterprises, in: Becher, G. and S. Kuhlmann (eds.), 1995, Evaluation of
Technology Policy Programmes in Germany, Boston: Kluwer Academic Publishers, 55-
80.

Becher, G. and S. Kuhlmann (eds.), 1995, Evaluation of Technology Policy Programmes in
Germany, Boston: Kluwer Academic Publishers.

Beise, M. and G. Licht, 1996, Innovationsverhalten der Deutschen Wirtschaft (Innovation
Behavior in the German Economy), unpublished manuscript, Zentrum für Europaïsche
Wirtschaftsforschung (ZEW) (Centre for European Economic Research), Mannheim.

Berger, G. and E. Nerlinger, 1997, Regionale Verteilung von Unternehmensgründungen in
der Informationstechnik: Empirische Ergebnisse für West Deutschland (Regional



Determinants of Entrepreneurship in the Germany 203

Distribution of New Firm Start-Ups in Information Technology: Empirical Evidence for
Germany), in: Harhoff, D. (ed.), 1997, Unternehmensgründungen: Empirische Analysen
für die Alten und Neuen Bundesländer (New Firm Start-Ups: Empirical Evidence for the
Old and New German States), Baden-Baden: Nomos, 151-186.

BMBF, 1996, Bundesbericht Forschung 1996, Bonn: Bundesministerium für Bildung und
Forschung.

BMBF, 2000, EXIST. University-based start-ups. Network for innovative company start-ups,
Bonn: Bundesministerium für Bildung und Forschung.

BMWi, 1999, Economic Report, Berlin: Bundesministerium für Wirtschaft und Technologie.
Boegenhold, D., 1985, Die Selbständigen (The self- employed), New York: Springer.
Borger, J., N.L.C.M. Janssen and E.A. van Noort, 2002, The venture capital market for SMEs

in an international perspective, Zoetermeer: EIM Business and Policy Research,
forthcoming.

Brüderl, J. and P. Preisendörfer, 1998, Network support and the success of newly founded
businesses, Small Business Economics 10 (3), 213-225.

Burgel, O., G. Murray, A. Fier, G. Licht and E. Nerlinger, 1998, The internationalisation of
Britisch and German start-up companies in high-technology industries, unpublished
manuscript, Centre for European Economic Research (ZEW), Mannheim, Germany.

Business Week, Suddenly, Germans love to hate their banks: Anger over bank control of
industry may reshape the economy, February 1995, 42.

BVK (Bundesverband Deutscher Kapitalbeteiligungsgesellschaften), 1999, Fakten & Zahlen,
www.bvk-ev.de. August

Corker, R., A. Feldman, K. Habermeier; H. Vittas and T. van der Willingen, 1995, United
Germany: The first five years: Performance and Policy Issues, Washington D.C:
International Monetary Fund.

Czinkota, M.R., I.A. Ronkainen, and M.H. Moffett, 1999, International Business, edition,
Forth Worth: Dryden Press.

Deeg, R., 1998, What makes German banks different?, Small Business Economics 10 (2), 93-
101.

Deutsche Bundesbank, 1992, Langfristige Entwicklung der Finanzierungsstrukturen
Westdeutscher Unternehmen (Long-run trends in financial structures of Westgerman
firms), Monatsberichte der Deutschen Bundesbank 10, 25-39.

Die Zeit, Wenn der Profit zur Pleite führt: Mehr Gewinne - und mehr Arbeitslose: Wo bleibt
die Soziale Verantwortung der Unternehmer?, February 1996, p.1.

EBAN, 1998, Dissemination Report on the Potential for Business Angel Investment and
Networks in Europe, Brussels: European Business Angels Network.

Egeln, J., G. Licht and F. Steil, 1997, Firm foundations and the role of financial constraints,
Small Business Economics 9 (2), 137-150.

EIM, 2000, COMParative Entrepreneurship Data for International Analysis (COMPENDIA
2000.1), Zoetermeer: EIM Business and Policy Research.

Felder, J., A. Fier and E. Nerlinger, 1997, Im Osten nichts Neues? Unternehmensgründungen
in High-Tech-Industrien (All quiet on the Eastern front?), in: Harhoff, D. (ed.), 1997,
Unternehmensgründungen: Empirische Analysen für die Alten und Neuen Bundesländer
(New firm start-ups: Empirical evidence for the old and new German states), Baden-
Baden: Nomos, 73-110.

Feldman, M.P. and O. Pfirrmann, 1998, Bio-entrepreneurship in the United States and
Germany, unpublished manuscript.



204 Entrepreneurship: Determinants and Policy in a EU-US Comparison

Fialski, H., 1994, Insolvency law in the Federal Republic of Germany, in: OECD, Corporate
Bankruptcy and Reorganisation Procedures in OECD and Central Eastern European
Countries, OECD: Paris.

Fritsch, M., 1993, The role of small firms in West Germany, in: Acs, Z.J. and D.B. Audretsch
(eds.), Small Firms and Entrepreneurship: An East- West Perspective, Cambridge:
Cambridge University Press, 38-54.

Fritsch, M., 1997, New firms and regional employment change, Small Business Economics 9
(5), 437-448.

Fritsch, M. and D.B. Audretsch, 1995, Betriebliche Turbulenz und Regionale
Beschäftigungsdynamik (Business Turbulence and Regional Employment Dynamics), in:
Semlinger, K. and B. Frick (eds.), Betreibliche Modernisierung in Personeller Erneuerung
(Contemporary Business Modernization), Berlin: Edition Sigma, 59-74.

Gregory, P.R. and R.C. Stuart, 1989, Comparative Economic Systems, Boston, Mass. [etc.]:
Houghton Mifflin.

Haid, A. and J. Weigand, 1998, Corporate governance and the finance of R&D, paper
presented at the European Association for Research in Industrial Economics
Conference, Copenhagen.

Harhoff, D. (ed.), 1997, Unternehmensgründungen: Empirische Analysen für die Alten und
Neuen Bundesländer (New firm start-ups: Empirical evidence for the old and new German
states), Baden-Baden: Nomos.

Harhoff, D. and G. Licht, 1996, Innovationsaktivitäten Kleiner und Mittlerer Unternehmen
(Innovative activities of small and medium-sized enterprises), Baden-Baden: Nomos.

Harhoff, D. and K. Stahl, 1995, Unternehmens- und Beschäftigungsdynamik in West-
Deutschland: Zum Einfluss von Haftungsregeln und Eigentümerstruktur (Firm and
employment dynamics in West Germany: The influence of ownership structure), in:
Oppenländer, K.H. (ed.), Industrieökonomik und Finanzmärkte (Industrial organization
and financial markets), IFO Studien 41, 17-50.

Harhoff, D. and F. Steil, 1997, Die ZEW-Gründungspanels: Konzeptionelle
und Analysepotential (The ZEW-Startup Panel: Conceptual Considerations and Analytical
Potential), in: Harhoff, D. (ed.), 1997, Unternehmensgründungen: Empirische Analysen
für die Alten und Neuen Bundesländer (New firm start-ups: empirical evidence for the old
and new German states), Baden-Baden: Nomos, 11-28.

Hofstede, G., 1991, Cultures and Organizations: Software of the Mind, London: McGraw-
Hill.

Jaeger, A., L. Kodres, C. Kollau, and M. Keen, 2000, Germany; Selected Issues, IMF Staff
Country Report no. 00/142, Washington D.C: International Monetary Fund.

Keck, O., 1993, The national system of technical innovation in Germany, in: Nelson, R.R.
(ed.), National Innovation Systems, New York: Oxford University Press, 115-157.

Klandt, H., 1984, Aktivität und Erfolg des Unternehmungsgründers (Activity and success of
entrepreneurs), Bergisch Gladbach: J. Eul.

Klandt, H., 1996, Gründerpersönlichkeit und Unternehmenserfolg (Entrepreneurial
personality and firm success), in: BMWi (ed.), Chancen und Risiken der Existenzgründung
(Chances and risks for new firm start-ups), BMWi-Dokumentation No. 392, Bonn.

Koning, A.C.P. de and J.A.H. Snijders, 1990, Het MKB-beleid in de landen van de EG. Deel
2: een vergelijkend onderzoek, Zoetermeer: EIM Business and Policy Research.

Koning, A.C.P. and J.A.H. Snijders, 1991, Policy on small and medium-sized enterprises in
countries of the European Community, Zoetermeer: EIM Business and Policy Research.



Determinants of Entrepreneurship in the Germany 205

Kulicke, M., 1987, Technologieorientierte Unternehmen in der Bundesrepublik Deutschland:
Eine Empirische Untersuchung der Strukturbildungs- und Wachtumsphase von
Neugründungen (Technology-oriented firms in the Federal Republic of Germany: An
empirical investigation of the formation and growth phases of new firm start-ups),
Frankfurt.

Kuntze, U. and K. Hornschild, 1995, Evaluation of the promotion of R&D activities in small
and medium sized enterprises, in: Becher, G. and S. Kuhlmann (eds.), 1995, Evaluation of
Technology Policy Programmes in Germany, Boston: Kluwer Academic Publishers, 33-
54.

Legler, H., G. Licht and J. Egeln, 2000, Zur Technologischen Leistungsfähigkeit
Deutschlands, Bunderministerium für Bildung und Forschung (BMBF).

Letowski, A. and H. Le Marois, 1994, Business start-ups in the European Community:
Support programmes, European Centre for the Devolopment of Vocational Training.

Licht, G. and E. Nerlinger, 1997, Junge Innovative Untemehmen in Europa: Ein
Internationaler Vergleich (Young innovative firms in Europe: An international
comparison), in: Harhoff, D. (ed.), 1997, Untemehmensgründungen: Empirische Analysen
für die Alten und Neuen Bundesländer (New firm start-ups: Empirical evidence for the old
and new German states), Baden-Baden: Nomos, 187-208.

Licht, G., E. Nerlinger and G. Berger, 1995, Germany: NTBF Literature Review, Zentrum für
Europaïsche Wirtschaftsforschung (ZEW) (Centre for European Economic Research),
Mannheim.

Logotech, S.A., 1997, Etude comparative Internationale des dispositions legales et
administratives pour la formation de petites et moyennes enterprises aux pays de l’Union
Europeene, les Etats-Unis et le Japon, EMS Project, 96/142, Athens.

Malerba, F. and L. Orsenigo, 1999, Technological entry, exit and survival: an empirical
analysis of patent data, Research Policy 28, 643-660.

Manz, T., 1990, Innovationsprozesse in Klein- und Mittelbetrieben (The innovation process in
small and medium-sized businesses), Cologne: Westdeutscher Verlag.

Matraves, C., 1997, Die Deutsche Industriestruktur im Internationalen Vergleich,
Wissenschaftszentrum Berlin für Sozialforschung.

Meager, N., 1993, Self-employment and labour market policy in the European community,
WZB Discussion Paper FS I 93-201, Berlin.

Meyer-Krahmer, F. (ed.), 1993, Innovationsökonomie und Technologiepolitik (Innovation
economics and technology policy), Heidelberg: Physica-Verlag.

Mugler, J., 1995, Betriebswirtschaftslehre der Klein- und Mittelbetriebe (Managing small and
medium-sized businesses) edition, Vienna: Springer-Verlag.

Nerlinger, E., 1998, Standorte und Entwicklung Junger Innovativer Unternehmen: Empirische
Ergebnisse für West-Deutschland (Location and the development of young, innovative
firms: Empirical evidence for West Germany), Baden-Baden: Nomos.

Noorderhaven, N.G., A.R.M. Wennekers, G. Hofstede, A.R. Thurik and R.E. Wildeman,
1999, Self-employment out of dissatisfaction, Tinbergen Discussion Paper TI 99-089/3,
Erasmus University Rotterdam.

OECD, 1985, Economic Surveys: Germany 1984/1985, Paris: OECD.
OECD, 1990, Economic Surveys: Germany 1989/1990, Paris: OECD.
OECD, 1998, Fostering Entrepreneurship. The OECD Jobs Strategy, Paris: OECD.
OECD, 1999a, Economic Surveys: Germany, Paris: OECD.
OECD, 1999b, Labour Force Statistics: 1978-1998, Paris: OECD.
OECD, 1999c, National Accounts, 1985-1997, Paris: OECD.



206 Entrepreneurship: Determinants and Policy in a EU-US Comparison

OECD, 1999d, Revenue Statistics, 1965-1998, Paris: OECD.
OECD, 2000a, National Accounts of OECD countries, Paris: OECD.
OECD, 2000b, Trends in International Migration, Paris: OECD.
Pfirrmann, O., 1994, The geography of innovation in small and medium-sized firms in West

Germany, Small Business Economics 6 (1), 27-41.
Pfirrmann, O., U. Wupperfeld and J. Lerner, 1997, Venture Capital and New Technology

Based Firms: A US-German Comparison, Berlin: Physica-Verlag.
Picot, A., U.-D. Laub and D. Scheider, 1989, Innovative Unterhemensgründungen: Eine

Ökonomisch-Empirische Analyse (Innovative new firm start-ups: An empirical economic
analysis), Berlin.

Schoelen, V.H., 1995, Sociale zekerheid en arbeidsmarktbeleid in Duitsland, in: Driesprong,
J.A. and M.S.F. Spierts (eds.), Duitsland Samengevat, Kleve: Euregio Rijn-Waal.

Schwalbach, J., 1989, Small business in German manufacturing, Small Business Economics
1(2), 129-136.

Schwalbach, J., 1990, Small business in German manufacturing, in: Acs, Z.J. and D.B.
Audretsch (eds.), The Economics of Small Firms: A European Challenge, Boston: Kluwer
Academic, 63-73.

Schwalbach, J., 1994, Small business dynamics in Europe, Small Business Economics 6 (1),
21-26.

Simon, H., 1992, Lessons from Germany’s Midsize Giants, Harvard Business Review, March-
April, 115-123

Sinn, H.W., 1999, The crisis in Germany’s pension insurance system and how it can be
resolved, NBER working paper.

Soskice, D., 1994, Reconciling markets and institutions: The German apprenticeship system,
in: Lynch, L.M. (ed.), Training and the Private Sector: International Comparisons, NBER
comparative labor market series, Chicago: University of Chicago Press.

Stahl, K., 1991, Das Mannheimer Unternehmenspanel: Konzept und Entwicklung (The
Mannheim Firm Panel: Concepts and Development), Mitteilungen aus der Arbeitsmarket-
und Berufungsforschung 29, 738-738.

Steil, F., 1997, Unternehmensgründungen in Ostdeutschland (New firm start-ups in East
Germany), in: Harhoff, D. (ed.) Unternehmensgründungen: Empirische Analysen für die
Alten und Neuen Bundesländer (New firm start-ups: Empirical evidence in the old and
new German states), Baden-Baden: Nomos, 29-72.

Sternberg, R., 1990, The impact of innovation centres on small technology-based firms: The
example of the Federal Republic of Germany, Small Business Economics 2 (2), 105-118.

Sternberg, R., 1996, Technology policies and the growth of regions: Evidence from four
countries, Small Business Economics 8 (2), 75-86.

Stockmann, R. and R. Leicht, 1994, The pattern of changes in the long-term development of
establishment size, Small Business Economics 6 (6), 451-464.

The Economist, German Innovation: No Bubbling Brook, September 1994, p. 75-76.
The Economist, German unions out of service?, February 1995.
The Economist, The Berlin republic: A survey of Germany, February 1999, p. 63-64.
The Economist, A survey of innovation in industry, Febuary 1999.
The Economist, Germany Unlocked, January 2000.
The Economist, Germany-Metall buckles, April 2000.
The Economist, Grappling with Change, April 2000
Mark, D.F. van der, 1995, De Bondsrepubliek Duitsland voor en na 1990. Geschiedenis,

politiek, economie en ruimtelijke ontwikkeling, Landensurveys Amsterdam.



Determinants of Entrepreneurship in the Germany 207

Vitols, S., 1998, Are German banks different?, Small Business Economics 10 (2), 79-91.
Wagner, J., 1992, Firm size, firm growth, and persistence of chance: Testing Gibrat’s Law

with establishment data from Lower Saxony, 1978-1989, Small Business Economics 4 (2),
125-131.

Wagner, J., 1994, Small firm entry in manufacturing industries: Lower Saxony, 1979-1989,
Small Business Economics 6 (3), 211-224.

Wagner, J., 1995a, Exports, firm size, and firm dynamics, Small Business Economics 7 (1),
29-40.

Wagner, J., 1995b, Firm size and job creation in Germany, Small Business Economics 7 (6),
469-474.

Wagner, J., 1997a, Firm size and job quality: A Survey of the evidence from Germany, Small
Business Economics 9 (5), 411-425.

Wagner, J., 1997b, The German Apprenticeship System under Strain; in The German Skills
Machine, Oxford/New York: Berghahn Books.

Wagner, J., 1999, The life history of cohorts of exits from German manufacturing, Small
Business Economics 13 (1), 71-79.

Weigand, C., 1998, Der Einfluss der Bankkreditvergabe auf den Unternehmenswettbewerb
(The influence of bank credit on firm competition), Hamburg: Verlag Dr. Kovac.

Weigand, J. and D.B. Audretsch, 1999, Does science make a difference? Investment, finance
and corporate governance in German Industries, Institute for Development Strategies
Discussion Paper 99-1, Indiana University.

Weigand, J. and E. Lehmann, 1998, Does the governed corporation perform better?, Institute
for Development Strategies Discussion Paper 98-2, Indiana University.

Weigand, J., 1996, Innovationen, Wettbewerb und Konjunktur (Innovation, competition and
competitiveness), Berlin: Duncker & Humblot.

Werd, W. de, 1995, Het Duitse onderwijssysteem, in: Driesprong, J.A. and
M.S.F. Spierts (eds.), Duitsland Samengevat, Kleve: Euregio Rijn-Waal.



This Page Intentionally Left Blank



Chapter 6

DETERMINANTS OF ENTREPRENEURSHIP IN
THE UNITED STATES OF AMERICA

Ingrid Verheula,b, Niels Bosmaa,b, Fonnie van der Nolb and Tommy Wongc

a EIM Business and Policy Research, P.O. Box 7001 AA Zoetermeer, The Netherlands, Tel.
+31-79-3413634
b Centre for Advanced Small Business Economics (CASBEC), Faculty of Economics, Erasmus
University Rotterdam, P.O. Box 1738, 3000 DR Rotterdam, The Netherlands, Tel +31-10-
4081398
c Institute for Development Strategies, Indiana University, SPEA 201, 1325 E. Tenth Street,
Bloomington, Indiana 47405-1701, Tel. +1-812-855-6766

Correspondence:
Ingrid Verheul (verheul@few.eur.nl)

6.1 INTRODUCTION

The United States is well known for its strong ‘entrepreneurial’ culture
that spawned just under a million new businesses in 1998. This has not
always been the case. As recently as the beginning of the 1990s, there were
serious concerns about the ability of the United States to withstand
competition in the global economy, create jobs and continue to develop.
Lester Thurow bemoaned that the United States was “losing the economic
race,”1 because, “Today it’s very hard to find an industrial corporation in
America that isn’t in really serious trouble basically because of trade
problems...The systematic erosion of our competitiveness comes from
having lower rates of growth of manufacturing productivity year after year,
as compared with the rest of the world” (Bartel, 1985, p. 23). W.W. Restow
predicted a revolution in economic policy, concluding that “The United
States is entering a new political era, one in which it will be preoccupied by
increased economic competition from abroad and will need better
cooperation at home to deal with this challenge”.2



210 Entrepreneurship: Determinants and Policy in a EU-US Comparison

In the influential study, Made in America, directed by the leaders of the
MIT Commission on Industrial Productivity, Michael L. Dertouzos, Richard
K. Lester and Robert M. Solow, a team of 23 scholars, spanning a broad
range of disciplines and backgrounds, reached the conclusion that for the
United States to restore its international competitiveness, it has to adapt the
types of policies targeting the leading large corporations prevalent in Japan
and Germany.

The 1990s witnessed a reemergence of competitiveness, innovative
activity and job generation in the United States. This economic turnaround
was largely unanticipated by many scholars and members of the policy
community. But what was even more surprising than the resurgence itself
was the primary source – small entrepreneurial firms. As scholars began the
arduous task of documenting the crucial role played by SMEs in the United
States as a driving engine of growth, job creation and competitiveness in
global markets (Audretsch, 1995), policy makers responded with a bipartisan
emphasis on policies to promote SMEs.3 For example, in his 1993 State of
the Union Address to the country, President Bill Clinton proposed, “Because
small business has created such a high percentage of all the new jobs in our
nation over the last 10 or 15 years, our plan includes the boldest targeted
incentives for small business in history. We propose a permanent investment
tax credit for the small firms in this country”.4 The Republican response to
Clinton was, “We agree with the President that we have to put more people
to work, but remember this: 80 to 85 percent of the new jobs in this country
are created by small business. So the climate for starting and expanding
businesses must be enhanced with tax incentives and deregulation, rather
than imposing higher taxes and more governmental mandates”.5

Because of the strong link between high levels of entrepreneurial activity
and economic growth (Wennekers and Thurik, 1999), it is important to
understand what makes American people entrepreneurial. This chapter
explores the determinants of entrepreneurship in the United States by
exploring three key questions: First, what has happened to entrepreneurship
in the United States? This is followed by an examination of why it happened
the way that it did. Subsequently, the policies and institutions affecting
entrepreneurship in the United States are discussed. The latter is important
because, as Aoyama (1999) suggests, government policy in the past may
have played a significant role in generating the observed prevalence of
entrepreneurship. Only selected elements of the three questions are dealt
with in the presented chapter.
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6.1.1 Entrepreneurship: Interpretations and Definitions

As Gartner and Shane (1995) stress, it is important to have a clear and
consistent definition of entrepreneurship in order to be able to measure it
consistently and accurately. Confounding the goal of having a clear and
consistent definition entrepreneurship is that multiple definitions are used.6

The most commonly used definition of entrepreneurship states that it is the
process of perceiving, creating and pursuing economic opportunities.
However, these processes have proved difficult to measure.
Entrepreneurship and self-employment are often assumed to be one and the
same.7

The number of business owners is a quantifiable measure. In this chapter,
we will use this definition when measuring entrepreneurship. This measure
includes both incorporated and unincorporated businesses. There are a
number of important qualifications that should be emphasized when using
and interpreting this measure. First, it lumps all types of heterogeneous
activity across a broad spectrum of sectors and contexts into a solitary
measure. This measure treats all businesses as the same, both high-tech and
low-tech. Second, it is not weighted for magnitude or impact. Again, all
businesses are measured identically, even though some clearly have a greater
impact than others. Third, this variable measures the stock of businesses and
not the start-up of new ones. Despite these qualifications the measure of
business ownership has two significant advantages. The first is that, while
not being a direct measure of entrepreneurship, it is a useful proxy for
entrepreneurial activity (Storey, 1991). Second, it is measurable and can be
compared across countries and over time.

A final consideration is whether to scale the number of business owners
to the total population or the labor force. The latter option is chosen because
it better reflects the occupational choice of the supply side in the labor
market in which we are interested. Thus, the definition chosen for measuring
entrepreneurship over time is the number of business owners divided by the
labor force - which is referred to as the ‘business ownership rate’. For gross
entry and gross exit it is more common to scale to the total number of
businesses (in the market), to retrieve birth rates and death rates.

In investigating the determinants of entrepreneurship for the United
States, we take the Eclectic Theory of entrepreneurship applied in Chapter
Two as a point of departure. In Section 6.2 we describe the current
entrepreneurial climate in the United States. We explore the trends in U.S.
entrepreneurship, using the definition of business ownership rate as
described previously in this section. Potential determinants of
entrepreneurship derived from the literature are investigated in Section 6.3.
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We make a distinction between demand side and supply side determinants.
These determinants may be linked to the prevalence of entrepreneurship
observed in the United States in the past decades. In Section 6.4 the
influence of public policy at the national level on entrepreneurship is
addressed. Moreover, to illustrate the impact that regional policies may have
in promoting entrepreneurship, the examples of the Research Triangle in
North Carolina, Austin Texas and Silicon Alley in New York City are dealt
with. Section 6.5 provides a summary and conclusions.

6.2 STATE AND DEVELOPMENT OF
ENTREPRENEURSHIP IN THE UNITED STATES

6.2.1 The Contemporary Context

According to the United States Small Business Administration (SBA),
the definition of a small firm is one with fewer than 500 employees. In every
major economic sector in the United States, most of the businesses are
SMEs. The role of SMEs in the United States is documented in Table 6.1. It
can be seen from Table 6.1 that if the establishments are classified according
to establishment size an even greater share of establishments are accounted
for by SMEs.

When the United States is compared to other OECD countries in terms of
business ownership rates, the nation places in the top of the middle group.
The highest business ownership rates are found in the Southern European
countries while the lowest are in Scandinavia, Japan and France. Where the
United States does lead is in having a very high entry and exit rate compared
to other OECD countries (EIM, 1999). Consequently, turbulence, a measure
of business dynamics, is relatively high in the United States. Despite the low
firm survival rates in the United States, overall job turnover does not seem to
be markedly higher than other countries (OECD, 1998). Job turnover, due to
firm creation or firm dissolution, does appear to be relatively high (in
accordance with the high entry and exit rates as mentioned). However, this is
offset by lower rates of job turnover in existing firms.
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6.2.2 The Historical Context

Entrepreneurship has not always played such an important role in the
United States but has evolved over time. Prior to the middle of the
century, production was typically at a small-scale (Chandler, 1977). The
minimum efficient scale (MES), or smallest level of output where the
minimum average cost was attained was minimal and involved just a handful
of employees. Production was typically undertaken in small-scale craft
establishments and was centered around family owned businesses. Piore and
Sabel (1984) conclude that prior to the middle of the century, a flat
average cost curve was not a bad approximation for most firms in most
industries.
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The fundamental cost structure changed dramatically with the advent of
the corporation and the accompanying managerial revolution. The
corporation had emerged as the most efficient instrument of resource
management during the American industrial revolution. If the application of
British inventions had served as the catalyst underlying the industrialization
of the United States, the revolution in management techniques - the modern
corporate structure - enabled its implementation. According to Reich (1983,
p. 26), “Managerialism offered America a set of organizing principles at
precisely the time when many Americans sensed a need for greater
organization and these principles soon shaped every dominant American
institution precisely as they helped those institutions become dominant. The
logic of routine, large-scale manufacturing, first shaped its original business
environment and then permeated the larger social environment.”

Through the organizational structure of the modern corporation, the new
managerialism emerging after the U.S. Civil War excelled at amassing large
quantities of raw materials, labor and capital inputs, and at applying
particular manufacturing processes, thereby achieving a very specific use of
these resources. The leaps in productivity of U.S. manufacturing during the
late 1800s were the product of increased specialization.

The essence of the new managerialism was “command and control of
effort.” Labor was considered to be indistinguishable from all other inputs,
as long as scientific management was able to “extract a full day’s worth of
energy for a full day’s pay” (Wheelwright, 1985). As tasks became
increasingly specialized, the skill level required of workers became less
important. What mattered most under the mass-production regime was the
consistency and reliability of each precise cog; what mattered least was the
decision-making capability of each unit. The emergence of mass-production
made feasible by the organization of the corporation combined with the
managerial revolution triggered a dramatic shift in the underlying cost
structure of firms and industry. The MES increased dramatically in many
manufacturing industries, resulting in a shift in the long-run average cost
curve from essentially flat to downward sloping.

The response to a decreasing cost curve had three aspects. The first was,
for the first time in American history, small-scale production was threatened.
Family businesses were confronted by a cost disadvantage vis-à-vis the
large-scale corporations, resulting in massive failures and liquidations. The
second aspect involved the massive increases in output as a result of the
unprecedented productivity increases generated by large-scale production.
This led to chronic downward pressure on prices. The third aspect involved
the emerging large corporations, which generally did not prove capable of
mastering the business environment sufficiently to ensure the viability of
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mass-production. While scientific management provided the means for
controlling and assembling resources into specialized production processes,
it had little to offer for controlling the external business environment. The
stability, continuity and reliability that constituted the core of successful
mass production failed to materialize at the market level. The American
large corporation was threatened by market volatility.9

Just as the organization of the corporation combined with modern
management to achieve the coordination of production within the firm, it
analogously sought to extend that control to the external environment. The
condemnation of business policies threatening stability, such as ‘cut-throat
pricing’, is reflected in the front piece of Eddy’s (1912) The New
Competition: “Competition is War and War is Hell”. Kolko (1963, p. 30-31)
quotes an early American Tobacco Company executive lamenting,
“Unrestricted competition had been tried out to a conclusion, with the result
that the industrial fabric of the nation was confronted with an almost tragic
condition of impeding bankruptcy. Unrestricted competition had proven a
deceptive mirage, and its victims were struggling on every hand to find some
means of escape from the perils of their environment. In this trying situation,
it was perfectly natural that the idea of rational cooperation in lieu of cut-
throat competition should suggest itself.”

The first attempts to achieve industry stabilization and offset the
‘chronically excess output’ precipitating ‘cut-throat pricing’ consisted of
outright collusion - agreements either to fix price or to restrict output, or
both, enabling prices to be raised. Such agreements were typically
implemented under the direction of trade associations. For example, the
Bessemer Pig Iron and the Bessemer Steel Associations were formed in the
mid-1980s to restrict output and stabilize prices among over 700 companies
in the blast furnace, steel work and rolling mill industries. However, as the
declining prices in 1894-1895 of most steel goods indicated, such
stabilization attempts proved ineffective.

Having failed at price-fixing, the corporations attempted to attain market
stability through consolidation. The drive for stabilization through merger
prevailed throughout the economy, culminating in the merger movement at
the turn of the century, as documented by Nelson (1959). In 1895 only forty-
three firms disappeared as a result of acquisition, representing a $41 million
merger capitalization. Just three years later, mergers resulted in 303 firm
disappearances, for a $651 million capitalization. U.S. Steel became a giant
corporation largely through consolidation and acquisition. The company was
created by combining twelve firms, which in turn had been created from
merging together some 180 independent companies with more than 300
plants. However, even such consolidations on a massive scale typically fell
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short of achieving the desired goal of controlling or at least limiting output
and halting the price reductions. According to Kolko (1963, p. 27), “The
new mergers, with their size, efficiency, and capitalization were unable to
stem the tide of competitive growth. Quite the contrary. They were more
unlikely than not unable to compete successfully or hold on to their share of
the market.” Although consolidation had succeeded in amassing giant firms,
it had not succeeded in providing long-term industry stability by halting the
upward spiral in productivity and output and the subsequent downward
spiral in prices. Kolko’s conclusion is certainly consistent with the 1919
Supreme Court ruling in U.S. v. U.S. Steel Corp.,10 that “Size alone is not an
offense.” Even its massive size and market share of 90 percent in 1901
apparently was not sufficient for U.S. Steel to stem the tide of excess
capacity and ‘cut-throat pricing’.

The era of decreasing costs, ushered in by the advent of the large
corporation and the managerial revolution, was therefore characterized by
what seemed to be a dismal tradeoff confronting economic policy -
efficiency and low-costs generated by large-scale production but at the cost
of increased economic centralization on the one hand, versus economic
decentralization, and political democracy, but at the cost of inefficiency on
the other hand.11 In fact, during the first seven decades of the last century,
the role of small firms and entrepreneurial activity seemed to be fading, as
economic activity was concentrated among the largest corporations. For
example, the share of employment accounted for by enterprises with fewer
than 100 employees fell from 55.1 percent in 1958 to 52.5 percent in 1977.
In manufacturing, the decreased importance of small firms was even more
dramatic. The small-firm share of employment fell from 37.1 percent in
1958 to 29.0 percent in 1977. However, the downward trend in the relative
role of small firms subsequently reversed, as indicated by an increase in the
share of sales from 11.6 percent for manufacturing in 1976 to 14.8 percent in
1986. During the 1990s, the small-firm share of employment stabilized.
Between 1988 and 1996 the share of employment accounted for by firms
with fewer than 100 employees decreased from 40.0 percent to 37.7 percent,
while the employment share of firms with fewer than 500 employees
decreased from 54.5 percent to 52.0 percent (Kwoka and White, 2001).

Developments in Entrepreneurship in the United States

The development of entrepreneurial activity in the United States after
World War II is characterized by a U-shaped trend. Developments in the
share of entrepreneurs, i.e., business owners, in the labor force for the period
between 1972 and 1998 in the United States are depicted in Figure 6.1.
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Although not visible in Figure 6.1 until the early 1970s there is a declining
degree of entrepreneurial activity (Blau, 1987). Gartner and Shane (1995)
have documented the development of entrepreneurship from 1850. In their
contribution Gartner and Shane (1995) use the number of businesses related
to the total population. They observe a decline in the number of businesses,
interpreted as an increase in scale, from 1950, followed by an increase in the
early 1970s. The turning point is thus in the early 1970s marking a period of
increasing entrepreneurial activity. In the last few years there seems to be a
tendency towards stabilization. This makes the predictions for further
development of entrepreneurship in the century difficult. Will the trend
towards smallness continue? To make predictions for the future, it is
important to understand the determinants of entrepreneurship. These
determinants are discussed in Section 6.3.

Before turning to the factors underlying the development of
entrepreneurship in the United States we will briefly discuss some of the
dynamic measures of entrepreneurial activity. Turbulence and dynamism in
the economy create opportunities for entrepreneurship because small
businesses are relatively flexible and are able to easily respond and adapt to
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new situations. Dissolution and start-up rates in the United States within the
period of 1982 through 1996 are presented in Figure 6.2. As can be seen
business creation rates and dissolution rates converged at the end of the
1980s. From 1992 onwards, creation rates start to rise again, while the
dissolution rates tend to be more stable.

Regional Differences in U.S. Entrepreneurship

The U.S. Small Business Administration (1999) identified differences in
the degree of entrepreneurial activity between rural and urban areas. In urban
areas, small and large firms generally had increases in the number of
business locations, and they emulated each other. States with high growth
cities generally recorded the largest increases in the number of business
locations. Western states generally reported the highest growth in business
locations and employment (with Utah leading the pack). In rural areas, the
number of business locations and employment in the small firm category
shrank while they both increased in the large firm category.12 As a result,
small firms in 1995 had a lower share of establishments and employment in
rural areas than in 1990. In urban areas, the number of firms and employees
in the large firm category grew faster than the small firm category.13 Table
6.2 shows regional differences in entrepreneurship in the United States.
Also, on more regional levels there are major differences.14 We will not go
deeper into these regional differences here as this is not within the scope of
the present chapter.15
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6.3 DETERMINANTS OF ENTREPRENEURSHIP IN
THE UNITED STATES

6.3.1 Introduction

This section attempts to identify the influence of several factors on both
the demand and supply side on entrepreneurship in the United States. The
demand side of entrepreneurship is influenced by factors, such as economic
development, technological development, globalization, the industrial
structure, differentiation of demand and knowledge spillovers (see Chapter
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Two). The supply side of entrepreneurship focuses on the extent to which a
certain population produces entrepreneurship. This is shaped by the number
and characteristics of people considering becoming an entrepreneur. This
section follows the Eclectic Theory of entrepreneurship presented in Chapter
Two in a loose fashion. We investigate the determinants that are anticipated
to be important indicators of entrepreneurship and realize that not all
possible determinants are included.

Ample attention will be paid to globalization and knowledge as it is
argued that the demand for entrepreneurship in the United States has been
shaped largely by the process of globalization. Globalization has triggered a
shift in the comparative advantage of the United States towards knowledge-
based economic activity. An important implication of this shift in
comparative advantage is that much of the production and commercialization
of new economic knowledge is associated less with footloose multinational
corporations and more with high-tech clusters populated by innovative
entrepreneurial firms, such as Silicon Valley, Research Triangle and Route
122. Only a few years ago the conventional wisdom predicted that
globalization would render the demise of small- and medium-sized
enterprises. Yet, the obsession of policy-makers throughout the United States
to “create the next Silicon Valley” reveals the increased importance of
entrepreneurship and small technology-based firms.

It can be contested that knowledge is a supply-side determinant of
entrepreneurship as it is inherent in individuals forming the pool of potential
entrepreneurs. However, in the present chapter we will discuss knowledge in
the context of globalization and the emergence of clusters, i.e., industrial
structure. It deals with knowledge-based economic activity as a factor on the
demand side rather than individual knowledge and experience as a supply
side factor. By doing this we follow the Eclectic Theory proposed in Chapter
Two. Because supply-side factors are considered to be of lower importance
when explaining the developments in U.S. entrepreneurship, they will be
discussed only briefly in the present section.

6.3.2 Demand Side Determinants

Globalization and Knowledge-Based Economic Activity

While the most salient feature of globalization involves interaction and
interfaces among individuals across national boundaries, the more traditional
measures of transnational activity reflect an upward trend of global
activities.16 These traditional measures include trade (exports and imports),
foreign direct investment (inward and outward), international capital flows,
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and inter-country labor mobility. The overall trend for all of these measures
has been strongly positive for the United States. Whereas the trade of goods
nearly tripled between 1985 and 1996, the trade of services increased by
more than three times over this period. The increases in investment income,
direct investment and portfolio investment were even greater. But the
increase in all of these measures within just over a decade reflects the
increasing degree of globalization.

The degree of world trade measured by exports and imports has increased
over time. The world volume of trade increased by nearly 400 percent
between 1970 and 1997. While world exports amounted up to $1.3 trillion in
1970 in 1999 it amounted to nearly five trillion dollars. While some of this
increase in the world export rate is attributable to an increased participation
in international trade by countries that had previously been excluded, export
rates in the leading industrialized countries have also increased over the past
three decades. For example, U.S. exports and imports have increased from
eleven percent of GDP in 1970 to more than 25 percent by 1999. In the
United States real exports have increased from $86.8 billion in 1960, to
$818.0 billion in 1996. At the same time, real imports have risen from
$108.1 billion to $883.0 billion.17

A different manifestation of globalization involves foreign direct
investment, which has increased by 700 percent between 1970 and 1997 for
the entire world. For the United States FDI as a percentage of GDP increased
in the 1970s, 1980s and 1990s. Annual FDI represented slightly more than
one percent of GDP during the 1970s. In the 1980s, this had risen to around
1.2 percent. By the 1990s annual FDI was more than 1.5 percent of GDP.
Outward foreign direct investment increased from $1,637.1 billion in 1987
to $2,931.9 billion in 1995. Inward foreign direct investment into the United
States increased from $1,385.9 billion to $3,745.9 billion over this same time
period. Trans-national capital flows have also increased in the past two
decades. The value of bonds and equities involved in cross-border
transactions has exploded over the past two decades for the six of the largest
economies. In addition, the amount of foreign exchange traded has also
increased. The cross-border transactions in bonds and equities as a
percentage of GDP rose in the U.S. from 9.0 percent in 1980 to 135.5
percent by 1995.

In mutual interaction with the communications revolution, rendering the
(marginal) cost of transforming information across geographic space to
virtually nothing, the process of globalization has triggered the loss of the
traditional comparative advantage in the United States. Confronted with an
increase in (low-cost) competition of foreign locations, producers in the
United States had three options, apart from doing nothing and losing global
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market share. The first is to reduce wages and other production costs
sufficiently to compete with the low-cost foreign producers. The second
option is to substitute equipment and technology for labor to increase
productivity, and a final option is to shift production out of the high-cost
location and into the low-cost location.

Many of the American firms that have restructured successfully resorted
to the last two alternatives. Substituting capital and technology for labor,
along with shifting production to lower-cost locations has resulted in waves
of corporate downsizing throughout the United States. At the same time, it
has generally preserved the viability of many of the large corporations. As
the unprecedented levels of the American stock indices in the 1990s showed,
the companies did not generally suffer. For example, between 1979 and 1995
more than 43 million jobs were lost in the United States as a result of
corporate downsizing (Audretsch and Thurik, 2000). This includes 24.8
million blue-collar jobs and 18.7 million white-collar jobs. Similarly, the 500
largest U.S. manufacturing corporations cut 4.7 million jobs between 1980
and 1993, or one quarter of their work force. Perhaps most disconcerting, the
rate of corporate downsizing apparently increased over time in the United
States, even as the unemployment rate has fallen. During most of the 1980s,
about one in 25 workers lost a job. In the 1990s this rose to one in 20
workers.

Globalization has rendered the comparative advantage in traditional
moderate technology industries incompatible with high wage levels. At the
same time, the emerging comparative advantage that is compatible with high
wage levels is based on innovative activity.18 There are many studies
documenting the shift in the comparative advantage of the United States
towards an increased importance knowledge-based economic activity. For
example, Kortum and Lerner (1997, p. 1) point to “the unprecedented recent
jump in patenting in the United States,” as evidenced by the rise in
applications for U.S. patents by American inventors since 1985, which
exceeds the increase in any other decade in this century. Throughout this
century, patent applications fluctuated within a band of between 40,000-
80,000 per year. By contrast, in 1995 there were over 120,000 patent
applications. Similarly, Berman, Bound and Machin (1997) have shown that
the demand for less skilled workers has decreased dramatically throughout
the OECD, while at the same time the demand for skilled workers has
exploded.

The emergence of knowledge as a fundamental source of comparative
advantage seemingly leaves little room for small entrepreneurial firms.
Scherer (1991), among others, has documented the concentration of R&D
activities among the largest U.S. corporations. This raises the question where
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innovative firms with little or no R&D get their knowledge inputs. This
question is particularly relevant for small and new firms that undertake little
R&D themselves, yet contribute considerable innovative activity in newly
emerging industries such as biotechnology and computer software
(Audretsch, 1995). However, knowledge has the propensity to spill over
(Romer, 1994) and knowledge inputs are therefore available from other,
third-party firms or research institutions, such as universities. Economic
knowledge may spill over from the firm conducting the R&D or the research
laboratory of a university.19

Industrial Structure

The shift towards a knowledge-based economy is not a sole and isolated
factor influencing the demand for entrepreneurship in the United States.
Another factor, which has also been influenced by globalization and a
changing comparative advantage, involves the industrial structure. In the
present section we will discuss some components of the U.S. industrial
structure, including the phenomenon of geographical clustering and the shift
from manufacturing to services. Both components of the industrial structure
are assumed to impact entrepreneurial activity.

Geographical Clusters and Knowledge Spillovers
The propensity for knowledge to spill over has had an impact on the

geography of innovative activity. Entrepreneurial activity is greater in
geographic clusters such as Silicon Valley and Route 128 around Boston.
The high mobility of American workers, and in particular knowledge
workers, has facilitated concentrated agglomerations of knowledge workers
in such clusters. The access to knowledge in these clusters has fostered
entrepreneurial activity in the United States. Hence, there is a strong link
between the shift to knowledge-based activity, the emergence of
geographically concentrated clusters and an increase in entrepreneurship.

The propensity for knowledge to spill over does not automatically make
location more important. In disputing the importance of knowledge
externalities in explaining the geographic concentration of economic
activity, Krugman (1991) and others do not question the existence or
importance of such knowledge spillovers. In fact, they argue that such
knowledge externalities are so important and forceful that there is no
compelling reason for a geographic boundary to limit the spatial extent of
the spillover. According to this line of reasoning, the concern is not that
knowledge does not spill over but that it should stop spilling over because it
hits a geographic border, such as a city limit, state line, or national boundary.
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As illustrated by the title page of The Economist proclaiming The Death of
Distance,20 the claim that geographic location is important to the process
linking knowledge spillovers to innovative activity in a world of E-mail, fax
machines and cyberspace may seem surprising and even paradoxical. The
resolution to the paradox posed by the localization of knowledge spillovers
in an era where the telecommunications revolution has drastically reduced
the cost of communication lies in a distinction between knowledge and
information. Information, such as the price of gold on the New York Stock
Exchange, or the value of the Yen in London, can be easily codified and has
a singular meaning and interpretation. By contrast, knowledge is vague,
difficult to codify and often only serendipitously recognized. While the
marginal cost of transmitting information across geographic space has been
rendered invariant by the telecommunications revolution, the marginal cost
of transmitting knowledge, and especially tacit knowledge, rises with
distance.

Von Hipple (1994) demonstrates that high context, uncertain knowledge,
or what he terms as sticky knowledge, is best transmitted via face-to-face
interaction and through frequent and repeated contact. Geographic proximity
matters in transmitting knowledge, because as Kenneth Arrow (1962)
pointed out some three decades ago, such tacit knowledge is inherently non-
rival in nature, and knowledge developed for any particular application can
easily spill over and have economic value in very different applications. As
Glaeser, Kallal, Scheinkman and Shleifer (1992, p. 1126) have observed,
“intellectual breakthroughs must cross hallways and streets more easily than
oceans and continents.” Not only does a concentration of economic activity
make knowledge spillover more likely, location and proximity also matter in
the exploitation of knowledge spillovers. Jaffe, Trajtenberg and Henderson
(1993) found that patent citations tend to occur more frequently within the
state in which they are patented than outside of that state. In addition,
Audretsch and Feldman (1996) found that the propensity of innovative
activity to cluster geographically tends to be greater in industries where new
economic knowledge plays a more important role. Prevenzer (1997) and
Zucker, Darby and Armstrong (1994) show that in biotechnology, which is
an industry based almost exclusively on new knowledge, the firms tend to
cluster together in just a handful of locations. This finding is supported by
Audretsch and Stephan (1996) examining the geographic relationships of
scientists working with biotechnology firms.21

The importance of local proximity for the transmission of knowledge
spillovers has been observed in the United States in many different contexts.
It has been pointed out that, “business is a social activity, and you have to be
where important work is taking place.”22 A survey of nearly one thousand
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executives located in America’s sixty largest metropolitan areas ranked
Raleigh/Durham as the best city for knowledge workers and for innovative
activity.23 The reason is that “A lot of brainy types who made their way to
Raleigh/Durham were drawn by three top research universities... U.S.
businesses, especially those whose success depends on staying at the top of
new technologies and processes, increasingly want to be where hot new
ideas are percolating. A presence in brainpower centers like Raleigh/Durham
pays off in new products and new ways of doing business. Dozens of small
biotechnology and software operations are starting up each year and growing
like kudzu in the fertile climate.”24

Consistent empirical evidence supports the notion that knowledge spills
over for third-party use from university research laboratories as well as
industry R&D laboratories in the United States. Audretsch (1995) argues that
although small firms generally do not largely invest in knowledge generating
inputs, i.e., R&D, they are able to generate innovative output through
exploiting knowledge created by expenditures on research in universities and
on R&D in large corporations. The findings suggest that innovative output of
all firms increases with investments in R&D, both in private corporations as
well as in university laboratories. However, while R&D expenditures by
private companies play an important role in the provision of knowledge
inputs for innovative activity in large businesses, research by universities
serve as a key input for generating innovative activity in small businesses.
Apparently large firms are more adept at exploiting knowledge created in
their own laboratories, while their smaller counterparts have a comparative
advantage at exploiting spillovers from university laboratories.

The impact that high-tech firms have had on two important clusters in the
United States; Silicon Valley and Route 128 around Boston, is documented
in Table 6.3.
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The propensity for people to start new knowledge-based firms is
significantly greater in clusters than in non-clusters. This suggests that
geographic clusters, facilitating knowledge spillovers, positively influence
entrepreneurship, i.e., new business ventures.

- The Case of Biotechnology -
The role of knowledge clusters in enhancing entrepreneurship can be

illustrated by the case of the biotechnology industry. This industry is
perceived as an entrepreneurial industry with a high level of uncertainty
leading to a high number of entries and exits. The propensity for
biotechnology firms and entrepreneurs to cluster geographically in just a
handful of locations is well-documented (Audretsch and Stephan, 1996).
Biotechnology companies are defined by their primary knowledge asset -
scientists. Many of these scientists do not work for the company on a full-
time basis, but instead are members of university faculties. These university-
based scientists fulfill a variety of roles within biotechnology companies.
Some are founders, others serve as members of scientific advisory boards
(SAB’s), while still others serve as directors of these SAB’s. The degree to
which knowledge is tacit varies according to the role of the scientist.
Founders of new biotechnology firms are presumed to seek out venture
capitalists in order to appropriate the expected economic value of their tacit
knowledge. By contrast, scientific advisors provide links between scientific
founders and other researchers doing work in the area. In particular, they
provide a signal of quality to the scientific and financial communities. An
effective way to recruit young scientists is to have an SAB composed of the
leaders in the field.25

Hence, the geographic dimension of the link between a scientist and a
biotechnology firm should be shaped by the nature and quality of the
knowledge inherent in the role played by the scientist. If the scientist is
involved in the transfer of scientific knowledge with a relatively high
component of tacit knowledge - as will be the case when the scientist is
founder of the firm - he should be located in the same geographic region as
the firm. By contrast, when the scientist is involved in the transfer of
information for signaling purposes - as will be the case when he is a member
of a SAB - he does not have to be located in the same region as the firm.
Thus, the exact geography of the linkages between scientists and
biotechnology firms should reflect the underlying role played by the scientist
and the type of information or knowledge that is being transferred.
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Corporate Downsizing and the Service Sector
Large corporations have been downsizing employment in order to

maintain competitiveness. By contrast, it has been new firms in new
industries that have created jobs. For example, small firms between 1976 and
1986 created 1.3 million new jobs in U.S. manufacturing, while the number
of large manufacturing jobs actually decreased by 100,000. Subsequently,
between 1987 and 1992, small companies (with fewer than 500 employees)
created all of the 5.8 million new jobs in the United States. Over that same
period, large companies recorded a net loss of 2.3 million jobs. Between
1980 and 1993 the 500 largest U.S. manufacturing corporations, or the
Fortune 500, cut 4.7 million jobs, or one quarter of their work force.

Both the wave of downsizing and the shift towards knowledge-based
economic activity in the United States has led to a shift in production and
employment away from manufacturing and towards services. Changes in
employment by establishment for the overall economy were due to a
combination of distributional changes within the individual sectors and the
changing relative employment weights across the sectors. The largest
changes in weights involved the decline in the relative importance of
manufacturing and the rise in the relative importance of services.
In Table 6.4 the increasing importance of the service sector is depicted.
Since service establishments tend to be much smaller than manufacturing
establishments, this change in relative weights increased the relative
importance of small establishments in the economy-wide measurements,
even though the relative importance of small establishments was declining
within the services sector.
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Differentiation of Demand and Income Disparity

Another factor influencing the demand for entrepreneurship involves the
degree to which the demand for a given product is differentiated. A high
degree of diversity in demand creates opportunities for small businesses
operating in niches. The differentiation of demand is assumed to be
influenced by the process of globalization, exposing people to products and
services offered in other countries and/or cultures, as well as economic
development - often accompanied by a higher Gross Domestic Product
(GDP). In the United States GDP more than doubled - corrected for inflation
- between 1960 and 1996. Over this period of time GDP in the United States
is highest of all OECD countries. In arguing that an increase in purchasing
power is accompanied by an increasing variation in demand, this could have
very well played a role in creating space for more small businesses.

In addition to the absolute height of income, differences in income can be
an indicator of consumer demand differentiation. The United States is known
for its high income disparity and, accordingly, may be expected to have a
high degree of variety of consumer demand. It is striking that the Gini-
coefficients, measuring the income inequalities, show a development very
similar to the observed development of the business ownership rate.26 In this
context it may be argued that while income differences may influence
entrepreneurship, entrepreneurship may also influence income disparity.
Hence, there seems to be a two-way causality between income disparity and
entrepreneurship.

6.3.3 Supply Side Determinants

Limiting the scope of the present chapter we will devote some attention
to the role of population growth, women and ethnic minorities and the age
distribution in the development of entrepreneurship in the United States.

The population grew steadily by approximately one percent annually in
the United States between 1970 and 2000.27 It is found that countries that are
characterized by a rapidly expanding  population and work force have a
growing share of self-employed people in the work force. The high growth
in the labor force reflects increases in the labor participation rates. In fact,
the increase in the labor force participation rate was higher than that in the
overall population. In particular, the increased labor participation rates were
attributable to the increased participation of women in the labor force. Since
the propensity for women to start new firms has been increasing over time,
this increase in the labor force participation rate has presumably had a
positive impact on the supply of entrepreneurs.
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Women and minorities in the United States make up an increasing share
of the business owners. Between 1982 and 1992 women-owned businesses
experienced an increase of more than 40 percent in comparison with an
increase of approximately 25 percent for all firms.28 Increasingly, young
women are encouraged to consider the full range of educational and career
possibilities. Active networks of successful business owners and
professionals have been created, and successful women increasingly seek
and hold leadership in traditional small business groups (U.S. Small
Business Administration, 2000). The increasing labor participation by
women and the increasing share of minorities in the United States may well
be considered to have a positive impact on the supply of entrepreneurs in the
United States.

Another factor which has impacted the supply of entrepreneurs has been
changes in the age distribution in the United States. On average the U.S.
population has been growing older. Since most of the empirical evidence on
the decision to become an entrepreneur finds that the propensity to start a
new firm declines with age (Evans and Leighton, 1989 and 1990), this would
suggest that the changes in the age distribution do not account for the
increased entrepreneurial activity since the 1970s. Rather, the aging of
America has probably reduced the supply of entrepreneurs. However, an
important caveat may be that more mature Americans who take an early
retirement also consider the possibility of starting a new firm as a post-
retirement activity. The willingness of many Americans to remain active in
the labor force after retiring from employment through business ownership
may have a positive impact on the supply of entrepreneurs.

6.4 GOVERNMENT POLICY IN THE UNITED
STATES

6.4.1 The Virtuous Circle

According to OECD (1998), “A remarkable feature of entrepreneurship
in the United States is that constituents of the institutional set-ups are
themselves also entrepreneurial”. It further elaborates that “venture
capitalists are highly entrepreneurial, and the NASDAQ is a result of an
entrepreneurial endeavor. Universities are striving to expand their research
capability and their capacity to commercialize the results. And examples of
municipalities taking initiatives to streamline regulations affecting emerging
companies are not rare. Given these trends and the way all the elements of



230 Entrepreneurship: Determinants and Policy in a EU-US Comparison

the institutional framework fit together, the rest of the United States may
well benefit from a ‘virtuous circle’ effect as already illustrated by the much-
publicized success of Silicon Valley as a high-tech, entrepreneurial cluster.”
(OECD, 1998, p. 265). The ‘virtuous circle’ effect is a self-strengthening
effect stimulating entrepreneurial activity or success, and is brought about by
diverse factors, including an entrepreneurial culture, the availability of risk
capital, a flexible labor market, intellectual property rights, taxation and the
regulatory burden, education and policy spillovers. These components and
their relationship with entrepreneurship in the United States will be
discussed below.

The United States has a history associated with venture and opportunity
as the synonyms of entrepreneurship. U.S. society appears to value self-
reliance and considers entrepreneurship a respectable, indeed admired,
activity. In the United States entrepreneurship and business are encouraged
from an early age. In high school students are often able to take classes with
an emphasis on business education.29 The higher educational system in the
United States attracts students from around the world, in addition to the high
numbers of domestic students.

Reynolds (1997) found that almost one quarter of the American
households is involved in starting a business, owning a business, or
informally investing in the business of someone else. Evidence suggests that
many entrepreneurs had previous entrepreneurial experience at the time of
business start-up (SBA, The State of Small Business, 1996). There is no
stigma on failure. In the United States bankruptcy is not punished as
individuals are offered the opportunity to start over again by way of a
discharge. Entrepreneurs lose their assets to their creditors but can not be
pursued for any remaining claims that have not been met. These pro-
entrepreneurial elements have helped to shape the U.S. institutional structure
facilitating business start-ups, rewarding efficient firms and allowing low-
cost exit.

The free-market economy in the United States, characterized by a
flexible labor market and a well-developed capital market, has created an
environment in which entrepreneurial activity can flourish. The high degree
of flexibility in the labor market enables businesses to respond quickly to
changing market conditions through the practice of ‘hire-and-fire’.
Employment flexibility is associated with low union power and a greater
presence of the right-to-work laws.30 Areas where employment relationships
are more formal, emphasizing union involvement, are generally
characterized by a relatively low degree of entrepreneurial activity. Adema
and Einerhand (1998) find that employment flexibility in the United States is
higher than in other OECD countries. The high labor flexibility of the United
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States, including the downward trend in wages, is likely to have fostered the
increase in entrepreneurial activity in the United States starting in the mid-
1970s.

New and fast growing businesses, i.e., gazelles, benefit from the
development of the private equity market, stimulating the participation of a
third party, and the NASDAQ, providing exit opportunities for suppliers of
private equity. Although the influence of the availability of angel and
venture capital on effective entrepreneurship is still being investigated, the
U.S. government has tried to financially support entrepreneurs through
concrete measures, such as the establishment of the Angel Capital Electronic
Network. This project is accomplished to improve the access to capital and
the regulatory climate for small businesses. It provides a solution to the
problem of raising equity capital for small companies seeking investments
within the range of $250,000 to $5 million.

Financing a new business is less complex in the United States than in
other countries as the capital market is more transparent and less complex.
The growth of the availability of informal capital, angel capital and venture
capital has facilitated the start-up of new firms. The composition of small
business finance in the United States is presented in Table 6.5. In the
introduction phase the principal owner provides 70 percent of business
finance. Other important investors at the start are angels, incubators, and
R&D Seed funds.31

In a knowledge-based economy, the protection of intellectual property
right has mounted to be the prime concern of entrepreneurs. The competitive
advantage of a country is likely to be corroded if an entrepreneur is not
properly rewarded for his/her innovative ideas. Acknowledging the
importance of a continuous process of innovation the U.S. government has
vigorously pursued and enforced the legal protection of patent and
intellectual property within and across the borders. The cost of patent
application in the United States is lower than in other OECD countries and
small businesses benefit from a 50 percent discount on patent fees (OECD,
1998).
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Entrepreneurs in the United States benefit from a relatively low overall
tax burden. Although the marginal effective corporate tax rates have
increased from approximately 15 percent in the 1980s to almost 25 percent
in the 1990s, the general tax burden - the combined effective tax rate of
corporate and individual earnings - is 19 percent. From an international
perspective this is relatively low as other OECD countries generally have
higher taxes. The U.S. government has also recognized the importance of
minimizing compliance costs of legislation, consisting of reporting
requirements and the complexity of legislation. In this context the primary
concern of small businesses seems to be drawing up the payroll, requiring
much paperwork and time as (changes in) numerous rules and regulations in
the field of taxation and social security need to be taken into account. To
relieve small businesses of some of the regulatory burden, recently, the U.S.
government has reduced the federal regulatory burden.

During the Cold War, the large U.S. defense budgets generated positive
spillovers. Much of the Cold War research contributed directly or indirectly
to the solid information technology infrastructure that fueled the growth of
entrepreneurship in the 1990s. In other words, the seeds that the U.S.
government had sown, both in terms of investments in basic research and
national defense in the Cold War years, were reaped by the economy as a
whole.

In the subsequent section some aspects of U.S. government intervention
will be dealt with in more detail. This includes the Small Business
Innovation Research (SBIR) program and three regional examples.

6.4.2 The Small Business Innovation Research (SBIR)
Program32

In the early 1980s the United States Congress enacted SBIR program as a
response to the loss of American competitiveness in global markets.
Congress mandated each federal agency with allocating around four percent
of its annual budget to funding innovative small firms as a mechanism for
restoring American international competitiveness. The SBIR provides a
mandate to the major R&D agencies in the United States to allocate a share
of the research budget to innovative small firms. Last year the SBIR program
amounted to around $1.2 billion.

The SBIR consists of three phases. Phase I is oriented towards
determining the scientific and technical merit along with the feasibility of a
proposed research idea. A Phase I Award provides an opportunity for a small
business to establish the feasibility and technical merit of a proposed
innovation. The duration of the award is six months and can not exceed
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$70,000. Phase II extends the technological idea and emphasizes
commercialization. A Phase II Award is granted to only the most promising
of the Phase I projects based on scientific/technical merit, the expected value
to the funding agency, company capability and commercial potential. The
duration of the award is a maximum of 24 months and generally does not
exceed $600,000. Approximately 40 percent of the Phase I Awards continue
on to Phase II. Phase III involves additional private funding for the
commercial application of a technology. A Phase III Award is for the
infusion and use of a product into the commercial market. Private sector
investment, in various forms, is typically present in Phase III. Under the
Small Business Research and Development Enhancement Act of 1992,
funding in Phase I was increased to $100,000, and in Phase II to $750,000.

The SBIR was an offshoot of the Small Business Investment Company
(SBIC) program, which provided more than $3 billion to young firms
between 1958 and 1969. During this period this amounted to more than three
times the total amount of private venture capital. The SBIR represents about
60 percent of all public SME finance programs. Taken together, the public
SME finance is about two-thirds as large as private venture capital. In 1995,
the sum of equity financing provided through and guaranteed by public
programs financing SMEs was $2.4 billion, which amounted to more than 60
percent of the total funding disbursed by traditional venture funds in that
year. Equally as important, the emphasis on SBIR and most public funds is
on early stage finance, which is generally ignored by private venture capital.
Some of the most innovative American companies received early stage
finance from SBIR, including Apple Computer, Chiron, Compaq and Intel.

Through the Small Business Innovation Research (SBIR) program, the
National Institutes of Health (NIH) awarded $266 million in grants to small
firms for medical and biopharmaceutical research. It is expected that the
SBIR program at NIH will exceed $300 million in 1999. In addition to the
NIH, the United States Department of Defense also uses the SBIR program
to fund biotechnology firms. Between 1983 and 1997 there was more than
$240 million in SBIR awards for biotechnology companies from the
Department of Defense. Phase I accounted for $47 million and Phase II
accounted for $194 million.

In order to provide a comprehensive and systematic evaluation of these
policies, the National Academy of Sciences assembled a team of leading
scholars and experts on entrepreneurship, innovation and public policy to
evaluate the impact of one of the United States Small Business Innovation
Research (SBIR) program. The National Academy of Sciences is a private,
nonprofit society of America’s distinguished scholars engaged in scientific
and engineering research, dedicated to promoting science and technology. It
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ranks among the most prestigious and respected scientific institutions in the
United States. The National Research Council was organized by the National
Academy of Sciences in 1916 to associate the broad community of science
and technology with the Academy’s purposes of furthering knowledge and
advising the federal government.

The objective of the Academies’ Board on Science, Technology, and
Economic Policy is to integrate understanding of scientific, technological,
and economic elements in the formulating of national policies affecting the
economic well being of the United States and its major allies. The principal
audiences for the Board’s work are policymakers responsible for trade,
economics, science, and technology policy in the Executive Branch and
Congress and the leading international organizations.

To evaluate the impact of the SBIR on the commercial activities of
SMEs, a large, comprehensive survey was undertaken. In addition, case
studies were undertaken on the basis of detailed interviews with the
founders, owners and employees of over fifty firms. All of the case study
firms had received SBIR assistance. They are dispersed across the United
States and span a broad range of technologies, products and industries.
While some are new startups, others have a proven track record of success.
These case studies examined the impact of the SBIR in a broad context. In
particular, the results from evaluating the SBIR suggested that the benefits of
the SBIR extend beyond the impact on the individual recipient firm and have
promoted the entrepreneurial climate. The benefits are the following.

The survival and growth rates of SBIR recipients have exceeded those of
firms not receiving SBIR funding.
The SBIR induces scientists involved in research to change their career
path. By applying the scientific knowledge to commercialization, these
scientists shift their career trajectories away from basic research towards
entrepreneurship.
The SBIR awards provide a source of funding for scientists to launch start-
up firms that otherwise would not have had access to alternative sources of
funding.
SBIR awards have a powerful demonstration effect. Scientists
commercializing research results by starting companies induce colleagues
to consider applications and the entrepreneurial potential of their own
research.

Entrepreneurship policy is often implemented at the regional level. To
emphasize the impact that regional policies have had in promoting
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entrepreneurship, we focus on the Research Triangle area of North Carolina,
Austin, Texas, and the Silicon Alley of New York City.

6.4.3 Three Regional Examples

Research Triangle 33

Research triangle is the joint effort of local government, academia and
the business sector to promote economic wellbeing and create jobs. In the
1980s and early 1990s local governments regarded technological
development an important means to revive their local economies. Currently,
there are more than 150 Science and Technology parks (S&T’s) in the
United States and there is much diversity. The success of an S&T is
primarily defined in terms of economic development for the local area. In
other words, a successful S&T will become the local growth pole, helping
companies to restructure and the area to redevelop, especially in former
manufacturing areas that face the decline of traditional market.

Net job creation is often used as an indicator of development. In this
context it can be operationalized as the difference in job creation between
regions with S&T parks and control regions without S&T parks for the
approximately 70 regions with S&T parks for which data are present. The
Research Triangle Park had the highest results, with a job growth of 4.45
percent higher than in the control region.34

- The Case of Research Triangle Park -
The Research Triangle Park (RTP) was founded at a time when North

Carolina was experiencing a substantial decline in manufacturing. Although
there were research institutes of universities around the park, these
universities were suffering a significant outflow of talent, i.e., a brain drain.
Instead of finding a job in the local high-technology businesses, graduates
were leaving. Despite this outflow of talent business leaders saw the area as
the gateway to the expanding market of the New South. Moreover, the RTP
had the advantage of a considerable amount of available land.

RTP attracted a number of major government institutes, such as the
Environmental Protection Agency, choosing for the RTP partly because of
the effective political leadership. RTP also benefited from attracting IBM as
its first major tenant. Other strategies employed by RTP included selling
land to companies rather than just leasing it and making sure that there was a
strong role for universities, because university representatives were on its
governing board. In a later phase the state contributed to the development of
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two technology centers at RTP, one in microelectronics and one in
biotechnology.

Between 1984 and 1990, approximately 25 percent of new jobs in the
area were created by the RTP, through RTP businesses that otherwise would
not have moved to the region, through purchases from suppliers and vendors
in the region, through spin-offs from RTP tenants, or through indirect
multipliers of spending by RTP personnel on products and services in the
region. In total the park is responsible for 58,000 jobs that would otherwise
not have been created in the region. Moreover, this employment growth does
not take into account the reputation effect that may have influenced
businesses in their decision to move to or establish in the RTP.

By 1998 the RTP region was a locus of high-technology employment,
with numerous university research labs and hospitals, and one of the highest
concentration of Ph.D.’s in the United States. The RTP region tends to
become leading in academic research, resisting the brain drain. Between
1991 and 1996, university staff were responsible for 32 spin-off companies.
This reflects the existence of an entrepreneurial economy, as well as the
importance of scientists and engineers from companies, such as IBM and
Nortel, who received severance packages they reinvested as seed capital in
new business ventures.

Austin, Texas 35

At the start of the development in 1971, Austin was a relatively small
town with about 125,000 inhabitants, a university with 40,000 students, and
the state government as the main employer. The economy of Texas was
heavily dependent on oil revenues. The key players in the Austin region
were IBM, Motorola, Texas Instruments, and Tracor, focusing on
manufacturing rather than R&D. The year 1983 was a tuning point for
Austin, as the Microelectronics and Computer Technology Corporation
(MCC) moved their headquarters to Austin, thereby generating about 400
new jobs.

The federal and local political leadership as well as the president of the
university have played a major role in the successful development of the
Austin region. Visionary leaders have proved crucial to attracting MCC.
Despite a severe recession in the late 1980s the Austin high-technology
sector continued to grow. Companies, such as Dell Computers, emerged, and
the high-technology economy in Austin is now well established. Students
tend to stay in the area after graduating. Indeed, local employment has
increased and at times the wages accelerate rapidly. Although on the whole



Determinants of Entrepreneurship in the United States of America 237

the Austin experience has been positive, the commitment of the state to the
partnership “waned and waxed” with the occupant of the state house.

Silicon Alley, New York 36

A final illustration of regional entrepreneurial activity is the case of New
York or Silicon Alley. As opposed to the preceding cases, here the keyword
is immigration rather than innovation. Immigration can stimulate
entrepreneurship through the different risk attitude of immigrants and
reinforcing influences. Both immigration and entrepreneurship involve risk
and it may be argued that because immigrant people made the decision to
immigrate to a strange country, albeit forced, this may reflect a proneness to
take risks. Moreover, immigration is reinforcing because they are likely to
want to take part of their own culture to the new host country, thereby
creating opportunities for ethnic entrepreneurship.

Although the immediate post-war immigration did not greatly alter the
composition of the ethnic community in New York, after 1965 the
immigration laws were adapted. The legislation enabling the arrival of
immigrants - the Hart-Celler Act - represented a turning point in American
immigration policy. The act was developed during the administration of John
F. Kennedy (1960-1963) and was implemented in 1965 when Lyndon
Johnson was in the White House - a time when a range of Great Society
programs were launched in an attempt to make up for past ‘injustice’. In
essence, the new law abandoned the quotas designed to minimize
immigration, encouraged family reunification and attracted skilled people to
the United States. Migrants came to New York because they wanted to
escape the poverty they endured in their own country and they expected they
would earn more money in New York. In the 1960s and the 1970s
population growth decelerated and the central city of New York continued to
loose people, especially the white middleclass, to the suburbs. At the same
time immigrants continued to move to New York City because of the alleged
opportunities.

In the 1980s New York, no longer a manufacturing center, became the
center for finance and technology of the United States. The process of
suburbanization was reversed by the return of young people who were born
and raised in the suburbs but now regarded New York as a place of fun and
opportunity. New York offered a large range of services and products
transcending the American culture. The opportunities for foreign business
attracted immigrants from various parts of Asia, the Caribbean, Middle East
and South America. The newcomers increased the attractiveness of an
already cosmopolitan city, illustrating, once more, the symbiotic pattern that
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has marked the history of New York City. New York City still attracts
immigrants who settle and start a new life. This has resulted in a melting pot
of inhabitants, showing great entrepreneurial activity, as illustrated by the
various barbershops, beauty parlors, restaurants, record stores, groceries and
bakers.

6.5 CONCLUSION

The first indication that entrepreneurship is important was, no doubt,
California’s Silicon Valley in the 1980s. At that point, innovation and new
technology were generally associated with the large flagship corporations,
such as IBM and DEC, which seemed invincible with their large armies of
engineers and scientists. These scientists demonstrated undying loyalty to
their employers forged from lifetime contracts and a generally paternalistic
stance towards their employees. In the 1984 best seller by Peters and
Waterman, In Search of Excellence, which documented the top fifty U.S.
corporations, these characteristics not only placed IBM at the top of the list,
but also served as a shining example for corporate America to learn from and
imitate. The incipient New Economy of Silicon Valley provided a striking
contrast, where people were quick to leave their companies to start new
firms and, on occasion, even entirely new industries. While IBM was large
and bureaucratic with rules and hierarchical decision making, the emerging
Silicon Valley New Economy thrived on spontaneity, participation, openness
and a general disdain for rules and hierarchy. If obedience and conformity
were trademarks of the Managed Economy, the Entrepreneurial Economy
values above all creativity, originality, independence and autonomy. See
Audretsch and Thurik (2001). The transition of the Managed to the
Entrepreneurial Economy was undoubtedly first experienced in the United
States. See also Figure 1.1 in Chapter One.

The entrepreneurial climate is favorable in the United States. This is
supported when comparing the degree of business ownership rates among
the OECD countries. The United States has a high share of business owners
in the labor force. From the countries that experienced respectively a
downswing and an upswing – referred to as the U-shape - in business
ownership rates after the Second World War, the United States is the first
country to exhibit the upswing. This is another indication that
entrepreneurial activity is high. Dynamics in entrepreneurship are also very
high in the United States, as evidenced by the high levels of gross entry and
exit rates.
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The reason of the high degree of entrepreneurial activity lies in the
combination of a high supply of and demand for entrepreneurship, which in
turn is reinforced by the stimulating policies from governments and other
institutions. The supply of business owners is high because of the individual
traits and the employment flexibility that characterize the United States
society. In addition, the high labor mobility facilitates the creation of
knowledge-based geographic clusters, which in turn foster the supply of
entrepreneurship. Apart from this, starting a business is easy and considered
‘normal’ in the United States, whereas failure does not involve a social
stigma. The role of immigrants and minorities is very important for United
States in promoting the supply of entrepreneurship. In particular, women are
increasingly active in business ownership.

The demand for entrepreneurship is high as a result of the shift in the
U.S. comparative advantage away from the traditional factors of capital and
(unskilled) labor, and towards technology and knowledge. In particular, the
knowledge based economy demands diversified products in business-to-
business relations. Moreover, the growing differentiation of consumer
demand increases the demand for diversified products, thus leading to a high
demand for entrepreneurship.

The policies of American institutions have been very productive for
matching the great potential supply of entrepreneurs to the demand of
entrepreneurship. The general advantages are that the capital necessary for
starting a business can be accumulated relatively easily. Ample funding is
available and banks have positive attitudes towards starting entrepreneurs.
Moreover, entrepreneurs with a failed business have little difficulty in
applying for loans to start a new business. There is little regulation present
regarding starting and maintaining businesses, which is appealing especially
to immigrants and minorities. And, very importantly, the United States
governments, both local and federal, have explicitly stimulated innovative
activity and entrepreneurship in the past decades.

The policy responses from either from the Federal - SBIR -, or regional
level - Research Triangle - seem to render intended, but also unintended,
results that have fostered entrepreneurship and economic growth.
Responsive, innovative and entrepreneurial policies have often generated
positive spillovers on growth and job creation. Such policies themselves
must be innovative and adapted to different contexts. As the OECD (1998)
concludes, other countries striving to promote entrepreneurship should be
aware that any attempt to replicate only a part of the U.S. system is likely to
be inefficient and ineffective. The key lesson from the U.S. experience is
that a recipe for success in stimulation entrepreneurial activity comprises a
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systemic approach to reforming the institutional set-ups in a wide range of
area.
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NOTES

1 Lester Thurow, “Losing the Economic Race,” New York Review of Books, September 1984,
29-31.

2 W.W. Restow, “Here Comes a New Political Chapter in America,” International Herald
Tribune, 2 January 1987.

3 For example, U.S. News and World Report (16 August, 1993) reported, “What do Bill
Clinton, George Bush and Bob Dole have in common? All have uttered one of the most
enduring homilies in American political discourse: That small businesses create most of
the nation’s jobs.”

4 Cited from Davis, Haltiwanger and Schuh (1996, 298).
5 Representative Robert Michel, House Minority Leader, in the Republican Response to the

1993 State of the Union Address, cited from Davis, Haltiwanger and Schuh (1996, 298).
6 Hébert and Link (1988) and Van Praag (1999) provide good surveys on the classic views on

entrepreneurship.
7 Defining the term ‘self-employment’ also proves difficult, particularly when viewed in the

context of the United States. The popular perception of a self-employment in the US is that
of a self-motivated individual who runs the business on his or her own, without having any
employees to assist. However, this popular perception is not the definition assumed here.

8 A detailed explanation and documentation of the LEEM database can be found in Audretsch
(1995).

9 For a discussion on and an explanation of the threat of market volatility for large businesses
we refer to Piore and Sabel (1984).

10 U.S. v. U.S. Steel Corp., 251, U.S. 417 (1920).
11 Marx (1912) viewed this tradeoff in a larger dimension, where capitalism itself was

incompatible with democracy. According to Marx, the advantages of large-scale
production in the competitive process would lead to small firms inevitably being driven
out of business by larger corporations in a never ended race towards increased
concentration and centralization: “The battle of competition is fought by the cheapening of
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concentration and centralization: “The battle of competition is fought by the cheapening of
commodities. The cheapness of commodities depends, ceteris paribus, on the
productiveness of labor, and this again on the scale of production. Therefore, the large
capitals beat the smaller.” Quoted from Rosenberg (1992, p.197).

12 This can be the result of either small firms growing into large firms and/or large firm
employment growth with small firms shrinking.

13 Tracking firms during the same period found small firms accounted for 90.1 percent of the
net new business locations, and 76.5 percent of the net new jobs. This indicates that small
firms growing into large firms probably played a large part in the increase in large firm
category. See Small Business Growth by Major Industry, 1988-1995, Office of Advocacy
1998.

14 See for example U.S. Small Business Administration (1999).
15 For further details on regional differences in U.S. entrepreneurship we refer to Reynolds

(1995 and 1997).
16 Like all grand concepts, a definition for globalization is elusive and elicits criticism. That

domestic economies are globalizing is a cliché makes it no less true. In fact, the shift in
economic activity from a local or national sphere to an international or global orientation
ranks among the most vehement changes shaping the current economic landscape.

17 The increase in world trade is also not attributable to the influence of just a few industries
or sectors, but rather systematic across most parts of the economy. The exposure to foreign
competition in manufacturing increased by about one-sixth in the OECD countries. The
exposure to foreign competition increased in every single OECD country, with the
exception of Japan. In addition, it increased in most of the manufacturing industries.

18 For example, employment increased by 15 percent in Silicon Valley between 1992 and
1996, even though the mean income was 50 percent greater than in the rest of the country.

19 For a detailed discussion on channels or mechanisms for knowledge spillover we refer to
Cohen and Levinthal (1989) and Audretsch (1995).

20 “The Death of Distance,” The Economist, September 1995.
21 Audretsch and Stephan (1996) find that the importance of geographic proximity is clearly

shaped by the role played by the scientist. The scientist is more likely to be located in the
same region as the firm when the relationship involves the transfer of new economic
knowledge. However, when the scientist is providing a service to the company that does
not involve knowledge transfer, local proximity becomes much less important.

22 “The Best Cities for Knowledge Workers,” Fortune, November 1993, 44.
23 The survey was carried out in 1993 by the management consulting firm of Moran, Stahl &

Boyer of New York City.
24 “The Best Cities for Knowledge Workers,” Fortune, November 1993, 44.
25 George B. Rathman, president and CEO of Amgen attributes much of the company’s

success to an SAB of “great credibility” whose “members were willing to share the task of
interviewing the candidates for scientific positions.” Rathman goes on to point out that
young scientists that Amgen recruited would not have come “without the knowledge that
an outstanding scientific advisory board took Amgen seriously” (Burrill, 1987, p. 77).

26 Gini-coefficients confront for each income group the observed share in total income with
the share in total population and is constructed in such way that perfect income equality
results in a value of zero (percent), while perfect inequality results in a value of 1 (or 100
percent).

27 Data are provided by the U.S. Bureau of Census.
28 See U.S. Census Bureau (1996).
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30 In certain states in the U.S. all employees of a unionized business are required to be
member of the union. A right-to-work law implies that people who are employed by a
unionized business do not automatically have to be a member of that union.

31 Angels provide capital to starting businesses in which they are interested not only from
financial perspective, but also (and to major extend) from the perspective of professional
interest.

32 This section is based in part on Audretsch, Weigand and Weigand (2000) and Wessner
(1999).

33 The findings here are adapted from a presentation conducted by Dr. M. Luger (see also
Luger and Goldstein, 1991).

34 This result controlled for the impact of the business cycle on job growth.
35 The experience of Austin, Texas is adapted from a presentation by Dr. Jürgen Schmandt

from the University of Texas.
36 This section is extracted from Berrol (1997).
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