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Preface

This two-volume set takes an ambitious agenda by seeking to provide a holistic source of information to scholars, students, practitioners, and policy makers interested in understanding the behavior and decision-making of owners and managers of small businesses; the operational and strategic challenges they face and the strategies they implement in response to them; the environmental constraints on their businesses’ ability to emerge, grow, and survive; and the role their businesses play in the larger economy. As idiosyncratic as the small businesses that they investigate, the chapters in this set represent an intentionally eclectic mix of styles, approaches, and contexts in the hopes of triangulating on what is known about the challenges and opportunities faced by would-be and practicing small business owners and managers. As the chapter authors include leading small business researchers from across the globe, each topic is explored in rigorous, scholarly fashion; thus, due attention is given to breadth and depth.

The two volumes view small business through distinct lenses. Volume 1 takes a somewhat microview of the small business phenomenon, focusing mainly on the small business owner. To set the stage for the chapters to follow, this volume begins by assessing the impact of the small business sector on the economic landscape. With the importance of small business established, this volume then proceeds to analyze issues pertaining to the creation and ownership of small businesses of various types. In so doing, it seeks to answer such questions as why and how do individuals seek to start small businesses and how is this decision influenced by characteristics of the owner(s)? This volume then investigates how, once the decision is made to start a small business, the focal opportunity is identified and exploited. Broad questions answered in this vein of research include: how do would-be small business owners navigate their environments in the pursuit of the resources needed to create their businesses, and how does the timing of those actions matter?

Volume 2 widens the level of analysis by viewing the small business phenomenon from both a mesolevel and macrolevel perspective, focusing on both the operational concerns of and the environmental factors impacting small business. Volume 2 begins by exploring the effectiveness of a variety of strategies used by small business owners, answering questions such as how can small business owners successfully manage stakeholders, exploit technological capabilities, leverage networks, implement human resource systems, internationalize, balance economic and social goals, and exit the market? Volume 2 concludes by investigating the various contexts that affect and are affected by small businesses. In so doing, these chapters seek answers to questions that include, to what extent are small businesses influenced by the geographic, institutional, and political environments in which they operate?

Ultimately, this two-volume set is intended to serve as a window into the various and unique dynamics that unfold in small businesses. Thus, it is my hope that multiple constituencies may benefit from its contents, each in their own way. In particular, students may gain a better appreciation of the importance and vitality of the small businesses sector and, in turn, consider careers either as owners or managers of small businesses or as academics who study them. These volumes may also expose current scholars to new theoretical and empirical relationships that will spur their thinking toward proposing and seeking answers to new research questions. Current and would-be owners and managers of small businesses may gain new insights into the internal and external constraints facing their businesses as well as the strategies with which they may respond to them. Finally, the chapters in this set may broaden policy makers’ understanding of how extant regulations impact small businesses and facilitate the consideration and development of new programs that may support and promote the small business sector. Given the substantive contributions that small businesses have made throughout history, and continue to make to this day, to virtually every economy on earth, to the extent that this two-volume set achieves the above objectives it may contribute in some small way to global prosperity.
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Introduction

Scott L. Newbert

Life for the small business owner is not easy. Because small businesses tend to lack the breadth and depth of resources held by and the perceived legitimacy of their larger counterparts, small businesses often find it difficult to raise the capital needed to survive and grow, manage the administrative responsibilities that result from navigating complex regulatory environments, and compete for labor against businesses with robust internal labor markets and greater opportunities for advancement.1 Because of these and similar challenges facing small businesses (in particular their comparative lack of economies of scale), Joseph Schumpeter warned that large businesses would ultimately dominate the economy, thereby making small businesses obsolete.2 Yet, surprisingly the demise of small businesses has not yet been realized, and they continue to thrive despite their handicaps. Indeed, all throughout history, most businesses have been small. Although the global economic landscape forever changed with the onset of the Industrial Revolution and the establishment of the precept of limited liability, thereby giving rise to today’s large, powerful businesses,3 the overwhelming majority of businesses around the world remain small, and most people around the world still work for small businesses.4 As a result, although megacorporations tend to get the lion’s share of attention in the popular press, small businesses play an important, albeit often underreported, role in global economic health and development.

Yet, given the abovementioned challenges facing small businesses, why do individuals continue to create and manage them? It would seem at first glance that individuals would be better off working for large, established firms instead, as they provide greater stability and opportunity. However, such a view ignores at least two factors. First, it ignores the intrinsic benefits that business ownership provides. In addition to the rationally oriented external benefits that result from work, individuals are also motivated to achieve goals that provide internal meaning and validation, which often do not and cannot result from wage employment. Thus, a worthy endeavor entails exploring the psychology behind small business ownership. Second, it ignores the ingenuity of small business owners. Even Schumpeter, widely acclaimed as one of the greatest economic thinkers of the 20th century, did not predict the ongoing vitality of small businesses. Indeed, we are a long way from the socialist order resulting from the efficiencies of large-scale innovation that he envisioned. Thus, a second avenue worthy of intellectual investigation includes how the individuals choosing to work for small businesses have been able to accumulate and allocate resources to identify and exploit opportunities when the deck is seemingly stacked so heavily against them.

In the spirit of these issues, the goal of this volume is to explore small business ownership at the microlevel. In so doing, it seeks to provide academics, students, practicing managers, and policy makers greater insights into the importance of the small business sector as well as the psychological underpinnings of small business ownership and the strategies by which small business owners may overcome their inherent liabilities. Volume 1 begins by framing the small business phenomenon. To do so, Headd surveys small businesses’ share of employment in the United States in chapter 1. He notes that throughout much of the country’s history, its economy was dominated by the self-employed and small business owners. However, over the past three decades, small businesses’ share of overall employment has been on the decline. Seeking explanations for this decline, Headd charts the historical trends of various factors, including the economy, the industry distribution, business turnover, technology, and the demographics of the labor force. From this analysis, he concludes that the main contributing factor is the evolution of the service industry. He suggests that as the service industry increased its share of the economy in recent decades, the employment share in service-based small businesses and younger service-based businesses declined. The author concludes by suggesting that this decline in small business might be to blame for lower job turnover over the past decade and a relatively weak recovery from the recent global recession and expresses concern that the United States may be abandoning an appreciation for the virtues of small business.

Following this overview, the initial chapters in volume 1 explore issues relating to the small business owner. In chapter 2, Quigley, Newbert, and Clark note that prior research on small business suggests that what individuals do (i.e., their behaviors) matters far more than who the individuals are (i.e., their characteristics) in determining which small businesses emerge and which do not. However, they suspect that this consensus may be because most prior research on small business creation has focused on demographic characteristics. In contrast to prior research, this chapter explores the role that an alternative set of personal characteristics, namely motivation, plays in the small business creation process. The authors not only find evidence to suggest that self-efficacy and commitment bases are important contributors to the successful creation of small businesses, but more interestingly, that economically motivated small business owners experience less success than the average small business owner, suggesting that not all motivations are equally beneficial.

Building off of the conclusions in chapter 2, Carter, Alsos, and Ljunggren argue in chapter 3 that although there is a widespread assumption that individuals start small business for financial reasons, such rewards as autonomy, flexibility, freedom, and control are often more important to small business owners. Given this reality, coupled with the fact that very few small businesses achieve exceptional growth, the authors question the economic rationality of small business ownership. In turn, they construct a sense of the economic well-being of small business owners by examining how they deal with the uncertain financial rewards associated with business ownership. Based on this analysis, the authors conclude that economic well-being actually encompasses both financial (earnings, wealth, assets, savings, and pensions) and nonfinancial (consumption, lifestyle, and living standards) rewards, which are highly subjective and individualized.

In chapter 4, Chandler examines how small business owners often make decisions. In contrast to the causal strategic planning model taught in most business schools, Chandler argues that small business owners often utilize effectual decision making, which involves experimenting and adapting until a product-market fit is eventually achieved. Although he contends that neither causation nor effectuation processes are universally applicable to all decisions, he notes that each is effective under certain conditions. Whereas causation is most appropriately applied in industries with history and stability, effectuation is most appropriately applied when seeking to introduce new products or services, apply new business models, or make offerings to new markets in which there is little concrete information and much uncertainty. Because the creation and growth of small businesses is often shrouded in uncertainty, Chandler argues that we may need to rethink how we understand the initiation and ongoing development of small businesses by viewing them through an effectuation lens. Chandler goes on to provide examples of how small business owners can and do employ effectual decision making and describes how this processes can be taught.

The next two chapters focus on the unique characteristics of specific types of small businesses. In chapter 5, Marlow and McAdam explore the influence of gender and ethnic minority status upon business owners’ attitudes toward and experiences of self-employment. The authors begin by noting the underrepresentation of women in business ownership on the global scale and then proceed to develop a gendered critique that suggests that women’s experiences of small business ownership not only reflect but also serve to reproduce their employment careers. Marlow and McAdam then analyze the same dynamics in the context of ethnic minority groups, with specific attention to defining and contextualizing what is actually meant by an ethnic minority. Although they observe higher rates of entrepreneurial activity by ethnic minorities, because of cultural predispositions and labor market exclusion, they also note that these businesses are generally among the smallest and most volatile, with few prospects for growth. Based on their arguments, the authors call for a more critical stance in exploring the persistent bias in the discourse around small business.

Family businesses are explored next in chapter 6 by Craig and Moores. They begin by noting that although small family-owned businesses dominate the economies of virtually all countries across the globe, there is no consensus as to what really constitutes a family business. Thus, they begin by distinguishing between what constitutes a family versus a nonfamily business and then continue by detailing the key differences that prevail both among family-controlled businesses and between family and non-family-controlled businesses. Based on this evidence, Craig and Moores introduce the A-GES framework, which can be used to efficiently characterize family business differences in terms of their architecture, governance, entrepreneurship, and stewardship. The authors suggest that this framework can be used for both research and practice and provide specific suggestions as to how various constituencies can employ it.

The next four chapters in volume 1 focus on how and when existing and would-be small business owners identify and exploit opportunities. In chapter 7, Anderson, Kreiser, and Weaver argue that small businesses that have an entrepreneurial orientation (EO), or those that exhibit an innovative, proactive, risk-taking strategic posture, are more likely to identify and seek to exploit potentially valuable opportunities than those that are not. At the same time, they note that how “entrepreneurial” a small business is may vary widely as a function of the quality of the institutional environment in which it operates. The authors focus on two key elements of the institutional environment, namely political and economic risk, as they present both threats (i.e., uncertainty) and opportunities (i.e., economic discontinuities) to small businesses. In response, these authors undertake a comprehensive cross-cultural empirical study to examine how political and economic risks impact the level of entrepreneurship in established small businesses. From this analysis, the authors observe the highest levels of EO among small businesses in countries with moderate levels of risk and provide advice to academics, small business owners, and policy makers seeking to improve the range of strategic options available to small businesses.

Matthews, Schenkel, and Yates contend in chapter 8 that the creation of any business, small or large, begins with the recognition of an unserved or underserved market opportunity. At the same time, they note a great deal of debate regarding whether new business opportunities result from systematic search and discovery or one of creation and design. In response, the authors attempt to contribute to the discussion around opportunity recognition by exploring the most prevalent ways that business founders view market opportunity, whether founders focused on starting small businesses view opportunity recognition differently than founders pursuing growth-oriented ventures, and whether opportunity recognition differs among men and women founders. Analyzing a sample of business founders in the United States, the authors find evidence to suggest that there is no one-size-fits-all approach to identifying and exploiting opportunities and that whether the opportunity is discovered or created is highly dependent on the founder and context.

Whether opportunities are discovered or created, founders still need to accumulate the resources needed to exploit them. Lefsrud and Jennings claim in chapter 9 that one way to do so is through storytelling. The authors argue that stories are told to build identities, to project an image, to transfer identities across contexts, or to break up identities and images. In this way, stories can often help all businesses garner resources, which is particularly important to small businesses, as they tend to have limited financial slack. The authors note that although stories must align with the social context in which the owners are embedded, stories are not fully rational in origin, design, or effect, given that they must balance both the objective (i.e., accounting numbers) and subjective (i.e., emotions) elements of the business. At the same time, the authors note that because different audiences may perceive the same story differently, small business owners often face the additional challenge of telling the same core story in nuanced ways. In light of the above challenges, the authors conclude with suggestions for small business owners regarding how to tell better stories.

Taking a more rational perspective, Tornikoski, Gerbasi, and Molecke maintain that resources are best acquired via the small business owner’s personal network in chapter 10. The authors define a personal network as the set of relationships that bind individuals together. At the same time, the authors note that not all relationships are the same and, as such, each contributes to the success of a small business in distinct ways. On the one hand, strong ties (i.e., long-standing relationships based on affective and frequent contact) are characterized by high levels of trust and reciprocity that facilitate the exchange of often highly complex and tacit resources. Yet, strong ties tend to be redundant and limit the scope of resources to which an individual has access. Weak ties (i.e., casual, distant, superficial relationships), on the other hand, connect the individual to a diverse group of potential resource providers. Thus, the authors ultimately conclude that a mix of strong and weak ties is ideal and that, as a result, small business owners should be strategic when networking so as to develop the appropriate balance.

Contrary to the above two perspectives, in chapter 11, Armstrong argues that it is not resources themselves, but rather “resourcefulness,” that is the most valuable asset a small business can have. The author begins by defining resourcefulness as “the ability to cope with difficult situations or unusual problems by putting available resources to efficient or ingenious use,” ultimately maintaining that small business owners exploit opportunities by being resourceful. He continues by exploring four distinct ways in which people act resourcefully to identify and pursue business opportunities—causation, effectuation, bricolage, and improvisation—and then explores why, from a cognitive perspective, a small business owner may choose one resourceful behavior over another.

In addition to determining how to exploit opportunities, small business owners must also determine when to exploit them. Thus, in the final chapter in volume 1, Lévesque explores the entry timing decision. She begins chapter 12 by noting a debate regarding the perceived benefits of entering a market early: although early entry often enables businesses to gain expertise, technological leadership, and control of distribution channels, to influence customers and to erect entry and mobility barriers, it may also result in lower chances of survival. Thus, the author seeks to resolve this issue through the use of formal modeling methods to identify the optimal time to enter a market as well as the tradeoffs associated with different entry times. Based on the results of her decision-theoretic models, the author provides market entry advice to small business owners based on a variety of firm- and environmental-level factors, in light of various performance objectives.

Taken together, the chapters contained in this volume are intended to shed new light on the dynamics facing the small business owner. By providing insights as to why and how different types of individuals seek to start different types of small businesses and how they are able to amass the resources needed to identify and exploit opportunities at the right time, these chapters may prove a valuable source of information for academics and students interested in micro-level perspectives of small business as well as individuals interested in starting or working for small businesses. Moreover, by emphasizing the prominence of the small business sector upfront, this volume may also aid in decisions by policy makers seeking to support this vibrant sector of the economy.

In total, the rigorous and insightful work of the authors in this volume is intended to inform the collective understanding of small business in the following ways. First, by approaching timely issues with an eye on academic and practical relevance, the chapters convey the current thinking on some of the most important challenges facing today’s small business owners. Second, by speaking to a wide variety of audiences, including academics, students, practitioners, and policy makers, the chapters provide insights and action agendas that may improve the current approach to small business theory and practice. At the very least, given the importance that small businesses continue to play in the economy, coupled with the inherent challenges their owners face, the chapters in this volume may add some degree of richness to the ongoing discussion regarding the importance of small business.

NOTES
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Small Businesses’ Share of Employment: Charting the Course over the Last Three Decades

Brian Headd

At the time of the American Revolution, our nation was primarily composed of the self-employed and small business owners. A glance at the list of men who signed the Declaration of Independence reveals a roster of self-employed and small business owners, with farmers, lawyers, and merchants dominating. As the United States grew, so did its businesses, and today the history of our country is also the history of small businesses growing into bigger ones.

However, since the late 1970s, the share of Americans employed by small businesses (firms with fewer than 500 employees) has been on the decline. With large firms increasingly dominating U.S. business, we have also seen an increase in the average firm size. This means fewer opportunities for current and potential small business owners.

The last 30 years have seen the end of the Cold War, the Gulf War, the war in Afghanistan, the Iraq War, the aging of the baby boomers, large swings in the stock markets, the proliferation of personal computers, the Internet, the cell phone, the tech bubble, double-digit inflation, double-digit unemployment, and the Great Recession. Wars, economic volatility, and technological and demographic changes can certainly be expected over such a long period, but it would have been difficult to collectively predict their impact on small businesses. But surprisingly, in 1978, the decline in small businesses was actually foreseen. With the maturing of the Industrial Revolution, Robert Lucas’s seminal paper predicted a slow, steady decline of small businesses.1 With a few decades of hindsight, a decline in manufacturing employment overall, an increase in service employment, and the coming of the Internet age all seeming to herald a golden era of small businesses, one would be tempted to say that his prediction was wrong before one looks at the share of employment in small and large firms.

The first step to looking at small businesses’ share of anything is to create a definition of small business. A prevalent U.S. federal government definition of a small business for individual industries is a firm with fewer than 500 employees.2 This definition is used in this chapter to define a small business or firm. For semantics sake, one could consider this a measure of small- and medium-sized firms. In fact, the Organisation for Economic Co-operation and Development (OECD) tends to use the term small and medium enterprises (SME) for firms with fewer than 250 employees. One could also use income- or sales-based measures to define small business, but sales measures reflect very different kinds of economic activity from one industry to the next. A retail or wholesale trade business that has the same sales level as a manufacturing company will tend to have a very different amount of economic activity or value added. In addition, inflation makes dollar measures of size less useful over time. A receipt size class of $100,000 to $1 million differs from 1990 to 2011.

While some may quibble with using fewer than 500 employees to define small firms, figure 1.1 shows that the share of employment in firms with fewer than 500 employees is highly correlated with the share of employment in firms with fewer than 100 employees (0.97 during this period), so the use of a definition of small firms as those with fewer than 100 employees is highly likely to reveal similar trends.


[image: C01_FIG_001.tif]


FIGURE 1.1 Small Businesses’ Share of Employment versus the Self-employment Rate

Source: Adapted from data available in the U.S. Census Bureau’s Business Dynamics Statistics and Current Population Survey, and Bureau of Economic Analysis.



Figure 1.1 also shows that in the last few decades, according to the U.S. Census Bureau’s Business Dynamics Statistics (BDS), the share of the private-sector employment in small firms has experienced a slow, steady decline from 53.8 percent in 1977 to 49.8 percent in 2011 (see table 1.1 in the chapter appendix for figures).3 If small businesses’ share of employment in 1977 was maintained in 2011, nearly 4.5 million workers would be working for small firms instead of large firms.

The above statistics only focus on businesses with employees, but there is a similar decline taking place with individuals whose primary occupation is self-employment (the incorporated self-employed, who tend to be employers by definition, represent about one-third of the self-employed, but published data about them is only available since 2000 so they are not included here). Most of them do not have employees, but a decline in the self-employment rate could be considered a canary-in-the-coal-mine statistic with regard to the trends of entrepreneurship and competition. Self-employment rates in the United States declined from 13.8 percent in 1960 to 8.4 percent in 1977 and 6.7 percent in 2012. If the self-employment share in 1977 was maintained in 2011, nearly 2.4 million more workers would be business owners.

Figure 1.1 illustrates the similarities in the trends in the share of small business employment and the number of small business owners, or self-employed. David Blau focused on the increase in the self-employment rate in the 1970s and early 1980s and found increases related to technology via productivity changes.4 But the decline that preceded the 1970s continued from the mid-1980s to today. It is difficult to evaluate self-employment trends without knowing whether individuals are self-employed for opportunistic reasons or for reasons of necessity as available data do little to capture the strategy of the business (e.g., simply provide a job for the owner, try to grow into a larger business, etc.).

The trend of small businesses’ declining share of employment is also mirrored by their declining share of payroll (figure 1.2). It is not surprising that they would track each other, as having less labor would most likely result in less pay, but along with the decline in self-employment, this shows that small businesses are becoming less of the economy overall as large businesses account for a bigger and bigger slice of the economic pie (employment, payroll, sales, etc.).
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FIGURE 1.2 Share of Small Business Employment versus Small Business Payroll

Source: Adapted from data available in the U.S. Census Bureau’s Statistics of U.S. Businesses.



The first question to ask is whether the declines matter. Sure we need businesses because auctioning off the fruits of our individual labors at the end of each workday would be problematic,5 but how many? The basic economic theory behind the production function [f(x)], or technology and basket of inputs used to create a basket of outputs, for an economy does not address the number of firms, the firm size distribution, the survival rate for firms, whether they even need to hire employees, and, overall, the life cycle of the firms. Theoretically, the number of small businesses or the share of employment in the economy from small business is a relatively insignificant figure. At the end of the day, consumers just want products and services that offer the best value for their dollars, whether from small or large producers. Theory tempts us to think of small firms as miniversions of large firms, but Acs illustrates, by examining the steel industry and minimills, that small firms have a uniqueness.6 Their cost structure, capital levels, and even focus on niche products is just different.

The theory does not tell us what the numbers should be, but the numbers tell us something about the state of our commerce. Small businesses’ share of employment can be viewed as a proxy for economies of scale or as a way to measure the competitiveness of markets. For example, if each industry produced commodities and was dominated by a monopoly or oligopoly, small businesses’ share of employment would be very low. What makes the study of the share of small business employment important for the economy is this: the lower the small business share of employment, the less likely small business as a group will be able to influence the competitive market by pressuring large and other small firms to be more productive and create more value for consumer dollars.

Of course, with the decline of small businesses’ share of employment comes the loss of the virtues that small businesses bring to the economy. Small businesses bring an essential dynamic and competitive component to our economy that results in economic and employment growth. Bruce et al. show that small firm births have a large impact on an area’s economic growth.7 Since 2000, we have experienced a decline in the aspects of the U.S. economy that are essential to fostering growth and innovation, and U.S. GDP has not risen by more than 3.5 percent in any year during this period. This is more than three times longer than any other period without a “strong year” that goes back to at least 1930. Small firms also account for a large share of net new jobs.8 Also, over the last decade, net job creation has struggled with nonfarm employment at the end of 2011 being below the level at the end of 2000.

What has changed with regard to our business environment over the last few decades? And has the pendulum swung so far in the direction of large businesses that the declining benefits that small businesses bring to the market are impacting our current economy?

The motivation for this chapter is from a New York Times blog by Scott Shane and follow-up guest blog by the author.9 Fortunately, relatively recently released data from the U.S. Census Bureau, the Business Dynamics Statistics, provide an opportunity for a more in-depth analysis. More recently, Shane points out that the decline in job turnover at both small and large firms was greater at large firms, favoring large firm employment, as large firms decreased job losses more than small firms.10

This chapter also builds upon two previous research studies. Kathryn Kobe estimated small businesses’ share of output at the major industry level from 1998 forward.11 She found small businesses had a decreasing share in services but an increased share in manufacturing. Similar to the payroll trends mentioned above, these trends track the employment-share decline.

The other study, by Eleanor Choi and James Spletzer, shows the average size of establishments, or business locations, rising during the 1990s and declining during the 2000s.12 So, in the last decade, business locations had fewer employees manning each store, warehouse, or factory. They find the classic economic story of replacing labor with capital central to this later trend. Essentially, technology was producing gains for production at the expense of jobs. They also note the declining number and size of start-ups in the 2000s.13

The average employment size of establishments is similar to but different than small businesses’ share of employment. They measure different things. One represents business locations and the other the entirety of a firm, often referred to as the enterprise (which can encompass multiple establishments or business locations). There is interest in studying each of these trends because they indicate a shift in the relationship between business and labor. Both seem central to the labor-market struggles the United States is currently facing.

While employment per establishment is declining, the small business share of employment is also declining. This can seem like a contradiction, but large businesses have increased the number of establishments that they own. From 1977 to 2011, small businesses averaged 1.1 establishments per firm, while it rose from 43.9 to 62.6 in 2011 for large businesses. An interesting way to think of these trends is that the economies of scale for a plant decreased while the economies of scale for managing increased. Surprisingly, with the talk of the increase of franchises and the Walmart effect, the average number of establishments for large retail trade businesses grew less than the national figure, rising from 89.0 locations in 1977 to 110.5 locations in 2011. Figure 1.3 also shows that employees per firm rose from 19.3 in 1977 to 23.2 in 2011, while employees per establishment growth was much more muted, 15.9 percent to 17.1 percent, respectively.
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FIGURE 1.3 Employment per Firm versus Establishment

Source: Adapted from data available in the U.S. Census Bureau’s Business Dynamics Statistics.



An interesting side note when evaluating small businesses as a whole is that they are not very homogeneous. Some have differing strategies, some are in differing industries, and some are in differing life stages. This makes aggregating them and telling a story tricky, but they do adhere to one central tenet by definition: they are not “large” firms.

It is hoped that this chapter furthers the discussion of small businesses as a whole, what the trends have been, what the future holds for the small business economy, and how this fits in the larger macroeconomy. The next section will discuss what small businesses bring to the economy, which with a decline in small businesses would presumably be declining. This will be followed by a section addressing the cause of small businesses’ decline in the share of employment. Finally, this chapter presents a discussion on how government policies affect small businesses.

SMALL BUSINESSES’ ROLE IN THE ECONOMY

Small businesses’ 5 million employers provide significant economic and social benefits to the economy.14 Without small businesses, we would have less economic output, growth, and opportunity for economic mobility. Small businesses facilitate competitive markets, play a unique role in technology creation, and are central to net job creation.

The most indisputable role of small business in the economy is providing competition or the threat of competition.15 This competition leads to winners and losers as firms constantly strive for better ways to produce to obtain a competitive edge. Joseph Schumpeter lauded this virtue of small business in the process he described as “creative destruction,” where start-ups will supplant existing companies and then eventually be replaced by start-ups themselves.16 Labor and capital will become too expensive for the unproductive firms, and, through business failures, these resources will become available for existing productive firms and new untested ventures. This can appear like a wheel spinning without the car moving forward as ventures come and go with little impact on the economy overall, but eventually a new process or technology will be developed that will diffuse through the economy to other firms and make the economy more productive.

Developing a new process or technology or being innovative is the goal of many small and large firms. However, the way small and large firms carry out innovation may differ. Large firms tend to have more formal research and development (R&D) processes, while small firms tend to have less formal R&D. In fact, much of the small firm R&D may have begun before the business was founded, transforming the old adage “Don’t quit your day job” to something like “Don’t quit your day job until you have tinkered enough to be ready with your prototype.”

With different methods, this leads to small and large firms having differing but complementary and necessary roles in innovation.17 William Baumol mentions the incremental changes of large firms versus the revolutionary changes from small firms.18 Stated another way, one could say that large firms are the winners in their industries and are trying to keep the cash cow alive, while small firms are trying to create industries or birth a cash cow.19

It makes one wonder whether a large driver in the declining share of small firm employment is the declining amount of entrepreneurial innovation, or hopefully not vice versa, considering the trends. But it is also possible that as large businesses become a larger share of the economy, their characteristics and activities will become a more dominant feature, too. Rather than an increase in R&D leading to a decline in small business activity, the increased R&D might be a result of there being more large businesses. Inflation-adjusted, industry-funded R&D doubled about every 12 years from 1977 to 2000 and has been U-shaped over the last decade.20

The benefits of small business do not just accrue for the economy; they also accrue for the owners. Business ownership is not a country club where one has to apply and get permission; becoming a business owner is open to all types of people. If individuals are struggling with employment or just want to become more empowered, they can open a business and possibly get rich in the process. Self-employment rates for immigrants, who often struggle to enter the workforce, are slightly higher than the national average (10.7 percent versus 9.4 percent, respectively, in 2011).21 And of the Forbes 400 wealthiest individuals, Forbes claims that 7 out of 10 are self-made.22

Becoming a billionaire from scratch may be a romantic and unrealistic outcome for most small business owners, but ownership does provide an avenue to make our society less of a caste system. If you feel undervalued in wage work, you can take the leap and work on your own venture. Some people become business owners out of economic necessity because of the lack of wage work.23 Whether out of opportunity or necessity, business owners could be attempting to use the business as a way to create an ideal job for themselves. For instance, dentists and corner-store owners often follow this pattern, where they do not necessarily have designs on growing the business.

But some entrepreneurs are trying to change the world. Spencer, Kirchhoff, and White point out that entrepreneurial innovation can be a great creator and redistributor of wealth by, ironically, building upon the technological advancements of large firms.24 They provide great examples of entrepreneurs who have created new technologies and wealth, such as building upon AT&T’s transistors to develop semiconductors.25

While trying to create wealth and possibly employ new technologies, entrepreneurs often create jobs. And the most debated contribution of small business to the economy would have to be job creation.26 Arguments tend to center on the data, methodology, and definitions used to calculate small businesses’ employment role. David Birch kicked off the debate by pointing out the value of small business as a large job generator.27 Birch’s findings were initially dismissed by many via an “attack the data; attack the findings” strategy.28 D&B data are, of course, imperfect, particularly with small firms, because it is difficult to find relatively small and new firms, determine their size, and determine when businesses close. Even for a government entity, tracking the universe of firms is a herculean task; however, because firms are required to fill out government forms, such as wage withholdings and tax forms, government-aggregated data tends to be more widely accepted. Such new and more widely accepted datasets as the U.S. Census Bureau’s Statistics of U.S. Businesses (SUSB) and Business Dynamics Statistics (BDS) validated much of Birch’s work using D&B data, showing that small businesses account for a large share of net new jobs.29

With regard to methodology and definitions, of course, a larger definition of small business would show more net new jobs from small businesses. Okolie further points out that the method used to define the start size of the firm and the length of the time period studied will further impact job-creation results.30

When trying to determine the impact of a firm-size class on the economy, you have to track the employment changes of individual firms from one time period to the next. This is referred to as dynamic data, and this data explains why small firms generate a disproportionate share of the net new jobs without growing as an overall share of employment. The simple answer to why this is the case is that small firms can grow into large firms. Almost all large firms started as small firms. Very few firms begin business operations with more than 500 employees on day one or even 100 employees or even 20 employees. Few firms even grow beyond 20 employees. The U.S. Census Bureau’s BDS reports only 11 percent of firms having 20 or more employees in 2011.

When tracking firms, groups of small and large businesses will create jobs through births and expansions, and groups of small and large firms will destroy jobs through deaths and contractions. Critics have argued that while small businesses create a lot of jobs, they lose a lot, too. Therefore, they reason, small businesses’ contributions are nullified. However, economists understand this and therefore calculate “net” new jobs—the difference between jobs lost and jobs created. Using this measure, small business is king. The Bureau of Labor Statistics’ Business Employment Dynamics (BED) show that small businesses have accounted for 64 percent of the new jobs—on net—since 1992. During this same time period, BED reports small business have accounted for 77 percent of job gains and 77 percent of job losses.

Considering that the Census Bureau’s BDS and SUSB show job gains and losses from firm births and deaths each being around 3 million jobs annually (essentially canceling each other out), criticism also tends to focus on the perceived low survival rate of small businesses, arguing that jobs from start-ups are just a flash in the pan. Criticism can also focus on small businesses’ perceived high share of part-time workers. Their arguments point out that if small businesses have high closure rates, they are a waste of resources, and if they provide part-time jobs, this does little to help workers economically advance.

However, Phillips and Kirchhoff were the first to disprove the myth of “90 percent of new firms dying in their first year,” finding instead that about 40 percent survive 6 years or more.31 Even with the recent downturn, BDS reports similar figures from 2006 to 2011; 43 percent of new employer firms survive 5 years or more. With a median employee tenure of 4.6 years in January 2012, according to the Bureau of Labor Statistics, it is clear that even the new firms are providing more than just flash-in-the-pan jobs.32 Business turnover is not the main cause of employee turnover. Small firms also have similar shares of part-time workers as the private-sector economy as a whole: 24 percent versus 22 percent, respectively, for 2011.33

Another unique methodology for studying small business job creation is to exclude start-ups. Breaking out start-ups and including losses from the closure of existing companies shows that nonstart-ups on net lose jobs over time.34 But small start-up businesses are small businesses, and excluding them creates a disingenuous analysis. Not including jobs from start-ups in small businesses’ job counts would not be including all of the components necessary for a proper net calculation: births, expansions, contractions, and deaths.

As start-ups and closures come and go, and try to be innovative, they can also provide a type of shock absorber for the economy by helping to keep the number of chronically unemployed at a minimum and creating openings for new entrants to the labor force, such as students and immigrants. Small business employment as a whole offers flexibility to the business cycle that large businesses would struggle to replicate. But there is a worry that the decline of employment turnover from the births and deaths of businesses is not just a result of the recent downturn. With over a decade decline in employment turnover from business turnover, the trend looks structural (see figure 1.4).

The lack of labor turnover can be also seen in the economy as a whole, beginning around 2000, and, more recently, flattening out at a relatively low level, matching the labor turnover trend with the business turnover trend (see figure 1.5). It may seem odd to worry about declining employment losses from deaths, but births and deaths tend to go together or track each other over time, and higher turnover equates to a faster process of bringing in new ideas and vigor and weeding out inefficient processes.

Firm creation, technology creation, wealth creation, and job creation can be discussed separately, but they are different sides of the same coin, different aspects of a healthy small business market.



[image: C01_FIG_004.tif]


FIGURE 1.4 Quarterly Establishment Employment Dynamics

Source: Adapted from data available in the U.S. Bureau of Labor Statistics’ Business Employment Dynamics.
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FIGURE 1.5 Job Turnover Rates

Source: Adapted from data available in the U.S. Bureau of Labor Statistics’ Business Employment Dynamics.



WHAT IS DRIVING THE DECLINE IN SMALL BUSINESSES’ SHARE OF EMPLOYMENT?

Before discussing the potential factors driving the decline in small businesses’ share of employment, one has to acknowledge blind spots. Probably the biggest blind spot in analyzing the size of firms over time is related to subcontracting (and outsourcing in general). Whenever one company buys goods or services from another company, this is a form of subcontracting, and it has been occurring since the beginning of commerce. Subcontracting could lower the economies of scale and average firm size. For instance, (setting regulations aside) one could start an airline with a very small workforce by subcontracting chartered jets. Unfortunately, solid U.S. statistics on how much of the value of goods and services from businesses was produced internally and how much was procured from outside the business is not available. With the commonly held belief that subcontracting is trending up, one could expect small firms to fill the specialty niches or one could also expect small firms to get shut out of subcontracting opportunities. Without historical data, this is a discussion without a conclusion. But subcontracting brings up an interesting point when thinking of small and large businesses; they can be partners or they can be competitors.

The ongoing battle between small new companies and big turf-protecting corporations as they partner and compete causes friction, so it is not surprising that small businesses’ share of employment is not static. Drivers analyzed include the economy, industry distribution, the speed of businesses turnover, technology, and the demographics of the labor force.

Good economies could lead individual companies to expand and start businesses. In a downturn, existing large and small firms tend to shed employment, and new firms tend to start smaller than they would have in a growing economy. Business-cycle effects can be seen in the data with a lag effect. Figure 1.1 shows small businesses’ share of employment often rising a few years after downturns. Thus, the small firms’ share of employment or the average employment size of the firms has a cyclical trend.

Other than business-cycle ups and downs, figure 1.1 shows that small businesses’ share of private-sector nonfarm employment was relatively flat during the 1980s and then declined over the next two decades. In the late 2000s, the small business share of employment fell below the magical figure of 50 percent for the first time since data became available.

Along with cyclical fluctuations over U.S. history, the economy has certainly had structural fluctuations as well. Farms dominated America’s mix of industries centuries ago. In fact, almost three-quarters of the labor force was agricultural in 1800.35 As a result of the Industrial Revolution, small businesses’ share of employment declined as factories absorbed immigrants and some displaced farm workers. By 1940, 36 percent of private-sector (nonfarm) workers were employed in manufacturing. This number, which continued rising throughout World War II, reached 44 percent in 1944. More recently, revolutions in services and technology have taken hold. By 2012, manufacturing had declined to 11 percent of private-sector employment, and farming occupations had fallen well below 1 percent. But service-providing industries (industries besides farming, manufacturing, construction, and mining, essentially) employed 86 percent of private-sector workers. One would expect that as workers left factories for service-related jobs, small businesses’ share of employees would increase because the economies of scale necessary for a service firm are smaller than for a manufacturing firm. For example, to produce planes, trains, or automobiles, you need a large workforce and machinery, but to offer dog walking or daycare, you could manage with a small workforce. One could even expect the size of service firms to decline as capital replaces labor: for example, grocery store self-checkout stations. Surprisingly, the opposite effect occurred with the most recent revolutions.

Figure 1.6 dissects the slide of small businesses’ share of employment into industries. Of the major industries with large shares of employment, manufacturing increased its share of small firm employment and retail trade, and services decreased their shares. The retail trade result offers evidence of the increasing influence of national chains, and the manufacturing gain offers evidence of the increasing influence of minimills. But the reason for the service decline is unclear. The service trend looks to track the national figure better than the other industries, as does, to a lesser extent, retail trade. Small businesses’ share of service employment was 66 percent in 1977; it fell to 51 percent in 2011. This decline was exacerbated at the national level by services’ share of total employment rising from 23 percent to 43 percent over the same period. In the last decade, when services constituted a large share of total employment, small businesses’ share of employment moved lock step with services’ share. Ironically, manufacturing, an industry traditionally dominated by large firms, bucked the trends of other industries and steadily increased its share of small business employment from 32 percent in 1977 to 39 percent in 1997 and 42 percent in 2011.
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FIGURE 1.6 Small Businesses’ Share of Employment by Major Industry

Note: A few years for the service industries were estimated because employment for the 1–4 employee class was disclosed (using the previous year’s 1–4 employment level).

Source: Adapted from data available in the U.S. Census Bureau’s Business Dynamics Statistics.



It is clear that the next step to better isolating the declining share of employment in small businesses would be to focus specifically on the service industry. The decline in small businesses’ share of service employment could have been because of large declines in the share of small business employment in specific service industries or to a changing mix of specific industries within the service industry. For example, the service industry in 1980 may have had a larger share of industries that were small business dominated, such as auto repair, compared to the more recent predominance of industries such as business services, which have a lower share of small business employment.

While BDS does not have industry detail beyond the major industry level, the Census Bureau’s SUSB does. Unfortunately, the break in industry definitions caused by the transition from the Standard Industrial Classification system to the North American Industry Classification System in 1997 creates an obstacle for this type of analysis. Figure 1.7 shows that the small business share of employment in the combined industry of Professional, Scientific, and Technical Services dropped consistently over the last 15 years and that Education Services also did so over the last decade. Health Care and Social Assistance’s share did not change much over this period, but it also had an impact on the national figures because its share is lower than the national figure and its total share of employment increased from 12.7 percent in 1998 to 15.9 percent in 2010 (SUSB’s last year of data available). So the decline in services’ share of employment has been relatively broad within the industry.
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FIGURE 1.7 Detailed Service Industry’s Share of Small Business Employment

Source: Adapted from data available in the U.S. Census Bureau’s Statistics of U.S. Businesses.



So what is happening in the service industry to make it oriented toward larger businesses? Is it maturing, with businesses leaning toward being older? Newer businesses tend to be smaller and therefore drive down small businesses’ share of employment. The BDS shows start-up firms averaged 6 employees over the last few decades, and this rose to over 12 employees by the firm’s fifth year.

To track the impact of newer businesses on the small business share of employment, the share of employment in firms that are three years of age or less for services, manufacturing, and retail trade are shown in figure 1.8 (considering three years of data was needed for these variables, data from 1980 to 2011 is presented). The total share of employment in relatively young firms dropped from 14.7 percent in 1980 to 7.6 percent in 2011. All three major industries showed declines, but, again, the total figure and the service figures track each other extraordinarily closely. The maturing of the service industry is at the heart of small businesses’ decline in employment, but other factors could also be correlated with this decline.
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FIGURE 1.8 Detailed Service Industry’s Share of Small Business Employment

Source: Adapted from data available in the U.S. Census Bureau’s Business Dynamics Statistics.



As mentioned before, service industries have, on average, lower economies of scale than manufacturing industries. And economies of scale are determined by the technology used to produce goods and services with the most efficient mix of labor and capital.

The introduction of new technologies that increase productivity could impact small firms’ share of employment. Technology could lead to capital replacing labor, making firms smaller, or it could lead to massive pieces of machinery (or branding) that require large workforces. Figure 1.9 shows productivity having an inverse relationship with small businesses’ share of employment and also flattening out around downturns. This gives credence that technology increases lead toward increases in economies of scale. One could say that branding, large inventory systems, and the like are trumping the miniaturization of the office.
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FIGURE 1.9 Productivity Trends

Source: Adapted from data available in the U.S. Census Bureau’s Statistics of U.S. Businesses and the U.S. Bureau of Labor Statistics.



Workforce age distribution could affect small businesses’ share of employment because people have a slight tendency to work at different sizes of firms based on what point they are at in their careers. Entry-level and near-retirement workers tend to work at smaller firms.36 Additionally, self-employment rates tend to increase with age, and an increase in the self-employment rate would also be a sign of the economy’s shift to “smallness.”37 Figure 1.10 shows that the share of the labor force that is relatively young is rapidly decreasing and, conversely, that the share of older workers is rapidly increasing. But the decline is so consistent that it is difficult to ascertain its interaction with other trends in the economy.
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FIGURE 1.10 Trends of Younger Workers

Source: Adapted from data available in the U.S. Census Bureau’s Business Dynamics Statistics and the U.S. Bureau of Labor Statistics.



The decline of younger workers, however, is occurring only in small firms, not large firms. From 1991 to 2011, firms with fewer than 500 employees had a decline of 2.6 million workers aged 20 to 34, while firms with 500 workers or more increased by 0.9 million. The decline in younger workers could be an argument for policy makers to increase immigration among the relatively young to create a more balanced workforce with regard to age distribution.

RULES OF THE GAME

As a final note on what role small businesses can have in the economy, it has a lot to do with how small businesses interact with federal, state, and local authorities. Much of the state and local interaction is in the form of taxes, laws, regulations, and possibly economic development programs.

While fiscal policy that establishes the tax treatment of small and large firms may get the most airplay in the press and the most comments in Internet articles, the federal government’s antitrust and regulatory policies are arguably larger factors in determining the small versus large firm competitive landscape.38 From the end of the 1800s through the middle of the 20th century, the federal government developed laws to curtail anticompetitive practices: for example, the Sherman Antitrust Act (1890), the Clayton Antitrust Act (1914), the Robinson-Patman Act (1936), and the Celler-Kefauver Act (1950). The enforcement of these laws by the Federal Trade Administration and the interpretation of them in case law has waxed and waned over the years, but the sentiment has remained the same: preserve competition to protect consumers and workers. While the laws are not intended to assist small businesses directly, the curtailing of monopolies and of efforts to preserve monopolies certainly helps small businesses.

More recent federal efforts to maintain a competitive landscape have been in the area of federal regulations. Over the last few decades, the number of antitrust cases initiated by the Department of Justice has had a slow, steady decline, while the regulatory listings in the Federal Register have been relatively steady.39 And of course regulations tend to have a cumulative effect on businesses. But small businesses are being considered in the regulatory process. With the passage of the Small Business Regulatory Enforcement Fairness Act in 1996, federal agencies are required to consider the impacts their proposed rules would have on small firms and develop alternatives to create a fair environment. As an example, a federal regulation creating a fixed cost for each firm is going to impact small firms more than large firms and could alter the competitive landscape, while, alternatively, a tiered or variable cost for each firm could be more fair and might have much less of an impact on the competitive landscape.

The federal government’s least discussed strategy for supporting the small business sector is accepting firm failures rather than having firms limp along while using the economy’s limited supply of resources. Accepting firm failures is at the heart of a fair bankruptcy system, one in which there is a proper balance of creditors having reasonable expectations of being repaid and small business owners not being overly punished for financial failure. The most successful business founders tend to be the ones that have learned from failure. Essentially, we want incentives for lenders to make loans and for entrepreneurs to take risks.

Businesses seeking bankruptcy protection declined until the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA). More recently, there has been an uptick in business bankruptcies, but it is unclear how much, if not all, of this is attributable to the economy. Figure 1.11 shows that personal bankruptcies and business bankruptcies have had differing long-term trends and should be considered separately when addressing new policies.
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FIGURE 1.11 Bankruptcies

Source: Adapted from data available in the Administrative Office of the U.S. Courts.



CONCLUSION

With the small business share of employment in decline since the late 1980s, this chapter serves as an initial foray into evaluating the decline. Charting the economy, industry distribution, business turnover, technology, and the demographics of the labor force highlights their roles in small businesses’ declining share of employment. The main factor appears to be the evolution of the service industry. This is surprising considering the service industry tends to have a higher-than-average share of employment in small firms, and employment in services was increasing during the period of analysis. But the service industry has been a main driver of the national trend because the service industry is such a large share of overall employment and the industry’s share of small business employment fell dramatically during this period.

While the decline in the share of small firm employment and employment births may seem relatively low, they may have crossed a tipping point where the economy is losing the virtues of small firms and new firms. Maybe that is why the U.S. economy started to lose a dynamic component to the labor market around 2000 as job turnover started to decrease and why the recovery from the most recent downturn has been anemic compared to the recoveries from previous downturns.

And with small business being synonymous with young business, one could say that the industrial cycle is at a mature stage where the age distribution is tilted toward older firms. This is not unlike how the age distribution of the population is out of balance from the impact of the baby-boom generation. It is unclear whether the decline in small businesses’ share of the economy will continue and what action policy makers could or should take to stem the tide.

Of course, small businesses have not gone away, they have merely declined their share of the economy. From 1977 to 2011, while the population grew 42 percent, the number of small businesses grew 45 percent, but the number of large businesses grew 84 percent. Even so, small businesses still represent 99.7 percent of employer businesses, and firms with fewer than 100 employees represent 98.0 percent of all employers.
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APPENDIX


TABLE 1.1 Private-sector Firms and Employment by Employment Size of Firm, 1977–2011




	

	
Firms


	
Employment





	
Firm start year


	
Total


	
< 500


	
500+


	
Total


	
< 500


	
500+


	
% < 500





	

1977



	

3,431,599



	

3,421,755



	

9,844



	

66,095,977



	

35,531,936



	

30,564,041



	

53.76






	

1978



	

3,447,904



	

3,437,838



	

10,066



	

69,569,022



	

37,889,489



	

31,679,533



	

54.46






	

1979



	

3,600,543



	

3,589,838



	

10,705



	

74,025,052



	

40,228,404



	

33,796,648



	

54.34






	

1980



	

3,609,077



	

3,598,062



	

11,015



	

74,740,618



	

39,944,056



	

34,796,562



	

53.44






	

1981



	

3,567,732



	

3,556,385



	

11,347



	

73,492,178



	

38,525,259



	

34,966,919



	

52.42






	

1982



	

3,620,689



	

3,608,959



	

11,730



	

74,550,725



	

39,301,810



	

35,248,915



	

52.72






	

1983



	

3,680,662



	

3,668,232



	

12,430



	

72,653,256



	

38,838,978



	

33,814,278



	

53.46






	

1984



	

3,818,510



	

3,806,552



	

11,958



	

77,260,668



	

42,040,420



	

35,220,248



	

54.41






	

1985



	

3,974,944



	

3,962,199



	

12,745



	

81,049,560



	

44,654,788



	

36,394,772



	

55.10






	

1986



	

4,084,646



	

4,071,212



	

13,434



	

83,447,198



	

46,085,983



	

37,361,215



	

55.23






	

1987



	

4,202,396



	

4,188,204



	

14,192



	

85,688,735



	

47,427,709



	

38,261,026



	

55.35






	

1988



	

4,201,536



	

4,187,013



	

14,523



	

87,413,976



	

47,823,393



	

39,590,583



	

54.71






	

1989



	

4,213,926



	

4,198,457



	

15,469



	

90,332,223



	

49,030,324



	

41,301,899



	

54.28






	

1990



	

4,318,579



	

4,302,957



	

15,622



	

92,606,929



	

49,833,312



	

42,773,617



	

53.81






	

1991



	

4,376,226



	

4,360,455



	

15,771



	

91,427,357



	

48,741,692



	

42,685,665



	

53.31






	

1992



	

4,402,265



	

4,386,581



	

15,684



	

91,741,273



	

49,123,069



	

42,618,204



	

53.55






	

1993



	

4,457,619



	

4,442,018



	

15,601



	

93,298,854



	

49,912,616



	

43,386,238



	

53.50






	

1994



	

4,533,243



	

4,517,263



	

15,980



	

94,987,140



	

50,912,037



	

44,075,103



	

53.60






	

1995



	

4,622,047



	

4,605,645



	

16,402



	

98,519,668



	

52,601,137



	

45,918,531



	

53.39






	

1996



	

4,698,418



	

4,681,253



	

17,165



	

100,379,926



	

53,224,634



	

47,155,292



	

53.02






	

1997



	

4,769,359



	

4,752,235



	

17,124



	

103,203,764



	

54,678,246



	

48,525,518



	

52.98






	

1998



	

4,804,003



	

4,786,438



	

17,565



	

106,275,732



	

55,602,788



	

50,672,944



	

52.32






	

1999



	

4,831,996



	

4,813,809



	

18,187



	

109,065,572



	

56,356,587



	

52,708,985



	

51.67






	

2000



	

4,843,081



	

4,824,558



	

18,523



	

112,632,348



	

57,734,553



	

54,897,795



	

51.26






	

2001



	

4,927,394



	

4,908,256



	

19,138



	

114,349,497



	

58,136,777



	

56,212,720



	

50.84






	

2002



	

4,969,074



	

4,949,946



	

19,128



	

112,120,228



	

57,302,621



	

54,817,607



	

51.11






	

2003



	

5,011,781



	

4,993,294



	

18,487



	

112,716,864



	

58,452,967



	

54,263,897



	

51.86






	

2004



	

5,087,703



	

5,069,128



	

18,575



	

113,997,875



	

59,437,049



	

54,560,826



	

52.14






	

2005



	

5,189,577



	

5,170,957



	

18,620



	

115,516,387



	

59,935,214



	

55,581,173



	

51.88






	

2006



	

5,230,461



	

5,211,637



	

18,824



	

118,915,231



	

61,293,281



	

57,621,950



	

51.54






	

2007



	

5,299,672



	

5,279,859



	

19,813



	

119,912,162



	

61,187,179



	

58,724,983



	

51.03






	

2008



	

5,248,146



	

5,228,110



	

20,036



	

120,081,553



	

60,458,613



	

59,622,940



	

50.35






	

2009



	

5,073,998



	

5,053,457



	

20,541



	

113,663,668



	

56,557,051



	

57,106,617



	

49.76






	

2010



	

5,001,668



	

4,982,904



	

18,764



	

111,260,297



	

55,406,418



	

55,853,879



	

49.80






	

2011



	

4,981,494



	

4,963,367



	

18,127



	

112,366,287



	

55,936,326



	

56,429,961



	

49.78






	

Notes:
 Based on initial period firm size (data is also available based on average firm size across two time periods).



Establishment activity is defined by the existence of March 12 employment, and data based on establishment size is also available from BDS.




Source:
 U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S. Census Bureau, Business Dynamics Statistics (

www.census.gov/ces/dataproducts/bds

).
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The Motivations Underlying Small Business Formation: An Overview and Empirical Examination of Self-Efficacy and Commitment

Narda R. Quigley, Scott L. Newbert, and Kevin D. Clark

Much has been written about the individual-level antecedents of successful small business creation. In our consideration of past scholarship on this topic, two broad categories emerge: who the individual is (characteristics) and what the individual does (behaviors). Recent research suggests that the latter matters far more than the former in determining which businesses emerge and which do not.1 This conclusion, however, may be an artifact of the types of characteristics that are typically analyzed in empirical work, which has focused on demographic characteristics of the individual (e.g., experience, education, age, etc.).2 In this chapter, we explore the role that personal characteristics play in the small business creation process, but we deviate from the majority of prior work by focusing not on demographic attributes, but rather on the motivational drivers of the individual. In an effort to explore how motivation impacts small business creation at a more fine-grained level, we examine the independent effects of commitment and efficacy, two key concepts in the motivation literature.

MOTIVATION

As Shane, Locke, and Collins note, “[A] person cannot win a game that they do not play. In the context of small business ownership, this statement suggests that success depends on people’s willingness to create new businesses.”3 While nonmotivational factors (such as environmental conditions, characteristics of start-up activities, and other environmental factors) certainly play a role in determining this willingness, human motivation plays a critical role.4 Motivation has been defined in a number of ways in prior literature. In the most basic sense, the study of motivation is the study of action, or why individuals behave in certain ways.5 Many modern theories of motivation, such as Locke’s theoretical summary of work motivation, focus on the relationship of needs, beliefs, values, and goals with action.6 Though it is beyond the scope of this chapter to address a wide range of these antecedents of motivation, we focus on two concepts that have received a fair amount of attention in the motivation literature within the industrial/organizational (I/O) psychology and organizational behavior domains: self-efficacy and commitment.

Self-efficacy is defined as “beliefs in one’s capabilities to organize and execute the courses of action required to produce given attainments.”7 According to social cognitive theory, self-efficacy is a major antecedent of motivation to take action.8 As a several-decade research tradition in social cognitive and goal-setting theories has shown, individuals must feel confident in their ability with respect to a given task to take the necessary action to achieve desired levels of performance.9 Past findings indicate that perceptions of efficacy influence the kinds of activities in which people choose to engage, the goals they set, and their persistence in goal achievement.10 These findings support the idea that self-efficacy is one of the most important proximal antecedents of action and behavior. We therefore included the concept of efficacy in our examination of the motivational antecedents of successful firm creation.

As noted above, a second key concept in the motivation literature is the idea of commitment. Commitment is a form of psychological attachment to particular foci.11 These foci could include specific others, an organization, an idea, or a particular outcome. Commitment leads the individual to exhibit certain behaviors that are perceived to strengthen the relationship to the particular foci in question and has sometimes been measured indirectly via these behaviors.12 According to O’Reilly and Chatman, three bases of commitment lead to the adoption of certain attitudes and behaviors that may be important to performance.13 Compliance bases of commitment refer to the adoption by individuals of attitudes and behaviors to achieve certain rewards or to avoid punishments. Identification bases of commitment stem from the need to form satisfying relationships with others or with organizations. Internalization bases of commitment occur because of value congruence. Because the type of commitment that an individual experiences affects the attitudes and behaviors that he or she has toward his or her business start-up, we included it in our examination of the motivational antecedents of successful firm creation.

Review of Theory and Empirical Evidence

Self-Efficacy

As noted above, the concept of self-efficacy is critical in the motivation literature and in the I/O psychology and organizational behavior literatures. Bandura reviewed a large set of studies and concluded that personal efficacy beliefs “affect thought processes, the level and persistency of motivation, and affective states, all of which are important contributors to the types of performance that are realized.”14 Without question, would-be small business owners must have a high level of motivation to be successful. They must believe in their abilities and in the quality of their ideas, they must set challenging goals and maintain a strong commitment to them, and they must persevere in the face of setbacks. A strong sense of efficacy has been shown to be an antecedent of all of these important beliefs and activities; it is therefore an extremely relevant concept to consider as an antecedent of the motivation to start a new business.

Research on social cognitive theory has identified different levels of specificity associated with efficacy. Generalized self-efficacy, the most general type of efficacy at the individual level, “encompasses individuals’ judgments of their capacity to mobilize the motivation, cognitive resources, and courses of action needed to exercise general control over . . . their lives and deal successfully with life’s challenges.”15 Individuals with higher levels of generalized self-efficacy are likely to believe that they are more capable of handling whatever challenges they may face. While research findings at the individual level have not unilaterally supported the direct connection between generalized self-efficacy and behavior, perhaps because of the broadness of the concept of generalized self-efficacy, it seems reasonable to explore whether generalized self-efficacy may serve as an important antecedent of successful small business creation.16

As noted above, however, generalized self-efficacy may be too broad of a concept to effectively predict behavior and outcomes in specific situations, such as whether an individual successfully starts a business. Bandura notes that more specific measures of efficacy might be more predictive of whether individuals take action and perform at desired levels.17 Indeed, there is a strong set of findings in the motivation literature that supports the idea that higher levels of task-specific self-efficacy are associated with higher levels of self-set goals and that the effects of task-specific efficacy on performance are robust.18 A level of specificity that is more focused on the small business start-up process than generalized self-efficacy might be whether individuals feel confident that they can start a small business if they work hard enough.

Going a level deeper, individuals may feel confident in the very specific subtasks associated with small business creation (e.g., whether they can attain start-up capital, be competitive with other firms, and handle the logistics of a start-up business). Efficacy concepts may become more predictive of success as they become more focused on the specific tasks and subtasks of actually starting a small business. There may be some question as to how specific is too specific, however, with respect to self-efficacy in the small business context. Bandura uses the analogy of driving to describe the challenges in assessing the appropriate level of specificity associated with efficacy:

[I]n measuring people’s beliefs about driving efficacy, they are not asked to judge whether they can turn the ignition key, shift the automatic transmission, turn a steering wheel, accelerate and stop an automobile, blow the horn, interpret the road signs, and change traffic lanes. Rather, they judge the strength of their perceived efficacy that they can navigate an automobile adequately under traffic conditions that present different levels of challenge. The subskills of driving are trivial, but the generative capability of maneuvering an automobile under very narrow margins of error through congested city traffic, around vehicles on crowded expressways propelled by drivers differing in proficiency, and on narrow twisting mountain roads is not.19

It may be that very specific subtask-focused efficacy (such as whether individuals feel confident that they can attain start-up capital) is overly specific and misses the overall gestalt of what is needed to be successful as a small business owner. It may also be that all types of efficacy are helpful in determining whether an individual is successful in starting a small business. Therefore, while we believe that generalized efficacy, task-specific efficacy, and subtask-specific efficacy will all contribute to the successful creation of a small business, we do not at this stage presume to know which subtasks in particular will motivate the attainment of this end and, instead, we will seek to identify them in our subsequent analysis.

Hypothesis 1a: Generalized efficacy will be positively related to an individual’s success in creating a small business.

Hypothesis 1b: Task-specific efficacy will be positively related to an individual’s success in creating a small business.

Hypothesis 1c: Subtask-specific efficacy will be positively related to an individual’s success in creating a small business.

Commitment

Commitment is another key construct that deals with the motivations of individuals to adopt attitudes and exhibit behaviors that allow for the achievement of desired outcomes. DeShon and Gillespie identify the central role of commitment by posing the following question: “Why do some individuals throw themselves wholeheartedly into challenging tasks, display remarkable plasticity in their behavioral responses to changes, and continually strive to improve themselves over their lifespan, whereas others are content to forge through life using the same basic knowledge and skills?”20 The start-up task is a difficult one, full of uncertainty, risk, and hard work, requiring a wide range of behaviors and skills. Commitment to the task would seem to be an important predictor of success.

Most of the work in industrial psychology related to commitment has focused on the level and types of organizational commitment that employees have and how these relate to such various outcomes as satisfaction, turnover, and performance. As such, we review the major findings of the organizational commitment stream and then derive research questions relevant to the context of an individual contemplating the start-up of a new business.

Organizational commitment is defined by Porter and colleagues as “a) a strong belief in and acceptance of organizational goals and values, b) the willingness to exert considerable effort towards organizational goal accomplishment, and c) a strong desire to maintain organizational membership.”21 In the context of a would-be small business owner, the belief and acceptance of the goal to establish a small business and the willingness to exert considerable effort in pursuit of this goal seem relevant. Though the individual, by definition, is not seeking to remain a part of an existing organization, the creation of the small business may represent a desire to be a part of something.

Early work in organizational commitment focused on antecedents, correlates, and outcomes of commitment.22 Antecedents included demographic characteristics (e.g., age, sex, educational attainment, tenure measures, perceived competence, ability, and Protestant work ethic); role states (e.g., ambiguity, conflict, overload); and job characteristics (e.g., skill variety, task autonomy, degree of challenge, and scope of responsibilities). Commitment was often correlated with motivation, job involvement, occupational commitment, and various types of satisfaction (e.g., extrinsic, intrinsic, pay, work, overall). Finally, organizational commitment was proposed to have such consequences as turnover intentions, organizational citizenship behaviors, and both subjective and objective performance.

The link between organizational commitment and various performance outcomes has been of great interest to researchers since the early 1980s. Indeed, Mathieu and Zajac conducted a meta-analysis of 174 empirical studies of commitment conducted between 1980 and 1987.23 However, despite the large number of studies and the intuitive appeal of the commitment construct, the link from commitment to performance is not well established. Several reasons for the lack of consistent findings exist, but the most compelling explanation involves the measurement of commitment and failure of most studies to distinguish between the many different motives for psychological attachment that might exist.24

Becker differentiates between commitment foci and bases of commitment.25 Foci refer to the people, organizations, ideas, or outcomes to which the individual feels psychological attachment, whereas bases of commitment involve the motivations behind these feelings. In the context of the would-be small business owner, the relevant focus of commitment is the idea of the business itself. However, what that small business represents for a given individual might vary, and so too do the reasons or motives behind the desire to start the business. Researchers have proposed a variety of bases of commitment, which Siders, George, and Dharwadkar divide into attitudinal (e.g., affective, value-based, and identity-based) and calculative (e.g., to achieve a specific end, such as to make money, or to avoid an adverse event, such as being fired).26 O’Reilly and Chatman propose a similar categorization of commitment bases that includes identification and internalization (e.g., attitudinal) and compliance (e.g., calculative) commitment.27 Attitudinal bases of commitment are thought to be durable in the face of change and hardship, while compliance bases are believed to be more fleeting.28 Preliminary research adopting these views has shown that attitudinal commitment, and particularly internalization, is related to higher achievement of outcomes, whereas compliance commitment is negatively related to outcomes.29

Though the commitment construct per se has not been studied in the small business context, the question of the motivations of individuals creating small businesses has been the focus of several studies.30 Cressy’s study of U.K. start-ups found that independence and autonomy were often cited as reasons leading to the creation of new businesses.31 Indeed, though income was also cited as a motive, it was secondary to these attitudinal motives. Dubini identified seven motivations for starting a new business in her sampling of Italian entrepreneurs.32 Again, though extrinsic bases related to materialism were cited, other bases of commitment, including personal achievement, status, freedom, and escape from more normal employee worklife, were even more important motivations. Indeed, across her three types of entrepreneurs (social welfare, freedom, and family), materialism was never the primary motivation to start a business. Finally, Birley and Westhead found that wealth considerations were but one of five primary motivations of entrepreneurs.33 Similar to the other studies exploring the motivation of small business owners, need for approval, independence, personal development, and welfare considerations emerged. Interestingly, none of these studies found materialism to be a significant factor in start-up success. Thus, in our study of small business motivation and success, we are interested in measuring several bases of commitment and how these link to the achievement of outcomes. However, as with subtask-specific self-efficacy, given the absence of research in the area, we do not at this stage presuppose the specific bases to which would-be small business owners are committed and will, therefore, attempt to identify them in our subsequent analysis.

Hypothesis 2a: Attitudinal bases of commitment will be positively related to an individual’s success in creating a small business.

Hypothesis 2b: Calculative bases of commitment will be negatively related to an individual’s success in creating a small business.

METHOD

Sample

The dataset used in this study is the Panel Study of Entrepreneurial Dynamics I (PSED I). The PSED I is a longitudinal dataset of individuals involved in the process of starting a business who were identified from a random-digit-dialing telephone survey of 64,622 adults in the United States. From this target sample, individuals who initiate “serious activities that are intended to culminate in a viable business startup” were identified.34 In particular, these individuals must have met the following criteria at the time of the initial screening interview, which began in January 1998. First, they must have been trying to start their own business (either for themselves or for their employer); second, they must have expected to be owners or part owners of the new firm; third, they must have been active in trying to start the new firm within the previous 12 months; and fourth, their effort must have been still in the start-up or emergence phase and must not have been a new firm. In addition to these criteria, the new firm in which the individual had less than full ownership must not have been majority owned by another business. From this initial screening sample, 830 individuals were selected. Four comprehensive telephone interviews and mail surveys were then administered to them at roughly yearly intervals, concluding in April–December 2003, to obtain ongoing information concerning the conditions surrounding their start-ups.35

From this full sample, we selected only those cases where respondents indicated wanting the businesses that they were starting to be small. To identify these cases, we referred to a question in the PSED I in which respondents were asked, “Which of the following two statements best describes your preference for the future size of this business?” Respondents were given two options in responding to this question: “I want the business to be as large as possible” and “I want a size I can manage myself or with a few key employees.” Of the 830 cases in the PSED I, 181 indicated wanting to start large firms, and 16 indicated being unsure about their firms’ ideal future size or did not provide a response. We excluded these 197 cases and focused our subsequent empirical analysis on the remaining 633 individuals seeking to start small businesses, defined as businesses that are intended to be a size the respondents can manage by themselves or with a few key employees.

Measurement

Dependent Variable

Although there is a wide range of variables that have been used to define what constitutes a “successful” new firm, we operationalized success as whether the business had earned revenues from the sale of its products or services. Given that sales are a necessary element of operating for-profit business and that this variable has long been used in prior research on new business creation, we believe it to be a valid indicator of success.36 We operationalized this measure by assigning cases a value of one if the respondent indicated that the start-up had received money, income, or fees from the sale of goods or services as of the final interview wave and a value of zero otherwise.

Independent Variables

Generalized self-efficacy, as noted above, “encompasses individuals’ judgments of their capacity to mobilize the motivation, cognitive resources, and courses of action needed to exercise general control over . . . their lives and deal successfully with life’s challenges.”37 According to Baum and Locke, “[s]elf-efficacy reflects not only past experience and attainment but, more important, the conclusion one draws about one’s capacity for performance attainment from these past experiences.”38 Thus, we operationalize generalized efficacy using three items that focus on the confidence with which the respondent feels he can accomplish new tasks, reach set goals, and overcome obstacles. We operationalize task-specific efficacy using four items that focus on the degree to which the respondent feels that he can successfully start a new business. We operationalize subtask-specific efficacy using 11 items that focus on the respondent’s certainty that he can accomplish a series of relevant subtasks for the new business. All items are measured with a five-point Likert-type scale that ranges from strongly disagree (value of one) to strongly agree (value of five).

Attitudinal bases of commitment represent the affective, value-based, emotional attachment that an individual has to a given job task or the organization for which it is conducted. Calculative bases of commitment, on the other hand, represent instrumental rewards provided by, but otherwise unrelated to, the job itself that enable the individual to attain other ends.39 In this way, the attainment of attitudinal bases of commitment is often viewed as an end in and of itself, whereas the attainment of calculative bases of commitment is often viewed as a means to other more salient ends.

Following these definitions, we assess the degree to which respondents are committed to attitudinal bases by using 15 items that focus explicitly on the extent to which respondents are committed to intrinsic (e.g., social and emotional) outcomes from creating a small business, such as fulfilling a personal vision or carrying on a family tradition. We assess the degree to which respondents are committed to calculative bases by using 3 items that focus explicitly on the extent to which respondents are committed to attaining extrinsic (e.g., monetary) rewards from the job task. Each item is measured with a five-point Likert-type scale ranging from no extent (value of one) to a very great extent (value of five).

Control Variables

To control for effects that might otherwise influence an individual’s ability to create a successful firm, we controlled for various market-, individual-, and organizational-level effects. The uncertainty of the market that the emerging organization was seeking to enter was controlled for by the inclusion of a dummy variable with a value of one for markets in which the product or service that the organization sought to offer was new to the market (specifically, if it was not available five years prior to the first interview) and a value of zero otherwise. Gender is operationalized as the gender of the respondent and is included as a dummy variable, with a value of one for female respondents and zero for male respondents. Age is operationalized as the age in years of the respondent. Ethnicity is operationalized as the race of the respondent and is included as a set of two dummy variables (white or “other”) with black as the reference group. Breakdowns beyond this categorization were not practical because of the relatively small number of non-blacks and non-whites in the sample. Educational attainment is operationalized as a dummy variable with a value of one for respondents who indicated having obtained a minimum of a four-year college degree and a value of zero otherwise. Lastly, because great variation exists in the amount of time that the respondents in the PSED I had been active in their start-up efforts at the time of data collection, it is unlikely that all respondents had had an equal opportunity to achieve success by the time of the completion of the interview process. As such, we have also controlled for the duration of the start-up effort, defined as the number of years between the time at which the respondent first conceived of the business idea and the time of the first interview. Because this variable was highly skewed, the log of this variable plus one was taken to normalize the distribution.

ANALYSIS AND RESULTS

While generalized self-efficacy is a well-researched construct, and while the “task” in this analysis is defined as creating a small business, the specific subtasks that individuals starting small businesses are motivated to accomplish have to date received no empirical investigation. Research on commitment bases in the context of small firm start-ups is similarly absent. As such, the specific bases of commitment that motivate individuals to start small businesses have thus far received no empirical investigation. Thus, prior to testing our hypotheses, we first set out to identify the specific subtasks and commitment bases (both attitudinal and calculative) by which individuals seeking to create small businesses are motivated. To do so, we conducted an exploratory factor analysis, an analytical method that enabled us to identify which items in the PSED I reflect similar subtasks and commitment bases. This factor analysis also enabled us to assess the appropriateness of all of the items used to construct the remaining predictor variables.

On our first attempt at factor analyzing the data, two subtask-specific self-efficacy items (the new business’s ability to attract employees and to obtain venture capital support) and two attitudinal commitment base items (a desire to achieve a higher position in society and to build a business that one’s children could inherit) had loadings below the standard threshold of 0.50. Thus, we removed these items from the dataset and reran the analysis. The results of this revised analysis (table 2.1) show that all items loaded on only one factor with a loading of 0.50 or greater. Additionally, the resulting factors reflected the intended constructs. Interestingly, the results also suggest that self-efficacy is defined by three distinct subtasks (accessing money, competing, managing logistics) and that commitment is defined by three distinct attitudinal commitment bases (a desire for leadership, a desire for autonomy, and a desire for respect) and one calculative commitment base (a desire for wealth). We used the regression scores from this exploratory factor analysis to compute our predictor variables. Each of these variables is standardized such that it is normally distributed, with a mean of zero and a standard deviation of one.
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0.05


	
0.06


	
0.02


	
0.04


	
0.08


	
–0.01


	
–0.04





	
 Skills and abilities will help


	
0.25


	

0.81



	
0.03


	
0.12


	
–0.03


	
0.06


	
0.08


	
0.06


	
0.03





	
 Confident I can put in effort


	
0.23


	

0.81



	
–0.03


	
0.12


	
0.02


	
0.08


	
0.01


	
0.04


	
0.04





	
 Past experience very valuable


	
0.15


	

0.75



	
0.04


	
–0.02


	
–0.01


	
0.13


	
0.10


	
0.10


	
0.05





	
 Work hard; start a business


	
–0.07


	

0.58



	
0.03


	
0.18


	
0.10


	
0.06


	
0.09


	
–0.09


	
0.16





	
 Obtain start-up capital


	
0.02


	
0.05


	

0.89



	
0.01


	
0.08


	
0.06


	
0.08


	
0.03


	
0.02





	
 Obtain working capital


	
0.06


	
0.04


	

0.86



	
0.11


	
–0.06


	
0.06


	
0.09


	
0.10


	
0.08





	
 Obtain a bank’s help


	
–0.03


	
–0.05


	

0.58



	
0.22


	
0.07


	
0.21


	
–0.14


	
0.13


	
0.11





	
 Compete with other firms


	
0.06


	
0.12


	
0.06


	

0.79



	
–0.08


	
0.07


	
0.03


	
0.11


	
0.07





	
 Attract customers


	
0.10


	
0.23


	
0.09


	

0.71



	
0.09


	
–0.03


	
0.17


	
0.11


	
0.04





	
 Comply with local, state, federal laws


	
0.00


	
0.03


	
0.09


	

0.57



	
0.10


	
0.11


	
0.04


	
–0.06


	
0.02





	
 Obtain raw materials


	
–0.11


	
0.08


	
0.06


	
–0.04


	

0.80



	
–0.05


	
0.06


	
0.09


	
–0.02





	
 Deal with distributors


	
0.17


	
–0.02


	
0.00


	
0.25


	

0.67



	
0.16


	
–0.07


	
–0.02


	
0.12





	
 Innovative and in the forefront


	
0.01


	
0.08


	
0.17


	
–0.04


	
0.07


	

0.67



	
0.22


	
–0.03


	
0.05





	
 Power to influence an organization


	
0.10


	
–0.01


	
0.18


	
0.09


	
–0.15


	

0.61



	
0.17


	
0.34


	
0.10





	
 To develop an idea for a product


	
0.06


	
0.14


	
0.06


	
0.07


	
0.16


	

0.61



	
0.14


	
0.23


	
0.04





	
 To achieve something and get recognition


	
–0.03


	
0.16


	
–0.13


	
0.04


	
–0.06


	

0.56



	
0.10


	
0.38


	
0.15





	
 To lead and motivate others


	
0.03


	
0.10


	
0.03


	
0.18


	
–0.05


	

0.50



	
0.39


	
0.32


	
0.10





	
 Keep up with technological advances


	
0.02


	
0.05


	
0.26


	
0.37


	
0.13


	

0.50



	
–0.02


	
–0.25


	
0.09





	
 Grow and learn as a person


	
–0.01


	
0.06


	
0.02


	
0.03


	
–0.01


	
0.26


	

0.71



	
0.04


	
0.10





	
 To challenge myself


	
0.04


	
0.14


	
–0.04


	
0.03


	
0.02


	
0.27


	

0.69



	
0.10


	
–0.08





	
 To fulfill a personal vision


	
0.11


	
0.14


	
–0.04


	
0.13


	
0.18


	
0.34


	

0.61



	
0.13


	
0.04





	
 Freedom to adapt my approach to work


	
0.01


	
0.03


	
0.06


	
0.04


	
–0.04


	
0.00


	

0.59



	
0.10


	
0.38





	
 Greater flexibility for personal life


	
0.06


	
–0.02


	
0.10


	
0.08


	
–0.12


	
–0.19


	

0.59



	
0.02


	
0.42





	
 Follow example of person I admire


	
0.09


	
–0.01


	
0.11


	
0.02


	
–0.05


	
0.10


	
0.29


	

0.71



	
–0.04





	
 To be respected by my friends


	
–0.10


	
0.03


	
0.02


	
0.06


	
–0.04


	
0.25


	
0.05


	

0.69



	
0.17





	
 To continue a family tradition


	
–0.02


	
0.04


	
0.13


	
0.00


	
0.25


	
0.09


	
–0.02


	

0.66



	
0.11





	
 To earn a larger personal income


	
–0.03


	
0.16


	
0.03


	
0.01


	
0.09


	
0.13


	
0.14


	
0.11


	

0.82






	
 Financial security


	
0.03


	
0.08


	
0.11


	
0.11


	
0.01


	
–0.02


	
0.15


	
0.03


	

0.79






	
 Build great wealth/high income


	
–0.02


	
0.04


	
0.03


	
0.02


	
0.03


	
0.41


	
0.04


	
0.14


	

0.72






	

Rotated factor statistics



	

	

	

	

	

	

	

	

	




	
 Eigenvalue


	
2.55


	
2.53


	
2.11


	
1.87


	
1.34


	
2.70


	
2.54


	
2.06


	
2.34





	
 Percent of variance explained


	
7.97


	
7.89


	
6.59


	
5.86


	
4.20


	
8.44


	
7.95


	
6.44


	
7.32





	

Note:
 Principal component extraction. Varimax rotation with Kaiser normalization.



62.67 percent of variance explained in total.




Data source:
 PSED I.










Next, descriptive and correlation statistics were computed on all variables. A visual inspection of these statistics presented in table 2.2 suggests that all variables are normally distributed and that excessive collinearity among independent variables is not present. Finally, given the dichotomous nature of our dependent variables, we tested our model using binary logistic regression. As the results in table 2.3 show, the full model represents a good fit for the data as evidenced by the significant chi-square model statistic, insignificant Hosmer and Lemeshow statistic, and sizable pseudo-R2 statistics. Moreover, the substantive decrease in the –2 log likelihood (resulting in a significant likelihood ratio test), the significant chi-square step statistic, and substantive increases in both pseudo-R2 statistics with the inclusion of the predictor variables suggest that the full model is a much better fit for the data than the control model.


TABLE 2.2 Descriptive Statistics and Correlations




	

Variable



	

Mean



	

Std. Dev.



	

1



	
	

2



	
	

3



	
	

4



	
	

5



	
	

6



	




	
 1


	
Small firm creation


	
0.66


	
0.47


	

	

	

	

	

	

	

	

	

	

	

	




	
 2


	
Market uncertainty


	
0.32


	
0.47


	
0.01


	

	

	

	

	

	

	

	

	

	

	




	
 3


	
Gender (female)


	
0.52


	
0.50


	
0.05


	

	
–0.06


	

	

	

	

	

	

	

	

	




	
 4


	
Age


	
40.08


	
10.80


	
0.15


	
***


	
0.02


	

	
0.04


	

	

	

	

	

	

	




	
 5


	
Race (white)


	
0.68


	
0.47


	
0.22


	
***


	
0.05


	

	
0.02


	

	
0.15


	
***


	

	

	

	




	
 6


	
Race (other)


	
0.10


	
0.30


	
–0.13


	
***


	
–0.06


	

	
–0.12


	
**


	
–0.17


	
***


	
–0.49


	
***


	

	




	
 7


	
Education


	
0.40


	
0.49


	
0.11


	
**


	
0.13


	
***


	
0.04


	

	
0.14


	
***


	
0.08


	
*


	
–0.11


	
**





	
 8


	
Duration of start-up effort


	
1.39


	
0.65


	
0.11


	
**


	
–0.04


	

	
–0.11


	
**


	
0.25


	
***


	
0.06


	

	
–0.01


	




	
 9


	
Self-efficacy: Generalized


	
0.00


	
1.00


	
–0.01


	

	
0.11


	
*


	
–0.05


	

	
0.11


	
*


	
–0.03


	

	
–0.14


	
**





	
10


	
Self-efficacy: Task-specific


	
0.00


	
1.00


	
0.10


	

	
–0.04


	

	
0.05


	

	
0.05


	

	
0.01


	

	
–0.02


	




	
11


	
Self-efficacy: Subtask-specific (access money)


	
0.00


	
1.00


	
–0.10


	
*


	
0.01


	

	
–0.12


	
*


	
–0.13


	
**


	
–0.04


	

	
–0.03


	




	
12


	
Self-efficacy: Subtask-specific (compete)


	
0.00


	
1.00


	
0.08


	

	
–0.03


	

	
–0.05


	

	
0.03


	

	
–0.02


	

	
0.03


	




	
13


	
Self-efficacy: Subtask-specific (manage logistics)


	
0.00


	
1.00


	
–0.08


	

	
–0.01


	

	
0.01


	

	
–0.14


	
**


	
–0.14


	
**


	
0.07


	




	
14


	
Commitment base: Attitudinal (leadership)


	
0.00


	
1.00


	
0.05


	

	
0.05


	

	
–0.14


	
**


	
–0.09


	

	
–0.15


	
**


	
0.04


	




	
15


	
Commitment base: Attitudinal (autonomy)


	
0.00


	
1.00


	
0.02


	

	
–0.08


	

	
0.17


	
**


	
–0.11


	
*


	
–0.01


	

	
0.00


	




	
16


	
Commitment base: Attitudinal (respect)


	
0.00


	
1.00


	
0.04


	

	
–0.06


	

	
0.03


	

	
–0.09


	

	
–0.06


	

	
0.03


	




	
17


	
Commitment base: Calculative (wealth)


	
0.00


	
1.00


	
–0.13


	
**


	
–0.03


	

	
–0.12


	

	
–0.220*


	
***


	
–0.103*


	
*


	
0.11


	
*





	
* p < 0.05, ** p < 0.01, *** p < 0.001

Source: PSED I











	

Variable



	

7



	
	

8



	
	

9



	

10



	

11



	

12



	

13



	

14



	

15



	

16






	
 1


	
Small firm creation


	

	

	

	

	

	

	

	

	

	

	

	




	
 2


	
Market uncertainty


	

	

	

	

	

	

	

	

	

	

	

	




	
 3


	
Gender (female)


	

	

	

	

	

	

	

	

	

	

	

	




	
 4


	
Age


	

	

	

	

	

	

	

	

	

	

	

	




	
 5


	
Race (white)


	

	

	

	

	

	

	

	

	

	

	

	




	
 6


	
Race (other)


	

	

	

	

	

	

	

	

	

	

	

	




	
 7


	
Education


	

	

	

	

	

	

	

	

	

	

	

	




	
 8


	
Duration of start-up effort


	
0.01


	

	

	

	

	

	

	

	

	

	

	




	
 9


	
Self-efficacy: Generalized


	
0.13


	
*


	
0.07


	

	

	

	

	

	

	

	

	




	
10


	
Self-efficacy: Task-specific


	
–0.02


	

	
–0.02


	

	
0.00


	

	

	

	

	

	

	




	
11


	
Self-efficacy: Subtask-specific (access money)


	
–0.01


	

	
0.00


	

	
0.00


	
0.00


	

	

	

	

	

	




	
12


	
Self-efficacy: Subtask-specific (compete)


	
–0.08


	

	
0.02


	

	
0.00


	
0.00


	
0.00


	

	

	

	

	




	
13


	
Self-efficacy: Subtask-specific (manage logistics)


	
–0.21


	
***


	
–0.05


	

	
0.00


	
0.00


	
0.00


	
0.00


	

	

	

	




	
14


	
Commitment base: Attitudinal (leadership)


	
0.04


	

	
0.11


	
*


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	

	

	




	
15


	
Commitment base: Attitudinal (autonomy)


	
0.03


	

	
0.03


	

	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	

	




	
16


	
Commitment base: Attitudinal (respect)


	
–0.02


	

	
–0.02


	

	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	




	
17


	
Commitment base: Calculative (wealth)


	
–0.04


	

	
–0.16


	
**


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00


	
0.00





	
* p < 0.05, ** p < 0.01, *** p < 0.001

Data source: PSED I.










TABLE 2.3 Determinants of Small Business Creation




	

	

Control Model



	

Full Model






	

Control variables



	

	

	

	




	
Constant


	
0.34


	

	
0.43


	




	
Market uncertainty


	
0.67


	

	
0.68


	




	
Gender (female)


	
1.05


	

	
0.96


	




	
Age


	
1.02


	
+


	
1.02


	




	
Race (white)


	
2.15


	
**


	
2.27


	
**





	
Race (other)


	
0.65


	

	
0.57


	
+





	
Education


	
1.50


	

	
1.56


	




	
Duration of start-up effort


	
1.59


	
*


	
1.52


	
*





	

Predictor variables



	

	

	

	




	
Self-efficacy: Generalized


	

	

	
0.88


	




	
Self-efficacy: Task-specific


	

	

	
1.25


	
+





	
Self-efficacy: Subtask-specific (access money)


	

	

	
0.75


	
*





	
Self-efficacy: Subtask-specific (compete)


	

	

	
1.22


	
+





	
Self-efficacy: Subtask-specific (manage logistics)


	

	

	
0.99


	




	
Commitment base: Attitudinal (leadership)


	

	

	
1.26


	
+





	
Commitment base: Attitudinal (autonomy)


	

	

	
1.06


	




	
Commitment base: Attitudinal (respect)


	

	

	
1.10


	




	
Commitment base: Calculative (wealth)


	

	

	
0.80


	
+





	

Model statistics



	

	

	

	




	
Number of observations


	
381


	

	
381


	




	
Chi-square: Step


	

	

	
18.94


	
*





	
Chi-square: Model


	
35.39


	
***


	
54.33


	
***





	
Hosmer and Lemeshow test


	
11.70


	

	
3.34


	




	
–2 Log likelihood


	
411.29


	

	
392.34


	




	
Likelihood ratio test


	

	

	
18.95


	
*





	
Cox and Snell R2


	
0.09


	

	
0.13


	




	
Nagelkerke R2


	
0.13


	

	
0.19


	




	
+ p < 0.10, * p < 0.05, ** p < 0.01, *** p < 0.001

Data source: PSED I.









When viewing the coefficients for the control and predictor variables in the full model, it must be noted that in binary logistic regression, the coefficients reported are odds ratios, or the predicted change in the odds of an event’s occurrence (in this case, the successful creation of a small business) for a one unit increase in the predictor variable (in this case, either executing or not executing a given gestation activity). Thus, when a coefficient is less than one, increasing values of the predictor variable correspond to decreasing odds of the individual creating a small business. Conversely, when a coefficient is greater than one, increasing values of the predictor variable correspond to increasing odds of the individual creating a small business. However, a change in odds is not the same as a change in probability, which refers to the percent increase in the probability of the dependent variable for a one-unit increase in an independent variable while controlling for all other variables in the analysis. Because this later statistic is more appropriate and interpretable, we recalculate the coefficients in terms of probabilities in our presentation of the results below (see table 2.4).


TABLE 2.4 Change in Probability of Successful Small Business Creation: Significant Variables




	

Item



	

Odds Ratio



	

Probability






	
Race (white)


	
2.27


	
15.54%





	
Race (other)


	
0.57


	
–13.49%





	
Duration of start-up effort


	
1.52


	
8.71%





	
Self-efficacy: Task-specific


	
1.25


	
4.83%





	
Self-efficacy: Subtask-specific (access money)


	
0.75


	
–6.73%





	
Self-efficacy: Subtask-specific (compete)


	
1.22


	
4.32%





	
Commitment base: Attitudinal (leadership)


	
1.26


	
4.99%





	
Commitment base: Calculative (wealth)


	
0.80


	
–5.18%





	


Data source:
 PSED I.










The results for the control variables provide some interesting insights with regard to ethnicity. Specifically, they show that being white (as opposed to black) increases the likelihood by 15.54 percent that an individual will be successful in creating a small business, a finding that (while unfortunate) is consistent with evidence of the underrepresentation of blacks in small business ownership in the United States.40 However, the results also show that being non-white (also as opposed to black) decreases the probability by 13.49 percent that an individual will be successful in creating a small business. This finding is interesting given evidence that small business ownership is high among certain minority groups, namely Asians, suggesting that non-Asian and non-black minority groups with low rates of firm ownership may be highly prevalent in the data.

In addition, the results show that the longer the individual has been attempting to start the small business, the more likely she is to be successful. More specifically, for every additional 10 months that an individual has spent trying to start a small business, she is 8.71 percent more likely to succeed. This is not surprising given that with more time to invest in various start-up activities, an individual is more likely to develop the products or services, distribution channels, sales and marketing support, and so on necessary to create revenues.

The results for the self-efficacy variables show that generalized self-efficacy is not significantly related to the successful creation of a small business. Thus, Hypothesis 1a is not supported. Task-specific self-efficacy, on the other hand, does appear to be a significant motivating factor in this process. In fact, for each standard deviation that an individual’s task-specific self-efficacy increases, the likelihood that he will create a small business increases by 4.83 percent. Given this result, we conclude support for Hypothesis 1b. The results for subtask-specific self-efficacy are mixed. While we hypothesized that subtask-specific self-efficacy would be positively related to successful small business creation, we find that this is only the case for the subtask of being competitive, where a one standard deviation increase in this motivational factor results in a 4.32 percent increase in the probability of success. When the subtask of attaining wealth is examined, however, we find that a one standard deviation increase in this motivational factor results in a 6.73 percent decrease in the probability of success. This, we conclude, provides mixed support for Hypothesis 1c.

The results for the commitment bases are consistent with our hypotheses. In particular, we find that while two of the attitudinal bases of commitment from our factor analysis are not significantly related to success, one is. In fact, a one standard deviation increase in an individual’s desire for leadership results in a 4.99 percent increase in the probability that she will succeed in creating a small business. In light of this evidence, we conclude support for Hypothesis 2a. With regard to calculative commitment bases, our results suggest that an individual’s probability of succeeding in creating a small business decreases by 5.18 percent when she is committed to building wealth. Thus, we conclude support for Hypothesis 2b.

DISCUSSION

As noted above, our findings suggest that self-efficacy and commitment bases are significant motivational factors in the successful creation of small businesses. With respect to our self-efficacy variables, it is interesting that generalized self-efficacy is not a significant motivating factor in the small business creation process. Although we theorized why generalized self-efficacy should be related to this outcome, we believe there is a sound explanation for our inability to support this hypothesis. Those individuals seeking to create small businesses are notoriously overconfident.41 Thus, it may be that there is simply not enough variance in this variable to differentiate among successful and unsuccessful small business owners. In looking back at the data, we find that the average score (on a five-point scale) for the generalized self-efficacy items is 4.19 for successful small business owners and 4.13 for unsuccessful ones. Given the very high level of generalized self-efficacy for both groups, it is more likely that this motivational factor contributes to the decision to start a small business than the successful creation of one.

The finding that individuals who believed they had the ability to accomplish the task of creating a small business were more likely to do so is perhaps obvious at first glance. Consistent with evidence of high levels of general overconfidence among those seeking to start new businesses, however, this finding may be more complex than it first appears. Indeed, it may suggest a more refined view of overconfidence. Specifically, while most people who seek to start small businesses may be quite confident in their abilities in general, there may be some degree of variance with regard to the start-up task itself. In other words, it may be that many individuals who tend toward overconfidence initiate the start-up process, but only those who truly believe they can actually direct their generic abilities to the complex start-up task itself, which is characterized by high rates of failure and can require months and years of sustained motivation and effort, are those who ultimately succeed.

The mixed findings for subtask-specific efficacy are interesting and reflect the nature of the subtasks identified by the factor analysis. The finding of a positive relationship between the individual’s belief that he can be competitive and successful is logical, given our definition of the dependent variable in terms of revenue generation. Because making a sale is dependent on outcompeting other firms, it seems unsurprising that successful small business owners are motivated by the belief that they are better able to attract customers compared to their competitors.42

The fact that the remaining subtask-specific efficacy variable (the belief that the respondent can access money) was found to decrease the odds of making a sale is not unexpected. Indeed, ample evidence exists in the literature that very few individuals opt for self-employment for purely economic reasons and few require exorbitant funds to do so.43 Thus, the finding that economically motivated small business owners experience less success than the average small business owner is consistent with evidence that most small business owners seek to create lifestyle firms that provide them with autonomy and freedom rather than high-growth firms that will earn them lavish salaries.44

With respect to our commitment base variables, our results are quite intuitive. Our finding that would-be small business owners who are committed to the desire for leadership are more likely to succeed is consistent with our theorizing that commitment bases that represent affective or emotional end states reflect strong, positive motivational forces. Our finding that those individuals who are committed to extrinsic bases are less likely to succeed in creating a small business is also consistent with our theorizing that extrinsic, instrumental commitment bases, such as money, detract from the attainment of the task itself and, therefore, reduce the likelihood that one will achieve that task.

Taken together, we believe that our findings enrich the collective understanding regarding how an individual’s motivation relates to her likelihood of success and, in turn, alert us to the types of cognitive predispositions that enable success. We also believe that our findings may support a growing body of research that emphasizes the importance of the behaviors of those involved in the start-up process. Specifically, we believe that in addition to what the individual does (behavior) during the start-up process, her likelihood of success may be, perhaps more fundamentally so, determined by the degree to which she is motivated to act in the first place. Thus, one area in which additional research may be warranted is with regard to the development of a process model that would include the consideration of the behaviors of small business owners as mediators between the motivational variables we have considered in this study and success. In this way, motivation may be viewed as an indirect contributor—rather than a direct predictor—of success.

While we believe that the present study contributes to what is known about those who create small businesses, we identify at least two limitations to the study and offer advice for scholars interested in this line of research to improve upon it in the future. First, despite the longitudinal nature of the PSED I, we employed a cross-sectional analysis of data from only the first wave, due to the fact that motivational factors do not change over time. As such, we are able only to identify significant relationships from which we are unable to infer causality. For this reason, we can only conclude that certain motivational factors are associated with success, but we cannot predict whether an individual’s motivation will bring about success. Given that such a predictive model would add to what we know about small business owners, we encourage future longitudinal studies on small business, perhaps through experimental designs.

Second, given that the PSED I is a randomized dataset of individuals in the United States who are seeking to create for-profit firms, findings from analyses of it are only generalizable to that particular population of small business owners. Thus, while our findings highlight important motivational aspects of this population, we acknowledge that they may not reflect the motivations of small business owners in other countries. Thus, we encourage similar studies of small business owners from other regions to support or reject broader applicability of our findings.

Notwithstanding these limitations, we believe that by viewing the small business creation process with a motivational lens, our findings substantiate much of what is understood about motivation in the context of small business owners. We also believe that our analysis provides additional clarity beyond what previous work in the area has identified regarding the foci (e.g., subtasks and commitment bases) to which they are motivated. In so doing, we believe this chapter may serve as a useful reference of past work on small business owner motivation as well as a foray into what we might want to know in the future.
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The Irrational Benefits of Small Business Ownership: Constructing Economic Well-Being in Business-Owning Households

Sara Carter, Gry Agnete Alsos, and Elisabet Ljunggren

Although the small business research domain has developed extensively over the past 30 years, there are still many gaps in our knowledge. One of the poorly understood areas is the benefits or rewards of small business ownership for the individual business owners and their families and households. The benefits of starting a business are popularly assumed to be primarily financial; however, research shows that start-up motivations are much broader: autonomy, flexibility, freedom, and control are more commonly cited reasons than financial rewards for starting a business. Hence, the benefits of small business ownership include both financial rewards, such as profit, as well as nonfinancial rewards, for example, a greater sense of autonomy and satisfaction derived from being one’s own boss.

While it may be safely assumed that great financial rewards follow great business success, very few business start-ups achieve the exceptional growth and global brand recognition of such companies as Microsoft or Apple. At the other end of the spectrum, it is also relatively unusual for new start-ups to fail catastrophically; business failure rates are often exaggerated and many businesses that close do so without debts. More commonly, business start-ups continue with varying degrees of success, providing an income of varying levels and contributing some additional nonpecuniary benefits to the business owners and their households. It is with this large group of small business owners that this chapter is concerned.

Studies that have attempted to investigate the financial rewards of business ownership have done so either by looking at the incomes of the self-employed or at the wealth of business-owning households. Two apparently contradictory results have emerged. First, the self-employed appear to have lower income levels than employees, though the relationship between income-poverty and relative deprivation is weak among the self-employed. Second, business-owning households have significantly greater wealth than employee households. These conflicting results suggest that understanding the rewards of small business ownership is complex, and they highlight three immediate issues: what do we mean by business ownership, what do we measure when we study the benefits of business ownership, and what is the nature of rationality within small business–owning families and households? These questions are discussed further in the next section of this chapter.

The remainder of the chapter considers some of the key findings of studies that have investigated the financial and nonfinancial rewards of business ownership and the effect of family ownership on business rewards. We argue that understanding the benefits of small business ownership requires a focus both on the business and on the business-owning household. Research demonstrates both the crucial role of households in providing tangible and intangible resources for businesses at business start-up and throughout the life of the venture and the effects of family ownership on reward decision making. Given the “inextricably intertwined” relationship between household and business, we argue that a full appraisal of the benefits of small business ownership depends on understanding of how business-owning households adapt to the uncertain value and timing of financial rewards associated with business ownership to construct a sense of economic well-being.1 The chapter concludes by arguing that economic well-being is a multidimensional construct comprising both financial and nonfinancial rewards, all of which require consideration to fully understand the irrational benefits of small business ownership.

WHAT BUSINESS? WHAT BENEFIT? WHAT RATIONALITY?

A wide range of studies has variously considered the incomes, wealth, lifestyle and nonfinancial rewards of business owners, which collectively appear to present conflicting results. Conflicting evidence typically arises when such different specialist subject domains as economics and sociology apply different lenses, different terminology, and different research approaches when examining the same phenomenon. Much of the confusion around our understanding of business rewards arises from a lack of precision regarding the definition of business ownership, a lack of clarity about what rewards and benefits should be measured and whether these belong to the individual or the firm, and contradictory beliefs as to what constitutes rationality within the small business context. Consequently, it is important at the outset to precisely define what is being measured when considering the rational and irrational benefits of small business ownership.

Self-Employment or Small Business Ownership

The first issue concerns what is meant by small business ownership. Although this appears to be self-evident, confusion arises because of the heterogeneity of the small business sector and the conflation of both small business ownership and self-employment into a single analytical category. The large datasets typically used in measuring occupational earnings, such as the U.S. Census Bureau, the Panel Survey on Income Dynamics (PSID), Survey of Income and Program Participation (SIPP), and U.K. Labour Force Survey (LFS), classify individuals by occupation. These occupational categories usually include self-employment (sometimes differentiating between self-employment with and without employees) and sometimes also company directorships, a category often used as a proxy for small business ownership. Confusion arises because the self-employed are not necessarily business owners and business owners are not always self-employed, being legally employed by their companies.

Studies of business earnings invariably confuse a range of individual activities, from self-employment to company directorships. This causes measurement bias as the more successful, or at least more growth-oriented, business owners more often choose incorporation as a way to organize their entrepreneurial activities. Similarly, those legally registered as being self-employed may not earn as much as company directors who have founded and are legally employed by incorporated businesses. The exclusion of one of these categories presents a measurement bias in favor of one or the other, but the conflation of the two categories often leads to distorted and skewed results.

Benefits and Rewards

Studies of business earnings generally focus on the rewards at the level of the individual, but business earnings may also be measured at the level of the firm. This creates confusion for research findings because of a lack of clarity in the unit of analysis.2 Problems arise because the rewards of business ownership are different at the level of the individual and the level of the firm, but both are equally important in capturing the full extent of benefits that may accrue to a small business owner. Measures of individual earnings, such as drawings (a regular, often notional amount of money drawn down from the business as a wage), salary, and dividends, fail to capture firm-level value creation; however, a focus on the wealth and assets nominally owned by the firm fails to capture the rewards to the individual. A firm is simply a legal entity that can be manipulated by an astute individual to optimal effect in maximizing gains in a tax-efficient manner. Because of the complexities that arise from an ambiguous unit of analysis, research studies have failed to capture the full complement of items to be measured as the direct and indirect rewards of business ownership.

Irrespective of whether one measures the benefits to the individual or the firm, a further level of complexity is introduced when considering the timeframe over which the reward is earned. Some of the more sophisticated studies of business earnings attempt to measure individual earnings both at a particular point in time and over a longitudinal period to capture both earnings and earnings growth.3 However, a more accurate account of small business benefits would additionally include firm-level value creation over time and capital gain accrued from selling the business. In the case of multigenerational family-owned small businesses, the financial rewards of entrepreneurship accrue over long periods of time and may even take longer than a single generation to reach fruition.

Rationality in the Small Business

Rationality within the small business context is often viewed only in economic terms; however, economic sociologists such as Granovetter and Wheelock have demonstrated that rational behavior in the small business context is far from being utility- and profit-optimizing and includes social as well as economic goals.4 Granovetter and Swedberg argue that economic behavior is socially situated and cannot be explained only with reference to individual motives, as individuals are socially embedded.5 While the traditional economic view is that the market operates best when there are incentives for personal gain (or the avoidance of loss) and that insecurity is a source of opportunity for the economically fittest to survive, Wheelock et al. contend that the benefits of insecurity are overrated in traditional economic arguments and that small businesses are markedly different from larger firms.6

Small business behavior is shaped by the process of securing opportunities at the intersection between the household and the market. When a small business household constructs its income “jigsaw,” the household responds to two aspects of market insecurity: the market and seasonal forces outside its control and the essential unknowability of many economic factors. Because the small business household does not necessarily focus solely on the pursuit of gain, it is able to find ways of ensuring some limited control over insecurity.7 The role of the household—often overlooked in small business studies—explains some of the apparent irrationality of small business ­decision making.

Importantly, economists who have long depended upon rational choice theory (RCT) as a main explanation for human decision making have gradually incorporated a more realistic portrayal of human behavior within their models.8 As Nelson explains, “Through laboratory and survey studies, Amos Tversky, Daniel Kahneman, and Richard H. Thaler have famously showed how factors such as emotions, the use of heuristics, psychological framing, and poor handling of low probabilities make people behave quite differently from the logic-processing machines we are assumed to be in RCT.”9 As economic sociologists have consistently argued, understanding rationality within the small business requires a focus on a broad set of contextual variables that impact the individual and an understanding of the role of the business-owning household in small business decision making.

THE FINANCIAL BENEFITS OF SMALL BUSINESS OWNERSHIP

As we outlined in the introduction, the few empirical studies that have explored the financial rewards of business ownership have typically focused on either the earnings of the self-employed compared to other occupational groups or analyzed the household wealth of business-owning households relative to employee households. The divergent results produced by these two approaches are considered below.

Studies of occupational earnings typically calculate an hourly wage for each occupational group by dividing actual earnings by working hours.10 Unlike other occupational groups where both earnings and hours are reported by employers, the self-employed self-report both earnings and working hours, with the possibility of both underestimating their earnings and overclaiming their working hours. The results demonstrate that, compared with other occupational groups, the self-employed have lower median earnings and lower earnings growth, amounting to a median earnings differential of 35 percent over ten years.11 Similar results were reported by Shane: “The average earnings for Americans aged 15 and older was $31,683 in 2011 according to the most current Census Bureau data. For the self-employed sub-set, this figure was $30,766.”12 More complex patterns of earnings have also been reported, largely reflecting the heterogeneity of the self-employed and of the work that they undertake.13 In comparison to employees, the self-employed have a greater variability in earnings, being overrepresented at both the highest and lowest ends of overall income distribution, and earnings inequality among the self-employed has increased over time.14 A handful of high-earning superstars occupy the upper earnings quartile, while the lowest earning 10 percent of the self-employed population report zero, and even negative, earnings.15

The lower earnings levels of the self-employed compared with other occupational groups has been explained in two main ways. The first emphasizes the nonpecuniary benefits of business ownership, arguing that the self-employed are prepared to accept lower earnings because they gain a range of benefits, such as individual autonomy and job satisfaction, that compensate for low pecuniary earnings.16 A more skeptical view, which builds on popular perceptions that the living standards of the self-employed are substantially higher than their reported low incomes suggest, argues that the self-employed routinely underreport earnings and overestimate working hours, which leads to a distortion in their earnings estimates. Attempts have been made to quantify the scale of underreporting of business incomes and to assess the comparative consumption capability of business-owning households, which, unlike many employee households, may access a variety of business-related goods and services at relatively low or zero charge. Estimates suggest that the underreporting of business earnings ranges between 28 percent and 40 percent of the value of reported earnings, while the personal consumption of business-related goods has been estimated to increase the consumption capability of business-owning households by 34 percent above reported income levels.17

While studies of self-employed earnings demonstrate their low comparative incomes, other studies have looked at the occupational compositions of wealthy households and have found these more likely to comprise business owners than employees.18 Studies suggest that the median net worth of business owners in the United States is slightly higher than for the self-employed, but both groups tend to be richer than the population as a whole, whose median net worth is less than 30 percent of that of business-owning households.19 Analyses of Forbes’s list of the wealthiest 400 Americans also suggests that business ownership can lead to great wealth; in recent years, the majority of the list members have been business owners, while most of the rest inherited their wealth, typically from business-founding ancestors. In the United Kingdom, a similar analysis of the Sunday Times Rich List also reported a high number of business owners and their immediate descendants.20

The greater wealth of business-owning households has been explained by their distinctive patterns of accumulation and savings.21 Unlike employee households, business-owning households are more likely to benefit from large lump-sum dividends that may be drawn down from the business on a regular basis. Business-owning households also tend to have higher levels of savings than employee households, which is required to both offset future earnings risks and to reduce the need for costly external finance.22

THE NONFINANCIAL BENEFITS OF SMALL BUSINESS OWNERSHIP

Surprisingly, few studies of business earnings have collected data concerning the existence and precise nature of the nonfinancial benefits of small business ownership. Researchers tend to assume the existence of nonfinancial benefits through circumstantial evidence, citing studies that have stressed the personal benefits for small business ownership, such as higher levels of autonomy and satisfaction among business owners, as a means of explaining otherwise anomalous low earnings. The argument that the nonfinancial benefits of small business ownership compensate for low earnings is persuasive and especially pertinent when considering female self-employment. Women constitute a large proportion of part-time employees, and there are indications that part-time working patterns are retained when they move into self-employment, facilitating greater time for family care but sacrificing the potential for higher earnings.23

The nonpecuniary benefits of small business ownership, such as independence, flexibility, and job satisfaction, are often viewed as compensation for low financial rewards.24 As Hamilton explains, “The self-employed earnings differential reflects entrepreneurs’ willingness to sacrifice substantial earnings in exchange for the non-pecuniary benefits of owning a business.”25 A similar conclusion was argued by Shane: “People who work for themselves are happier because of the freedom that working for one’s self permits. So valuable is the opportunity to be one’s own boss that studies show you have to pay people twice as much to get them to work for others and still have the same level of job satisfaction as being self-employed.”26 However, other research demonstrates that individuals place importance on relative incomes (Blanchflower and Oswald, 2004) and, given the considerable gap between the reported earnings of the self-employed and people in employment, further consideration is required of the precise nature and role of the nonfinancial benefits associated with business ownership.27

Studies that have considered the nonfinancial dimensions of work highlight four core job characteristics that contribute to job satisfaction: autonomy, task identity, task variety, and performance feedback.28 The search for enhanced levels of job satisfaction and, hence, an improved quality of life, often articulated as work-life balance, has preoccupied organizational and HR theorists in studies of the organizationally employed, but such studies have rarely considered business owners as a distinct group requiring separate consideration.29 One explanation for their exclusion from these studies may be that business ownership, unlike organizational employment, is assumed to provide individuals with the means of controlling the critical dimensions of job satisfaction. Certainly, one of the few studies comparing job-satisfaction levels of business owners and managers found autonomy, task variety, and performance feedback to be significant predictors of job satisfaction among entrepreneurs.30

For the purposes of this chapter, the importance of job-satisfaction components lies in the extent to which these nonfinancial rewards compensate for relatively low earnings among the self-employed. The popular and academic consensus suggests that a key motivating factor in the decision to pursue a career as a business owner is a desire for independence and control over one’s working life.31 Business owners not only benefit from high levels of autonomy but also from the other dimensions of job satisfaction. Task identity, defined as the completion of a whole piece of work or doing a job from beginning to end, and task variety, the extent to which a job involves different activities, feedback, and the availability of clear and direct performance measures, such as sales, positive cash flow, and so on,32 are highly evident among those who pursue entrepreneurial careers.

Studies that have explored the incomes of business owners have assumed that job satisfaction and earnings are traded off against each other. Yet, this argument is logically inconsistent. Arguing that business owners who earn very little are compensated by high levels of job satisfaction (the poor-but-happy thesis) introduces a corollary argument that those who earn a great deal must have much lower levels of satisfaction (rich-but-miserable). Not only is there almost no evidence that high earnings lead to reduced job satisfaction, the opposite is generally reported.33 While there is a consensus that business owners enjoy high levels of job satisfaction, there is equally persuasive evidence that they are wealth creators and wealth maximizers.34 Prima facie, it is unlikely that they would be prepared to trade the nonpecuniary rewards as compensation for low personal earnings. Indeed, an alternative explanation of the popular appeal of entrepreneurship may lie in the fact that a large proportion of business owners are able to achieve a higher standard of living than is indicated by their reported earnings.

The perception that the living standards of the self-employed are substantially higher than their reported low incomes suggest has led to several studies attempting to quantify the scale of underreporting of earnings. We have already outlined that estimates suggest that the underreporting of business earnings may range from 28 percent to 40 percent of the value of reported earnings.35 Further evidence of the underreporting of business earnings may be seen in studies that have assessed comparative living standards and relative consumption as indicated by household expenditure.36

The relationship between household expenditure and consumption is much weaker for the self-employed than the employed. Unlike employee households, business-owning households have access to a range of business-related goods and services, for example, cars, computers, and cleaning services. Household consumption of business expenses simultaneously reduces household expenditure and increases living standards. The personal consumption of business-related goods contributes a substantial subsidy to the business-owning household, increasing their overall “consumption capability” by an estimated 34 percent above reported income levels, ensuring higher average living standards for business-owning households than employee households on the equivalent reported income.37

A recent study examining the relationship between income poverty and relative deprivation in Sweden has thrown additional light on the debate about business earnings versus relative lifestyle.38 Defining income poverty as “living in a household having less than 60% of the median household income”39 and relative deprivation as being unable to afford and therefore “lacking 3 or more items” owned by the majority, the study compared results across three different groups: the self-employed with employees, the self-employed without employees, and employees. The study found that the self-employed without employees had a higher incidence of income poverty (22.4 percent) than both employees (12.1 percent) and the self-employed with employees (11.5 percent). However, levels of deprivation were the same among both the self-employed without employees (21.9 percent) and employees (21.7 percent), and for both of these groups, levels of relative deprivation were higher than for the self-employed with employees (10.4 percent).40 This data suggests that individuals who own businesses large enough to employ additional staff enjoy a significantly better lifestyle, are less likely to suffer income poverty, and are less likely to experience relative deprivation than both of the other groups, employees and self-employed without employees.

Hence, the apparent financial irrationality of business ownership, where individuals may anticipate earning 35 percent less income than if they were in employment, appears more rational in the light of other evidence that indicates earning underestimates of between 28 percent and 40 percent, a consumption capability 34 percent higher than employees on equivalent earnings, and levels of relative deprivation either equivalent to or lower than those of employees.41 Collectively, this evidence suggests that the view that low incomes from business ownership are compensated by nonfinancial rewards is probably overly simplistic. While various reports highlight the range of advantages widely experienced by business owners, such as autonomy and other components of job satisfaction, we argue that these should not be seen as compensation for meager financial returns but as additional benefits that supplement a range of financial returns that are in many cases no less, and often much more, than those experienced by employees.

BUSINESS REWARDS IN FAMILY-OWNED FIRMS

Although the precise elements of family-firm distinctiveness have been contested, there is little doubt that family ownership adds further complexity to the consideration of business rewards.42 Family firms typically comprise multiple family members, sometimes over more than one generation, and they also potentially include nonfamily employees in both the accrual of wealth and the dispersal of business rewards. The presence of a potentially extensive number of family stakeholders and shareholders as well as family and nonfamily employees increases the number of individuals with an interest in the firm and also extends the range of possible permutations that require consideration in reward decisions.

In addition to the larger range of family and nonfamily actors with an interest in the firm’s rewards, family firms are characterized by a set of specific dynamics that also have the potential to influence reward decisions. For example, while wealth creation is often viewed as the sole or main objective of nonfamily firms, family firms may, in addition, be motivated by other values, including a sense of stewardship and business longevity.43 The concept of stewardship has potential ramifications for financial reward decisions, where there may be a strong impetus to preserve or steward the wealth rather than disperse it.44 Similarly, within family firms, trade-offs may be observed in the balance that is sought between the firm’s economic goals of wealth creation and the family’s emotional well-being, evidenced by a sense of family harmony.45

A further source of difference lies in the greater ability of individuals with controlling power within family firms to not only make decisions about financial rewards but also to retain the discretion to select the beneficiaries. As Carney argued, “The unification of ownership and control concentrates and incorporates organizational authority in the person of an owner-manager or family.”46 Although family business consultants usually recommend that decisions about payments and beneficiaries that are made within family firms are done so transparently and with full disclosure, the presence of information asymmetries suggests that these decisions may be made discretely and indirectly through, for example, related-party transactions. In this regard, it is clear that the main decision maker within family firms has the ability to exploit ambiguities that occur as a consequence of information asymmetries accruing from concentrated ownership and control. Such ambiguities provide opportunities for the main decision maker to not only make reward-allocation decisions regarding the form, value, and timing of rewards, but also to determine the beneficiaries of these financial rewards, without necessarily either informing or gaining consent from other family stakeholders. While it may be assumed that governance mechanisms reduce the opportunities for this type of ambiguity, Lubatkin et al. argue that governance inefficiencies regularly permit different types of altruistic behaviors by parent-owners, enabling parent-owners to transfer both “normal” and “merit” goods to their children.47

Given the specific dynamics of and the complex sets of relationships that exist within family-owned businesses and business-owning households, any attempt to analyze financial rewards within small businesses needs to go beyond the current research practice of estimating the individual earnings of business owners to consider a much larger and more complex set of variables that includes both the generation of business rewards and their distribution across family members.

RESEARCHING THE REWARDS OF SMALL BUSINESS OWNERSHIP

Given the importance of the topic, remarkably little is known about the personal financial consequences of entrepreneurial action for individuals and their households. This is all the more surprising when one considers the well-established research efforts and sophisticated theoretical insights that have been applied to the related issue of entrepreneurial rent seeking (i.e., the creation of surplus value after costs and normal returns). As Dejardin notes, there has been a long-standing research interest in the creation, derivation, and appropriation of entrepreneurial rents within the context of the firm.48 Entrepreneurial rents are typically characterized as being temporary and, to some extent, ex ante noncontractible. Entrepreneurial rents have been variously seen as a return to uncertainty bearing,49 managerial judgment, innovation and intuition, alertness, market making, and leadership. In the resource-based view of the firm, rents are not attributed to any specific resource but “represent the value created by the entrepreneur’s unique (heterogeneous) combination of assets.”50 Theories explaining the derivation of entrepreneurial rents typically emphasize the different types of payments that entrepreneurs can gain, but they rarely attempt to allocate a monetary value to entrepreneurial activities in terms of what entrepreneurs do gain. Consequently, the effects of firm-level value creation on the individual business owner are unknown. Because so little is known about the financial rewards for the individual, many popular assumptions prevail—even within the scholarly community familiar with research evidence that shows the opposite to be true.51 These assumptions include the view that business success leads to fabulous wealth and failure leads to financial catastrophe (research has shown these to be extreme ends of the performance spectrum); that business rewards in the form of incomes are low but the capital gains are high (research indicates that few businesses achieve either IPO or sale prior to the individual’s retirement); and that low incomes are compensated by lifestyle gains—the poor-but-happy thesis reminiscent of a peasant economy model (paradoxically derided by entrepreneurship scholars).

While little is known about the actual size and scale of business earnings, it is clear that business owners enjoy considerable discretion in determining the form, value, and timing of their financial rewards. The extraction of financial rewards from the business is adjustable and may be varied to suit both the prevailing business conditions and the individual’s personal requirements. The close, often inseparable, relationship between the owner and the firm suggests that decisions about financial rewards are seldom based entirely on business logic but also take into account the individual’s personal and family needs. For example, frugal business owners may typically extract notional weekly earnings, but the amount may be varied, depending on personal needs and the affordability to the business. Similarly, the value and timing of more substantial financial rewards, such as dividends and profit, may be adjusted by the judicious business owner to suit prevailing business conditions and personal needs and to maximize personal and business advantage. Arguably, the individual’s ability to vary the form, value, and timing of financial rewards extracted from his or her business is a distinguishing feature of small business ownership, and the reward of decision-making ability in itself constitutes an important benefit.

One explanation for the paucity of research exploring the financial rewards of business ownership lies in the obvious methodological difficulties associated with this research area. Studying the personal financial rewards of business ownership is both complex and “inconvenient,” and it raises four immediate methodological problems.52 First, the unit of analysis is ambiguous.53 As we noted above, a focus on the individual draws attention to the cash payments received but fails to account for the wealth and assets nominally owned by the firm, while a focus on the firm measures profits and capital gain but fails to account for the relative earnings, consumption, and lifestyle of the individual and his or her family. Second, the measures of financial rewards are not immediately obvious. Researchers have noted the inherent problems of using net profit or drawings as the standard measure of entrepreneurial “wage,” but more robust indicators that can account for various forms of capital gain have proven difficult to operationalize.54 Third, the financial rewards of business ownership typically accrue over long periods of time and, in the case of family firms, may take more than a generation to reach fruition. Cross-sectional research designs are unlikely to accurately capture financial rewards that are unevenly spread over these periods; indeed, even the most conscientious longitudinal design would be challenged by these timescales. Finally, households may divide business income between household members regardless of the amount of effort contributed, as earnings are used jointly anyway. Hence, households have the ability to allocate a division of income on the basis of optimum efficiency, taking tax or pension schemes or other factors into account. Consequently, income may be attributed to someone not actually working in the firm, for example, to ensure a public pension (which will contribute negatively to the mean income statistic), or income earned by every household member may be paid to only one member out of convenience (which will increase the mean income in statistics).

THE RELATIONSHIP BETWEEN BUSINESS AND HOUSEHOLD

It is clear that the rewards of business ownership are highly complex, and a full understanding requires taking account of not only the different forms of benefits to be gained over the life course of the business but also the impact of business rewards on the family’s consumption and relative living standards.55 A focus on the rewards of small business ownership immediately highlights the centrality of the family and the permeability of the boundaries between the business and the family with regard to earnings, wealth, expenditure, and consumption, and also the influence of the family with regard to reward decisions.56

Although business and family have traditionally been regarded as separate spheres, research has highlighted the “inextricably intertwined” relationship between the two institutions.57 The business-owning household, defined as the smallest social unit where human and economic resources are administered,58 offers interesting perspectives on entrepreneurship by providing a setting “where normative systems (affect, altruism, tradition) and utilitarian systems (economic rationality) are combined.”59 A household perspective implies that one views business owners within the context of his or her immediate family unit, implicitly recognizing the blurred boundaries between the business sphere and the private sphere. These two spheres often overlap for small-firm owners; household decisions and business decisions are both made within the household, and business strategies are interwoven with household strategies.60

Unfortunately, viewing the rewards of small business ownership from the perspective of the household does not simplify or clarify the results but adds further layers of complexity. Households are dynamic systems characterized by kinship values that affect entrepreneurial action, especially through the provision of resources. Household dynamics in the forms of entry and exit of family members through birth, marriage, separation, or death offer both new possibilities and also challenges to the existing social and economic order.61 Kinship is central in understanding the business-owning household, as it is characterized by a moral order that is distinctive and “at odds with the amoral logic of markets.”62 There are clear entrepreneurial benefits associated with kinship: households contribute to an individual’s business endeavors by providing such tangible resources as starting capital and covering living expenses during start-up, as well as such intangible resources as encouragement and affirmation, mentoring, and access to networks, information, and markets.63 As kinship relations typically consist of stable social units tied by emotional bonds and high levels of trust, kinship resources and support are often sustained indefinitely throughout the life of the business.

Given the crucial role of households in providing business resources, not just at start-up but throughout the life of the venture, there can be little doubt about the existence of complex interrelationships between the household and the business. This relationship clearly extends into the financial and nonfinancial rewards of business ownership. Viewing businesses and business rewards as belonging to households rather than individuals recognizes that households have the ability to allocate business income and rewards to household members on the basis of optimum efficiency in taking tax or pension schemes or other factors into account. Household rationality may also lead some entrepreneurs to scale back working hours once they have earned sufficient money, instead of maximizing earnings. This does not necessarily represent economic irrationality; rather, it may be a highly rational choice that takes into account the perceived utility loss of (someone in the household) increasing his or her workload.

ECONOMIC WELL-BEING IN THE ENTREPRENEURIAL HOUSEHOLD

This chapter has identified the rewards of business ownership as complex and multifaceted, including different types of benefits in variable amounts at different stages of the business lifecycle. However, to date, studies have typically focused on narrow and cross-sectional measures of individual incomes or household wealth, which do not capture the multifaceted nature of business rewards, the variations in rewards that may occur over time, or the ways in which economic well-being within a business-owning household is constructed over the life course of the venture. This inevitably begs the questions of how we should research the rewards of small business ownership and how these items should be measured.

We argue that the various financial and nonfinancial rewards of business ownership can be viewed along six different dimensions, each of which may be separately measured and assessed. Collectively, these six dimensions comprise the building blocks from which business-owning households construct a sense of economic well-being, enabling relative consistency of living standards and lifestyle despite uncertainty in the value and volume of day-to-day rewards. The six dimensions and the components to be measured are presented in table 3.1.


TABLE 3.1 The Dimensions of Economic Well-Being in Entrepreneurial Households




	

Reward Dimensions



	

Measure






	
Business income


	
Financial rewards, including drawings (wages), salary, net profit, and capital gain for each business owned, measured over time.





	
Income distribution


	
Sectoral variations between firms in different industry sectors.

Regional variations between high- and low-paying regions.

Temporal variations between new start, growth, mature, and declining firms.





	
Economic status


	
The living standards, consumption, and lifestyle of business-owning households.

Accrued from businesses owned or from alternate sources?

Accrued by nominal “business owner” or other household member?





	
Business-household


	
Permeability between business and household.

Cross-subsidies in both directions measured over time.





	
Multiple incomes


	
Multiple sources of income from businesses, directorships, shareholding, property rental, employment, pensions, social welfare, and those of other household members.





	
Nonfinancial rewards


	
Nonfinancial rewards, including components of job satisfaction, autonomy and happiness, emotional well-being and family harmony, nonmaterial “psychic” income, codified and valued.

Sectoral variations in provision of nonfinancial rewards.

Regional variations in nonfinancial rewards and quality of life indicators.

Temporal variations in nonfinancial rewards between new start, growth, mature, and declining firms.

Relationship between nonfinancial benefits and financial rewards.









First, there is the business income dimension, that is, the items that should be included in the assessment of financial rewards. Existing research suggests that net profit, wages, and capital gains need to be included, but other business and individual factors may also require assessment. For example, current research practice assumes that an individual is associated with only one business, yet the existence of multiple businesses—a business portfolio—within business-owning households is commonplace.64 Second, the income distribution dimension draws attention to the potentially large variations in business owners’ earnings. Earnings are likely to be unevenly distributed among firms, depending on their relative individual success; between high and low value and high- and low-growth industry sectors; among regions, depending on levels of economic prosperity; and over time, given the substantial variations in financial returns generated over the life cycle of the business and available to be drawn down by the individual entrepreneur. Third, the economic status dimension reveals the fact that business incomes rarely reflect the living standards and lifestyle of the household, and therefore consideration needs to be afforded to such other factors as wealth, assets, and savings that also contribute to the individual’s and the business-owning household’s consumption, lifestyle, and standards of living and the extent to which these have accrued as a direct result of business ownership or are derived from independent sources.

Fourth, the business-household dimension highlights the permeability of the boundaries between the business and the household with regard to earnings, wealth, expenditure, and consumption and is included because of the possibility of cross-subsidy between the business and the household spheres. As we have seen within this chapter, the interconnections between business and household suggest that not only do the rewards of the business subsidize the household, but the household clearly provides a subsidy to the business venture. Fifth, there is the multiple income dimension that reflects the fact that business owners may have multiple sources of incomes,65 accruing from the ownership of different businesses, additional full-time or part-time employment outside of the enterprise, shareholdings and equity stakes in other businesses, income from ownership of property, or from social security transfers and incomes generated by other household members, all of which contribute to an overall household living standard.

Finally, the sixth dimension, nonfinancial rewards, takes account of the fact that economic well-being is also dependent upon a range of nonfinancial benefits that evidently accrue from small business ownership, such as the components of job satisfaction, autonomy, and happiness, all of which have been found to command a value and exist to varying degrees within entrepreneurial households. Wheelock et al. describe this “non-material, psychic income” as including, for example, gaining control over your place in life, living in a place you want to live, and bringing up children in a desired environment, factors that are difficult to price but are highly valued.66 The extent to which variations in nonfinancial rewards occur over time and the relationship between the scale of financial rewards and the presence of nonfinancial rewards is unknown but likely to be a crucial element in constructing well-being within the business-owning household. Similarly, the family business research literature suggests that businesses may be motivated by a sense of business stewardship, a preference for ensuring business longevity over short-term profit seeking, and the need to maintain emotional well-being and family harmony.

CONCLUSIONS

Considering these different dimensions of small business rewards implies a move away from such single measures as incomes or wealth to the use of new multidimensional measures of economic well-being that provide a broader perspective on the variety of reward mechanisms available to the business owner.67 Economic well-being comprises composite measures of financial rewards, including earnings, wealth, assets, savings, and pensions, as well as highly subjective and individualized measures of consumption, lifestyle, and living standards. Multidimensional measures of economic well-being have the capacity to capture relative prosperity over different time periods and therefore offer a more comprehensive and dynamic view of small business rewards. Importantly, where prior studies have presented atomized views of the individual business owner acting in isolation and making decisions for individual benefit, multidimensional measures of economic well-being contextualize the business owner within the household. Small business owners have considerable scope in determining the type, value, and timing of their financial rewards, which may be adjusted to suit different household and business requirements. Thus, a focus on economic well-being emphasizes the role of the household as a key influence on small business reward decision making. We hope that scholars will be encouraged to explore the ways in which economic well-being is constructed within business-owning households along these different dimensions and that by doing so they will come to fully understand the rational benefits of small business ownership.
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Effectual Decision Making: Applications for Small Business

Gaylen N. Chandler

Effectual decision making represents a significant shift in the way we understand the initiation and ongoing development of small businesses. This chapter contrasts causal and effectual decision-making processes, gives examples of how small business owners and managers employ causal and effectual decision-making processes as they start and grow their businesses, and describes how effectual decision-making processes can be taught.

Most business schools teach that the best way to launch a business initiative, either as a new venture or as an augmentation to an existing business, is through a strategic planning model. In this model, a decision maker comes up with an idea that he or she believes has promise; does in-depth competitive analysis; writes a plan, raises money, and gathers other resources; launches the initiative; and monitors performance relative to projections. Unfortunately, most external investors are not interested enough to invest in the idea until the product or service is purchased by customers at a sufficient volume and price to demonstrate that a viable business model exists—in other words, you cannot get money until you prove you can make money. After proving the business model, it is far easier to raise money to grow the business. In spite of this obvious disconnect, most small business researchers and teachers have accepted the strategic planning foundation, and the predominant managerial decision-making model taught in business schools is a goal-driven, deliberate model of decision making that focuses on strategic planning and maximizing returns.1 This decision-making process has been referred to as a causation decision-making model.2

Although the causation model is the most commonly taught approach, it is probably not the most frequently used approach and sometimes impedes rather than assists progress. In practice, many successful businesses are not the outcome of insightful strategic planning, but rather the result of experimenting and adapting until a product-market fit is eventually achieved. Because most of the experimentation occurs using the existing resource base, decision makers do not perceive that they are constrained by the unavailability of external resources. Indeed, almost half of the companies on the Inc. 5000 list—the fastest growing privately owned firms in the United States—start with no more than $10,000. Moreover, our analysis shows that after start-up, there is little difference between the growth rates of firms that started with a little money and those that started with a lot.3 Thus, in contrast to the causation model, in situations where there is much uncertainty, such as in the early stages of new firm creation, new industry development, or periods of significant industry change, small businesses should and frequently do employ processes that have been labeled as effectuation decision-making processes.4

Effectuation processes start with a generalized aspiration to develop some sort of viable business initiative. The decision criterion of profit maximization is replaced with the concept of affordable loss. Thus, those using effectuation processes seek to create an exchange relationship with customers by using the resources that are immediately available (i.e., who they are, what they know, the resources they control, and whom they know). They do not commit more resources than they can afford to lose. They take advantage of environmental contingencies as they arise, learn as they go, remain flexible, and pivot away from things that are less promising toward more promising alternatives. The specific desired outcome is not clearly envisioned at the beginning but takes shape over time. This approach has an initial objective of finding a product-market fit and proving that the business model works.

Neither causation processes nor effectuation processes are universally applicable.5 Causation is most appropriately applied in industries with history and stability. Effectuation is most appropriately applied when seeking to introduce new products or services, apply new business models, or make offerings to new markets in which there is little concrete information and much uncertainty.6

THE BASICS OF EFFECTUATION

Saras Sarasvathy, a researcher interested in new venture development, wanted to understand the decision-making processes used by the most successful business founders.7 The entrepreneurs she studied had at least 15 years of entrepreneurial experience, had started multiple companies—both successes and failures—and had taken at least one company public. Forty-five of the 245 U.S. entrepreneurs she found who met her criteria agreed to participate. Revenue at the subjects’ companies—all run by the founders at that time—ranged from $200 million to $6.5 billion, in industries as diverse as toys and railroads. She asked her respondents to vocally describe what they were thinking as they were faced with a series of hypothetical problems and decisions that are typical in the start-up process. Their underlying logic was extracted from their thinking aloud about the problems presented to them. Based on relationships that she found between her subjects’ thinking aloud and the behavior that they took in reaction to the problems they faced, the differences between causation and effectuation were defined and described. Subsequent researchers have helped to refine and validate these concepts.8

Sarasvathy illustrates the differences between causation and effectuation processes by discussing different ways to prepare a meal.9 Those using causation processes decide on a specific menu for the meal, take advantage of the ingredients that are readily available, and go shopping to acquire other needed ingredients for the meal. They prepare the meal based on the recipes specified by the chosen menu. In contrast, those using effectuation processes start with a generalized aspiration of preparing some kind of meal. They look at the ingredients available in the cupboard and refrigerator and think about the possible meals that could be prepared with that set of ingredients. They might call their neighbors and see what they have that could be added to the meal. The meal is cocreated by the participants and emerges from the available ingredients. It might include some unusual combinations.

While causation and effectuation processes are essentially cognitive processes (how people think), they are manifest in company behaviors (what companies do). Considering both the cognitive and behavioral aspects of causation and effectuation, there are five related but conceptually distinct dimensions that differentiate the two processes.10

THE DIMENSIONS THAT DIFFERENTIATE CAUSATION FROM EFFECTUATION

Focus on Means

Sarasvathy states that those using causation processes focus on the ends, while those using effectuation processes focus on the means.11 This is consistent from a cognitive perspective. When potential business founders state, “I have an idea for a really good business, but I don’t have the financial backing to do it,” they are considering the idea from a causation perspective. They have a preconceived idea of what the business will be, and that drives their thought processes. In contrast, someone approaching business creation from an effectuation perspective thinks, “I have a given set of skills and abilities, I have these resources, and I know these people. What are some of the possible things that I could try?” Instead of stating that they do not have the required resources, they experiment with things for which they do have the necessary resources.

Even though the thought processes may be different, from a behavioral perspective, it is difficult to differentiate between those using causation and effectuation.12 The decision-making processes of those using effectual reasoning are focused on means. Those using causation processes are focused on the end, but they also consider the means that they have available. Indeed, SWOT analysis, which is an almost universally taught part of a causation approach, requires that business decision makers analyze their strengths and weaknesses, in the same way those following a menu for a meal consider the ingredients in the pantry and the refrigerator. Thus, means are important for both those using causation processes and those using effectuation processes, but the way that they think about the means is different.

Alliances and Precommitments

In a similar fashion, both those using causation processes and those using effectuation processes rely on alliances and precommitments from other stakeholders, and thus their behaviors are similar.13 Those using causation processes use alliances and precommitments as part of the resource infrastructure that allows them to leverage their resources and distinctive competencies to reach a desired end. It becomes part of the overall planned model. In contrast, those using effectuation processes cocreate the new venture by inviting involvement from potential stakeholders. The involvement of other stakeholders helps to guide the direction that the venture takes. In addition, alliances and precommitments allow the risk associated with trying something new to be spread out among stakeholders so that no single stakeholder risks losing more than he or she can afford to lose.14

Clearly Defined Ends or Generalized Aspirations

Sarasvathy states that those using causation processes focus on clearly defined ends.15 When causation processes are used in the context of small business decision making, the end state is envisioned from the beginning, and the business owner or manager seeks to enact that vision. This requires a clear description of the product or service to be provided, the value it adds to customers, the identification of target customers, a thorough analysis of the competitive situation, and an articulation of the business model required to provide value to the intended customer groups. In other words, the product offerings and the form the business takes is specified and planned from the beginning.

In contrast, those using effectuation processes have a generalized aspiration of developing a viable business. To do so, they conduct affordable experiments, often with other stakeholders, using the resources that they collectively have available, and follow the path of successful experimentation. Experimentation that includes multiple stakeholders leads to the cocreation of new possibilities that could not have been imagined by the individual before embarking on the effectuation journey. As experimentation and cocreation occur, there is new learning, which changes the means available and enhances the possibilities. The products, services, and business models may vary significantly from one experiment to the next. Thus, the end is not nor could be defined from the beginning because it evolves through successful experimentation.

Predicting Expected Returns or Affordable Loss

Those using causation logic evaluate options based on maximizing returns to their investment and select those options that have the highest predicted returns. They focus on thorough competitive analysis to have the information required to make substantiated predictions.16 They must clearly envision the end state of the venture before they can evaluate the expected return. When there is both history and stability, not only is it possible to gather relevant information, but it is also possible to project that information forward to make reasonable predictions of the possible outcomes of a contemplated course of action. Initially the efforts are focused on gathering information and planning in an effort to predict how things will turn out, and then it shifts to implementing the plan. Often those using causation processes seek to roll out a full-blown business as envisioned from the beginning to reap the expected returns as soon as possible. They use the resources they have available, but they also acquire the additional resources required to reach the desired end state.17 Thus, those using causation approaches are more likely to seek external financing and resources. They are also more likely to put a significant proportion of their resources at risk in one single investment.

In contrast, when a business decision maker considers new products or services, entry into a new industry, or competing in a rapidly changing industry, there is little historical information on which to base informed decisions; thus, those employing effectuation logic do not spend a lot of time doing competitive analysis because they recognize that there is little relevant information.18 Instead, they conduct limited experiments and hedge against catastrophic failure by refusing to invest more than they can afford to lose. This does not mean that they are not concerned with making money or that there is no profit motive, but, rather, when it comes to making decisions about developing the venture, neither the principals nor other stakeholders who become involved commit more than they can afford to lose. Those using effectuation logic set up limited experiments rather than trying to launch a full-blown venture. Successful experiments provide evidence of market potential that mitigates the risk of loss before additional resources are committed to promising courses of action. Additional resources are not committed when experiments are not fruitful. The involvement of other stakeholders helps to spread out the risk so that no participant is required to risk more than he or she can afford to lose.

Existing Knowledge or Environmental Contingencies

Those using causation logic envision the end from the beginning and design strategies to reach that end by exploiting the knowledge that they have. Indeed, a preenvisioned outcome can only occur when individuals have the requisite knowledge to envision that outcome. This knowledge then becomes the core competence on which the business is based. Read and his coauthors acknowledge that causation approaches allow for adaptations to environmental changes, yet that adaptation is most frequently a refocusing of the preexisting core competence.19 Consistent with causation logic, researchers have paid the most attention to the human capital of the founders at start-up rather than looking at it as a dynamic resource that changes over time through learning.20

Those employing effectuation logic take advantage of environmental contingencies by experimenting, trying different things, and pursuing those options that seem to have the most promise. This implies that preexisting knowledge and experience provide a starting point, but that experimentation and ongoing learning must also occur. Because those using effectuation logic seek to take advantage of emerging environmental contingencies, it is logical to assume that the decision makers do not initially have all of the required knowledge.21 In emerging industries, where it is more difficult to gather information, firms are likely to face rapid technological change, accelerated globalization, and fast-moving trends.22 As the emerging contingencies are exploited, firms are likely to have to deal with new customers and suppliers and different regulatory agencies and to confront different competitors. These changes in the task environment often create situations that require knowledge that was not initially possessed by the management team.23

Thus, where causation processes rely on preexisting knowledge, effectuation processes rely on taking advantage of environmental contingencies and ongoing learning. Although the logic inherent in causation approaches may not preclude learning, neither does it provide a clear role for learning because ends and objectives are defined in the beginning and designed to take advantage of preexisting knowledge. In contrast, learning is central to effectuation, and as learning occurs, the means change, which expands the possible options.

UNCERTAINTY

The choice of effectual versus causal logic depends on the amount of uncertainty in the business environment.24 Of course, there is no way to predict the future with absolute certainty, but some futures are more predictable than others. For example, McDonald’s has over 33,000 operating stores. Because of their history and experience, they can predict the most likely range of performance for a new store. In contrast, in January 2012, a Connecticut-based inventor was granted a patent for “a completely dynamic human powered flying suit” that is modeled after a bat’s style of aviation. The device includes a pair of strap-on bat-like wings that can be manipulated by the wearer once in the air. To launch, the wearer of the flying suit would have to be towed or ride a bicycle, skis, or rollerblades down an incline and then assume a leaning-forward flying posture and leap into the air at the appropriate moment.25 Because nothing like this has been tried before, it is much less predictable and much more uncertain than the new McDonald’s restaurant.

Researchers have defined three different types of uncertainty in the business environment.26 The first type is referred to as state uncertainty. State uncertainty exists for small business decision makers when they have no confidence in what suppliers, competitors, consumers, the government, or other relevant stakeholders might do in response to a given stimulus. It is also inferred that the small business owner or manager does not clearly understand how different components of the business environment might be changing. The second type of uncertainty is called effect uncertainty. Effect uncertainty is the inability to predict how environmental events will impact the focal small business. As a case in point, political choices sometimes have an impact on organizations. For example, changing health care regulations have left many small businesses wondering exactly how they will be impacted. The third type of uncertainty is known as response uncertainty. This type is associated with attempts to understand the response options that might be available to the small business decision maker.27 Taking the previous example one step further, many small businesses do not know how they will be affected by changing health care regulations, and at the same time, they do not clearly understand what their response options might be.

The choice of whether to use a causation approach or an effectuation approach should be determined by the decision maker’s perception of each of these types of uncertainty. The greater the perceived uncertainty, the greater the likelihood that they will benefit by using effectuation processes. Thus, when uncertainty is high, decision makers should use effectuation logic.

SUMMARY

In short, when there is a stable history, small business decision makers should use causal logic and the information that they have to predict how things will work out. They should begin with clearly articulated ends in mind. They should choose alternatives that maximize expected returns, use the knowledge that they have that can give them a competitive advantage, conduct extensive competitive analysis, and acquire external resources to reach the end objective. This should all come together in a formal, written business plan.

Most often, however, small business owners and managers function in new or dynamic market space and should use effectuation processes. They should begin with a generalized aspiration of success and conduct experiments that do not exceed their affordable loss. The end point is not determined from the beginning, but rather cocreated with other stakeholders. They should use alliances and precommitments to cocreate a path that takes advantage of environmental contingencies. Avoiding a total loss and spreading risk among the stakeholders helps to hedge against downside risk.

In practice, individual business decision makers are likely to use both causation and effectuation processes. However, one or the other will tend to be the dominant decision-making style. Effectuation processes are expected to be more prevalent in the early emergent phase of an industry or unique business or during periods of radical change. However, even those that predominantly use effectuation during the early stage of development tend to shift toward causation processes as the business and industry age and become more stable.

Examples of businesses that were developed using each predominant style follow.

CAUSATION DECISION-MAKING PROCESSES: AN EXAMPLE

Eileen Gittins founded Blurb, a custom publisher of professional-quality books, in 2006.28 She initiated the venture with a clearly defined end in mind. In 2004, digital cameras were just taking off, so she set a personal goal to make portraits of 40 people with whom she had built companies and, at the same time, tell their personal stories and publish them in a book that she could present as a gift to those 40 people. She talked to printers but could not find one that would accept an order for less than 1,000 copies. To resolve the issue, she worked for two years to develop a model that would allow her to publish professionally printed custom books in lots as small as one book. With her team, she developed a book-designing platform that was simple for someone who was reasonably computer-literate to use. At Blurb, they have built an Internet platform to produce their own bookstore-quality books in quantities as small as one book. Her objective was to make it fun and easy for people to design a professional-quality book, and she has stayed focused on her goal—thus, the envisioned end provided the impetus for the development of the business.

Because of her work and life experience, Gittins believed that millions of people around the world had something to express and that they would like to do it in book form. When she started developing the concept in 2004, everything was going digital, and her proposal ran counter to that trend. However, she predicted that there would be a significant customer base, and because of her prior track record, she was able to convince a venture capitalist to invest, despite the fact that it seemed to be counterintuitive. Both she and the venture capitalist believed that the model could make them a significant amount of money. Thus, the major decision criterion was expected returns rather than affordable loss.

For the most part, preexisting knowledge was used to envision and predict the end state of the business. Gittins grew up in a family in which education was emphasized. At a young age, she read such classics as A Tale of Two Cities and All Quiet on the Western Front, which instilled a love of books and storytelling at a very young age. She studied English and journalism at University of California, Berkeley, and, at the same time, discovered photography. After college, in 1983, she was hired as a marketer by Eastman Kodak. Her job was to tell the story of digital imaging. Eventually she moved to Seattle to get involved with a start-up that was developing digital imaging software for the pharmaceutical industry. That start-up was a failure, but Eileen recognized it as a great learning experience. Subsequently, she went to work for a company called Wall Data. Part of her job was going to the computer science department at the University of Washington to search for emerging technologies. She found software developers combining Web design with database tools. She joined them and built a company called Salsa that was built on that technology. Salsa became a big success. A few years later, some venture capitalists asked Gittins to check out three software developers who had just left the Stanford Research Institute. They were designing software that followed a user’s path through Web sites in real time, providing companies with new insights into consumer behavior. They launched a new company called Personify.

Running two successful start-ups taught Gittins the importance of raising money and how the minds of investors work, and it taught her the dynamics that operate within a board of directors. When the tech bubble burst and Personify was acquired, she became a consultant and eventually took a position as the CEO of one of the companies that had consulted with her. Blurb was predominantly built on Gittins’s preexisting knowledge.

As part of the process that led to launching Blurb, Gittins talked to numerous printers and could not find one that would accept an order for fewer than 1,000 books. As she contacted printers, she learned what they were doing and how they were competing. Thus, she engaged in a substantial level of competitive analysis.

The development of the business predominantly followed a causation process. Eileen clearly defined what she wanted to do and stayed focused on that goal. She and the venture capitalist focused on the expected size of the market and potential returns. She predicted that there would be a market for print copies. She used the preexisting knowledge that she had developed through her childhood, university, and work experience and conducted competitive analysis by talking to numerous printers.

EFFECTUATION DECISION-MAKING PROCESSES: AN EXAMPLE

Scott Watterson and Gary Stevenson predominantly used effectual reasoning in their business development process.29 Watterson studied business and minored in Chinese at Utah State University in Logan, Utah. Stevenson also studied at Utah State and majored in business information systems. When the two started working together, they had a generalized aspiration to do something that was more lucrative than the normal student jobs that were available in Logan. Initially they established a business called Weslo to import kitchenware and other household products from Hualien, Taiwan. They sold the products out of the trunks of their cars. Before starting college in the mid-1970s, each had served for two years as a missionary for the Church of Jesus Christ of Latter-day Saints. Watterson, who served in Taiwan, stated that while riding his bicycle around Tsoying and Hualien, he “had fallen in love with Taiwan. I continued to rack my brain for ways to come back [to Taiwan].”30 Stevenson served at a church mission in Japan and also developed personal connections to that country.

Their major means included business education; access to equipment to cut, bend, and weld steel; and contacts with manufacturing organizations in Taiwan. At each step along the way, as they pivoted from one thing to the next, their means drove the experiments that they tried. At multiple decision points, Watterson and Stevenson took advantage of environmental contingencies by experimenting with new products and markets. There was no way to have predicted where they would end up.

When they both graduated in 1979, an oil crisis gripped the United States. They took advantage of that contingency by reasoning that wood-burning stoves might be in demand because people wanted less expensive ways to heat their homes. Working through domestic contacts, they acquired the rights to Fire King free-standing, wood-burning stoves. They used their access to metal-working equipment and imported cast iron stove doors from Taiwan. Thus, they employed the means that they had available to exploit an environmental contingency.

Demand for wood stoves was highly seasonal, and, in response to another contingency, they thought that it would help their business if they could improve sales in warmer months to level demand. Using the equipment with which they manufactured wood-burning stoves, they manufactured trampoline frames in Logan, Utah, and imported the covers from their manufacturing partners in Taiwan—once again focusing on means. Over time, they found that many of their customers were using the trampoline for exercise. So, once again leveraging an environmental contingency because they had some evidence of demand for exercise equipment, they worked with a manufacturing partner in Taiwan to develop and manufacture a baseline model exercise bicycle. This product was easier to sell and had a better profit margin than their wood-burning stoves. They thus shifted their business toward the exercise bicycles and away from the stoves. When demand for exercise equipment spiraled upward in the 1980s, they developed treadmills, rowing machines, home gyms, and stationary bikes. They sold this equipment under the name ProForm Fitness Products, Inc., with Weslo Inc. acting as the parent company. They subsequently discontinued the wood-burning stove business.

At the beginning, importing goods from Taiwan a few cartons at a time did not require them to invest more than they could afford to lose, and selling from their cars eliminated the need for a commercial storefront. Watterson and Stevenson hedged against catastrophic failure by not investing more than they could afford to lose and by engaging with their Asian partners to move from importing kitchen items, to wood-burning stoves, to exercise bicycles, to a full-range of exercise equipment. This helped to spread out the risk so that no participant was required to risk more than they could afford to lose.

Watterson and Stevenson had a generalized aspiration to develop business together and pursued experiments that fit within the scope of their resources without risking more than they could afford to lose. They emphasized strategic alliances with suppliers and exploited environmental contingencies as they surfaced. By not committing more than they could afford to lose and by including their manufacturing partners in business development, they hedged against catastrophic losses. When Weslo was initially launched to sell kitchen goods, they had no idea that they would become the world’s largest exercise equipment manufacturer and distributor. Thus, especially in the initial years of the development of their company, their decision-making processes were most consistent with effectual reasoning.

EFFECTUATION IN THE ACADEMIC LITERATURE

An emerging body of research demonstrates that the concept of effectuation has captured the imagination of scholars. In 2012, my colleagues and I collaborated on an article that thoroughly reviewed the progress of the effectuation literature.31 Although we concluded that most of the research on effectuation is still in the nascent and beginning intermediate stages of development, we also concluded that it shows great promise to help us better understand entrepreneurship. I have extended and updated the tables included in that article.

Research based on and testing effectual reasoning got off to somewhat a slow start, but it is now expanding rapidly. As of September 25, 2013, Google Scholar indicates that Sarasvathy’s 2001 article has been cited 1,298 times.32 For the first several years, almost everything that we knew about effectuation was based on Sarasvathy’s original research, but a number of other researchers are now measuring and testing different conceptualizations of effectuation. As indicated in table 4.1, Sarasvathy’s seminal article is the true launching point for the study of effectuation.33 A number of articles by Sarasvathy and her colleagues simply provided more clarification of what effectuation is and what it is not. These articles are summarized in tables 4.1, 4.2, and 4.3.


TABLE 4.1 Summary of Conceptual Journal Articles




	

Article



	

Research Issue



	

Theoretical Contribution






	
Sarasvathy (2001)1


	
How are firms created?


	
Effectuation is presented and contrasted to causation.





	
Dew and Sarasvathy (2002)2


	
What is effectuation?


	
Effectuation is distinguished from causation. A list of “nine things that effectuation is not” is offered, and how effectuation integrates with other management theories is discussed.





	
Sarasvathy, Dew, Velamuri, and Venkataraman (2003)3


	
How do new business opportunities come into being?


	
There are three explanations of how business opportunities come into being. They are “recognized through deductive processes.” They are “discovered through inductive processes,” and they are “created through abductive processes.” According to the creative explanation, business founders manage the uncertainty that is associated with an opportunity through the use of effectuation principles.





	
Read, Stuart, and Sarasvathy (2005)4


	
Is there a relationship between business expertise and the use of effectual logics? Is there a relationship between effectual logics and new venture performance?


	
Five testable propositions are offered that relate business expertise, the use of effectual action, and new venture performance.





	
Goel and Ranja (2006)5


	
Why do business founders overtrust?


	
It is proposed that the use of effectual logic by business founders, coupled with personality characteristics, make them susceptible to overtrust.





	
Wiltbank, Dew, Read, and Sarasvathy (2006)6


	
How do firms decide what to do when faced with an uncertain situation?


	
Effectuation is discussed as a transformative approach to strategic decision making and deciding what to do next when faced with an uncertain situation. Unlike most previous effectuation literature, this article discusses effectuation as appropriate not only for new ventures but for established firms as well.





	
Chiles, Bluedorn, and Gupta (2007)7


	
Do creative destruction and opportunity discovery fully explain how entrepreneurs create opportunities?


	
A component of Lachmannian entrepreneurship differs from creative destruction and entrepreneurial discovery. The authors state that creative imagination is “congenial” with effectuation.





	
Chiles, Gupta, and Bluedorn (2008)8


	
What are the similarities and differences between Lachmannian entrepreneurship and effectuation?


	
The authors respond to criticisms by Sarasvathy and Dew about their differing interpretations of effectuation. They attempt to clarify the possible distinctions and common ground that exist between Lachmannian entrepreneurship and effectuation.





	
Dew, Read, Sarasvathy, and Wiltbank (2008)9


	
How do firms that are not yet established behave?


	
It is proposed that new ventures engage in more effectual behavior than established firms.





	
Dew, Sarasvathy, Read, and Wiltbank (2008)10


	
How do business founders successfully create new firms and markets?


	
The authors suggest that existing firms can avoid the “innovator’s dilemma” and continue to be innovative.





	
Karri and Goel (2008)11


	
Is trust irrelevant or necessary for effectuators?


	
In response to Sarasvathy and Dew, the authors argue that all human action requires trust and that effectuators “over-trust deliberately, and then make the risk of trusting irrelevant by following effectual logic.”





	
Sarasvathy (2008)12


	
Given who I am, what I know, and whom I know, what kinds of opportunities could I pursue and what kind of enterprises could I create?


	
This is a book that clearly and sequentially describes the development of the concept of effectuation.





	
Sarasvathy and Dew (2008)13


	
Does using effectual logic necessitate trust?


	
In response to Goel and Karri, the authors argue that “effectual logic neither predicts nor assumes trust.”





	
Sarasvathy and Dew (2008)14


	
Response to Chiles, Gupta, and Bluedorn.


	
The authors respond to the comments and criticisms of Chiles, Gupta, and Bluedorn. They argue that effectuation and Lachmannian entrepreneurship differ in regard to the “problems of knowledge, resources, and institutions.”





	
Sarasvathy, Dew, Read, and Wiltbank (2008)15


	
How do effectuators design organizations and environments?


	
Organizational design is important because effectuators using transformational approaches not only design organizations but concurrently end up designing the environments we live in.





	
Dew, Sarasathy, Read, and Wiltbank (2009)16


	
How do individuals decide what they can afford to lose and what they are willing to lose to plunge into starting a business?


	
Using the founder’s new venture plunge decision, this article combines insights from behavioral economics to develop a detailed analysis of the affordable loss heuristic. The article also discusses the implications of affordable loss for the economics of strategic entrepreneurship.





	
Hayward, Forster, Sarasvathy, and Fredrickson (2010)17


	
Are highly successful business founders better positioned to start subsequent ventures?


	
The article describes why highly conﬁdent founders of successful ventures are better positioned to start and succeed with another venture and therefore why overconﬁdence in one’s capabilities functionally persists and pervades among owner/managers.





	
Sarasvathy and Venkataraman (2011)18


	
Is there an entrepreneurial method analogous to the scientific method?


	
This is an essay that argues that effectuation is an entrepreneurial method that is easy to understand and can be taught and applied.





	
Dew, Read, Sarasvathy, and Wiltbank (2011)19


	
Can effectual processes lead to the development of new markets?


	
The study incorporates evidence from psychology and cognitive science to create the microfoundations for evolutionary theories of new market initiation. The paper presents an in-depth analysis of how expert business founders use effectual logic to conceptualize the creation of new markets.





	
Harmeling (2011)20


	
How does contingency shape entrepreneurship?


	
This paper integrates some discussion of effectuation in a broader discussion of contingency.





	
Perry, Chandler, and Markova (2012)21


	
What is the state of progress of “effectuation” literature?


	
The “effectuation” literature is transitioning from nascent to intermediate.





	
Fisher (2012)22


	
A comparison of emerging theories of entrepreneurship research.


	
This paper presents a theoretical comparison of causation, effectuation, and bricolage.





	
Mäkimurto-Koivumaa and Puhakka (2013)23


	
Advocates building a pedagogical model that integrates both effectuation and causation in entrepreneurship education.


	
Through emphasis on the role of effectuation, a creative process view of entrepreneurship education is advocated. It builds on the cognitive and social-psychological schools of entrepreneurship and cognitive, contextual, and creation views on entrepreneurial opportunities. As a result, we suggest a model in which effectuation could be used together systematically with causation in entrepreneurship education.





	
Ghorbel and Boujelbène (2013)24


	
Comprehensive literature review of the effectuation literature


	
This literature review paper proposes a new conceptual classification scheme to classify past and current developments in effectuation research. More than 120 papers published on effectuation studies from 1999 to 2011 were classified and analyzed. For better effectuation-theory applications, researchers need to focus their efforts on the empirical studies beside the theoretical developments, which are reached in advanced stages.
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TABLE 4.2 Summary of Journal Articles Using Experimental Methods




	
Article


	
Research Question


	
Data Source and Sample


	
Types of Analysis


	
Results Summary


	
Theoretical Contribution





	

Sarasvathy (1998)
1




	

How do founders and nonfounders differ in how they process and react to risks and returns?



	

The decisions and verbal protocols of four individuals who had founded large companies ($5 million to $30 million in sales) and four bankers with over 5 years of work experience in large banks as they solved 5 problems related to risk and return. Plus the decisions and verbal protocols of 30 expert entrepreneurs as they solved 10 problems related to starting a new venture.



	

Verbal protocol analysis; analysis of means variance



	

The founders accepted risk as a given and focused on controlling outcomes. They also framed their problem spaces with personal values and assumed greater personal responsibility for outcomes. Bankers focused on target outcomes—attempting to control risk within structured problem spaces and avoiding situations where they risk higher levels of personal responsibility. The founders engaged in more effectuation related behavior and less causation-related behavior.



	

Effectuation is presented and contrasted to causation.






	

Sarasvathy, Simon, and Lave (1998)
2




	

How do founders and nonfounders perceive risk and return?



	

Similar to the first sample in Sarasvathy, 1998.



	

Verbal protocol analysis; analysis of means variance



	

Similar to Sarasvathy, 1998.



	

Founders and nonfounders perceive risk and return differently.






	

Sarasvathy and Dew (2005)
3




	

How do founders predict uncertain future preferences?



	

The decisions and verbal protocols of 27 individuals who had founded companies ranging in size from $200 million to $6.5 billion in sales as they solved 10 problems related to starting a new venture. Plus historical data and interviews with founders who participated in the creation of the radio frequency identity industry



	

Verbal protocol analysis; event history analysis



	

The founders seemed to use effectual logics when predicting uncertain future demand. The prediction processes they described indicated that they used (a) a logic of identity (who are you) as opposed to a logic of preferences, (b) a logic of action (what you know) as opposed to a logic of belief, and (c) a logic of commitment (whom you know) as opposed to a logic of transaction.



	

A “technology of foolishness” is offered that indicates how founders predict uncertain future preferences.






	

Dew, Read, Sarasvathy, and Wiltbank (2009)
4




	

Do expert entrepreneurs frame decisions using effectual thinking more often than novices do?



	

The decisions and verbal protocols of 27 expert entrepreneurs. Plus 37 MBA students as they solved two problems related to starting a new venture



	

Verbal protocol analysis; analysis of means variance



	

The expert entrepreneurs used analogical reasoning, were more likely to think holistically about business, weighed predictive information less, were more means-driven, were less concerned with expected return, and were more interested in developing partnerships than MBA students.



	

Expert entrepreneurs use effectual logics more and causal logics less when making decisions.






	

Read, Dew, Sarasvathy, Song, and Wiltbank (2009)
5




	

Do expert entrepreneurs frame marketing decisions using effectual thinking more often than novices do?



	

The decisions and verbal protocols of 27 expert entrepreneurs. Plus 37 MBA students with little entrepreneurial expertise as they approach marketing problems.



	

Verbal protocol analysis; analysis of means variance



	

Expert entrepreneurs were less likely to believe market data, used analogical reasoning, focused on affordable loss, were more likely to think holistically about the business, thought about unmentioned markets, used skim pricing, and were more likely to make initial sales themselves.



	

Expert entrepreneurs use effectual logics more and causal logics less when making marketing decisions.













Note:


1Sarasvathy, “How Do Firms Come to Be?”

2D. K. Sarasvathy, Herbert A. Simon, and Lester Lave, “Perceiving and Managing Business Risks: Differences between Entrepreneurs and Bankers,” Journal of Economic Behavior & Organization 33, 2 (1998): 207–225.

3Saras D. Sarasvathy and Nicholas Dew, “Entrepreneurial Logics for a Technology of Foolishness,” Scandinavian Journal of Management 21, 4 (2005): 385–406.

4Dew, et al., “Effectual versus Predictive Logics in Entrepreneurial Decision-Making.”

5Stuart Read, Nicholas Dew, Saras D. Sarasvathy, Michael Song, and Robert Wiltbank, “Marketing under Uncertainty: The Logic of an Effectual Approach,” Journal of Marketing 73, 3 (2009): 1–18.




TABLE 4.3 Summary of the Field Study Journal Articles




	

Article



	

Dependent Variable



	

Types of Analysis



	

Results Summary



	

Theoretical Contribution



	

Effectuation Subconstruct(s) Considered






	
Sarasvathy and Kotha (2001)1


	
Whether the RealNetworks founders used effectual principles


	
Content analysis.


	
The RealNetworks founders used the effectual principles of (a) being means-driven rather than goals-driven, (b) focusing on affordable loss rather than expected return, and (c) using partnerships rather than formal analyses.


	
Founders, when faced with Knightian uncertainty, use and act more on effectual logics than on causal logics.


	
Control, means, partnership, affordable loss, leverage contingency





	
Harting (2004)2


	
The number of times that causal reasoning was used versus effectual reasoning


	
Content analysis.


	
Effectual principles accounted for over 60% of the semantic chunks during the first phase of CarMax’s development (the concept generation phase) as well as almost 60% overall. The use of effectual reasoning tapered off in later phases.


	
In cases of corporate entrepreneurship, individuals may use more effectual reasoning in the earlier phases of a new venture’s development and more causal reasoning in later phases.


	
Control, means, partnership, affordable loss, leverage contingency





	
Harmeling, Oberman, Venkataraman, and Stevenson (2005)3


	
The number of times that causal reasoning was used versus effectual reasoning


	
Content analysis.


	
The founders of the program mentioned effectual reasoning more in the initial stage and causal reasoning more in later stages. Goal flexibility and the incidence of contingency exploitation decreased over time.


	
Owner/managers may use effectual logics more in the initial stage of a new venture when uncertainty and goal ambiguity are high.


	
Control, means, partnership, affordable loss, leverage contingency





	
Wiltbank, Read, Dew, and Sarasvathy (2009)4


	
Investment success


	
OLS regression.


	
Angel investors who emphasized control strategies experienced fewer investment failures without experiencing fewer investment homeruns than those who emphasized prediction strategies.


	
In cases of uncertainty, investors are better served to emphasize control strategies as opposed to prediction strategies.


	
Control





	
Read, Song, and Smit (2009)5


	
Venture performance


	
Meta-analysis.


	
Reconstructed elements of effectuation and tested their relationship with performance.


	
All effectual principles except affordable loss are positively related to performance. Affordable loss is negatively related.


	
Means, partnerships, affordable loss, leverage contingencies





	
Morrish (2009)6


	
n/a


	
Multiple case studies.


	
Found evidence of effectuation reasoning during the preliminary and early stages of venture and portfolio development. Portfolio founders tend to adopt causation logic as ventures and portfolios mature.


	
Effectuation gives way to causation with maturation of the portfolio.


	
Partnerships, affordable loss, leverage contingencies





	
Chandler, DeTienne, McKelvie, and Mumford (2011)7


	
n/a


	
Exploratory factor analysis (parallel analysis and a scree plot analysis). Plus exploratory and confirmatory factor analysis (tests of fit including chi-square, NFI, CFI, and IFI).


	
Two models fit the data equally well—a first-order model with causation, flexibility, experimentation, affordable loss, and precommitments as independent constructs and a second-order model with causation and effectuation as a latent variable (represented by flexibility, experimentation, and affordable loss) with precommitments shared between the two constructs (causation and effectuation).


	
A survey instrument to measure causation and effectuation is developed, and it is shown that causation and effectuation can be measured somewhat distinctly.


	
Control, partnership, affordable loss, leverage contingency





	
Harms and Holger (2012)8


	
Foreign market entry mode


	
OLS and logistic regression.


	
Technical dynamism and international experience are positive antecedents to foreign market entry. Effectuators are more likely to use equity models of foreign market entry.


	
Effectual decision making applies to foreign market entry


	
Control, partnership, affordable loss, leverage contingency





	
Nielsen and Lassen (2012)9


	
n/a


	
Content analysis of 10 students over a one-year period.


	
How do students develop a sense of entrepreneurial identity?


	

	
None mentioned





	
Kaufmann (2013)10


	
n/a


	
Comparison of two case studies.


	
Examination of causation and effectuation logics for implementing targeted biotechnology policies using two case studies: Singapore (causation) and Israel (effectuation).


	
Neither causation nor effectuation alone produce the desired results


	
None mentioned





	
Nowinski and Rialp (2013)11


	
n/a


	
Comparison of four in-depth case studies.


	
Central and Eastern European (CEE) firms. Ventures apply effectuation and bricolage to exploit controlled resources and flexibly adapt to the market situation.


	
Entrepreneurs in CEE emerging transition economies experience not only financial but also social and human capital constraints, but it does not preclude effectual internationalization.


	
Experimentation, contingency, affordable loss





	
Solesvik and Gulbrandsen (2013)12


	
n/a


	
Case study.


	
An effectuation approach is preferable to open innovation when the initiator of open innovation aims to keep sensitive information inside the closed group, when the initiator has established an effective team of representatives from other firms from earlier innovation projects, and when the participants are geographically close.


	
Effectuation logic is effective in innovation under specific circumstances


	
Means-driven transformation, affordable loss, stakeholder cocreation, contingencies












Note:


1Sarasvathy and Kotha, “Managing Knightian Uncertainty in the New Economy.”

2Harting, “Entrepreneurial Effectuation in a Corporate Setting: The Case of Circuit City’s CarMax Unit.”

3Harmeling et al., “That My Neighbor’s Cow Might Live.”

4Robert Wiltbank et al., “Prediction and Control under Uncertainty: Outcomes in Angel Investing,” Journal of Business Venturing 24, 2 (2009): 116–133.

5Read, Song, and Smit, “A Meta-analytic Review of Effectuation and Venture Performance.”

6Sussie Morrish, “Portfolio Entrepreneurs: An Effectuation Approach to Multiple Venture Development,” Journal of Research in Marketing and Entrepreneurship 11, 1 (2009): 32–48.

7Chandler et al., “Causation and Effectuation Processes.”

8Rainer Harms and Holger Schiele, “Antecedents and Consequences of Effectuation and Causation in the International New Venture Creation Process,” Journal of International Entrepreneurship 10, 2 (2012): 95–116.

9Suna Løwe Nielsen and Astrid Heidemann Lassen, “Identity in Entrepreneurship Effectuation Theory: A Supplementary Framework,” International Entrepreneurship and Management Journal 8, 3 (2012): 373–389.

10Dan Kaufmann, “The Influence of Causation and Effectuation Logics on Targeted Policies: The Cases of Singapore and Israel,” Technology Analysis & Strategic Management 25, 7 (2013): 853–870.

11Witold Nowinski and Alex Rialp, “Drivers and Strategies of International New Ventures from a Central European Transition Economy,” Journal for East European Management Studies 18, 2 (2013): 191–231.

12Marina Z. Solesvik and Magnus Gulbrandsen, “Partner Selection for Open Innovation,” Technology Innovation Management Review (April 2013): 11–16.



Although I have tried to incorporate all that we know about effectuation into the earlier parts of this chapter, in this section, I focus more specifically on what the academic literature has taught us. First, effectuation is a transformative process. Transformative processes represent a radical shift in thinking, perception, and behavior that significantly alters the culture, norms, values, and assumptions under which an organization functions.34 One reason that it is transformative is because it involves partners, customers, and other stakeholders in cocreating opportunities and ventures. This cocreation with other stakeholders is an important principle of organizational design and can not only lead to innovative products but also innovative organizational designs.35 Effectual processes lead to the development of new businesses but can also lead to the development of new markets.36

The research also indicates when effectuation is most likely to be used. When faced with uncertainty, founders use effectual logic more often than they use causal logic.37 Although new and emerging firms are most likely to use effectuation processes, more established firms can also use effectuation, and, when they do, they are more likely to continue to be innovative.38

More empirical work is now emerging. My colleagues and I developed and validated empirical measures of causation and effectuation.39 We found that causation could be effectively measured as a single reflective construct. Reflective constructs are those that measure a central underlying dimension, and all of the individual items that measure that construct are strongly correlated with each other. When individuals use causation reasoning, they define the end from the beginning, make decisions based on maximizing profits, do significant competitive analysis, plan, and enact their plans. Those using causation logic tend to do all of those things; hence, they are highly correlated with each other and have strong internal consistency.

However, effectuation is better understood as a formative construct. Formative constructs do not center on a single central underlying dimension, thus the individual components are not highly correlated with each other. For example, some individual indicators for socioeconomic class are education, income, and occupational status, which are each related but independent indicators. However, when they are aggregated together they have meaning. In contrast to the components of causation that are tightly connected with each other, the components of effectuation are only loosely connected. Effectuation has at least four behavioral subconstructs: experimentation, affordable loss, flexibility, and precommitments that lead to cocreation of the business initiative. When aggregated together, they have meaning. When considering behaviors, we were unable to use measures of means or strategic alliances to differentiate between causation and effectuation. Thus, effectuation is somewhat less tangible and more difficult to measure.

Although Sarasvathy makes no claims about the performance implications of using either causation or effectuation processes, Read, Song, and Smit posited that effectuation processes should be more effective under conditions of uncertainty.40 Consistent with that logic, they analyzed articles published in the Journal of Business Venturing and conducted a meta-analysis of constructs that are hypothesized to be consistent with using effectual reasoning. In short, they found that with the exception of affordable loss, all of the component parts of effectuation, including a focus on means rather than ends, alliances, and precommitments and leveraging environmental contingencies, are positively correlated with venture performance. Other researchers have found similar results. Using the measures developed by Chandler and colleagues and data from 305 Chinese companies, Cai and Guo found that experimentation, flexibility, and precommitments all had a positive effect on organizational performance.41 They also showed that new ventures do not benefit more from effectuation than established companies. Instead, flexibility has a stronger positive effect on established company performance. Exploratory learning has a partly and fully mediating effect on the relationship between experimentation and flexibility and organizational performance respectively and has a stronger positive effect on established company performance.

Finally, effectuation is an entrepreneurial process that can be taught and applied.42 Often people wonder whether entrepreneurship can be taught. There is strong evidence that we can teach and that students can learn how to apply effectual thinking and effectuation processes. Dr. Sarasvathy and her colleagues have created a Web site to provide materials and aids to teach the principles of effectuation: focusing on means to imagine various ends, affordable loss, cocreation partnerships, leveraging contingencies, a worldview of making the future the way you want it to be, and the effectual cycle.43 The Web site hosts an extensive collection of 85 articles, 9 cases, 39 research papers, 37 teaching instruments, and 27 videos.

TEACHING EFFECTUATION

Dr. Sarasvathy states that she does not try to teach effectuation independently from causation, but rather that there are two toolboxes, a causation toolbox and an effectuation toolbox.44 Like other entrepreneurship teachers, she recommends the use of case studies, in-class exercises, interactive lectures, video clips, and guest speakers. The major difference is that all of the course materials, pedagogical approaches, and in-class discussions revolve more around a student’s own new ventures than on general theory or best practices. That approach seems consistent with the experimental and developmental processes of effectuation. Although the general principles of effectuation can be expounded upon, coaching the process may be more effective. For the past several years, I have been teaching effectual reasoning as part of the course that I teach in new venture feasibility. Those students who are actively engaged in the nascent stages of developing a business are able to directly apply the reasoning, and it becomes more alive and applicable for them.

To illustrate how coaching in effectual reasoning works, I use the example of Ryan Bohm.45 In 2004, Ryan Bohm was an undergraduate electrical and computer engineering student at Utah State University in Logan, Utah. For his senior project, he set about converting his nonfunctioning 1984 Nissan 200SX Turbo to an electric vehicle. The conversion cost was about $7,500, most of which came from a university departmental grant. As he pursued the project, Ryan had a difficult time tracking down all of the parts that he needed to make the conversion. As a result of that experience, he surmised that there might be other hobbyists with the same problem. As a computer engineer, he had good computer skills and had been designing and hosting Web sites for a limited number of small businesses while he was attending school. Using his Web-hosting experience and his experience retrofitting his own car, he contacted suppliers, arranged drop-ship agreements, and developed a Web site called EVSource, with the objective of providing a one-stop-shopping experience for any other hobbyists desiring to do a vehicle conversion. This was accomplished while he was attending school full-time and working an almost full-time job. Ryan completed his project in 2005 and also completed an MBA degree in June of 2007. The venture had grown sufficiently by that point, so he devoted all of his time to the business.

In the meantime, he married my daughter, and I had a vested interest in helping the business succeed. Thus, in 2009, I started providing free coaching in the application of effectual principles. First, Ryan had a generalized aspiration to grow his company, but he did not have a clear idea of how to do it. We discussed the situation at length. Individuals desiring to turn a gasoline-powered vehicle into an electric vehicle represent a small niche market. There were a few other small competitors in the market, but no large, dominant competitors. The overall objective was to grow the bottom line. EVSource was an online retailer. They stocked a number of less expensive items but had drop-ship arrangements for the more expensive components. This resulted in relatively slim margins. The options were to either capture a larger share of the market or to come up with ways to increase margins. At this stage, the coaching in effectual reasoning began.

The coaching started with a focus on means and these key issues: Who are you? What do you know? Which resources do you control? Whom do you know? We discussed each of these in turn. I knew that Ryan had an undergraduate degree in electrical and computer engineering and an MBA. During the discussion, it became obvious that he identified himself first as an engineer. He understood circuitry and how electronics work and enjoyed designing. He had a business education and understood accounting and financial management—but he was an engineer first.

Ryan was renting a small space in an industrial complex and had some limited equipment, an up-to-date computer and server, a limited amount of inventory, and a more limited amount of cash. He had developed working relationships with many suppliers and even competitors in the electric vehicles components market. After Ryan had clearly articulated and thought about the means he had available, we discussed a variety of things that he could do with those means. He decided that if he could develop some proprietary products instead of only being a retailer, it would allow him to use his engineering capabilities and allow for larger profit margins. The most important part is that he learned the process by living through the process. My role was simply to ask the questions, to which he provided his own answers.

We then moved to a discussion of environmental contingencies. I asked him to talk about problems that he or his customers were experiencing in the industry. One of these seemed to be particularly vexing. All electrical vehicle conversions require a motor controller. A small company in Oregon that produced Zilla controllers was having production difficulties and was unable to ship product for several months. This meant that customers working on conversions could not complete the conversion, which left a significant void in the market. Taking advantage of that contingency, Ryan used his engineering skills to develop and beta test his own motor controller that was simpler, more manufacturable, and less costly than the Zilla controller.

After beta testing this prototype, he projected that it would cost at least $100,000 to purchase the equipment and inventory to manufacture his own motor controller. In addition, he would have to hire and train assemblers. At this stage, we had another coaching session. I asked, “Who do you know that is experiencing similar problems?” During the past month, he had been talking to George Hamstra, the owner of NetGain Motors, his supplier of motors for electric vehicles, about the controller problem. He was aware that Mr. Hamstra was experiencing several of the same frustrations. Ryan called George and told him that he had beta tested a prototype but did not have the required financing to manufacture the product. NetGain had some slack financial resources and some slack manufacturing capacity. Within a few weeks, they had worked out a joint venture in which NetGain Motors would manufacture the product and Ryan would provide the beta-tested controller, ongoing technical support, and customer support. Thus, the principles of alliances and affordable loss were both applied, and Ryan became a 40 percent shareholder in the newly formed NetGain Controls business by using his knowledge resources but no financial investment. George and Ryan had never met each other face-to-face when the company was formed, but they had been doing business together for several years and had developed a trusting business relationship. Because of that, they were able to cocreate a new venture that benefited both and cost neither more than they could afford to lose.

Just as Ryan Bohm learned effectuation principles by practicing them, students can learn about effectuation by applying effectual decision-making principles as they make business decisions. I believe that the learning and application are much stronger when individuals learn, discuss, and apply effectual reasoning as they develop their own business initiatives. Learning effectual principles opens the doors for students and eliminates the perceived resource barrier.

CONCLUSION

Traditional business-planning approaches appear to be appropriate in stable industries with accumulated history; however, effectual reasoning provides a new way to consider the process of launching new business initiatives in emerging industries or those characterized by dynamic change. Using traditional models, resources are often a constraint to firm formation and growth. However, using effectuation processes, the only constraint to the development of a new firm is the imagination of the decision maker, his or her ability to communicate with and inspire others to become involved in the creation process, and the flexibility to evolve and change in response to environmental contingencies. It is a dynamic process, and as the venture evolves, the available means also evolve.

Research evidence suggests that experienced business founders are likely to use effectuation processes. Effectuation processes are manifest in the behaviors of experimenting, staying flexible, not spending more than one can afford to lose, and cocreating new opportunities with interested stakeholders. Engagement in such processes has an impact on the performance of the emerging firm. Perhaps more importantly, understanding how effectuation works makes the pursuit of new business opportunities more accessible because it largely eliminates perceived resource constraints. Finally, effectual reasoning can be taught and is best learned when individuals are in the process of developing a new business or a new business initiative.
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Women- and Ethnic Minority–Owned Businesses: An Overview of Current Research and Future Trends

Susan Marlow and Maura McAdam

This chapter explores the influence of designated socially constructed ascriptions upon entrepreneurial actors and their behaviors and experiences. We explore this aspect through an analysis of current research, analyzing the influence of gender upon women’s business ownership and, in addition, how designated ethnic minority status affects entrepreneurial propensity and activities. We explore these two categories of the self-employed population together as both constitute a minority subset but, in addition, as both of their attitudes toward and experiences of self-employment are shaped by ascribed social status.

At the onset, however, we would clarify that women are not a minority group given that they constitute 49.8 percent of the global population.1 A notable trend within developed economies since the 1950s has been women’s increasing labor force participation such that they now, on average, form around 48 percent of employees in developed economies and that about 66 percent of women, compared to 80 percent of men, are economically active.2 However, this degree of participation has not been reflected in levels of business ownership where women do constitute a minority. While we acknowledge that the majority of small firms are team or family-owned businesses, it is notable that, in terms of the sex of the designated head of the firm, men dominate.3 Indeed, Global Entrepreneurship Monitor (GEM) data suggests that men are about twice as likely to start new ventures as women, and this trend has remained constant over the duration of the GEM project.4There are some variations; from the 59 economies that contribute to the GEM study, only in Ghana do women constitute the majority of business owners, with very few economies having equivalent numbers of self-employed male and females.5 Even in the United States, where it is suggested that women constitute over 45 percent of business owners, disaggregating this data to exclude co-owned firms suggests a more accurate rate of female self-employment at about 33 percent.6 Consequently, given this enduring disparity, women form a minority of business owners upon a global scale, so, while not a marginal category, they are marginalized within entrepreneurship.

Ethnic minority groups, by definition, clearly do constitute a minority subset distinguishable from the host population by culture, background, racial origin, religious beliefs, et cetera. By extension, the term minority business is typically used to denote business ownership by any individual who is not of the majority population, that is, an immigrant or a member of an identifiable ethnic group.7 However, it has also been applied more broadly to include such disadvantaged groups as the disabled, prisoners, and the traveling community (gypsies).8 Within the scope of this chapter, we cannot explore the many nuances of the minority descriptor or critically evaluate the theoretical differences between immigrant and ethnic minority business owners.9 Yet, while acknowledging heterogeneity, we would argue that many of the broad analytical aspects related to minority status are applicable across groups. Thus, being identified and defined through social characterization (ethnicity), sociopolitical status (immigrant status), physicality (disability), or social exclusion (prisoner) involves separation from the mainstream population through a designation that differentiates the individual or group involved. In most cases, this designation maps onto a pejorative status differential, thus, to reiterate, we recognize that those defined and labeled as minority groups will have differing backgrounds, cultures, and heritage and, so, different experiences of their status. Yet, unlike women, they are both in a minority and usually marginalized. To explore the tensions between the homogeneity of shared designation and the heterogeneity of different backgrounds, we focus upon ethnic minority business owners within this chapter as an analytical illustration of our arguments.

This chapter is organized as two discrete sections, focusing first upon women business owners and, second, ethnic minority business owners. In the first section, we set the scene through a description of women’s share of business ownership, characteristics of their firms, and performance profiles. We then review prevailing explanations for women’s minority share of business ownership, developing a gendered critique that suggests that women’s experiences of entrepreneurship reflect and reproduce their employment careers. Within the second section, we explore the heterogeneity of the ethnic minority designation, and we draw out two themes that explore and explain ethnic minority entrepreneurship, linking these to the issue of resource accumulation. We conclude by contextualizing these arguments within the notion of mixed embeddedness.

Drawing on extant academic literature and relevant reports, this chapter aims to explore some of the key issues relating to the creation, growth, and management of women- and minority-owned businesses. We conclude the chapter by identifying gaps in current agendas, critically evaluating axiomatic assumptions informing both bodies of literature, and highlighting potential avenues for future research.

WOMEN AS SMALL BUSINESS OWNERS

Women’s Share of Small Business Ownership, Firm Characteristics, and Performance Profiles

While there is broad agreement that, on a global scale, women form a minority of business owners, defining their share of self-employment is difficult. Definitions differ across geographic contexts, making direct comparisons difficult. For example, in the United Kingdom, a women-owned business is “one that is either wholly or majority owned by one or more women,” while in the United States, a “women-owned business is one in which the principal owner or the majority of shareholders are female, and the female owners/shareholders own at least 51% of the business.”10 Although similar, both definitions fail to take into account the composite contribution of women to business ownership, which is particularly significant in the context of family business. In light of this, the Center for Women’s Business Research (CWBR) in the United States differentiates between women-led businesses and women-owned businesses in an attempt to take into account those ventures equally owned by male and female business partners, including copreneurial ventures.11

Indeed, most firms are owned within households by family or spousal partnerships or are team owned, so teasing out and isolating the influence of gender is difficult. However, since the 1990s, there has been an emerging interest in women-owned and women-led businesses, their performance, and, in particular, their contribution to aggregate economic activity.12 The problem of isolating entrepreneurial leaders and firm owners from available data suggests that, on average, men are twice as likely as women to be in the process of launching a new venture, and that is persistent and consistent across countries,13 as illustrated by the GEM findings displayed in figure 5.1.




[image: C05_FIG_001.tif]


FIGURE 5.1 GEM Economies Ranked by Level of Female Participation in Total Early-stage Entrepreneurship Activity (TEA) by Economic Group, 2010

Note: Total early-stage entrepreneurial activity (TEA) is the share of adults in the total population of 18 to 64 years old who are either actively involved in starting a new business (nascent entrepreneurship) or in managing a business less than 42 months old (new business formation).

Source: GEM Adult Population Survey (APS); see www.gemconsortium.org.



As noted, the presence of women in entrepreneurial careers remains low; furthermore, their ventures are overly concentrated in crowded, low-value-added sectors, with the majority of women-owned businesses in the retail, catering, and health and education service sectors.14 Indeed, women’s preference for flexibility and the prioritization of household production encourages selection into industrial sectors where entry and capital costs are low and flexibility and work-life balance is easily achieved.15 However, service and retail services are highly competitive and, consequently, exhibit limited growth in terms of employment, sales, profitability, market share, and exports.16 Unsurprisingly, such sectors yield lower returns than those where male businesses dominate, such as innovative technologies.17

Although there are many similarities among small firms, despite the characteristics of the owner, the operating profiles of female-owned firms do exhibit feminized working patterns; the available data indicates that around half of self-employed women work part-time (fewer than 30 hours per week) and around a third base their businesses within the home.18 Men, however, reflect their stereotypical employment profile (i.e., full-time work and separation from the domestic domain) with much lower rates of part-time and home working, 18 percent and 24 percent, respectively.19 Women adopt such operating profiles in an effort to combine economic activity, domestic labor, and child care.20 This is despite evidence suggesting that self-employment provides a poor solution to such competing demands.21 Drawing from an econometric analysis of returns from self-employment, Hundley notes unequivocally that “the presence of small children and greater hours of housework have a negative effect on female earnings [from self-employment].”22

While such fragmented approaches to business operation may be a rational response to the positioning of self-employed women in a particular socioeconomic context, they have a negative effect on the normative credibility of the business and the business owner. Further, such feminized operating profiles, which divert from normative models, constrain the performance of the firm and, so, the firm’s future prospects.23 However, when the empirical evidence regarding the position and performance of women-owned firms is interrogated and contextualized to “fit” gendered life-course constraints and weighted to reflect sectoral choices and operating profiles, we find relatively few gender-related performance differences.24 Thus, the challenge facing women does not appear to be a problem of agency—in terms of poor entrepreneurial skills—but more one of structural barriers and poor access to entrepreneurial capital. We now explore gendered influences upon entrepreneurial capital accumulation and the consequences for women’s opportunities to start and grow new firms.

Gender, Women, and Entrepreneurial Capital

Exploring trends in women’s labor market participation is critical in understanding their careers as business owners. As is well documented, the majority of entrepreneurs enter into self-employment from employment.25 Thus, the various forms of capital—whether substantive, such as savings, or tacit, such as networks—accrued within employment are vital to support new business start-up. As such, women’s labor market participation—reflecting discontinuous and fragmented employment because of family commitments—disrupts capital accumulation. Despite a significant increase in labor market participation, women remain disadvantaged in accessing and accruing employment-related entrepreneurial capital. Compounding this disadvantage is the influence of occupational segregation; this refers to the unequal distribution of men and women across and within occupations.26 The traditional axes of occupational sex segregation are horizontal and vertical, the basis of the former being the typecasting of occupations as either men’s work or women’s work.27 This division of labor is referred to as “gender typical employment”; it is notable that male-gendered jobs are far more likely to offer a natural progression into self-employment.28 Vertical segregation describes career structures whereby men and women occupy jobs within the same occupational sector but where the former dominate higher status positions.29 This is an enduring division such that despite increasing numbers of women gaining graduate qualifications and entering managerial and professional occupations, in the case of the United Kingdom, it will not be until the next century that company boards demonstrate gender parity.30 A similar situation exists in the United States, where, in 2005, only 16.4 percent of top managerial positions were held by women.31 This segregation is critical in constraining women’s access to more extensive and higher “quality” levels of entrepreneurial capital. Consequently, it emerges that segregation within the contemporary labor market influences women’s self-employment regarding sectoral choice and levels of available capital to support the new venture.

Accordingly, most female self-employment is confined to such traditionally feminized activities as education, health, catering, caring, personal, and business services.32 However, given ease of access, such sectors are more crowded and competition is stronger, with the associated implications for profit generation and sustainability.33 So, rather than being an act of freedom and agency, self-employment may be one of constraints.34 In fact, when it comes to choosing which industrial sector to enter, rather than belonging to the individual, choice is determined by gendered expectations.35

Entrepreneurship as a Masculinized Discourse

As a research area, female entrepreneurship is still relativity young.36 Indeed, the first academic paper that represented the start of a stream of research detailing women’s experiences in business ownership was published in the Journal of Contemporary Business in 1976.37 Although not the first on entrepreneurship, it was the first academic paper that focused on female business owners.38 Prior to this, entrepreneurship was considered to be a gender-neutral concept with the term entrepreneur referring to a generic creature.39 However, the defining masculinity of the entrepreneurial discourse has been recognized for some time; as Holmquist and Sundin’s study argued nearly 20 years ago, “Entrepreneurial theories are made by men, for men and about men.”40

Although recent years have witnessed an expansion in the extant body of literature regarding women’s entrepreneurship; surprisingly, this dominance has not been entirely exposed or challenged by the growing body of research and policy interest in the experiences of women business owners.41 For example, some shift might be expected in the portrayal of the “typical” entrepreneur as essentially masculine, embodying stereotypically male characteristics and behaviors, including aggression, competitiveness, and ruthlessness, which effectively exclude women from the field.42 However, the entrepreneur is still persistently presented as a man and one of extraordinary character: a hero, maverick, or self-made man.43 In fact, Bruni et al. refer to the entrepreneur as “the conqueror of unexplored territories, the lonely hero—the patriarch.”44 However, this discourse only serves to create the archetype of the white male hero.45 Ahl presents convincing evidence for this claim; drawing upon an extensive analysis of published work within the entrepreneurial domain, she concludes that “the entrepreneur was consistently described in exactly the same words as those used to describe manhood. The result of the construction of the entrepreneur as male, is that women as entrepreneurs are rendered invisible.”46 As such, the female business owner becomes the “other” and so is seen as an interloper in the field.47 The message embedded within the entrepreneurial discourse is “think entrepreneur, think male.” Evidently, women do not easily fit into the accepted model of entrepreneurship, as that which is associated with the feminine is in opposition to normative entrepreneurial action and characterization.

Furthermore, the masculinity of the entrepreneurship discourse results in the assumption that the masculine standards of business ownership set the standard of business, which is based on objectives of profit maximization and wealth creation.48 Such standards are so deeply embedded that they are imposed on women-owned businesses without their relevance ever being questioned.49 The assumption that stereotypical masculinized models of business operation somehow set the normative standard of what a typical business should look like is particularly problematic. Indeed, once this measure is assumed, women-owned firms that do not reflect such norms are considered to lack credibility. Thus, the failure of women to fit in with the male-centered model of business growth may point to problems with representation. Although somewhat dated, Gilligan’s comment that “the failure of women to fit existing models of human growth may point to a problem of representation, a limitation in the conception of the human condition, an omission of certain truths about life” remains apposite.50 One example of such a “truth” is the assumption that women’s essential lack of entrepreneurial orientation or competency leads to firm underperformance. Yet, it is a stylized fact that few entrepreneurs, regardless of the owner’s sex, have any ambitions to grow their firms beyond sustainability.51 However, it is the businesses that are owned by women that are considered to be nonconforming in being specifically identified as “poor performers.”52 In essence, the sex of the owner is used to inform a stereotypical assumption regarding the performance profile of the firm; thus, it is femininity that becomes the proxy for performance. This is assessed by Ahl, who commented, “Somehow all men get to be free riders on their few growth-oriented fellow businessmen.”53

Summary

From this overview of the influence of gender on women’s business ownership and their experiences of business ownership, we suggest a number of critical assumptions inform this literature and, in some cases, act to bias prevailing interpretations. While there are certainly fewer women business owners than men, this largely reflects labor market and related institutional factors that constrain the accrual of appropriate entrepreneurial capital, exclusion from sectors that naturally engender self-employment, and a masculinized discourse that dissuades female entrants on aspects of fit and legitimacy. Yet, despite the influence of such structural constraints, there has been a tendency to portray women as “lacking” essential entrepreneurial orientation or propensity; this clearly confuses and conflates structure and agency.54 Yet, there are some notable gendered effects in that women are less likely to own high-growth ventures and rarely apply for or attain equity funding. Such aspects are worthy of further exploration and analysis in future research. While these certainly are gendered issues, whether they are reflections of female deficit or, as we would suggest, outcomes of more complex and subtle discriminatory influences requires further consideration.

MINORITY ENTREPRENEURSHIP

Defining and Contextualizing Ethnic Minority Status

As noted in the introduction, the focus of this commentary is on ethnic minority business owners as an analytical illustration of the influences shaping the entrepreneurial orientation and the experiences of those marginalized within a host society. Even by narrowing this focus down, however, there remains considerable heterogeneity within this group. Accordingly, we adopt a broad definition to capture key characteristics, so, drawing upon Waldinger, Aldrich, and Ward, we consider ethnic minority entrepreneurship to be based upon “a set of connections and regular patterns of interaction among people sharing a common national background or migration experiences.”55 Ethnic enterprises arise from “the interaction of rising immigration and the post-industrial transition.”56 Drawing upon these two definitions gives a broad picture of a community where individuals have varying degrees of commonality arising from their ethnic origin and have relocated to a setting where they constitute a minority group. In most but not all cases, such “ethnic minority” designation is accompanied by a pejorative status ascription.

Ethnic minority entrepreneurship is historically situated so that wherever and whenever migrant groups have relocated to new host countries there is evidence of engagement with entrepreneurial activity.57 In the modern era, however, there is a notable difference between the Anglo-American context and that of mainland Europe.58 The United Kingdom and the United States have, in the past, exhibited a more liberal approach to inward migration, given the colonial connections of the former and cultural norms of immigration waves in the latter. In mainland Europe, however, more restrictive regulation and cultural homogeneity have constrained migration, although this situation has changed more recently with, for example, increasing numbers of North Africans migrating to France and expanding Turkish migration to Germany.59 As such, while we can trace differing historical antecedents informing diverse structural and cultural influences shaping migration patterns, it is apparent that since the mid-twentieth century, immigration has grown significantly.60 Indeed, Vertovec has introduced the notion of superdiversity, which suggests that global flows of migrants are so volatile and diverse that it is increasingly difficult to identify stable communities that can be designated and identified through their ethnic status within specific locations over time and space.61

It is, however, evident that levels of self-employment are higher among ethnic minority groups; yet, given the dynamic nature of these communities, the fluid definition of this status, and their greater propensity for informal enterprise, attempting to quantify their share of the small firm population is, at best, an informed guess.62 For example, a government survey undertaken within the United Kingdom, in 2010, estimated that 8 percent of small business owners were led by a member of an ethnic minority group; this included those with at least half of the management team from minority groups. The vagueness of these parameters illustrates the problems of definition and measurement.63 In the case of the United States, GEM data suggests that around 15 percent of business owners originate from a minority group, but given dynamic levels of immigration and undeclared self-employment, this appears a very conservative estimate.

In addition, it is problematic to use the notion of “ethnic minority business owner” as a generic indicator of entrepreneurial activity among marginal groups. For example, in the United States, there is a notable gap between the high entrepreneurial propensity of Koreans and the low entrepreneurial propensity of African Americans, whereas, in the United Kingdom, those of Pakistani origin are three times as likely to be self-employed as those of West Indian origin.64 If gender is factored into this scenario, the picture changes again, as there is a lack of disaggregated data describing the intersection of gender and ethnicity in the context of entrepreneurship. We do know, however, that, overall, women from ethnic minority groups are even less likely than both their male counterparts and women from the host community to become self-employed.65 Accordingly, while broad themes and trends of ethnic minority business ownership can be described, the heterogeneous nature of this population must be acknowledged. Where there is more coherence and consensus, however, is in the analysis of the association between ethnic minority status and the business-entry decision. We now explore these competing explanations in more detail.

Ethnic Minority Business Owners: The Business-Entry Decision, Sectoral Preference, and Resourcing Issues

The greater propensity of those from ethnic minority groups to enter self-employment has prompted much speculation regarding the nature and motivation for their enterprising activities. Explanations can be broadly divided into two broad analytical explanations: cultural predisposition and labor market exclusion.66 In terms of the former, it is argued that ethnic minority groups are endowed with essential cultural attributes that predispose them toward entrepreneurship: these include dedication to hard work, self-denial, and an “entrepreneurial spirit.”67 In addition to such inherent individualized qualities, the benefits of stronger community support, networks, and social solidarity are seen to enhance the cultural explanation in that such benefits ensure a loyal customer base, access to community-based finance, and ready supplies of coethnic labor.68 Relatedly, differential levels of cultural cohesion within various migrant groups are utilized as an explanation for diverse levels of entrepreneurial activities. For example, Volery notes that Asian Americans’ greater adherence to traditional cultural norms and networks, relative to African Americans, whose networks are more dispersed, is seen to explain their greater propensity for entrepreneurship.69

Critiques of this approach, however, suggest that affording cultural explanations for entrepreneurial propensity is simplistic, sweeping, and potentially racist.70 In effect, this explanation suggests homogeneity within differing ethnic groups whereby cultural norms are the key influence informing motivations toward and aptitudes for self-employment. This rather blunt explanation ignores more nuanced analyses that recognize the intersection of cultural, contextual, and structural effects. In addition, such analyses cannot account for dynamic generational shifts in self-employment where second- and third-generation migrants draw heavily upon education to choose better quality employment.71 In essence, these attributes coalesce into a culturally based ethnic resource base that encourages and facilitates business start-up.

In contrast, the labor market exclusion explanation draws upon structural analyses to evaluate the dual effects of discrimination and lower levels of human capital of recent immigrants, which suggests that they are more likely to self-select self-employment. As Fregatto argues, newly arrived immigrants are more likely to experience disadvantages in terms of language skills, education, and relevant employment experience, which act as an initial disadvantage in terms of entering the labor market.72 Even where such disadvantages are not a major obstacle, discriminatory attitudes are a proven constraint for ethnic minorities in accessing mainstream employment, and, consequently, self-employment becomes a preferable option to unemployment.73

In all likelihood, however, the explanation for higher rates of entrepreneurial activity by ethnic minorities is probably a combination of these two analyses. While we would be dismissive of essential cultural explanations that suggest race as a proxy for entrepreneurial orientation, which is triggered by immigration and ascribed minority status, there are elements of the cultural explanation that have some merit. Thus, opportunities arise within minority communities to act as “middle men [sic]” by supplying culturally related goods and services to an identifiable ethnic enclave, but, in addition, opportunities then emerge to market these as a novel offering to the host society.74 Additionally, given structural labor market discrimination, there is a source of cheap coethnic labor, which may, in some instances, also offer “traditional” skills to enhance the product or service.75

Ram, Marlow, and Patton describe the growth and success of the Indian restaurant sector in the United Kingdom as an example of this combination of factors; so the exclusion of Asian immigrants from mainstream employment prompted the growth of specialty restaurants within relatively disadvantaged inner-city localities.76 The use of cheap labor and traditional culinary skills have generated a culturally distinct, competitively priced restaurant sector that has proved to be so popular that, for many, curry is now seen as a traditional British dish. Ethnic enclaves can offer some market advantages, yet, given the limitations of these markets, marginal positioning of ethnic minority groups within the host society, a lack of social status, labor market discrimination, and higher rates of poverty, their new firms are overrepresented among the most marginal and vulnerable enterprises.77 Only by achieving “break out” in mainstream markets can such issues be addressed, but this requires strategic management and appropriate funding.78

It has been argued that ethnic minority business owners can gain advantages from accessing community sources of finance.79 However, this is deemed to be a double-edged sword as such sources of funding may be vital to counter the discrimination within the broader funding market but equally, as with any source of informal or constrained funding, can act to limit growth prospects of the firm. In effect, reliance on such funding prevents the firm from achieving a viable track record to counter moral hazard problems and asymmetric information issues when the owners seek formal investment. Thus, when applications are developed for formal funding, owners are less likely to have the experience and knowledge to present the firm as investment ready.

On a note of caution, we have observed that preferences for informal sources of funding accumulated through savings or borrowing from family or community sources are a generalized preference for many small firms regardless of ethnicity.80 However, while ethnic minority business owners may reflect broader sectoral norms regarding informal lending, according to both Fraser and Freel et al., there is evidence of discrimination and discouragement in terms of bank lending.81 So, from a wide-ranging survey of minority businesses in the United Kingdom, Fraser found that, with the exception of Indian-owned firms, all other ethnic minority groups were more likely to be denied term loans, and, should they be offered funding, they were all charged higher rates. Not surprisingly, this fuels a higher degree of discouragement (i.e., not even applying for funding in the first place) among ethnic minority groups. Equally unsurprisingly, given higher charges for loans and the marginality of many of their enterprises, ethnic minority business owners are more likely to have poorer financial records (i.e., default, unauthorized overdrafts, etc.).82

Thus, while to some extent the combination of structural factors and cultural norms encourages greater enterprise among some ethnic minority groups, the potentially reinforcing cycle of disadvantage this engenders should not be underestimated. Unpacking the complexity and diversity of the analytical explanations for ethnic minority entrepreneurship is challenging, but a useful framework to bring coherence is the mixed embeddedness theory, which suggests that structural and cultural influences coalesce to generate differing levels of opportunity and constraint; individual firms are embedded within a particular nexus of socioeconomic capital generated by families and communities.83 Simultaneously, however, entrepreneurs and their firms are institutionally embedded within the wider norms of the host society regarding regulation, legal requirements, market norms, and so on. For example, ethnic minority communities and businesses are more likely to be situated in inner-city areas associated with spatial and environmental degradation that constrain opportunities for growth, dissuading a more diverse range of stakeholders (customers, suppliers, employees, investors) from engaging with the firm and so tying it into deprived local markets.84

So, in effect, all entrepreneurs are embedded within diverse networks of structural, cultural, market, and institutional influences—which may or may not include ethnic minority status but which combine to generate a specific context shaping the entrepreneurial experience. This argument has been explored at length in the contemporary literature, which suggests that time, space, and place intersect to generate specific environments that constrain or enable entrepreneurial activities.85 So, in effect, relatively new ethnic minority migrants are more likely to experience disadvantages in terms of their human capital, inner-city location, overt discrimination, and language problems whereby selection into self-employment is channeled by the intersection of these issues. As such, it is not the fact of being part of an ethnic minority category that suddenly instills a preference of self-employment but the socioeconomic conditions attached to that ethnic minority designation.

The test of this argument is that if those labeled as “ethnic minorities” were to be offered the choice of self-employment or secure employment in the host economy, where would their preference lie? Of course, we have no evidence to test this but the flow of second- and third-generation ethnic minority members into professional employment rather than self-employment does rather challenge the “natural propensity” argument.86

From this evaluation of the explanations informing the business start-up decision and the ensuing performance of ethnic minority firms, it emerges that access to and exploitation of entrepreneurial resources is seated at the intersection of such analyses. On the one hand, it is suggested that ethnic minority entrepreneurs have advantageous access to a range of cultural resources that facilitate business start-up, but, on the other, the quality of these resources can be detrimentally affected by structural constraints and discriminatory influences that are embedded in prevailing institutional norms. Additionally, contextual influences support a mixed-embeddedness analysis that recognizes how diverse socioeconomic constraints and opportunities intersect to generate particular environments that encourage selection into self-employment.

SUMMARY

Applying a generic definition of the ethnic minority business owner is challenging given the dynamic and changing nature of migrant movements across the globe. However, cautious and broad generalizations suggest such groups are underrepresented within self-employment; the motivations for this stem from an amalgam of influences that may be best understood within the framework of mixed embeddedness. Overall, firms owned and managed by ethnic minority members are generally among the smallest and most volatile with few prospects for growth because of the resource constraints encountered; only by breaking out into broader markets are such disadvantages likely to be addressed.

CONCLUSION

Within this chapter, we have offered a broad overview of the factors influencing the entrepreneurial propensity of and opportunities available to women and ethnic minority business owners. From this brief assessment, it emerges that both of these groups are afforded a social ascription that fuels a range of structural and cultural constraints that impact, in varying degrees, the accumulation and effectuation of entrepreneurial resources. It is noted that there is considerable heterogeneity among these groups, which requires further fine-grained analysis to gain a more sophisticated overview of the diversity of their entrepreneurial experiences. However, what is notable is a tendency to use the individual business owner—whether a woman or ethnic minority member (or a combination of the two) as the unit of analysis. As such, the analysis focused upon what is lacking or what might be special about these individuals in terms of their entrepreneurial attitudes and propensity. This is, we would argue, misguided and simplistic, as the social ascriptions, institutional influences, and market environment to which such groups as women and minority groups are subject position them in certain spaces that, in turn, affect their entrepreneurial activities. Thus, in terms of future research opportunities, it is essential to adopt and apply feminist analyses to explore the influence of gender on women business owners; this will move the debate away from the notion of essential individual deficiency that can only be addressed through support and training. In addition, to progress the role of gender studies in the field of entrepreneurship, the assumptions regarding masculinity and how this informs understandings and analyses of business ownership are required. This would challenge the axiomatic association that only women are gendered subjects and positions men in the default or normative position.87

In terms of ethnic minority enterprise, exploring heterogeneity to analyze how different groups are positioned in the market is critical to exploring the nexus of contextual constraints and opportunities that map onto specific ethnic minorities. As noted, Vertovec draws attention to the emergence of superdiversity, such that migrant flows are now more dynamic, extremely differentiated, and shaped by global political events.88 Such aspects ensure more educated and diverse minority groups that move into and change prevailing markets in rapid and unexpected ways—for example, generating new international trading networks. This model diverges sharply from assumptions of homogeneity and disadvantage among ethnic minority migrant groups. Indeed, a new pathway emerging in current research focuses upon returnee business owners who use the resources accrued as minority entrepreneurs to establish new firms with international links when returning to their homelands.

Thus, the analysis of the relationship between ethnicity and self-employment is highly complex and intersected with numerous and diverse influences that render a narrow focus upon ethnicity somewhat questionable. Thus, these areas of research and practice; women, gender, and ethnicity; and minority status offer many opportunities for both analytical and empirical development, which, in turn, need to fuel a more critical stance in exploring the persistent bias in the entrepreneurial discourse. For instance, the assumptions of neutrality attached to key constructs informing mainstream debates—such as legitimation, effectuation, and opportunity recognition—are necessary to expose persistent bias and progress debate.
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The A-GES Framework: Understanding the Family Business Difference

Justin B. Craig and Ken Moores

Once, all businesses were family businesses. Most still are. Family businesses are said to constitute more than 80 percent of all businesses in the world’s free economies, dominate all industry sectors, are responsible for almost 75 percent of total jobs generated, and create an estimated 70 percent to 90 percent of global GDP annually. Moreover, most family businesses are small businesses, and it is particularly in smaller firms that the differences between family and nonfamily businesses are most pronounced. Though family businesses are ubiquitous, there is currently no consensus as to what really constitutes a family business. This remains a contentious issue, particularly given that the interest in understanding and assisting with the challenges faced by families in business by scholars and policy makers is burgeoning.

A definition introduced by Chua, Chrisman, and Sharma is perhaps the most often employed.1 Using a strategic management perspective, these authors focused their attention on how relationships affect the performance of the business and defined a family firm as “a business governed and/or managed with the intention to shape and pursue the vision of the business held by a dominant coalition controlled by members of the same family or a small number of families in a manner that is potentially sustainable across generations of the family or families.”2

The European Commission (EU) has more recently made efforts to introduce an operational definition of family business to be applied across Europe for political, economic, and academic purposes. The EU suggests that to be considered as a family enterprise, a business should meet the following criteria: the majority of votes, direct or indirect, is in possession of the founder or those who have acquired the shared capital of the firm or their family members and there is at least one representative of the family or kin involved in the management and administration of the firm. Listed companies can be considered a family enterprise if the family possesses 25 percent of the right to vote mandated by their share capital. The aspect of generational change and the intention to transfer the firm to a family member will also be taken into account.3 This intention to transfer the firm moves the definition beyond ownership, management, and control components to embrace what is often regarded as the essence of family business—their intended continuity of ownership.

For our purposes, table 6.1 succinctly captures the differences between family and nonfamily businesses.


TABLE 6.1 Distinguishing between Family Businesses and Nonfamily Businesses




	

	

Family Business



	

Nonfamily Business






	
Center of the firm


	
Family (formally or informally/directly or indirectly influencing the firm)


	
Owner(s)/managers





	
Necessary governance


	
Company and family sphere


	
Company sphere





	
Main objective


	
Economic and noneconomic (sustainability/long-term family income (stability) as well as family satisfaction)


	
Economic (quick profits/growth)





	
Mind-set orientation


	
Transfer among generations, sustainability over the lifetime of the enterprise


	
Sale of the business, sustainability over the professional lifetime of the entrepreneur





	
Competitive strategy


	
Quality, reputation, long-term relationships


	
Price





	
Assets


	
Financial, social, cultural


	
Financial





	
Company climate


	
Familiness, trust, cohesion, involvement, commitment, engagement, enthusiasm, informality


	
Business goal orientation, formality, contractual agreements, distance





	
Business orientation


	
Satisfaction of internal and external stakeholders (mainly family, clients, employees, local community)


	
Satisfaction of owners/shareholders





	
Management style


	
Value driven, emotional, goal alignment


	
Facts-and-figures driven, rational, agency control mechanisms





	
Allocation of profits


	
Reinvestment into the company


	
Distribution among owners/shareholders









Definitional issues aside, the overarching aim of this chapter is to, first, draw upon a selection of established theories, as well as contemporary research in this emerging field, to provide evidence of the nature of the key differences that prevail both within family-controlled businesses and between family- and nonfamily-controlled businesses and, second, to introduce the A-GES framework, which we have developed as a way to efficiently characterize family business differences in terms of their architecture, governance, entrepreneurship, and stewardship. We include Summary Observations throughout the chapter, with the aim of developing an appreciation of the potential importance of the A-GES framework for research and practice.

UNDERSTANDING DIFFERENCES: A SELECTION OF THEORETICAL APPROACHES

The nature of the differences between family businesses and nonfamily businesses, as well as within family businesses, has been pursued by scholars using a multitude of theoretical lenses. As academic interest in the field grows, it stands to reason that the number of theoretical perspectives will also grow and advance the understanding of various phenomena. In this chapter, rather than attempting a full review of the plethora of theories that now exists, we have chosen those with which we are most familiar and that have been most beneficial in the development of the A-GES framework: systems theory, agency theory, stewardship theory, the resource-based view, and organizational learning theory.

Systems Theory

Systems theory has been dominant in the family business literature and is, arguably, the basis on which the field has gained paradigm consensus.4 In this view, the gestalt system is typically represented by three subsystems: family, management, and ownership.5 Although variations exist (e.g., based on Ackoff’s criterion for fulfilling the definition of a social system, Habbershon, Williams, and MacMillan introduced a “unified systems model” in which family, business, and individual members were positioned in a circular feedback process rather than the accepted overlapping circles model), most scholars and practitioners agree that the complexity of family business can be efficiently linked to the strategic management of these three systems.6 In other words, for the organization to function optimally, the subsystems must be integrated so the system in its entirety functions in a unified manner.

Being an open system, the “defining function of the system cannot be carried out by any one part of the system taken separately.”7 As such, each of the subsystems and, thus, the system as a whole are in constant states of change. For example, in the family-management-ownership model, the family unit continues to evolve through the introduction and inevitable maturation of next-generation members.8 Similarly, the management of the business entity continues to evolve as the business and industry go through predictable life stages. Likewise, as ownership is transferred to next generations, there is inevitable system flux. In this way, the systems are considered independent and interdependent.9

Therefore, the principal difference between family businesses and nonfamily businesses from a systems theoretical perspective is the influence of the family system on the management and ownership systems. As all families and all businesses differ, systems theory, as introduced in the three-systems Venn model, also assists in understanding within family business genre differences.

Agency Theory

Agency theory views the firm as a nexus of contracts between the principals (shareholders) and the agents (managers) to perform services for the family firm.10 This foundational theory suggests that when principals have delegated decision-making authority to managers, these agents, driven by self-interest, will seek to maximize their own utility at the expense of the shareholders. The assumptions of agency theory suggest that agents will exploit their access to superior information for personal gain. It has been argued that because they lack altruistic propensity and have just a short-term view, the decisions made by managers improve performance during their tenure but could be harmful for the firm in the long run.

Agency theory is most often employed to explain divergent motivations in organizations: the interests of shareholders, principals, and agents diverge as each wishes to maximize their own personal wealth and utility. This theory was rooted in Berle and Means’s concept of the corporation that the separation of the ownership and control produces the core agency problem.11 Jensen and Meckling further suggest that the cost of reducing information asymmetries and their accompanying agency threats is lowest when owners directly participate in the management of the firm.12

Fama and Jensen suggest that family firms have insignificant agency costs because of the natural alignment between owners’ and managers’ roles in family businesses.13 There is said to be a lesser need for formal supervision and other governance mechanisms. However, recent studies posit that the altruism of owner-managers lead to increased agency costs as a result of their inability to manage conflict among owners and between owner-managers and nonfamily managers. Moreover, there is also a possibility of entrenchment—where the founders have been known to be reluctant to give up power to others—for firms where there are ties that exist between owners and agents.

Given the undisputed role that agency theory has played in the framing of governance conversations in the social sciences and its broad cross disciplinary acceptance, agency theory is fundamental to how scholars have come to understand between and within differences in the context of family businesses.

Stewardship Theory

Davis, Schoorman, and Donaldson introduced stewardship theory to address identified limitations of agency theory.14 Though not intended as a theory to explain family business functions, scholars have extended Davis et al.’s initial ideas in the family business context.15 There is an emerging consensus that family business leaders and governors, due in part to their long-term orientation, behave as stewards who are more likely to be intrinsically motivated by higher level needs to act for the collective good of their firms.16

This is not to suggest that leaders of nonfamily businesses do not act as stewards of their organizations. Davis, Schoorman, Mayer, and Tan confirm that leaders who identify with the organization and embrace its objectives are committed to making it succeed, even at personal sacrifice.17 The collective culture that is a signature of stewardship theory benefits the individual leaders, their family generational cohort and extended members, and their organizations as they demonstrate commitment to making a significant contribution to their family business’s mission, longevity, and stakeholders, more than their economic self-interest.18 By developing a strong, values-driven stewardship culture, leaders are able to assemble a loyal set of like-minded individuals, family and nonfamily, who will together contribute to the firm’s transgenerational sustainability.19

The introduction of stewardship theory into the academic discourse has paralleled the increase in the popularity of family business as a research pursuit. Interestingly, as stewardship theory has gained legitimacy through articles in leading journals and the works of established scholars, as the theory was not originally introduced by family business scholars in the context of family business, an unexpected and ongoing positive outcome of adopting stewardship theory has been that family business differences have become better understood.20

Resource-Based View

The resource-based view of the firm positions organizations as possessing valuable, rare, perfectly inimitable, and nonsubstitutable resources, giving them a sustainable competitive advantage over their competitors.21 With the right combination of resources, there is evidence in the literature that family firms can have a faster speed-to-market than nonfamily businesses. Their concentrated ownership also potentially allows owners a greater capacity to agree upon and align themselves to the objectives of the firm. Moreover, characteristics associated with family firms, such as an emphasis on quality and a low-cost orientation, can translate to higher rates of return.

Using open-systems theory (family unit system, business unit system, and the individual as a unit of analysis)22 and leveraging the resource-based view (RBV) of the firm,23 Habbershon and Williams contribute significantly to the understanding of the distinctiveness of family firms by identifying the unique nature of family business resources and later describing them “as the idiosyncratic firm level bundle of resources and capabilities resulting from the systems interactions.”24 Habbershon and Williams introduced the term familiness to describe these unique-to-family resources and capabilities.

Currently, RBV scholars are focusing on extending the discourse to resource orchestration, and understanding how family firms orchestrate their resources is providing a context to introduce and test conceptual models.25 Notably, resource orchestration considers how firms manage, acquire, and divest resources, and this, perhaps not surprisingly, provides interesting comparisons for within and between differences canvassed in this chapter.

Organizational Learning Theory

The performance of any firm depends on its capacity to make efficient use of knowledge. For organizational success and survival, the organization must promote learning as it generates new knowledge for skills- and capability-building that could lead to competitive advantage.26 Moreover, learning also promotes entrepreneurial activity by enabling companies to create new businesses, innovate, and renew their operations.27

Organizational learning is a proactive process of developing, acquiring, sharing, and transfer and the use of new knowledge that should be undertaken by family members. As many family firms define their success in terms of business continuity, renewal is seen as a necessity for these firms. Entrepreneurial activities undertaken by the firm promote this cycle of learning for the firm.

Family firms do learn differently to ensure responsiveness to changing market conditions. Long-lived family firms tend to continue to use their existing knowledge and capabilities to address the changing needs of the market and recognize the need to infuse new knowledge to stimulate the development of new skills and capabilities that contribute to the firm’s sustainability across generations. Ironically, these firms, however, have a tendency not to involve outsiders in their operations, especially with the governance side of business.

Summary Observation

The main purpose of our introducing a selection of theoretical frames in the opening section of this chapter was not to be definitive. Moreover, we hope that by providing a brief review of these theories we highlighted the role that theories can and do play in distinguishing differences within and between family and nonfamily businesses. Perhaps not surprisingly, we firmly adhere to Kurt Lewin’s (1951) mantra that “there is nothing more practical than a good theory.”28 But, more pragmatically, we suggest that “theories help make sense of the mess.” The A-GES framework that we now introduce is theory-driven and evidence-based and has proved to be an efficient and effective way to further distinguish where differences manifest between and among family and nonfamily firms.

UNDERSTANDING FAMILY BUSINESS: THE A-GES FRAMEWORK

The A-GES framework is built around the areas in which unique features of family-controlled businesses are evident, that is, in their architecture, governance, entrepreneurship, and stewardship. In broad terms, (1) architecture includes the underlying observable structures and systems, as well as the origins and outcome differences related to these, that are in place to deliver firm strategy (i.e., the how); (2) governance is discussed according to both business and family governance structures and processes (i.e., the who decides whether and when); (3) entrepreneurship is unpackaged in terms of strategy and leadership (i.e., the what); and (4) stewardship is presented in individual and family business level terms (i.e., the why) (figure 6.1).
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FIGURE 6.1 The A-GES Framework



More broadly, our A-GES framework identifies where differences manifest between family and nonfamily business as well as among the many different firms that are labeled as family businesses. Drawing from research that we have previously published as well as that of others from whom we have drawn significant inspiration, in the following sections, we capture the essence of the A-GES framework.29

Architecture

All firms have architecture. Put simply, architecture captures the structures and the systems in place to deliver the company’s strategy. So, pivotal in our A-GES framework, architecture can be depicted as involving three interrelated organizational activities and processes. Specifically, architecture, in our family business context, is also in place to deliver the governance, the entrepreneurship, and the stewardship, which we consider allows for the efficient identification of where said differences between family and nonfamily businesses, as well as within the family business genre, manifest.

Structures concern the design of organization through which the firm is managed. These management-centric structures are the processes needed to create order and to carry out organizational tasks. Structures specify the work that needs to be done and how to go about it. Consider the consequences when firms pursue a new strategy but fail to review the configuration needed for an effective implementation of the revised direction. A change in firm strategy, therefore, more often than not, requires a change in the organizational structure for it to be responsive to the new needs brought about by the reorganization.

Chandler suggests that as firms grow, they tend to follow a certain pattern: first, they grow by volume, then by geography, then through vertical or horizontal integration, and, lastly, through product or business diversification.30 As the need for a new strategy arises, firms typically find that their existing structure’s procedures, controls, and decision-making processes lack the sophistication required to support the implementation of the new strategy.

There are three basic forms of organizational structure: (1) functional, (2) multidivisional, and (3) matrix. Most small- and medium-sized firms use the functional structure to divide job responsibilities by functional areas, such as production, accounting, research and development, or human resources. Corporate divisions that exist under a larger corporate umbrella typically employ the multidivisional structure. It consists of departments that resemble separate businesses or profit centers in which the top corporate officer delegates responsibilities for day-to-day operations and business-unit strategy to division managers. In a matrix organization, teams are formed in which individuals report to two or more managers, usually including a line manager and a staff manager. Matrix structures are highly flexible and readily acceptable to changing circumstance.

Deciding on what structures to implement in an organization depends on a number of factors: the nature of the firm, firm size, the environmental conditions under which the firm operates, and the strategies and activities it is employing to achieve its vision. Sustainability and continuity require a structure that enables the firm to make quick decisions in response to market changes. Unlike the complex structures that nonfamily businesses have, family firms tend to have flatter structures. Family firm managers are usually given more power and discretion to make decisions, contributing to firm agility, enabling them to take advantages of opportunities, and contributing, ultimately, to family firm growth and sustainability.

A greater level of communication is also facilitated because of structures that shorten the chain of command and widen the span of managerial control. Typically, job descriptions become broader, and task accomplishment relies more on the initiative of the individual employee. This lesser need to clearly define authority and responsibilities, however, also provides a paradox as less formal structures may lead to chaos, which emphasizes the need to implement management control systems.

Systems include the protocols identifiable within the firm structures to deliver the strategy and include systems that, for example, dictate how strategic planning is conducted and how management control systems are introduced and operationalized idiosyncratically in the firm. Strategic-planning systems are perhaps the most important systems implemented in an organization. Put simply, a robust strategic-planning system allows the firm to formulate strategies and action plans to achieve profitability and sustainability. As a result of the strategic-planning system, the firm is able to more clearly define where they are, where they want to go, and how they will get there.

Performance measures are also developed as part of the strategic-planning systems and related process. A performance management system is essential to an organization because it links the organization’s goals and strategies to individual and team performance, with the desire to increase organizational effectiveness. Of the many control systems developed over the years, Kaplan and Norton developed a measurement and management tool, the Balanced Scorecard (BSC), to emphasize the linkage of measurement to strategy.31 The BSC has four perspectives: financial, innovation and learning, customer, and internal process.

Originally developed as a performance management tool, the BSC has evolved into the organizing framework, the operating system, for a new strategic management system.32 The four BSC perspectives are individualized by the organization around the vision and the mission, objectives, measures, and targets are established accordingly. The BSC distinguishes between lag indicators and lead indicators. For example, financial measures are “lag indicators that report on the outcomes from past actions.”33 Other lag indicators include return on investment, revenue growth, customer-retention costs, new product revenue, and revenue per employee. These lagging outcome indicators need to be complemented (supplemented) by measures of the drivers of future financial performance, the so-called lead indicators. Lead indicators include revenue mix, depth of relationships with key stakeholders, customer satisfaction, new product development, diversification preparedness, and contractual arrangements. We adapted the BSC for family firms to assist in business development, management, and succession planning.34 Aside from the four perspectives, a familiness dimension was introduced to account for the degree of family influence in the firm, both observed and tacit. In the family business context, the family influence often falls into the intangible category, and although attempts have been made to define its contribution (or otherwise) to the business, like many intangibles, the influence of the family is difficult to establish.

Management control systems (MCS) involve the process of introducing a guiding set of variables to attain a preconceived goal or objective as the firm evolves. That is, control refers to attempts by managers or other stakeholders within an organization to influence the behavior and activities of company personnel to achieve desired outcomes. Formal controls include rules and standard operating procedures, while informal controls are the often-unwritten policies derived from the organizational culture. They must, however, be internally consistent and considered together in the organizational context in which they are being applied. Though not positioned to understand family business control systems per se, the three approaches that Ouchi introduced to explain the implementation of controls in an organization, that is, market-based control, bureaucratic control, and clan control, provide valuable insight into control system variance.35

Market-based controls operate through a system of prices established in arm’s length transactions, and no artificial administrative control system is necessary to produce the information because the price mechanism is the control mechanism as well. Profits and prices are used to determine the efficiency of the organization. Market controls can be used when there is a reasonable level of competition in the goods or services area and when requirements can be clearly specified. Market control mechanisms implemented include the establishment of profit centers and profit targets as various levels, calculation of internal rates of return for evaluating investments, and delegation of authority to senior managers for pricing decisions.

Alternatively, where firms have internalized many transactional exchanges through a system of transfer prices, control is achieved by various bureaucratic rules and procedures. Bureaucratic control, therefore, is the use of rules, policies, hierarchy of authority, written documentation, reward systems, and other formal mechanisms to influence employee behavior and assess performance. Mechanisms for this type of control include specification of actual tasks with performance criteria, delegation of authority to senior managers for budget allocation, control of operations by fixing standard costs and by means of total quality techniques, control of inventory and scheduling operations by use of specific inventory modeling techniques, close supervision of staff, and explicit use of formal accounting systems.

As a means of exercising social control, the concept of clan control systems is introduced. Such social mechanisms as values, beliefs, corporate culture, shared norms, and informal relationships reduce differences between individual and organizational goals and produce a strong sense of community. The set of traditions in a formal organization may produce a unified view about how the business should work. All of these mechanisms help to regulate employee behavior. Organizations that use clan controls have traditions that are implicit rather than explicit and, as such, are not easily accessible. A new member will not be able to function effectively until he or she has spent a number of years learning them. Family firms provide stability over generations and, as such, are conducive to the use of clan controls.

Family firms are seen to use different control mechanisms at each stage of the development life cycle. A dominant form of control is present for each stage. There is, however, a more intense use of some forms of clan and bureaucratic controls than of market controls for family firms. Most first- and second-generation family firms employ clan controls. As firms move up the development cycle, clan controls are still in place, but bureaucratic controls are added. Those in the higher stages of development are seen to prefer market-based control mechanisms.36

The different types of MCS can be applied in the different functional levels of management, for example, human resources, marketing, finance, and accounting. It is in these areas that family firms are potentially different in terms of the practices that help them to achieve a competitive advantage over nonfamily firms. More specifically, the strategic management of human resources is important for all businesses, and effective professional HRM practices (recruitment, selection, compensation, training and development, and appraisal) must be in place, especially for a growing organization. For family firms, it is the hiring process that provides great challenge, especially when it comes to hiring family and nonfamily members to join the business. The hiring of family members helps to ensure commitment and continuity in the vision of the founding owners. They are also likely to feel a stronger sense of responsibility and will take more interest in the company. One of the concerns that family businesses have is that the employment of relatives can affect the morale of employees, with the thinking that family members, especially if proven to be inadequate, will not receive the same treatment as nonfamily employees. This is not typically an issue that faces managers in nonfamily businesses.

Some families set strict requirements for family members who want to join the business, while others just expect the next generation to join the family business after they graduate. Best practices suggest that rules or guidelines for hiring family members should be established and understood by all employees in the business. Family members who are the future managers of the business are expected to possess the proficiencies and qualifications necessary to successfully run the family business. Family owners now see the importance of learning general skills (self-management, people skills, and technical skills) and practical knowledge outside the family business. However, sending a family member to go outside the family firm creates uncertainty about whether he or she will eventually return to the business.

Organizations need highly competent employees. Family firms can be more attractive to prospective employees because of the family atmosphere that provides employees with a sense of being part of the family. Donckels and Frohlich established that in comparison to nonfamily firms, family firms paid higher wages and cared more about their employees.37 Family firms sometimes face the difficulty of attracting top executives to the firm. High-potential personnel who aspire to move up the top-level management find themselves reluctant to join these firms because of the perception that their prospects for career advancement are dim because they do not bear any relation to the owning family. This poses a problem for family firms considering the increasing shortage of qualified labor. Nonfamily executives play an essential role in the family business as they provide necessary outside expertise that the family members in the business might lack.

Marketing is another of the functional areas within the organization in which system differences manifest. There is an increased interest in understanding and exploiting the positioning of “family” in family business.38 Family firms such as Hallmark, Levi’s, and S.C. Johnson are synonymous with excellent marketing of their quality brands. These family firms are referred to as “brand-builders,” able to create a brand that stands out as different, as distinctive, and, most importantly, as attractive. Other family firms align their marketing to highlight their perceived distinctiveness, earned over generations. Examples include Michelin, which takes pride in its revolutionary products; Adolph Coors, for the quality of its beer; Cargill and Walmart, which are distinctive because of their efficient operations; and the Bechtel Group and J. P. Morgan & Co., which are known for their ability to make great deals. Importantly, in Miller and LeBreton-Miller’s study of long-lived family firms, it is suggested that thriving family firms not only excel in the strategy they pursue, but they have found ways to become excellent in marketing this message.39

Firms use a broad set of levers to distinguish their brands: the product itself, its features, and creative marketing. But for family businesses, there is an additional lever that they use: their family name. Family firms’ seeming obsession for quality is because of the fact that their products or services are often identified or associated with the family name. Together with the desire to uphold the positive reputation and image aligned with their family name, family businesses continually build and maintain good relationships with customers, suppliers, and other stakeholders because they value their standing within the communities that they serve and the networks that they develop.

Financing and accounting systems are vital for both family and nonfamily firms. The difference, however, lies in how the family firms leverage their financial resources. Family businesses have been found to have long-term rather than short-term financial goals, as is generally the case for nonfamily firms. Usually, the founding generation was focused on the survival of the business, and profits therefore flow back into the business, rather than to the founders, to internally fund growth. As such, family business founders are often more averse to debt burdens than their nonfamily contemporaries, and although they have been found to be innovative, they have a perception of avoiding risk, particularly after their business is established.

One particular aspect that distinguishes family firms in how their conservatism and independence manifest themselves is in their distinctive financial policies despite their desire for growth. Generally, family businesses are not interested in sharing ownership with shareholders outside of the family. They may be open to nonfamily participation, but they do not wish to relinquish control. Moreover, family firms typically use retained earnings or bank loans to finance growth, clearly preferring debt finance to equity finance.40 Funds retained from operations dominate as the most preferred source of funds.

Family firms are considered to be “strategically conservative,” as they are proud of their independence and display firm behavior that minimizes the risk of losing independence. However, in pursuing a growth strategy, family firms often find themselves needing to source most of their equity funding from sources outside of the family, given their limited resources. The question that arises is to what extent these family firms are prepared to reduce their ownership of the business and relinquish some control.

Summary Observation

Here we have introduced an abridged depiction of architecture, that is, the systems and structure in place to deliver strategy, and how each dimension interrelates to provide distinct and distinguishing organizational forms. As has been shown, within these dimensions of architecture, there is a virtual kaleidoscope of subdimensions, around which we could include significantly more material and discussion. Our aim was to first highlight that, indeed, when considered in this light, differences between family and nonfamily businesses do manifest themselves in firm architecture, and, as an extension, this demonstrates the utility of having architecture pivot our A-GES framework.

Governance

All firms are governed. Governance refers to the specific structures, systems, and processes that provide direction, control, and accountability for an enterprise to establish unity and develop commitment of ownership. For family enterprises, the mixture of business, family, and ownership concerns makes governance more challenging than in nonfamily businesses, as this overlap often leads to a greater divergence of views on how the firm should be run, the direction it should take, and the steps that should be taken to achieve the company’s goals. For the family, governance is a means to protect the family wealth and preserve the family legacy for generations to come. Governance systems are used to direct and control an organization for and on behalf of the owners. It serves as a framework of rules, relationships, systems, and processes within and by which authority is exercised and controlled in an organization. Understanding the unique governance dynamics of family business requires distinguishing between business governance and family governance.

In the previous section, which introduced architecture as being pivotal, we discussed the various organization processes primarily in the management sense. Here in the governance dimension of the A-GES framework, we discuss the processes that are needed to provide oversight of the direction, control, and accountability functions of the firm. It is important to stress that all firms have established governance systems, structures, and processes, albeit, these are sometimes informal.

Understanding the role of governance is important for several reasons. First, governance provides a sense of direction for the firm, with the focus on the vision. The appreciation for the fact that those who are charged with governance responsibilities become the developers and guardians of the firm’s vision is fundamental. Second, governance is the process of setting the values by which those involved with the (family) business live and work. This is especially important in the context of a multigenerational family business. As the family and the business evolve and are positioned to transition between generations, guiding policies need to be formulated to guide behavior because, typically, individuals interpret visions and values in their own idiosyncratic ways. It is vital to ensure that the policies in place to direct the family and the business are well understood and are accepted by each member of the organization.

Governance is therefore vital for the management of the relationships among the stakeholders who play key roles in the firm’s performance and, ultimately, survivability. While the executive management has a reasonable level of power to run the business, governance ensures that such powers are set to practical dimensions to minimize the misuse of authority to serve personal objectives that are not necessarily in the best interest of the shareholders. The majority of the extant literature gravitates toward the role of tracking and monitoring the performance of the management. While this aspect is, and continues to be important, the emphasis on the proportion of time devoted to monitor the managers can perhaps be less because, if it is so, it allows the board to concentrate and devote more time to other things that add greater value to the firm.

With the overlap of the management, family, and ownership, the self-interested behavior of the management is less pronounced in family than nonfamily firms. With family members in the business being more steward-like in terms of their orientation, given that their expectations are clarified and the trust in the relationship is there, then there is no need to invest as much in monitoring, and the board can work with the CEO and the management team to add value and wealth for, and on behalf of, the owners. The firm can then move forward and focus more on lead indicators rather than obsessing over lag indicators, about which they have no influence. Such a focus is conducive to the move from a short-term focus to a longer-term orientation.

Trust is crucial in the organization, and the most important factor in establishing trust is clarity. This means making sure that the managers and the board of directors understand their roles and responsibilities. The board and the senior management need to identify what problems are in the board’s arena as opposed to the management’s arena. It is even more challenging for family members who have executive roles and governing roles concurrently. Oftentimes, they seamlessly walk from one to the other—for example, they leave the production floor and then sit down at the board meeting as a member of the board—yet still operate with the same mind-set on operations. The board’s responsibility is to envisage the future and to think about where to take the organization rather than to focus conversation on operational issues, except in situations where these issues are putting the survivability of the business into question.

The board of directors has two important roles to fulfill: performance and conformance. Boards have the responsibility to oversee the performance of the firm for shareholders through strategy formulation and policy making. The board is also tasked to ensure compliance with the legal framework of the firm by monitoring the company and self-regulating the conduct of the directors individually and collectively. Hence, the four major functions of the board, no matter the business type, are the following:


1.   Value creation. The board’s role is to ensure that long-term sustainable value is created for the enterprise. This could be accomplished by making available to management the resources needed to achieve the strategic plan, which the board had input on developing.

2.   Appointing the CEO. Recruiting and overseeing the CEO is one of the crucial functions of the board. It also appoints the senior management to carry out day-to-day activities within the framework of the policies and strategic guidelines established.

3.   Performance improvement. Through strategy formulation and policy making, the board guides the management and ensures that performance is continuously improved.

4.   Monitoring performance. Together with performance improvement, the set policies, goals, strategies, and performance targets with management are periodically reviewed to ensure that the firm is still in line with the vision of the firm. Risks should also be set, identified, and managed by the board.



Fundamentally, there are three basic strategy-linked questions that must be continually asked at the board level: Where are we now? Where do we want to go? How do we get there? These are simple questions that need to be asked again and again by the board in order to understand and analyze the real circumstance of the firm.

Given the above functions, the next consideration will be on the board structure. This is determined by the characteristics of each individual company. A number of factors determine the number of directors required, such as the number set in the company’s constitution, the size of the company, the type of organization, and the organizational structure. As mentioned earlier, the structures and processes in the company could be informal to formal, depending on the stage of development that the firm is in. Figure 6.2 below shows the business governance structural options for the firm. In the course of its life through multiple generations, a family business will typically move through these boards in a series of stages.
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FIGURE 6.2 Board Development



In terms of composition and size, thriving family businesses are seen to have small boards rather than large ones. As independence of thought and action is a key principle in governance, it is beneficial when the majority of board members is made up of independent outsiders and not friends of the family or people from any of the firm’s service providers. It is in the independence of thought and action that the board can create value for the firm by not being influenced by a few family members whose decisions might not be in the best interest of the firm as a whole.

However, fixating on such issues as independent boards tends to overshadow the issue that is at the heart of corporate governance problems around the globe: accountability. Accountability is the need for decision makers to justify and accept responsibility for decisions taken and how they are implemented. For family firms, accountability also entails avoiding conflicts between family members’ roles in the family and their roles in business while preserving an atmosphere of trust and unity.

The principles of governance are equally applicable to family businesses, but the ways that managers are held accountable in these businesses might differ from the ways that they are held accountable in a public company. Therefore, the so-called models of accountability in a public arena are not necessarily transferable to companies in a private arena. Table 6.2 shows the observed differences between widely held companies and family firms.


TABLE 6.2 Differences between Family-Owned and Widely Held Firms




	

Widely Held Companies



	

Family Firms






	
Fragmented, impersonal ownership

Management driven

Board protects interests of owners


	
Concentrated, personal ownership

Ownership driven

Board services interests of owners and managers









To achieve accountability, the board must possess the wherewithal necessary to ensure shareholder accountability. There must be established ways for shareholders to exert their rights to hold the board accountable. Most importantly, the board must also be aware of the actions that it must take to hold management accountable for its actions.

Corporate governance is embedded in the cultural, legal, and financial frameworks of various countries. These frameworks have given rise to two models of corporate governance: (1) the market model, which is found prevalently in the United States and United Kingdom, and (2) the control model, which is prevalent in continental Europe, Latin America, and Asia (table 6.3).


TABLE 6.3 Market versus Control Model of Governance




	

Market Model



	

Control Model






	
More reliance on public market.

High ownership liquidity.

Shareholders are anonymous investors, not managers.

Widely dispersed shareholders.

Shareholders only have financial connections to company.

High level of disclosure.

Focus on short-term strategy.

Independent board members.

Ownership and management are separate and at arm’s length.


	
More reliance on private capital.

Illiquid ownership.

Concentrated shareholder base often overshadows the minority shareholders.

Shareholders view company as more than an asset and as interested in financial and nonfinancial returns.

Secretive.

Focus on long-term strategy.

Insider board members.

Ownership and management overlap significantly.









Family business governance is oftentimes the most contentious issue in family firms because different members of the family often desire to become members of the board. Their preparation, skills, capabilities, and competencies are not necessarily always well developed, and yet they feel that they should be there because they are representing their branch of the family. They may have different reasons for wanting to be appointed to the board, but what is required is the insight and understanding to appreciate that their responsibility is to the business and not to the constituency that put them on the board.

For publicly listed companies, the riding instructions for the board are relatively straightforward: to have positive returns consistent with the risks taken by the firm. In the context of a family company, the necessity to ensure that the board is acting on behalf of the shareholders is heightened; the board needs to understand what the shareholders’ expectations are. In firms with family ownership, the connection to the firm is more than economic. Public company shareholders and perhaps smaller nonfamily firm shareholders can be assumed to have homogeneous expectations that are financially based. But when the connection to the firm is both emotional and economic, as is the case for family business shareholders, the identification of their more heterogeneous expectations becomes a necessary prerequisite to good governance.

Corporate governance principles typically specify that the board should either promote the interests of the company, the interests of the shareholders, or both. Control model countries typically promote company interests, while market model countries typically promote the shareholders’ immediate interest. However, for family-controlled businesses, over and above these particular dimensions of direction, control, and accountability, the way in which the board governs the family business hopefully produces family trust and unity as well. Keeping the business on track and seeking to accommodate the diverse expectations of the members of the family is a challenge for the board. It should not be that, in going forward, the family loses its commitment to the enterprise because of the quality of the company’s governance or that they become disillusioned with what the business is doing. Those entrusted with the governance of the company become obligated not only to direct and control the firm, but also to harmonize the family and maintain the family as committed owners of the firm.

Business owners have varying degrees and natures of ownership. Some are operating owners, taking part in the management and operations of the business. Others are governing owners, mostly focusing on the rule and control of the business. And there are those who are investing owners, who just let the management and the board carry out what needs to be done for the firm. For nonfamily firms, there is often a different level of emphasis and a mix of types of owners.

For family firms, however, the overlap of ownership and control imposes two critical challenges for the family business owner: how to be watchful and contribute to the family business and how to forge a consensus and common voice of family ownership opinion. The real need for family business owners is to create an optimal balance of ownership, family, and management and to foster and enhance positive family-business relations. Family business owners have four broad responsibilities: (1) to define the values that shape the company’s culture by having regular sessions with the managers; (2) to set the vision that establishes the parameters and boundaries for management strategies; (3) to specify the financial targets as owners propose goals for growth, risk, liquidity, and profitability while the board evaluates feasibility and consistency; and (4) to elect the directors and design the board. The unification of both ownership and control calls for family governance structures and processes to add value to the business, particularly in fostering positive business-family interaction.

What family governance structures and processes should then be in place for family firms? For some family firms, the usual practice, especially for the founders, is to make the decision themselves without consulting the other members of the family. Some founders poll the family, asking them what they think, and make the decision on their own thereafter. There is, however, a need for structures, either informal or formal, to deliver family governance in the firm, providing education and fostering communication within the family business. This is achieved through family meetings, a family assembly, or establishing a family council (figure 6.3).
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FIGURE 6.3 Family Governance Forums



The family council is the governance body, in the family firm, focusing on family affairs. It serves the family as the board of directors serves the business. The role of the family council is to promote communication among the family members. It also provides a forum for the resolution of family conflicts. Moreover, the council supports the education of next-generation family members.

A family assembly is useful when the size of the family prevents all the members from sitting on the family council. An annual assembly operates in conjunction with the family council. Even if conducted just once a year, the family assembly is another vehicle for education, communication, and renewal of family bonds. With the family assembly, family members are given opportunities to participate and learn about the family business.

In a family business, the business and family governance structures are typically depicted as in figure 6.4.
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FIGURE 6.4 Governance Structures of a Family Business



To govern the relationships between the owners, family members, and managers, a family constitution (or charter) can be developed. Through this, some of the principles and guidelines that owners (shareholders) will follow in their relations with each other, with other family members, and with managers are made explicit. The family constitution usually has no legal bearing but can refer to documents that do (company constitution, buy-sell agreements, etc.). Importantly, in drafting a family constitution, no amount of legal expertise can match the goodwill and personal responsibility of family members.

Summary Observation

In this section, we have provided an overview of the business and family governance structures and processes for family as compared to nonfamily businesses. For the business governance arena, the need to have independence of thought is emphasized, and this includes having outsiders as members of the board to provide unbiased objective views. External (i.e., nonexecutive, nonfamily) board members bring a fresher and broader perspective to business issues, and they bring with them a network of contacts that may be of use to the family firm. Moreover, board members must also remember that they are accountable for their decisions and their actions to the owners, that is, the shareholders of the family firm, who, importantly, have economic as well as emotional ties to the business. Additionally, family governance forums and structures are in place to facilitate communication and education between and within generations, and this legacy focus is not a factor in the nonfamily business arena.

Entrepreneurship

To frame differences related to how entrepreneurship is explained in family versus nonfamily businesses, numerous studies have applied the dimensions captured by entrepreneurial orientation (EO) to the family business context.41 The original operationalization of the EO construct, which is based on the processes, practices, and decision-making approaches of firms that act entrepreneurially,42 posited three main dimensions: innovativeness, risk taking, and proactiveness,43 each of which have been found to vary independently from the other.44 This suggests that entrepreneurial firm levels of the three dimensions will differ.45 More recently, with a foundation in the acceptance that family firms have a longer-term strategic horizon than their nonfamily contemporaries, long-term orientation (LTO) has been introduced as a way to theoretically capture competitive performance advantages potentially enjoyed by families in business.46 And this, increasingly, has implications for how entrepreneurial activities are undertaken in the family firm context.

LTO refers to the propensity of a firm to engage in long-term actions that materialize in an extended period of time.47 Scholars have only recently begun to focus on identifying and fine-tuning the idiosyncratic family-influenced attributes associated with LTO.48 Included among these attributes are the tendency of family firms to have CEOs with longer tenures,49 preferences for longer investment horizons,50 intention to pass the business to successive generations,51 investment of patient capital,52 and transgenerational goals.53 This, we suggest in the context of our A-GES framework discussion, provides significant explanatory power to explain the role of entrepreneurial leadership in family businesses.

LTO is defined as “the tendency to prioritize the long-range implications and impact of decisions and actions that come to fruition after an extended time period.”54 Leaders charged with considering activities that orientate their firms for the long term are faced with pursuing entrepreneurial activities that are framed in the need to consider the future and continuity of their family and business, and to achieve this typically requires perseverance in the face of obstacles not faced by nonfamily business leaders.55

So, while having a longer-term orientation is deemed important and helps to distinguish families in businesses and the strategies they pursue, family firm leaders need to concurrently foster their competitiveness and embrace entrepreneurship.56 Le Breton-Miller and Miller, when discussing why some family businesses outperform nonfamily businesses, also consider that the unique nature of family businesses can allow business leaders to take a long-term orientation toward investments and general performance.57

Entrepreneurship, more specifically in the A-GES framework, is best defined at the intersection of entrepreneurial leadership and entrepreneurial strategy, where entrepreneurial leadership is “leadership that creates visionary scenarios that are used to assemble and mobilize a ‘supporting cast’ of participants who become committed by the vision to the discovery and exploitation of strategic value creation.”58 Entrepreneurs with good leadership abilities and insights become valuable assets that aid the family business in achieving competitive advantage. However, importantly, leadership, per se, is insufficient unless the firm has effective strategies in place to achieve its goals. Entrepreneurial strategy is the means through which an organization establishes and reestablishes its fundamental set of relationships with its environment.59

Referring to the systems theory introduced earlier in the chapter, family business leaders need to consider ownership, business, and family dimensions in performing their leadership roles. The addition of the family system, and the associated LTO aspect, alludes to owners of family firms taking greater risks and tolerating a higher level of risk than nonfamily business owners.60 Leaders of renowned family businesses cherish enduring, open-ended, and mutually beneficial relationships with business partners, customers, and the larger society. They strive to ensure corporate health and continuity, exercising careful stewardship over resources and encouraging long executive apprenticeship and tenure. Importantly, family business leaders develop insights for the benefit of family, business, and self.61

Likewise, if the life cycle of the firm is considered, research suggests EO gradually decreases across generations in family firms. Consider, for example, the EO dimension of risk-taking propensity. The first generation would likely have taken greater risks than the second and subsequent generations because they are charged with the additional burden of stewarding the founding generation’s legacy. This change in entrepreneurial focus is supported by Zahra, who found that the higher the number of generations that are active in a family company, the more likely the company is to be innovative.62 This is not to imply that risk taking increases; rather, new ways of performing existing operations are found. This is consistent with the notion that as new generations enter the business, new ideas are required to lead to a renewal of the firm and facilitate growth.

Summary Observation

Entrepreneurship is the oxygen that breathes life into any business, regardless of the ownership configuration. Increasingly, stakeholders are appreciating the nuances of the entrepreneurial process, the role of the individual entrepreneur, and what it means to be entrepreneurial, which leads us to include two subdimensions, entrepreneurial strategy and entrepreneurial leadership, in the entrepreneurship corner of the A-GES framework. Notably, in our figurative depiction of the A-GES framework (see figure 6.1), we have also included descriptions that lead from the entrepreneurship corner to stress the importance of entrepreneurial governors (“who are not risk averse”) and entrepreneurial management and employees (“who are long-term orientated”).

Stewardship

Stewardship is arguably the most obvious of the four A-GES dimensions to link to family businesses. However, it was not originally positioned for this context. Stewardship, the theory, was introduced to allow “researchers to examine situations in which executives as stewards are motivated to act in the best interests of their principals.”63 Disputing some of the fundamental arguments introduced in agency theory, scholars such as Schulze, Lubatkin, Dino, and Buchholtz suggest that there are some settings, such as family-owned businesses, in which the assumptions of agency theory cannot be universally applied.64 Their arguments have found support from theorists in other disciplines such as psychology and sociology who also challenge the view of agents as being purely economically motivated.65

The application of stewardship to the family business context, therefore, while not the original pretext, is apparent. For example, according to Davis et al., stewards gain greater long-term utility from prosocial and collectivist behaviors than from economic, individualist, and self-serving behaviors.66 When faced with a self-serving decision versus a more cooperative, pro-organizational option, stewards will pursue the latter because of the greater utility that they assign to such behaviors. Furthermore, relationship-centered collaboration within organizations can facilitate pro-organizational behaviors and engender managerial trust.67 Davis et al. introduced three psychological dimensions that define and differentiate stewardship from agency theory: (1) intrinsic motivation, (2) identification with the organization, and (3) use of power.68

At the individual level, a stewardship theoretical perspective focuses on intrinsic needs, which include the desire for personal growth and achievement, affiliation, and self-actualization. In an effort to gain these higher-order needs, stewards are motivated to work harder on behalf of the organization, which aligns their behaviors with the interests of their principals.69 In these environments, the potential for opportunism is reduced because agents gain little or no utility by pursuing tangible, self-serving economic rewards. Thus, the more value that individual agents place on intrinsic rewards, the less likely they will be to deviate from the interests of the organization. Conversely, individual agents who are extrinsically motivated will place greater value on tangible rewards. Such circumstances increase monitoring requirements, which form the basis of control within agency theory, and drive agency-related costs.

Stewardship, the theory, is also built on the premise that individuals who identify with the organization are more likely to view it as an extension of themselves. This is in contrast to economically motivated individual agents who do not possess the same affinity levels. Davis et al. propose that “identification occurs when managers define themselves in terms of their membership in a particular organization by accepting the organization’s mission, vision, and objectives.”70 Importantly, individuals who identify with the organization perceive themselves as integral to the business and, as a consequence, attribute the success of the organization to themselves.71 Typically, commitment to the organization strengthens as the individual’s identification and involvement with the organization grows.72 Stewards who identify with the organization feel satisfaction from the organization’s successes and disappointment from its failures and work selflessly to address the organization’s problems and obstacles. As such, their interests are very much aligned with those of the principals.

In their stewardship theory, Davis et al. suggest that stewards have a psychological preference for, or predisposition to use, personal power rather than institution-based sources of power.73 Personal power relies on the ability to establish interpersonal relationships, often built over time, based on mutual trust, standards of reciprocity, and admiration. This reflects the desire to attain power for the purpose of serving others rather than to further one’s own interests at the expense of others.

Davis et al. also identified three key situational factors that define stewardship: (1) the extent to which the organization values collectivism over individualism, (2) the level of power distance accepted within the ranks of employees, and (3) involvement orientation.74

As such, stewardship theorists argue that differences with agency theory are founded in the extent to which an organization adopts a collectivist rather than an individualist culture.75 An individualist culture is one in which the attainment of personal goals and objectives is prized. Moreover, exchanges are evaluated on a short-term basis and are usually viewed in the context of economic cost-benefits analyses. In contrast, collectivist cultures are characterized by group identity, a sense of belonging, and an emphasis on the accomplishment of organizational goals. People in collectivist cultures define themselves as part of the organization.

Power distance, the extent to which less powerful members of an organization accept unequal distribution of power across levels of the organization, is another pillar of stewardship.76 In high-power-distance organizational cultures (1) people with less power are dependent on those with high power, (2) status and special privileges are given to those with higher rank, and (3) obedience and respect for those of rank are fostered.77 In contrast, low-power-distance organizational cultures are those in which interactions are egalitarian, inequalities are discouraged, and organizational members are treated equally. Davis et al.’s argument is that a stewardship orientation is identifiable though the promotion of equality and alignment among the rights and privileges of principals and individual agents, that is, where there is a low power distance.78

The involvement-oriented view fosters a work climate of self-control and self-management in which employees are challenged with the responsibility to develop new ideas and new approaches to solve organizational problems. Or, put another way, an involvement-oriented management environment, one in which people are allowed to reach their potential, is consistent with a stewardship climate.79

Summary Observation

Stewardship in the family business context is the “extent to which the family firm adopts stewardship-oriented practices, like encouraging collectivism, or providing an environment of care and concern for employees.”80 A culture of stewardship within the organization enables employees “to innovate, take risks, and explore new strategic options without the fear of losing their jobs or undermining their professional or personal standing in their companies.”81 This perspective facilitates the aforementioned long-term orientation of the firm to steward the family business and the family business’s interaction with, for example, the natural environment and to invest patiently in entrepreneurial activities.82

To support the importance of stewardship in the A-GES framework, researchers (e.g., Miller and Le Breton-Miller and Miller, Le Breton-Miller, and Scholnick) characterize stewardship as having three main priorities: a continuity of the business, a community of employees, and a connection with customers.83 Corbetta and Salvato further enlist trust, altruism, relational contacts, and nonfinancial family goals as the main determinants of ­stewardship behaviors.84

CONCLUSION

Our aim in this chapter was to introduce the A-GES framework as a theory-driven evidence-based way to further understand the family firm difference and to help families in business, and those working alongside and studying them, to comprehend the challenges and to better position themselves to leverage their distinctiveness. A-GES provides an efficient framework for understanding the key differences that prevail in the context of family-controlled businesses in contrast to widely held nonfamily enterprises. Drawing upon contemporary research in the emerging field of family business, which is providing systematic evidence of the nature of these differences, the understanding of the richness and complexities of family businesses is, we hope, enhanced.
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Institutional Influences on Entrepreneurial Orientation in Small Businesses: A Nine-Country Investigation of Political and Economic Risk

Brian S. Anderson, Patrick M. Kreiser, and K. Mark Weaver

While small business start-ups flourish in developing economies, it is unclear whether the same holds true for entrepreneurial strategies pursued by established small businesses. As perhaps the most commonly investigated construct in firm-level entrepreneurship research,1 entrepreneurial orientation (EO) directly relates to how firms develop and employ entrepreneurial strategies in an effort to heighten important strategic outcomes.2 EO captures the extent to which a small firm embraces an entrepreneurial strategic posture—with a high level of EO evidenced by the exhibition of innovative, proactive, and risk-taking strategic behaviors.3 Given that small firms that are more entrepreneurial generally outperform their more conservative peers,4 cross-cultural research assessing EO’s antecedents in varying national contexts is particularly valuable because institutional theory suggests that sociopolitical and economic structures may enable or constrain entrepreneurship across countries and cultures.5 Further, the growth-related benefits often associated with EO may represent an important policy objective in many economies that frequently rely on entrepreneurial activities from small businesses as a source of wealth creation.

For example, while research in the Chinese context has demonstrated the global robustness of the performance-related consequences derived from EO,6 the small business literature is noticeably sparse in investigating the antecedents to an entrepreneurial strategic posture in national contexts outside of the European–North American sphere.7 Although Kreiser et al. found that the exhibition of entrepreneurial behaviors in smaller businesses varied as a function of cultural and institutional differences between developed and less developed nations, left unanswered was whether those institutional differences were causally adjacent to a small firm’s entrepreneurial orientation.8 Given that institutional theory suggests that the institutional context of a firm’s home country frames the range of strategic options available to a firm and influences the strategy-making practices of senior managers,9 it is reasonable to assume that institutional forces may influence the level of EO in small firms. However, the specific manner in which a small firm’s institutional environment influences its development and execution of entrepreneurial strategies is a largely unresolved theoretical and empirical question.

Drawing from the preceding observation, this chapter adopts an institutional theory perspective and builds a causal model that suggests that two elements of a small business’s institutional environment—the level of political risk and the level of economic risk—are key antecedents to its level of entrepreneurial orientation. Small businesses are vital to the global economy,10 but these firms typically suffer from the liabilities of smallness and may thus be less likely to embrace resource-intensives strategies such as EO.11 Further, we argue that these two risk elements exhibit a nonmonotonic (inverse U-shaped) relationship to EO in small businesses. As levels of political and economic risk increase from low to relatively moderate, the level of EO will increase; beyond the more moderate levels of risk, however, the level of EO will drop significantly as a function of increasing levels of political and economic risk. The rationale for these relationships is predicated on the argument that political risk and economic risk equate to uncertainty12 but that this uncertainty is also accompanied by the creation of economic discontinuities that illuminate potentially exploitable opportunities.13 At a low to moderate level of uncertainty, small businesses are increasingly willing to employ entrepreneurial strategies to capture new and emerging opportunities. Past a particular inflection point, however, smaller firms that are more resource constrained become increasingly cautious as the level of risk increases and obscures the identification of potentially valuable opportunities, leading to a more conservative strategic posture.

The primary research question in this chapter—whether political and economic risk in a small business’s home country influences its level of EO—offers a valuable contribution because a shared understanding of entrepreneurial behaviors within smaller firms in differing types of economies is only beginning to emerge.14 This is particularly true given the significant lack of entrepreneurship research in Latin America, India, the Middle East, Africa, and the Asia-Pacific region (with China, Japan, and South Korea being notable exceptions).15 Understanding these various contexts more clearly is crucial not only to building a better theoretical framework of global entrepreneurship but also in providing scholarly insights that facilitate the translation of scientific research into actionable intelligence for small business managers on the ground in these economies. Yet, we still have much to learn and understand about small businesses from studies that take place outside of the developed economies from which most samples are drawn.

To address this deficiency in the literature, this chapter explores the role that institutional risk factors play in influencing EO within smaller firms in a variety of cultural contexts. To test whether the level of EO embraced by smaller firms varies as a function of political and economic risk, it was necessary to utilize a sample consisting of small businesses that span a range of institutional contexts. Thus, this chapter employs a nine-nation sample of small businesses in low-risk countries (Finland, Norway, Sweden, Australia, and the Netherlands), moderate-risk countries (Greece and Costa Rica), and high-risk countries (Mexico and Indonesia). Such a sample responds to the call for multicountry contexts in institutional theory research.16 Utilizing an institutional theory framework, we posit a nonmonotonic relationship between two institutional risk factors and firm-level entrepreneurial orientation in smaller businesses. Drawing from a sample of 1,291 small businesses across nine countries, we observe the highest level of EO in countries with more moderate levels of political and economic risk—an institutional profile consistent with that found in relatively less developed economies.

In the specific domain of small business strategy, extending the knowledge base related to smaller businesses and EO in a variety of cultural contexts is valuable because, ostensibly, the microentrepreneurship flourishing in many countries should ultimately result in the creation of new businesses poised to compete on the global stage. It is therefore valuable to understand whether the same institutional environments that foster individual-level entrepreneurial initiatives also result in a similar positive influence on entrepreneurial behaviors within small businesses. Given that the pursuit of entrepreneurial strategies is a critical mechanism to building competitive advantage,17 clarifying how institutional risk factors—including political and economic risk—influence entrepreneurial strategy making within small businesses provides insight into the competitiveness of smaller firms in a variety of institutional contexts. Such insight has important implications for both managers and policy makers.

The chapter proceeds as follows: First, we discuss our research model and summarize the primary tenets of institutional theory. Next, we develop theoretical hypotheses specifying the expected nonmonotonic relationship between political risk, economic risk, and EO in the context of small businesses. We then discuss the research design of our chapter and the results of our empirical analyses. We conclude with a discussion of the theoretical, managerial, and policy implications of our chapter, paying specific attention to the important role that small businesses play in various cultural contexts.

THEORETICAL DEVELOPMENT

Entrepreneurial Orientation

Building from the seminal work of Mintzberg and Khandwalla on the origins of entrepreneurial strategic decision making within organizations, Miller conceived of an entrepreneurial strategic posture as being comprised of the equally weighted elements of innovativeness, proactiveness, and risk taking.18 Under Miller’s conceptualization, a firm’s proclivity to engage in entrepreneurial behaviors reflects in the consistent and simultaneous exhibition of these three dimensional components. Covin and Slevin expand on these arguments and suggest that firms exist along a continuum that ranges from more conservative to more entrepreneurial, with firm behaviors reflected in innovativeness, proactiveness, and risk taking occupying the “high” end of an entrepreneurial strategic posture scale.19 Such an entrepreneurial strategic posture is commonly referred to as an entrepreneurial orientation (EO).20

According to Miller and Covin and Slevin, the elements of EO are inextricably confounded; that is, they are partially codependent and expected to positively covary. As such, research into EO under the Miller and Covin and Slevin conceptualization views EO as an overall strategic posture—a composite construct embodied as the intersection of, or shared variance between, the elements of innovativeness, proactiveness, and risk-taking.21 In this chapter, this entails viewing EO holistically as a composite strategic orientation within small businesses and investigating causal relationships—in this case, antecedents—to EO in its entirety, as opposed to its individual elements. This is also consistent with the observations offered by George and Marino that the Miller and Covin and Slevin conceptualization lends itself best as a composite construct—that is, three elements that taken together represent a small firm’s strategic orientation toward entrepreneurship.22

Institutional Theory

Institutional theory suggests that regulatory, social, and cultural factors influence the survival, legitimacy, and strategic decision making of organizations.23 Drawing from a rich history in sociology, political science, and economics, institutional theory posits that organizations “better secure their positions and legitimacy by conforming to the rules and norms of the institutional environment,”24 where the term “institutional” refers to the set of formal and informal rules and assumptions present within a given society. These rules derive from laws, governmental regulations, professions, and other societal mechanisms that determine and guide conformance behaviors.25 According to institutional theory, a small business can seek congruence between its strategic behaviors and the prevailing institutional framework; the framework provides guidance as to whether the particular behavior is acceptable or not and thus exerts a causal influence on strategic actions.26

This chapter adopts one of the three categories of institutional factors outlined by Scott,27 the regulative pillar, and derives a model that suggests that two elements of a small firm’s regulative environment, political risk and economic risk, are causally related to firm-level entrepreneurial activity within smaller firms. The other categories of institutional factors are the normative pillar, which prescribes model behavior consistent with socially accepted norms and values, and the cognitive pillar, which describes the extent to which societies, operating at more of an individual level, are accepting of specific behaviors.28 The regulative pillar draws heavily from an economics perspective and suggests that institutions influence organizations through legislative and regulatory incentives, monitoring, and enforcement.29 Drawing from the assertions of Baumol et al. and Newman that a nation’s entrepreneurial activity is directly affected by the extent to which government policies create or stifle efficient market function, political and economic risk represent theoretically salient institutional factors that may be reasonably expected to influence a small firm’s EO.30

Institutional Risk Factors as Predictors of EO within Small Businesses

The international business and strategic management literature has long suggested that institutional risk factors—specifically political and economic risk—wield an influence on strategic decision making.31 Institutional risk factors generally refer to those governmental actions that render a nation either hospitable or unsupportive to business interests.32 For example, the adoption of free-market economic policies would favor the interests of small businesses, while constraining private property rights would be contrary to those interests. In this way, such risk factors are firmly rooted in an institutional theory framework. Much of the early and ongoing research in this area has explored the relationship between political and economic risk and foreign direct investment (FDI),33 under the thesis that the level of institutional risk in a given country influences both the valuation and attractiveness of investment opportunities. Such studies have generally adopted the perspective of a focal firm assessing the potential attractiveness of the target country based on salient risk considerations.

Taking a different perspective on the institutional risk-FDI relationship, Tallman posits that the level of institutional risk within a firm’s host country influences those firms’ external FDI decisions.34 As hypothesized, Tallman found that firms operating in more politically risky nations seek FDI opportunities in more stable countries as a way to mitigate their home-country economic risk.35 This perspective suggests a causal linkage between institutional risk factors and the engagement in specific strategic behaviors; that is, home-country risk influences strategic choice. Wan and Hoskisson extend these arguments, finding that corporate diversification strategies vary as a function of the risk profiles in a firm’s home country.36 In summary, empirical results are generally consistent with the core tenants of institutional theory that both political risk and economic risk frame the range of strategic options available to a given firm and thereby affect a firm’s strategic course.37

In the entrepreneurship literature, institutional risk factors have been shown to exhibit a similar causal influence on new venture development and the growth trajectories of smaller firms.38 For example, Aldrich found that rates of new venture creation are partially dependent on the extent of pro-business regulatory regimes.39 Similarly, Bruton et al. found that under the relatively weak institutional regimes of Latin America, venture capitalists rely heavily on personal relationships when making funding decisions because of uncertainty in regulatory oversight of accounting standards, a finding that builds upon similar insights by Zacharakis et al.40 Adopting a grounded theory approach, Ahlstrom and Bruton found that strategic choices among Russian technology firms were influenced by the fluid nature of the institutional development that occurred during the early years of the Putin administration.41 In an interesting and somewhat paradoxical finding, these researchers discovered that entrepreneurs became more risk averse as institutional certainty increased in Russia, a finding attributed to a heightened social sensitivity toward entrepreneurial failure.42

Although previous research adopting an institutional theory perspective has broadly established an empirical linkage between institutional risk factors and entrepreneurial behaviors, there are significant gaps in our understanding of how these factors specifically influence entrepreneurship within smaller firms.43 While there is a significant body of research drawing from an institutional perspective, Bruton et al. note that most studies “do not rely on institutional theory to any large extent.”44 To begin addressing this gap, when developing theory on the expected relationship between institutional risk factors and EO within smaller businesses, we draw from institutional theory research in economics supplemented with entrepreneurial opportunity discovery theory to build our arguments for causal, nonmonotonic relationships between political risk and EO and between economic risk and EO within smaller firms.45

Broadly speaking, regulative institutional risk—represented by economic and political risk—can be conceptualized as ranging on a continuum from low to high. The prevailing belief in the economics literature, which has been supported by a number of studies in the entrepreneurship literature, is that more established economies, typified by an institutional environment with low levels of political and economic risk, foster a higher level of entrepreneurial behavior.46 The primary argument is that a less risky institutional environment corresponds to a lower level of overall uncertainty. While risk inherently deals with a known probability of failure and uncertainty deals with unknown probabilities,47 operating in uncertain markets presumes that an organization must assume the necessary risks of competing in a market that is inherently challenging to predict. The stability derived from lower uncertainty provides more confidence in strategic decision making,48 enhances investor confidence,49 and facilitates a greater level of trust among market actors.50 These conditions lead to greater managerial confidence in pursuing entrepreneurial strategies,51 which therefore results in a higher level of EO, particularly among resource-constrained small businesses.

In more politically and economically risky environments, the level of uncertainty is demonstrably higher.52 A higher level of uncertainty makes predicting future states more challenging, thereby confounding strategic decision making.53 Furthermore, in these risky institutional environments, the institutions themselves tend to be underdeveloped. Institutional underdevelopment is associated with a lower level of venture capital,54 a tendency for firms to avoid making longer-term strategic commitments,55 and, in situations of extreme risk, a form of organizational paralysis wherein firms are unwilling to make any meaningful changes in firm strategy.56 In such cases, the risk inherent to pursuing entrepreneurial strategies becomes more acute for smaller firms. Because the context has little predictability, committing resources to projects with uncertain outcomes—a necessary condition for entrepreneurial behaviors—has little managerial appeal for smaller firms that lack resources and may suffer from the “liabilities of smallness.” Thus, the level of EO exhibited by small businesses in politically and economically risky nations would be low.

The preceding arguments suggest a negative linear relationship between institutional risk and EO within small businesses. Yet, while there is general agreement that a high level of risk diminishes the pursuit of entrepreneurial strategies in small firms, there is empirical evidence obscuring the level of entrepreneurship observed in lower risk nations. For example, Soto found that among highly developed countries, there was a tendency for overregulation and for institutional frameworks that impose significant operational constraints on new and growing businesses.57 Similarly, Acs suggests that among highly developed economies, there might be a lower desire to pursue entrepreneurial strategies.58 This is because of the possibility of small firms’ already exploiting environmental opportunities at a level that meets shareholder expectations or, to state more colloquially, firms in highly developed countries may be “fat and happy” (with the United States and Japan being notable exceptions),59 and taking on greater risk has less managerial appeal in small firms. These observations suggest, paradoxically, that EO would be lower within small businesses operating in less risky institutional environments.

To reconcile these seemingly conflicting observations, we reconsider the institutional risk continuum and conceptually overlay where countries would be expected a priori to fall along the spectrum. Well-developed countries represent lower-risk nations, while less developed countries are considered riskier. Further away from the polar extremes of that continuum, however, are the moderate-risk economies. These economies are defined by the World Bank as nations where “the level of economic development is not as high as the developed economies of North America and Europe”60 but that are aggressively pursuing economic reforms and other regulatory measures reflective of free-market economic theory. Notably, the observed level of entrepreneurship is markedly high in these markets.61 These nations are experiencing a surge in entrepreneurial activity at both the micro and macro levels, yet our understanding of why this is transpiring remains underdeveloped.62 Nonetheless, there is empirical evidence suggesting that small firms in moderate-risk contexts, where the levels of political and economic risk are correspondingly higher than in developed nations, are aggressively pursuing entrepreneurial strategies,63 perhaps even at a level exceeding their peers in more developed nations. This suggests that a moderate level of institutional risk may serve as an impetus to entrepreneurial behaviors in smaller firms.

We suggest, therefore, that there is a nonmonotonic, inverse U-shaped relationship between the level of institutional risk in an economy and the level of entrepreneurial behaviors exhibited by small businesses. Our argument is predicated on the notion that the higher level of EO found in moderate-risk economies can potentially be explained by the higher level of exploitable opportunities found in these moderately risky contexts. That these factors may be nonmonotonically related to EO within small businesses is predicated on the observation by Baumol et al, that environments characterized by demonstrably underdeveloped institutions can impede entrepreneurial development, while well-developed nations with potentially overly restrictive regulative regimes may also experience diminished entrepreneurial action.64 Thus, both low and high levels of political and economic risk may be associated with lower levels of EO in small businesses, while under more moderate levels of risk EO may be demonstrably higher. As the level of institutional risk increases from low to moderate, uncertainty correspondingly goes up.65 As uncertainty increases, however, so do economic discontinuities that manifest in the form of rapid social, economic, and technological change.66

Drawing from Kirzner, such rapid changes expose new entrepreneurial opportunities, spurring entrepreneurial action among smaller firms alert to changing environmental exigencies.67 Because uncertainty—at a more modest level—increases the impetus for strategic change as a mechanism to ensure organizational survival,68 the increased number of entrepreneurial opportunities found in moderate-risk economies provides an appropriate strategic outlet for small businesses to improve their strategic condition through opportunity exploitation.69 Thus, we expect moderate levels of political and economic risk to result in the highest levels of observed entrepreneurial behaviors within small businesses. Such an observation is consistent with the arguments of Ahlstrom and Bruton, who asserted that “firms in mature economies must also change as environments evolve, but in transition economies, the need for change and the speed of that change can be much greater, not only because of the fast economic growth in transition economies, but also because of the enactment of many new commercial regulations and their (new) enforcement.”70 Based on these observations, we suggest,

Hypothesis 1: Political risk has an inverse U-shaped relationship with entrepreneurial orientation within small businesses.

Hypothesis 2: Economic risk has an inverse U-shaped relationship with entrepreneurial orientation within small businesses.

Figure 7.1 depicts our proposed research model. As has been discussed in the previous sections, political risk and economic risk are both expected to exhibit nonmonotonic, inverse U-shaped relationships with entrepreneurial orientation in small businesses.
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FIGURE 7.1 Research Model



RESEARCH DESIGN

Sample

The primary research question in this chapter is the influence of political and economic risk on EO within small businesses. Thus, it was necessary to target smaller firms from a wide swath of nations across the political- and economic-risk spectrum. From this starting point, data was collected from independently owned small businesses in nine countries: Australia, Sweden, Costa Rica, Mexico, Norway, Finland, Indonesia, Netherlands, and Greece. Consistent with U.S. and European classification standards, we defined small businesses as firms with 500 or fewer employees. Firms with less than five employees were excluded from the sample because these firms might have difficulty displaying a coordinated strategic approach such as EO. The mean size of responding firms ranged from 36 (Greece) to 269 (Mexico) employees.

Master lists of small businesses in each country were assembled with the cooperation of local officials and executives from business-related organizations by utilizing national databases, trade association membership lists, and business directories. A stratified random sampling procedure was then used to select firms representative of fourteen industries: food processing, lumber and wood, printing and publishing, rubber, chemicals, transport equipment, industrial and commercial machinery, electronics, computer programming, textiles, service, construction, oil and gas, and other. The number of targeted small firms selected in each industry was based on the total industry representation in the home country (i.e., if the printing and publishing industry comprised 10 percent of the country’s economy, then 10 percent of the small firms in that country’s initial sample were selected from the printing and publishing industry).

The survey instrument was initially developed in English and then underwent a double-back translation process as outlined by Brislin.71 The survey was translated into each country’s dominant language (with the exception of Australia), translated back into English, translated again to the host language, and once again to English. Once completed, the surveys were pilot tested in each targeted country to ensure the accuracy of the translated measures. The finalized survey was mailed in a two-wave process—an initial mailing followed by a second mailing one to two months later—to 973 small businesses in Australia, 600 small businesses in Sweden, 435 small businesses in Costa Rica, 2,465 small businesses in Norway, 890 small businesses in Indonesia, 300 small businesses in the Netherlands, and 400 small businesses in Greece. A modified on-site interview using the survey instrument was conducted with 650 small businesses in Mexico and 400 in Norway. The total usable responses from each country are provided in table 7.1, along with the country’s score on the political- and economic-risk measures. The final sample contained 1,291 small businesses, for a usable response rate of 18.2 percent.


TABLE 7.1 Country Characteristics




	

	


N




	

Political Risk



	

Economic Risk






	
Australia


	
83


	
1.00


	
49.57





	
Sweden


	
162


	
1.00


	
47.09





	
Costa Rica


	
66


	
1.66


	
84.20





	
Mexico


	
186


	
3.90


	
83.42





	
Norway


	
369


	
1.00


	
44.65





	
Finland


	
106


	
1.00


	
45.96





	
Indonesia


	
61


	
5.33


	
96.92





	
Netherlands


	
76


	
1.00


	
43.56





	
Greece


	
182


	
3.00


	
60.87









Three tests evaluated the representativeness of the final sample. First, respondents from the first wave and the second wave were tested for systematic differences among the variables of interest, with no significant differences found. Second, a random telephone survey of 50 initial nonrespondents in each country was conducted to test for nonresponse bias. Again, no significant differences were identified among the variables of interest. Lastly, no significant differences were found among the variables of interest in comparing those responding small firms deleted because of partially missing data with those in the final sample.

Criterion Variable—Entrepreneurial Orientation (EO)

A modified version (five-point versus seven-point Likert scale) of the Covin and Slevin scale measured EO.72 The Covin and Slevin scale, the most widely utilized EO measure, consists of nine items, three each to measure the innovativeness, proactiveness, and risk-taking components of strategic posture.73 Higher values on the scale indicate a more entrepreneurial posture. One item of the EO scale (EO9), referring to the adoption of a bold, aggressive posture, was dropped from the analysis because of a significant cross loading with other theoretically meaningful variables. As noted by Rauch et al., modification of the nine-item scale is common in EO research, and the elimination of one or more items does not materially diminish the content validity of the scale.74 The full eight-item scale used to measure EO is included in the appendix.

Predictor Variables

Political Risk

The Freedom House index of political rights and civil liberties was used to measure political risk.75 Published since 1972, the Freedom House “freedom index” is a 25-measure scale designed to capture the extent to which a nation adheres to the United Nations’ Universal Declaration of Human Rights. While a complete description of this index is beyond this paper’s scope, the Freedom House index is widely employed in the international business literature as a proxy for the extent to which a national government pursues policies that either promote or restrict political rights and civil liberties according to international norms.76 A higher value indicates a more politically constrained or, equivalently for our purposes, politically risky environment. The implicit assumption in this measure is that an environment that constrains civil liberties represents a politically riskier environment for a small business. Data collected the previous year was used when constructing the political-risk measure for each country. The political-risk score was mean centered following the recommendation of Cohen et al.,77 with the mean-centered value squared to create the curvilinear term necessary to test for the presence of an inverse U-shaped relationship.

Economic Risk

The Euromoney measure of a nation’s creditworthiness was used to measure economic risk.78 Long used in the international business literature,79 the Euromoney measure is a valuable proxy of the extent to which a national government pursues domestic economic policies that foster stability or uncertainty.80 More specifically, the Euromoney measure is a composite index of three indicators that capture the extent to which a nation is likely to default on its sovereign debt held in international financial markets,81 with higher values on the index indicating a less risky economic environment. To better align this measure with our theoretical arguments, the raw score was reverse coded such that a higher score corresponded to a higher level of economic risk. Data collected the previous year was used when constructing the economic-risk score for each country. As with the political-risk measure, the economic-risk measure was mean centered, with the mean-centered value squared to create the curvilinear term necessary to test for the presence of an inverse U-shaped relationship.

Control Variables

Four variables were used to control for potential firm-level and industry-level effects on the hypothesized relationships. Firm size—measured as the number of employees—was included to control for the possibility that relatively larger small businesses may be less susceptible to environmental risk factors in their pursuit of entrepreneurial strategies than more microsized small businesses. The level of international sales—captured as the self-reported percentage of sales generated from outside the firm’s home country—was included to control for the possibility that small firms operating in very risky institutional environments with entrepreneurial tendencies may simply direct those entrepreneurial initiatives abroad rather than pursue entrepreneurial strategies in their home markets. Lastly, two measures of environmental exigencies, dynamism and hostility, were included, drawn from Khandwalla.82 Both dynamism and hostility have been found to correlate with EO.83 Small firms operating in dynamic or hostile environments may adopt entrepreneurial strategic postures in response to those specific industry-level exigencies as opposed to their broader institutional environment.

Model Estimator

As the respondent data was nested within countries, multilevel mixed effects modeling was chosen as the model estimator. All models were estimated using the XTMIXED command in Stata 11.0.84 The use of mixed effects modeling for nested data is well established in the international business and strategic management literature.85 The advantage of mixed effects modeling for nested data is the ability to control for both random and fixed effects in a single specified model.86 For this chapter, a variable representing the respondent’s home country was estimated as the fixed effect to account for country-specific variance in the level of EO, while the individual respondents were treated as randomly defined. The preceding assumption builds from the finding of Kreiser et al. that the level of two components of EO within smaller firms, proactiveness and risk taking, varies as a function of cultural differences across countries.87

RESULTS

Hypothesis Tests

Table 7.2 presents the summary statistics, correlation matrix, and internal consistency reliabilities where appropriate.


TABLE 7.2 Summary Statistics and Correlation Matrixa




	

	

Mean



	

s.d.



	

α



	

1



	

2



	

3



	

4



	

5



	

6






	
1. Entrepreneurial orientation


	
3.08


	
0.74


	
0.77


	

	

	

	

	

	




	
2. Political risk


	
1.94


	
1.34


	
n.a.


	
0.01


	

	

	

	

	




	
3. Economic risk


	
57.68


	
17.20


	
n.a.


	
0.02


	
0.89


	

	

	

	




	
4. Dynamism


	
2.68


	
0.79


	
0.63


	
0.29


	
0.12


	
0.11


	

	

	




	
5. Hostility


	
2.93


	
0.79


	
0.63


	
–0.08


	
–0.01


	
–0.01


	
0.22


	

	




	
6. Firm size


	
218.10


	
1,660.73


	
n.a.


	
0.05


	
–0.02


	
–0.01


	
–0.01


	
–0.05


	




	
7. Internationalization


	
21.02


	
31.12


	
n.a.


	
0.11


	
0.20


	
0.23


	
0.03


	
0.04


	
0.13







Note: N = 1,291.

aNontransformed variables reported. Correlations above ±0.05 are significant at the p < 0.05 level or better.



As indicated in table 7.2 and as would be expected with the survey design, the measures of political risk and economic risk were highly correlated (r = 0.89).88 As such, following Cohen et al., it was appropriate to test the hypotheses in distinct empirical models rather than a single specified model.89 Table 7.3 presents the results of the hypothesis tests. Model 1 shows the control variables, and Model 2 shows the results for Hypothesis 1. As predicted, political risk exhibited an inverse U-shaped relationship with EO in the small-firm context (linear term, = 0.08, p > 0.05; squared term, = –0.09, p < 0.001). Model 3 shows the results for Hypothesis 2. Also as predicted, economic risk exhibited an inverse U-shaped relationship with EO in the small-firm context (linear term, = 0.09, p > 0.05; squared term, = –0.07, p < 0.01). Following Cohen et al., the curvilinear effects were plotted across the range of observed values and the predicted values of EO.90


TABLE 7.3 Model Results: Entrepreneurial Orientationa




	

	

Model 1



	

Model 2



	

Model 3



	

Model 4






	

Firm size



	

0.06
***




	

(0.02)



	

0.06
***




	

(0.02)



	

0.06
***




	

(0.02)



	

0.06
***




	

(0.02)






	

Internationalization



	

0.02
**




	

(0.01)



	

0.02
**




	

(0.01)



	

0.02
**




	

(0.01)



	

0.02
**




	

(0.01)






	

Dynamism



	

0.32
***




	

(0.02)



	

0.32
***




	

(0.02)



	

0.32
***




	

(0.02)



	

0.32
***




	

(0.02)






	

Hostility



	

–0.15
***




	

(0.02)



	

–0.15
***




	

(0.02)



	

–0.15
***




	

(0.02)



	

–0.15
***




	

(0.02)






	

Political risk



	

	

	

0.08



	

(0.05)



	

	

	

	








	

Sq. political risk



	

	

	

–0.09
***




	

(0.03)



	

	

	

	








	

Economic risk



	

	

	

	

	

0.09



	

(0.05)



	

	








	

Sq. economic risk



	

	

	

	

	

–0.07
**




	

(0.02)



	

	








	

Institutional Risk



	

	

	

	

	

	

	

0.12



	

(0.09)






	

Sq. institutional risk



	

	

	

	

	

	

	

–0.23
***




	

(0.07)






	

Constant



	

2.38
***




	

(0.12)



	

2.55
***




	

(0.12)



	

2.60
***




	

(0.13)



	

2.55
***




	

(0.12)






	

Log likelihood



	

–1,344.99



	

–1,344.58



	

–1,346.10



	

–1,343.30






	


Chi

2




	

211.15
***




	

223.40
***




	

219.38
***




	

222.46
***







	

Δ
Chi

2b




	

	

12.25
**




	

8.23
*




	

11.31
**







	
N = 1,291.

aNonstandardized coefficients reported. Standard errors in parentheses. Two-tailed tests of significance.

b Change in Chi2 from Model 1.

*p < 0.05, **p < 0.01, ***p < 0.001.









Figures 7.2 and 7.3 display plots of the political risk–EO and economic risk–EO relationships in small businesses. As these figures illustrate, the level of EO increases as both the level of political risk and the level of economic risk shift from a low to a more moderate level, while a steep decrease in EO is observed as the risk measures shift from moderate to high. At very high levels of both economic and political risk, the predicted level of EO drops precipitously, suggesting that extremely politically and economically risky institutional environments significantly diminish entrepreneurial activity within small businesses. Notably, however, the graphs resemble more of a fish-hook shape, suggesting that among countries with low levels of political and economic risk, the overall level of entrepreneurial behaviors exhibited by small businesses is closer to the observed peak values of EO than among those nations with a far greater level of risk. In other words, the level of EO tends to be lowest overall in the riskiest countries.
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FIGURE 7.2 Influence of Political Risk on EO in Small Businesses
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FIGURE 7.3 Influence of Economic Risk on EO in Small Businesses



Given the very high correlation between political and economic risk, there is the possibility that these two variables are tapping the same conceptual domain.91 Such an overlap could be broadly characterized as institutional risk. We therefore use exploratory factor analysis (EFA) to extract the first principal factor (the only factor with an eigenvalue > 1) from the political- and economic-risk variables and create a new reflectively derived variable to capture institutional risk. Model 4 in table 7.2 shows the results of regressing EO on the institutional-risk variable and its curvilinear term. Consistent with our theoretical development, the institutional-risk variable also exhibits an inverse U-shaped relationship with EO in the small-firm context (linear term, = 0.12, p > 0.05; squared term, = –0.23, p < 0.001). These results are plotted in figure 7.4, which shows the level of EO increasing as institutional risk increases. However, the level of EO in smaller firms plateaus at a moderate level of institutional risk and then drops precipitously as risk reaches a more substantial level.
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FIGURE 7.4 Institutional Risk—EO Relationship



Robustness Checks

Several robustness checks were conducted to further explore our results. First, the models were tested in the absence of the control variables, with no change observed in terms of coefficient sign and only a modest change in significance (curvilinear terms dropping to p < 0.05). Second, the models were tested using different estimation options—maximum likelihood and an independent covariance structure. Both of these options are less restrictive than the estimation parameters initially chosen, and, unsurprisingly, the results strengthened in terms of coefficient values, though only marginally. Third, the models were estimated again using ordinary least squares and testing for variance inflation factors to assess the possibility of multicollinearity among variables. The results were again very similar, with model VIFs below the generally established threshold of 10 (model VIFs< 4).92 Notably, political risk and economic risk in the same specified model resulted in VIFs greater than 40, providing additional support for estimating the main effect models separately.

Given that firm size was a significant predictor of EO in the full sample, we further investigated whether organizations of a particular size would be more or less susceptible to institutional factors (e.g., larger small businesses may possess greater slack to absorb exogenous shocks).93 To test this possibility, the sample was split in two ways. First, the sample was constrained to those firms below 250 employees (n = 1,094). Second, the sample was constrained to firms with greater than 50 employees (n = 379). In neither case was a significant deviation from the hypothesized direction observed. However, the level of significance of the curvilinear terms in the larger-sized sample dropped to p < 0.05 (though, it is important to note, there were only 18 firms in one country in this sample, raising a statistical power concern). To address potential industry effects, a categorical dummy variable set was created from the 14 industries represented in the sample, with “other industry” being utilized as the referent. Running each analysis with the industry categorical set included also revealed no significant differences. The industry dummy variables were not included in the full reported results because more pertinent environment-level variables (environmental dynamism and hostility) were included instead.

DISCUSSION

Implications

Consistent with our theoretical development, the results suggest that political risk and economic risk exhibit nonmonotonic, inverse U-shaped relationships with EO in the small-firm context. These findings extend the existing knowledge base regarding rates of entrepreneurial activity within smaller businesses in various types of economies. Specifically, the interesting results observed in three countries with more moderate risk factors merit further discussion: Greece, Costa Rica, and Mexico (see figures 7.2–7.4). There are two pertinent observations regarding these three countries that exhibit risk profiles similar to those found in other moderate-risk market contexts. The first observation is that these countries, by virtue of their relatively higher levels of institutional risk and therefore uncertainty, also possess a higher level of economic discontinuity. Such economic misalignments form the basis for entrepreneurial discovery,94 particularly for firms alert to newly emerging opportunities.95 Plentiful opportunities translate into more entrepreneurial behaviors as small businesses seek to build competitive advantage and thereby improve their strategic condition in a less certain institutional context, and opportunity exploitation is an appropriate strategic response for these firms. The implication for scholars is that the institutional environment is actually a driver of entrepreneurial strategy making in smaller firms, as opposed to simply being a contextual factor that may impact the relationships between EO and other phenomenon of interest.

The second observation is that moderately risky countries with institutional-risk factors that are demonstrably higher than those found in more developed and stable economies appear to support a moderate to high level of EO. Costa Rica and Mexico, for example, are significantly riskier than the northern European countries in the sample, yet the predicted level of EO within small businesses in those countries is not materially different. Further, small businesses in Greece and Costa Rica exhibit the highest overall predicted values of EO in relation to institutional risk. This is an intriguing finding that suggests even moderate steps taken by regulatory bodies in risky environments to lower their country’s institutional risk can encourage a significant increase in entrepreneurial behaviors among small businesses, even matching the level of EO found among firms in very low-risk countries. This finding has important implications for policy makers because it demonstrates the sensitivity of entrepreneurial strategy making to institutional risk. Changes made to increase the level of firm-level entrepreneurial activity within smaller firms can also lead to significant macroeconomic benefits, insofar as entrepreneurial firms are generally regarded as better performers than firms that are conservatively managed,96 and a greater number of successful small firms in turn has positive spillover benefits to the broader economy.97

That small businesses in nations characterized as extremely politically and economically risky—such as Indonesia—exhibited a demonstrably lower level of EO was relatively unsurprising. Extreme risk is associated with significant environmental uncertainty, which confounds managerial decision making and renders the pursuit of riskier strategies, that is, being entrepreneurial, less attractive, particularly for smaller firms that are often resource constrained and cannot afford to adopt risk-intensive strategies.98 From an institutional perspective, our findings are consistent with Manolova et al. and Bruton et al. that nations with extreme levels of political and economic risk are also likely to harbor less developed institutions.99 In these cases, a strong institutional infrastructure is not in place to provide regulatory and legislative stability, and this lack of stability appears to diminish firm-level entrepreneurial behaviors within small businesses.

Conversely, in lower risk environments, there is general evidence of relatively high levels of EO in smaller firms. Broadly speaking, this finding is consistent with the claims of Baumol et al. that the level of entrepreneurship in a given country is positively associated with the extent to which the government provides an institutional framework supportive of free-market mechanisms, the rule of law, and regulatory stability.100 While the level of EO in such environments is demonstrably higher than that observed in extremely risky environments, small businesses in moderately risky contexts exhibited the highest levels of EO. This finding further empirically supports that smaller firms in very low-risk countries exhibit partially diminished entrepreneurial proclivities. While we can only speculate as to the reasons for this, possible explanations include overregulation and the fact that low-risk contexts provide sufficient profit potential, which makes the pursuit of highly entrepreneurial strategies—and therefore additional risk taking—relatively unnecessary.101

These findings have important implications for theory, practice, and public policy. The first implication is that additional theoretical perspectives can be fruitfully drawn upon to complement the core tenants of institutional theory. While institutional theory provided the conceptual grounding for the research model, it was useful to integrate another perspective to more fully explain the expected nonmonotonic relationship between institutional risk and EO in smaller firms. By integrating an opportunity discovery perspective, this chapter addresses an explanatory gap in institutional theory that provides additional understanding into how institutional factors influence entrepreneurial behaviors in small businesses. Such integration responds to the call of Bruton et al. for studies adopting an institutional theory perspective to develop a theoretical rationale that improves our knowledge of the causal mechanisms that relate institutions to meaningful behavioral phenomena.102

From a managerial perspective, the second implication derives from the perspective of small firms looking to enter various types of markets. Specifically, new entrants should recognize that in moderately risky environments, small firms operating in that market may already be highly entrepreneurial, perhaps even more so than the small firm looking to enter. On the other hand, small firms operating in less risky markets are likely to be displaying lower levels of EO than small firms in moderately risky markets. This realization has important competitive implications. New entrants should be aware that while there may be ample opportunities in slightly riskier markets, entrenched small firms are likely to already be aggressively pursuing entrepreneurial strategies to exploit those opportunities. Managers of prospective entrants should not assume that they have an advantage over local small firms in building entrepreneurship-centric strategic postures, particularly if their firms hail from relatively low institutional-risk countries.

The relationships between economic risk and EO, and between political risk and EO, have important implications for the formation and implementation of public policy decisions. Governments are exceedingly concerned with increasing the level of entrepreneurship exhibited by smaller firms, feeling that this will help to increase both the level of economic development and the standard of living within their respective countries.103 The arguments in this chapter suggest that by influencing the predominant institutions in a given society toward a less risky posture, policy makers can act as a catalyst to entrepreneurial development among smaller businesses that in turn improves organizational performance. As such, leaders should encourage institutional change by providing political and legal support aimed at promoting a higher level of institutional stability among small businesses.104

Limitations and Future Research

As with all social science research, this chapter has several potential limitations. We made an explicit assumption that all small businesses in a given nation are homogenous in their response to institutional risk. While our research design is common in the literature, the manner in which managers perceive institutional risk and craft strategies in response to that risk may sometimes vary within the same country. The institutional profile scale developed by Buesnitz et al. may be particularly helpful in aiding future small business research on entrepreneurial strategy making in response to potentially differing managerial perceptions of within-country institutional factors.105

Also, there are multiple ways to conceptualize and operationalize institutional-risk factors. For example, there are several relevant indices that could be utilized to capture both political and economic risk. While we are confident in the efficacy of our research model and in the robustness of our findings, different measures may have yielded different results. It is also important to note that our research model focused on the regulatory pillar from institutional theory, as opposed to the equally valid normative and cognitive pillars. We encourage future research in the area of salient institutional factors and firm-level entrepreneurship drawing upon these other perspectives.

CONCLUSION

Economic development is driven in no small part by small businesses willing to try new things, enter and build new markets, and commit themselves to uncertain outcomes. In nations characterized by low to moderate levels of political and economic risk, we found evidence of the highest levels of such firm-level entrepreneurial behaviors within small businesses. Drawing from institutional theory and integrating an opportunity discovery perspective, we theorize that a moderate level of institutional risk breeds economic discontinuities that manifest in the form of higher levels of entrepreneurial opportunities. Small businesses operating in these contexts exhibit a higher level of EO as they seek to improve their strategic condition through the pursuit of entrepreneurial strategies that exploit an expanding number of opportunities. This chapter clarifies some of the potential mechanisms underlying prior findings that suggest that moderately risky economies foster a high level of entrepreneurship. In fact, our results suggest that, at least in the context of small businesses, such economic conditions are also associated with a higher overall level of EO than are typically found in less risky and more developed contexts. It is our hoped that this chapter serves as a building block upon which future research on this important topic within small businesses may continue to expand.

APPENDIX: EO SCALE ITEMS

Please circle the numbers in the following items that best describe the orientation of your business unit (the attitudes, managerial philosophies, and behaviors that typify your business unit’s strategy). Circle number “1” if the statement on the left-hand side of the scale best describes your reaction to the item. Circle number “7” if the statement on the right-hand side of the scale best describes your reaction to the item. Circle numbers “2” through “6,” depending on your best estimate of an intermediate position, with number “4” indicating a neutral position.





	

1. 
In general, the top managers of my business unit favor . . .







	

A strong emphasis on the marketing of tried and true products or services.



	

1 2 3 4 5 6 7



	

A strong emphasis on R&D, technological leadership, and innovations.






	

2. 
How many new lines of products or services has your business unit marketed during the past three years?







	

No new lines of products or services.



	

1 2 3 4 5 6 7



	

Many new lines of products or services.






	

3. 
In considering the changes made to products or services your business unit marketed during the past three years . . .







	

Changes in product or service lines have been mostly of a minor nature.



	

1 2 3 4 5 6 7



	

Changes in product or service lines have usually been quite dramatic.






	

4. 
In dealing with competitors, my business unit . . .







	

Typically responds to actions that competitors initiate.



	

1 2 3 4 5 6 7



	

Typically initiates actions to which competitors respond.






	

5. 
In dealing with competitors, my business unit . . .







	

Is very seldom the first business to introduce new products or services, administrative techniques, operating technologies, etc.



	

1 2 3 4 5 6 7



	

Is very often the first business to introduce new products or services, administrative techniques, operating technologies, etc.






	

6. 
In dealing with competitors, my business unit . . .







	

Typically seeks to avoid competitive clashes, preferring a “live-and-let-live” posture.



	

1 2 3 4 5 6 7



	

Typically adopts a very competitive “undo-the-competitors” posture.






	

7. 
In general, the top managers of my business unit have . . .







	

A strong proclivity for low-risk projects (with normal and certain rates of return).



	

1 2 3 4 5 6 7



	

A strong proclivity for high-risk projects (with chances for very high returns).






	

8. 
In general, the top managers of my business unit believe that . . .







	

Owing to the nature of the environment, it is best to explore it gradually via cautious, incremental behavior.



	

1 2 3 4 5 6 7



	

Owing to the nature of the environment, bold, wide-ranging acts are necessary to achieve the firm’s objectives.
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Opportunity Unchained: Seeking Success

Charles H. Matthews, Mark T. Schenkel, and Mariah C. Yates

As the field of small business and entrepreneurship continues to mature, there is continued interest in developing a more refined understanding of the sources of opportunities that founders of nascent ventures recognize and act upon. As the field has matured, however, there has been a tendency to refer to the founders of steady state or modest growth aspirant ventures as “small business owners” and only the founders of accelerated or scalable growth aspirant ventures as “entrepreneurs.” In reality, the founders of small business growth aspirant ventures and accelerated/scalable growth aspirant ventures are entrepreneurs in the classic sense of creating ventures and value for multiple constituents. As such, both are engaged in the process of entrepreneurship.

In this chapter, we focus on the opportunity recognition and growth orientation of the small business founder. Small business ventures constitute nearly 80 percent of all start-ups, with less than 20 percent falling into the accelerated/scalable growth category. Because all firms seek opportunities and small firms need to act on unserved or underserved market opportunities to emerge, grow, and survive, and because virtually all firms start small, it is important to more fully consider opportunity recognition in the small business context.1

One of the main points of inquiry in the domain of opportunity recognition revolves around this question: are new venture opportunities the result of systematic search and discovery or of creation and design?2 One approach to this question has been to distinguish between opportunities and business ideas to address the growing awareness of the potential differences between the situation or ecology and the actor or entrepreneur.3 Acknowledging the value of such an approach, Garud and Giuliani propose a “narrative perspective” that builds on this so-called actor-network theory.4 Specifically, Garud and Giuliani state that “a narrative perspective considers agency as an emergent property of relational processes involving ongoing associations between humans and artifacts. Moreover, a narrative perspective considers the past, present and future to be intertwined.”5 They suggest that discovery and creation are both part of the opportunity nexus, a view that has grown more prevalent in recent years.6 Perhaps more interestingly, they suggest that journeys to start nascent ventures are dynamic processes that require continual adjustments by actors. The question becomes one about the constitution of the dynamic process and the manner in which adjustments are made to it.

One of the challenges in studying the important role of opportunity recognition is discerning precisely what is meant by the term opportunity recognition. Even a cursory review of both practical and academic literature reveals that the term is used to describe a variety of approaches from a number of different viewpoints. These include the view that opportunities are discovered or identified; that opportunities are enacted; that opportunities are conceived around “newness”; that opportunities are created or designed; that opportunity recognition is a process rather than a one-time event; that it involves a combination of discovery, recognition, and creation with a heavy dose of situational input; and everything in between.7

Despite various definitions of what constitutes opportunity recognition, there is general agreement that new venture creation, that is, entrepreneurship, whether it results in a small business venture or an accelerated growth venture, includes the recognition and exploitation of opportunities individually, in corporate settings, or socially. It is fundamental to and a central element in the process of new venture creation. For example, Timmons notes that, “Entrepreneurship is a way of thinking, reasoning, and acting that is opportunity obsessed, holistic in approach and leadership balanced.”8 His conceptualization of the new venture creation process revolves around the recognition of the opportunity, the acquisition of the resources, and the assembly of the team to successfully bring the venture into existence to exploit the market opportunity.9 In essence, the new venture creation process is opportunity driven. Timmons’s perspective of the opportunity-driven nature of entrepreneurship fits nicely into a more robust new venture creation process model that includes the multiple roles of the entrepreneur or founder as well as the competitive and environmental contexts, all underscored by the value creation proposition.10 In short, opportunity recognition is an integral part of the overall new venture creation process.

While practice and research have provided a better understanding of the process of opportunity recognition,11 our understanding is far from complete. Building on these perspectives in general and the narrative perspective foundation in particular, we posit three overarching research questions focused on opportunity recognition: First, what are the most prevalent ways that firm founders view market opportunity? Second, do founders who are focused on starting small business/steady state growth aspirant ventures view opportunity recognition differently than founders who are pursuing accelerated/scalable aspirant growth ventures? Third, do men and women differ in their perception of opportunity recognition in the creation of new ventures?

More specifically, in this research, we extend the understanding of the process of opportunity recognition as it relates to how entrepreneurs view discovered/identified versus created/designed opportunities. We refine the three broad research questions stated above to reflect a more nuanced view of the ways that entrepreneurs view market opportunity.

To accomplish this, we formulate more detailed research questions focused on four aspects of the entrepreneur’s view and three overarching contexts. First, among potential firm founders, how much time is devoted to thinking about starting the business or does the idea suddenly occur? Second, what is the genesis of a business idea? Third, in examining the new venture creation process, how do entrepreneurs view the situation? That is, do they see it as engaging in a deliberate, systematic search for an idea for a new business or do they expect the best business ideas to just come to them, without a search for them? Fourth, do they make an effort to define “market opportunities” or is this not considered relevant?

Finally, we examine these four aspects of opportunity recognition within three relevant contexts. First, what role does the perceived level of environmental uncertainty play with regard to the process of opportunity recognition? Second, do those entrepreneurs, seeking a venture envisioned as either a small-income substitution venture versus a high-growth potential venture differ with regard to the four viewpoint questions? Third, do men and women differ in regard to the four viewpoint questions?

LITERATURE REVIEW

While market opportunity is central to the new venture creation process, there is considerable discussion as to the method by which opportunities are discerned. Overall, four views have emerged that drive the conversation: opportunities are discovered;12 opportunities are created;13 opportunities are recognized through an allocative process;14 and opportunities are a dynamic combination of creation and discovery unfolding as a narrative perspective.15

Kirzner emphasized the concept of “entrepreneurial alertness” in the discovery process.16 He defines alertness as the entrepreneur’s ability to identify the opportunities as well as the necessary resources needed to exploit those opportunities as the market moves toward equilibrium.17 Ardichvili, Cardozo, and Ray push further to say that “while elements of opportunities may be ‘recognized,’ opportunities are made, not found.”18 They go on to describe the creation of opportunities as involving “redirecting and recombining resources in order to create and deliver value superior to that currently available.”19 The allocative perspective assumes that opportunities only exist when there is inefficiency in the current allocation of resources within the market.20 The opportunity, therefore, would be the possibility of putting those given resources to better use. Lastly, Garud and Giuliani describe that, from the narrative perspective, opportunities arise through a “recombination of social and material elements.”21 Through this continuous recombination, creation and discovery exist simultaneously. Garud and Giuliani illustrate this concept eloquently, stating, “We discover existing ideas to create others. Or symmetrically, we creatively imagine new ideas leading to a discovery of what is possible.”22

Given the highly dynamic and interactive role and nature of opportunity recognition in the entrepreneurship process, we posit that the most efficacious approach is one that combines both creation and discovery. Despite its attractiveness, however, little empirical evidence has been obtained to examine the intricacies of such a dynamic process. We suggest four key variables to inform this discussion: timing, genesis of the idea, search process, and attempt to define the market opportunity. In addition, we explore three relevant contexts that contribute to this dynamic process involving adjustments by actors: perception of environmental uncertainty, the venture growth aspiration (small business/steady state growth versus accelerated/scalable growth), and differences between men and women in the process.

Baron suggests that opportunity has three central characteristics: potential economic value, newness, and perceived desirability.23 Shane refers to opportunity as a situation in which a person can exploit a new business idea that has the potential to generate profit.24 Both of these general definitions speak to the fundamental focus of business opportunity on the “unserved” or “underserved” market opportunity. Too often, when considering the concept of opportunity, the frame becomes unfocused with an overgeneralization of idea generation or non-market-driven considerations. The opportunity is not to start the business but rather to discern the problem or pain point and provide a good or service to an underserved or unserved market. From a small business, practical, market-driven perspective, successful ventures do not result from having great ideas but from satisfying a market need. Of course, successfully satisfying a market need makes it look like a great idea.

One of the persistent problems with investigating opportunity recognition in the start-up process is understanding the context in which the recognition occurred. Was time devoted to brainstorming the business idea or did the idea suddenly occur? Garud and Giuliani, in their narrative perspective, suggest “that opportunities emerge through a recombination of social and material elements.”25 In addition, they suggest that the ebb and flow of a dynamic interaction over time also informs the reconciliation of both discovery and creation. They note that “no new idea emerges fully developed and ready for implementation. It requires time and effort to take any idea from conception to reality and the process is never linear.”26 Moreover, they outline this dynamic, interactive, temporal process as part of the overall “sense making” or “meaning making” in which entrepreneurs engage. This suggests that the narrative includes what we refer to as the “genesis of the idea” in combination with the search process and the definition of the “market” opportunity. The narrative perspective further suggests that the deliberate and emergent aspects of the idea continue to unfold in the mind of the entrepreneur and in the subsequent relationships that ensue across information and learning. While we focus on the individual firm founder, given the comprehensive, interactive, and dynamic properties of this narrative approach, the following research question captures this dynamic process:

Research Question 1: With regard to viewing opportunity recognition, how do entrepreneurs vary with regard to spending time thinking about opportunities, seeking more sources of information, engaging in more learning steps, accessing new information, engaging in deliberate search process, and defining market opportunity efforts?

UNCERTAINTY

The debate continues around the basic proposition that identifying underserved or unserved market opportunities is what leads to the creation or discovery, or some combination thereof, of new ventures. We suggest that the entrepreneur must deal with the multiple elements of opportunity recognition (timing, genesis, search process, and market opportunity definition effort) within the context of his or her perception of uncertainty in the marketplace. Birnie, Martin, and Newman suggest that the existence of uncertainty is a prerequisite to the concept of opportunity, but they fail to pinpoint what the concept of opportunity actually is.27 Dimov notes that, “rather than being the deed of a single person, entrepreneurial opportunities encompass a social learning process whereby new knowledge continuously emerges to resolve the uncertainty inherent to each stage of opportunity development.”28 For this new knowledge to evolve, however, we posit that the entrepreneur’s perception of environmental uncertainty must be more fully considered in the process.

It is further posited that we need to more carefully distinguish between identifying an unserved or underserved market opportunity and the concept of an opportunity as a process to actually engage in the formation and launch of a venture to provide goods or services at greater than the cost of production.29 Moreover, the perception of environmental uncertainty plays a role in the identification of these unserved or underserved market opportunities that lead to the introduction of new goods or services to potentially address the opportunity. By extension, the perception of uncertainty in the environment directly affects the entrepreneur’s subsequent action or inaction. Consequently, it is desirable to examine entrepreneurs’ perceptions of what Milliken referred to as “state uncertainty,” or the difficulty in understanding or predicting the state of or interrelationships within the environment.30

Building on the work of Matthews and Scott, this study investigates the perception of environmental uncertainty in the small business context.31 We suggest that the uncertainty framework, using financial, competitive, and operational factors identified by Matthews and Scott, is related to entrepreneurs’ perceptions of their environment and contributes to a more refined understanding of the opportunity construct.32 That is, the way that the firm founder views environmental uncertainty within the context of the financial, operational, and competitive frames differentially affects the opportunity recognition process. Given the paucity of literature in this area, yet recognizing that perception of environmental uncertainty plays a role in how entrepreneurs view opportunity recognition, we pose the following research question:

Research Question 2: How will entrepreneurs’ perceptions of financial, operational, and competitive uncertainty influence how they perceive opportunities?

GROWTH ASPIRATIONS—SMALL BUSINESS VERSUS ACCELERATED GROWTH

One of the understudied aspects of opportunity recognition in nascent small business ventures is the underlying distinction between the perspectives of what is considered an “income substitution,” “mom and pop,” “lifestyle,” or small business growth aspirant venture and a more dynamic growth-oriented, potentially scalable accelerated growth aspirant venture.33 We posit that type of venture (small business growth aspirant versus accelerated/scalable growth aspirant) should be considered in the process of opportunity recognition. As such, while there is little guidance from the extant literature, the small business/steady state growth and accelerated/scalable growth orientation needs to be more fully considered (i.e., timing, genesis, search process, and market opportunity definition effort) in the nascent venture context that explores opportunity recognition. Recognizing this need and building on Carland, Boulton, Hoy, and Carland’s work, from the sample used in this study, 78 percent of nascent small business founders report a preference for small business or steady state growth, while 22 percent of nascent small business founders report preference for accelerated or scalable growth.34 Based on these percentages, this distinction can be conceptualized as small business/steady state growth ventures (SBGVs) versus accelerated/scalable growth ventures (ASGVs). Given this important distinction, it is reasonable to examine the potential differences that might exist with regard to the time spent on opportunity recognition; the genesis of the opportunity with regard to information sources, learning steps, and new information; the opportunity search process as deliberate versus nondeliberate; and whether the market opportunity definition effort is relevant. Further, allowing for the paucity of extant research in these areas, we posit that the founders’ growth aspirations (SBGVs and ASGVs) influence the opportunity recognition process.

Research Question 3: Do founders of small business/steady state growth ventures (SBGVs) and accelerated/scalable growth ventures (ASGVs) differ with regard to how they view opportunity recognition?

GENDER

Gender issues in new venture start-up have been and continue to be of considerable interest in both the popular media and academic journals.35 Citing data released by the National Federation of Independent Business (NFIB), MacNeil notes that women have been starting businesses at a higher rate than men for the last 20 years.36 She expects that women will create over half of the projected 9.72 million new small business jobs that will be created by 2018. Moreover, women tend to create more microenterprises (less than five employees) or small businesses ventures.37 On the other hand, Wadhwa reports that men and women entrepreneurs are not that different. Men and women had an equally strong desire to build wealth, and both men and women wanted to capitalize on business ideas, were attracted to the culture of start-ups, had long-standing desires to own their own companies, and were tired of working for others. He also reports little difference in life circumstances (age, marriage, and children) between men and women founders.38

Based on the findings of DeTienne and Chandler, and interpretations by Wadhwa, there appear to be significant differences between men and women in how they utilize opportunity identification processes.39 Menzies, Dochon, Gasse, and Elgie conducted an exploratory longitudinal study in which they asserted that female nascent entrepreneurs tended to expect to conduct business with more local clients, while male nascent entrepreneurs had greater growth expectations and sought to conduct business internationally.40 Menzies, Diochon, and Gasse articulate the differences in men’s and women’s educational backgrounds.41 The authors note that because women are less likely to major in the high-tech areas of computer and engineering sciences, they tend to start ventures that are not as attractive to venture capitalists. Despite the assertion that women are more prone to start microenterprises, overall potential gender differences appear to be mixed.42 We frame the following research question with regard to how men and women view growth aspirations in their nascent ventures:

Research Question 4a: Are women are more likely than men to be engaged in the start-up of a small business/steady state growth venture (SBGV) versus an accelerated/scalable growth venture (ASGV)?

There is little direction in the literature, however, about how men and women differ in how they view opportunity recognition overall. In their review of the literature, DeTienne and Chandler observe that women are more likely than men to focus on balancing work and family roles and to consider time constraints as they create new firms.43 Kalleberg and Leicht observe that men tend to focus on product or service-line breadth, while women tend to focus on product quality.44 The gender differences reported in the extant literature suggest that women and men may also differ significantly in the process of opportunity identification. In general, Gonzalez-Alvarez and Solis-Rodriguez found that men discover more entrepreneurial opportunities than women.45

Chandler, Lyon, and DeTienne identify the following four opportunity identification processes: (1) learn/replicate, (2) learn/innovate, (3) learn/acquire, and (4) innovate/educate.46 They suggest that the men tend toward learn/replicate (i.e., they identify unmet market demand and then replicate and deliver the product to an underserved market) and learn/acquire (i.e., they identify a successful business concept and take advantage of existing income-stream opportunities by acquiring the business—through spin-offs, buyouts, or licensing agreements) more than women. Women, on the other hand, lean toward a learn/innovate sequence (i.e., they identify a customer need that is not being adequately met and develop a product that represents a significant innovation to that which currently exists in the market). Together, these two findings provide evidence that men and women differ in the opportunity recognition process. The question in our study then becomes whether men and women differ with regard to time spent thinking about opportunities, seeking more sources of information, engaging in more learning steps, accessing new information, engaging in deliberate search process, and defining market opportunity efforts.

Research Question 4b: With regard to viewing opportunity recognition, do men and women differ regarding time spent thinking about opportunities, seeking more sources of information, engaging in more learning steps, accessing new information, engaging in deliberate search process, and defining market opportunity efforts?

METHODOLOGY

Data from the Entrepreneurship Research Consortium/Panel Study of Entrepreneurial Dynamics (ERC/PSED I), a national study of nascent business founders in the United States, are used for this research. The ERC/PSED I project gathered data from randomly selected nascent business founders, utilizing both telephone interview and mail survey methods. To be considered in the survey, the founder of a nascent venture had to indicate the following: (1) they were in the process of starting a new business, either alone or jointly with others; (2) the initial activity to start the new venture occurred within 24 months of the screening; (3) the new venture was not part of an existing organization; and (4) the respondent was a member of the founding team and not a consultant or merely a passive investor. PSED I involved the screening of approximately 62,000 adults between 1998 and 2000. The PSED I is a nationally representative longitudinal study of nascent entrepreneurs that offers systematic, reliable, and generalizable data on the new venture creation process. As a result, 830 usable responses are available from nascent entrepreneurs for this investigation.

MEASURES

Dependent Variables

Timing

Respondents were asked, “First, did you spend a lot of time thinking about starting the new business, or did the idea suddenly occur?” Those who reported that they had “spent a lot of time thinking” are coded as one, those who reported the “idea suddenly occurred” are coded as two, and those who reported “both” are coded as three.

Genesis


Respondents were asked the following root question: “Which of the following led to your business idea?” The respondents either checked a box, representing yes, or did not check it, representing no, for the following nine subitems:


a) It developed from another idea I was considering; b) My experience in a particular industry or market; c) Thinking about solving a particular problem; d) Discussions with my friends and family; e) Discussions with potential or existing customers; f) Discussions with existing suppliers or distributors; g) Discussions with potential or existing investors/lenders; h) Knowledge or expertise with technology; and i) Other.

These nine subitems were conceptualized as representing potential information sources that led to the genesis of the business idea. Accordingly, yes responses (i.e., those checked) are summated across respondents to create a scale of information sources contributing to the genesis of the business idea, ranging from low (0) to high (9).

Respondents were also asked, “For me, identifying business opportunities has involved several learning steps over time, rather than a one-time thing.” Response choices included the following: “Completely disagree,” “Generally disagree,” “Neutral,” “Generally agree,” and “Completely agree.” Responses are coded on a corresponding five-point Likert scale, with “Completely disagree” coded as one through “Completely agree” coded as five.

In addition, respondents were asked, “How much new information was acquired in recognizing this new business opportunity?” Response choices included the following: “None,” “Some,” “A moderate amount,” and “A great deal.” These are coded on a Likert-type scale from zero to three, with “None” coded as zero through “A great deal” coded as three.

Search Process

Survey respondents were queried about their reactions to the specific start-up situation. Specifically, they were asked, “How would you respond to the following descriptions of the firm and its situation? I have engaged in a deliberate, systematic search for an idea for a new business.” Responses (including “Completely disagree,” “Generally disagree,” “Neutral,” “Generally agree,” and “Completely agree”) are coded on a corresponding five-point Likert scale, with “Completely disagree” coded as one through “Completely agree” coded as five, and respondents selecting these responses labeled “non-searchers” and “searchers” respectively.

Market Opportunity

Respondents were asked, “Will an effort be made to define the market opportunities, or is this not relevant?” Responses for this item are reverse coded, with those who reported such an effort as “Not relevant” coded as one and those who reported an “Effort will be made to define opportunities” coded as two.

Independent Variables

Perception of Environmental Uncertainty

An 11-item measure in the PSED I mail survey using a five-point Likert response scale was used to assess the respondent’s perception of environmental uncertainty. This scale is focused on state uncertainty, referring to the ability of the nascent entrepreneur to understand or to predict the state of the environment due to a lack of information. The survey directions read,

Considering the economic and community context for the new firm, how certain are you that the new business will be able to accomplish each of the following? a) Obtain raw materials; b) Attract employees; c) Obtain start-up capital; d) Obtain working capital; e) Deal with ­distributors; f) Attract customers; g) Compete with other firms; h) Comply with local, state, and federal regulations; i) Keep up with technological advances; j) Obtain a bank’s help; and k) Obtain venture capitalists’ help.

The response scale was anchored by “Very low certainty” (1) and “Very high certainty” (5) and included a category for “Does not apply.” Responses to each of these items are reverse scored to be consistent with prior literature on environmental uncertainty.

Matthews and Human note, regarding the measure that we are employing in this study, that, “While the perceived environmental uncertainty measure was unidimensional in terms of state uncertainty, it was multi-dimensional in terms of the sources of uncertainty.”47 Specifically, they conducted a principal components factor analysis with Varimax rotation on the responses to the 11-item measure, and three factors were extracted with eigenvalues greater than one. A scree plot suggested that all three factors be retained. Four items dealing with obtaining start-up and working capital and help from a bank or venture capitalist loaded on one factor that was termed “Financial Uncertainty.” One item each dealing with obtaining raw materials, attracting employees, and dealing with distributors loaded on one factor that was termed “Operational Uncertainty.” One item each on attracting customers; competing with other firms; complying with federal, state, and local regulations; and keeping pace with technological advances loaded on one factor that was termed “Competitive Uncertainty.” Cronbach’s alphas for the subscales were 0.78, 0.55, and 0.75, respectively, with the three factors cumulatively accounting for 60 percent of the variance.

Growth Aspirations

Survey respondents were contacted via phone at the outset of the survey and asked, “Which of the following two statements best describes your preference for the future size of this business: I want the business to be as large as possible or I want a size I can manage myself or with a few key employees?” Respondents who answer, “I want a size I can manage myself or with a few key employees,” are categorized as small business/steady growth ventures (SBGVs) and coded as one. Respondents who answer, “I want the business to be as large as possible,” are categorized as accelerated/scalable growth ventures (ASGVs) and coded as two.

Gender

Respondent gender is coded as zero for male and one for female using the NCGENDER variable. Analysis of the initial gender reports in conjunction with additional screening data by Nancy Carter, one of the principal investigators for PSED I, revealed discrepancies in seven of the original responses. Following further analysis, an adjustment for each of these was included in the NCGENDER variable.48

DATA ANALYSIS

We used a series of chi-square tests for nonparametric variables in search of answers to our opportunity recognition research questions. A series of ANOVA comparisons were run for continuous variable construct means to test for differences in opportunity recognition for entrepreneurs’ perception of environmental uncertainty, preferences for establishing an SBGV versus an ASGV, and between male and female entrepreneurs.

RESULTS

Timing, Genesis, Search Process, and Defining Market Opportunity

With regard to viewing opportunity recognition, how do entrepreneurs vary in their time spent thinking about opportunities, seeking more sources of information, engaging in more learning steps, accessing new information, engaging in deliberate search process, and defining market opportunity efforts? The results presented in table 8.1 show that 79.61 percent of entrepreneurs report spending time thinking about starting a new business, with only 17.49 percent reporting that the idea just came to them in the start-up process. Moreover, the results outlined in table 8.2 suggest that the proportionality of this observed response pattern is different than would be expected by chance (χ2 = 329.47, p < 0.01). Similarly, entrepreneurs are disproportionately more likely to engage with multiple sources of information (60.54 ­percent) than only one source (39.46 percent) (table 8.2: χ2 = 24.67, p < 0.01). They are more likely to be engaged in several learning steps over time (84.83 percent) than to learn in a single step (15.17 percent) (table 8.2: χ2 = 227.09, p < 0.01). They are also more likely to acquire new information (94.79 percent) than to acquire no new information (5.21 percent) (table 8.2: χ2 = 447.044, p < 0.01) in the start-up process. By contrast, entrepreneurs report being no more likely to engage in a deliberate, systematic search for an idea for new business (47.20 percent) than to have the idea just come to them (52.80 percent) (table 8.2: χ2 = 1.287, p = 0.26). Similarly, entrepreneurs report being no more likely to make an effort to define market opportunities (51.24 percent) than to view this as irrelevant to the start-up process (48.76 percent) (table 8.2: χ2 = 0.074, p = 0.78).


TABLE 8.1 Frequencies and Percentages of Opportunity Recognition Process




	

Timing (Spend time thinking = 1, Idea suddenly occurred = 2)



	

	

	

	




	
Did you spend a lot of time thinking about the business?


	
660


	
79.61%


	

	




	
Or did the new idea just suddenly occur?


	
145


	
17.49%


	

	




	
Or both? (excluded from analysis)


	
11


	
1.33%


	

	




	
Or other? (excluded from analysis)


	
13


	
1.57%


	

	




	

Total



	
829


	

	

	




	

Genesis



	

	

	

	




	

Information sources (Low = 0, High = 9)



	
Checked


	
Not Checked





	
Developed from another idea I was considering


	
134


	
24.10%


	
422


	
75.90%





	
My experience in a particular industry or market


	
302


	
54.32%


	
254


	
45.68%





	
Thinking about solving a particular problem


	
160


	
28.78%


	
396


	
71.22%





	
Discussions with my friends and family


	
246


	
44.24%


	
310


	
55.76%





	
Discussions with potential or existing customers


	
166


	
29.86%


	
390


	
70.14%





	
Discussions with existing suppliers or distributors


	
82


	
14.75%


	
474


	
85.25%





	
Discussions with potential or existing investors/lenders


	
45


	
8.09%


	
511


	
91.91%





	
Knowledge or expertise with technology


	
145


	
26.08%


	
411


	
73.92%





	
Other (please specify)


	
48


	
8.63%


	
508


	
91.37%





	

Learning steps (Completely disagree = 1, Completely agree = 5)



	

	

	

	




	
Completely disagree


	
30


	
6.56%


	

	




	
Generally disagree


	
85


	
18.60%


	

	




	
Neutral


	
148


	
32.39%


	

	




	
Generally agree


	
140


	
30.63%


	

	




	
Completely agree


	
54


	
11.82%


	

	




	

Total



	
457


	

	

	




	

New information (None = 0, A great deal = 3)



	

	

	

	




	
None


	
29


	
5.21%


	

	




	
Some


	
167


	
29.98%


	

	




	
A moderate amount


	
213


	
38.24%


	

	




	
A great deal


	
148


	
26.57%


	

	




	

Total



	
557


	

	

	




	

Search process (Nondeliberate = 1, Deliberate = 5)



	

	

	

	




	
Completely disagree


	
132


	
23.61%


	

	




	
Generally disagree


	
85


	
15.21%


	

	




	
Neutral


	
148


	
26.48%


	

	




	
Generally agree


	
140


	
25.04%


	

	




	
Completely agree


	
54


	
9.66%


	

	




	

Total



	
559


	

	

	




	

Market opportunity definition effort (Not relevant = 1, Effort made = 2)



	

	

	

	




	
Effort made to define market opportunities


	
62


	
51.24%


	

	




	
Not relevant


	
59


	
48.76%


	

	




	

Total



	
121


	

	

	









TABLE 8.2 Chi-Square Comparisons of Key Aspects of Opportunity Recognition




	

	

Observed



	

Expected



	

Chi-square Value



	

Approximate Significance






	

Timing



	

	

	

	




	
Spend time thinking


	
660


	
402.5


	

	




	
Idea suddenly occurred


	
145


	
402.5


	

	




	

Total



	
805


	
805


	
329.47**


	
0.000





	

Genesis



	

	

	

	




	

Information source



	

	

	

	




	
One source


	
219


	
277.5


	

	




	
Multiple sources


	
336


	
277.5


	

	




	

Total



	
555


	
555


	
24.67**


	
0.000





	

Learning steps



	

	

	

	




	
Single step


	
71


	
234


	

	




	
Multiple steps


	
397


	
234


	

	




	

Total



	
468


	
468


	
227.09**


	
0.000





	

New information



	

	

	

	




	
Acquire no new information


	
29


	
278.5


	

	




	
Acquire new information


	
528


	
278.5


	

	




	

Total



	
557


	
557


	
447.04**


	
0.000





	

Search process



	

	

	

	




	
Nondeliberate


	
217


	
205.5


	

	




	
Deliberate


	
194


	
205.5


	

	




	

Total



	
411


	
411


	
1.287


	
0.257





	

Market opportunity definition effort



	

	

	

	




	
Not relevant


	
59


	
60.5


	

	




	
Effort will be made


	
62


	
60.5


	

	




	

Total



	
121


	
121


	
0.074


	
0.785







p ≤ 0.10, p ≤ 0.05, **p ≤ 0.01.



Perception of Environmental Uncertainty

How will entrepreneurs’ perceptions of financial, operational, and competitive uncertainty influence how they perceive opportunities? The ANOVA results presented in table 8.3 suggest that there is a difference with regard to financial and competitive uncertainty but not to operational uncertainty. Specifically, with regard to the genesis of the new venture, the analysis suggests that perceiving low financial uncertainty is significantly more likely to be associated with accessing more (i.e., a greater range) information sources (x¯ = 2.595) (F = 5.556, p < 0.02) and going through more learning steps (x¯ = 3.918) (F = 4.097, p < 0.05), whereas there is no difference observed with regard to seeking new information (F = 1.993, p > 0.15). Perceiving less financial uncertainty is also significantly more likely to be associated with engaging in a deliberate, systematic search for an idea for a new business (x¯ = 3.036) (F = 8.426, p < 0.01). In contrast, greater financial uncertainty is significantly more likely to be associated with making an effort to define the market opportunity rather than seeing doing so as irrelevant (x¯ = 1.615) (F = 5.235, p < 0.03). In addition, no difference is observed with regard to timing. That is, the perception of financial uncertainty does not distinguish between time spent thinking about starting a new business versus the idea suddenly occurring (F = 0.684, p > 0.40).

The results in table 8.3 further suggest there is no difference with regard to perceiving operational uncertainty and timing, genesis, search process, and market opportunity definition effort. There is a significant difference, however, with regard to perceiving competitive uncertainty, genesis, and search process. Specifically, from a genesis standpoint, the perception of low competitive uncertainty is significantly more likely to be associated with a learning process involving multiple steps over time rather than a one-step learning process (x¯ = 3.892) (F = 4.449, p < 0.04) as well as with the usage of new information (x¯ = 1.936) (F = 4.046, p < 0.05). Additionally, the perception of low competitive uncertainty is marginally associated with the likelihood of engaging in a more deliberate search (x¯ = 2.912) (F = 3.350, p < 0.07).


TABLE 8.3 ANOVA Results Comparing Opportunity Recognition Process by Uncertainty




	

	

Financial



	
	

Operational



	
	

Competitive






	

	
Means


	
F-value


	
P-value


	
	
Means


	
F-value


	
P-value


	
	
Means


	
F-value


	
P-value





	

Timing (Spend time thinking = 1, Idea suddenly occurred = 2)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
1.190


	
0.684


	
0.409


	

	
1.225


	
1.402


	
0.237


	

	
1.196


	
0.271


	
0.603





	
 High


	
1.161


	

	
1.180


	

	
1.178





	

Genesis



	

	

	

	

	

	

	

	

	

	

	




	

Information sources (Low = 0, High = 9)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
2.595


	
5.556


	
0.019


	

	
2.427


	
0.009


	
0.924


	

	
2.468


	
1.240


	
0.266





	
 High


	
2.272


	

	
2.413


	

	
2.325





	

Learning steps (Completely disagree = 1, Completely agree = 5)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
3.918


	
4.097


	
0.044


	

	
3.820


	
0.004


	
0.950


	

	
3.892


	
4.449


	
0.035





	
High


	
3.725


	

	
3.814


	

	
3.700





	

New information (None = 0, A great deal = 3)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
1.959


	
1.993


	
0.159


	

	
1.966


	
3.077


	
0.080


	

	
1.936


	
4.046


	
0.045





	
 High


	
1.847


	

	
1.823


	

	
1.787





	

Search process (Nondeliberate = 1, Deliberate = 5)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
3.036


	
8.426


	
0.004


	

	
2.849


	
0.273


	
0.601


	

	
2.912


	
3.350


	
0.068





	
 High


	
2.692


	

	
2.784


	

	
2.709





	

Market opportunity definition effort (Not relevant = 1, Effort made = 2)



	

	

	

	

	

	

	

	

	

	

	




	
 Low


	
1.318


	
5.235


	
0.026


	

	
1.413


	
1.492


	
0.226


	

	
1.415


	
2.317


	
0.132





	
 High


	
1.615


	

	

	

	
1.564


	

	

	

	
1.594


	

	




	
Uncertainty categorized based on mean values: Financial = 2.683 (n = 490); Operational = 1.971 (n = 483); Competitive = 1.824 (n = 553).









Do founders of small business/steady state growth ventures (SBGVs) and accelerated/scalable growth ventures (ASGVs) differ in how they view opportunity recognition? The ANOVA results presented in table 8.4 suggest that they do, though not in every regard. Specifically, the analysis suggests that founders of ASGVs are significantly more likely to acquire new information (x¯ = 2.034) in the start-up process than their SBGV (x¯ = 1.818) counterparts (F = 5.843, p < 0.02). ASGVs are also significantly more likely to engage in a deliberate, systematic search for an idea for new business instead of letting an idea come to them in the start-up process (x¯ = 3.195) than their SBGV counterparts (x¯ = 2.709) (F = 13.250, p < 0.01). In contrast, the results summarized in table 8.4 suggest that there is no significant difference between SBGVs and ASGVs on the timing or idea genesis with respect to information sources and learning steps or defining market opportunity efforts.


TABLE 8.4 ANOVA Results Comparing Opportunity Recognition Process of SBGVs and ASGVs




	

	

Means



	

F-value



	

P-value






	

Timing (Spend time thinking = 1, Idea suddenly occurred = 2)



	

	

	




	
 SBGV


	
1.175


	

	




	
 ASGV


	
1.185


	
0.086


	
0.770





	

Genesis



	

	

	




	

Information sources (Low = 0, High = 9)



	

	

	




	
 SBGV


	
2.380


	

	




	
 ASGV


	
2.441


	
0.153


	
0.695





	

Learning steps (Completely disagree = 1, Completely agree = 5)



	

	

	




	
 SBGV


	
3.760


	

	




	
 ASGV


	
3.898


	
1.522


	
0.218





	

New information (None = 0, A great deal = 3)



	

	

	




	
 SBGV


	
1.818


	

	




	
 ASGV


	
2.034


	
5.843


	
0.016





	

Search process (Nondeliberate = 1, Deliberate = 5)



	

	

	




	
 SBGV


	
2.709


	

	




	
 ASGV


	
3.195


	
13.250


	
0.000





	

Market opportunity definition effort (Not relevant = 1, Effort made = 2)



	

	

	




	
 SBGV


	
1.490


	

	




	
 ASGV


	
1.684


	
2.419


	
0.123









Are women more likely than men to be engaged in the start-up of a small business/steady state growth venture (SBGV) versus an accelerated/scalable growth venture (ASGV)? The ANOVA results suggest that they are. As shown in table 8.5, women report a significant preference (F = 12.235, p < 0.01) for SBGVs (x¯ = 1.170) in comparison to their male counterparts (x¯ = 1.271).


TABLE 8.5 ANOVA Results Comparing Gender and Venture Type




	

	

Means



	

F-value



	

P-value






	

Venture Type (SBGV = 1, ASGV = 2)



	

	

	




	
Male


	
1.271


	

	




	
Female


	
1.170


	
12.235


	
0.000









With regard to viewing opportunity recognition, do men and women differ in terms of time spent thinking about opportunities, seeking more sources of information, engaging in more learning steps, accessing new information, engaging in a deliberate search process, and defining market opportunity efforts? The ANOVA results presented in table 8.6 suggest that they do differ in the time spent, the number of learning steps, and the amount of new information accessed. Specifically, the results suggest that males (x¯ = 1.147) are more likely than females (x¯ = 1.215) to report spending time thinking about opportunities as opposed to having ideas occur suddenly (F = 6.235, p < 0.02). Males (x¯ = 3.893) are also significantly more likely than females (x¯ = 3.695) to report engaging in additional learning steps during the start-up process (F = 4.775, p < 0.03) as well as accessing new information (x¯ = 1.985 and x¯ = 1.744, respectively) (F = 10.922, p < 0.01). By contrast, the results shown in table 8.6 suggest that there is no significant difference between males and females on the idea genesis with respect to information sources, search process, or defining market opportunity efforts.


TABLE 8.6 ANOVA Results Comparing Opportunity Recognition Process of Men and Women




	

	

Means



	

F-value



	

P-value






	

Timing (Spend time thinking = 1, Idea suddenly occurred = 2)



	

	

	




	
Male


	
1.147


	

	




	
Female


	
1.215


	
6.235


	
0.013





	

Genesis



	

	

	




	

Information sources (Low = 0, High = 9)



	

	

	




	
Male


	
2.399


	

	




	
Female


	
2.379


	
0.024


	
0.877





	

Learning steps (Completely disagree = 1, Completely agree = 5)



	

	

	




	
Male


	
3.893


	

	




	
Female


	
3.695


	
4.775


	
0.029





	

New information (None = 0, A great deal = 3)



	

	

	




	
Male


	
1.985


	

	




	
Female


	
1.744


	
10.922


	
0.001





	

Search process (Nondeliberate = 1, Deliberate = 5)



	

	

	




	
Male


	
2.868


	

	




	
Female


	
2.773


	
0.746


	
0.388





	

Market opportunity definition effort (Not relevant = 1, Effort made = 2)



	

	

	




	
Male


	
1.569


	

	




	
Female


	
1.460


	
1.420
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DISCUSSION

As Thomas Edison famously opined, “Opportunity is missed by most people because it is dressed in overalls and looks like work.” For entrepreneurs to succeed, an unserved or underserved market opportunity needs to be of sufficient size, quality, and durability to sustain the business venture in which the entrepreneur is engaged. Consequently, the opportunity is not to start the venture, per se, but rather to identify a problem or pain point, devise a solution, and discern the dimensions of the unserved or underserved market potential and then to pursue the start of a venture to address the delivery of the goods or services into the marketplace. It is starting the venture, however, that becomes part of the solution for the “problem” and, as a result, is inexorably linked to acting on the market opportunity.


We posit that the majority of entrepreneurs spend time thinking about starting a new business versus indicating the idea suddenly occurring. Our analysis supports this contention, indicating that of the 829 entrepreneurs responding to this question, approximately 80 percent suggest that they spent a lot of time thinking about starting a new venture. By contrast, 17.5 percent indicate that the idea suddenly occurred, a little over 1 percent indicate that it was both, and 1 percent report “other.”


With regard to the genesis of the business idea, we examine nine subquestions focused on specific items that led to the business idea. Of the 556 entrepreneurs responding to these items, the following percentages reflect those who checked “yes” (the total does not equal 100 percent because more than one can be checked). Choices include the following: (a) coming from another idea, 24 percent; (b) the entrepreneurs own experience in an industry, 54 percent; (c) thinking about solving a particular problem, 29 percent; (d) discussions with family and friends, 44 percent; (e) discussions with potential customers, 30 percent; (f) discussions with supplies, 15 percent; (g) discussions with investors, 8 percent; (h) knowledge or expertise with technology, 26 percent; and (i) other, 9 percent. Clearly, entrepreneurs favor using multiple information sources when identifying unserved or underserved market and business opportunities.

Moreover, they prefer identifying business opportunities through several learning steps over time rather than in a single, one-time step. Approximately 25 percent indicate that identification of a business opportunity was a one-time event, 32 percent indicate a neutral position, and 42 percent indicate that they identified the business opportunity through multiple steps. In addition, we asked how much new information was acquired in recognizing the new business opportunity. Of the 557 respondents, 5 percent indicated none, 30 percent some, 38 percent a moderate amount, and 27 percent a great deal, demonstrating that they clearly favor accessing new information when identifying business opportunities.

Furthermore, we posit that more entrepreneurs will indicate that they agree in a systematic, deliberate search over agreeing that the best business ideas just come without a need to search for them. On this front, it was a little closer than the other variables. Of the 559 respondents, 35 percent agree that they engaged in a deliberate, systematic search for an idea for a new business, while 30 percent agree that the best ideas come without a need to search. As a result, it could be said that entrepreneurs are not universally engaging in a systematic, deliberate search. Similarly, when asked whether an effort is made to define the market opportunities or whether this is not relevant, 51 percent indicate an effort is made, and 49 percent indicate it is not relevant. So, entrepreneurs are roughly split on this front as well. Of course, given that it is very difficult to separate “when” an idea is born in the entrepreneurship process, this result is not surprising.

Within the entrepreneurship process, the entrepreneur must also deal with his or her perception of uncertainty in the environment. Both anecdotal and empirical evidence suggests that entrepreneurs tend to plan less as uncertainty increases.49 Along the same lines, in this research, we found that as the perceived level of financial uncertainty increases, entrepreneurs use fewer information sources, engage in fewer learning steps, and engage in a less systematic search for an idea for a new business. Interestingly, however, as the perceived level of financial uncertainty increases, the effort to define the market opportunity also increases. This supports our contention that it is market opportunity that is the central focus of the entrepreneur, at least when it comes to the perceived level of financial uncertainty.


In general, the perceived level of operational uncertainty is not a differentiating factor in illuminating the role of uncertainty and opportunity recognition for the nascent entrepreneur. That is, while the perception of operational uncertainty plays a role, it is not a significant factor with regard to distinguishing timing, genesis of the idea, search process, and market opportunity definition effort. On the other hand, perception of greater competitive uncertainty leads to involvement in fewer learning steps and acquisition of less new information in the process of recognizing the new business opportunity. The combination of the lack of significant differences in perception of operational uncertainty and significant differences in the role of competitive uncertainty reinforces the importance of market opportunity as a key variable in the discussion of opportunity recognition, especially for entrepreneurs.


In general, when it comes to opportunity recognition, we posit that entrepreneurs engaged in accelerated/scalable growth ventures (ASGVs) will differ from those engaged in small business/steady state growth ventures (SBGVs). Specifically, the analysis suggests that founders of ASGVs are significantly more likely to acquire more new information and to engage in a deliberate systematic search for an idea for new business instead of letting an idea come to them. By contrast, there is not a significant difference between ASGVs and SBGVs on the timing or idea genesis with respect to information sources and learning steps or defining market opportunity efforts.

Given that women are engaged in starting new ventures in greater numbers, it is of interest to know more about the differences between men and women entrepreneurs. With regard to whether women are more likely than men to be engaged in the start-up of a small business venture (SBGV) rather than an accelerated/scalable growth venture (ASGV), the results of our analysis suggests they are. With regard to whether men and women differ in how they view opportunity recognition, our research suggests they do for time spent, number of learning steps taken, and amount of new information acquired. There is, however, no significant difference between males and females in their approach to idea genesis with respect to information sources, search process, or defining market opportunity efforts.

This research project builds on the foundation of knowledge about how entrepreneurs view opportunity recognition in general and the more precise market opportunity in particular. The project brings together insights gleaned from past and current thinking and research that has emerged over the past decade and combines it with a fresh examination of data from entrepreneurs. This pilot study, using a national representative sample in the United States, provides additional insights that are valuable for additional research around these questions and more.

The result of our research is a deeper understanding of the impact and value of how entrepreneurs view the complex and compelling relationship between market opportunities as discovered/identified versus created/designed prior to, at the point of, and subsequent to the launch decision. Singh argues that for opportunity to exist and be a construct capable of examination, it must be identifiable before the venture is founded and success is gained.50 We concur. It is the conundrum of entrepreneurship education, however, that we understand entrepreneurship in success, but we must examine it at start-up, before success, to understand the entrepreneurship process, including market opportunity recognition.

IMPLICATIONS AND LIMITATIONS

For this study, we start with the premise that opportunity recognition is central to the new venture creation process, and four views have emerged in theory and practice: opportunities are created; opportunities are discovered; opportunities are recognized through an allocative process; and opportunities are a dynamic combination of creation and discovery unfolding as a narrative perspective.51 We suggest that it is the narrative perspective that provides the most solid and promising framework.

Specifically, both theory and practice suggest that opportunity recognition is a highly dynamic and interactive process. We suggest four key variables to further refine this notion of dynamic interaction to inform the discussion: (1) time spent thinking about the idea; (2) genesis of the idea (including number of sources of information, number of learning steps, and amount of new information); (3) the search process as a deliberate, systematic search versus a one-time event; and (4) the attempt to define the market opportunity versus not considering it relevant to do so. Moreover, we consider the perception of environmental uncertainty, the type of venture (small versus high growth), and potential differences between men and women in this process.

While the result is a deeper understanding of the intricacies of the opportunity recognition process, there are other variables individually or in combination that could shed additional light on the subject. Two of these that are not included in this study are the roles of decision making and of business plan formalization. For example, Sarasvathy, Dew, Velamuri, and Venkataraman outline the possibility of opportunity as a function of the decision-making process.52 Furthermore, building on Knight and Hayek and others, Sarasvathy et al. draw upon the construct of uncertainty on the part of the decision making in that process.53 Also, from a practical perspective, the role of planning is a critical construct as well. While there continues to be debate around the efficacy of planning in the new venture creation process, the reality is that planning does occur on a continuum from unwritten “in your head” to formally written and everything in between.54 Given the process outlined in this study and variables that include the amount of time spent considering the idea, the number of sources of information, the number of learning steps, and the amount of new information, future research needs to more fully consider the role of planning formality in the opportunity recognition process.

While extant research suggests that as the perception of uncertainty increases, formal planning decreases,55 a more robust examination of the role of uncertainty, planning, and decision making could further clarify the construct of opportunity recognition in the new venture creation process. Singh notes that opportunity should be defined as “a feasible, profit-seeking potential venture that provides an innovative new product or service to the market, improves on an existing product/service, or imitates a profitable product/service in less than a saturated market.” 56 This provides support for considering the growth aspirations of the founder when exploring the opportunity recognition process. While we have attempted to do so here, it is far from complete. For example, while Timmons and others have given opportunity a central role in the new venture creation process, the intricacies of how opportunity emerges and interacts with the overall model in terms of the entrepreneur (creativity, communication, and leadership); the firm focus (products or services, customers, and competition); and the value of the proposition itself remain largely unexplored. Moreover, our research does not delve into why nascent entrepreneurs pursue certain market opportunities either antecedently or after the fact. Future research needs to address not only the process elements that we have explored here but the attempt to discern why certain courses of action are chosen over others.

In addition, the research presented here and in future efforts should inform policy surrounding opportunity recognition and support for new venture creation. For example, given the gender differences explored in past, current, and, hopefully, future research, there is evidence to encourage small business incubators and other support organization to market toward and create support programs for women, especially given their preference toward starting small businesses. Based on the pattern revealed in our research (females spend less time thinking about the opportunity, engage in fewer learning steps, and seek fewer sources of new information), there are clear implications for involvement by women in small business versus accelerated/scalable growth new ventures. For example, women tend to prefer small business scaled ventures, while assistance programs tend to be focused on accelerated growth ventures.

In general, founders of ASGVs are more likely to acquire more new information and engage in a deliberate search than SBGVs. This has implications for small business owners as well as researchers and policy makers. For small business owners, the implication is that perhaps more emphasis needs to be focused on how the underserved or unserved market opportunity is framed. For researchers, the focus needs to be on clearly delineating the focus of market opportunity and not just the opportunity to start a venture. For policy makers, the implication is that it is important to recognize the contribution of both small business and accelerated growth aspirant ventures and to design programs that uniquely address the needs of each. Clearly, the scalability of a venture idea is vested in the market potential.

Finally, given the widespread misuse of the word entrepreneurial, it is our contention that part of the confusion stems from the imprecise use of the term entrepreneurial opportunity. Even Singh falls into this trap with the definition that focuses on entrepreneurial opportunity as a feasible potential venture.57 As noted earlier, the opportunity is not to start the venture, but rather to discern the pain or problem point in the market, to solve the problem, to assess the market feasibility, and potentially to launch the venture to address the underserved or unserved market opportunity. There is nothing “entrepreneurial” about the opportunity itself. The overuse and misuse of the adjective “entrepreneurial” has rendered it meaningless. In business, it is the market opportunity that is sought, either by entrepreneurs creating stand-alone ventures or acting within established ventures. Entrepreneurship, or the creation of venture and value, can come from individuals or teams creating new ventures, individuals or teams working in established ventures, and individuals or teams seeking to create nonprofit ventures. The question is not “What are entrepreneurial opportunities?” but rather “What are the market opportunities that are recognized or pursued by entrepreneurs, individually, corporately, or socially?” We should not so much be about defining “entrepreneurial opportunities” as we should be about defining market opportunities recognized, sought, or acted upon by entrepreneurs. That is, our focus should be more on how entrepreneurs recognize and define opportunity in the marketplace. Our findings presented here provide a clearer insight into this complex relationship of opportunity recognition and small business creation by closely examining the critical dimensions of the opportunity recognition decision process.58 Moreover, we explicate key elements associated with the opportunity recognition decision process that could inform our future understanding of entrepreneurs’ decisions to quit or continue the start-up process.

It is time to stop calling everything that moves in business “entrepreneurial” and everything that looks attractive an “opportunity.” The importance of the context of opportunity recognition within the small business venture creation process demands the continuation of precise inquiry and research to further illuminate this vital element of the economic advancement.
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Entrepreneurial Storytelling: An Institutional Tale

Lianne M. Lefsrud and P. Devereaux Jennings

In this chapter, we offer an institutional view of storytelling’s role in small businesses and new ventures. Stories refer to narratives in which there is a protagonist and a plot with some meaningful outcome.1 Stories may be spoken, written, or implied. Stories help us make sense of the world around us and our role in it, such as by defining success.2 Stories are very context specific; that is, they typically involve particular individuals and their organizations. But stories also reflect society and culture at large.3 Thus, stories are a powerful mechanism that links three levels: the individual, the firm, and society.4

Given the importance of stories, it is not surprising that research in strategy and management has shown that those who use stories well tend to become team leads, small business innovators, and CEOs.5 In addition, stories in start-ups and small businesses are frequently bound up with their founders, as the many heroic tales in academe and the popular press attest. This includes stories about the “two Steves” of Apple Computer (Jobs and Wozniak), who worked out of Jobs’s parents’ garage to start the multibillion-dollar company, or of Jamsetji Tata, who created India’s Tata Group by buying up a bankrupt seed oil mill with a tiny amount of leveraged capital.6 In each case, the stories told by the founders (and retold by their followers and admirers) helped the small, new businesses to grow.

Not surprisingly, as we shall discuss further below, storytelling research has shown that good stories help garner resources for a firm via pitches,7 prospectuses,8 and capital negotiations.9 Stories can be especially valuable for small ventures with limited financial resources, as the ability to tell stories and to have others retell your stories can become a means of creating resources. Employees might not need a raise, but a sense of purpose and identity. The public might not want denials or financial restitution, but acknowledgment. Your engineering group might care less about costs if a new innovation can reduce errors.

The dearth of stories about leaders who are not representative of some deep features of key groups defining a firm or its surrounding culture (e.g., about female leaders in high-tech industries in China) indicates that, to be effective, stories must draw simultaneously on our individual, organizational, and societal psyches.10 Stories cannot be crafted from nothing and into anything, but must work closely with the social context in which the actors are embedded. Only the most powerful stories are able to simultaneously rely upon and yet break those boundaries, spanning different groups, organizations, and areas of social life. This yin and yang between context and actor, in-group and out-group, mainstream and avant-garde, is the first fundamental theme in our institutional tale about organizational storytelling.

A second fundamental theme in our institutional tale is that stories and storytelling, though evidently important for organizations and for the success of individual actors, are not fully rational in origin, design, or effect. Stories involve cultural materials. As such, stories must work in conjunction with both the logical-rational elements of organizations, such as accounting numbers or scientific patents, as well as with the emotive and motivational features of human actors. To succeed, story designs must blend these rational and irrational elements.11 At the same time, the storytellers themselves, as institutional actors, are likely to be driven by the same conflicting rational and irrational elements in society and the firm.

A third theme in our institutional tale, one implied by the prior two, is that stories work differently with different audiences. The variety of groups in and around the organization—especially their particular blends of rational and irrational characteristics—make it difficult for one story to work equally well with all of the organization’s stakeholders. The same can be said for a story working with the various groups outside of the organization. Yet common elements in the various versions of an organizational story must be attractive and credible enough to stakeholders for them to support the organization and its endeavor. This is a big conundrum for strategic stories: how to present the same core strategic direction of the firm to each stakeholder in an understandable and winning way.12

Taken together, these three institutional themes imply that well-crafted stories are those that tap the broader societal culture and the more specific interests of stakeholders; but the complexity of the audience’s members, the content of narratives, and how they are told makes the design, delivery, and effects of organizational stories nonobvious. The intent in our chapter is to unpack these nonobvious storytelling processes using an institutional approach.

In practical terms, in this chapter, we will consider what, how, and why stories are told and with what effect? In academic vernacular, from our institutional viewpoint, we examine the nature and types of organizational stories told, their sources and processes of creation, and their direct and indirect effects. To do so, we primarily rely on research and examples from organization theory, strategy, and entrepreneurship, focusing on new and small ventures where possible. In our concluding discussion, we suggest potential directions for researchers and possible storytelling improvements for small business owners.

THE NATURE AND TYPE OF STORIES

A story, as mentioned above, refers to a set of related statements where there is a protagonist (person who is the key subject), some plot involving the protagonist and others or natural objects in interrelated events, and an outcome.13 That outcome is usually based on the story but normally has a broader meaning. Take, for instance, the story of Martha Stewart’s early small business success, as presented on the public portal Wikipedia:

Stewart graduated from Nutley High School. She originally planned to attend Barnard College with a major in chemistry. She switched to art, European history, and later architectural history. During this time, she met Andrew Stewart, who finished his law degree at Yale Law School. They married in 1961. She returned to Barnard a year after their marriage to graduate with a double major in history and architectural history. . . . Andrew and Martha Stewart moved to Westport, Connecticut, where they purchased and restored the 1805 farmhouse on Turkey Hill Road that would later become the model for the TV studio of Martha Stewart Living. During the project, Stewart’s panache for restoring and decorating became apparent. In 1976, Stewart started a catering business in her basement with a friend from her modeling days, Norma Collier. The venture quickly became successful, but soured when Collier alleged that Stewart was difficult to work with, and was also taking catering jobs on the side. Stewart soon bought her portion of the business. Stewart was also hired as the manager of a gourmet food store, the Market Basket, but after a disagreement with the owners at the mini-mall, she was forced out and opened her own store. Andrew had become the president of prominent New York City publisher, Harry N. Abrams, Inc. . . . He contracted Stewart’s company to cater the book release party, where Stewart was introduced to Alan Mirken, head of Crown Publishing Group. . . . Mirken was impressed by Stewart’s talent and later contacted her to develop a cookbook, featuring recipes and photos from the parties that Stewart hosted. The result was her first book, Entertaining (December 13, 1982), ghostwritten by Elizabeth Hawes.14

In this story, the protagonist—Martha Stewart—overcomes a variety of obstacles to succeed, including culturally prescribed paths (marriage and family), self, and others. That journey is also difficult to predict and required opportunities, alertness, and timing. It also required help.

Such founder stories are often composed of sets of stories or mininarratives. For instance, Steve Jobs’s early string of successes at Apple in 1980–84 is, in and of itself, a story. The mininarrative reflects that standard narrative about rapidly rising stars in a new industry.15 Omitted or downplayed portions of stories may also help frame the broader story.16 The failure of the NeXT computer company, which was founded by Jobs after leaving Apple in 1985, is an example of a nonelaborated story within the larger narrative about Jobs. In contrast, the mutually beneficial negotiation over Pixar with Apple by Jobs in the late 1990s holds an important place within the larger Jobs’s story. But the Pixar negotiation’s importance is clearly partly via juxtaposition. Together, the sequence of narratives combines to form a widely recognizable and acknowledged tale.

The presence of different mininarratives within a tale and the existence of different types of tales suggest that there are various types of stories. One way to typify these basic story types is to think about the audience or target of the story and about the story’s content. In organizations, we tell stories about ourselves to a variety of others and need to decide how coherent and consistent such stories are. In addition, the stories we tell are strongly or weakly linked to particular contexts, making the story meaningful yet also transferable to varying degrees. The apparent lack of meaning itself can have meaning.17 For example, some stories evolve through time, in brief fragments among insiders, and, so, are not readily discernible to outsiders. In such a manner, being in on the story is a means of separating in-group from out-group, just like an inside joke. These stories rely on unstated assumptions (that is, enthymemes), well-defined absences of meaning that require audience participation to fill in what is missing. When an audience fills in these pieces, in effect, they become active cocreators of the story rather than passive listeners, are more likely to feel greater identification with the storyteller, and make themselves part of the in-group. Table 9.1 dimensionalizes these key story features to create four types of stories that we will discuss in more detail.
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Resonant Identity Stories

From the institutional and cultural approach to organization, small businesses, and entrepreneurship, stories were originally considered to reflect deeper culture to varying degrees and, as such, were artifacts. Identities of actors were also expressions of that culture, where identities refer to the enduring set of values held and enacted by the organization or its members.18 The most powerful stories resonate with the culture. For example, in their 1980’s study of Silicon Valley firms, Joanne Martin and colleagues identified seven generic stories told by employees about their organizations that could then be used to determine the uniqueness of firms.19 The stories surrounded the following issues: (1) Should you uphold the rules despite who is disobeying them? (2) Is the big boss human? (3) Can the little person rise to the top? (4) Will I get fired? (5) Will the organization help me when I move? (6) How will the boss react when I make mistakes? (7) How will the organization deal with obstacles? Collectively, these stories help us to make sense of the implicit cultural norms and values—the formality or informality of rules, empathy, and opportunity—relative to what might be expected in similar firms in Silicon Valley. Interestingly, later work, based on structural indicators of employment relations in Silicon Valley, confirmed some of the same variation, that is, between well-known groups of firms that were highly pro-employee (e.g., HP, Intel) and others that were less so but focused on performance and expected exit (for start-ups) of employees.20

More recently, research has turned to how such cultural stories also help firms to build new actor (organizational and individual) referent identities—identities for organizations, firms, or groups that are similar to the focal firm. To build new referent identities, the stories must go further than just describing what the organization is likely to do based on precedents. The story must have some forward-looking narrative features—explaining why the organization will do certain things. So, in the case of stories studied by Martin et al., more recent work by O’Reilly and Pfeffer on Hidden Value found that stories that explain how “we value employees and their development” resulted in new employees being more likely to identify with the organization, invest in their own development, and add value to organizations in unforeseen ways.21 Thus, telling resonant identity stories is a means of generating greater identification, investment, and value-added behaviors among employees. One example is the stories that Southwest Airlines tells itself, its employees, and customers of its “stellar” customer service: Does a passenger want to propose marriage to his girlfriend in-flight? Do what other flight attendants have done. Teach him how to use the intercom system and give him a complimentary bottle of champagne to share with his (hopefully new fiancée) girlfriend. Is a customer particularly unhappy? Send a personal letter of apology.22

Impression Management Stories

Stories may involve culture and identity in a way that actively avoids linking them. The stories are designed to give the impression to one audience (a culture, organization, or group) of a linkage, but that linkage may tap different facets of a core identity or may not be tied to the deeper core identity of the person at all, but rather to nonessential pieces. The shifting linkage type might include folksy stories by Ratan Tata about the family nature of his firm told to the press, but also competition-oriented stories of Tata’s exploits presented at shareholder meetings.23 The actively decoupled but still embedded type of stories also might include stories by Richard Branson about his family life, which give impressions of him as a family person though the linkage of the family to the company’s strategy, while facts about the operations of the Virgin Group seem to be deliberately omitted.24

Impression management stories are told for a variety of reasons, such as making sense of how others see us garnering resources, avoiding regulation, or positioning a firm with multiple audiences.25 One of the best-known series of studies is by Kim Elsbach. She examined how environmentalists used story-like claims to legitimate to various audiences illegal or illegitimate actions by cattle ranchers, with varying success in doing so.26 She found that the most effective stories combined acknowledgments (versus denials) of past transgressions with references to institutionalized (versus technical) characteristics. For example, in response to criticism of cattle grazing in state parks, the industry responded, “We feel justified in continuing to graze in the [state park] because the [fire] chiefs have consistently recommended that grazing continue as an important complement to the Fire Plan. . . . [G]razing is the only practical way to limit the build-up of dangerous fuel levels in the park grasslands.” Such stories run the gamut from those linking identity to particular institutional actors, such as industry suppliers and buyers, to those seeking to decouple identity, such as from regulators.

Circulated Identity Stories

Stories may also not be embedded in a particular context but still reflect identity. Such is the case for actors in search of new identities that try to borrow from extant stories in related contexts (e.g., industries or countries). These stories may be used to signal what the company believes its core identity to be in an industry, but these stories are not widely held by the organization’s members (yet), only by those who are managing the firm’s external image to garner resources. For example, Martens et al. found that, at IPO, stories were created about a new venture’s leadership position in an industry, and many of these stories did indeed square with the technological or financial reality of those firms.27

Circulated identity stories may also be used by actors who have had strong identities but are now trying to build new ones, such as new brands or organizational archetypes. For instance, Roy Suddaby and Royston Greenwood identified several types of stories that were used to persuade mainstream legal and accounting professionals to experiment with and eventually support managerially based methods for running their firms rather than traditional partner-based methods.28 In a similar manner, Sandy Green and colleagues tie language to outcomes by exploring the rhetorical strategies used to legitimate new practices—that start with emotional stories to capture attention, move to more logical stories to develop the rationale, and end with normative stories to establish the moral reasons.29 They examine how total quality management (TQM) was pitched to companies by “TQM entrepreneurs”: “The president came up to manufacturing. One day he put the Crosby book ‘Quality is Free’ on the VP of Manufacturing’s desk. . . . The VP of Engineering had an engineering background . . . used to managing things and not people. . . . In a sense, this was a blessing for the company.”

Purely Symbolic Stories

Storytelling appears to be endemic to groups and societies.30 As such, many stories will be generated that have no explicit purpose and may not even endure: they form only part of the temporary bond in the group and are then spun off. In this case, stories become purely symbolic, not necessarily reflecting any enduring identity. Abrahamson has shown that many industries have cultural media that continues to generate new stories to keep the cycle of storytelling—and all of its actors—employed and central to the economy.31 As an example, he points to management gurus who write books and the presses that popularize them, along with the management consultants who consume them. This cycling of fads and fashions seems to have little long-term impact on organizational practices.

More recently, research has shown that such story components within an industry are recycled in new forms; that is, they are “cultural detritus.”32 Fombrun and Rindova first pointed out this possibility with regard to such culture-sensitive venues as design firms and the arts,33 but this process appears to be pervasive. Abrahamson and Eisenman have charted the rise and fall of different discourse elements of managerial stories (fashions) and found that they have sinodal patterns, rising and falling like other fashions, such as skirt or hair length.34 This suggests that stories reflect the process of de- and reinstitutionalization of various artifacts in an industry or broader cultural context. For instance, in U.S. society, there has been a gradual slippage in the myth of Disney, one that the Disney organization has tried mightily to avoid, yet the brand for newer generations may become purely symbolic by not capturing the original vision of the Magic Kingdom.35

THE PROCESS OF STORYTELLING

All full-fledged stories involve a protagonist, plot, and denouement (resolution). This means that the story has a sequencing of events, several mininarratives, and some meaning or avoided meaning as part of the outcome.36 The process of generating a story, however, is much more complex than it might appear. The most practical way to understand the process is to walk through the storytelling as an experience that each of us has had.

A common story for small business owners, for instance, is the “‘Eureka!’ moment” during opportunity recognition. Say you are a part-time student who moves regularly between work and school, requiring some change of residences. Each time that you take down your posters or pictures, regardless of how careful you are in peeling the tape from the wall, you always seem to damage the corners and peel the paint off the wall. Ugh! But what if you had some adhesive that was strong enough to hold your posters and yet peeled off easily? What if it was reusable? Eureka!—you (and others like you) need the equivalent of Silly Putty.

We have just told a story, though not an elaborate one. Now let’s look at the process of doing so from a more academic angle and break down the key steps that researchers tend to study. Figure 9.1 contains the process diagram of those steps. Before we unpack the figure, two points are worth keeping in mind. First, the figure is probably, from an academic’s viewpoint, best viewed from left to right, but from a small business owner’s viewpoint, from right to left. Academics are normally curious to know about initiating causes and contexts and then the mechanisms, their effects, and feedback loops. Small business owners are more concerned with intended outcomes and then read backward to determine how to generate them. Second, the implied actor(s) in the figure are individuals, groups, or organizations. Business academicians often study industries or organizations and, so, tend to look at the latter two types of actors, whereas small business owners tend to focus on the first type of actor, particularly leaders. In this section, we employ more of an academic’s viewpoint for reading the figure, but we use examples that appeal to academics and small business owners alike. In the section following our discussion of the storytelling process, which is on the specific tactics of storytelling, we rely more on a small business owner’s viewpoint.
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FIGURE 9.1 The Storytelling Process



The Proximate and Distant Reasons for a Particular Story

Stories of all types—whether resonant identity or purely symbolic—are told for a variety of reasons. The most important proximate reasons were presented in table 9.1 as the dimensions of story types; that is, stories are told to reinforce or build identities, to project an image that may or may not be related to identity, to transfer identities across contexts, or to break up identities and images, creating cultural detritus that allows for new stories to emerge. The choice of storytelling approach and type really depends on recognizing these four proximate sets of reasons for stories in institutional contexts.

Of course, in an organization, more than one story about a subject, such as the firm’s strategy, is likely to be told at the same time and for more than one set of reasons. There are often multiple institutional audiences, each of whom requires at least one major story about the topic (e.g., about strategy). Apart from these audiences, who confer legitimacy and resources, there are less proximate but important factors. There are environmental jolts: shocks to the organization and its institutional field that are unexpected but require new stories to depict the shocks, their meaning, and their likely effects. This has been the case with climate change, a jolt to multiple organizational fields: it has bred an equally widespread number of sustainability stories.

Organization-specific jolts, such as those facing the solar firm Solyndra, will also breed many stories in and around the firm. Solyndra was a California company that manufactured and sold photovoltaic systems. Their system was composed of a system of cylindrical tubes that absorbed energy from any direction to produce more electricity than conventional flat panels. Solyndra received over $500 million from the U.S. Department of Energy and over $25 million from California’s Alternative Energy and Advanced Transportation Financing Authority. When the price of silicon plummeted, this jolted the pricing structure of the photovoltaic market, and the company became unable to compete with conventional panels. Solyndra declared bankruptcy in September 2011 and laid off all of its employees, who are now suing the company. This failure became an emblematic story of the overoptimism in the renewables market and for sermonizing against the federal and state governments’ support of such initiatives.

It also seems, based on the research by “world society theorists”37 as well as those studying culture and fashion,38 that there are long trends—swings and varying rates of diffusion—in storytelling. Over the last 150 years, it appears that organizational stories have grown to be ever more rational and legalistic, plus ever more entangled across levels of analysis (from the societal down to the individual). It is hard to imagine pitching green-energy patents, for instance, without a discussion of science, intellectual property, and cross-national variations in government support. At the same time, the preference for highly rational versus more emotionally evocative stories is likely to change in consonance with larger trends in society. We know that during economic bandwagons, more emotionally evocative stories tend to appeal to investors; whereas in the postbandwagon era, more rational and specific stories appear to succeed.39

The Audience(s) for a Story

In the case of institutional storytelling, audiences are typically thought of as those groups who confer legitimacy or tangible resources to the organization, that is, the organization’s and field’s stakeholders. Academic theory and small business owners’ experiences have shown us that, among all of these stakeholders, a few are critical. These include the stakeholder that is most essential for granting legitimacy.40 That stakeholder is frequently a regulator or professional body or the media that acts, in some contexts, as a general oversight group. In addition, there is typically a key set of tangible resource providers, such as shareholders, managers, and employees, who must be kept “on the side” of the organization.

But the stories that can be told to regulators are not necessarily the same as the ones that can be told to the media, nor to external and internal resource providers.41 Theory and research suggest that regulatory stories need to be couched specifically in the formal language of that body and deal with recognized processes in that framework. The storytelling about the release of toxins under the Toxic Release Inventory (TRI) by a chemical plant is one example. U.S. facilities in different industries must report annually how much of certain chemicals are released to the environment, which is then compiled in the TRI. Media stories use more commonplace language and must resonate with public views of fairness and proper practice.42 So having a small versus large spill may matter more than the specific toxins in the spill, and how quickly it is cleaned up, versus its expense, tends to be the more important issue.

In the case of external resource providers, legitimacy is not conferred through a general social license or specific government permit but by execution of the formal and informal contract related to the granting of that resource, that is, typically by meeting benchmarks for growth and return on investment. Stories in this case tend to blend strategy and financial performance with industry standing.43 To some degree, the same stories are important and consumed by internal stakeholders; but, as we saw in the discussion of the stories in Silicon Valley firms, employees also have more personal concerns about how they are treated and whether they will be able to make a difference in the firm and advance. More specific stories that are crafted to engage with these concerns are necessary.

How then might a storyteller balance these competing audiences when telling a story? Clearly, the easiest way is to tell a similar core story but in different ways to each audience. That is the purpose, according to some strategy researchers, of strategic planning and strategy stories.44 A second option is to tell fundamentally different types of stories to different audiences, that is, more institutional and formalistic stories to regulators and the media but more technical and specific stories to the external and internal stakeholders. The former set of stakeholders is, after all, more concerned with legitimacy and bureaucratic issues and the latter with the specific operations of the firm.

A more recent version of storytelling has focused on the need to take externally given issues and stories and reframe these; thus, in a sense, the audience gives the story to the storyteller, who then retells it in a new and more applicable way. It is important, from this angle, just to identify linked groups of audiences and their specific group-level concerns. As an example, stakeholders tend to cluster around certain meanings and values, even in such divisive and controversial debates as climate change.45 Identifying audience segmentation or “framings” would allow you to craft messages that are best able to resonate with each audience.

Fitting the Story to the Context

Finally, stories exist in and must fit with different types of institutional contexts. As discussed above, with regard to table 9.1 and proximate reasons, these contexts can be characterized first by degree of institutionalization, that is, from somewhat stable and well-understood environments, where actors follow norms or rules or have a common mind-set, to those that are less so. But the context to which we are referring here is the specific institutional field and its culture and infrastructure. An institutional field is a set of like actors exposed to similar institutional processes, such as all firms in a market, like software, or all firms in a particular regulated industry, like nuclear power. The field may also be a cultural one, such as the arts or the architectural design field.

In more certain institutional contexts, it appears that stories must work carefully with the context but then move beyond it. For instance, Abrahamson’s work on fashion in management techniques in manufacturing, a relatively stable setting, has shown that such new techniques as total quality management (TQM) build on such older techniques as quality circles (QCs). Thus, to best appeal to the audience (i.e., engineering and manufacturing departments, who are considering adoption), the implementation of TQM must be shown to be similar to QCs (i.e., we can do this because we’ve done it before), yet with superior benefits (i.e., we need to do this in the spirit of continuous improvement). Similarly, in studies of more established high-technology industries (semiconductors) versus less (Internet content providers), Martens et al. found that stories in the more established group about whether the firm had a leadership position in the industry had to be crafted more carefully, relative to extant stories and industry benchmarks.

In contrast, in other institutional contexts, newness becomes a major liability for fledgling ventures. As a result, while there is a less obvious set of stories and benchmarks in such an industry, there is a greater attempt to craft success stories and import benchmarks from other industries.46 In research on the superyacht industry, Jennings et al. found that designers made strong emotional appeals to customers by using aesthetics from other design industries (architecture and haute culture) to legitimate radically new boats.47 Similarly, in studies of pitches for high-technology products, researchers found a strong use of emotion combined with simple metaphors and visual expressions of the new technologies to bridge the unfamiliarity gap.

Direct and Indirect Feedback Effects

As depicted in figure 9.1, storytelling, whether done poorly or well, has direct and indirect effects. The direct effects refer to the impact on the audience in a specific context—that is, whether the story persuaded them and whether they responded in the intended manner. Systematic research on storytelling in small to medium-sized enterprises is somewhat scant but suggestive. Work on pitches to VC and other evaluator groups has shown that storytellers who integrate their messages, display passion, and have deep knowledge of the product or service do much better than those who have several messages, give mixed emotional signals, and lack apparent expertise.48 Interestingly, the passion and credibility appear to outweigh the specific messages about the business. And that passion and credibility seem to be extensions of the person pitching: some VCs have been known to say that by the time they have sorted through all of the major applicants for funding in an area, they only look at who is pitching (e.g., the founder) and not really at what is pitched.

Research on funding and organizational identity has found a similar pattern. The prospectuses and road shows of firms approaching an IPO demonstrate that they tend to garner more investments if the risks and strategies, along with financials, are embedded in credible stories about the firm’s leadership (or followership) position in an industry, especially a nascent one. This finding appears to be robust across industries, financial situations, alliance groups, and types of founders. Of course, being able to secure financial investments is one thing; whether the firms are then superior at using them is an open question.

There are many indirect effects of storytelling, such as whether the audience then uses that type of story in another venue (context) to garner legitimacy or support. For example, the storytelling process may feed back into future storytelling within the context, shaping new stories and reinforcing the tendency to use those particular stories. It does appear that for bandwagons and fast-following contexts, there is a high degree of story circulation (feedback), which further invigorates the storytelling process. For instance, researching the banking and consulting industries, Strang et al. have demonstrated that success stories about bellwether organizations act as benchmarks for other peers attempting to improve operations.49 Despite rational attempts to construct a logical referent set of organizations to widen those benchmarks, it seems that the hero organization in the success story becomes the true comparator, and other firms emulate it. In studies of multiple video game success stories over a 20-year period, Zhao et al. also found that success stories are primarily displaced by new success stories, not by emulators who improve upon a success story or who end up failing to apply that story well.50 Thus, success stories tend to be quite difficult to debunk directly. Rather, it appears that such stories circulate, generating new stories via feedback or forming cultural detritus once they have been replaced.

STORYTELLING TACTICS

The types of stories and the process model of storytelling lead us to a consideration of how to tell stories, that is, storytelling tactics. In a sense, these are the means for tightly linking the stories with audiences in different contexts to attain specific effects. This domain is as much that of the small business owner as the academic. The academic observation about that process will be shared, but with heavy reliance on actual storytelling in different contexts.

There are several types of storytelling tactics. We will mention two related sets examined by academics that may be of use to small business owners. The first comes from classical rhetoric: pathos, logos, and ethos.51 The second comes from the institutional entrepreneurship literature, which has examined these classical tactics as well as the underlying nature of the appeal: emotive (behavioral), rational (cognitive), and moral (normative).52 Pathos works because of its emotional nature and ability to capture attention and directly stimulate behavior: “Did you experience brownouts? Are you concerned about whether your family’s energy needs will be met? Do you worry about your elderly mother, home alone?” Logos has appeal because of its rational cognitive nature. This includes the use of statistics and figures to provide evidence for the claims being made: “Our system of cylindrical tubes absorbs energy from any direction to produce 73 percent more electricity than conventional flat photovoltaic panels to meet your household needs.” Ethos highlights the credibility of speakers and taps moral concerns and the values of members, creating normative actions: “Our American engineering and ingenuity will fulfill our nation’s energy demands while creating jobs here.” Persuasive appeals combine all of these tactics. The most effective stories often start with pathos to capture attention, move to logos to develop the rationale, and end with ethos to establish the moral reasons.53

Still, the same story might be told quite differently by relying more on one tactic than another. The demise of many small solar providers in Europe, because of change in German government support systems, has been described quite factually and rationally in some cases—as consolidation of the industry following its expansion. Yet the shakeout and change of policy has also been justified on moral grounds: the money needs to be spent in areas more relevant to the German (and European) economy’s stability, namely, in the banking system. Finally, the story has been discussed with pathos (tragedy); that is, poor small solar firms were swamped by low price commodity solar cells from Asia, forcing them out of business.54

Applying Tactics

The science of storytelling reveals that particular stories will be better enhanced with some tactics than others.55 Take resonating identity stories. To resonate well, the best stories create appeal by using a blend of emotive and logical tactics.56 We have all seen people relentlessly try to pitch their 57 PowerPoint bullets on uninteresting topics to disinterested audiences to no effect. To motivate action, you need to capture your audience’s attention and get them to care (pathos). They need to know what to do (logos), and they need to trust your opinion that it is the right thing to do (ethos). In the social sector, especially, there are many tragic stories with little hope. Rather than demotivating your audience, how can you tell positive stories that lift them up with an inspiring message of optimistic action?

The science of storytelling also tells us that resonant identity stories need to tap deeper archetypes, especially in identity-related stories, that create identification between the audience and the speaker. These mythological archetypes include stories of the hero’s adventure, origin, lost paradise, millennium, and eternal return. Ganzin, Suddaby, and Gephart have analyzed Steve Jobs’s Stanford address and found that it follows this “hero’s adventure,” as composed of several chronological elements: (1) the Call to adventure is the unexpected call to action; (2) Supernatural Aid is offered from a helper figure that prepares the hero in some way for the trials to come; (3) the Threshold is the point in the story where the hero prepares to enter a mysterious new world; (4) the Trials and ordeals the hero must endure; (5) and the Return, after having completed the trials the hero brings back a boon to his society.57

There are many stories that follow the hero’s adventure archetype, from The Odyssey to The Princess Bride and The Hobbit. Origin stories tell of the beginning of some feature of the natural or social world, such as the first chapter of the book of Genesis in the Bible or how Bruce Wayne becomes Batman. Lost paradise stories tell of past perfection and bliss, as compared to the present fallen human condition. This is chapter 2 and 3 of Genesis: Adam and Eve live naked and happy in Eden, then they eat fruit from the forbidden tree, and God casts them out to be forever ashamed. Conversely, millennium stories tell of coming perfection, a return to bliss in a forthcoming golden age, such as the information age or the no-more-aging age. Eternal return stories are centered on the cyclical nature of time to help understand the value of life. These include stories of the creative destruction within Silicon Valley and stories of birth, death, and rebirth.

Still, the art of storytelling tells us that although there is not one formula or path to good stories, there are certain features shared by better stories. In the best stories, the type of story, the audience, and the storyteller meld together in the telling of the tale. Thus, the selection of the messenger is just as important as the message. Sometimes the most authentic voices are those of your clients or investors. For example, social enterprises can create fundraising videos that allow their beneficiaries to tell their stories for themselves. The way that such stories are told can be supremely inspiring and motivating. In a similar manner, victim testimonials are used by on-campus social movements whose goal is to end exploitative labor practices.58 Using such testimonials increased the likelihood of universities terminating their contracts with those suppliers.

The Contingencies of Tactics Use

This question about tactics and story types leads to a more general question about when and where to use the particular types of tactics. That is, is there also a match of tactics with not just story types, but with audiences and underlying institutional conditions? Highly institutionalized contexts are those with a high degree of interaction and communication among participants, with established rules and regulations and standard operating procedures, with status values or rankings of the involved participants, and with common understandings of “how we do things around here” and “what success looks like.”59 Contexts that are less institutionalized are relatively disconnected, unregulated, unranked, and underprescribed. Table 9.2, although highly simplified, summarizes some of the work on matching tactics with these contingencies. The table first lists external regulators as an audience because these actors tend to be the source of legitimacy for new or small ventures, and thus their approval is a necessary, if not sufficient, condition for such ventures’ survival and success. The external regulators in less established and institutionalized industries will lack a large set of rules and regulations for firms operating in these contexts. Therefore, there will be a need to establish such rules or appeal to similar rules in new spaces. And because they are lacking any operating technical regulatory criteria in these domains, stories need moral or normative appeal.

For instance, in the area of climate change, where rules are just being promulgated, ENGOs have connected to rights of the unborn, animal rights, and even rights of the planet in their appeals to policy makers.60 In contrast, in highly institutionalized contexts, there are likely to be many refined sets of rules and regulations. In this context, stories must appeal to the specifics of the rules and regulations and thus appear more rational and technical.61 Research has shown, for instance, that as management techniques have become more widespread through time and have gone through more waves of diffusion, there appears to be an increase over time in the rationality in the presentation of such techniques (e.g., in rational discourse about the techniques in the media). In sum, as the industry and its practices become more institutionalized, your stories need to evolve to match this changing context. Wild West stories may have worked in Silicon Valley in the 1960s, but they have become less persuasive in the 2010s.62
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With external investors in less institutionalized contexts, it appears that the use of pathos/emotion as a tactic can be more effective. This is not to say that stories should lack technical details; the logos and pathos are sometimes clothed in such details. But the underlying gist of the story must appeal to something more emotively evocative for the investor. Research on pitches of new technologies has shown that the ability of the presenter to display deep passion for his or her product seems to sway investors to support the pitch. Stories about the mission and leadership goals of new technology companies seem to increase the amount of capital invested in those firms.

But do external investors continue to be swayed by pathos/emotion when the context (e.g., industry or set of benchmarked firms) is better understood? No. Instead, in such contexts, stories that appeal to logic and well-known principles of valuation appear to work better. In studies of seed capital given to green technology firms, Sharifian et al. have found that in the solar industries in the United States and Canada, which are rapidly maturing contexts, stories that emphasize green (ethos/pathos—emotionally right thing to do) identities over technical (logos—evidence based) ones tend to raise less capital.63

In the case of internal participants in the firm, we have a very different audience from the external stakeholders. The participants have already been sufficiently swayed to join the firm and, thus, have personally invested in it. The issue then becomes how to keep and increase their commitment. In less institutionalized contexts, periodic appeals to the participants’ emotive side appear to be useful. In the study of superyachts, Jennings et al. found that meetings every few months with clients and designers were very motivating for both parties.64 In those meetings, small and large visual and linguistic performances were used to convey the nature (and importance) of the new boat design and cement the client-designer relationship.

However, in the case of more institutionalized contexts, the methods of operating a new or small business are better understood and thus so are the participants’ expectations of that firm. While appeals to pathos/emotion are likely, reminders of the reasons why the participant joined the firm may be more effective. In institutionalized contexts, there are likely to be deeper values, and new firms or small businesses array themselves, like larger incumbents, around those value structures. Small law firms, for instance, may make a virtue out of not having partnership structures and using more flexible hours. Founders may tell stories about the unique values of such firms to new hires to keep the firm on its mission and entice new talent to join.65

CONCLUSION

In this chapter, we have offered an institutional tale about storytelling in the context of small businesses. Our tale has been delivered to two overlapped audiences: academics and small business owners. We have likely told our tale more from the former’s perspective than the latter’s. In the conclusion, we hope to offer a set of takeaways for each group, but perhaps tipped more toward the small business owner.

Researchers—Where to Go from Here

Linguistic approaches to entrepreneurship, small business, and organizational research have been important for at least a decade, so the question now becomes whether they have run their course or whether interesting avenues for research still exist today. An examination by Jennings et al. of institutional approaches to entrepreneurship and to starting a small business showed that there has been some plateauing of the approach overall.66 Within that approach, the discourse and institutional process work, however, has not plateaued but appears to have gained strength in the last five years. What are the interesting questions that researchers appear to have identified and thus invested in?

Future directions

Three areas appear to be of future interest for researchers: (1) true cross-level linguistic (especially storytelling) research; (2) global, comparative work on stories; and (3) new storytelling methods and methodologies for examining those stories. In the case of true cross-level research, there is a need to not just include context or institutional fields or organizations as backdrops or controls or period effects in work but to show the ongoing reciprocal effect between micro and macro levels in the storytelling process. For instance, in Kim Elsbach’s wonderful cattle-ranching research, there was still little sense of how regulators and investors in the industry were changing with and as a result of the stories being told to them. In recent work on the climate change initiatives in Copenhagen (COP), there is a much better sense of reciprocal influence, where the media and interest groups shape the negotiations about climate (e.g., GHG emissions) and the committee negotiations then influence the media and interest groups.67

The global, comparative work on stories in the small to medium-sized business domain is just beginning. One example is the detailed research by Khavul and colleagues of the microfinance industries in China, India, and South Africa.68 They find that even conceptions of time can vary significantly across nations. New international ventures that are best able to synchronize with the activity cycles of their most important international clients are more successful in their degree and scope of internationalization and in the performance of their new international ventures.

Finally, new approaches are burgeoning in research methods. Organizational researchers have examined how speakers leverage broader understandings into localized contexts, such as when they are revisiting the appropriateness of practices within regulatory reviews or promoting organizational efforts to change practices.69 For example, story vocabularies—the words and word-to-word relationships that give concepts meaning and value—may be mapped across different levels and contexts using a combination of content and network analysis methods. For example, Klaus Weber and Sarah Soderstrom examine cross-cultural meanings of sustainability by analyzing foreign newspapers.70 Similarly, Lefsrud’s research examines the stakeholders’ vocabularies used to describe and value a controversial energy source, Alberta’s oil sands, to examine the interactivity between nested conversations. Meanings flow between more private conversations in regulatory hearings and more public conversations in media, which results in an interactive dynamic. Rather than being a one-way sender-receiver conduit model of communication, it becomes an interactive conversation between nested arenas of discussion, with the media playing a rhetorically significant role in the dramatizing and amplifying of actors’ messaging.71 Examining the interactive role of individuals’ storytelling and media’s coverage is another productive avenue of research.

Small Business Owners—What Are Some Tactics for Telling Better Stories?

We are now in a position to revisit our more practical concern: how can you tell your story better? Following are some general principles, based upon research, for storytelling in small business contexts, as you consider your purpose, audience, story structure, and delivery.

Start with the End in Mind

Based on the process model we discussed, it makes sense to start with your end in mind. What effects do you want? Perhaps you want to improve employee commitment and innovation, increase the amount of venture capital you are raising, or persuade a mentor to join your advisory board. What might be some intended and unintended spillover? If others retell your persuasive stories, spillover effects might include employees recruiting other employees, VCs recommending you to other funders, or your mentor suggesting other board members. Working backward, which audiences and types of stories might help you achieve those effects? For example, you might need a resonant identity story with your current and prospective employees, perhaps based on the hero’s journey. Or if VCs have felt battered by poor returns, perhaps your resonant identity story would be more persuasive with them if it is based on a millennium return to the age of double-digit growth. How does your context condition the telling of your story, both in terms of tactics and the specific story content? For example, if you are in a new industry, emotional appeals would be more persuasive than in a more established, institutionalized context where logical appeals would have more sway.

Consider Others’ Story Designs and Delivery

Identify speakers who appeal to you and pull apart their stories. What do you like best? We often admire what we recognize in ourselves: a quality we hope to possess or a dream we share. Consider why you admire them, and do more of what you admire. Perhaps you like Steve Jobs’s folksy and laid-back manner. Or you might like Oprah Winfrey’s inspirational tone. Take the best from others and make it your own.

Simplify and Focus Your Story

Your audience has a limited attention span. Thus, what you leave out, what you put aside, and what you choose not to do will free you to do what you need to do. Do a few things with your story and you can do them all extremely well. Just think of how Steve Jobs unveiled the iPad. His story was both technical and logical (equipment) and emotional (cool and visionary). But, more than anything, it was simple. Distil or reframe those messages that are hard to communicate easily. Then test-drive your distilled story with your friend, partner, or parent.

Create Drama

Have great characters and a likeable hero with whom your audience can identify. While the hero might be you, it is often more persuasive when others are the heroes of your stories—your clients, your prospects, or someone else—but your audience has to care about them. Give your characters goals and visions that your audience cares about. Identify something, reflective of real life that they are trying to accomplish that your audience understands. You may admire a character for her efforts more than for her success—recognizing her tenacity and vision. Trying something easy and succeeding at it is momentarily satisfying, but ultimately fleeting. Trying something really hard, even if you fail, is something that you—and others—will remember forever. Allow your hero to be vulnerable; vulnerability is strangely attractive. And growth is a result of the effort, not the success. So, give your characters obstacles and never let them get it right the first time. Demonstrate how your character faces challenges. What you do under stress defines you and can invoke positive emotions that authentically connect with your audience.

Have a Well-Organized Absence of Meaning

The best stories inspire wonder and mystery. So, make your audience work for the story. If your audience is filling in the missing pieces, they become active cocreators of your story and are more likely to buy-in. Create a promise, like “Once upon a time . . .” that you will later fulfill.

Test-Drive Your Stories with Your Intended Audiences

Consider the beliefs and values of your audience(s) to craft the most resonant message. Demonstrate how you, your product, and your company connect with their identified needs. Stories are based on actions (the protagonist who does something), not ideas. Therefore, turn your ideas into actions that you can then improve. Get feedback, revise, and reshape.

A FINAL NOTE FROM OUR INSTITUTIONAL TALE

In this chapter, we have seen a great deal of research and many, many practical examples that demonstrate that stories matter for small business operators. While stories are not the only thing that matters, having someone who is well-trained in the art and science of storytelling seems useful for small organizations. Good stories increase legitimacy and persuade investors to commit to an organization.

At the same time, it is worth remembering that an inauthentic story may be worse than no story at all. The work on cattle ranching, Hollywood pitches, climate change, and high-tech investment all suggests that storytellers must be careful not to veer too far into the incredulous. Perhaps this is in part what Mark Twain meant when he said, “Get your facts first, then you can distort them as you please.” Our own, more institutional view is similar, but with a twist. Thus, we might paraphrase Twain’s adage as, “You can only distort your facts as you must once you understand where they came from and who is about to hear them.”
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Personal Networks and Networking Behavior of Small Business Owner-Managers: How to Make Networks Work for You

Erno T. Tornikoski, Alexandra Gerbasi, and Greg Molecke

Owner-managers of small and medium-sized firms (SMEs)—or those individuals who go after opportunities to create new or expand existing businesses, regardless of their current resources—all stand, at some point, on the edge of a precipice.1 At some point, the new business model has been set, the path forward is laid, and all that is left is to make the leap. And while standing on that precipice, owner-managers are likely to look around and consider one last time what they are about to jump into.

Uncertainty is at its peak before the leap. In some ways, uncertainty is itself the precipice. What has led them to this summit is a belief in the product or service that they will sell. And self-doubts about the quality, utility, and other such properties of their products voice themselves from the back of the minds of owner-managers. Yet, at the front of the mind of small business owner-managers are those things that are most uncertain. And what are most uncertain are those things that are most outside of their own control.

Whether an owner-manager is creating a new business, a new product or service, or a new expansion or partnership, the biggest questions that arise are often: Will I get enough clients and customers? Will I have the partners, suppliers, and employees that I need? Can I trust and rely on them? Is my funding sufficient? Can I get more of any of these things if (when!) something unforeseen happens? Do I have good advisers with good advice? Will anyone encourage me during the lows?

These questions all boil down to one: do I have the right kind of network of supporters? And, high up on the precipice, the world looks as far and distant as it ever will. But then small business owner-managers think of the personal networks they have knitted together and brought with them so far. The woven webs of people that serve as sails to carry them to success can also be the nets to catch them when they fall. Small business owner-managers draw strength from the ties that bind them within their personal networks, the size and density of the webs.

The essence of the entrepreneurial and innovative behavior of small business owner-managers is the willingness to pursue opportunities regardless of the resources under their control.2 To pursue entrepreneurial opportunities then means that small business owner-managers—those individuals in the process of developing their small businesses—must access, mobilize, and deploy resources.3 Yet, because of the inherent resource constraints faced by small businesses, the pursuit of opportunities to expand the business typically requires that they also acquire additional resources.4

One conduit through which individuals have been observed to gain access to external resources is through their network of personal contacts.5 In their simplest form, networks consist of a set of nodes and a series of ties that represent the relationship (or absence thereof) between the nodes.6 Nodes are usually individual people or firms. Ties between nodes arise for many different reasons, but those reasons generally fall into one of four types, each with different properties: social-based (friendship, family bonds); similarity-based (membership in the same group, physical proximity, sharing a trait); interaction-based (talks with, orders from, gives advice to); and information-flow-based (dissemination of ideas or beliefs, political influence).7 Of course, many ties end up being combinations of multiple types; they are “multiplex.”

Ties of all types can play an important role in the success or failure of a small business’s development and expansion. In fact, owner-managers spend significant amounts of time (averaging over five hours a week) developing new contacts and maintaining existing contacts.8 This networking behavior is an integral part of any efforts related to creating, developing, and expanding small businesses. Within management theory, there is a field devoted to studying networks and networking behavior. Labeled social network theory, this field acknowledges that an individual’s education, personality, drive, and experience are, by themselves, not enough for success. The other key ingredient is a personal network, or network of support. For small business owner-managers, the key question for social network theory is, “How can I use my personal network to improve my small business?” To this end, researchers have spent a great deal of time studying and testing the properties of personal networks and now understand a great deal about the nature and use of interpersonal and interfirm networks—their content, qualities, and use. Studies have found that personal networks provide several benefits:

Opportunity recognition. Personal networks provide ways to be exposed to new ideas and to gather the information needed to recognize new opportunities.9

Emotional support. An individual’s relationships with others in his or her personal network provide support for the types of risk taking intrinsic to new business creation and expansion, and this support translates into enhanced persistence to stay in business.10

Talent. Being part of networks links individuals to untapped talent and information.11

Capital. Social connections are a key method through which venture capital organizations link themselves with individuals engaged in business creation and expansion.12

Primarily, network analysis allows small business owner-managers to identify what resources are present or absent in their networks, recommends effective ways to access and leverage that network, and helps them to understand how to develop their network to gain new resources for the development of their small businesses. Our objective in this chapter is to present some of the main insights of the personal network approach regarding how successful small business owner-managers can understand and optimize the resources in their personal networks and how they can access them so that they can maximize the benefit that they and their businesses can draw from them.

THE RESOURCES IN YOUR NETWORKS

One of the ways that network theory conceptualizes personal networks is as a conduit that provides an individual with access to specific resources.13 The types of resources that flow through personal networks is well researched and can range from capital financing to information and advice and to more intangible things such as trust and emotional support.14 Importantly for small business owner-managers, it is the resources most crucial to success that can come from our personal networks. While a small business’s printer or desk can come from anonymous one-time transactions, the things that determine success—advice, customers, capital—come through personal networks. The elements that make up the owner-manager’s network and the way that the network is formed will partially determine the level of success of the small business.

The most intuitive measure of personal networks is size, which is defined as the number of direct links between an individual and other actors not involved in the particular business.15 Simply put, larger personal networks provide access to more potential resources. As network size increases, access to financial capital increases, and the cost of capital decreases.16 Larger network size increases a small firm’s probability of survival, growth, and profit.17 In the face of recent results, however, the role of the size of one’s personal network is not that clear-cut. Newbert and Tornikoski observed that the size of the network was not a significant predictor of the success of start-up firms.18 The probable explanation behind this nonfinding highlights the need to tailor one’s personal network to the task at hand. A small business owner-manager may have a large group of individuals with whom he has ties, but only some of them (and perhaps very few of them) will have the ability and motivation to help with the development of the small business.19

Moreover, since network theory explores how personal networks serve as conduits to access resources, an important point is what resources the ties possess. No matter how many ties an owner-manager has, if none of the people or firms in the personal network have the resources that the small business owner-manager needs, that resource cannot flow through the owner-manager’s network. So, a large component of evaluating a small business owner-manager’s personal network comes from looking at what resources are available in it, via one’s direct connections and the connections of his or her connections, and, perhaps more importantly, at the ability to access those resources.

YOUR ABILITY TO ACCESS/USE YOUR PERSONAL NETWORK

When a small business owner-manager needs to secure specific resources, there are ties in his or her network that he or she is both more likely to use and more able to use. From the point of view of the owner-manager, different ties in a network have different levels of value, depending on how much the owner-manager values the resource each tie controls and on his or her ability to access them.20 Thus, the resource that a tie can provide and the ability to activate the tie must be accounted for. Indeed, research has found that individuals only use a portion of the personal networks that they possess. In network theory, the portion of an individual’s network that is used, or activated, in the course of doing business is called the action set of a network, or simply the “supporter network.”21

Within the supporter network, there is a cost to transferring a resource or activating a network connection. Above and beyond the cost of the resource itself, transfers take time and energy and impose other transaction costs. Further, transfers are generally an elective activity; those who have specific resources often have multiple opportunities to share or use their resources in other ways.

Transfers are more likely to occur as the ratio of the benefit of completing the transfer to the cost of completing the transfer increases. For resources that do not contain a physical product, such as knowledge and experience, the benefits of providing knowledge can be either market transactions (payments or bartering) or fulfilling a desire to support the other. In personal networks and interfirm environments, the diffusion of resources, such as knowledge, rarely follows market mechanisms—that is, knowledge is not given to the highest bidder but rather flows to those with whom suppliers have had prior positive interactions. Knowledge and experience are also shared more easily when the transaction costs are lessened because of better communication.22 To explain a small business owner-manager’s ability to activate the resources that he or she needs, network theory introduces the notion of strength of ties.

Strength of Ties

Strong Ties

Central to network theory is the idea that ties fall on a spectrum of strong to weak. Strong ties tend to be long-standing relationships based on affective and frequent contact,23 and they often exist among members of cohesive groups (e.g., families and friends) in which interaction is common and shared norms guide behavior that then manifests in a pattern of cooperative exchange.24 Weak ties represent the opposite end of the spectrum: casual, distant, and superficial relationships.25 Strong ties have more intimacy and intensity than weak ties, and strong ties carry with them a deeper sense of reciprocity, interest in the well-being of the other individual, and motivation to help.

The strength of a given tie is argued to be a “combination of the amount of time, the emotional intensity, the intimacy (mutual confiding), and the reciprocal services which characterize the tie.”26 As such, four elements are generally used to measure the strength of a tie: how long the tie has existed (duration), the regularity of contact between the individuals (frequency), the intimacy of the relationship—often measured by how much confiding is done (emotional intensity)—and how much it spans different social or business dimensions (multiplexity).27

Starting with duration, as individuals get to know each other over time, they develop mutual expectations about each other, and each person’s actions become more predictable and understandable to the other. This greater level of transparency is a building block of relationships.28 As the duration of a relationship increases, patterns of interaction develop, which grow into shared expectations, understandings, and norms. Group identity and trust arise.29 This establishes a much greater sense of reciprocity and social/civic commitment among the members,30 which serves to facilitate transactions between individuals within a network.

More frequent contact between individuals also suggests a stronger tie. Not only does increased frequency increase transparency in a relationship in the same way that longer durations of relationships do, increased frequency also increases the likelihood that those in the relationship will hear about a small business owner-manager’s struggles and challenges. Hearing about an owner-manager’s struggles and challenges provides catalyst points for supporters to turn their general support into action.31 Individuals with high frequencies of contact provide their supporters with more opportunities to support them and, as a result, have been repeatedly found to have higher rates of task accomplishment.32

Likewise, the frequent interaction between strong ties also provides norms and expectations that are “clearer, more firmly held and easier to enforce.”33 Not only are frequent ties more supportive in helping individuals within the network to access the resources within the network, but the terms and expectations of their use, and of the members in general, are also clearer. When interacting with strong ties, the path forward for a small business owner-manager can be much more straightforward: this can be an advantage for owner-managers who find themselves in ambiguous and uncertain situations.

The emotional intensity of a tie also plays a significant role in the strength of a tie. Here, a tie is made stronger by the depth of the emotions between the individuals. The emotional intensity of a tie is often denoted by the amount that one confides in a person or is confided in by another and the amount of emotional support and aid provided. Sometimes this is simply referred to as the closeness of the relationship.34 Network connections typified by high levels of positive emotional intensity tend to be associated with higher levels of trust, learning, cooperation, coordinated processes, and performance than those with low or negative emotional intensity.

Multiplexity strengthens a tie by making it more multipurpose and by allowing goodwill in one aspect of a relationship to flow to others. Doing business at the golf course, taking a client out for the evening, and going out for drinks after work extend a business relationship, making it a social relationship, too. Multiplexity also arises when people do business with, or seek advice from, or begin a social relationship with someone from the same church, gym, or political group or someone whose children go to the same school. Even working with coworkers on different projects or in different roles can lead to multiplex relationships. In each case, people have different relationships with each other, with different focuses, in different spheres of life.

While there is a vast number of possible different types of relationships to be combined into multiplex ties, people tend to group their relationships into four main relationship categories: friendship, acquaintance, work, and kinship.35 Alternately, categories can be made based on the nature of the resource flowing through the ties: either formal versus informal or instrumental versus expressive.36 On a larger scale, networks between organizations or firms are composed of the multiplex relationships between the employees of the firms as well as the indirect mutual relationships with shared resources, such as suppliers.37

As people develop multiple relationships in different spheres, the ties complement each other to form stronger ties across all of the spheres. Multiplex ties also provide multiple ways for two individuals to share different types of resources, subject to their own conventions and language. For example, Grosser et al. found that negative gossip flowed through expressive friendship ties (primarily affective or emotional ties), while positive gossip flowed through instrumental ties (ties primarily used for information exchange or other practical purposes).38 Multiplexity is also particularly important to small business owner-managers, as they often need to leverage their ties from their personal networks (including ties to nodes that in the past had not been related to business), to identify and evaluate opportunities and potential resources that those nodes may possess, and to mobilize resources in their business pursuits.39

Weak Ties

Weak ties are usually composed of relationships at the lesser end of the spectrums defined above. They tend to be less tenured, less frequent, less emotionally intense, and more one-dimensional, or some combination of such. They can also exist through indirect relationships. Ties have been found to exist and exert influences between proverbial “friends of a friend,” and those individuals that connect the friends of the friend are often referred to as brokers.40

Brokers are individuals that connect diverse individuals, who would not otherwise be connected, within personal networks. This is sometimes referred to as bridging structural holes.41 One of the best ways to understand this phenomenon is to examine maps of personal networks. The nodes and ties of a network can be mapped in very precise ways, and these mappings reveal different ways that a person or firm’s network is organized and structured. Some networks will be small, and most nodes will know and rely on each other (there will be a dense network of ties among the nodes); these networks will not have brokers. The ties may have arisen from or be based on similarities among the nodes (e.g., networks of people on sports teams or networks of the people in a tight-knit accounting firm), and so the nodes may be very similar to each other. Other networks will be large and will sprawl on and on through multiple chains of nodes that are not connected to each other, and the brokers are the individuals that tie the diverse groups together.

To help visualize a network, special network diagrams called sociograms are used. In these diagrams, dots represent the people (or firms or groups) in the network, and lines connecting the dots represent the ties. The three most basic network shapes are (1) a relationship between two individuals (called a dyadic relationship); (2) a relationship among three people where two of the people do not know each other (an open triad); and (3) a relationship among three people where all three know each other (a closed triad).
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FIGURE 10.1 Basic Network Shapes

Note: Figure drawn using UCINET software.42



In figure 10.1, the ties are signified with double-headed arrows. This means that the relationships are reciprocal, that is, both nodes consider a tie to exist. This is not always the case; ties can be asymmetrical, meaning the connection is not reciprocated.

Another way that people look at the diagram is to say that the open triad has a “hole” in its structure where the two nodes could be connected but are not. These unconnected points are, in fact, labeled “structural holes.”43 To carry the metaphor a step further, the individual (labeled A) that spans the hole (i.e., connects the otherwise unconnected nodes) is called a bridge or a broker. And this brokering position has power because all the flows of resources and information, which is itself a resource, between the two unconnected nodes must flow through the bridge. Scaling up these small 2- and 3-person networks, the concept of structural holes and bridges allows individuals to gain macrolevel insights about their networks by looking at their overall structure.

As networks increase in size, individual nodes will link together in different combinations. Some ties will be open, others closed, and others simply dyads. How open or closed a network is overall can be measured by comparing how many connections could possibly occur in a network to how many connections there actually are.
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FIGURE 10.2 Network Structure

Note: Figure drawn using UCINET software.44



As is illustrated in Figure 10.2, in an open network, each node is connected to the least number of other nodes as possible. If one were to draw ties from every single node to every other nodes (i.e., if every person knew every other person, as in a closed network), there would be 1,681 connections in the network. In the open network, only 41 of those possible ties are shown—that is, only 41 of the possible 1,681 relationships actually occurred. This ratio of 41/1681 equals 0.024 and is called the network’s density. Very open networks with many brokers will have a ratio of actual ties to possible ties close to zero (a score of zero would indicate that there are no actual connections between individuals). A closed network, on the other hand, will have a ratio of one, and these connections may share many similarities to strong ties. At the extremes, an open network looks like tree roots spread wide to extract nutrients from as much ground as possible. Those individuals that connect otherwise unconnected individuals are brokers.

The advantages of being a broker or even being connected to brokers in a personal network are often immediately evident to small business owner-managers. For them, access to information is often crucially important. If owner-managers need information or access, they can extend their access by relying on not only the people with whom they have personal relationships, but by having the people that they know ask their friends and their friend’s friends.45 This model allows owner-managers to extend their web of connections far across the world. Indeed, the famous adage about how everyone in the world is connected to one another through six degrees of separation comes from early network research.46

The effectiveness of this strategy is determined by the density of the owner-manager’s personal network. A high density of the personal network indicates that connections may be redundant (i.e., all of your friends know each other, and in turn all of their friends know each other). In this way, the information and resources from the personal network is liable to be redundant; if your connections all share information with one another, new information is unlikely to present itself. Individuals who are brokers, on the other hand, have a structure with tendrils that wind into diverse and otherwise disconnected areas. The structural holes in an open personal network serve as breaks that prevent the network’s roots from circling around on each other and creating redundant information.47

The benefits of being a broker, or being connected to a broker, it should be noted, are not limited to accessing resources in support of a small business. Indeed, a key benefit of being a broker or being connected to a broker is enhanced opportunity recognition. Ties to diverse individuals and groups, such as venture capitalists, industry associations, suppliers, competitors, distributors, and customer groups, allow a small business owner-manager to tap into new developments, ideas, and market information.48 These benefits extend across all of the phases of the development of small firms, from opportunity recognition; through start-up, development, and expansion; and through maturity and large-scale innovation efforts.49

Both Types of Ties Are Crucial, but in Different Ways

Weak or strong, ties can have profound impacts on a small business owner-manager. A good deal of empirical research suggests that strong ties provide support and are important to both resource mobilization and acquisition.50 Because of the sense of mutual obligation and reciprocity among strong ties, they are highly motivated to assist one another.51 Most importantly, strong ties provide the type of support specifically associated with small firm success and survival.52 Strong ties have the ability to facilitate the transfer of complex knowledge, particularly with third parties.53 This process emerges because strong ties are marked by the increased use of shared language, conventions, and knowledge between parties.

Since small business owner-managers often encounter steep learning curves in the many facets of their work, their ability to absorb the information and knowledge available to them in their personal network is a crucial determinant of their success. This ability to “recognize, assimilate, and apply new information and experience” is labeled absorptive capability within academic literature.54 A primary determinant of one’s absorptive capacity is the amount of prior related knowledge that the individual brings with him or her. When this information comes from strong ties within a personal network, an owner-manager’s absorptive capacity should be higher. This prior related knowledge, as expected, includes the scientific and technical knowledge underlying an owner-manager’s products. Reagans and McEvily explain:

One of the most important ways that people learn new ideas is by associating those ideas with what they already know. As a result, people find it easier to absorb new ideas in areas in which they have some expertise and find it more difficult to absorb new ideas outside of their immediate area of expertise. An implication is that it is easier for knowledge to transfer from the source to a recipient when the source and the recipient have knowledge in common.55

More importantly, however, this prior related knowledge does not consist primarily of technical knowledge. It entails the possession of similar backgrounds, a common (often jargon-filled) language and vocabulary to ease communication, and common behavioral/procedural conventions to make the interactions efficient and effective.56 These other forms of knowledge are crucial to the ability to transfer knowledge from one person to others; transferring knowledge is a more difficult task than possessing it. Interactions with strong ties create an environment where collective experiences both create the mutually shared language and references and allow those within the network to feel comfortable in assuming that those around them share in this mutual context and language.57 When interacting with strong ties, small business owner-managers are able to engage in increasingly “thick” information exchanges, covering multiple intertwined aspects of a project.58 In thick information exchanges, communication is efficient, effective, and more able to process increasingly complex concepts.

From a content perspective, knowledge about the various technical aspects of a project is not the only important element of creating a new or modified product. Knowledge about the personal network of supporters also plays an important role. Small business owner-managers need an awareness of “where useful complementary expertise resides within and outside the organization. This sort of knowledge can be knowledge of who knows what, who can help with what problem, or who can exploit new information.”59 The multiple, redundant, and familiar nature of strong ties in a personal network all make this easier because of the reciprocal nature of strong ties, which tend to be characterized by trusting relationships.

There are limits to the benefits of strong ties, however. Strong ties have a propensity to cluster together around people with homogeneous attributes, with surprisingly few connections to outside groups. Small business owner-managers whose networks are overly saturated with strong ties can find their personal networks constrained and insular, offsetting the benefits generally available through their strong ties. Above a certain level, having additional strong ties is unproductive.60

Individuals who become too comfortable only interacting with their strong ties can lack the motivation to continuously expand their resource and customer bases (i.e., expand the size of their networks). They also can limit themselves to the knowledge, awareness of technological developments, and other resources that are easily accessible from their strong ties.61 Further, as strong ties in personal networks stimulate and impose shared expectations, they reduce deviant behavior, limit the scope of searches for new solutions, and increase selective perceptions of competing alternatives (groupthink).62

Small business owner-managers with a high proportion of strong ties in their personal networks are also more likely to restrict their searches for suppliers and contractors to those within their personal network, not expanding their network to friends of friends. This potentially causes lower cost or higher quality bids from those outside their personal network to be excluded. When contracts are created between actors embedded within a personal network, they are also more likely to satisfice rather than maximize their outcomes; the immediate benefits of better outcomes are subjugated to cultivating long-term, cooperative ties. Thus, those small business owner-managers who do not have dense closed personal networks may actually have access to more information about cheaper or higher-quality suppliers and contractors through their arm’s-length ties, but whether they can actually acquire such resources through these ties is another matter.63

Weak ties, then, provide a crucial counterbalance to a small business owner-manager’s strong ties. The seminal work on weak ties, Granovetter’s (1973) article “The Strength of Weak Ties,” demonstrates that weak ties actually exert a very strong influence over one’s business opportunities because they provide access to diverse resources.64 Weak ties tend to span across personal networks, connecting people via brokers with novel information and ideas residing in distant personal networks. Weak ties then are likely to provide people with the most useful knowledge, particularly knowledge about such scarce resources as potential jobs, clients, or limited services, thus setting the avenues for growth.65

The Balance between Strong and Weak Ties

As the previous discussion highlights, strong and weak ties can facilitate the acquisition of different types of resources because weak ties have a different set of positives and negatives than strong ties. Research has shown that personal networks that contain too high of a proportion of strong or weak ties can be detrimental to the survival of the business.66 A personal network balanced between relatively strong and weak ties provides the most capable combination of support and useful information, providing the most value to most small business owner-managers.67

This balance between strong and weak ties is one additional element that small business owner-managers need to consider. A recent study among nascent entrepreneurs—or individuals in the process of starting a new business—demonstrates that, regardless of an individual’s starting point, by the time that a new business is successfully established, his supporter network needs to be made of both strong and weak ties.68 That is, a small business owner-manager may start out with support coming from strong ties, but if he wants to succeed in the business development, he should be able to add supporters with whom he has weak ties. The reverse is also true: if one has only weak ties at the beginning, by the time of successful establishment of a new business or expansion of existing business, the owner-manager needs to balance his or her supporter network by getting support from strong ties.

Another perspective is to consider how the ties that an owner-manager currently has might affect strategy, rather than trying to create a personal network structure based on desired strategy. If the owner-managers bring strong ties with them (as might happen in cases where people who meet at a previous employer decide to go into business together or are assigned to launch a new product together), the fledgling venture may be better able to exploit more incremental, detail-based strategies because it already shares the requisite common languages and understandings to focus on high-performance embedded products and services that require intricate coordination and manipulation of complex knowledge. Small business owner-managers who bring collections of weak ties may be better able to explore new and revolutionary solutions through their greater exposure to novel and unique information and contacts.69

Indeed, it must be acknowledged that although small business owner-managers have some control over whom they build ties with, personal network development takes time and effort and cannot be done overnight based on the urgent needs of a new or expanding business. Other ties, strong or weak, are far less under the conscious control of even the most social owner-manager. Tie development involves circumstances of chance: we do not generally choose our coworkers or customers, and we certainly do not have control over their personal networks. Weak ties often arise from indirect ties—friends of friends—whom we not only do not control but may not even know. In many ways, personal network structure is powerfully deterministic, particularly in the short term.70

In sum, while network theory suggests that the static characteristics of one’s existing ties may play an important role in new business creation or expansion, the study by Newbert et al. suggests that owner-managers who lack a mix of strong and weak ties at the outset of the new business creation phase may still succeed in creating viable new businesses.71 Because strong and weak ties each provide distinct yet complementary benefits to individuals, they would be wise to develop and leverage ties to supporters with varying degrees of strength to capitalize on those benefits.

CHALLENGES IN THE USE OF PERSONAL NETWORKS

Up to this point, our discussion has revolved around the features and mechanics of personal networks. One of the key activities of owner-managers is to identify the ties that will provide critical resources to begin to develop or expand the small business. While it is cost-effective for owner-managers to access a resource through an existing strong tie, the question for the business is, is this resource of good quality? Even when an owner-manager can access a resource below market price, it does not guarantee that the small business will get a competitive advantage.72 The other essential question, so far left unanswered, is what a small business owner-manager should do if he or she does not have an optimal (or sufficient) personal network to provide the kind of resource that is needed?

Fortunately, personal networks do evolve, grow, and shrink to meet the small business owner-manager’s changing needs. As such, owner-managers need to identify new contacts and activate preexisting contacts for the business pursuits. Assembly of the resources is often a trial-and-error discovery process where owner-managers try to identify which resources are most relevant for their business.73 As a consequence, the future potential of any given set of ties is unlikely to be known, which makes it difficult for owner-managers to identify which relationships have the greatest potential.74 The development of ties with new supporters, therefore, may be essential to success in business creation, development, and expansion. But a word of caution, although the process can be one of trial and error, one does not want to expand one’s network without direction. Dubini and Aldrich argue that targeted expansion, that is, finding individuals that fit the owner-manager’s current needs, is the only worthwhile type.75 Successful owners-managers must grow their supporter networks in highly deliberate and strategic ways throughout the business development.76

In the development of new ties to potential supporters, the first challenge all small business owner-managers face is the natural tendency to interact with and create new ties to people who are similar to themselves. We have a tendency to interact with people with whom we share several sociodemographic, behavioral, and interpersonal characteristics.77 This tendency is understandable and natural because similarity eases communication, increases predictability of behavior, fosters trust and reciprocity, and reinforces self-identity. A good deal of research has supported this “homophily” principle.78 Owner-managers should be aware of this human tendency so that they are not constrained by it when trying to access critical resources.

We are advocates of the notion that success in business pursuits is not a function of where an owner-manager starts, that is, how big and dense his or her initial network is, but of the journey he or she takes as he or she develops ties with new supporters.79 Building new ties, however, takes time. Owner-managers are generally advised to start small with minor transactions in which little risk is involved and to continue on through transactions in which both parties can prove their trustworthiness.80 New ties need to be established slowly and incrementally over time before they can become strong.81 For this reason, creating new ties can be uncertain, difficult, and more resource intensive for owner-managers than deepening existing familiar ties.82

One interesting strategy to save time and resources while building new ties is to pay attention to the sequence in which new ties are created. In their preliminary work, Smith and Autio call this the “tie-order strategy.”83 According to them, insightful individuals develop key ties in an informed sequence to engender favorable network positions: “If entrepreneurs are able to maneuver favorable initial network positions, a domino effect can be created that amplifies initial small advantages.”84 As such, small business owner-managers who are under time constraints should pay attention to the right sequencing when contacting new potential supporters.

In addition to paying attention to sequencing, building ties with individuals who have a diverse network or who bridge structural holes can also help to expand to new individuals and resources.85 Individuals who connect across diverse networks tend to receive information of higher quality, relevance, and timeliness.86 Creating ties across disconnected networks helps owner-managers who broker across these networks to realize value by offering these individuals the opportunity to transfer ideas from one isolated group to another, a process that involves recognizing when solutions currently in one part of the network are likely to have applications elsewhere in the network.87

In sum, personal networks can be very useful for small business owner-managers during their quests to start, develop, and expand small businesses. They allow one to access different kinds of resources with minimal investments and costs. The challenges of using personal networks are mainly related to the idiosyncrasies of small business development: does my personal network enable me to access all those resources that I may need, even though I do not know today what I am going to need tomorrow? As such, besides paying attention to the full exploitation of one’s existing personal network, small business owner-managers should also be very deliberate and strategic when reaching out to new potential supporters who are not part of the existing personal network. In essence, the key to success in small business development is found in the ability to develop and maintain a personal network.88 
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Thinking like MacGyver: Substituting Resourcefulness for Resources in Small Businesses

Craig E. Armstrong

MacGyver was a popular action-oriented television series that aired in the United States from 1985 to 1992. The character MacGyver was an agent who worked for a secret government agency. What made the show particularly popular was that MacGyver’s main asset was his practical use of scientific knowledge and creative use of common items to get out of seemingly unsolvable problems. MacGyver used everyday objects from his immediate surroundings and transformed them into tools to get out of life-or-death situations. The MacGyver character became a symbol for resourcefulness that has endured long since the show was canceled.

Resourcefulness is defined in this chapter as the ability to cope with difficult situations or unusual problems by putting available resources to efficient or ingenious use. As this example shows, resourcefulness can be the most valuable asset a person can have when resources are otherwise limited. Similarly, the resourcefulness of resource-constrained small businesses can also be their most valuable asset. All businesses need to own some level of assets to generate revenues and to differentiate themselves from competitors. Achieving these outcomes is particularly challenging for owners of small businesses. To surmount this challenge, the Small Business Administration urges small business owners to “focus resources and explicitly or implicitly develop a strategy to (provide it with) a competitive advantage over others.”1 The questions of which resources and strategies the small business owner should use, however, are not easily answered.

The purpose of this chapter is to introduce the concept of small business owner resourcefulness and to argue that resourcefulness is the most valuable asset the business can have. This chapter explains how resourcefulness is valuable to small business owners because of its unique attributes as a cognitive ability and a repeatable framework for small business actions. These attributes lead to three themes of resourcefulness that are relevant to small business owners and managers. First of all, “being resourceful” is frequently referred to as “bootstrapping” in the entrepreneurship and management literatures. Bootstrapping is the process of using the minimum possible amount of all types of resources at each stage in a business’s growth.2 This framework can be useful to small business owners because it reduces some of the risk they face in running their businesses while keeping as many options open as possible. So bootstrapping and resourcefulness tend to be synonymous terms for orienting a small business owner’s or manager’s mind-set and framework for taking actions. Second, resourcefulness is a cognitive ability that focuses on information processing, problem solving, and decision making. Therefore, no discussion of resourcefulness is complete without addressing its cognitive dimensions. Finally, the attributes of being both a mental skill and a process for optimizing resources means that resourcefulness can be learned and therefore has promising implications for owners and managers of small businesses.

Following these themes, I address these questions: How does resourcefulness vary across individuals, and how are resourceful behaviors affected by resource constraints and the context of the opportunity? Answering these two questions should provide greater insights into differences in resourcefulness in terms of individual abilities and preferences and applicability of different resourceful behaviors in different contexts of opportunities for small businesses. This chapter attempts to answer these questions by identifying the conditions under which resourcefulness is likely to occur and by presenting a framework of resourcefulness as a function of cognitions, attributes, heuristics and biases, prior knowledge, and time constraints. The model of small business owner and manager resourcefulness framework is presented in figure 11.1.
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FIGURE 11.1 A Model of Small Business Owner Resourcefulness



The remainder of this chapter is organized as follows: First, I define and discuss the concept of resourcefulness. Second, I compare resourcefulness to bootstrapping and discuss how they serve both as mind-sets for thinking about managing a small business and a framework for decision making and action taking in small businesses. Third, I then briefly differentiate between the terms causation, effectuation, and bricolage in the context of opportunity pursuit as different forms of resourcefulness. This step is important in distinguishing what is and is not considered to be resourcefulness. Fourth, I then identify the conditions under which different forms of resourcefulness are most likely to occur. Doing so helps to identify the main contexts in which this activity is most useful. Fifth, I then point out some predecessors to resourceful behaviors that affect if and how a person responds to a business opportunity. This part of the chapter presents a framework for resourceful behavior. Finally, I conclude with a discussion of implications and actions for small business owners and managers.

RESOURCEFULNESS

This section provides definitions of the term resourcefulness as they appear in the small business management and entrepreneurship literatures. A good short definition of resourcefulness is “patterned behaviors of making sense of limited resources.”3 A good and even shorter definition is “innovation of effort.”4 As such, resourcefulness is a form of seeing patterns in situations of limited resources and finding ways to take innovative actions using those limited resources. Resourcefulness can be seen as an ability that allows small business owners and managers to identify business opportunities and to regulate and direct behaviors accordingly to make the best use of these opportunities.5 For example, in St. Louis, Missouri, during the 1904 Saint Louis Exposition, the Banner Creamery’s owner, George Bang, was making a brisk business selling ice cream until he ran out of bowls. Desperate to continue his sales, he allegedly improvised with rolled-up waffles from a neighboring vendor to serve it in instead.

Another way to think about resourcefulness is to focus on how small business owners and managers accrue their resource bases. One of the key behaviors in which any business owner or manager engages is the marshaling of resources, such as people, money, equipment, and intellectual property, to pursue the opportunity. In recognition of these behaviors, Bradley et al defined resourcefulness as a construct composed of the dimensions of behavioral, financial, and social repertoires that help individuals to start and operate their businesses.6 This perspective views resourcefulness as a skill that can be learned through cognitive self-control regulations, such as coping, self-instruction, problem-solving strategies, delayed gratification, and self-efficacy.7

In the spirit of these definitions and the guiding image of the MacGyver example, resourcefulness is defined in this chapter as “the ability to cope with difficult situations or unusual problems by putting available resources to efficient or ingenious use.”

RESOURCEFULNESS AS BOOTSTRAPPING

In 1983, Howard Stevenson began to develop a framework for understanding the nature of opportunities. Using entrepreneurship as a context—one that certainly includes many small businesses—Stevenson defined entrepreneurship as “a process by which individuals—either on their own or inside organizations—pursue opportunities without regard to the resources they currently control.”8 Stevenson’s definition emphasizes (1) the role of opportunities and (2) the actions people take without regard to resources they control.

Opportunities are generally defined as those situations in which new goods, services, raw materials, and organizing methods can be introduced and sold at greater than their cost of production.9 Business opportunities exist primarily because different individuals have different beliefs about the relative value of resources based on the potential to recombine them into different value-creating uses.10 Action can involve the creation of new products, services, or processes, entry into new markets, the creation of new firms,11 or responses to challenges from competitors. Stevenson’s definition raises important Question: How exactly does someone pursue opportunities without regard to the resources currently controlled? What exactly does resourcefulness mean in a small business context? And under what circumstances are individuals more resourceful than others in the management of their small businesses?

HOW DO PEOPLE PURSUE OPPORTUNITIES?

In reality, most small business owners and managers work in resource-constrained environments. These owners and managers tend to pursue opportunities using only the resources they have on hand and to use less tangible but instrumental resources such as social capital and network positions to access those resources they need but do not have.12 Some small business owners and managers have shown that they can creatively repurpose or recombine existing resources and put them to novel, nonobvious, and valuable uses.13 In reality, most successful owners and managers of small businesses probably use both approaches. These approaches to business opportunities show that a small business owner’s or manager’s resources can shape and limit the opportunities that they can pursue, but also that the opportunity can shape or reshape the small business owner’s or manager’s resources, depending on his or her resourcefulness.

Borrowing from the entrepreneurship literature, there are at least four different frameworks describing how people identify and pursue business opportunities: (1) causation, (2) effectuation, (3) bricolage, and (4) improvisation. Each of these processes is inherently a form of resourcefulness. Each makes different assumptions about the givens of a business opportunity, the source of resources needed to pursue it, and the context in which the process of resourcefulness occurs. This section provides a brief overview of the distinctions between these four processes.

Causation

Causation is a process that assumes a particular outcome or goal as given and focuses on selecting between different means (inputs) to create that effect.14 This process occurs in the strategic planning of corporations and in the activities in which business students and people preparing to start small businesses engage when they write business plans.15 They identify a target market and estimate the likely return on investment as desired outcomes; then they set about identifying which resources they need to exploit the opportunity. These individuals use these plans as part of their efforts to attract resources to their ventures from outside parties to pursue the opportunity.

FedEx founder Fred Smith is a successful example of using causation logic. Smith wrote a term paper as an undergraduate student that outlined a service that would use computers and a hub-and-spoke approach to deliver packages overnight. His professor (most likely apocryphally) told him that such an idea would never work and awarded him a low grade. That term paper later became the plan that Smith used (along with an inheritance) to attract millions of dollars from venture capital investors to launch the overnight parcel delivery industry.

While there are many examples of successful outcomes from causation processes, there are also famous failures. The online grocer Webvan, for example, attracted hundreds of millions of dollars in investments to implement its grocery-order-and-home-delivery model before imploding under the absence of market demand for its service. The “given” of the opportunity failed to materialize, and causation logic failed the company’s founders, investors, and customers.

In summary, causation views the outcome of the business opportunity as a given and the means for marshaling resources as a matter of fit between the business owners/managers and the desired outcome.16 Causal thinkers believe that, “If I can predict the future, I can control it.” To borrow a phrase from the movie Field of Dreams, causation logic assumes, “If you build it, he will come.” The business manager simply plows over part of his or her cornfield and waits for the perceived inevitable outcome. Therefore, causation can be categorized as an outcome-driven process that relies on resource-seeking activities.

Effectuation

In contrast to causation, effectuation is a process that focuses on a set of means (inputs) as given and seeks to select possible outcomes or goals that can be achieved with that particular set of means.17 Sarasvathy differentiates between causation and effectuation in terms of the ways they view problems.18 Causal problems are problems of decision in conditions where the future is relatively predictable, goals are clear, and the context is independent of chosen actions; effectual problems are problems of design, where the future is unpredictable, goals are unclear, and context is driven by human action. Predictability and clarity are an outcome—rather than a starting point—of a step-wise process based on limited search and minimal commitment of resources. In short, effectual thinkers believe that, “If I can control the future, I do not need to predict it.”

Because effectuation begins with the resources on hand as a given and the desired outcome unknown, this process is input-driven. Likewise, because it focuses only on those resources available to the individual, it is an opportunity-seeking process instead of a resource-seeking process. Effectuation can be categorized as an input-driven process that relies on resources at hand.

Bricolage

Bricolage is defined as “making do by applying combinations of the resources at hand to new problems and opportunities.”19 Levi-Strauss conceived the idea of “material” bricolage as a process through which people (“bricoleurs”) use and combine resources that they have “at hand” to find feasible solutions to a wide variety of problems and opportunities.20 The bricoleur approaches novel situations with a refusal to enact limitations; a disregard for the limitations of commonly accepted definitions of material inputs, practices, and definitions and standards; and an insistence upon trying out different solutions that iteratively build upon previous actions.21 By doing so, the bricoleur “creates something out of nothing” in resource-constrained environments.

Bricolage differs from the above forms of resourcefulness in that the bricoleur is not “resource seeking”: the bricoleur does not attempt to attract and use resources that are not at hand. A common image of a person engaged in bricolage is the tinkerer who creates something new from the spare parts found in his garage. For example, evolutionary biologist Stephen Jay Gould kept on display in his office a collection of sandals made by impoverished Nairobians who had nothing more than a stockpile of used tires.22

Based on Baker and Nelson’s definition of bricolage, this process is outcome-driven because it begins with new problems and opportunities. Given a perceived opportunity or problem to solve, bricoleurs use and recombine whatever resources they have on hand to pursue the opportunity or solution. Therefore, bricolage can be characterized as an outcome-driven process that relies on resources at hand.

Improvisation

Improvisation has been defined as “the degree to which composition and execution converge in time”23 and more recently as “the substantive and temporal convergence of the design and execution of a novel production.”24 The term composition is used to denote a form of innovative production or invention that goes beyond automatically repeating a preexisting routine.25 This innovative production may be incremental or radical.26 The term execution emphasizes how the individual’s actions occur at the same time that he or she is composing his or her behavior.

Hmieleski and Corbett present improvisation as a process in which an individual is first presented with a problem; the individual then compares the problem to others that he or she has previously faced and selects a “referent” behavior based on past experience.27 Having identified the referent strategy, the individual considers its feasibility given the constraints that characterize the problem, and, if the referent action is judged to be feasible, the individual selects that particular action. In contrast, if the individual judges the referent action to be infeasible, he or she is forced to improvise by either extending or reconﬁguring the referent to create a novel course of action—in other words, a new referent. The process of problem evaluation, referent evaluation, and referent selection (or creation) occurs extemporaneously (i.e., on the spur of the moment), such that the individual is assessing probabilities and producing strategies while simultaneously acting out the solution.28

The extemporaneous nature of improvisation likely forces most individuals to rely on previously learned mental models and shortcuts.29 Because these processes by definition occur extemporaneously, cognitive heuristics and biases are likely to be the most commonly used referents.30 The referents that arise from these heuristics and biases tend to have “an underlying formal scheme or guiding image” that directs the individual to his or her choice of action.31 In other words, an individual’s heuristics and biases provide a road map for identifying the most promising referents or, in the absence of promising choices, lead that individual to ideas about extending or reconfiguring them.

Based on Hmieleski and Corbett’s description of the improvisational process, improvisation begins with an assumed outcome (a defined problem or opportunity) that is pursued using only the resources at the individual’s command.32 These resources are typically the prior experience that an individual has dealing with a particular problem and the repertoire of referent actions he or she has accumulated and are therefore limited to what the individual has at hand. Improvisation is distinct from bricolage, however, because bricolage can occur in the complete absence of improvisation.33 As Baker observes, it is entirely possible to plan to do something by combining the materials that will be at hand at a later time, such as in a competition or social event.34

A popular example of planning to do something by combining the materials that will be at hand at a later time is the television show Iron Chef. In its original Japanese format, chefs were given one hour to cook and improvise a multicourse meal around a theme ingredient that must be present in each dish. Before the actual taping, the chefs were given a short list of possible themes. This allowed the chefs to plan for a limited range of scenarios based on the theme ingredient and allowed the producers of the show to get any complementary ingredients that might be needed. The chefs’ dishes were judged based on the extent to which a chef was able to “express the unique qualities of the theme ingredient.”

These conceptualizations of improvisation portray it as a cognitive resource that can affect the ways in which the individual chooses to pursue opportunities. As the Iron Chef example illustrates, a chef’s ability to successfully improvise relies on the depth and variety of the individual’s prior related knowledge and experiences as well as the ability to quickly perform optimal and creative actions. Because of these unique features, further discussion of improvisation is reserved for the later section on the role of prior knowledge, cognitions, heuristics, and biases in resourcefulness.

Each of the processes of causation, effectuation, bricolage, and improvisation are forms of resourcefulness (with differing assumptions about resources and opportunities as discussed) and represent different types of behaviors in which small business owners and managers engage to pursue opportunities.

A COGNITIONS EXPLANATION FOR RESOURCEFULNESS IN SMALL BUSINESSES

As discussed in the previous sections, the major explanations for this phenomenon include causation, effectuation, bricolage, and improvisation. What has not yet been discussed is why a small business owner/manager may choose one resourceful behavior over another. An individual’s preference for or choice of a particular behavior is likely based on his or her cognitions,35 affect,36 heuristics and biases,37 and prior experience.38 This section explores the role of cognitions, affect, heuristics and biases, and prior knowledge—or the “knowledge structures” of cognitive science—on the types of resourceful behaviors in which individuals might engage.

Resourcefulness is both an attribute of individuals and a process in which they engage. In terms of attributes, some individuals have certain cognitions or affects that make them more resourceful than others. Cognition and cognitive psychology focus on the study of individual perceptions, memory, and thinking.39 Cognitive skills are defined as the abilities to gain meaning and knowledge from experience and information and the ability to think, process, and combine new information with previous information.40 Building upon cognitive psychology, social cognition theory focuses on the mental models (cognitions) that people use to optimize their effectiveness within given situations.41

The most basic units of the knowledge structure are the cognitions of an individual. The knowledge structure represents the knowledge that an individual has accumulated and, perhaps more importantly, the manner in which that information is organized.42 Researchers of cognitions would like to know whether the knowledge structures of people who start and run their own businesses are fundamentally different from those of other individuals43 and whether they are subject to the same cognitive biases and errors as other people.44 Following these literatures, this particular cognitions literature borrows central questions from the cognitive psychology domain, such as “How do people think?” and “What are the mechanisms through which people acquire, transform, and use information?” and applies those questions to the domain of starting and operating small businesses.45

Research on cognitions in small businesses, however, has tended to focus on opportunity identification and less so on the pursuit of opportunities.46 The remainder of this section considers how cognitive structures might affect an individual’s choice of resourceful behavior using a heuristics and biases framework.47

Heuristics and biases are cognitive structures that represent the mental shortcuts people use to interpret information and situations in which they find themselves. When confronted with a novel and uncertain situation, some individuals have a bias toward action, while others have a bias to simply evaluate or even ignore the situation. Tversky and Kahnemann initially studied three heuristics that people use when making judgments under uncertainty: representativeness, which is usually employed when people are asked to judge the probability that an object or event A belongs to class or process B; availability of instances or scenarios, which is often employed when people are asked to assess the frequency of a class or the plausibility of a particular development; and adjustment from an anchor, which is usually employed in numerical prediction when a relevant value is available.48 These heuristics are highly economical and usually effective, but they often lead to systematic and predictable errors. The bias toward action and judgment of results, however, can provide valuable new insights if uncertainty has been reduced.

Studies of heuristics and biases have tended to focus on the individual’s assessment of the resources needed to pursue the opportunity, the context of the opportunity, the individual’s own abilities and skills, and the expected return on investment.49 Research on opportunity recognition suggests that small business owners and managers will choose resources and modes of opportunity pursuit based on their prior experience and knowledge.50 Haynie et al., however, found that under some conditions these individuals will seek out resources and modes of exploitation that are inconsistent with their current resources (resources at hand).51 Similar to opportunity evaluation, the pursuit of an opportunity involves forward-looking expectations about the action-outcome dyads (“If I do this action, this outcome will occur”) of exploitation. However, while opportunity evaluation is completely forward looking, opportunity pursuit is an enactment of those forward-looking beliefs.52 As a result, opportunity pursuit is likely to be fraught with cognitive challenges as individuals generate hypotheses about action-outcome relationships, evaluate and choose from that pool of action-outcome dyads, act upon the perceived optimal dyad, and then attempt to learn from that action. This iterative series of hypotheses generation, evaluation of action-outcome dyads, and attempts to learn from actions may invoke useful or harmful heuristics and biases as beliefs about a particular opportunity become realities.

These heuristics and biases can include counterfactual thinking, affect infusion, self-serving bias, planning fallacy, and self-justification;53 overconfidence or representativeness errors;54 similarity bias;55 availability;56 and overconfidence, illusion of control, and belief in the law of small numbers.57 These heuristics and biases are frequently associated with bad outcomes. Research on cognitions in entrepreneurs and small business owners, however, shows that small business owners and managers do, in fact, think differently from other people in the general public.58 (Otherwise, they would all work as employees in larger companies!) The cognitions approach provides some empirical support for claims the French anthropologist Claude Levi-Strauss made to compare bricoleurs and “craftsmen.”59 Levi-Strauss viewed the bricoleurs as people who use “devious means” to recombine resources that are available at hand to accomplish their work, while dismissing craftsmen as individuals who restrict themselves to a subset of well-defined resources or tools to accomplish their tasks. Small business owners and managers think differently from other people and may be predisposed to bricolage, effectuation, improvisation, and an orientation to recombine existing resources instead of unimaginatively relying on a set of well-defined resources.

A preference for bricolage might actually inoculate small business owners and managers from the use of some heuristics and biases, or at least help them to avoid their bad results. A list of some of these heuristics and biases includes counterfactual thinking, the planning fallacy, biases in perceptions of independent events, overoptimism, entrepreneurial self-efficacy, and the role of prior self-knowledge. Each of these cognitive structures conceivably influences the beliefs of entrepreneurs and especially the outcomes of different resourceful behaviors.

Counterfactual Thinking

Counterfactual thinking is a means individuals use to create mental representations of alternatives to the past in which a person “undoes” some event of misfortune.60 People automatically engage in counterfactual thinking when they experience some negative event. This form of thinking makes them feel bad about the consequences of the event (“It could have been avoided”), but it also allows the person to create a positive inferential outcome because he or she better understands the causal-inference mechanism that led to the event. The mental act of imagining how a negative outcome could have been made better is called upward counterfactual thinking. When you compare pessimistic people to optimistic ones, pessimists tend to engage in upward counterfactual behavior (“The outcome could have been better than the one I experienced”), while optimists tend to engage in downward counterfactual behavior (“The outcome could have been much worse than the one I experienced”). Both the pessimists and optimists get the same insights into the cause-effect relationship leading to the event they experienced, but the optimists tend to think they got a better deal (or were luckier) than their pessimistic counterparts. Because small business owners and managers tend to be more optimistic than non-small business owners and managers, they will view the outcomes of their resourceful actions as having turned out better than they could have, even when the outcomes are negative. The optimist will continue to engage in resourceful behaviors, while the pessimist will desist to avoid more disappointments.

People can also engage in prefactual thinking in which they imagine a certain outcome that might occur in the future and then feel regret for acting or not acting in the present. A classic example is when a person is considering a major purchase, such as a car, in the present and imagines his or her reaction to finding out that he or she could have purchased the car at a much lower price in the near future. As was the case with the comparison of pessimists to optimists, pessimists tend to engage in upward (better than expected) prefactual thinking, while optimists tend to show no preference for prefactual thinking.61 The prefactual thinking of the pessimist will cause him or her to put off major decisions or actions and therefore remove the possibility of reducing uncertainty about an opportunity. In contrast, the optimistic small business owner or managers will not “undo” any future decisions or actions and will engage in the resourceful behaviors that reduce uncertainty.

Planning Fallacy

Individuals who suffer from the planning fallacy believe that they can complete more work in a given period than they are actually capable of completing.62 This cognitive bias is portrayed in the new venture planning literature as an individual’s belief in the inevitability of his or her business plan.63 Small business owners and managers who emphasize a resourcefulness behavior of causation to pursue opportunities are likely to be especially susceptible to this bias because their minds are so invested in their predicted model of the future. In contrast, effectuators, bricoleurs, and improvisers would not be expected to suffer from such a bias because of their emphasis on resources at hand. Effectuation, bricolage, and improvisation are behaviors that reduce uncertainty, even when they produce seemingly negative consequences. Obviously, no one can function effectively in small business without some level of planning, but planning in a vacuum without engaging in effectuation, bricolage, or improvisational behaviors can produce results that are almost as bad as doing no planning at all.

Biases in Perceptions of Independent Events

Research in psychology indicates that individuals have difficulty distinguishing between patterns and randomness, with a bias toward perceiving patterns that do not exist in actuality.64 In particular, people seem to have difficulty thinking properly about independent events: a series of events each of whose outcomes have no influence on the outcomes of future ones. One of the best known of these confusions is the “hot hand” fallacy.65 In sports, a basketball player who is seemingly on a streak of hitting successive three-point shots in a game is described as having a “hot hand” and is therefore the player who should be taking shots to win the game. The reality is that the outcome of each shot is independent of the previous shot’s outcome.

Small business owners and managers who are particularly subject to biases in perceptions of independent events may interpret randomness as signals that indicate substantive insights into, for example, customer preferences or market trends. The impact of such a bias would likely have a greater negative impact on individuals who pursue a causation approach because they will marshal and commit substantial resources toward a perceived opportunity before facing the reality of market acceptability. The hot hand fallacy may be similarly detrimental to effectuators, bricoleurs, and improvisers who have early successes in their conceptualization of a promising target market.66 In other words, their perceptions of a less uncertain reality may not be applicable to a larger sample of action-outcome dyads. The prescription for preventing bad outcomes from a preference for these three resourceful behaviors is to continue to persist in those exploratory behaviors until the signal of outcomes is much more consistent. In other words, continue behaviors of effectuation, bricolage, and improvisation without rushing to any final judgments.

Overoptimism

Research indicates that entrepreneurs and small business owners and managers tend to be more optimistic than other people, even to the extent that they expect positive outcomes when such expectations are not rationally justified. Hmieleski and Baron, for example, found that the optimism of such individuals is strongly and negatively related to the performance of their new ventures.67 Because highly optimistic individuals tend to expect positive outcomes in many situations, such opportunity overload may encourage experienced, highly optimistic individuals to pursue more opportunities than they can realistically manage.68 This tendency, in turn, has been shown to be a major problem for people who want to start and run their own businesses, one that interferes with their ability to build sustainable growth.

At the same time, however, small business owners and managers certainly require some level of excess optimism to remain engaged in the complex tasks of pursuing an opportunity. The processes of new venture creation and development are fraught with environmental stressors that can lead to great tension.69 Therefore, a small business owner or manager would actually need a surplus of optimism or mental hardiness to persist in these activities while maintaining healthy levels of psychological well-being. Hmieleski and Carr conceptualize this mental hardiness in terms of psychological capital: the psychic resources that can be drawn upon to meet the emotional challenges of a task or activity.70 These psychic resources produce the phenomenon of flow that is used to describe a person’s completely focused motivation in the service of performing and learning.71

So-called psychic resources that produce the sense of flow can sustain the actions of individuals who engage in any of the categories of resourceful behavior—causation, effectuation, bricolage, and improvisation—because they channel emotions that are positive, energized, and aligned with the individual’s particular task. Research in social psychology indicates that individuals who possess high levels of self-efficacy, optimism, hope, and resiliency tend to be endowed with high levels of psychological capital.72 These individuals may avoid the negative consequences of overoptimism while enjoying its benefits if they choose resourceful approaches that draw from using resources at hand (bricolage and effectuation) to avoid opportunity overload.

Entrepreneurial Self-Efficacy

Entrepreneurial self-efficacy is an individual’s beliefs in his or her abilities to engage in entrepreneurial activities. The concept of entrepreneurial self-efficacy arises from the social cognitions perspective that examines the interactions between an individual and the environment by explaining what cognitive, motivational, and affective processes are involved in a person’s decision to engage in entrepreneurial behaviors and how these processes are shaped by environmental and market factors.73 The construct of entrepreneurial self-efficacy captures the beliefs that an individual has in his or her ability to perform a given set of tasks with a simultaneous assessment of the constraints and opportunities of the task environment.74

Compared to individuals with little or no self-efficacy in running or owning a small business, a person who is high in self-efficacy will probably exert more effort for a greater length of time, persist through setbacks, and develop better plans and strategies for the task. This group of individuals may be determined bricoleurs who refuse to enact limitations on the potential uses of resources at their disposal or effectuators who persist in experimenting with different combinations of resources at their disposal to determine the most profitable market. Similarly, improvisers with high self-efficacy will persist in their improvisational behaviors and be more likely to reduce uncertainties about their opportunity. In contrast, individuals with high self-efficacy who prefer a causation approach to opportunity pursuit may find that they burn through their resources in search of the most appropriate market and even alienate key sources of resources with their dramatic misses. Those individuals who have high self-efficacy will improvise with confidence and, even if they experience initial failures or near misses, will find an optimal and creative solution for pursuing their opportunities.

Role of Prior Knowledge

A person’s ability to recognize an entrepreneurial opportunity is largely a function of that person’s prior knowledge related to that particular situation.75 Prior knowledge provides unique insights into the aspects of a business opportunity that lead to more accurate judgments about its value proposition, target market, and profitability. Similarly, a person’s prior related knowledge can be particularly useful in the identification of resources needed to pursue the opportunity. The processes of starting and running a business require different individuals with different skills and abilities at different times.76 Individuals who have greater knowledge about a particular insight will be able to better judge which people he or she needs and which resources need to be owned versus borrowed (or even ignored). For example, because of their prior related knowledge to starting new ventures, serial entrepreneurs are typically more resourceful in their approach to pursuing opportunities. Their experiences provide them with greater insights into similar opportunities and allow them to rely more on a causation approach to their pursuit than on the other three approaches. Armed with greater certainty, they do not need to focus as much on effectuation, bricolage, or improvisation behaviors to reduce uncertainties about an opportunity.

The existence of prior experience or related knowledge should moderate the potential use of heuristics and biases in the choice of opportunity pursuit. However, Hmieleski and Baron found that prior experience in creating ventures actually strengthened the negative effects between overoptimism and business performance.77 This finding is probably an example of a small business owner or manager who had a hot hand at a particular time and became biased toward the likelihood of success in future similar businesses. Reliance on prior experience or related knowledge may be yet another heuristic or bias similar to a belief in the law of small numbers or the hot hand.

CONCLUSION

This chapter adopts the Stevenson model of entrepreneurship as “the process by which individuals—either on their own or inside organizations—pursue opportunities without regard to the resources that they currently control.”78 The Stevenson model seems to imply that the construct of resourcefulness is central to the processes of entrepreneurship. Following this implication, this chapter presents four approaches to entrepreneurial resourcefulness—causation, effectuation, bricolage, and improvisation—and describes how they differ in terms of assumptions about target markets and the use and sources of resources. Because these different forms of resourcefulness are behaviors that are driven by entrepreneurs’ abilities and beliefs, this chapter explores ways in which the cognitive structures of entrepreneurs might affect their preference for one resourceful behavior over another. In turn, the entrepreneur’s use of a particular resourceful behavior might lead to unintended consequences based on the heuristics or biases that make up part of his or her cognitive structures. At the same time, many small business owners and managers are characterized by biases such as high self-efficacy and overoptimism, which may simultaneously support their psychological capacity while muddling the accuracy of judgments about opportunities.79

The cognitive approach to small business management and entrepreneurship has provided new insights into explaining behaviors but may also present some conflicts or even paradoxes in the broader scope of studying the processes involved in establishing a small business and pursuing new opportunities.80 The differentiation of effects of heuristics and biases under different forms of resourceful behavior, however, does point directly to the benefits of effectuation, bricolage, and improvisation (compared to causation) in the pursuit of opportunities. Small business owners and managers who engage more in behaviors of effectuation, bricolage, and improvisation will enjoy greater levels of resourcefulness and greater insights into the opportunities that they pursue, all other things being equal.

The existence of a few serial small business owners and managers who can start and operate several businesses successfully over time suggests that it is possible to engage in a variety of resourceful behaviors without succumbing to the potential biases that they can create but that few individuals—small business MacGyvers—possess both the ability to be resourceful and the ability to avoid biased judgments.
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Market Entry Timing Decisions: A Formal Modeling Perspective

Moren Lévesque

The purpose of this chapter is to demonstrate the merit of formal modeling for theory building—or empirically testable proposition generation—on the timing of market entry. The clarity, consistency, and transparency that accompany formal modeling make a case for its use to guide the development of more theories, along with generating new practical implications that result from these theories. Because market entry enables firms to emerge and expand, the choice of when to enter a market has been studied rather extensively, but mostly on the empirical front and with a primary focus on the benefits that firms can derive from early entry.1 Empirical findings have exhibited some disagreements regarding early or pioneering entry into new markets that can be characterized by products that are new to the world, new product generations from improvements over an existing technology, or by bringing existing products to new geographic locations.2 This suggests the need for some theoretical resolution.

From the extensive empirical literature, the common wisdom is that pioneers can often achieve advantages by acquiring expertise, technological leadership, and control of distribution channels; by gaining influence on customers; and by erecting entry and mobility barriers.3 Although these advantages can create greater profit potential, others have also suggested that early entrants face a lower chance of survival or, in other words, higher mortality risk.4 Mortality risk can be viewed as the likelihood that the entrant becomes insolvent and remains incapable of recovering from that insolvency prior to being bankrupted and ceasing operations.5

The continuing debate on the relationship between market entry timing and (various aspects of) firm performance has given rise to an interdependent debate on the determinants of entry timing.6 Overall, scholars seem to agree on the importance of considering the interplay of micro (firm-level) and macro (environment/country-level) factors that can influence entry timing decisions and their impacts on firm performance. However, Fernando Suarez and Gianvito Lanzolla acknowledge that researchers have yet to provide conclusive evidence explaining the array of entry timing decisions, including the benefits associated with being the first to enter a new market, a follower, or a late follower.7

Furthermore, research on the impact of entry timing on competitive advantages has shown that the key factor for success is entry order and not necessarily pioneering.8 In other words, conditions exist where being a follower can be more beneficial than being the pioneer, and if a follower, being a late follower can be preferable to being right behind the pioneer. This view is supported by the observation that early movers can suffer free-riding imitation or high costs from technology and demand uncertainty.9 In his book, Steven Schnaars offers various examples of pioneers that did not prosper over followers.10 This chapter thus draws upon studies from the extensive literature on first-mover advantage—“the ability of pioneering firms to earn positive economic profits”—and entry timing that have been addressing a call made by Marvin Lieberman and David Montgomery back in 1998: “More research is needed on the strategic choices that pioneers and followers should make under different environmental conditions.”11 These scholars have recently reopened this call while discussing a series of challenges facing empirical research on market entry timing.12

One way to answer their call on the theoretical front has been through the use of formal modeling methods, which are especially appropriate given the dynamic and longitudinal nature of the entry timing decision. These methods enable the explicit consideration of time and of the evolution of constructs that play a key role in market entry. They also facilitate the identification of tradeoffs associated with the entry timing decision and, as a result, can yield practical implications to firms that contemplate expanding into new markets. Formal models can thus provide insights into real-world phenomena and are often praised for the clarity, consistency, and transparency that come from their unambiguous approach in deriving step-by-step the logical implications of given assumptions.13 But that also leaves them vulnerable to the reproach of being trivial, and they often suffer from low external validity, as empirical reality rarely conforms to the simplifying assumptions necessary to construct formal models. But, as was recently well articulated by Mohammad Keyhani, because all mathematics ever developed in the history of science and human achievement follows directly from given assumptions and axioms, it can all be accused of being trivial. The real value of formal modeling originates from those circumstances where what is mathematically trivial turns out to be much more complex than what is cognitively trivial to an individual’s mind.14

The remaining sections of this chapter first discuss such methods. Then, because the longitudinal nature of the entry timing decision naturally implies learning, the chapter offers as examples three studies that have used formal models that capture learning. This is followed by three additional examples where competition has been modeled formally, including one study that models aspects related to the follower rather than the pioneer. Each example is also accompanied by some guidance for small business owners considering expansion in the form of new market entry. Because both learning and competition mechanisms can, over time, alter the influences of firm or environmental characteristics on firm performance, and thus the resulting entry timing decision, their discussion warrants an entire section each. The chapter concludes with a discussion of new research avenues based on altering the combination of entry timing determinants and on adding sophistication to the modeling of learning and competition.

WHY FORMAL MODELING?

By formal modeling, I refer to the use of mathematics—a language of its own. Although not everyone “speaks” mathematics, its formal logic based on symbols and equations can be a valuable complement to verbal logic. The purpose of this chapter is not to teach how to speak this language but instead to try to illustrate what it can accomplish, especially as it can be translated into theories and practices of market entry timing decisions. The dynamic, longitudinal, and decisional nature of the entry timing decision requires the use of formal models that can enable an explicit consideration of time and the evolution of constructs that play a key role in market entry. Decision-theoretic models of an evolutionary nature can do this.

Decision-theoretic models are a class of conventional utility-maximizing models that can be utilized to characterize the best time to begin an activity, such as entering a market, when the objective function representing the overall goal of a decision maker can explicitly be expressed as a function of time. The objective function can involve two (or more) potentially conflicting firm performance measures—for instance, the maximization of firm profitability and of the likelihood of survival. These measures can be in conflict because what can result in high profitability may involve taking risks that in turn result in a low likelihood of survival or higher risk of mortality.

In the decision-theoretic model of interest herein, the entry timing decision problem is treated as a one-firm optimization problem. The firm must decide what the optimal time to enter the market is, which can be viewed as an irreversible decision, so as to maximize a combination of profitability and mortality risk where both evolve over time. The firm must then stop some sort of activity that is no longer as relevant once entering the market, such as terminating product development for its initial market offering or the entrepreneur giving up a wage job to become fully committed to the new business endeavor. Said differently, the firm’s best time to enter the market can also be thought of as the firm’s optimal stopping time.

Some decisional contexts can reasonably rely on time-based functional forms that represent how some constructs relevant to the entry timing decision evolve over time. For instance, an exponential functional form can be used to represent how a firm’s risk of mortality declines over time (presumably after a certain honeymoon period). Other contexts may instead require the use of randomness, where the values of some key constructs cannot be known with certainty. The objective function then depends on the random state of the decisional context, a state that evolves in a random manner over time and that can affect each component of the objective function. For instance, consider product development activities conducted to increase the quality of the entrant’s initial offering. If such activities depend on funding and funding is not known with certainty (as is plausible in small businesses that require injections of investment to expand), product quality can be viewed as the random state of the decisional context. In such circumstances, the decision of when to stop delaying market entry can be made by observing the state of that decision system. It is only once the state (e.g., product quality) satisfies the conditions for optimality that market entry should take place.

The conditions for optimality can take the form of threshold values for the state of the decisional context. Coming back to the product quality example, the condition could well be that product quality, which is expected to improve as more time goes by because of additional funding injections, should exceed a certain quality level before market entry takes place. These conditions for optimality are found by formulating the entry decision problem as what is formally called an optimal-stopping model (a subcategory of decision-theoretic models). This approach suits the needs of an entrant that must choose the best time to enter the market by evaluating when that entrant will benefit more from entering than from delaying entry for one more period. This approach can also bring a myopic (or Markovian) property about future rewards, whereby the benefit comparison is made by only looking at what can be expected for the next period rather than for the entire decision horizon.

By focusing on a number of important relationships (e.g., between time and the state variables or between the state variables and the objective function that can depend on conflicting measures), a decision-theoretic approach is able to capture some of the complexity of the entry decision. This approach also goes beyond the description of the relationships between contextual constructs/variables: it reflects the evolution over time of some of these variables; it prescribes a desirable course of actions; and it deepens our understanding of why that course may be advantageous. These advantages can in turn provide qualitative guidance to firms contemplating entering a new market. The concept of a threshold value as a mechanism to decide when entry should take place is a powerful one because it can also be viewed as a management tool. Small business owners who are active in research and development, for instance, can base their entry decisions on the progress such activity delivers on product quality and commit to enter only once that quality has reached a certain threshold.

Moreover, the use of decision-theoretic models is desirable because it characterizes precise and robust conditions that are sufficient for a firm’s optimal entry time. It can further identify not only the length but the causes of entry delays, which can be more straightforwardly identified with formal logic. Most importantly, the degree of generality and flexibility brought about by formal modeling can help to reconcile numerous empirical and what may appear to be inconsistent results. It can do so by more easily identifying key tradeoffs. The attainment of all these advantages would be impossible without the use of formal modeling.

Nevertheless, formal models (as any other type of models) are only as good as the assumptions that underlie them. Crucial assumptions include the factors that are believed to affect the timing of entry and, consequently, to be incorporated into a formal model of market entry timing. Empirical literature proposes firm- and environment-level factors influencing the entry timing decision as well as firm performance measures that have been associated with that decision. For instance, Fernando Suarez and Gianvito Lanzolla have suggested that the relationship between entry timing and various measures of performance depend on the conditions of the external environment facing the new entrant.15 Lucio Fuentelsaz, Jaime Gomez, and Yolanda Polo further contend that the industry context “should be taken into account when explaining the whether and when of entry decisions.”16

Empirical studies, however, have a tendency to view a measure of firm performance as the dependent variable (i.e., how the entry time influences that performance measure) and firm- and environment-level factors as independent or control variables. A decision-theoretic approach works differently. It uses instead the firm- and environment-level factors as the components of an entrant’s firm performance measure equations, while in turn these equations can be combined to form the entrant’s objective function used to formally characterize the “best” timing of market entry. Consequently, these factors and firm performance measures all become determinants of entry timing, as illustrated in table 12.1. In the next sections, I use samples of my own work to illustrate how this can be done by relating learning and competitive rivalry to the entry timing decisions to add some light to the debate on the determinants of market entry timing.
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LEARNING AND THE ENTRY TIMING DECISION

The longitudinal nature of the entry timing decision inadvertently involves learning. Learning can happen from participation, that is, from direct experience in the industry. Learning can also happen vicariously prior to entering the targeted market from the experiences of others. Another way to dichotomize learning is through the shift of attention from exploration to exploitation, a shift that requires irreversible commitments and, as such, a form of market entry. The exploration period corresponds to a stage where entrepreneurs endeavor to reduce their ignorance concerning the market or the technology by accumulating knowledge through experimentation and search (e.g., concept and product testing, completion of prototype, market research and testing).17 The exploitation period is instead associated with full commitment of resources to erect efficient production and business systems.18

For either the participation/vicariously or exploration/exploitation dichotomy, learning evolves over time. In turn, the evolution of learning brings about learning-based tradeoffs, and that is when formal modeling can become a valuable tool. For instance, in the shift-to-exploitation story, new entrants can realize first-mover advantages by rushing exploitation, but they can also accumulate knowledge by continuing exploration (and thus delaying exploitation). This knowledge accumulation can in turn reduce the ignorance of the new entrants or, in other words, their shortages of market- and technology-related knowledge surrounding the business opportunity. These tradeoffs and the dynamic aspect of these forms of learning can be formally captured by decision-theoretic (including optimal-stopping) models. I now offer three studies to exemplify how using such models can advance our understanding of entry timing decisions and guide small business owners considering expansion.

Example 1

In a 2009 article, Maria Minniti, Dean Shepherd, and I investigated entry timing by using the learning-from-participation versus learning-vicariously dichotomy.19 Given the novelty involved in new business activity, we argued that the less firms wait (to enter) the less they learn from others, but by doing so they also increase their ability to learn directly and, consequently, to appropriate a comparative (possibly first-mover) advantage. This tradeoff was accounted for in a decision-theoretic model of entry timing that explicitly captured the evolution of both learning types as well as the evolution of firm performance. Because Marvin Lieberman and David Montgomery recommended that those interested in the entry timing decision should focus less on market share and more on profitability and survival, we use in this case profit potential and mortality risk as measures of firm performance.20 The formal model also allowed for an explicit characterization of the relative contribution to firm performance of both sources of learning based on the hostility of the learning environment (i.e., how difficult it is to learn).

Specifically, we first identified two scenarios, where one yielded a unique optimal time of entry, but such optimal time could not be univocally determined in the other scenario. In scenario one, delaying entry into an industry corresponded to an increase in the amount of information that was learned vicariously, which, in turn, increased profitability and lowered mortality risk. However, the amount of information learned from participation was reduced with that delayed entry, which, in turn, decreased profitability and increased mortality risk. These influences thus created a tradeoff between what the firm could gain from the two learning types and, as a result, a unique optimal time of entry occurring when the marginal gains associated with each learning type was equal. For small business owners, this means that knowing whether such a tradeoff exists in the industry they contemplate to enter can inform them on whether there is a “best” time. If such time exists, they can then be steered toward it by investigating when the expected additional gain from what they can learn vicariously no longer outweighs the expected additional loss from not yet participating in the industry.

In scenario two, mortality risk could increase with previous learning because of, for instance, a greater stock of existing information that could bring the firm down unknown paths and as such increase profitability and also mortality risk.21 Then, a delayed entry was associated with an increased amount of information that could be learned vicariously, which increased both profitability and mortality risk, but also with a reduced amount of information learned from participation, which decreased both profitability and mortality risk. Consequently, no unique entry time could be determined. For small business owners, unlike scenario one, the entry timing decision becomes much more complex and not as conclusive because it no longer relies on comparing the expected additional gain from learning vicariously to the expected additional loss from not participating in the industry. It now brings additional tradeoffs between the two measures of firm performance.

Nevertheless, based on the analysis of these two scenarios, our formal model also enabled us to show that the length of time that a firm should wait to enter must be based on (a) how much there is to learn to begin with; (b) the speed at which the firm can learn from participation and from others; and (c) whether the information created by others has relatively more performance value (in terms of increasing profit and decreasing mortality risk) than the information the firm can gain by entering. Based on these three properties, the learning environment could be characterized as being less hostile (or friendlier) when the information to be learned was plentiful, and, at the same time, learning vicariously was relatively more effective at increasing performance than was learning from participation. We then demonstrated that the various tradeoffs involved (i.e., between the two types of learning and between the two measures of firm performance) suggested a strong tendency for later entry into the targeted industry when the entrant faced a friendly learning environment than when it faced a hostile one.

In other words, our decision-theoretic model does not tell when, in terms of days, months or years, a firm should enter, but instead offers advice on the ordering of entries based on the industries (or segments, or markets) that a firm might contemplate entering. If a small business owner considers two industries, A and B, where, to that owner, A is associated with a friendly learning environment (i.e., information is plentiful and learning vicariously is relatively more effective; e.g., open-source access) and B with a hostile one (i.e., information is now scarce and learning from participation is now relatively more effective), then the small business owner would be advised to enter B before entering A. This study has therefore changed the way we think about entry timing decisions and learning by bearing in mind that learning varies not only from entrant to entrant, depending on their relative speed of learning, but also from industry to industry, depending on their hostility for learning.

Example 2

In a 2008 article, Young Rok Choi, Dean Shepherd, and I used instead the opportunity exploration-exploitation dichotomy.22 We formulated an optimal-stopping model that incorporated a mechanism of business opportunity exploitation based on the tradeoffs between three measures of firm performance: exploration cost, profit potential, and likelihood of downside loss (i.e., the entrant’s financial losses that keep on going for multiple time periods and eventually lead to the cessation of operations). These tradeoffs were governed by an entrant’s level of ignorance reduction resulting from the accumulation of knowledge as well as by that entrant’s knowledge management orientation. The latter was based on whether the entrant could make transparent some, but not all, of the knowledge it possesses about the opportunity.23 An explicit knowledge management orientation can be exemplified by patents because they improve knowledge transparency. Trade secrets, on the other hand, better exemplify a tacit orientation. As they enable a balance between preventing imitation and improving legitimacy, these orientations enable the entrant to impact the level of ignorance held by competitors on that same business opportunity. Of course, this impact depends on the business opportunity’s degree of novelty, which can significantly differ among business opportunities.24

The formal model that we proposed in this study offered a series of benefits. It enabled us to explicitly capture the evolution of both entrants’ and competitors’ level of ignorance about the targeted opportunity. It also captured the evolution of each of the three measures of firm performance to find the best exploitation timing. In turn, this optimal-stopping model prescribed whether entrants should exploit (i.e., “stop” to explore) earlier or later based on (a) their knowledge management orientation; (b) how much competitors can learn from these entrants’ explicit knowledge; and (c) their opportunity’s degree of novelty. The prescriptions were governed by an ignorance threshold, whereby a lower bound on the entrant’s level of ignorance was identified and, once reached, signaled that this entrant should stop exploring and begin exploiting because the performance tradeoffs have been optimized. In other words, a unique optimal time of entry existed. The formal model further facilitated the use of sensitivity analysis on this ignorance threshold to examine the effectiveness of an array of strategies to manage knowledge and the timing of business opportunity exploitation.

Specifically, we demonstrated that entrants that select an explicit knowledge management orientation, while facing opportunities with high degrees of novelty, should exploit earlier than those that select a tacit knowledge management orientation. However, for business opportunities with low degrees of novelty, entrants’ selection of knowledge management orientation did not affect the optimal exploitation time. Instead, we showed that the timing of exploitation depended on the competitors’ level of difficulty in decreasing their ignorance (i.e., the inability of competitors to learn vicariously). In other words, as the level of legitimation requirements strongly correlates with the degree of novelty, when legitimation requirements are low and competitors are more able to learn vicariously, this work has taught us that entrants should expedite exploitation. On the other hand, when these requirements are high and competitors are less able to learn vicariously, then entrants should delay exploitation to afford some time to increase legitimacy.

Consequently, small business owners are advised to pay attention to their knowledge management orientation and thus to whether they make transparent some of the knowledge they possess about the business opportunity that they contemplate exploiting, but only when the opportunity is associated with a high degree of novelty. Small business owners favoring opportunities with low degrees of novelty are instead advised to pay attention to their competitors’ inability to learn vicariously. So, if a small business owner considers two industries, A and B, where A is associated with a great difficulty for competitors to learn from that owner’s exploration and B with minor difficulty for competitors to learn from this exploration, then the small business owner is advised to exploit B before A. This study has thus advanced our understanding of entry timing decisions by recommending that entrants’ knowledge management orientation and their competitors’ ability to learn be considered as drivers of when to shift from exploration to exploitation—a form of market entry.

Example 3

Optimal-stopping models can go beyond the description of the relationships between contextual constructs (such as between the levels of ignorance and various firm performance measures), beyond explicitly considering the evolution over time of these constructs, and beyond the identification of a go/no-go threshold. These formal models can also accommodate an additional dimension to the entry timing decision by simultaneously considering a specific mechanism (or mode) of market entry. While also modeling the impact of learning on the entry timing decision, Dean Shepherd and I took this route in a 2004 article by considering the level of mimicry selected by the new entrant at market entry.25 Mimicry refers to the degree to which an entrant imitates the key practices of other firms, those being competitors from the same industry or from related players in different industries.

This additional feature enabled us to prescribe three courses of action: delay entry, enter with a low mimicry entry mechanism, and enter with a high mimicry entry mechanism. We again considered the entrant’s level of ignorance as well as its profit potential and mortality risk. Where we departed from example 2 was in what characterized the environment of the business opportunity; this time we considered whether the firm is entering markets of developed economies or those of emerging ones. However, our findings were divided on whether new entrants should be more or less likely to enter earlier in an emerging relative to a developed market.

In other words, if a small business owner considers two economies, A and B, where A is emerging and B is developed, then whether the owner is advised to enter A prior to entering B depends on an assessment of the mortality risk of the previous period and of the expected level of ignorance reduction through vicarious learning. While acknowledging the complexity of the entry strategy decision, the optimal-stopping model offered guidance on when to enter the market (timing) and how to enter the market (level of mimicry), taking into consideration the current environment faced by the small business owner as represented by a number of threshold lines. The guidance on whether the market of an emerging economy should be entered before or after the market of a developed economy corresponded to these threshold lines, illustrating that entry can be postponed when the expected ignorance reduction was large enough, regardless of the assessment of the mortality risk of the previous period. As a result, the emerging-developed dichotomy did not play the crucial role that we had anticipated.

Nevertheless, the guidance on how to enter the market was more conclusive. We found a preference for higher mimicry entry mechanisms in the markets of emerging economies than in those of developed ones. Another merit of formal modeling on the timing of entry is that it brings forward potential inconsistencies in current thinking. Specifically, being able to explicitly account for the conflicting impacts of ignorance reduction on potential profitability and risk of mortality in the entry timing decision enabled us to identify a crucial role played by imitation in market entry. The implied benefits resulting from imitation that we found are, however, inconsistent with the resource-based perspective, where resources should be rare, valuable, costly to imitate, and nonsubstitutable. The suggested preference for a higher mimicry entry mechanism for entrants in emerging economies violates the rarity assumption, and, as result, these entrants’ ability to obtain a competitive advantage can be rather limited. The formal model taught us that in fact the cost-benefit ratio faced by entrants from using a high mimicry entry strategy appears to be lower for those entering emerging economies than for those entering developed ones.

COMPETITION AND THE ENTRY TIMING DECISION

Delaying market entry to learn from the experience of others—to reduce one’s ignorance—comes at the cost of a built-up level of competition in the industry. Competitive rivalry, like learning, thus also plays an important role in entry timing decisions. Competitive rivalry between or within technologies or among equivalent and substitute products through, for instance, price or promotional competition is expected to affect the relationship between the timing of market entry and firm performance (see e.g., the work of Heli Koski and Tobias Kretschmer on technology rivalry).26 More intense competition puts downward pressure on profit margins for individual competitors, which tends to reduce profitability and increase bankruptcy (or mortality) risk.27

Like learning, competition takes different forms. It can be cumulative, such as in the case of existing products already in the market that partially serve the needs of the customers and, over time, are gradually upgraded (e.g., computer software and hardware). Competition can also be sudden, where the needs of customers are not currently served by existing products but incumbent firms likely have the know-how and resources to bring such products to market quickly (e.g., think of additive manufacturing as a means to replicate skin cells). Formal modeling can incorporate these two forms of competition and their uncertain nature through random variables. Formal modeling can also allow competition to be neither cumulative nor “one-shot,” but to follow a path. The degree of concentration of firms in a market can go up and down over the life cycle of an industry and has been used to measure competitive rivalry.28

Decision-theoretic models can further capture competitive rivalry over time through the positioning of a following entrant with respect to the industry pioneer. In other words, competition can be captured by acknowledging the positioning of the pioneer relative to the follower. Such positioning could, for instance, be based on the amount of complementary assets possessed by the follower over and above that of the pioneer—a relative as opposed to an absolute advantage or disadvantage. Or else, it could be based on the consumer’s relative preferences for a follower’s brand (see e.g., the empirical work of Demetrios Vakratsas, Ram Rao, and Gurumurthy Kalyanaram on followers’ entry timing decisions).29 I now offer another set of three of my own studies to exemplify how using formal models that capture the dynamics of competition can advance our understanding of entry timing decisions and guide small business owners considering expansion.

Example 4

In a 2002 article, Michael Armstrong and I used an optimal-stopping approach to investigate the optimal time at which to end product development and enter the target market to maximize firm profitability.30 In this formal model, we considered funding availability (equity or debt), product development, and market competition to all be unknown or, in other words, random variables. In this case, we did not have potential tradeoffs between measures of performance, as we focused on profitability. Nevertheless, within the profitability function there was an embedded tradeoff, in that delaying product development (rather than entering the market) would bring in more funding and thus produce more revenues, because it would result in a product of higher quality, while, on the other hand, delaying entry would also cost more because competition would increase (and reduce possible revenues) and so would the money to be transferred or paid back to investors (as more funding could be accumulated).

We analyzed two competition settings. In the cumulative competition setting, competition began at some initial level and gradually increased each period by a random amount. In the one-shot (or sudden) setting, there was initially no competitor in the target market, but there was a threat of entry by a potential competitor. We showed that the optimal entry time for a cumulative competition setting was affected in similar manners by changes in the environmental context (e.g., rate of return on equity or debt financing) as it was in a one-shot competition setting. This conclusion was important because it provided generalizability to our findings. We found that when financing rates were higher and thus the amount owed increased faster, a small business owner would want to get the product to market sooner to avoid this mounting indebtedness. An earlier product launch was favored when the small business owner faced higher costs to keep the business alive (because it provided revenue sooner to cover these fixed costs), more effective competitors sooner (because it made the race to market more important to win), a market that was less rewarding overall (because less incentive existed to take the time to develop a better product), or product development had a large head start and tended to reach higher levels of quality sooner (because the point of diminishing returns was reached faster).

These conditions express when small business owners are expected to introduce their products to the market relatively earlier or later. These conditions are based on changes in expected profit, which might not be an easy or intuitive metric for small business owners to use. The formal modeling approach enabled us to recast the analysis in terms of product quality, which produced a target quality level that the product must meet to maximize profitability. In other words, by restricting our attention to specific forms for the revenue function, the competition loss function, and the probability distributions of our random variables, we were able to develop an easier-to-implement profit-maximizing market entry decision rule that was based on the observed level of product quality. This recasting led to the conclusion that a product’s final quality level could be impaired by an amount of funding that is either too little or too lavish. This recasting not only informed scholars regarding the need for an appropriate scale for funding, but it also provided qualitative guidance to new entrants wanting to measure their research and development progress because the concept that we offered of a quality target can be viewed as a management tool.

Moreover, based on our findings, small business owners are expected to release a product of lower quality when they must pay higher rates for financing, when they encounter higher overhead costs, or when they face more numerous or more powerful competitors. The rationale is that, under these less favorable conditions, the escalating costs of operation, financing, and competition more quickly overtake the revenue increases that could be gained from releasing a product of higher quality (and thus delaying the timing of entry). However, small business owners are expected to release a product of higher quality when the potential revenue associated with product quality is higher, product improvements are easier to achieve, or when funding for development is easier to obtain. The rationale for this is that the lucrative market, ease of development, and supportive financing can afford small business owners the opportunity to further develop the product, thus delaying its time of entry.

Example 5

In a 2002 article, Dean Shepherd and I considered competitive rivalry along with environmental volatility to explore the entry timing decision.31 Environmental volatility refers to difficult-to-predict discontinuities, which can occur, for instance, during research and development, where firms require financial injections and such injections are of uncertain amounts or come at uncertain intervals.32 We also used an optimal-stopping model to explicitly capture over time the impacts of the levels of both environmental volatility and competitive rivalry on the entrant’s potential profitability and mortality risk. Competitive rivalry was modeled so as to follow a random path with an expected level that increased as the industry approached maturity. By offering a simple optimal-entry-timing rule that was based on combinations of these two environment-level factors, the model enabled us to look at certain characteristics of industry pioneers to make prescriptions regarding the entry timing of new entrants. In other words, levels of environmental volatility and of competitive rivalry were used to characterize a threshold pair that could inform a new entrant in each period whether it is best to enter the market now or wait an additional period.

We found that the thresholds were more likely to be reached when environmental volatility or competitive rivalry initially faced by industry pioneers was high but their mortality risk was initially low. Consequently, new entrants were more likely to enter the industry early. On the other hand, when environmental volatility or competitive rivalry initially faced by industry pioneers was low but their mortality risk was initially high, the threshold pair was less likely to be reached for either of its components. Hence, new entrants were more likely to enter the industry late. Therefore, if a small business owner considers two new industries, A and B, where A is characterized by high environmental volatility, high competitive rivalry, and low mortality risk and B is characterized by low environmental volatility, low competitive rivalry, and high mortality risk, we advised that the owner enters A prior to B. We also found that industries with a fast rate at which mortality risk declines (with later entry) should not necessarily experience new entries earlier than industries with a slow rate. In fact, that rate has to be sufficiently steep for this prescription to hold true.

By restricting the formal model to some functional forms for the two measures of firm performance (i.e., potential profitability and mortality risk), we could even add some additional observations. New entrants were more likely to join the industry early when the potential marginal profit loss from one period to the next because of environmental volatility or competitive rivalry was high. However, the model demonstrated an inverted U-shaped relationship between the likelihood of earlier entry and the marginal effect of either environmental volatility or competitive rivalry on mortality risk. For small business owners, this means that they may want to tailor their entry strategy not only based on the rate at which the risk of mortality they face declines over time but also on the expected marginal effect of either environmental volatility or competitive rivalry on that risk.

Although, in this example, we did not explicitly model firm-level factors as determinants of entry timing, the formal consideration of two environment-level factors (environmental volatility or competitive rivalry) and two conflicting performance measures (profitability and mortality risk) has again allowed us to add some refinement to the literature on market entry timing. This study changed the way that we thought about entry timing decisions and competition by acknowledging the need to refine our analysis of the determinants of entry timing to their marginal impacts on key measures of performance. This also acknowledges the need for considering conflicting measures of performance along with the levels of such measures that are initially faced by the pioneer.

Example 6

In a 2013 article, Maria Minniti, Dean Shepherd, and I took a different approach for modeling competition and a different focus—that of the entry timing decisions of followers. We reflected on the positioning of a following entrant with respect to the pioneer, where the evolution of competition was captured through modeling the follower’s relative—as opposed to absolute—amount of complementary assets (thus building from the classic work of Will Mitchell).33 Complementary assets represent the supporting assets that are required for the commercialization of a particular product.34 Examples include a firm’s direct sales force, its service systems, and its reputation. Our formal model captured the evolution of a follower’s performance (in terms of profit potential and downside losses) as the industry ages, the evolution of its complementary asset endowment (relative to the pioneer), and the relatedness of these assets. Relatedness can be thought of as the extent to which a firm’s capabilities (or assets) are tailored to the successful commercialization of a product in the market being entered.35

Our formal model enabled the identification of an entry timing that optimized the tradeoffs in the follower’s performance measures and showed that these tradeoffs varied as the industry matured. As a follower’s asset characteristic and industry evolution govern the tradeoffs between the follower’s profitability and downside losses, each follower is likely to face a different window of opportunity. Specifically, the formal model proposed that a follower possessing a comparatively high level of initial complementary assets could afford to wait vis-à-vis a follower possessing a comparatively low level of such assets, as long as high relative asset levels weaken the profit potential erosion caused by industry age. However, characterizing the impact of the relatedness of the follower’s complementary assets on entry timing required a less straightforward condition. If a high degree of relatedness intensifies both the erosion of profit potential caused by industry age and the potential profit gains and downside losses reduction caused by high relative levels of assets, followers with high asset relatedness cannot afford to wait, but those with low asset relatedness can.

Considering the dynamism of the environment to be entered, in conjunction with whether the complementary assets are specific or generic, can characterize some of the above conditions. In high-velocity (dynamic) markets where changes occur rapidly (e.g., mobile apps), latecomers’ assets are rapidly losing their ability to generate performance benefits as the industry ages.36 In other words, their relatedness is losing ground. Also, large amounts of specific complementary assets (e.g., advanced manufacturing capabilities) are expected to require a high level of relatedness to the market being entered to generate high performance. Therefore, with A being a high-velocity market and B a low-velocity market, if a nonpioneering small business owner possesses a high degree of relatedness in his or her specific complementary assets and considers entering these markets, we advised the owner to enter A prior to entering B.

Accounting for heterogeneity in entry timing by considering the follower’s complementary asset characteristics, and accounting for competition by considering the pioneer’s positioning in terms of its complementary asset advantage or disadvantage, provided new insights to the entry timing literature. These two important considerations expanded empirical work that focused on holding or not holding complementary assets (rather than their magnitude relative to the pioneer),37 in addition to highlighting the importance of the relatedness of those assets in determining the entry timing. As it did for examples 1 to 4, the formal model further enabled an explicit interplay between firm and environment factors (as strongly encouraged by, e.g., Fernando Suarez and Gianvito Lanzolla) to explain the dynamics of entry decisions as an industry matures.38 Moreover, because Marvin Lieberman and David Montgomery articulated that “the potential advantages accruing to followers may be as important as those going to pioneers,” focusing efforts on the follower has been well justified.39

CONCLUSION

Table 12.2 offers a summary of the measures of firm performance and firm- and environment-level factors that were used in each of the six examples as determinants of market entry timing, along with some practical implications. Although not meant to be comprehensive with respect to all the modeling work that has been done on market entry timing, table 12.2 can offer some guidelines on where further research could take place. For instance, the studies characterized by the evolution of competition over time did not capture the evolution of the entrant’s learning. Furthermore, although some of the firm- or environment-level factors used in empirical research have been formally modeled (e.g., complementary assets/capabilities and their relevance, some form of firm orientation, environmental volatility, or some form of market evolution), many have not. Fernando Suarez and Gianvito Lanzolla suggest, for instance, technology evolution as a key determinant of market entry timing, yet (to the best of my knowledge) no formal model has considered it.40 In other words, a model that explicitly formulates the pace of technology evolution and its impact over time on the new entrant’s performance could provide valuable insights to both scholars and practitioners on the timing of market entry.

In addition to altering the combination of entry timing determinants, new research could become more sophisticated in its modeling of learning or competition. For learning, the model could explicitly incorporate an updating feature. For instance, Lisa Maillart and I moved in this direction in a 2008 article by considering the dynamics of decision accuracy in assessing a business opportunity, based again on a decision-theoretic approach.41 Although the focus was not on entry timing, as it was about whether to enter as opposed to when, some of the model features are relevant here. Of most interest is the use of a Bayesian rule to update the state of the decisional context based on new information (or newly accumulated knowledge). In the context of entry timing where the decision to enter has already been made, what must be decided is when to make this irreversible commitment. Hence, the state could be, for instance, whether the required funding by the new entrant would be received next period (e.g., to pursue more research and product development).
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• Profit potential

• Mortality risk


	
If A is an emerging economy and B a developed one, then the owner should use a higher level of mimicry when entering A than when entering B.





	
Evolution impacted by competition


	
Example 4


	
• Entrant’s product development ability


	
• Funding availability

• Cumulative or one-shot competition


	
• Profit potential


	
The owner should release a product of lower quality when they must pay higher rates for financing, they encounter higher overhead costs, or when they face more numerous or more powerful competitors; but they should release a product of higher quality when the potential revenue associated with product quality is higher, product improvements are easier to achieve, or when funding for development is easier to obtain.





	
Example 5


	
Not applicable


	
• Competitive rivalry

• Environmental volatility


	
• Profit potential

• Mortality risk


	
If A is characterized by high environmental volatility, high competitive rivalry, and low mortality risk, but B by low environmental volatility, low competitive rivalry, and high mortality risk, then the owner should enter A prior to B.





	
Example 6


	
• Amount of a follower’s complementary assets

• Relatedness of a follower’s complementary assets


	
• Positioning of the pioneers with respect to complementary assets


	
• Profit potential

• Downside loss


	
With A being a high-velocity market and B a low-velocity one, the nonpioneering owner who possesses a high degree of relatedness in his or her specific complementary should enter A prior to B.









On the other hand, a game-theoretic approach can yield a more sophisticated modeling of competition because it explicitly enables a new entrant to compete with other firms in its environment or industry. The temporal interdependencies involved in the entry timing decision require a dynamic form of a game, allowing firms to change their characteristics over time and face different environments and, as a result, different levels of performance. However, in such games, the dimensionality of the whole interaction grows too fast to be mathematically tractable. Some researchers have restricted their formal analysis to two firms and two time periods (see e.g., the work of Robert Swinney, Gérard Cachon, and Serguei Netessine that analyzes how profit versus survival maximization can affect the capacity investment required and resulting entry timing decision).42 Nevertheless, researchers can model more firms and more time periods by relying on simulation as a complementary approach to theory building.43 Advantages to using simulation include its rigor in defining the competitive game contexts and outcome measures, better control over market and firm conditions, and easily accommodating the longitudinal nature and path dependences of the entry timing decision.44 Yet another approach to consider is real options modeling. I direct the interested reader to, for instance, the work of Kent Miller and Timothy Folta that focuses on financial variables to derive some new theoretical and practical insights on the market entry timing decision.45

As for small business owners, what should they do? As summarized in table 12.1, everything else being equal, if A is a friendly learning environment and B a hostile one, they should enter B prior to A. If A is associated with a great difficulty for competitors to learn from their exploration and B with minor difficulty, they should enter B prior to A. If A is an emerging economy and B a developed one, they should use a higher level of mimicry when entering A than when entering B. If A is an industry (or segment, or market) characterized by high environmental volatility, high competitive rivalry, and low mortality risk and B by low environmental volatility, low competitive rivalry, and high mortality risk, they should enter A prior to B. If A is a high-velocity market and B a low-velocity one, those who possess specific complementary assets with a high degree of relatedness should enter A prior to B. Finally, they should delay market entry to release high-quality products if the potential revenue associated with product quality is high, product improvements are easy to achieve, or funding for development is easy to obtain.

This chapter has articulated that the stream of literature on market entry timing is still in need of development. The clarity, consistency, transparency, and ease of comparability—all methodological advantages being encouraged in management research—that accompany formal modeling, and particularly decision-theoretic models, make a case for their use to help to develop more theories that can capture the evolutionary roles played by key entry timing factors. In turn, these theories can help to articulate new practical implications that can steer small business owners in more beneficial directions. Various firm- and environment-level factors, along with measures of firm performance, have been shown to influence the entry timing decision. Moreover, both learning and competition mechanisms can alter, over time, the influences of firm or environmental characteristics on firm performance and on the resulting entry timing decision. This has been exemplified in this chapter by multiple studies to demonstrate the potential of formal modeling as an alternative approach for building theory on the timing of market entry. Nevertheless, there is still much left to be done.
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Preface

This two-volume set takes an ambitious agenda by seeking to provide a holistic source of information to scholars, students, practitioners, and policy makers interested in understanding the behavior and decision-making of owners and managers of small businesses; the operational and strategic challenges they face and the strategies they implement in response to them; the environmental constraints on their businesses’ ability to emerge, grow, and survive; and the role their businesses play in the larger economy. As idiosyncratic as the small businesses that they investigate, the chapters in this set represent an intentionally eclectic mix of styles, approaches, and contexts in the hopes of triangulating on what is known about the challenges and opportunities faced by would-be and practicing small business owners and managers. As the chapter authors include leading small business researchers from across the globe, each topic is explored in rigorous, scholarly fashion; thus, due attention is given to breadth and depth.

The two volumes view small business through distinct lenses. Volume 1 takes a somewhat microview of the small business phenomenon, focusing mainly on the small business owner. To set the stage for the chapters to follow, this volume begins by assessing the impact of the small business sector on the economic landscape. With the importance of small business established, this volume then proceeds to analyze issues pertaining to the creation and ownership of small businesses of various types. In so doing, it seeks to answer such questions as why and how do individuals seek to start small businesses and how is this decision influenced by characteristics of the owner(s)? This volume then investigates how, once the decision is made to start a small business, the focal opportunity is identified and exploited. Broad questions answered in this vein of research include: how do would-be small business owners navigate their environments in the pursuit of the resources needed to create their businesses, and how does the timing of those actions matter?

Volume 2 widens the level of analysis by viewing the small business phenomenon from both a mesolevel and macrolevel perspective, focusing on both the operational concerns of and the environmental factors impacting small business. Volume 2 begins by exploring the effectiveness of a variety of strategies used by small business owners, answering questions such as how can small business owners successfully manage stakeholders, exploit technological capabilities, leverage networks, implement human resource systems, internationalize, balance economic and social goals, and exit the market? Volume 2 concludes by investigating the various contexts that affect and are affected by small businesses. In so doing, these chapters seek answers to questions that include, to what extent are small businesses influenced by the geographic, institutional, and political environments in which they operate?

Ultimately, this two-volume set is intended to serve as a window into the various and unique dynamics that unfold in small businesses. Thus, it is my hope that multiple constituencies may benefit from its contents, each in their own way. In particular, students may gain a better appreciation of the importance and vitality of the small businesses sector and, in turn, consider careers either as owners or managers of small businesses or as academics who study them. These volumes may also expose current scholars to new theoretical and empirical relationships that will spur their thinking toward proposing and seeking answers to new research questions. Current and would-be owners and managers of small businesses may gain new insights into the internal and external constraints facing their businesses as well as the strategies with which they may respond to them. Finally, the chapters in this set may broaden policy makers’ understanding of how extant regulations impact small businesses and facilitate the consideration and development of new programs that may support and promote the small business sector. Given the substantive contributions that small businesses have made throughout history, and continue to make to this day, to virtually every economy on earth, to the extent that this two-volume set achieves the above objectives it may contribute in some small way to global prosperity.
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Introduction

Scott L. Newbert

As noted in the introduction to volume 1 of this book set, small businesses are widespread across the globe. Yet, in addition to their mere presence and, by extension, their providing the majority of employment opportunities in most countries, small businesses also contribute in other meaningful ways to the economy. At first glance, it would seem that, because of their advantage in resource endowment and slack, large businesses would benefit accordingly from their innovative investments, just as Schumpeter predicted.1 However, a good deal of research suggests that scale economies do not seem to benefit large businesses when it comes to innovation. In fact, research shows that small businesses innovate at a greater rate and earn disproportionately greater returns from their R&D investments than large businesses.2 For these and similar reasons, small businesses have long been identified as the true agents of economic growth and development.

While this is all good news for small businesses, it nevertheless begs the question, how are small businesses able to succeed despite their limited resources? While the chapters in volume 1 provide microlevel explanations for small businesses’ ability to grow productively, it is worthwhile to investigate the extent to which meso- and macro-level explanations exist as well. Specifically, to the extent that the implementation of certain strategies may enable small businesses to succeed in the marketplace, a worthy agenda would involve adopting an operational view of small business and seeking to understand how success may be a function of meso-level factors internal to the business. Of course, success may also derive, at least in part, by factors that are beyond the reach of the small business. Thus, a final relevant line of inquiry would involve widening the level of analysis still further so as to understand how the macro-level geographic, institutional, and political factors in which the small business operates also affect success.

In the spirit of these issues, the goal of this volume is to explore small business ownership at the meso- and macro-levels. In so doing, it seeks to provide academics, students, practicing managers, and policy makers greater insights into strategies that may be successful in the small business sector as well as the contextual factors that support (and inhibit) small business on a regional scale.

Volume 2 begins with several chapters dedicated to strategies by which small business owners may create value. In chapter 1, Bosse investigates the dynamic interplay between the small business owner and the market in the pursuit of growth. He contends that conventional wisdom regarding value creation, whereby value is maximized by minimizing transaction costs, is flawed. In contrast, he proposes that small business owners can create more value by attending to the interests and well-being of their stakeholders. Drawing on stakeholder theory, he reasons that stakeholders represent a valuable source of information about the value of the opportunities facing small businesses and that by testing their hypotheses about these opportunities with their stakeholders, small business owners can learn how to improve their value propositions to increase their profit potential.

Building off of the notion of value creation, Tribble, Drnevich, and Ha argue that innovation, defined as the creation, improvement, or implementation of new ideas or activities that may take the form of services, products, structures, or plans, is one of the main drivers of value creation in small firms. In exploring innovation in the small business context, the authors pay particular attention to the role that information technology may play in enhancing and enabling innovation activities in small businesses, how the environment may influence the contributions of technology to innovation, and how small businesses may create and appropriate the value they create from their technological innovations. Based on their analysis, Tribble, Drnevich, and Ha provide strategic advice to small business owners seeking to leverage information technology to drive innovation.

Continuing the focus on innovation, Clark and Newbert drill down more deeply into the topic by investigating the effects of top management team (TMT) networks on the innovation output of small technology businesses in chapter 3. They argue that a TMT network, or the set of individuals with whom TMT members have relationships, can be an important contributor to a business’s innovativeness as it tends to be a primary conduit through which the business gains access to resources critical to this task. Given that small businesses tend to be, by definition, resource-poor, such a process is especially important to them. Unfortunately, resource gatekeepers often perceive a business’s size to be indicative of its potential for future performance and growth, and, thus, are often unwilling to provide small businesses access to resources from which they may be unlikely to receive a desirable return. In light of these factors, Clark and Newbert note an inherent paradox facing small businesses: they require resources to innovate, but resource gatekeepers are reluctant to provide them. The authors proceed to explore the effects of various network dimensions on the innovative performance of a sample of 70 high-tech firms and find that small businesses do indeed benefit less from their TMT networks than their larger counterparts. They conclude by identifying strategies managers of small businesses can employ to develop the sorts of networks critical for overcoming the liability of smallness.

In chapter 4, Patel takes a slightly different approach to the innovation issue by exploring how high-performance work systems (HPWS) create value for small, innovative businesses. He argues that a HPWS constitutes a bundle of human resource practices that can play a key role in enhancing employee productivity, which may lead to a competitive advantage. Although HPWSs can be important to the success and survival of small businesses, particularly those pursuing an innovation strategy, Patel notes that they require significant investments, which tend to be in short supply in small businesses. Moreover, small businesses often find it difficult to accrue economies of scale and scope from HPWS practices. Thus, Patel seeks to both review the literature on human resource practices in small firms and assess the role of costs and benefits in the implementation of HPWS in small businesses. By analyzing data on innovative firms in the United Kingdom and Japan, he concludes that certain strategic and institutional factors play a role in the degree of effectiveness of HPWS practices.

Taking a somewhat different approach to understanding value creation in the small business context, Eberhard and Craig begin chapter 5 by noting that the global economic landscape is dominated by family-controlled businesses, the overwhelming majority of which are small. Notwithstanding the ubiquitous presence of these small family businesses, the authors note that there is little understanding of the strategies family businesses employ as they seek to expand internationally, which they argue to be important for survival and longevity, and suspect that because small, family businesses often seek to create not only financial, but also, and perhaps more importantly, “socioemotional” value, the strategies they use and the effects of those strategies may be rather idiosyncratic. The authors confirm this suspicion in an exhaustive review of the family business internationalization literature and offer practical advice to owners of small family businesses regarding the importance of non-family ownership, a seamless succession strategy that includes an international mind-set, and networks by which they may collaborate with other family businesses.

Building off the notion in the prior chapter that multiple forms of value may be important to small business owners, Gras, Lumpkin, and Nason explore in chapter 6 the tensions small business owners face when seeking to create financial and social value. Drawing upon dialectical theory, the authors propose that early in the founding process, small business owners pursuing both social and economic goals will confirm the plausibility of the goals’ coexistence and the processes to accomplish both goals, resulting in a steadfast commitment to both social and financial goals. They continue by arguing that as these businesses emerge, tension between the goals and logics of their social and business stakeholders will emerge. Given that this tension will arise when the small business owner needs their support the most, their strategic priorities are likely to be highly volatile during this phase. The authors conclude their theorizing by arguing that, over time, either one stakeholder group will dominate the strategic agenda or multiple stakeholders will agree to a compromise as to the strategic priorities, thereby reducing the tension and abating the strategic volatility. They test their assumptions on a sample of newly created businesses and find evidence that strategizing by small businesses seeking to create social and financial value is indeed erratic early on, but that this tension subsides over time.

Bringing the discussion on value creation to a close, DeTienne and Wennberg focus on the phenomenon of exit, or the process by which founders remove themselves from the ownership of the businesses they have created, in chapter 7. The authors note that exit can occur for many reasons (i.e., capture the value created by a high-performing business, minimize the value destroyed by a poor-performing business) and at multiple levels of analysis (i.e., the owner may exit the business while the business remains an ongoing entity or the small business may exit the market altogether). Given this understanding, DeTienne and Wennberg conduct an in-depth review of research on small business exit over the past three decades and summarize it according to three pervasive theoretical perspectives: career choice economics, entrepreneurship, and strategy and organizational theory. Based on their interpretation of this literature, they identify five major themes—further delineation of the exit/failure constructs, exit and performance, exit strategy and exit routes, post-exit implications and concerns, and macro- and regional implications of firm exit—that research on exit should leverage to improve our understanding of the phenomenon.

The remaining chapters in volume 2 highlight the importance of context as the environment in which a small business operates affects the opportunities that are available to it, the means by which it exploits them, and its ability to create and capture value as a result. Leading off this line of inquiry in chapter 8, Gilbert and Kusar explore how industry clustering and knowledge spillovers impact product innovations in small high-technology ventures. The authors acknowledge that geographic regions with large concentrations of same industry firms are widely believed to lead to flows of knowledge between firms, thereby leading to improved innovativeness. However, they note that this broad view omits an understanding of some important nuances about the nature of innovation. Thus, they offer an assessment of the pros and cons of operating within or outside of cluster regions by considering how cluster dynamics affect small firm innovation behavior, with particular attention to the type of innovation pursued. Analyzing data from 128 software firms, they conclude that knowledge flows within clusters do provide resources that enhance innovation capabilities, but that the resulting innovations tend to center around existing products at the expense of new products. In turn, they advise managers at small innovative firms to decrease their use of regional knowledge to avoid becoming trapped in a cycle whereby attention is given to existing products at the expense of new products.

LiPuma and Prange expand the discussion of context in chapter 9 to compare regional support for small business on a global scale. They argue that a country’s institutional environment, which encompasses the system of formal laws, regulations, and procedures as well as informal conventions, customs, and norms, affects both the nature of strategies employed by businesses and the ability of those strategies to improve performance. At the same time, they note that although emerging market economies have seen improvements in institutional quality in recent years, they still lag behind developed economies in this regard. Therefore, these authors investigate the extent to which the institutional environment has affected small businesses’ performance in emerging versus developed economies. They focus their investigation on exporting as it creates value for both the business, by improving productive capacity, enhancing financial performance, and providing a foundation for future international expansion, and the country at large, by enhancing foreign exchange reserves, improving employment levels and productivity, and driving economic growth. Analyzing data on 7,989 businesses operating in 56 countries collected by the World Bank, the authors conclude that institutional quality is an important antecedent to the export performance of all businesses and that it has a unique effect on small (versus large) businesses. Based on their findings, the authors provide strategic advice to small business owners seeking to navigate institutional frameworks in emerging and developed countries.

In chapter 10, Hasan, Wang, and Zhou delve more deeply into the climate for business in countries not classified as “developed” by exploring the regional banking development in China and its effect on the level of growth of small business activity. The authors begin by noting that the development of a vibrant financial sector is particularly important to small businesses given that they tend to be highly dependent on bank credit for their survival and growth initiatives. They go on to describe the nuances of the Chinese context and argue that the growth of small business will be affected by the type of bank, the duration of the loan, and the overall level of bank concentration. From their analysis of data on small businesses from 30 Chinese provinces, the authors find evidence to suggest that the complex hierarchies in large banks increase the cost of relationship loans and, in turn, result in organizational diseconomies associated with small business lending; thus, in regions where large banks are dominant, loans to small businesses are fewer and on shorter terms, resulting in an unfavorable environment for small business growth. Yet, the authors also find that in highly concentrated markets, large banks are able to help finance small firms because they can subsidize and lock in small businesses and that lending activities by rural credit unions greatly facilitate to the growth of small businesses.

Continuing on with the analysis of small business viability in non-­Western countries, Smallbone explores in chapter 11 the broad challenges and opportunities facing small businesses in transition economies, or those countries whose economies have recently emerged from central planning. What is unique about this context is that prior to their transition stage, private business in these countries was actually an illegal activity; thus, they present a unique challenge to individuals seeking to operate small businesses in them. Because not all transition economies are alike, Smallbone develops a typology to analyze the distinct ways in which they have evolved over time: countries that are republics of the former Soviet Union, countries that previously operated under central planning but are now members of the European Union (EU), and China. The author then draws on a series of case studies to illustrate the distinctiveness of the operating environment for small business across the three transition contexts. He concludes with a discussion of the role that government policy can play in improving the level of small business activity and the environment for small business.

In chapter 12, Chavez, Linton, Stinnett, and Walsh extend the discussion on the link between regional influences on small business and public policy by arguing that the commercialization of emerging, and often disruptive, technology by small businesses is the key element in the generation of new Schumpeterian cycles of economic development. In other words, by displacing the current technology competencies required to produce an industry standard product or by creating a new technology-product paradigm for a new industry, small businesses creatively destroy existing industries and create new ones. They contend that each wave of Schumpeterian creative destruction required new types of technological and business training and highlight two such programs focused on supporting the commercialization of products based on microtechnology (micro), nanotechnology (nano) and the Internet of Things (IoT). Based on a case study of these programs, the authors offer a model for emerging technology-based regional economic development that includes mentorship, infrastructure development, and regional policy supporting emerging technology-based activity.

Dennis concludes the discussion of policy in chapter 13 by highlighting the various public policies at the federal level that purposefully assist small business in the United States. The author focuses on policies designed to support small businesses, such as by directly or indirectly subsidizing individual small businesses or small business owners, as well as those intended to reduce impediments to small businesses, such as by eliminating barriers to competition. Based on this review, he proposes a typology characterizing the relative degree of supports and impediments in a jurisdiction that results in four broad policy blends that create a varying set of climates for small businesses: limiting, characterized by high impediments and few supports, making it relatively difficult to enter and successfully operate; competing, characterized by a hands-off approach to encourage competition, not just among small businesses but among all competitors; compensating, characterized by policy to selectively lift a limited number of small businesses (generally incumbents) over the hurdles created; and nurturing, characterized by few barriers and many supports to raise affected firms over the minimal impediment, which is the most favorable to small business. Dennis concludes by acknowledging that because relocating to more locations with more favorable policy climates is generally not practical, small business owners may nevertheless improve the existing regulatory climate through involvement in the political process.

Taken together, the chapters contained in this volume are intended to shed new light on the dynamics facing the small business owner. By providing insights as to what types of strategies and what types of environments contribute to small firm success, these chapters may prove a valuable source of information for academics and students interested in meso- and macro-level perspectives of small business as well as individuals currently managing or seeking to manage small businesses. Moreover, by emphasizing the delicate interaction between government regulation and small business, this volume may also aid in decisions by policy makers seeking to support this vibrant ­sector of the economy.

In total, the rigorous and insightful work of the authors in this volume is intended to inform the collective understanding of small business in the following ways. First, by approaching timely issues with an eye on academic and practical relevance, the chapters convey the current thinking on some of the most important challenges facing today’s small business owners. Second, by speaking to a wide variety of audiences, including academics, students, practitioners, and policy makers, the chapters provide insights and action agendas that may improve the current approach to small business theory and practice. At the very least, given the importance that small businesses continue to play in the economy, coupled with the inherent challenges their owners face, the chapters in this volume may add some degree of richness to the ongoing discussion regarding the importance of small business.

NOTES
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   2.   The Futures Group, “Characterization of Innovations Introduced on the U.S. Market in 1982” (a report prepared for the U.S. Small Business Administration, Office of Advocacy, Washington, D.C., 1984); Alok K. Chakrabarti, “Industry Characteristics Influencing the Technical Output: A Case of Small and Medium-sized Firms in the U.S.,” R&D Management 21, 2 (1990): 139–152; Frederic M. Scherer, Innovation and Growth: Schumpeterian Perspectives (Cambridge, MA: The MIT Press, 1984).
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Managing the Small Firm for Growth: Cocreating Stakeholder Value Propositions

Douglas A. Bosse

Some of the primary activities of small business managers include forming and managing value-creating relationships with other parties, such as customers, suppliers, and employees. This set of activities involves everything from selecting the other party, to negotiating about what each side will contribute to the joint effort and how the resulting value will be distributed among them, to determining how conflicts will be resolved when they inevitably arise. As these activities are so important for small business success, business scholars focus substantial research efforts on more fully understanding and explaining how small firm managers work with key stakeholders to create value.

This phenomenon is difficult to fully explain because anytime two or more parties engage to create value, they have mixed motives: each party wants to benefit while also allowing the other party to capture at least enough benefit to stay engaged in the relationship. It is easy to suggest that the more powerful party dictates how this plays out. Differences in bargaining power are, in many situations, the easiest relationship characteristics to explain. However, the behaviors of both parties are also affected by multiple decisions about relationship formation and management. These decisions, in addition to bargaining power, drive the value two parties can create together. One perspective through which scholars have worked to make sense of this complicated process is stakeholder theory.

This chapter suggests that stakeholder theory is particularly effective for explaining the process of value creation at small firms. While the broadest definition of a stakeholder is “any individual or group who can affect or is affected by the achievement of the organization’s objectives,” it is most helpful for the purpose of this chapter to narrow the focus to the small firm’s primary stakeholders: the customers, employees, and suppliers whose continuing participation is required for the firm’s survival.1 The core proposition of stakeholder theory is that firms create more economic value by allocating more value than absolutely necessary to their primary stakeholders.2 How and why this works will be explained shortly.

My approach to explaining stakeholder theory in this chapter includes contrasting it with another theory, transaction cost economics (TCE), which seeks to describe the same phenomenon. This contrast exposes the pivot points of both theories so that their underlying logic can be assessed by the reader. TCE is a theory that offers a range of insights about how firms choose to organize their transactions to maximize value by minimizing certain costs. In sum, TCE provides a helpful foundation for distinguishing stakeholder theory in the context of small firm value creation.

The chapter proceeds as follows: First, I provide overviews of TCE and stakeholder theory with respect to how small firm managers approach day-to-day interactions with stakeholders. Then, using the lenses provided by these two theories, I examine their implications for how and where small firm managers become aware of new value-creating business opportunities. I next provide a brief overview of opportunity formation, followed by a summary of the literature on value cocreation with customers. Throughout the chapter, studies in management, marketing, and negotiation are used to provide reasoning and support for understanding various aspects of the small business opportunity creation phenomenon. And, overall, I derive a new argument by extending the literature on customer cocreation of value to all stakeholders in this setting. I refine additional arguments to suggest that perspective taking, which is a cognitive capability, represents a condition that moderates cocreation activities and outcomes. The chapter concludes with a discussion about the actions that small business managers take to shape value propositions with each stakeholder and how the small firm’s overall collection of stakeholder relationships becomes interdependent as this process leads to feasible market opportunities.

TRANSACTION COST ECONOMICS

TCE explains how a small firm and any other party that come together to create value can design their transaction in a way that is most efficient. All economic value is created through transactions, and TCE takes this most basic concept as its unit of analysis. The design of a transaction is referred to among scholars as “governance,” and it consists of mechanisms and instruments that influence the behaviors of the parties involved. These mechanisms and instruments might include such formal things as contractual clauses and managerial authority or even less formal mechanisms such as trust and group norms. While TCE focuses on the use of formal mechanisms, it suggests they be used sparingly because devising and implementing formal governance can be costly. For instance, the cost of writing a complex contract that accounts for many future contingencies is one type of cost that is avoided by conducting the transaction without a contract in an anonymous spot market.3

At this point, it is important to discuss the assumptions that hold TCE together. A theory is a simplified model of the world that helps to explain some phenomenon. Simplifying what is really an extremely complex world requires theory builders to make assumptions. Two main assumptions used in TCE include bounded rationality and opportunism. Bounded rationality as used in TCE means actors do not have the cognitive capability to accurately predict how all the components of their transaction will influence the future outcome of their transaction. This is a more realistic assumption than the alternative—that actors are certain about how the future will play out.4 Bounded rationality manifests itself as an inability to fully control the behavior of the other party in the transaction. The implication is that even complex contracts are necessarily incomplete: they cannot be written in a way that accounts for every possible future contingency. Still, in this theory, managers seek to craft contracts as explicitly and as completely as possible so they account for all foreseeable contingencies.

Opportunism is an assumption that extends the common behavioral assumption used in most economics theories that actors are purely self-interested. Theories that are grounded in economics, such as TCE, typically assume that individuals have their own tastes, are very good at perceiving and evaluating risks, and doggedly pursue their own maximum happiness in every possible transaction. TCE goes a little further by assuming that some people will lie, cheat, or steal in pursuit of their self-interest.5 In this theory, this behavior is called opportunism. An opportunistic actor is not torn by mixed motives. He seeks to maximize his own outcomes from the transaction at the expense of the other party.

It is important not to confuse opportunism, or being opportunistic, in the TCE sense, with the decidedly productive entrepreneurial behavior of looking for and attempting to exploit market opportunities to create value. This model of humankind used in such traditional economic theories as TCE, called homo economicus, is a distinct idealized species that has emerged through decades of theorizing about group behavior in markets. While most economists agree that this model of human being has helped describe many aggregate market behaviors, when pressed, they also agree that homo economicus is not an accurate description of any individual person. In explaining small business management behaviors and their outcomes, stakeholder theorists (described below) argue that altogether different assumptions about human behavior generate a more accurate theoretical model.

Given these two assumptions of bounded rationality and opportunism, TCE suggests the small firm manager’s transaction design objective is to assemble the lowest-cost combination of governance devices that adequately addresses such transaction-organizing tasks as establishing, structuring, monitoring, adapting, and enforcing the exchange.6 Again, these are the activities that a small firm must engage in with stakeholders to create economic value. The costs in TCE arise from conflicting incentives among the parties. The logic follows that because one cannot accurately determine whether a given stakeholder is opportunistic by nature, it is safest to assume every stakeholder will act opportunistically when the characteristics of the transaction itself are amenable. Thus, TCE suggests that the optimal governance choice for reducing incentive conflicts can be determined from attributes of the transaction rather than attributes of the stakeholders.7 A basic argument of TCE is that governance designs differ in substantive ways and are chosen based on their ability to address these organizing tasks at the lowest total transaction cost. That is, collaborating parties decide which governance devices to include based on their expectations regarding the particular hazards most likely to occur in their transaction.

The main attribute of a transaction to watch out for is asset specificity. The party that makes a larger investment that is specific to the transaction is at greater risk of opportunism. By definition, an asset (or investment) that is specific to a particular transaction has less value in a transaction with any other stakeholder. Thus, if a small firm owner is aware that her supplier has a transaction-specific asset and if that supplier has not inserted the appropriate safeguards in its transaction governance design, then the small firm owner can opportunistically renegotiate the terms of the transaction in his or her own favor. Once the supplier has made its specific investment, it has lost bargaining power to resist the small firm owner.

Consider, for example, a loan transaction between a small firm and its primary bank. In return for a loan, the bank is entitled to a stream of future principal and interest payments. However, there is a risk that the small firm may default on these payments. Moreover, once the small firm manager invests the loan amount in noncash assets (e.g., facilities, equipment, R&D), it is likely to become difficult to redeploy. As a result, absent governance features to protect the bank, the bank is at risk of an opportunistic small firm manager deferring repayment. To prevent this outcome, the supplier (bank) in this example should design the governance upfront in such a way that it has more authority to adjust the transaction later, if the need arises—perhaps by repossessing collateral under certain conditions.

A Practical Boundary of TCE

TCE implies that both parties assess and agree on the governance design for their transaction. Thus, studies of TCE often assume that when two parties enter a transaction, they have equal influence on—and mutual satisfaction with—how the transaction will be organized. However, it is unlikely any two parties will have their underlying interests perfectly aligned. The outcome of the resulting negotiation over governance structure is likely to depend, in part, on the relative bargaining power of the parties involved. Bargaining power, or “the ability of one party to a contract to be able to influence the terms and conditions of that contract or subsequent contracts in its own favor,” represents a rarely explored boundary condition of TCE for small firm managers.8

The interplay between bargaining power and the negotiations over governance features is of particular interest to small business scholars and practitioners. Small firms often enter transactions with larger firm partners—whether suppliers, customers, or alliance partners.9 In some transactions, the small firm possesses less bargaining power relative to their large firm partners. For instance, in transactions involving small biotechnology and larger pharmaceutical firms, the relative bargaining power of the small firm may depend on the “shadow of the future” it is able to cast regarding its development of future valuable drugs.

I argue that understanding the extent to which their governance interests are addressed in transactions with large firm partners is important for small firm managers because it provides insight regarding the degree to which they may be burdened by excess transaction costs. For an extreme example, consider a monopolistic supplier. Its small firm customer has no alternatives and no substitutes, so it must accept the monopolist’s take-it-or-leave-it offer. There is no negotiation regarding the transaction governance design. Even if the small firm manager does not believe he or she is adequately protected from hazards that may arise in the transaction, he or she must agree to the monopolist’s terms—terms that are unlikely to protect the small firm against the threat of opportunism on behalf of the monopolist. The result is that some small firm managers do not see their governance interests reflected in the ultimate agreement with a larger firm stakeholder.10

Although TCE does not claim to explain governance choice in transactions characterized by significant ex ante (or pretransaction) bargaining power asymmetries, it has been acknowledged that market power can play a role in governance choice.11 Argyres and Liebeskind state that “in the current version of TCE, firms are generally assumed to operate in a highly competitive environment, in which sources of inefficiency, such as differences in bargaining power, are competed away relatively rapidly. As a result, there are relatively few instances in which the firm’s selection of governance arrangements is constrained by bargaining power.”12 Bowles and Gintis argue that less powerful stakeholders (whether individuals or firms) routinely engage in transactions with more powerful firms because they are better off taking the risk than doing without the transaction altogether. They quote Joan Robinson here: “The only thing worse than being exploited by a capitalist is to be exploited by no one at all.”13

Such arguments provide little guidance for small firm managers seeking to better understand how to create value with stakeholders. Drawing on anecdotes from the airline industry, the trucking industry, and franchising, Argyes and Liebeskind suggest bargaining power differences may be more important and pervasive than TCE admits, and they suggest how changes in bargaining power over the life of a transaction may affect later governance choices.14

TCE and Stakeholders

One perspective on TCE is that it argues for managing value-creation activities by treating stakeholders with indifference. That is, because the decision of how to design transaction governance to maximize value is based on characteristics of the transaction itself, it is largely independent of the ­particular stakeholder on the other end of the transaction. Furthermore, the division of value among the parties seems to be driven by the party with the most bargaining power. The less powerful party—the smaller firm in many cases—is prescribed to be allocated only that level of benefit that is equal to their next best alternative.

As stated previously, all theories are, by necessity, simplifications of the natural world. The simplified world constructed by TCE is generally useful for explaining how large firms—and sometimes small firms—choose to structure their transactions. However, many who wish to understand how value is created by actual managers find TCE’s explanation unsatisfying. Managers have lots of reasons for behaving the way they do in their economic relationships that go beyond minimizing transaction costs. The key features of TCE applied to value creation at small firms are used in the remainder of this chapter to help distinguish stakeholder theory.

STAKEHOLDER THEORY

Whereas TCE holds that small firm managers maximize value by structuring transactions according to their own self-interests, stakeholder theory provides a different perspective on the central challenge of forming and nurturing value-creating relationships. To begin with, a fundamental difference between TCE and stakeholder theory is that stakeholder theory explicitly acknowledges that businesspeople do not and cannot make decisions independent of moral norms and values. All business decisions have implications for people, so all business decisions have implications for moral norms and values.15 While it might seem cleaner to assume away ethical considerations when developing a parsimonious management theory, it might be still more productive to model managerial decision making in ways that accommodate realistic concern for individuals and responsibilities.

This distinction makes stakeholder theory more appropriate for focusing on economic relationships as the unit of analysis, whereas TCE primarily focuses on transactions as its unit of analysis. This distinction adds realism to explanations of relationship management phenomena, and this chapter suggests it provides more practical guidance for practicing small firm managers.

Bounded Self-Interest Assumption

As explained above, TCE is built upon the assumption that actors are motivated by pure self-interest. While this assumption has provided a wealth of productive theorizing about macro-level phenomena, contemporary research based on a more nuanced behavioral assumption may support new explanatory and predictive management theories. Scholars in a wide variety of fields (including strategy, organizational behavior, economics, political science, philosophy, biology, sociology, psychology, and social psychology) are now arguing that people are boundedly self-interested, rather than purely self-interested.16 Bounded self-interest means that people evaluate others on the basis of fairness and then reciprocate by either rewarding those who are perceived as acting fairly or punishing those perceived as acting unfairly. That is, all actors are self-interested, but the extent to which they will go to maximize their self-interest in a given situation is bounded by perceived norms of fairness. The seemingly small adjustment to acknowledge other-regarding norms of enforcing fairness makes surprisingly large changes to the logical insights provided by a theory.

Bounded self-interest provides an assumption that helps to explain why stakeholder theory’s main proposition works. Managers appreciate that how people interact with one another is largely motivated by how they perceive they and others have been treated. People do want what is best for themselves, but they also care enough about how others are treated that they willingly incur costs to enforce what they perceive as important principles of justice and fairness.17 Behavior, then, can appear very friendly in response to friendly actions and very unfriendly in response to unfriendly actions. The former is called positive reciprocity, and the latter is called negative reciprocity.18

The most common alternative assumption about human behavior, pure self-interest, does not account for such principle-driven behavior. Principle-driven behavior can generate material costs for a party perceived as acting unfairly in the case of negative reciprocity or can result in benefit sharing (with a party perceived as acting with exceptional fairness) by the more powerful party in the case of positive reciprocity.

Bounded self-interest is so prevalent across time and cultures that it is among a very small set of phenomena classified as hypernorms. A hypernorm is a basic moral principle so pervasive across time and cultures that it helps people to evaluate other moral norms.19 The use of bounded self-interest in stakeholder theory is supported by a wealth of exploratory, descriptive, and confirmatory research on this behavior in other fields, including behavioral economics, philosophy, sociology, psychology, social psychology, and even biology.20 To distinguish this model of behavior from homo economicus, it has been labeled homo reciprocans.21

This brings us to another fundamental difference between TCE and stakeholder theory. Stakeholder theory argues that more value is created by giving attention to the interests and well-being of primary stakeholders as opposed to exploiting those stakeholders as a means to an end. Thus, firms that are managed for their stakeholders maximize value creation.22 The introduction of other-regarding behaviors, while still showing concern for self, makes stakeholder theory unique among small firm strategy theories. Giving attention to stakeholder interests includes a range of activities, such as seeking to understand the nuances of stakeholders’ underlying material interests, including them in decision-making processes that affect their outcomes, and treating them with dignity and respect.23 The resulting stakeholder behavior is typically positively reciprocal toward the small firm. This is the crucial implication of boundedly self-interested behavior as it relates to small firms. A stakeholder who positively reciprocates toward a small firm acts in ways that contribute more to the small firm’s value-creation scheme. This is particularly important for small firm managers who need all the help they can get because they lack the resources to maximize value in more traditional ways (i.e., market power and bargaining power). The value created is then (ideally) distributed among the firm and stakeholders according to a norm of meritocracy that accounts for relative contribution, costs, and risks.24 In contrast, TCE logic draws attention away from the stakeholder in favor of prioritizing characteristics that signal potential for opportunistic behavior in the transaction.

Unit of Analysis

Another key distinction between TCE and stakeholder theory is their unit of analysis. By focusing on the transaction as its unit of analysis, TCE views value creation as a one-time game. Each transaction initiates its own governance assessment and negotiation as though the transaction could be legitimately isolated from all other transactions. Stakeholder theory, on the other hand, views value creation as a repeated game. Most managers realize that value-creation activities often involve familiar stakeholders. Rarely is the anonymous or one-time transaction partner at the core of a coordinated set of activities representing a business model for value creation. Small firms, especially, tend to sell to the same customer many times, buy from the same supplier many times, and benefit from the contributions of the same employee many times.

Stakeholder Selection and Treatment

In this section, I differentiate TCE and stakeholder theory in terms of stakeholder selection and treatment. Stakeholder selection is not a primary consideration in TCE analysis, which focuses on the inanimate characteristics of a proposed transaction. In contrast, selecting particular stakeholders is quite important in the logic of stakeholder theory, which emphasizes the expectations and behaviors of the other party. Stakeholder theory suggests that small firms create more value when they choose to form trading relationships with stakeholders whose expectations of fairness norms are complementary to their own.25 Complementary fairness norms create an environment where both the small firm and the stakeholder believe that the other party is behaving in an appropriate and fair way.

How the small firm treats the other party (stakeholder) as it attempts to create value is also understood differently in these two theories. According to stakeholder theory, small firms create more value by allocating more value to stakeholders than is minimally required. Stakeholders who recognize this tend to positively reciprocate toward the small firm by providing some combination of more effort, more information, and more material value back to the small firm. In aggregate, this pattern is so powerful that it even compensates for those few stakeholders who behave opportunistically by only serving themselves and the even more costly ones who might perceive the small firm’s actions as unfair and therefore choose to negatively reciprocate.

Harrison and Bosse explain why the optimal amount of material value that a small firm should allocate to a given stakeholder can be difficult to determine.26 Allocating an amount equal to the stakeholder’s next best alternative is only enough to keep that stakeholder engaged, but not enough to stimulate positively reciprocal behavior that would benefit the small firm. Allocating too much material value to a stakeholder can deplete the small firm’s resources so dramatically that insufficient value remains to retain the services of the other required stakeholders. The optimal level, then, is to allocate just enough material value that the stakeholder is triggered to positively reciprocate because they appreciate the marginal benefit of working with that small firm. A similar set of arguments explains how much voice small firms should provide a stakeholder in its decision-making processes. The aim is to involve a particular stakeholder in those decisions that affect his or her outcomes and to do so at a level that produces informational advantages about the stakeholder’s interests without simultaneously underinvolving other relevant stakeholders in the decision. For example, a business customer who seeks trade credit can be asked to share information about the business’s operations cycle, and that information can potentially teach the small firm about how its product or service could be adjusted in value-adding ways for this and similar customers.

In sum, stakeholder theory posits a more cooperative approach to value creation, whereas TCE suggests a more competitive approach. However, it is important to note that, though stakeholder theory seeks to explain how firms create and enjoy more value, it is decidedly not a theory of altruism or exclusively other-regarding behaviors. Bounded self-interest is still self-interest first; it only veers from pure self-interest at the boundary delineated by ethical norms of justice. In an explicit departure from homo economicus, people do not necessarily have fixed preferences according to stakeholder theory. Instead, their preferences change, often in reaction to the preferences and behaviors of other people with whom they interact. This further illustrates the challenges of managing a small firm: a small firm’s strategy is always surrounded by imperfect information and incomplete knowledge. As managers learn through day-to-day interactions with stakeholders, they acquire better information and knowledge about the situation in which they are operating. Thus, managers are never finished looking for new value-creation opportunities.

Having juxtaposed the critical components of stakeholder theory and TCE, I now proceed with extending stakeholder theory to explain the value-creation process at small firms. Relevant research on customer value cocreation provides a foundation for these arguments.

WHERE DO VALUE-CREATION OPPORTUNITIES COME FROM?

Thus far, the focus has been on relationship management activities that small firm managers perform to create value. Another critical challenge is to better understand the source of value-creation opportunities at small firms. Opportunities are the core ideas about how to organize land, labor, and capital in ways that will be valued by stakeholders. Opportunities do not just lead to the radical breakthrough innovations that transform a small firm; they are also critical to the more common actions that small business managers take to better serve stakeholders on a day-to-day basis. Small businesses win when their preferred stakeholders willingly choose to stay engaged with them. Given that the set of available alternatives for most stakeholders is constantly in flux, small business managers have to constantly look for opportunities to create value for their stakeholders.

A business opportunity can be viewed as a small business manager’s hypothesis about the existence of some unserved or underserved stakeholder. Where do value-creation opportunities come from? Some scholars believe opportunities exist in the natural world and only certain people (i.e., heroic entrepreneurs) see and exploit them. Call this the exogenous (from outside the model) opportunity perspective. Other scholars take the position that opportunities do not exist until managers create them by interacting with current and prospective stakeholders and learning about their interests and priorities. Call this the endogenous (from within the model) opportunity perspective.

Stakeholder theory can help us to understand the generalized processes through which endogenous opportunities are created. The profit potential of an opportunity is the expected surplus value after all of the stakeholders who are necessary to exploit the opportunity have received at least the minimum compensation that they require to participate in the opportunity.27 A feasible opportunity, then, is a combination of value propositions that are superior to the relevant alternatives available to each of the stakeholders necessary to create the profit or surplus. Accordingly, small business managers analyze the feasibility of opportunities by engaging potential stakeholders and inquiring about the appeal of the value proposition they would receive from the small business. Findings from the feasibility analysis often inform the small business manager that some of the value propositions should be modified to make the opportunity more valuable to one or more stakeholders. Any surplus value created this way can be allocated among the small business and its stakeholders.

I suggest that the process through which a small business manager tests hypotheses and learns from stakeholders about the value of each hypothesized opportunity influences the opportunity itself in predictable ways. The tradition in much of the management and economics literature is to regard some stakeholders outside the firm (e.g., customers) as operand resources (i.e., upon which operations are performed). As described above, TCE argues that the small business manager assesses the characteristics of a transaction when determining how to create value from it. The stakeholder in this perspective is taken as he or she comes, and his or her idiosyncrasies are not central to the theory. In contrast, stakeholder theory suggests that the small firm manager creates more value by attending to the interests and well-being of stakeholders. This perspective views stakeholders as operant resources (i.e., that operate to produce an effect).28

Through the process of testing a hypothesized opportunity one value proposition at a time with each required stakeholder, small business managers learn with these operant resources how to modify the combination of value propositions to increase their profit potential. The logic presented in this chapter argues that when a small business manager engages potential stakeholders in a collaborative value proposition design process, rather than employing arm’s-length hypothesis testing techniques with the market, they develop superior value propositions. This occurs because the small business manager’s endogenously forming opportunity interacts with and feeds potential stakeholders’ endogenously forming beliefs about the value of the opportunity. This complex, social process raises the probability that the stakeholders’ expectations of justice will be complementary to the small business manager’s expectations.

The value that is cocreated during this process is likely conditional upon a range of factors, however. Recognizing this process as a form of negotiation suggests that the research on negotiation may provide a logical source for insights about such conditions. Accordingly, the conditions proposed in this chapter to influence the collaborative value proposition design process are ones that are well established in the negotiation realm.29

CREATING VALUE ENDOGENOUSLY WITH CUSTOMERS

Recent research on how value is endogenously cocreated with customers provides insight into the actions that managers might take with all of their potential stakeholders to favorably influence their opportunities. An argument that new offerings (i.e., products and services) are more valuable when they are cocreated with customers is rapidly spreading across the literature in fields such as strategy, marketing, innovation, and design. This section provides a brief review of this work and links it to the opportunity hypothesis testing phenomenon.

Common among much of this work is the distinction between use value and exchange value. Use value arises from relieving a beneficiary from the burden of carrying out an activity for itself and from enabling that party to perform the activity better, faster, or cheaper than it could otherwise.30 More succinctly, use value is the subjective valuation of consumption benefits enjoyed.31 Exchange value is the amount actually paid for an offering (i.e., product or service).32

Marketing scholars have been exploring how use value, as a concept, changes our understanding of the relationship between a firm and its customers. The “service-dominant logic” emphasizes customers’ responsibility for cocreating the value that they receive from any product or service based on how they use it.33 From this perspective, firms can only make value propositions to customers; they do not create value through the act of exchange because each customer determines the value that they receive when they consume the benefits enabled by a product or service. The use value of a new car, for example, is not embedded in the car itself but depends on how often it is driven, what it is used to transport, where it is driven, and how well the user maintains it. This concept is also beginning to find an audience in strategic management. Priem focuses on the role of end consumers in establishing the value created in an industry and reasons that firms get better performance by helping consumers maximize the use value that they experience at the point of consumption.34

Identifying customers’ use value can be a significant challenge, however, because of its subjectivity.35 Still, managers seeking to make value-informed decisions about their offerings need some method of learning the target users’ subjective valuations. This task becomes even more difficult as the offering becomes more novel. The reason, according to innovation researchers, is that customers often find it hard to understand how they will benefit from truly novel offerings.36 Managers engaged in analyzing the feasibility of new opportunities are likely to experience these same difficulties in learning their target users’ subjective valuations.

Traditional market research techniques are often inadequate in this setting. Eliashberg, Lilien, and Rao find that such traditional market research techniques as customer surveys do not provide firms with a contextual understanding of their target users’ subjective assessments of use value.37 The traditional approaches involve sequentially researching customer needs and responding with new products. The firm is typically responsible for generating the new ideas for how the offering can be of greater use value to customers. As a result, new offerings that are analyzed with these techniques are associated with only marginal changes to existing products and services. Market research methods that involve interactive collaboration with customers, however, tend to result in more novel and profitable opportunities.38 Interacting with target customers in a collaborative way, where both parties are actively seeking to solve a common set of problems, reveals richer, more context-specific data than arm’s-length research techniques.39

Findings in the innovation literature suggest the use of the “lead user method” for collaborating with customers to understand how they subjectively value an offering.40 Von Hippel argues that firms can improve their value propositions to a wider group of customers by incorporating what they learn from their lead users. Lead users are those customers who are already using or modifying a firm’s products and services to make them more useful in ways that the firm never expected. Firms using the lead user method host workshops at which their personnel work closely with their lead users to improve new product concepts or cocreate entirely new product concepts. Research has shown that the new offerings resulting from this approach in markets, such as printed circuit boards, industrial pipe hangers, and personal computers and software, are more preferred by potential users than offerings resulting from less customer-interactive methods.41 A critical challenge to small firm managers who wish to employ this method of fostering cocreation is that they may not have any lead users yet—either because they are analyzing hypotheses about a de novo offering or because no users who are applying an existing offering in unexpected ways can be found.

Bendapudi and Leone review several empirical studies, finding evidence that firms can influence the use value perceived by their customers by actively engaging customers in other activities, too.42 For example, Goldenberg, Lehmann, and Mazursky show that when customers help a firm identify solutions to particular customer problems, the new products that result generate substantially more positive financial results than products developed by inventors with little market stimulus.43 Bendapudi and Leone show that when customers are given a choice to participate in the production and delivery of a service, they take more responsibility for the value created, and that when service delivery is interrupted, customers who participate in the service recovery process perceive greater value.44 The endogeneity of customers’ perceptions of value and firms’ efforts to create value is explicit in the “service-dominant logic” of marketing. According to this philosophy, “value is always co-created, jointly and reciprocally, in interactions among providers and beneficiaries through the integration of resources and the application of competencies.”45

Extending this philosophy backward to the opportunity hypothesis testing process suggests that managers may be able to act in ways that improve the profit potential of their opportunity. The insight is that under the assumption of endogeneity, better opportunities are created by managers who engage their target customers in the design of the value proposition rather than those who independently structure the value proposition and then ask prospective customers to indicate whether they would find it acceptable. Engaging the customer in a collaborative effort enables the manager to better understand how the offering may create use value for a specific customer in a specific context. Having a target customer explain how he or she would intend to use a given offering and how the offering could be modified to enhance the customer’s value-in-use leverages customers as operant resources. This process maps directly to stakeholder theory: by enhancing use value, small firm managers are creating more overall value and then sharing it with stakeholders (in this case, customers).

The next section expands this reasoning from the customer-focused context to include all of the stakeholders necessary to create and exploit an opportunity.

EXTENDING COCREATION TO OTHER STAKEHOLDERS

The manager’s task when testing the feasibility of an opportunity is to design and test a comprehensive set of value propositions to all of the stakeholders required to exploit a market opportunity. While customers are certainly a critical stakeholder group in this context, they are not the only stakeholders. Managers typically also need to attract the participation of other types of stakeholders. Which other stakeholders are needed depends on the specific opportunity the small business is seeking to exploit. Some opportunities, for example, will require that value propositions are developed for employees, and others might require a special value proposition for a specific supplier. Each of these stakeholders faces alternatives to entering an exchange or a relationship with the small firm. Therefore, the small firm manager’s value proposition to each stakeholder must be superior to the stakeholder’s next best alternative to secure the stakeholder’s participation.

The concept of use value has, almost exclusively, been applied to customers. Exchanges, however, must provide the promise of value for all of the parties involved. For example, when a potential employee is evaluating a job offer to join a small business (a value proposition from the manager), she considers many aspects of the offer beyond the price (i.e., the fixed compensation). She considers how each day at work will be spent, including such issues as the job duties, quality of colleagues, amount of travel, and opportunities for personal and professional growth. All of these are benefits that she will get as she “consumes” her job, and she subjectively values them just like customers do when they consume the services enabled by a firm’s offering. The employee is a potential beneficiary of the job offer value proposition. Engaging potential employees to help to collaboratively design the offer improves their subjective valuation of the value proposition, just like in the case of target customers described above. Indeed, employees are more satisfied when they participate in designing their own jobs.46

The reciprocal nature of exchanges means that the small business is also a potential beneficiary in this example. The manager must expect to benefit—experience use value—from the proposed exchange for it to be a superior value proposition. These benefits depend on the specific duties that need to be performed to exploit the market opportunity and that this potential employee will relieve the small firm from doing. The potential employee may even help to cocreate the specific duties that need to be performed as the opportunity evolves and new stakeholder-value propositions form. The manager, therefore, also subjectively values these benefits as they are “consumed.” In the opportunity hypothesis testing process, both the potential employee and the small business manager subjectively assess the use value that they anticipate from each value proposition that they discuss. This process is especially salient for small businesses to the extent that they are encumbered by comparatively less bureaucratic decision processes.

The main assertion of the customer-focused literature reviewed above arguably applies to other nonemployee stakeholders as well because all stakeholders are beneficiaries of the firm.47 Stakeholder theorists explain why all stakeholder exchanges with a firm are incompletely specified ex ante.48 It follows that all stakeholders subjectively evaluate the use value that they expect to get from a firm over time. Potential suppliers, financiers, and host communities can serve as operant resources in the opportunity creation process if small business managers ask them about their needs, the reasons underlying those needs, and the relative importance of the needs.49

When a small business manager collaborates on value proposition design, they can also share information regarding their own needs. This helps both parties to identify more of the differences in their subjective valuations of a proposed exchange. These differences in beliefs provide a foundation for cocreating value propositions that expand the potential gains from trade. Every aspect of a value proposition that is valued differently by the relevant parties represents potential for expanding the benefits to both parties.50 Thus, small business managers performing a feasibility analysis are likely to develop superior value propositions for stakeholders when they collaborate with those stakeholders to codesign their value propositions.

Conditions Moderating the Collaborative Proposition Design Process

As an extension to stakeholder theory, the discussion above implies that the market against which small business managers test their hypothesized opportunities (i.e., the stakeholders perceived to be critical to the opportunity) is just as endogenous as the opportunities that they are testing. That is, the market knowledge created by a small business manager through the collaborative value proposition design process is (1) small business context specific and (2) stakeholder context specific. Small business managers and stakeholders, however, are not all equally proficient at envisioning how to modify a value proposition to make it superior to alternatives. This section explores one cognitive capability—perspective taking—that has been shown to influence the outcomes of collaborative efforts.

The collaborative value proposition design process, as suggested above, is like a negotiation in that two parties are engaged in an effort to structure a potential exchange.51 A negotiator’s capability to obtain the best outcome for themselves often depends on their understanding of the other party’s interests.52 In more successful negotiations, both parties attempt to determine (1) what they want out of the potential exchange and (2) what they think the other party would want.53 This information serves as the basis upon which each party attempts to creatively envision alternative value propositions. The ability to accurately understand both parties’ perspectives facilitates the identification of similarities and differences among their interests that signify potential for additional gain through exchange.

Perspective taking refers to the cognitive capability to understand what the other party is thinking, including their interests in the situation.54 Perspective taking occurs when one party stands in the other party’s shoes in an effort to predict how they may behave in certain contexts.55 This cognitive capability enables people to balance their own self-interests with the interests of another party by stepping outside their own biased frame of reference.56 The perspective-taking capability, therefore, is common among a population of boundedly self-interested actors. When one party errs on the side of selfishness to the extent that it violates perceived norms, other actors negatively reciprocate in subsequent negotiations. A negotiator who errs in the other direction by focusing exclusively on the other party’s interests ends up making excessive concessions. Only with a balance of attention to oneself and the other party are negotiators able to facilitate creative problem solving in an integrative fashion.57


Galinsky, Maddux, Gilin, and White report findings of three behavioral experiments that indicate perspective taking is associated with more profitable negotiated outcomes.
58
 They find that perspective takers are better than nonperspective takers at generating creative solutions that generate more gains for the perspective takers. They conclude that perspective taking enhances negotiators’ outcomes because it enables them to understand the motives of their opponents and, therefore, to uncover potential agreements that would otherwise remain hidden.



The value created through perspective taking is not limited to those with perspective-taking capability. In all three of the studies reported by Galinsky et al., negotiators who had perspective-taking partners enjoyed greater collective gains, too. Thus, it pays to have a partner who takes your perspective.




The nature of the manipulations employed by Galinsky et al. in their experiments show that perspective taking is a learnable skill. With instructions and encouragement, people are able to remove themselves from their typical self-centered frame of reference to explore how the other party in their negotiation sees the context of their negotiation. This suggests another layer in the endogeneity of opportunity creation; the profit potential of an opportunity is not only a function of which potential stakeholders are included in hypothesis testing and of how the hypothesis-testing process is conducted, but also on the ability of each party to see the context from another’s perspective.


The advantages of perspective taking suggest that when small business managers and their potential stakeholders both educate and learn from each other they tend to create superior negotiation outcomes. Small businesses are typically well positioned to do this because they are often, out of necessity, closer—both interpersonally and geographically—to their stakeholders. A small business manager who takes the perspective of a stakeholder when collaboratively designing a value proposition with that stakeholder is likely to generate a superior value proposition. The same is true of the stakeholder in this process. A stakeholder who takes the perspective of the small business manager is likely to contribute to the creation of a superior value proposition. Thus, when small business managers take the perspective of their potential stakeholders, their collaborative value proposition design process has more influence on the creation of superior value propositions. The effect is also stronger when potential stakeholders take the perspective of small business managers.

CONCLUSION


This chapter explores choices and actions of small business managers that affect the opportunities that they attempt to exploit under the assumption that opportunities are formed endogenously. The approach taken in this chapter is to link logically related arguments from other fields of study to derive new arguments regarding how small business managers can actively leverage the endogeneity of their opportunities in an effort to improve the economic potential of those opportunities. Key arguments are taken from other fields because the marketing, management, and innovation literatures have already begun examining implications of the endogeneity assumption on firm-customer interactions. Applying those insights to the opportunity-creation context requires extending their application to all stakeholders.


Relevant arguments from the negotiation literature are also applied. The negotiation literature examines how perspective-taking capabilities positively influence the gains created by a small firm manager trying to structure a potential exchange with a stakeholder. Extending these insights simply requires the recognition that small business managers and potential stakeholders who are engaged in collaborative value proposition design activities are, in fact, in a negotiation. In sum, via this negotiation, small business managers can cocreate superior value propositions with each potential stakeholder, thereby creating a superior opportunity—one that is more likely to be feasible because it is acceptable to all of the required stakeholders.

The endogeneity implied by this perspective is not limited to small business managers’ influence on opportunities. The behaviors of stakeholders are equally important as the behaviors of the small business manager. If stakeholders refuse to participate in a collaborative value proposition design process, for example, the manager may not be able to create a feasible opportunity. Exclusively self-interested stakeholders can also have a negative influence on the opportunity creation process.

The value that any stakeholder can create with the small business is also interdependent on the value that other stakeholders can create with that small business. Given that profit is the surplus after all of the necessary stakeholders receive just enough compensation to secure their participation in an opportunity, there is a minimum total collective value that the small business and the network of stakeholders needs to create. Improving the value proposition for one stakeholder beyond its minimum threshold can lower the value proposition threshold for other parts of the network (i.e., other small business manager/stakeholder dyads). For example, if the small business manager and suppliers can collaboratively squeeze out costs upstream, the manager can presumably split a portion of this benefit with the supplier and perhaps even decrease the price downstream. Thus, cocreating a superior value proposition with suppliers can also improve the value proposition for customers.

Furthermore, the subjective assessment of a value proposition to a particular stakeholder is often enhanced when the small business already has other value propositions deemed acceptable by other stakeholders. For example, when a small business manager, or owner, approaches an angel investor in search of capital, the potential investor is more likely to find the value proposition appealing when the small business already has talented employees, a valuable and defendable technology, an efficient location, and satisfied pilot customers. Thus, the value proposition formed by a small business manager with one stakeholder is often contingent on the value propositions he forms with his other stakeholders. This adds to the interdependency linking the benefits of stakeholder A to the benefits of stakeholder B. Additional promising insights into this process may be found by integrating stakeholder theory with key arguments from institutional theory (perhaps regarding the institutional legitimacy of a small firm’s potential stakeholders) and network theory (regarding how the small firm structures its network of stakeholder relationships).

This chapter provides a starting point for empirical examinations of the opportunity creation process by specifying theoretical constructs of stakeholder theory and proposing how they are related. Examining the nuances of this phenomenon might initially call for the richness of qualitative study methodologies. This work will contribute to small business scholarship by predicting distinct relationships between the nature of an opportunity and the stakeholder management approach that small firms are most likely to employ. It will also contribute to stakeholder theory by adding a contingent argument regarding when managing for stakeholders is most likely to maximize small firm performance. Finally, this work will contribute to small firm management by providing practical distinctions that may help guide investment decisions regarding time, effort, and money.
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Technology-Driven Innovation: Roles and Implications of Technology Capabilities and the Environment for the Success and Survival of Small Businesses

Larry Tribble, Paul Drnevich, and James Ha

Innovation is the creation, improvement, or implementation of new ideas or activities that may take the form of services, products, structures, or plans.1 Innovation influences the formation, performance, survival, and success or failure of small businesses as well as the growth of new industries. Innovation and the capability to innovate are important competitive factors, particularly for small businesses who suffer from resource constraints as well as the liabilities of newness and smallness. Innovation is often the mechanism that allows small businesses to create value and challenge and disrupt larger and more resource-rich incumbents. Indeed, apart from innovative products, processes, or services, it is difficult to imagine how a small business could compete effectively in any market with large, entrenched incumbents or could develop new markets to avoid such competition. Innovation, in features that differentiate products to increase sales, in processes to reduce costs or increase quality, and in development of services to meet customer needs, is truly the lifeblood of competition and thus a primary driver of success for small businesses. In this chapter, we examine how small businesses may more effectively leverage technology in general, and information technology in particular, to drive innovation.

If there is one defining feature of the early 21st century, it is the rise of information technology to central prominence in the economy. Homo faber, “man the toolmaker,” continues his work through technology-based tools that increasingly define our modern culture. Information technology has changed both social and business culture in ways that we cannot yet measure. There is currently significant discussion regarding the digital divide between those individuals, communities, organizations, and nations who have embraced modern information technology and those who have not.2 Another current technology issue is the concept of big data, where businesses (and governments) are collecting far more data (both ethically/legally and unethically/illegally in some cases) than they know how to use effectively. This vast amount of collected data is challenging some of the very definitions of information and knowledge as well as traditional notions and theories within a number of fields.3

Such new and improved technological tools come about as we innovate, both as individuals and as firms. A small business that produces an innovation, improves a process, or provides a new service may become the next great firm because of such a technological advance. An innovation may also provide the foundation for the competitiveness of small businesses or help to create a new market niche that a small business can exploit. So, what is the connection between innovation and technology? Is the key to success merely a matter of luck or inspiration, discovering the right opportunity at the right time? Alternatively, is there a skill set that an individual utilizes or an organizational capability that a small business brings to bear in addressing a problem or pursuing an opportunity for innovation? Regardless of whether inspiration or capability is the source for innovation, its performance implications and competitive outcomes may be similar. However, it is this latter case of innovation as a systematic, ongoing process or set of capabilities within the firm that information technology may best support.

Through this chapter, we analyze the role of information technology as a driver of innovation in small business. In the following sections, we offer an overview of the current understanding of innovation; its roles within small business performance, success, and survival; and the roles that information technology may play in enhancing and enabling innovation activities in small businesses. We also consider the external environment in which small businesses exist and operate and how the environment may influence the contributions of technology to innovation. Finally, we briefly review how small businesses may create and appropriate value from technological innovation. We conclude by offering some suggestions, implications, and notes of caution for small business owners and managers for using information technology to drive innovation.

SMALL BUSINESSES AND INNOVATION

Several decades ago, strategy scholars considered scale efficiency to be an overwhelming advantage for innovation in large incumbent firms, an advantage with which small businesses simply could not compete. Such scale efficiencies occur because of, among other reasons, the ability of large firms to diversify the high risk of innovation over a larger number of projects and to gather a critical mass of highly paid scientists to generate ideas. Schumpeter hypothesized that large monopolistic firms would dominate innovation because of their ability to deploy excess or slack resources, generated from their above-average profits.4 These considerations led to the notion that small firms only exist as embryonic large firms and can only survive through growth.

However, over time, scholars noticed that, despite their supposed scale disadvantage in innovation, small businesses continued to enter markets successfully—in some cases growing into medium-sized or large-sized firms, while in other cases continuing to be small and profitable in niches within industries dominated by large firms. This observation countered the previous view of growth or death as the only options for small businesses. For this reason, scholars began to reflect on the advantages of small businesses in several areas of performance, including innovation. These considerations resulted in a broader view of small businesses. When compared to large firms, small businesses may be more nimble and less constrained by both history and the relatively tight organization typically required for control of a large firm or business unit. Small businesses may have better capabilities to focus, with smaller firm size allowing for easier unification under the direction of the owner or manager. While all firms, regardless of size, should benefit from innovation in the face of Schumpeterian creative destruction, small businesses, in particular, may use these advantages to attract customers away from existing competitors in an industry.5 Therefore, we suggest that innovation is of significant importance to small business and that small business in turn plays a pivotal role in innovation.

Evidence and debate in prior literature indicate that the relationship between firm size and innovation is at worst inconclusive and at best slightly in favor of large firms, depending on how size and innovation are measured. Scholars generally make such arguments in favor of large firms along the following lines: large firms are more innovative because they have larger resource and knowledge bases, better abilities to raise capital, greater capabilities, and greater diversification and capacity to sustain risky endeavors. Conversely, scholars generally make such arguments in favor of small businesses along the following lines: small businesses are more innovative because they (are perceived to) have more flexibility, greater responsiveness, less bureaucracy, and less difficulty in accepting and implementing change. However, small businesses lack the size and scale to diversify risk that large firms (presumably) enjoy, and thus failed innovation attempts may be disastrous for a small business as they are more likely to affect survival. The arguments in favor of greater innovativeness for small businesses, along with the importance of innovation to small businesses, may lead managers to make the dangerous assumption that just because a firm is small it is innovative. However, empirical evidence in the literature tends to indicate that small businesses are not implicitly favored by size alone and thus have to work at innovation.6 In the next section, we offer an overview of the types of innovation (product versus process) and the management and orientation of innovation within small businesses. Following this overview, we introduce the implications of technology as a driver of innovation in small business.

Product versus Process Innovation

Another major factor to consider for small businesses, beyond the role of firm size in innovation, is the type of innovation itself, that is, whether it is a product or process innovation. Product innovations meet external user needs, while process innovations focus on a firm’s internal operations. From this perspective, scholars often argue that small businesses should be introducing product innovations when entering new markets and therefore should develop and possess stronger capabilities for product innovation. Similarly, larger firms often respond to competitive challenges (from smaller rivals) by improving their processes for increased efficiency (for existing products) and therefore should develop and possess stronger capabilities for process innovation. However, past research is also inconclusive as to observable differences in the relationship among type of innovation produced, firm size, and performance.7

One could reason then, that the lack of evidence of the effect of firm size on innovation, along with the lack of evidence of other differences in the two types, is an indication that the underlying capability supporting either type of innovation may be similar. This argument may also be extended to suggest that both product and process innovation may be necessary for a firm to have an innovation-based competitive advantage. For example, while an innovative product may create value (for a consumer), if the firm cannot innovate a production process that quickly and reliably produces a sufficient quantity of the product innovation and innovate marketing processes to sell the product innovation, it is unlikely to capture a sufficient share of that value. Such notions of the conjoined relationship of value creation and value appropriation from innovation capabilities are also similar to concepts of dynamic capabilities.8

Product and Process Innovation in Small Business

One view of small business considers the owner/manager as more critical to the performance of the organization than is typical in large firms. This criticality is because of the wide number of tasks that are performed by the owner/manager, the centrality of the owner/manager to strategy orchestration, and the owner/manager’s role as the sole or primary authority on the allocation of resources. Therefore, small businesses may have an advantage over larger firms in the sense that the product innovator and the process innovator may be positioned more closely (organizationally speaking) than the product and process management functions in larger firms.9 In this view, a small business’s product and process innovations may develop in tandem, with better information exchange, and such development may add to the advantage of innovation.10 Therefore, the small business and the owner/manager may have a strong innovation orientation and may be better than a larger firm at efficiently appropriating value from innovation.

Innovation Process Management and Innovation Orientation

Scholars have studied two basic views of the innovation phenomenon: innovation process management and innovation orientation.11 The innovation process management paradigm considers a more mechanistic relationship between innovation inputs such as R&D spending, individuals involved in innovation, and innovation outputs such as patents and new services. On the other hand, the innovation orientation view proposes an organizational capability of engaging in and supporting experimentation and creative processes that lead to innovations in both product and process; such an innovation orientation creates a pervasive innovation culture throughout the firm. Research on innovation and firm performance indicates that innovation outputs are more strongly associated with performance than innovation inputs and that innovation orientation more strongly predicts performance than innovation outputs.12 This evidence supports the case for the effectiveness of innovation efforts that focus on an innovation orientation rather than simply mechanistically increasing spending on innovation inputs. Such notions may also reflect similarities between innovation approaches and dynamic capabilities (discussed in more detail later in the chapter).

Innovation Process Management and Innovation Orientation in Small Business

So, what are the implications of innovation process management and innovation orientation for small businesses? Our argument is that small businesses can appropriate more value from product and process orientation by developing an innovation orientation. Such an orientation refers to ambitious goals, a challenging culture, and effective risk taking. The benefits of an innovation orientation, along with the advantages that small businesses enjoy in establishing and changing their culture, may serve as another strength for small businesses. For example, the small business that can more readily establish and sustain an innovation-oriented culture should more fully appropriate the value created by their innovation activities.

Summary: Innovation in Small Business

While there is no clear evidence that small businesses have an innovation advantage over large firms, there is evidence that some of the particular strengths of small businesses may better support innovation. In particular, small businesses may leverage advantages based on their smaller size to support innovation in two ways. The first is utilization of the close relationships among members of the small business to engage in simultaneous process and product innovation. The second is utilization of the capability in small businesses to establish and sustain an organizational culture that promotes an innovation orientation, rather than mechanistically increasing innovation inputs, such as R&D spending, in hopes of ­increasing innovation.

TECHNOLOGY: EVOLVING, PURPOSEFUL, AND PROCESS ORIENTED

To more firmly ground the notion of technology as a driver of innovation (i.e., technology-based innovation capabilities), we must first understand what we mean by the term technology. We begin our definition by noting that technology harnesses principles of nature discovered by scientific (or less formal) observation of natural phenomena. As knowledge of the natural principles underlying those phenomena increases, engineers and innovators apply that knowledge to cause or manipulate phenomena and attain desired outcomes. In this way, growth of scientific knowledge supports growth of technology. Further, not only does technology build on hard science, it also builds upon itself. For example, until the technology of glass making (based on the principle of the behavior of melted sand) produced reasonably reliable glass lenses, the technology of telescopes, binoculars, microscopes, and eyeglasses (based on the principles of light moving through transparent media) was simply impossible. Another similar example involves the development of atomic energy—a manipulation that could not have come about accidentally but only occurred through scientific discovery. Scientists needed to understand atoms and the principle that energy would be produced if a large atom were split into two smaller ones. This understanding built on previous knowledge of radioactivity and nuclear physics; in fact, a whole chain of hard science developed into the inspired notion that energy could be produced in such a way. Once scientific theory demonstrated that such a thing was possible, a significant amount of technology had to be developed to enable experiments in nuclear fission, and even more technology had to be developed to control fission in such a way as to make it useful in energy production. In this way, technology is based on the understanding and application of natural principles.

We can also observe the application of such logic in small business practices today, such as in the case of Clinical Data, a small business that introduced the fastest blood analyzer to the market through its use of technology developed by Melet Schloesing Laboratories. Melet’s proprietary technology allows a five-part differential cell count measure similar in cost to the conventional three-part differential analyzers traditionally used. Melet’s technology is based on electronically detecting the different sizes of blood cells and thus incorporates natural principles discovered in the hard sciences: the understanding that different cells are different sizes and the understanding that measurement of cell size can be performed electronically.13 Clinical Data is an example of a small business that understood the science and built technology based on the application of natural principles.

Second, we note that technology usually develops in the service of some human purpose. Without the desire to amplify or improve the sense of sight, the lens-based technologies in our earlier example would not have attracted meaningful development efforts. There are technologies that, when developed (or discovered accidentally), appeared to serve no practical purpose, yet later, when applied to human purposes, they were found to be quite useful innovations. However, an overwhelming majority of technological development evolves from applied research, which is driven by a desired outcome or purpose. Such technologies (and their applications) help businesses to manipulate their environment, suiting it to their specific purposes.

Third, technology involves a process. In fact, some of the more prominent technologies simply harness processes, speeding up, slowing down, or otherwise controlling a natural process that would occur without human intervention. As an example, most liquids will evaporate at normal temperatures, some quickly, others more slowly, but all evaporation absorbs heat. To control the amount of heat absorbed by evaporation, technology exists to control the rate and amount of evaporation; doing so results in the technology of refrigeration. All technologies involve processes in one way or another: the process of developing the technology, the process of controlling the technology, or the process of utilizing the technology.

Finally, we also note that, despite our use of the singular term technology, as if it were a discrete asset that could be obtained in isolation, technology is an ephemeral concept. Let us consider an example to illustrate this idea. Asius, a small business in Colorado, produces innovative in-ear hearing devices for both hearing-impaired and non-hearing-impaired customers. A hearing aid is a discrete asset; it is purchased as a unit and normally perceived and utilized as a unit, and audio technology (singular) is a commonly used term. Nevertheless, it represents several partially individualized technologies that have developed more or less symbiotically, but not only within the hearing device industry. Speaker technology is utilized in particular ways in hearing devices, but it is also developed and utilized independently in other markets. Miniaturized circuit technology has reached its highest levels in computer manufacturing, but it is also applied in hearing technology. The Asius device is a bundle of otherwise independent technologies applied to a human purpose: better hearing. As such, technologies are usually bundled together in meaningful ways in an asset.

The Asius example highlights another facet of technology: assets intended for a particular and relatively narrow purpose (i.e., aids for hearing-impaired customers) can be modified to suit other, more or less similar, purposes. Asius recognized that the technology that helps hearing-impaired customers could also be applied to other specialized listening environments, such as, in this case, noisy environments. In addition to aids for hearing-impaired customers, Asius also markets noise-canceling listening devices for non-hearing-impaired customers based on its core technology.14 Asius represents the adaption of technology to purposes that were not directly considered by other technology producers.

Summary: Technology in Small Business

We argue for and utilize a recent definition of technology as a process based on a natural principle that serves some purpose.15 As we depicted through the examples above, technology is often embodied in an artifact or asset, so the acquisition of the technology is often achieved through the acquisition of an asset. Further, we see that technology builds upon itself, utilizing previous technologies and scientific findings of natural principles to serve new purposes. Finally, a technology is not a discrete, limited set of principles, but a combination of applications that can be aggregated or disaggregated to address different purposes.

Technology and Adaptation in Business Processes

Our consideration above of the relationship between a technological asset and the purpose it serves aids a discussion of another feature of technology. The organizational assets that typically embody technologies and serve human purposes may or may not serve those purposes well. Further, they may also be pressed into service for other purposes that were never intended by the developers of the technology. In these ways, a technology may or may not fit well with the other processes involved in the purpose. In some circumstances, the fit between the available technology and the specific purpose may not be as precise as the user would like. Such a situation presents two basic options: modify the asset in ways that make it fit better or modify the remaining processes to align with the technology. From the Asius example offered earlier, in hindsight, it may be apparent that technology purposed for hearing-impaired customers could be applicable to other listening situations, but that realization and implementation required insight and some modification of the original technology to fit the additional purpose. Small businesses often own the instance of the technology embodied in the asset and have rights, in most circumstances, to modify the asset as they see fit. Similarly, they have every right to change the process to suit the technology. This process of tailoring the process or the asset to more precisely produce the desired result is similar to the notion of bricolage, or organizational improvisation, and is a fundamental act of innovation using technology assets.16

Absorptive Capacity and Technology

Technology builds on itself similarly to the ways that knowledge builds on itself, often described as absorptive capacity.17 Scholars consider absorptive capacity to be the capability of the firm to acquire and utilize new knowledge from outside the firm as an extension of previous or existing knowledge.18 The absorptive capacity view asserts that new knowledge allows firms to do new things, in comparison to learning by doing, which allows firms to get better at things that they already do.19 Absorptive capacity is considered one means for the firm to acquire knowledge, which may be the firm’s most valuable resource. However, absorptive capacity encompasses not only the acquisition of knowledge but also the exploitation and use of knowledge in practical ways, such as innovation. A strong tie exists between the definition of technology as the embodiment of knowledge about natural principles and of absorptive capacity as understanding the use of technology-based knowledge and building extensions to that technology through new knowledge. In fact, the early recognition of absorptive capacity developed from studying the process of R&D in firms.20 Absorptive capacity research fully embraces technology in finding that absorptive capacity not only allows the firm to use new knowledge but also enables it to better predict or envision the nature of technological advancements. We posit that a new technology fills a similar function to new knowledge in the absorptive capacity view in the sense that the ability to incorporate a new technology involves extending previous or existing technology use and enabling the firm to envision new advancements in technology.

INFORMATION TECHNOLOGY AND SMALL BUSINESS

Information technology, as we see it, is a subdomain of (general) technology. As such, it shares the general properties of technology that we discussed previously. Therefore, for our purposes, information technology is a set of processes based on natural principles that serve a human purpose; it derives its domain from the natural principles and purposes of information and the techniques of digital information creation and processing. Information technology is embedded in assets such as hardware and software and is difficult to completely isolate from the assets and from other technological domains. Further, information technology relates to absorptive capacity in ways similar to technology generally and has the capability to modify business processes to suit existing business processes. Information technology also has specific features that influence its use in small businesses and its relationship to innovation in the firm. We explore some of these aspects and features of information technology for small business in this section.

Information technology is currently driving significant change in small businesses and in society and consumer markets as a whole. Growth in the speed and power of information technology and in its breadth of application is causing many small businesses to assume that spending on information technology is a requirement for competitiveness in modern business. In addition, growth and change in information technology offers opportunities for establishing and growing small businesses. However, given the relentless pace of change, small businesses are hard pressed to continually devote scarce resources in an effort to keep up with competitors, and opportunities in the technology whirlwind seem to disappear as quickly as they appear, overwhelmed by the next opportunities. Nevertheless, managers fear that some specific new information technology or the accumulation of small information technology changes will produce a competitiveness gap, and this fear continues to drive information technology investment in many small businesses.

These contrary visions of the importance of information technology to small business continue to present a conundrum to business scholars over the value of information technology. On the one hand, scholars are accumulating evidence that suggests that information technology directly and indirectly contributes to firm performance.21 Proponents of a direct link consider information technology a competitive competency that facilitates greater communication, knowledge accumulation, and flexibility. Proponents of an indirect link argue that information technology aids in translating strategies into greater firm performance via similar mechanisms, but that the mechanisms themselves do not directly influence firm performance.

On the other hand, scholars find that information technology is too commonly available to allow any firm to use it in a way that differentiates one firm from another or supports a competitive advantage. Evidence supporting this view is also readily available in the extensive, expensive, and well-documented failures of information technology implementations and in the lack of direct measurable value of information technology.22 As a powerful and malleable tool, the implications of information technology are widespread, as are its contributions to firm performance. Therefore, directly measuring the value or information technology is difficult. Nevertheless, scholars continue to assert that information technology is valuable to the firm through many streams, such as return on investment in information technology projects, process measurement and improvement, and data collection and availability.23

Scholars have also addressed the relationship between information technology investment and innovation, finding that synergies exist between these elements of the organizational system—that doing more of one increases the returns of doing more of the other. Such complementary relationships include the flexibility associated with both innovation success and information technology and the collaborative structures and creative processes to solve problems that occur in innovation efforts and in information technology implementation and application.24

The malleability of information technology is worthy of specific note as it concerns the small business. A computer is a multipurpose tool, encompassing such functions as communications (e.g., e-mail, voice, video); entertainment (e.g., audio, video, gaming, social); computation (e.g., bookkeeping, robotics, CAD/CAM); business process support; and more. The many uses of such an information technology component demonstrate one dimension of malleability. But information technology is also malleable in the sense that it can be modified with relative ease by a relatively large proportion of the population, both in modifying the way that specific functions operate (e.g., changing a Web site) and in modifying the combinations of functions so that they operate in a desired way (e.g., integrating an online data source into the firm’s bookkeeping). As such, information technology seems to invite modification and to be an exploratory platform for innovation. As we have observed, large firms may have the resources to create innovation labs for such exploration in other domains, but the cost of a computational lab is within the reach of any size firm. This may be the reason that a disproportionate number of the giant information technology firms of the current generation began as small businesses in garages, basements, and dorm rooms.

TECHNOLOGY AND ORGANIZATIONAL CAPABILITIES

The concept of organizational capabilities (and scholars’ understanding of them) is an outgrowth of the resource-based view (RBV) of the firm.25 The RBV defines resources as assets that can be exchanged among firms and considers the firm to be a bundle of resources that are combined to create a competitive advantage upon which a firm may earn rents, or profits. The firm can sustain performance or profit emanating from the competitive advantage if the underlying resource is rare, valuable, inimitable, and unique.26 However, because a firm is more than simply the bundle of resources that it controls, the RBV also recognizes capabilities as attributes that are internal to the firm and cannot be exchanged apart from acquiring the entire firm. In this way, firm capabilities are analogous to skills in individuals. A small business with a particular capability will likely utilize certain resources in a more productive manner than a business without that capability.

While a complete taxonomy of firm capabilities has yet to be defined (nor likely could it be), various capabilities have been defined in extant research. Current literature relates innovation to technological capability but considers different conceptualizations of technological capability, such as “a firm’s ability to employ various technologies,”27 “[the firm’s] ability to use [technological] resources . . . to offer products,”28 and “a firm’s internal technology resource base.”29 We conceptualize such a technological capability as an attribute of the firm that supports technology as a driver of innovation. As we have argued previously, technology cannot be conceptualized in a “black box” manner in which one technology seamlessly replaces another; it often requires innovative adaptations of existing physical or organizational processes within the business.30 We argue that this adaptation in the application and use of technology represents the technological capability that supports innovation.

Technological Capability and Adaptation/Absorptive Capacity

Absorptive capacity is fundamental to technological capability. Such a relationship is positive for small business because absorptive capacity can be strengthened through use. Absorptive capacity, as the building of knowledge on knowledge, technology on technology, is strengthened by means similar to bricolage, where innovation is based on available resources and is brought about by tinkering with technology and processes to produce results.31 Managers can improve absorptive capacity by changing how the knowledge-based assets of the firm are used, in a sense similar to a dynamic capability. Dynamic capabilities are considered a means to configure other capabilities, such as technological capability.32 As absorptive capacity builds, technological capability is likely to be strengthened, which may lead to a virtuous cycle in which greater technological capability increases technological knowledge, leading to greater innovation that, in turn, further strengthens absorptive capacity. We argue that such a cycle is a means by which dynamic capabilities, such as absorptive capacity, influence innovation and, in turn, performance in small businesses.33

Summary: Technological Capability and Small Business

The strong linkage between technological capability and innovation and the importance of innovation to small businesses indicates that technological capability may be particularly important to small businesses. One view of the small business considers the owner/manager as more critical to performance of the organization than is typical in large firms, as we outlined earlier. In this sense, it is likely that the small business’s technological capability is more highly influenced by, or solely exists in, the owner/manager. In addition, unlike large firms, the small business is less likely to support a large technology infrastructure with devoted R&D and technology specialists. For these reasons, we expect the small business to have a more focused technological capability than a large firm does. This focus could have a positive effect on innovation in the sense that there is limited distraction and greater capability in a smaller technological area, but it could also have a negative effect in the sense that insights into combinations of technologies from different domains often produce innovation.

However, research finds that small businesses are more likely to engage in “coopetition” with other small businesses, which may provide additional technological insights from other specific technological domains and, thus, provide a greater breadth of technological capability to balance the potential negative effects of more focused internal technological capability.34 In this way, two strengths of small businesses can work in tandem to support innovation. In the next section, we consider the external environment in which small businesses exist and how the environment may influence the contributions of technology to innovation, the application of strengths of small businesses, and the ability of small businesses to capture value from innovation.

Dimensions of the External Environment and Implications for Small Business

The external environment may affect all of a small business’s functions and activities. For instance, devoting resources to the development of innovations is a strategic decision that may only produce value in the long term. A firm that is in an environment with scarce resources is likely unable to allocate resources away from short-term survival to support long-term goals. Small businesses have a hierarchy of needs and, given the choice, will likely satisfy needs for survival before concerning themselves with growth and innovation. Thus, in this section, we first classify the environment in which small businesses operate according to well-used measures from Dess and Beard, and then we turn our attention to how the environment may affect the contributions of technology to innovation in the small business context.35

Dess and Beard surveyed the literature on the environment of the firm, compared it to literature on the natural environment, and developed a view of the environment that consists of three dimensions: complexity, dynamism, and munificence.36 These dimensions operate at the industry level and are more or less independent, although some combinations are more common than others.

Complexity concerns the heterogeneity of the environment as reflected in the breadth of issues, inputs, competitors, and products with which the firm interacts. With a large number of interactions, the environment can be considered complex, even if the number of interactions is stable and the individual interactions exhibit low levels of variability. Among other effects, managers in a firm facing a complex environment will have greater information processing needs and perceive greater uncertainty. As an example, a highly regulated industry may be complex as managers must track many instances in which they may conflict with a restriction on behavior or a reporting requirement, but the regulations themselves may change slowly. In this way, environmental complexity does not depend on the frequency or magnitude of change in the interactions, nor does it depend on a change in the nature or number of interactions.

Dynamism is the level of instability in the environment also viewed as the unpredictability of environmental change or turbulence in the environment. In this view, dynamism considers whether managers in the firm can comfortably predict the scope and variability of interactions or environmental variables that the firm must consider. A large number of known variables constitutes complexity, while dynamism represents a relatively smaller number of highly uncertain variables or the potential of a sudden change in the number or set of variables. Dynamism, therefore, represents the notion of chaos in the environment. As an example, developing industries can be highly dynamic. As competitors and suppliers enter and exit the industry and new customer groups help to define the products and features that meet their needs, owner/managers may not know where to look for information on suppliers, competitors, and new customer bases.

Munificence considers the level of resources available in the firm’s environment. In natural environments, a rainforest would be considered more munificent than a desert. In the same way, a munificent environment would permit organizational growth and stability through a ready supply of resources. A high level of munificence does not guarantee resources to any particular firm, but indicates that resources are available to gather relatively easily. As an example, Fab.com, in an echo of the e-commerce boom of the early 2000s, recently capitalized on a munificent environment to acquire $150 million in new funding (which resulted in a valuation of over $1 billion, despite not yet having achieved profitability).37 This start-up was created as a social network in 2010; however, instead of allowing other brands to market to its social network, Fab.com decided to shift to merchandising to leverage its brand and its 14 million currently registered members.38 The munificence of the environment provided the resources for this change in competitive strategy.

Effects of the Environment on Innovation for Small Businesses

We now consider the effect of each dimension on small business innovation. Firms operate and make decisions within the constraints of an environment that likely will not change, short of the firm exiting the industry. Therefore, owner/managers need to understand the nature of the environment that the business faces and its impact on strategic decisions. In this way, small businesses will be better able to determine methods of innovation that fit with the combination of environmental dimensions that they face.

In a complex environment, a firm has to develop awareness of many different interactions with, for example, stakeholders, governmental agencies, competitors, and clients. Therefore, complex environments provide large amounts of input, data, and information to the firm. Small businesses in complex environments can develop broad informational networks among other participants in the industry. These networks enable the business to feed on multiple sets of ideas and approaches, which likely provide broad knowledge that can be an input to the innovation process. In addition, complexity can be managed through the use of tools and rule-based processes. In this sense, complexity provides the motivation and rewards for innovation: if innovation in processes and tools makes managing in a complex environment easier, firms are likely to engage in innovation. For these reasons, we expect small businesses in complex environments to have higher levels of innovation.

In a dynamic environment, small businesses should develop a certain flexibility and speed of response as the environment presents previously unforeseen challenges through continual unexpected change. In one way, dynamism could support innovation hand-in-hand with flexibility; if for no other reason, a firm in a dynamic environment would need short-term, problem-solving innovativeness because it likely is not able to predict in advance the internal and external problems that it may need to solve. Viewed from another perspective, dynamism could make successful innovation difficult because there would likely be little time for the trial and error or experimentation that is ordinarily needed to find candidate solutions to a problem and test them to select the best option. As an example of small business innovation in a dynamic environment, let us consider atom42, a digital marketing agency founded in 2007, just in time to confront the dynamism of the online media environment. This business found time to innovate internally through experimentation with cloud-based information technology infrastructure that allowed its staff to work remotely. Now atom42 is completely reliant on the cloud, having innovated internal processes to manage staff without physical colocation. Such innovation shows that a dynamic environment may not completely eliminate opportunities for innovation.

A munificent environment provides a higher general level of resources through such things as industry-wide sales growth. Environmental munificence also presents an equivocal effect on innovation. A munificent environment is likely to provide slack resources that could support innovation. However, a munificent environment is unlikely to provide the motivation for the effort required to innovate. Small businesses are considered to have a greater need to innovate to survive, particularly when compared to large firms who have other survival mechanisms such as market power and economies of scale. However, munificent environments may provide a level of resources that allows a noninnovative small business to subsist. Therefore, managers of small businesses in a munificent environment may be content and, therefore, may not attempt to build an innovation capability.

TECHNOLOGY, INNOVATION, AND VALUE IN THE SMALL BUSINESS CONTEXT

As Peter Drucker noted, the purpose of a business is to create customers.39 Small businesses create customers by offering products (and services) that meet potential customer needs (and purposes), both felt and unfelt. Potential customers find value in having their needs met and become actual customers by purchasing a product at a price to meet a need and realize that value. Different mechanisms exist for deciding the price (negotiation, auction, market pricing, etc.), but pricing by negotiation will suffice for our purposes in describing the value capture process. Customers capture value from the transaction to the degree that the price paid for the product is lower than the value that they receive. The creation of customer value may be fundamental to business success.40 Value creation and capture are central concerns for strategic management research.41 In a way similar to customers, small businesses capture value from the transaction as profit, the difference between the cost of producing the product and the price the customer pays, based on the customer’s perception of value. This value-price-cost model shows how value created by the transaction is divided between the business and the customer based on price.42

As we argue and illustrate above, existing technologies can be reconfigured, recombined, and reimagined by small businesses into innovative products that meet customer needs in new or different ways. Customers likely perceive differential value in these products, as compared to existing products. An innovative product, incorporating new or existing technology in new ways, may have a greater perceived value to customers through better meeting their needs. This greater value may support a higher price relative to the product that the customer had formerly acquired, based on the relative bargaining power of the customer and the business. In this way, technology embodied in innovative products relates to value created and value captured by the customer and the small business. Small businesses that innovate and offer differential technology may be in a superior position to create and capture value and therefore to successfully compete.

CONCLUSION

In this chapter, we have argued that technology may be used as a driver of innovation in small businesses, which may, in turn, create value that can be appropriated and influence performance and survival. In this sense, we posit that the use of technology in the firm’s processes (information technology or otherwise) likely demands adjustments to the technology or the processes that exercise absorptive capacity. Strong absorptive capacity allows the firm to strengthen technological capability through more deeply understanding technology currently in use or more quickly gaining knowledge of prospective technologies. Strong technological capability supports both product and process innovation and allows for an innovation orientation, all of which have been shown to improve the value created and appropriated from innovation.

In addition, we have argued that information technology will likely serve well as a technology to apply to the firm’s processes to begin the process of strengthening the firm’s absorptive capacity. The advantages of information technology for this type of use are that information technology can be applied to the firm fairly economically; information technology is malleable, allowing the kind of adjustment in technology and processes that exercise absorptive capability and build technological capability; and, perhaps most importantly, information technology can be used without significant disruption of the core technology uses in the firm.

Summary: Technology-Driven Innovation in the Small Business

Small businesses compete with large firms through innovation by using the particular strengths that smallness often conveys. Because product and process innovation are advantageous when performed in tandem, small businesses are likely better able to keep the two innovation streams in sync because of the cohesiveness of smallness. In addition, because innovation orientation is linked to organizational performance, small businesses are likely able to leverage their strength in creating and maintaining culture to support an innovation orientation. Small businesses are able to use the malleability of information technology to develop innovation labs on a scale that is commensurate with their smaller budgets and to utilize information technology in business processes to maintain and exercise the absorptive capacity that we argue underlies technological and innovative capabilities. Finally, small businesses often have closer relationships to and cooperation with other small businesses; these strengths can be used to guard against the danger of having a too-narrow focus on a particular technological knowledge set.

Further, we argue that the environment is a fundamental consideration in the small business’s efforts to innovate with technology, exercise its technological capabilities, and strengthen its absorptive capacity. The environment is of particular interest to small businesses as they are less likely to possess the slack resources, market strength, and resource generation that large firms use to manage through environmental circumstances.

Parting Thoughts: Perils of Ignoring Technology

We conclude with a final note of both caution and optimism in considering the role of technology in the innovation of two firms, Kodak and Instagram. The Kodak information technology outsourcing decision of the late 1980s was widely reported and triggered the spread of the trend of information technology outsourcing among firms.43 Kodak was one the first organizations to entirely outsource their information technology operations. Subsequently, Kodak developed the technology for digital photography, but it did not develop a commercial product from this early innovation until much later, following a long period of licensing it to competitors who successfully created and captured value from the radical innovation. Around 2010, the growth in digital photography at the expense of film photography (Kodak’s original core technology-based competitive advantage) had completely eroded Kodak’s sales, and the firm filed for bankruptcy protection in early 2012.44 As part of the bankruptcy settlement, Kodak sold 1,100 digital-imaging patents, technological innovations that the firm held but had never developed into commercially viable product innovations. Additionally, they also sold cash-generating branded film, digital camera, and picture-printing kiosk businesses to other firms, foregoing longer-term revenue streams for short-term cash infusions. We expect that, over time, this case (and other similar stories) will result in a significant amount of research into the likely cause and effect of such events. However, we speculate, based on the arguments put forth in this chapter, that Kodak may have lost its ability to develop products, despite the development of innovations, as attested by the digital photography patents that it sold.

Contrast the large firm example of Kodak above with the recent small business example of Instagram, a formerly small firm acquired by Facebook in 2012.45 Instagram embraced digital Web-based photo technology by deemphasizing the printing of photographs. The innovative service allows photograph sharing via its Web site, with the world or a selected set of users. Through reimagining the use of photographs and recognizing that many uses are available via mobile devices rather than through print, Instagram attracted more than 150 million users.46

In conclusion, we can only wonder whether the lack of availability of internal technology adoption projects because of the outsourcing decision and the possible concomitant decrease in technological capability were contributing factors in Kodak’s decline. A more technologically well-informed Kodak might have envisioned an Instagram-like service to be combined with its (formerly) powerful photography brand. However, the small business utilized the strengths of smallness along with a technology capability to innovate in ways that allowed it to thrive in a niche between Kodak and Facebook. Such innovation, based in technological capability, absorptive capacity, and environmental awareness, allowed Instagram to create customers by producing a valuable service, to appropriate a significant share of that value, and to become a significant part of a larger firm.
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The Effect of Top Management Team Networks on Innovation: A Comparison of Large and Small Organizations

Kevin D. Clark and Scott L. Newbert

The importance of networks in the acquisition of resources emerged in the mainstream management field more than 30 years ago. Beginning with Granovetter’s seminal paper on tie strength,1 much of the early theoretical work on networks focused on their structure, defined as the set of and linkages among individuals or organizations, typically conceptualized as the size, centrality, tie strength, locus, connectedness, and absence of structural holes within the network. Since then, research in the area has expanded to include the network’s content or the ability to access needed resources and information from the network.2 In essence, network theory suggests that the more attractive the network’s structure and the greater the access to it, the more likely the focal actor, group, or organization is to outperform those with less well-developed and less well-accessed networks.

Over the past three decades, a considerable body of empirical research has been conducted in the management field to test these hypothesized relationships. While not unanimous, particularly with regard to tie strength, the majority of this research stands in support of network theory.3 Because of the strength of such results, the dimensions of network structure and content that are most important to individual-, group-, and organization-level performance are generally understood and accepted among management scholars.

Perhaps in response to the success that network theory has received in the management field, Hoang and Antoncic report that a similar interest in networks has arisen in the entrepreneurship field over the past two decades.4 Indeed, the emergence of network theory as a powerful tool in understanding organizational performance is particularly attractive to entrepreneurship scholars as it helps reconcile a conundrum faced by managers of small firms. Because small organizations are generally resource-poor, they must attract and direct resources that are not within their immediate control to grow.5 However, primarily because of their limited resource endowments and lack of history, small organizations generally lack the collateral or other insurance against default in any exchanges in which they are provided resources.6 This liability of smallness ultimately manifests in a lack of legitimacy, or credibility, for the organization, which undermines its attractiveness in the eyes of external parties. Unfortunately for small organizations, “[a] resource holder’s decision to support an entrepreneurial enterprise depends on his or her appraisal of the attractiveness of the opportunity identified by an entrepreneur.”7

Given the challenges associated with a lack of legitimacy, many scholars argue that social networks may provide the means by which small organizations can attain, or build, the legitimacy necessary to encourage resource gatekeepers to engage in transactions with them.8 Specifically, by associating with a large, diverse group of individuals and organizations, small organizations inevitably increase their opportunities both to build relationships with important resource gatekeepers and, more importantly, to be perceived by them as trustworthy enough to afford them access to these resources.

Despite the fact that networks seem to be of tremendous importance to small organizations, Hoang and Antoncic find that empirical results concerning the importance of network structure and content to their performance is largely mixed.9 Indeed, these authors report that among several structural dimensions of a new and small organization’s social network, only the hypothesized positive relationship between the absence of structural holes and performance has received consistent support, though because of the diversity of measures used to test this hypothesis, even this relationship is far from conclusive.10 In the years since Hoang and Antoncic’s review, little has changed.11 Not only have only a handful of the many network-based studies that have been conducted explored their importance to small organizations, but the results of these studies provide less than compelling support for network theory.

In terms of network structure, Lechner, Dowling, and Welpe conclude that it is not the size of the network that matters to the development of an organization, as network theorists might suggest, but rather the type (reputational, social, cooperative, or competitive) of network that is leveraged.12 Similarly, Leung et al. find that organizational growth is enhanced by leveraging different subsets of the network.13 In terms of network content, Lei et al. find that organizational growth is a function of the degree to which their network partners actually support the organization, which they argue to be a function of the trust that exists between them.14 Finally, Zhang et al. find that based on the characteristics of the lead entrepreneur, network ties may be less likely to generate financial investment than traditional market-based methods, thereby questioning the relevance of using networks at all.15

It seems then that in contrast to the overwhelming support for network effects in large, established organizations, evidence of the value of networks to small organizations is less than compelling. We speculate that this lack of consistent support is a function of the contextual differences among large and small organizations. Thus, while we accept that the liability of smallness makes small organizations reliant on social networks, we contend that (1) small organizations may be less able than large organizations to establish relationships with individuals and organizations that control valuable resources, and (2) even in cases where they are able to do so, they may still lack the ability to leverage them as effectively as large organizations. Indeed, we believe that the small organization’s lack of legitimacy results in a network that is either unable or unwilling to contribute resources to the organization. In other words, because small organizations lack the credibility of their larger, more established counterparts, their top management teams (TMTs) are unlikely to have connections to gatekeepers of critical resources, and, even if they do, these gatekeepers are unlikely to provide these non-credible organizations access to these resources.

Interestingly, no research has been conducted to date examining the moderating effect of organizational size on the network-performance relationship. In response to this gap, we test the contingent effect of organization size on the relationship between a variety of dimensions of TMT network structure and content on innovation performance. We examine innovativeness as a performance measure because innovation is a resource-dependent process that requires organizations of all sizes to gain access to a multitude of resources (both tangible and intangible) that lie beyond their immediate control.16 Network theorists have long studied the link between networks and innovation, thus we focus our analysis on an important measure of innovation performance, namely, the level of innovation output.17

From our empirical analysis, we find that while network structure and content are important to innovation output, they are more important for large than for small organizations. Based on these results, we conclude that although small organizations should benefit more than large organizations from their networks, they do not. Following Hoang and Antoncic’s plea for inductive research to better understand findings on entrepreneurial networks and introduce new theoretical ideas on the matter, we then examine the data at a more qualitative level in an attempt to reconcile this conclusion. Based on our theorizing, we propose that one possible solution to this apparent paradox might be the implementation of specific networking strategies that facilitate the development of more effective networks.

NETWORKS AND INNOVATIVENESS

According to Galbraith, top-level decision-makers need to be able to find and collect information, process it, and make decisions (act) to counter environmental threats.18 Because much salient information exists beyond the boundaries of the organization, members of the top management team (TMT) must often span the boundaries of the organization to gain access to it.19 This ability to obtain information is particularly important for highly innovative organizations, as the innovation task requires a significant amount of information collection, evaluation, and processing.20

Powell, Koput, and Smith-Doerr contend that one means by which such information and knowledge can be obtained is the TMT’s network.21 Networks have been defined as “as set of nodes (persons, organizations) linked by a set of social relationships (friendship, transfer of funds, overlapping membership) of a specified type.”22 Networks can provide innovation benefits to organizations in a variety of ways. Ahuja describes how networks can be used to learn about important innovation successes and failures in the industry and environment as well as how networks potentially serve as “an information-processing mechanism, absorbing, sifting, and classifying new technological development in a manner that goes well beyond the information processing capabilities of a single organization.”23 In addition, key developments in the industry and related fields can be brought to the attention of decision-makers through their network connections.24 Finally, networks can be used to solve innovation problems in different ways, for example, by gathering specific information or by influencing other critical stakeholders associated with an innovation.

Given the benefits that a network can offer innovative organizations, it is widely believed that studying TMTs with different network characteristics should help us to understand and predict who will be able to make better decisions regarding innovation.25 In other words, different network characteristics of the TMT will have implications for the amount, type, and quality of information that is available to facilitate innovation output. However, we believe that any advantages that networks might offer to organizations will be a function of the organization’s size, primarily because of the liabilities that small organizations face.

NETWORK STRUCTURE

Tie Strength

The strength of the ties in the TMT’s network is a key dimension of network theory, as strong ties provide for trust and reciprocity.26 Although networks potentially link organizations to all types of resources, we mainly focus here on information resources critical to innovation efforts that may be the most critical to the knowledge creation process.27 Moreover, while weak ties may provide certain efficiency benefits, especially where the meaning of information is not problematic,28 strong ties involving frequent communication and relationships of long duration will be critical when the information is uncertain and ambiguous.29 There is significant evidence that when ties or relationships are long lasting or strong, individuals will be more willing to exchange information and cooperate for mutual benefit.30 We expect TMT members that have relationships of long duration and frequent communication to be able to garner richer knowledge and information and to be more confident in that information than will TMTs with relationships that are more short term with less frequent communication. Moreover, the richer and more accurate information gleaned from strong ties will be important to speedy development of successful innovations.

Hypothesis 1a: TMT network tie strength will be positively associated with an organization’s innovation output.

Redundancy

Redundancy represents the extent to which more than one member of the TMT has a link to the same stakeholder. Highly redundant networks are those in which nearly every team member is connected to the same stakeholders. In contrast, a non-redundant network entails no overlap in connections: each team member is connected to different sets of alters. In network theory, highly redundant networks are considered inefficient. According to the weak ties argument, the TMT should maximize the number of ties, and this is facilitated by the utilization of weak ties, which are less costly to develop and maintain.31 Therefore, from a weak ties perspective, redundancy in TMT networks is suboptimal because it will make innovation search and discovery repetitive and inefficient. However, another view is that extensive redundancy among actors can facilitate shared norms, increased trust, and greater collaboration.32 Indeed, when resource gatekeepers have multiple connections to an organization, they may be more willing to provide access to critical inputs. The shared norms associated with such networks can lead to clearer expectations and mutual support, which will assist knowledge sharing.33 Redundant ties can also lessen opportunism in a network as information on one actor’s abnormal behavior will spread quickly through the system and sanctions for such behavior can quickly be imposed.34 Finally, redundant networks allow team members to quickly validate new information brought to the innovation process, ultimately lowering search costs.

Hypothesis 2a: TMT network redundancy will be positively associated with an organization’s innovation output.

Locus of Orientation and Connectedness to Core

Locus of orientation refers to the proportion of TMT direct ties that are connected externally versus internally. A TMT may concentrate its ties within the organization and/or may attempt to build extensive ties with external actors. Though not included in many network studies, the locus of orientation is relevant to the study of TMTs because it reflects the extent to which the team is focused on the external environment (e.g., boundary-spanning and buffering activities) versus internal actors (e.g., coordination and control).35

March uses the concepts of exploration and exploitation to describe two ways in which organizations search, discover, and learn.36 Exploration refers to search and discovery related to adaptation and innovation. In contrast, exploitation refers to refinement, production, efficiency, selection, implementation, and execution. Following Ancona and Caldwell’s related discussion of internal and external activity in small groups, we would expect to see differences in the innovation performance of internally versus externally oriented TMTs.37 Internally oriented TMT networks should be related to increased efficiency and would not have the external contacts to search for and discover new information. In contrast, externally oriented TMT networks would reflect an open systems orientation toward innovation and adaptation. Boeker’s work on the relationship between the hiring of outsiders into the TMT and subsequent product market innovations also supports our expectation that external networks will be critical for innovation.38 Although Boeker investigated the “direct transmission of relevant information between organizations” through hiring, we anticipate that top manager contacts to external parties should also result in identification and absorption of new information and ideas that may result in innovation.39 Bouty further highlights the potential importance for innovation of external contacts of R&D employees because the information that they access is “neither in the scientist’s employing organization nor in any intermediate formal arrangement (such as an alliance or R&D consortium).”40

Although external boundary-spanning links are critical to innovation, the ability of the management team to understand the information needs of the organizational core is a prerequisite for effective information search. Simply put, for the TMT to be an effective information-gathering mechanism, team members must understand what information gaps exist in the ongoing innovation efforts located within the organization. Thus, we expect that some level of connection to internal constituencies will provide an adequate understanding of what is required and will facilitate the information search that is so critical to innovation output.

Hypothesis 3a: TMT network external locus of orientation will be positively associated with an organization’s innovation output.

Hypothesis 4a: TMT network connectedness to the core will be positively associated with an organization’s innovation output.

NETWORK CONTENT

Utilization

The mere existence of networks does not say anything about the extent to which they are actually used. Indeed, network research implicitly assumes a rational actor model whereby all actors have an equal probability to use their connections to further some purpose.41 For example, structuralist approaches routinely assume that those positioned as bridges will leverage their brokerage positions to gain information or power.42 Adler and Kwon suggest that network scholars need to explicitly study the extent to which networks are actually used.43 In fact, they contend that the value of networks will depreciate with lack of use, noting that networks need to be “renewed and reconfirmed” or they will drop in value. Most recently, scholars such as Reagans and McEvily and Tsai have examined the extent to which structural networks actually lead to the transfer of information and knowledge.44 We contribute to this emerging area of interest by directly examining the extent to which networks are utilized for information gathering and for influencing others.

Gathering information is defined as the extent to which the network is used for purposes of assembling new information and knowledge. The ability to gather information and knowledge can be a key source of competitive advantage.45 Moreover, in the knowledge-based view of the firm, organizations are treated as knowledge systems, specializing in creating and transferring information and knowledge.46 Reagans and McEvily contend that scholars have only inferred that networks are used for information and knowledge-transfer purposes.47 Hargadon and Sutton describe how engineers learned about potential new technologies through organizational contacts with clients.48 They describe how the organization’s network position made contacts possible, but that it was up to designers to individually exploit this position to gather necessary information and knowledge and then to utilize this information and knowledge for creative purposes.

Influencing others is defined as the extent to which a TMT member uses his or her network for purposes of power and control. Information and knowledge transfer is a discretionary activity.49 Members of networks are presented with many opportunities to share and exchange knowledge, even though not all prospects are seized. One way in which members of a network may decide to reveal information and knowledge is through power and coercion. Although Hansen focuses on the importance of strong ties in providing the ability to transfer complex knowledge, he acknowledges that even where there is transferability, one party may not be willing to do so.50 Bouty also recognizes that whether knowledge is transferred between R&D scientists employed by different organizations rests in part on the willingness of the holder of the knowledge to enact the transfer.51 Although strong ties may be one motivating mechanism, we expect that for the transfer of certain types of sensitive or proprietary knowledge to occur, it may be necessary for the requester to be able and willing to influence the holder.

We combine the use of networks for information gathering and influencing others into one measure of network utilization. As has been stated above, information and influence can be critical to the innovation process. Thus, we propose that the greater the utilization of TMT networks in pursuit of information and influence, the greater the innovation output.

Hypothesis 5a: TMT network utilization will be positively associated with an organization’s innovation output.

THE CONTINGENT EFFECT OF ORGANIZATION SIZE

According to Suchman, organizations that are perceived to be attractive, credible, or legitimate are considered to be more meaningful, more predictable, and more trustworthy.52 Such perceptions (whether warranted or not) are important, given that one factor that motivates organizational stakeholders to provide the organization access to their resources is their belief that the organization is legitimate.53 Thus, it follows that the more legitimate the organization, the more likely it will be to gain access to the resources held by its network members.54

Unfortunately, such logic is a challenge for small organizations. As noted above, small organizations face what is known as the “liability of smallness.” According to this view, potential resource-exchange partners assume prior success to be an indicator of future success. More specifically, Hannan and Freeman suggest that the inertial forces within a large organization convey a sense of reliability, or legitimacy, to external parties.55 Because an organization’s size is often perceived to be indicative of its potential for future performance and growth, small organizations are often assumed to lack legitimacy and thus are believed to be more vulnerable to failure than large organizations.

It seems then that small organizations are faced with a paradox: they often require resources to innovate, but resource gatekeepers are reluctant to engage in exchanges with them because of their lack of legitimacy. This conundrum tends to manifest in an inability to obtain needed resources, either at all or at a competitive cost. For example, Aldrich and Auster attribute the difficulty that small organizations have in raising capital, recruiting quality employees, and keeping administrative costs down to this liability of smallness.56 This scenario is particularly concerning as these factors have been found to negatively affect the innovation process.57

Given these liabilities faced by small organizations, one might assume that their dependence on networks for innovation success should be significantly stronger than for large organizations. However, we believe that the network-performance relationship will be stronger for large organizations because they are not subject to the liabilities faced by their smaller counterparts.

As noted above, organizational size is perceived to be indicative of an organization’s potential for future performance and growth.58 As such, resource gatekeepers often use size as a decision criterion when determining whether to invest in a given organization. This is a key point because strong ties are likely to provide access to resources solely on the basis of the trust upon which the relationship is built. Because weak ties lack that trust by definition, they are likely to provide access to their resources only to those organizations with a proven track record or an asset base that is sizable enough to serve as collateral. In support of this logic, Jack finds that all of the ties used among a sample of small organizations were strong.59

Unfortunately for small organizations, maintaining a network of strong ties, where relationships are long-standing and exercised frequently, is very expensive. Executives in large organizations may experience a form of prestige centrality whereby potential contacts seek them out and endeavor to preserve relationships once they are established. The attractiveness associated with being an executive in a large, powerful organization lowers the cost of developing and maintaining strong ties. Moreover, managers from large organizations will be more able to extract from strong ties and exploit the information necessary for innovation because the size of their organizations reflects greater commitment and reliability to the network relationship.

Hypothesis 1b: The positive relationship between network tie strength and innovativeness will be stronger for large organizations than for small organizations.

One alternative mechanism by which small organizations might offset a potentially insufficient number of strong ties could be to simply increase the number of TMT members with ties (either strong or weak) to each network member. In so doing, small organizations could establish stronger connections to and increase trust with important resource gatekeepers. However, as with developing strong ties, developing redundant ties is very expensive. Because small organizations possess less slack than their larger counterparts, they will be comparatively less successful in developing and maintaining multiple ties to resource gatekeepers (e.g., administrative staff and budgets for networking). In sum, while strong and redundant ties could enable small organizations to overcome some of the liabilities associated with their size, they are likely to be less able than large organizations to establish them in a way that would prove cost-effective because they are in relatively short supply of slack resources.

Hypothesis 2b: The positive relationship between network redundancy and innovativeness will be stronger for large organizations than for small organizations.

Because large organizations are perceived as more legitimate than their smaller counterparts, resource gatekeepers may actively seek out large organizations and volunteer access to their resources, as such an alliance may in turn legitimize these network members (e.g., prestige centrality).60 Consider, for example, that small organizations, by definition, are likely to possess a smaller stock of resources (such as knowledge) than their larger counterparts. Thus, large organizations may well be able to innovate successfully by relying on the diversity of knowledge that exists within the boundaries of the organization. Perhaps because of the lack of knowledge diversity inside small organizations, innovation in small organizations has been found to require the absorption of new information and ideas.61 However, although large organizations are likely to hold greater amounts of knowledge internally than smaller organizations do, it is also true that the executives of larger, more prestigious organizations may be better able to develop relationships with actors who hold important information that the organization could use. Thus, while external networks may be critically important for smaller organizations (who have limited internal knowledge resources), the quality of the external contacts held by executives of larger, better-known organizations may provide an information advantage. The larger and more differentiated an organization grows, the greater the risk that management will become detached or uncoupled from the core.62 One key integrating mechanism that provides information on organizational activities is the internal network. Though we expect some level of connectedness between the TMT and the core to be important for effective boundary spanning, we believe that it will be particularly true for larger organizations.

Hypothesis 3b: The positive relationship between network external locus of orientation and innovation output will be stronger for large organizations than for small organizations.

Hypothesis 4b: The positive relationship between network connectedness to the core and innovation output will be stronger for large organizations than for small organizations.

Furthermore, once TMT members of large organizations have developed these external and internal connections, they are unlikely to need to resort to coercion to gain access to needed resources precisely because they are perceived as legitimate and unlikely to default in such exchanges. Small organizations, on the other hand, lack this perceived legitimacy and thus often need to persuade outsiders to provide access to needed resources when they might otherwise not do so. In fact, Tornikoski and Newbert find that several types of proactive behavior often build legitimacy and facilitate exchanges between resource gatekeepers and organizations.63

Yet, because larger organizations benefit even more from the networks of their executives, it is even more critical for these executives to actually use their networks for information and for influencing. Indeed, because relationships are often asymmetrical with respect to power, we expect the executives of large organizations, which possess both market power and legitimacy, to be better able to leverage their connections to exert influence and enact information transfers.

Hypothesis 5b: The positive relationship between network utilization and innovation output will be stronger for large organizations than for small organizations.

METHOD

Sample

Field data were collected using on-site, structured interviews with each organization’s CEO and in-depth questionnaires completed by the CEO and members of the organization’s TMT. It is important to note that this approach results in a network that extends the analysis beyond the personal network of the owner (i.e., CEO), characteristic of much of the recent work on networks of new and small organizations, to the network of the entire TMT. The sample was selected according to two criteria.64 First, given the intensive nature of the data-collection process, all organizations had to be headquartered within driving distance of the researchers. Second, to ensure that the organizations faced similar competitive environments (to have a focused sample), the companies had to conform to the definition of high-technology organizations. Milkovich defined high-technology industries as being populated by “organizations that emphasize invention and innovation in their business strategy, deploy a significant percentage of their financial resources to R&D, employ a relatively high percentage of scientists and engineers in their workforce, and compete in worldwide, short-life-cycle product markets.”65

Two hundred thirteen organizations were identified as meeting the study criteria. Initially, an introductory packet consisting of a letter from the research team and three endorsees (the dean of the business school, the director of the university’s Center for Entrepreneurship, and the editor of a technology-based trade publication) was mailed to the CEO of each identified organization. The research team then phoned each CEO to provide additional information regarding the study, to answer any specific questions or concerns of the CEO, to ask for the organization’s participation, and to schedule a time for an initial site visit and interview.

Of the 213 organizations contacted, 85 companies agreed to be interviewed, yielding an initial participation rate of 39 percent. Each CEO or president was interviewed for approximately one hour. There were three main purposes for the on-site CEO interview. First, the interview enabled us to gain the CEO’s support for the study. Second, the interview was used to collect information on the level of innovation within each organization and other background information. Finally, CEOs were asked to identify the members of their top management team. As part of this interview, each CEO was asked to sign a letter encouraging identified team members to complete questionnaires and to identify an internal contact that could help the research team distribute and collect surveys.

Of the 85 organizations that were interviewed, we obtained complete sets of data on 70 organizations (participation rate = 33 percent). The average number of top management team members responding to the study was 3, for an intra-TMT response rate of 59 percent. Approximately 57 percent of the organizations in this sample were publicly traded. The companies that agreed to participate were not significantly different from those not participating in terms of reported sales (t = 1.364, p  0.05) or number of employees (t = 1.695, p  0.05). The sample was composed of organizations from multiple high-technology industries, including computer software, semiconductor equipment, information technology and integration services, engineering services, and communications, and it included organizations ranging in size from $320,000 to $8.4 billion in sales revenues (mean = $362 million).

Dependent Variable

During the pilot testing of the instrument, it became clear that organizations innovate in a variety of ways. In keeping with the findings of Damanpour, innovation is operationalized as the number of new innovations (e.g., products, services, markets, processes) developed by an organization during the last year.66 Our definition is similar to what Bantel and Jackson referred to as technical innovation.67 As the composition of this innovation measure deviates slightly from Damanpour (only new products and services), construct validity was assessed by comparing this measure to Damanpour’s and to organization R&D spending. Both the simpler new product and services count measure (r = 0.885, p < 0.01) and R&D spending (r = 0.644, p < 0.01) were strongly correlated with the measure used in this research. Innovation was collected from CEO interviews and R&D spending from annual reports.

Independent Variables

TMT relational networks were assessed through questionnaires distributed to each team member. The questionnaire was extensively pretested with (a) several MBA students who had extensive experience working in technology-intensive organizations, and (b) four CEOs from organizations that were not part of the study. Consistent with Adler and Kwon’s conceptualization of networks as properties of both individuals and organizations, the relational network measures were collected at the individual level and then aggregated to the group level of analysis.68

Most network studies focus either on the set of relations that an actor has within the organization or on the network relationships between organizations. With few exceptions, researchers have not collected primary network data on a large sample of top-level managers.69 Moreover, when researchers have included both internal and external networks, the external network is artificially constrained through the use of a roster methodology.70 The advantage of such approaches is that the researcher is able to collect data for the entire set of relationships. The serious shortcoming is that the network boundary is difficult to properly define, and yet doing so is critical to the generalizability of results.71 An alternative to roster methods is the egocentric approach whereby a respondent is asked to list out contacts based on specific criteria (e.g., “those you rely on for advice concerning technology issues”). In this research, we developed a roster of thirteen categories of potential contacts based on extensive pretesting. However, as in egocentric research, respondents were able to self-determine which contacts were most important and responded by rating their relationship with these contacts. The advantage of our primary data collection approach is that we were able to collect data on the networks of a large set of top-level managers in an efficient manner while minimizing the risk of arbitrarily constraining the network.

Most research on TMT networks focuses on board interlocks or links to financial institutions; however, several researchers have advocated the inclusion of a broader set of potential contact types.72 In this study, TMT members were asked about the relationships that they had with actors from nine general external categories (e.g., financial institutions, suppliers, customers, competitors, alliance partners, government agencies, trade associations, boards of directors, and other) and four general internal categories (e.g., operations, marketing/sales, research and development, and other) of actors. From the responses, we calculated each respondent’s mean frequency of contacts, duration of relationships, locus of orientation, connectedness to core, and to what extent they used their ties for information and influence. Respondents’ network scores were then aggregated to the group level, and the redundancy across individual networks within the TMT was also calculated. The specific network items are described next.

Tie Strength

Bouty found that long-standing ties were important for information networks among R&D scientists.73 Tie duration is the average amount of time in months that the TMT has known actors in its network. Granovetter suggests that frequent interaction may also indicate a stronger tie.74 Hansen underscores the importance that strong ties may have for facilitating the transfer of complex knowledge.75 Interaction frequency is measured as the average number of times per month that contact is made between TMT members and other actors.

Redundancy

A fully redundant network is one in which the networks of each TMT member are identical, that is, where the contacts that one executive has with different types of contacts mirror those of the other executives on the TMT. In a nonredundant network, some executives would have unique ties or could serve as structural bridges.76 Our measure captures the extent to which TMT members are linked to the same stakeholder categories. Specifically, the measure of redundancy used in this research is the proportion of categories to which at least two members of the TMT are linked to the total possible number of categories (13).

Network Locus

Network locus has not been a key area of research in network theory; however, a review of information theory suggests that this may be an important factor in TMT functioning.77 Network locus refers to whether the network tends to be composed of connections to actors inside the company or of connections to actors outside of the company. First, the number of external contacts listed by TMT members was summed. Second, the total number of contacts (external plus internal) listed by TMT members was summed. The measure was the ratio of the number of external ties to the total number of ties. Thus, a locus score of greater than 0.50 indicates an externally-oriented TMT network.

Connectedness to Core

Though the literature on boundary spanning suggests that external relations may be important for innovation, TMTs may also need to maintain adequate linkages to the organization’s core as well. We measure connectedness as the number of TMT ties to internal actors divided by the total number of employees (possible internal ties). This measure is essentially the density of the internal network, except calculated for an ego-centered network.

Utilization

We measured network utilization in terms of the extent to which each respondent’s network was used for gathering information or influencing others. TMT members were asked to respond to the following two items: “I use these contacts to gain access to information” and “I use these contacts for influencing,” using a five-point Likert scale where 1 = not at all and 5 = a great deal. Individual responses were aggregated and averaged across the two measures to create a group network utilization measure (I = 0.905).

Control Variables

Organization Size

Because larger organizations may have more resources (financial capital, organizational slack, etc.) to devote to innovation efforts, organizational size was controlled in the analysis.78 Organizational size was measured as the logarithm of the number of employees, which was collected from the CompuStat database, annual reports, and, for private organizations, during CEO interviews.

Environmental Dynamism

Organizations facing high rates of environmental change need to adapt to be successful. Innovation is a key adaptive mechanism that organizations display in response to environmental uncertainty. Thus, we control for the rate of change in each organization’s environment. During the CEO interview, CEOs responded to the following item: “How quickly do things change in your industry?” on a scale from 1 (slowly, if at all) to 5 (very rapidly).

TMT Experience

Hargadon and Sutton point to prior experience as a key source of new ideas that could lead to innovation.79 Becker found that years of experience in a job or industry represented specific knowledge of an individual.80 Based on the findings of Wiersema and Bantel, years of experience is an index of mean TMT tenure in the team, tenure with the employer, and tenure in the industry.81 First, the individual years of experience were standardized. A linear additive index measure was then constructed for each individual in the TMT. Finally, the aggregation to the group level of analysis was accomplished by computing the group mean.

TMT Education

Following Becker, years of education is used as the measure of the general knowledge residing in the TMT.82 Education has also been used as a proxy for cognitive complexity.83 Respondents were asked how many years of post–high school education they had completed. The aggregation to the group level of analysis was accomplished by computing the mean years of education for TMT members.

Network Size

As a measure of network structure, the number of direct ties refers to the number of straight contacts between TMT members and a set of alters.84 Numerous weak ties, while subject to unreliability and uncertainty, can provide members with tremendous access to valuable resources to which they might not otherwise have access. Podolny and Baron find that network size significantly predicts grade advancement,85 while Uzzi finds empirical support suggesting that network size is a significant predictor of increasing access to and decreasing costs of capital.86 Because prior research has connected the number of ties to innovation, we used the number of direct ties as a control in this research.87 The number of direct ties is the mean number of direct contacts represented by the combined networks of the TMT members.88

ANALYSIS AND RESULTS

Table 3.1 is the correlation matrix of all variables used in the analysis. Hierarchical regression analysis (table 3.2) with forced forward selection of blocks of variables was used to ascertain the relative contribution of the network block of variables in explaining variance in organizational innovation when controlled for organization size, rate of environmental change, TMT demography, and TMT network size. Consistent with our expectations, TMT networks do affect organizational innovation when controlled for organization size, environmental change, TMT demography, and network size (R2 = 0.302, p < 0.001). Hypotheses 1a, 2a, 3a, 4a, and 5a concern the directional impact of specific characteristics of the network on innovation output. The test for each hypothesis is a significant beta (one-tailed t-test) in the predicted direction in the regression containing all of the measures; it can be found in column one of table 3.2.


Table 3.1 Descriptive Statistics and Bivariate Correlations
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 2. Firm size
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 3. Environmental dynamism


	
2.85


	
0.90


	
0.208*
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 4. TMT experience


	
113.79


	
55.77


	
0.097
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 5. TMT education


	
5.73


	
1.56


	
0.480**


	
0.420**


	
0.087


	
0.190


	
	
	
	
	
	
	




	
 6. Network size


	
112.36


	
79.20


	
0.086


	
0.337**


	
0.191


	
0.120


	
0.051


	
	
	
	
	
	




	
 7. Duration


	
44.95


	
38.63


	
0.562**


	
0.266*


	
–0.002


	
0.273*


	
0.343**
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 8. Frequency


	
8.71


	
6.83


	
–0.154


	
–0.280**


	
–0.211*


	
–0.119


	
–0.287**


	
–0.115
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 9. Redundancy


	
0.75


	
0.17


	
0.016


	
–0.155


	
0.118


	
0.127


	
–0.101


	
–0.015


	
–0.284**
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10. External locus


	
0.65


	
0.15


	
–0.319**


	
–0.505**


	
–0.200*


	
–0.049


	
–0.351**


	
–0.030


	
–0.163


	
0.316**


	
–0.041


	
	




	
11. Connectedness to core


	
0.17


	
0.20


	
–0.305**


	
–0.627**


	
–0.135


	
0.157


	
–0.331**


	
0.105


	
–0.190


	
0.065


	
0.318**


	
0.127


	




	
12. Utilization


	
2.28


	
0.69


	
0.247*


	
0.293**


	
0.038


	
0.042


	
0.261*


	
0.156


	
0.428**


	
0.365**


	
–0.455**


	
–0.186


	
–0.208*







* p < 0.05, ** p < 0.01, *** p < 0.001




Table 3.2 OLS Regression Results: Innovation
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Control variables: (F = 10.143***, adjusted R2 = 0.402)


	
	



	
 Organizational size


	
0.847***


	
6.246





	
 Environmental dynamism


	
0.133


	
1.856





	
 TMT experience


	
–0.157*


	
–2.097





	
 TMT education


	
0.282**


	
3.441





	
 Network size


	
–0.301**


	
–3.508





	
Main effects: (F = 15.671***, adjusted R2 = 0.704, Δ R2 = 0.302***)


	
	



	
 Tie strength—duration


	
0.502***


	
6.664





	
 Tie strength—frequency


	
–0.005


	
–0.071





	
 Redundancy


	
0.085


	
1.091





	
 Network locus


	
0.229*


	
2.443





	
 Connectedness to core


	
0.496***


	
4.101





	
 Utilization


	
0.262**


	
3.569





	

Interaction terms:



	
	



	
 Organizational size *Tie strength—duration


	
1.473***


	
3.823





	
 Organizational size *Tie strength—frequency


	
–0.419


	
–1.725





	
 Organizational size * redundancy


	
0.265***


	
3.928





	
 Organizational size * Network locus


	
0.315***


	
4.198





	
 Organizational size * Connectedness to core


	
–0.067


	
–0.285





	
 Organizational size * Utilization


	
–0.291


	
–0.655







N = 70, * p < 0.05, ** p < 0.01, *** p < 0.001; one-tailed tests for directional hypotheses.



Hypothesis 1a stated that strong ties would be related to innovation output. We found that TMT networks of long duration are associated with increased innovation output (β = 0.502, p < 0.001); however, interaction frequency was not (β = –0.005, n.s.). Thus, only certain aspects of tie strength appear to be important for innovation. Redundancy (Hypothesis 2a) was not found to be associated with increased innovation (β = 0.085, n.s.). The research did find that external ties were important for innovation (β = 0.229, p < 0.05), thus Hypothesis 3a was supported. However, Hypothesis 4a was also supported (β = 0.496, p < 0.001). Thus, while an external locus is important, it appears that some level of connectedness to the core is also critical for innovation. Finally, the research shows that actual utilization of executive networks is positively related to innovation (H5a, β = 0.262, p < 0.01).

Hypotheses 1b, 2b, 3b, 4b, and 5b investigate whether larger organizations benefit more from the networks of their TMT than smaller organizations. As reported in table 3.2, we found that for three of the six network variables, the relationship between networks and innovation was moderated by the size of the organization. For all three of these relationships, the direction of the interaction was the same and consistent with our expectations. Specifically, long-standing ties (β = 1.473, p < 0.001), redundant ties (β = 0.265, p < 0.001), and externally oriented networks (β = 0.315, p < 0.001) were found to be even more strongly associated with increased innovation for large organizations than for small organizations. Thus, we conclude support for Hypotheses 1b, 2b, and 3b.

DISCUSSION

This research is important because it shows that TMT networks are strongly associated with innovation output in technology organizations. Though prior research has touted the informational and other advantages that networks provide organizations, this research focuses in a fine-grained way on the specific characteristics of the networks of top-level managers, who are in a position to perform critical boundary-spanning tasks that facilitate the innovation capability of the organization. Importantly, we find that both structure and content of the networks are important. Strong externally focused networks of executives who are connected to the organizational core provide the organization with an information advantage that manifests through increased innovation output. Having the right network, however, is not enough; executive teams must be able and willing to use their networks to gather information and to influence the holders of such information.

We included network size as a control in this study; however, our results suggest that smaller networks are related to innovation. In the context of our other results, we believe that the network size finding suggests that tradeoffs that must be made in any network tend to favor the building of strong ties with the right set of contacts (external resource gatekeepers). In discussing the issue of tie strength, Granovetter argues that “the fewer indirect contacts one has the more encapsulated he will be in terms of knowledge of the world beyond his own friendship circle.”89 Aldrich adds that network size is less important among strong ties than among weak ties.90 Though this result should be considered preliminary, managers should approach the development of relationships in a purposeful way and must pay particular attention not only to whether to establish a relationship but also with whom relationships should be established and what level of investment should be made in any single contact. Our results suggest that external resource gatekeepers are promising targets but that maintaining good-quality links to important internal actors is also required.

The central question posed in this research was whether TMT network benefits accrue equally to large and small organizations. The literature has long recognized the liability of smallness that smaller organizations face but has suggested that the development and use of networks to access resources outside the boundary of the organization is one critical strategy for overcoming such weaknesses.91 Our results demonstrate a fundamental flaw in the logic of such an argument: networks are also subject to the liability of smallness. Because smaller organizations may have a more difficult time developing and maintaining the right sorts of contacts and at a sufficient level of tie strength, their actualized networks will often be insufficient to overcome the liability of smallness. This result, while robust, is not deterministic. Three of the six tested interactions were significant (all demonstrating the disadvantage of smaller organizations). Still, our findings suggest that the ability of smaller organizations to develop this critical network resource should result in improved innovation performance—a key success factor for technology firms. In light of this conundrum, we believe that strategy and entrepreneurship research should move beyond the current debate on whether networks can help to overcome the liability of smallness (they do) and focus instead on how smaller organizations can employ strategies to develop the right sorts of networks. It is to this task that we now turn.

Post-hoc Analysis

In this study, networks explain about one-third of the variance in the dependent variable, though it is clear that other factors aside from networks contribute to an organization’s ability to innovate. It is likely for this reason that the small organizations in our sample were still able to innovate, even with less effective networks or capabilities to leverage them than their larger counterparts. However, given that networks do appear to play an important role in an organization’s innovative performance, we conducted the following post-hoc outlier analysis to explore various outliers in our sample in an attempt to better understand how small organizations might create or use networks to their advantage.

To begin, we identified the most and least innovative small organizations in the sample. To do so, we determined which of the small organizations, defined as those with fewer than 500 employees,92 were in the top quartile on the innovativeness dimension (12 or more new innovations developed during the last year) and which were in the bottom quartile on the innovativeness dimension (1 or fewer new innovations developed during the last year). This process led to the identification of four highly innovative small organizations and nine non-innovative small organizations.

Next, we identified the small organizations with the most and least effective networks by rank, ordering each of the highly innovative and non-innovative organizations according to their scores for each of the network variables that were found to be significant and positive in the main effect model of table 3.2 and then comparing those scores to the median score for all organizations in the sample. The organization with the most effective network scored above the median on three of the four network dimensions (namely, tie duration, connectedness to the core, and utilization). Incidentally, this organization produced 15 new innovations during the last year (the most for any of the small organizations in the sample). The organization with the least effective network scored below the median on all four dimensions. Not surprisingly, this organization produced only one new innovation during the last year (the second fewest for all organizations in the sample).

Having identified these two outlier organizations, we then attempted to identify from a descriptive analysis of our data what fundamental differences lead to such a disparate ability to develop the types of networks that contribute to an organization’s ability to innovate. Consistent with Collins and Clark, we examined the degree to which these organizations implemented strategies specifically designed to enable TMT members to build networks.93 From this analysis, we found that the highly innovative small organization placed far more emphasis than the non-innovative small organization on three broad categories of network-building strategies: those intended to create an environment in which potential network members could be cultivated, those intended to provide tangible resources to facilitate the cultivation of potential network members, and those intended to provide intangible resources to facilitate the cultivation of potential network members.

With respect to the creation of an effective network-building environment, the highly innovative organization hosted private events (i.e., golf outings) at which potential network members were expected to be cultivated and attended civic events at which potential network members were expected to be in attendance more frequently than when the non-innovative organization held such events. We believe that such strategies are effective as they provide TMT members with a forum in which to form and later develop rich relationships with internal and external stakeholders. As such, it is not surprising that an organization that creates opportunities for TMT members to cultivate their networks would have an effective network.

With respect to the provision of tangible resources, the highly innovative organization had larger expense accounts, designed to facilitate the cultivation of potential network members, and provided greater incentives for the successful cultivation of these relationships than the non-innovative organization. We believe such resources are important, as extrinsic rewards have long been argued to be effective in motivating desired behavior.94 Thus, it is likely that providing money and other incentives to support and reward networking behavior would encourage TMT members to seek to develop networks.

With respect to the provision of intangible resources, the highly innovative organization placed far more emphasis on employees mentoring one another on how to successfully develop relationships with potential network members in the form of shared best practices, guidance, formal training, and mentorship programs than the non-innovative organization did. We believe that such a strategy is effective, as it develops a shared understanding of the importance of networking behavior to the organization. Because research shows that employees often take cues from an organization’s culture when determining their behavior, it is likely that strategies that seek to infuse a culture that supports networking activity will lead to the development of effective networks.95

The trends that emerge from this outlier analysis, while by no means conclusive, at the very least suggest that managers of small organizations can develop effective networks through focused strategic action. Though we cannot assess causality from this analysis, it is possible that the non-innovative small organization’s failure to innovate may have been because of its failure to implement strategic action to build an effective network. To the extent that such logic is plausible, it seems that, because networks appear to be important for innovation and because the small organizations in our sample do not appear to be benefiting from their networks in this manner, managers in small organizations may wish to implement strategies specifically geared toward creating an environment in which potential network members could be cultivated, providing tangible and intangible resources to facilitate the cultivation of potential network members.

CONCLUSIONS

In this chapter we have sought to understand whether and how networks contribute to organizational innovation. In so doing, we have investigated a largely untested area within this stream by comparing the extent to which large and small organizations benefit in this regard. Furthermore, following the calls of prior scholars to conduct inductive research to better understand findings on networks, we have performed a post-hoc analysis on the network-building practices of the outliers in the sample.96

While we believe that the above approach is sound—and that the use of multiple TMT-level respondents per firm, a focused sample from a vital and emerging portion of the economy, and multiple sources for the data (interviews, questionnaires, and secondary sources) are significant strengths of the study—we acknowledge that it also has limitations. First, to control for industry and environmental effects, we focused on technology-intensive firms in a geographically restricted region. An apparent path for future research is to explore the role of TMT networks with a broader sample of firms and industries.

Second, and consistent with Coleman and with Nahapiet and Ghoshal, we treated networks as a property of teams.97 Our research suggests that networks can be a property of teams or organizations and also of individuals. In addition, it suggests that organizations may have an important role in the management and creation of social networks. Both the study of the unit of analysis and management of social networks are good candidates for future research.

Finally, in defining the networks in our study, we chose to focus solely on the TMTs’ direct ties for two reasons. From a practical perspective, because of the time constraints of the top managers who participated in our study, we sought to keep the surveys relatively concise. From a theoretical perspective, as discussed under the rubric of exchange motivation, and consistent with Hansen, where information is scarce and valuable or where sources of information may also have competitive use of such information, we focused on direct ties given our expectation that they would be more important to the organization than indirect ties.98 At the same time, we recognize that the information content garnered through direct ties might be different than that achieved through the use of indirect ties.99 Thus, scholars extending this stream of research may wish to explore more fully defined networks.

Notwithstanding these limitations, we believe that our findings add richness to what we know about networks. While our finding that networks matter to organizational innovation is not new, our finding that small organizations do not seem to benefit from them in the same way that large organizations do in the absence of strategic network-building practices is new. Although our results must be considered preliminary given the lack of similar research exploring the contingent effect of organizational size on the ­network-innovation relationship, we are hopeful that this study will lead others to explore the nuances of TMT networks on this and similar ­organizational outcomes.
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Balancing Institutional Forces and Strategic Demands in Adopting HPWS Practices in Small Innovative Firms: An Overview and Empirical Analysis

Pankaj C. Patel*

The relationship between firms’ investments in high-performance work systems (HPWS) to enhance human capital and overall firm performance is well documented in large firms.1 HPWS constitute a bundle of human resource practices that play a key role in enhancing the contribution of employees to a firm’s competitive advantage. Adopting HPWS is even more important for a small firm than for a large one because small firms are disproportionately more labor intensive than larger firms.2 Employees play a key role in enhancing a small firm’s competitive advantage. Yet, compared to large firms, because of liabilities of smallness, small firms may not necessarily experience a net benefit from implementing HPWS.3 HPWS practices require significant direct investments (such as incentives, training, participation, and procedures, among others) and indirect investments (such as developing conducive organizational climate for employee participation, fostering trust in management, or ensuring inclusivity of employees across the firm). Because of their smaller size, small firms may not accrue economies of scale and economies of scope from HPWS practices.

*The author thanks H. Whittaker and T. Quince for generously sharing the data on the U.K. Data Archive. The bibliographic citation for the data file is: Whittaker, H., and T. Quince, Cambridge Centre for Business Research Survey of British and Japanese Entrepreneurs and their Businesses, 2000–2002 [computer file]. Colchester, Essex: UK Data Archive [distributor], September 2006. SN: 5458, http://dx.doi.org/10.5255/UKDA-SN-5458-1. The original data collectors, the funders, or the UK Data Archive UK Data Archive bear no responsibility for their further analysis or interpretation. The data are Crown copyright.

While the literature on HPWS practices in small firms is relatively sparse, findings on the value of HPWS practices remain mixed.4 Small firms face duality in implementing HPWS practices as they have limited resources and capabilities to implement and exploit HPWS practices, and yet, HPWS practices are critical to deriving competitive advantage in small firms. The purpose of this chapter is to provide a brief overview of findings on HPWS practices in small firms and introduce the role of institutional factors in deriving gains from HPWS practices. The empirical component of the chapter focuses on the extent to which small firms have a choice in implementing HPWS practices and the extent to which they are bound by external constraints.

In addition to firm strategy that may affect net benefits from HPWS practices, institutional factors could also affect the nature of human resource practices adopted, receptivity of human resource practices among employees, and the ease of implementation of certain human resource practices over others. Drawing on contingency theory, firm strategy may play a central role in increasing benefits and reducing costs from HPWS practices.5 While much of the literature on human resources in small firms focuses on the gains and benefits resulting from the internal fit of HPWS practices with strategic goals, societal institutions may also act as a lubricant in the adoption and implementation of HPWS practices by affecting benefits and costs of these practices.6 A country’s culture may affect organizational routines, systems, and processes, which in turn may affect the effectiveness of HPWS practices. For example, higher levels of collectivism in a cultural setting require fewer extrinsic incentives to motivate employees as employees are intrinsically motivated to work.7 Reduced interaction and coordination costs emanating from collectivistic cultures further reduce the cost of HPWS practices. Thus, beyond the importance of internal strategic fit, institutional factors may significantly affect the costs and benefits of HPWS practices in small firms.8 However, from a strategic standpoint, strictly relying on institutional factors in choosing HPWS practices may not benefit a firm either. As firms represent heterogeneous bundles of resources, maintaining strategic and institutional fit could be necessary to improve performance.

The chapter has two goals. First, it provides a brief overview of past literature on human resource practices in small firms. Second, this literature is extended by an empirical study exploring the need for balancing strategic and institutional priorities. Drawing on contingency theory, I assess the effect of fit between firm strategy and HPWS practices on firm performance in the context of two institutional settings: the United Kingdom and Japan.9

Accounting for the joint effects of strategic and institutional factors on the effectiveness of HPWS practices is important for many reasons. First, much of the strategic human resource management literature has exclusively focused on strategic dimensions of HPWS practices.10 However, appeals for accounting for institutional factors in HPWS remain unanswered. Second, by leveraging institutional factors, small firms who are short in resources may optimize their investments in HPWS practices. Institutional factors could increase the costs of using certain HPWS practices but also increase benefits from certain practices. For example, promoting practices that increase intrinsic motivation without addressing extrinsic motivation may be problematic in small firms located in Western institutional settings. Alternatively, institutional factors could promote certain employee behaviors, and hence firms may not derive added benefits from using HPWS practices that also lead to such behavior. Thus, by assessing relative benefits and costs derived from institutional factors on HPWS practices, small firms could effectively channel scarce resources within the firm. Third, by examining samples from two different institutional settings, one can reliably assess the relative effects of balancing strategic and institutional requirements in the adoption of HPWS practices as well as its effects on firm performance.

HPWS PRACTICES AND SMALL FIRM PERFORMANCE

A resource-based view explains how internal resources contribute to enhancing the competitive advantage of a firm.11 A firm’s human capital may be a source of competitive advantage.12 HPWS practices are a key source of enhancing the effectiveness of human capital. Scholars have found that the benefits of such HPWS practices extend to smaller firms as well as larger ones. In small firms, HPWS practices lead to better performance13 and are an important means of attaining a sustainable competitive advantage.14 Recently, researchers have taken a closer look at whether such advantages accrue uniformly in smaller firms. Cardon and Stevens suggest that firm age and firm size may be significant factors in affecting returns to HPWS practices.15 Extending the argument of costs and benefits of HPWS, Sels, De Winne, Maes, Delmotte, Faems, and Forrier, assess how increases in personnel costs may reduce the glamour of adopting HPWS practices.16 The key argument is that while benefits of HPWS may be possible, the additional costs—direct and indirect—may not result in a net benefit for a firm.

The varying levels of costs and benefits for small firms are a result of the fundamental characteristics of the small firms. Small firms may not be able to realize larger benefits from the implementation of HPWS for many reasons. First, smaller firms may lack the routines, structures, and systems to fully exploit the benefits of increased human capital.17 Although HPWS practices enhance human capital, a lack of factors that may enhance the effectiveness of human capital may result in lower benefits. Lack of knowledge-sharing routines, limited economies of scope across departments, and limited avenues for knowledge sharing are a few factors that limit the exploitation of the full potential of a firm’s human resources. Second, environmental conditions may limit the full value that can be harnessed from less developed human capital in small firms.18 As scholars have explained, contingency fit may be becoming increasingly important in realizing the advantages of HPWS practices. Firms operating in more dynamic, uncertain environments where human capital is central to creating appropriate environmental responses may benefit the most from HPWS practices. Small firms typically operate in small niches on or near the margins of the market and could draw on human capital to improve performance.19 Third, increasing levels of HPWS practices may result in diminished returns.

While uniformity in HPWS practices in the six key areas, (a) selection, (b) training, (c) career advancement, (d) appraisal, (e) compensation, and (f) participation, may result in increased returns, gains from adding more practices under each category may result in diminished returns after a certain level. Diminished returns are a result of the increased costs of managing and implementing multiple practices. Overall, small firms may not be able to fully harness human capital enhancements because of their internal structures and routines, external environments, and overall diminishing returns from HPWS practices.20

Small firms may face limited avenues to harness value from HPWS practices, and such practices may significantly increase a firm’s expenses. The costs associated with HPWS practices are direct and indirect. Direct costs are associated with the actual expenses a company must incur to facilitate HPWS practices. For example, increased monetary incentives, training costs, and recruiting are a few examples of such direct costs. Indirect costs are associated with work intensification, stress, job strain, and fostering cooperation and coordination among employees at multiple levels in the firm.

While empirical research on increased costs is sparse, support exists that increased costs may negate the value added. Cooke found that while union membership increased employee payoffs, it did not increase value added from HPWS practices.21 Cappelli and Neumark found that while HPWS practices increased productivity marginally, increased labor costs offset these gains.22 Furthermore, while HPWS practices may result in lower turnover, they may not result in increased productivity.23 More recently, Sels et al. explicitly modeled gains in productivity and increased personnel costs from HPWS practices and found that gains in productivity are offset by increased personnel costs.24 If one adds the indirect costs associated with stress, work intensification, and burnout, the benefits from HPWS practices are obviously questionable. Furthermore, the labor-intensive nature of small firms may further increase the indirect costs of HPWS practices.

Overall, a considerable number of studies have found positive effects in HPWS practices,25 while others have taken a closer look at the costs and benefits of HPWS practices and found that such practices may add a very limited value to a firm once all factors are considered.

Despite the evidence that these practices add limited value to a small firm, small firms continue choosing to implement such practices. This approach may explain the conflicted findings on the effects of HPWS practices on small firm performance. It takes into consideration that although some amount of HPWS practices are important, at higher levels of such practices, direct and indirect costs may not justify increased levels of HPWS practices. The degree of implementation must be determined using a cost-benefit assessment to find the optimal level of HPWS practices. HPWS practices could be added until the marginal gains equal marginal costs.

Hypothesis 1: Increased adoption of HPWS practices will have an inverted-U relationship with productivity.

ENHANCING THE EFFECTIVENESS OF HPWS ADOPTION

Although smaller firms may face disadvantages in implementing HPWS practices, because of reduced marginal benefits and increasing costs, the importance of HPWS practices to enhancing competitive advantage remains no less important. What factors may play a role in further understanding the effectiveness of HPWS practices in small firms? Some factors may enhance a firm’s marginal benefits or reduce its marginal costs, or both. Such effects may enhance the degree of adoption of HPWS practices and hence productivity gains. Compared to a universalistic approach in which increasing HPWS practices leads to linear returns, in the case of small firms, a contingency approach may be important.

A contingency approach may be especially relevant for small firms. The contingency approach explains how organizations achieving a “vertical fit” between HPWS choices, strategic options, and environmental features will outperform other organizations.26 Attaining this fit is even more important for small firms than for larger ones. First, smaller firms have limited resources. Judicious use of resources may be important to achieve fit while expending the fewest firm resources. Second, small firms are more susceptible to liabilities of smallness.27 Achieving such fit may be important for surviving in hostile environments. Thus, strategic and environmental factors may play a key role in enhancing the effectiveness of HPWS practices. Matching the amount and nature of HPWS practices may enhance marginal gains and reduce marginal costs. While small firms that match strategy and HPWS practices may experience greater gains from HPWS practices, institutional factors may play a key role in affecting the fit between strategy and HPWS practices.

Small firms matching their HPWS practices with other strategies may create a better fit for enhancing their productivity. However, HPWS literature has typically focused on the strategic choices of firms. Paauwe and Boselie, among others, have challenged the resource-based view’s (RBV) assumptions of strategic human resource management (SHRM) as being overly rational and systems oriented, proposing instead a larger role for institutional forces in design, implementation, and effectiveness of HPWS strategy.28 Small firms must meet their strategic goals to survive. They must also weather the challenges of liabilities of smallness and newness from external forces to ensure legitimacy and thus survival.29 Therefore, balancing a firm’s strategic goals with institutional pressures appears critical for the firm’s survival and growth.30 In conforming to institutional demands, small firms may be able to increase legitimacy and thus acquire resources with favorable terms, recruit and retain employees, and gain support from stakeholders. At the same time, firms cannot grow or survive unless they make choices that help them create and sustain a competitive advantage. In other words, they must differentiate themselves from other firms to win customers.

The support for each of these incongruent approaches in the literature of the field presents a paradox for small businesses, particularly innovative ones,31 suggesting that small firms must balance institutional pressures to conform to the strategic necessity of differentiation. In the adoption and implementation of HPWS practices, wider cultural institutions may play a significant role. For example, small firms in cultures with greater power distance may find it easy to implement participation-based HPWS, thus reducing direct implementation costs.

While regulatory, normative, and cognitive institutions at the industry level may be important, the effects of cultural institutions in a country may play an important role in enhancing the marginal returns and marginal costs of HPWS adoption. The role of national culture is important in explaining the differences for three reasons. First, the key hurdle for small firms in experiencing the benefits of HPWS practices is the increased direct and indirect costs involved. National culture may play an important role in reducing explicit and implicit costs in the implementation of HPWS practices. For example, in Eastern cultures, greater collectivism may promote greater levels of cooperation and sharing.32 Such cultural dispositions may reduce the increased costs and stress on employees because expectations do not have to be generated artificially but are culturally embedded. Second, marginal gains may be greater as well. In cultures with greater feministic orientations, employees may tend to share knowledge and be more open to cooperation.33 Thus, cultural dispositions may strengthen the marginal gains of a firm because the firm may not have to invest in developing such dispositions. Finally, the joint effects of increased marginal gains and reduced marginal costs may simultaneously enhance the effectiveness of HPWS practices in small firms. I will first discuss the role of ensuring a proper fit between strategy and HPWS practices within small firms, and a discussion on how institutional factors affect the fit will follow.

ROLE OF STRATEGY

I extend earlier findings on differentiation strategy leading to higher returns in comparison to using HPWS practices with greater levels of cost leadership by assessing its relevance in decreasing returns from HPWS practices.34 Porter differentiates between cost leadership and differentiation strategy.35 A firm pursuing a cost-leadership strategy gains a competitive advantage by becoming the lowest cost producer in the market. Firms pursuing a differentiation strategy, on the other hand, differentiate their products or services from their competitors’ on the basis of factors such as quality or innovation. Differentiation strategy has been consistently shown to increase returns to HPWS practices.36 In this chapter, I focus on increasing marginal benefits and reducing marginal costs based on differentiation strategy.

Differentiation of products and services on the basis of quality or innovation requires a highly skilled and motivated workforce. Developing and enhancing products requires that employees proactively identify and solve problems in the environment. Furthermore, employees must be able to interact and exchange knowledge to create economies of scope. Such sharing of knowledge facilitates a greater ability and speed with which to respond to market needs.37 Employees working under cost-leadership regimes focus on firm efficiency. In firms following greater levels of cost leadership, the production factor, labor, has much less significance than capital.38 This may result in lower levels of returns for cost-leadership strategy. Thus, a greater level of human capital that may have been developed through HPWS practices may lead to reduced returns. By helping employees in firms that follow differentiation strategy to develop greater levels of competence and adaptability, firms may experience increased returns because employees may show higher levels of personal initiative than the employees of competing firms. Firms using differentiation strategies benefit significantly from HPWS practices that provide enriched team-based jobs and investments in comprehensive selection, induction, training, performance appraisal, and compensation systems. In contrast, cost-leadership strategy requires an increase in managerial control through introducing systems, processes, and technologies that enhance efficiency. Increased managerial control limits the possible differences in knowledge; skill and motivation enhance a firm’s productivity.39 Overall, compared to small firms that are focused on cost reductions, firms focused on differentiation strategy may experience greater marginal gains from adopting HPWS practices.

Alternatively, on the marginal cost dimension, firms following differentiation strategy adapt their production and organizational processes to meet market demand. Constant adaptation may mean that the direct costs of HPWS practices are much higher.40 In other words, incentive schemes, training, and selection costs may be significantly higher in firms following a differentiation strategy. Cost leaders may not incur such increased direct costs. On the dimension of indirect costs associated with increased workload and stress, a differentiation strategy will lead to greater levels of indirect employee costs. Employees working in firms using differentiation strategy have jobs that are more complex and varied, requiring broader skill sets as well as the ability and the will to succeed in more challenging and varied circumstances.41 While differentiation will probably magnify the value of high-performance practices, it may also considerably increase the direct and indirect costs of HPWS practices. However, it may still increase the overall productivity by increasing the net-productivity levels. In other words, increases in both marginal costs and marginal benefits may cause optimization to occur only when HPWS practices are used at much higher levels. To offset the costs of HPWS practices, the scope and scale of HPWS practices must be increased to realize a net benefit.

Hypothesis 2: Differentiation strategy moderates the nonlinear relationship between HPWS practices and firm productivity, positively affecting labor productivity.

ROLE OF CULTURAL INSTITUTIONS IN AFFECTING HPWS PRACTICE AND STRATEGY FIT

More importantly, the effectiveness of the vertical fit between strategy and HPWS practices may be significantly affected by institutional settings. Institutional theory explains how economic exchanges, organizational structures and systems, and individual behavior are influenced by institutional factors.42 Formal institutions include social, political, and regulatory institutions, whereas informal institutions include culture and norms of social exchange. Institutional norms and rules result in socially constructed behavior templates created and maintained through ongoing social interactions.43 Institutional forces limit the role of rational decision making by imposing demands and actions that can result in inefficiencies. Institutional norms and prescriptions impel individuals and firms to pursue goals within institutional constraints. Institutions may affect firms at different levels: employee norms of behavior,44 culture,45 strategic choice and resource choice,46 and organizational structures and systems.47 National cultural institutions play a more important role in increasing marginal gains and reducing marginal costs than firm-level factors.

Employee behavior is influenced by normative institutions such as national culture. Studies over the last decade have consistently shown the critical role of culture in entrepreneurial processes at the national, individual, and small firm level.48 Normative institutions reinforce social norms, values, beliefs, and assumptions about behaviors.49 Normative institutions determine which processes are legitimate. One of the most widely used models of culture is Hofstede’s four dimensions of culture:50 (1) individualism-collectivism, (2) power distance, (3) masculinity-femininity, and (4) uncertainty avoidance.51

Cultural factors in a specific country may provide behavioral infrastructure that may facilitate the effective implementation of HPWS practices. As suggested above, culture plays an important role in facilitating differentiation strategy. Firms in Eastern cultures may be more amenable to realizing increased gains from HPWS adoption beyond those provided by national culture in general. In other words, the relevant institutional environment may affect the differentiation capability. Still, implementation of HPWS practices seems to further enhance labor productivity. Thus, HPWS practices may significantly affect labor productivity beyond the cultural factors. However, cultural factors may increase marginal benefits and reduce marginal costs. Cultural dimensions may increase marginal gains by promoting the employee behavior that leads to realization of differentiation strategy. More specifically, cultural factors may enhance sharing, cooperation, and group behavior in general among employees, which would aid in adequately meeting market demands.

In individualistic cultures, experimentation through innovation and risk taking is encouraged,52 and curiosity, creativity, and broadmindedness are valued.53 Individualism and collectivism affect group membership,54 communication styles,55 and wealth creation.56 Individualistic cultures respond better to formal mechanisms through which the requirements for integration are explicitly stated.57 Members of such cultures will be less inclined to work in teams and other decentralized structures. However, individualism helps small firms to implement role flexibility mechanisms, which challenge and enhance individual task objectives by seeking knowledge from all organizational areas. Similarly, such cultures promote incremental innovation while building on existing routines and skills.58

In cultures emphasizing power distance, firms must engage in increased buy-in of certain HPWS practices at the firm level because many HPWS practices focus on enhancing communication and promoting flatter hierarchies that could be unconventional in such cultural settings.59 Greater power distance increases loyalty and cohesion.60 National culture plays a key role in successful innovation activities.61 Culture appears to significantly affect managerial behavior, the interaction among units, and reward structures.

Masculinity helps individuals to become more assertive and goal directed, as opposed to emphasizing warm social relationships.62 Purposefulness and formalization, related to masculinity, result in greater task orientation and formalization, which reduces group conflicts, confusion, redundancy, and overlapping authority.63 In feminine societies, members tend to have greater trust, communication, and team spirit as well as low instances of conflict. Thus, in highly uncertain environments, a feminine culture may facilitate product innovation.64

Uncertainty avoidance reduces an employee’s ability to deal with unstructured situations, which are often unpredicted and different from those normally encountered in everyday life.65 Greater uncertainty avoidance reduces flexibility and promotes the use of centralization and formalization mechanisms.

Overall, culture plays a key role in increasing marginal benefits and reducing marginal costs for firms using HPWS practices. An increase in productivity resulting from HPWS practices may therefore be much higher for small firms in Eastern cultures than for those in Western cultures. In other words, in Eastern cultures, small firms may gain more from implementing HPWS practices and face lower marginal costs for such implementation. Both direct and indirect marginal costs may be reduced.

Alternatively, greater willingness to cooperate, along with greater cohesion, may reduce turnover, which in turn reduces staffing costs. In individualistic cultures, firms must implement direct incentives that may significantly increase direct costs. The indirect costs may be less because the cooperative and communal nature of firms may reduce significant employee communication and coordination costs as well as stress while promoting better work-life balance. Small firms in Eastern cultures realize greater levels of productivity gains than small firms in Western cultures. Given the facilitation provided by cultural values, small firms in the East will enjoy greater productivity, ceteris paribus.

Hypothesis 3: Eastern cultural institutions enhance the implementation of strategic and HPWS practices more positively than Western cultural institutions do.

DATA

The data for this study is from Whittaker and Quince (2002). In additional to providing a brief overview of the literature on the effects of HPWS practices on performance in small firms, this second part of the chapter conducts empirical testing of the hypotheses proposed above. To test the hypotheses, I used data based on two surveys of small firms that were conducted in Japan and Britain. The surveys were carried out from December 2000 to January 2001 in Britain and from February to March 2002 in Japan.66 To create a comparable matching sample for both countries, only businesses in high-tech industries were targeted. The sample for the British survey was composed of single-site, independent businesses listed by Dun & Bradstreet in January 1998. For the Japanese survey, the sampling frame ensured the businesses were limited to those with SIC activities comparable to the high–tech activities found in the British study. Japanese businesses were added to the survey from Toyo Keizai’s Nihon no kaisha 78000 (Japanese Companies, 78000).

The postal survey yielded 236 responses (a 34.2 percent response rate) from Great Britain and 343 responses (a 9.4 percent response rate) from Japan. The surveys focused on the chief executive officers of high-technology small businesses and their entrepreneurial behavior. Additionally, its purpose was to explore the interplay of the widely recognized entrepreneurial drive for independence with the various forms of interdependence. For the purposes of the current study, the survey provides an ideal way to examine institutional factors from two very distinct institutional environments: those of the United Kingdom and Japan. The questionnaire covered the following topics: business development, personnel management, and strategic goals. For institutional data, I used measures from meta-analyses of HPWS practices across the countries.67

MEASURES

Dependent Variable

Labor Productivity

Past work has proposed that labor productivity is the most important indicator of workforce performance.68 Samuelson and Nordhaus define labor productivity as total output divided by labor input.69 More importantly, the relationship between HPWS and firm outcome (labor productivity) is a more proximal and direct outcome of HPWS than firm profits. Guest suggests that the effects of HPWS become increasingly weaker as other firm factors intervene.70 Furthermore, as a proxy for firm success, labor productivity has a greater face validity than other contributing factors.71

Prior research measured productivity as a logarithm of the ratio of firm sales to the number of employees.72 However, this measure does not account for the increase in costs that results from increased revenues. In the context of the current study, one must account for such costs to realize the true effects of marginal benefits and marginal costs in HPWS implementation. Labor productivity is calculated here as the following: where p represents the pretax profits before interest and depreciation, ppi represents the producer price index, n represents the number of employees, and sp represents the sector productivity. This equation was adopted from Neal, West, and Patterson.73 By normalizing the equation with the producer price index and the sector productivity, firm-level labor productivity is normalized by sector-level productivity.

Independent Variables

HPWS Index

Compared to large firms that have formalized and enduring HPWS, small firms may not have such sophisticated measures. As an alternate measure, the HPWS index provides a more conservative measure that operationalizes key HPWS practices.74 Data were collected on a set of 15 HPWS practices, with the goal of measuring the extent of HPWS practices in a firm. The items were related to effects of managing competencies (knowledge, skills, and abilities of employees); behaviors (prompted by offering intrinsic and extrinsic rewards); and empowerment practices (allowing employees to exert influence) on labor productivity.75 Each HPWS variable was a scaled composite of multiple items that were either dichotomous responses (1 5 yes; 0 5 no) indicating the existence of a practice, management reports of the proportion of nonmanagerial employees covered by the practice, or management attitudes toward the practice’s effectiveness (scale of 1–5 for level of importance of a specific practice; 1 5 not important to 5 5 crucial).

Drawing on previous research, a systems-level measurement is appropriate for determining the extent of HPWS practices in a firm.76 It must be noted that a single index results in a parsimonious model that leads to fewer interaction terms. The HPWS index was created by standardizing the six variables described and averaging the standard scores. Such an index assumes that a low score on any one variable can be compensated for by a high score on any other. A multiplicative index may not be appropriate because an extreme score on any one variable would exert a disproportionate influence on the index as a whole.77 More importantly, because no basis exists for predicting a priori whether the items within the index are substitutes or complements, an additive index provides a more conservative measurement. Becker and Huselid and Delery provide further discussion regarding the strengths and weaknesses of using an additive approach to create a unitary index in HPWS research.

I created an HPWS index using a second-order latent factor model.78 First, an exploratory factor analysis showed three distinct factors related to competency, behaviors, and empowerment practices. In the second step, a second-order factor model was created to combine the three factors that showed adequate fit, and a model with three separate factors showed inadequate fit.

Differentiation Strategy

The items on business-level differentiation strategy were based on an 11-item scale from Dess and Davis; Jácome, Lisboa, and Yasin; Ward and Duray; and Zahra and Bogner.79 The scaled items ranged from 1 (not important) to 5 (crucial). These items were assessed by the degree to which a firm has a competitive advantage in the following areas: (1) technological/scientific expertise, (2) price/cost advantages (which were reverse coded), (3) marketing and promotion, (4) speed of service, (5) established reputation, (6) design of product/service, (7) quality of product/service, (8) specialized product/service, (9) range of products/services, (10) personal attention and responsiveness to client needs, and (11) being first in the market with new products. The mean of all 11 items is an indicator of degree of differentiation. The scale reliability was 0.84 for the United Kingdom and 0.81 for Japan.

The polynomial regression approach allows one to measure the fit between two similar yet distinct constructs while retaining the underlying values of the individual variables,80 which in this case are HPWS index and differentiation strategy. To test the proposed framework, we use polynomial regression. The fit between two predictors (x and y) is assessed to predict effects on the outcome (z). If fit increases performance, then the joint increase in x and y must lead to higher z, and if misfit leads to lower performance, then increasing x but decreasing y (or, increasing y but decreasing x) leads to lower z.

Polynomial regression model:

Labor Productivity 5 b0 1 b1(HPWS Index) 1 b2(Differentiation Strategy) 1 b3(HPWS Index)2 1 b4(HPWS Index)(Differentiation Strategy) 1 b5(Differentiation Strategy)2 1 bnControlsn 1 e

Control Variables

Six control variables were included in the analyses to study how potential industry differences in productivity may significantly affect labor productivity. In the technology sector, dummy codes represent categories in the technology industry. The data represented nine unique categories. More importantly, sector dummies serve as controls for studying the significant effects of regulatory, cognitive, and normative cultural institutions. Capital intensity differences among industries may introduce possible differences in labor productivity because of different manufacturing and service requirements in labor-intensive and capital-intensive small firms.81 This variable is measured by the ratio of the value of the fixed assets to the total assets of an average firm in a given sector. The effectiveness of HPWS intensity, as well as the level of turnover and productivity, may differ between companies with 10 employees and those with 99 employees. The likeliness of using HPWS may increase with company size.82 Larger firms may provide better internal labor market opportunities, which may lead to lower levels of voluntary turnover. Therefore, firm size (shown as the natural logarithm of the number of employees) is included as a control variable. (The fact that the narrow sampling frame consists only of small firms with 10–100 employees may partially mitigate this issue.) The age of a firm (number of years since start-up) was included as a control to study the time available for developing HPWS practices and the possible learning-curve effects on productivity.83 Finally, we used self-report measures of employee growth and sales growth on a 3-point scale (low-average-high).84 If a particular HPWS practice leads to growth, then this profitability might provide incentives to further develop this practice, or even to introduce new practices.85

The term technological intensity relates to the degree to which HPWS are similar in relevant industries. With higher levels of innovation, small firms might mimic commonly accepted structures and systems to manage, share, and exploit knowledge among employees.86 To operationalize cognitive institutions within an industry, country-specific science and technology indicators have been aggregated at the SIC code level. Indicators were drawn from the OECD dataset for the respective survey years. The indicators are (a) sector R&D intensity, (b) number of researchers per 1,000 people in a labor force, (c) percentage of researchers in a sector as a percentage of national total, and (d) patents per thousand employees in an industry. I calculated standardized values for the four factors and added them. The combination of sector dummies and industry-level indicators serves as a control for overall industry-based institutional effects in the hypothesized model.

Robustness Checks

Hult, Ketchen, Griffith, Finnegan, Gonzalez-Padron, Harmancioglu, Huang, Talay, and Cavusgil explain the necessity of ensuring measurement equivalence across dimensions of construct equivalence, measurement equivalence, and data-collection equivalence.87 To remove some of the effects of multicollinearity, the measures have been centered. Beyond the expected high correlations between HPWS practices and institutions, the correlations between other variables were low (table 4.1). The correlation of technological intensity with other factors shows how industry practices may significantly affect the proposed model. This finding further affirms that this experiment is significantly controlling for industry-based institutions. In addition, sector dummies may control for industry-based institutions as well. To assess whether multicollinearity was a significant problem at the firm level, I calculated the variance inflation factors (VIF) and condition index. Multicollinearity was not a significant issue in this study because all VIF values were below 10 (VIF 5 3.01), and the condition index was below 30 (condition index 5 20.04) for firms in both the United Kingdom and Japan.88
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*p < 0.05

Source: U.K. Data Archive.



To address common method variance, I followed the recommendations of Podsakoff and Organ.89 For firms in both samples, Harman’s factor analysis resulted in at least six factors, and the first factor explained at least 18.38 percent of the variance. Using external data sources for some of the measures further reduces concerns for common method bias.

To determine construct validity, I ran a confirmatory factor analysis for the two endogenous variables, HPWS index and differentiation strategy. The overall model provided a satisfactory fit. All factor loadings (p < 0.01) were highly significant, and the composite reliabilities of all constructs exceeded the usual benchmark of 0.60.90 Although I ruled out the possibility of common method variance and confirmed convergent validity of measures, discriminant validity may still be an issue.91 To measure the degree to which the constructs are distinct, I measured the chi-square difference by constraining a pair of constructs to 1. The results showed that the differences between constrained and unconstrained models were significant

ANALYTICAL APPROACH AND RESULTS

The results are listed in table 4.2. The polynomial regression model (U.K.: R2 5 0.36, R2: p < 0.05; Japan: R2 5 0.31, R2: p < 0.05) exhibited significantly greater explanatory power. This lends support to my contention that the fit relationship between HPWS index and differentiation strategy is curvilinear in nature, and the hypotheses are best tested using this method.

Hypothesis 1 suggested that after a certain point, HPWS practices could lead to decreased returns for small firms. The greater levels of value added may be neutralized by higher costs. For both the United Kingdom (β 5 20.09; p < 0.01) and Japan (β 5 20.09; p < 0.01), the nonlinear relationships indeed have significance. Figure 4.1 depicts the curvilinear relationship in the absence of differentiation strategy. Returns to HPWS practices are much higher in the United Kingdom (i.e., they have a steeper left side) than in Japan. However, the opposite story holds on the right side of the curves. Japanese firms may not witness a substantial increase in marginal costs; however, U.K. firms may see a faster increase in marginal costs if they introduce more than the optimal number of practices. Overall, depending on the institutional settings, firms may have different degrees of marginal benefits and marginal costs. However, the inverted-U relationship proposed in Hypothesis 1 is supported.


Table 4.2 Regression Results of HPWS Intensity and Differentiation Strategy on Labor Productivity for U.K. and Japanese Ventures
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0.12*


	
0.25*


	




	
Technological intensity
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0.21**
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Differentiation strategy (b2)
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HPWS index squared (b3)


	
–0.09**
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HPWS index × Differentiation Strategy (b4)


	
0.11**
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Linear shape along P 5 S


	
a1 5 b1 1 b2 5 0.44**


	
a1 5 b1 1 b2 5 27**
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a2 5 b3 1 b4 1 b5 5 0.06*


	
a2 5 b3 1 b4 1 b5 5 0.19*
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Linear shape along P 5 2S


	
x1 5 b1 – b2 5 20.02


	
x1 5 b1 2 b25 20.07
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Curvilinear shape along P 5 2S


	
x2 5 b3 – b4 1 b5 5 20.16*


	
x2 5 b3 2 b4 1 b55 20.23*


	
21.254







Notes: Unstandardized parameter estimates shown; nine sector dummies included in the model, but the parameters are not listed.

Labor productivity 5 b0 1 b1(HPWS index) 1 b2(Differentiation strategy) 1 b3(HPWS index)2 1 b4(HPWS index)(Differentiation strategy) 1 b5(Differentiation strategy)2.

Source: U.K. Data Archive.



Hypothesis 2 relates to how increasing fit between the HPWS and the differentiation strategy may increasingly enhance marginal benefits and reduce marginal costs. Table 4.1 provides inferential and figure 4.2 visual support for this hypothesis. The fit line (P 5 S) shows a significant positive linear relationship (U.K.: a1 5 0.44, p < 0.01; Japan: a1 5 0.27, p < 0.01). Furthermore, the curvilinear relationship along the fit line is positive (i.e., convex). This relationship illustrates that with increasing HPWS practices and greater levels of differentiation strategy, the returns are nonlinear and positive. The convex relationship illustrates that the rate of increase in net benefit (marginal benefits 2 marginal costs) is significant in the presence of differentiation strategy. Given that the relationship between the HPWS index and productivity is expressed as an inverted U, an increase in net benefit suggests that the marginal benefits are increasing and the marginal costs are decreasing, thus explaining the nonlinear rate of change in benefits and costs. The misfit line further corroborates this inference (P 5 2S). Although the linear relationship (x1) is negative but insignificant for the United Kingdom and Japan, the curvilinear relationship is concave (U.K.: x2 5 20.16, p < 0.05; Japan: x2 5 20.23, p < 0.05). In other words, firms with a higher HPWS index but low levels of differentiation may experience a rapid deterioration in labor productivity. This trend may be explained by lower marginal benefits being derived from HPWS practices because of lower levels of differentiation and higher costs of implementation. Thus, the evidence supports Hypothesis 2.


Figure 4.2 Surface and Contour Plots

Source: Adapted from data available in U.K. Data Archive.
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Finally, Hypothesis 3 suggests that institutional factors may affect the nature of fit between the HPWS index and differentiation strategy. The surface and contour plots provide visual evidence that the behavior of the fit between the HPWS index and differentiation strategy differs based on institutional settings. The inferences were drawn based on the last column in table 4.2. Based on differences in z-score tests suggested by Cohen and Cohen, all parameters are significantly different between the two institutions.92 The nonlinear relationship between the HPWS index and labor productivity differs significantly between Japan and the United Kingdom. Figure 4.1 provides a visual depiction of this relationship, which is much steeper in the case of the United Kingdom.

Although the rate of increase in labor productivity in firms with increasing levels of HPWS practices is higher among U.K. firms, Japanese firms have greater labor productivity. The differences in linear and curvilinear parameters along the fit line tell an interesting story. The positive difference in z-score shows that although U.K. firms have greater returns to fit, Japanese firms experience a significant increase in fit. Continuing from Hypothesis 2, this convex difference along the fit line indicates that U.K. firms may experience lower marginal returns and higher marginal costs. Overall, institutional factors play a key role in affecting the relationship between the HPWS index and labor productivity and enhancing the fit between strategy and the HPWS index. Thus, the evidence supports Hypothesis 3.

DISCUSSION AND IMPLICATIONS

The objective of this study was to assess the extent to which returns on HPWS practices are nonlinear for smaller firms. The evidence shows that small firms may maximize their returns to a certain extent by using HPWS practices. The economic argument of marginal benefits and marginal costs discussed earlier may determine the optimal point of use for HPWS practices. Beyond the importance of fit between HPWS practices and strategy, the evidence has demonstrated that fit significantly enhances the marginal benefits and reduces the marginal costs to increase the overall benefits. Most importantly, regarding the role of institutional factors in the effectiveness of HPWS practices, the evidence has shown that Eastern cultural values significantly affect the net benefit from HPWS adoption.

The study has shown that institutional factors play an important role in the degree of effectiveness of HPWS practices. This appears to be one of the few studies that assess the role of costs and benefits in the implementation of HPWS in small firms. While listing both benefits and costs for HPWS practices may be analytically intractable, the overall assessment of the relationship between HPWS practices and productivity supports the nonlinear relationship. While some scholars have suggested that HPWS practices may have overall negative effects on the firm,93 others have suggested that HPWS practices have overall positive effects on productivity. The findings in this study show that the answer may lie somewhere in between.

Small firms may not categorically avoid HPWS practices, but they may not adopt them disproportionately either. Having a differentiation strategy plays an important role for these firms. More importantly, institutional factors account for much of the overall benefits and costs of HPWS practices. Prior literature on HPWS in small firms focused on firm or environmental factors that affect firm HPWS policies. However, the effectiveness of HPWS is not completely driven by economic motivations that optimize their resources, strategies, and structures; it is also driven by institutional factors. This study explores the role of institutions in affecting such choices. The study indicates that regulatory institutions promoting entrepreneurial growth play a limited role in affecting firms’ choices about HPWS and firm performance. By focusing only on high-tech firms with similar characteristics of performance, I drew a reliable understanding of the productivity phenomenon.

In recent years, researchers have increasingly proposed that institutional factors play an important role in HPWS choices.94 While Datta et al. assessed the degree to which industry dynamics make HPWS practices more or less important, I have moved to a level above the industry to examine whether institutional factors play a significant role.95 Understanding institutional effects may further aid in understanding the mechanisms of interaction between institutions, industry, and firms. Understanding the differing effectiveness of firms in such contexts may further aid in understanding the relative effects on labor productivity. Scholars in human resource literature have traditionally considered HPWS to be an endogenous choice. The findings from this study indicate that institutions, beyond those within the industry, play a very important role in determining whether small firms adopt HPWS practices.

Paauwe laments that much of the human resource literature focuses on North American HPWS practices while others have focused on HPWS practices in different countries.96 This appears to be one of the first studies to compare the relative differences among firms’ HPWS practices and the effectiveness of these practices in two different cultural contexts. The “quasi-natural” experimental setting with a matched sampling frame provided a unique opportunity to test the relative effects of institutional factors. HPWS literature may potentially benefit from such “experimental settings.”

This study contributes to the literature on HPWS in small firms in some important ways. First, it addresses the key question of whether small firms lack resources, ability, or motivation to implement sophisticated HPWS. Most of the previous studies have focused on the voluntary choices of entrepreneurs to grow, acquire certain resources, develop strategies, and develop structures and systems that accommodate growth.97 The literature review has also revealed that scholars have pointed to human, financial, and outside resources as being important factors in new firm performance, yet these studies fail to acknowledge how the resources a venture requires depend on the decisions the entrepreneurs have already made for how growth is to be realized. Whereas heterogeneity among firms remains critical for competitive advantage,98 the results of this study indicate that similarities among firms are crucial as well.99

The effectiveness of compensation systems in small firms is contingent upon the institutional environment. Compensation schemes in small firms have become an area of increased interest in recent years.100 While financial components such as pay level and promotion structures that focus on intrinsic motivations of employees have importance, this study has found that extrinsic motivations hold equal importance. High-performance work practices are critical in enhancing firm performance and employee growth.101 However, beyond these previous studies, this study’s findings suggest that institutions could play a significant role in the implementation and success of such high-performance work systems (HPWS).

The results indicate that the ability of firms to adopt and exploit HPWS is not independent of institutional demands. Institutional factors ease or make it difficult to implement HPWS practices. Additionally, the results suggest that Japanese firms not only tend to choose greater levels of HPWS, ceteris paribus, but are also able to enhance firm performance. This might be partially explained by the fact that implementation of such systems is largely contingent on institutional forces that may facilitate implementation and effectiveness of these systems. For example, in Japanese culture, higher collectivism, low focus on masculinity, and a tendency to focus on the long-term are prevalent. Clearly, these factors may significantly enhance firm structures and systems, thereby facilitating innovation.

Managerial Implications

In making decisions on adopting, implementing, and leveraging HPWS practices, the findings provide a few guidelines. In deciding to adopt HPWS practices, small firms must first ask the relevance of human capital in meeting their strategic goals. As small firms with cost leadership may rely less on human capital, the number and scope of human resource practices in these firms should be much lower than in small firms pursuing differentiation strategy.

Next, with greater possibilities of returns from HPWS practices under differentiation strategy, managers in small firms must pick HPWS practices that cannot be subsidized by the institutional environment. By focusing on practices not conducive under specific institutional conditions, small firms can manage and control requisite HPWS practices with limited resources. Finally, because of decreasing scale and scope economies from increasing HPWS, small firms must not aggressively invest in HPWS, as it has decreasing returns under increasing differentiation.

Limitations

This study does have certain limitations. First, because of the nature of self-reported data, issues of key informant bias and common method bias should not be neglected. However, greater levels of reliability and assured confidentiality in the survey reduce the effects of conflated responses. In addition, I also conducted Harman’s one-factor analysis, which showed no evidence for the presence of one common factor. Alternatively, institutional data came from different sources, thus reducing the effects of possible common method bias. Second, despite the support for the majority of the hypotheses, the measures might not completely capture the essence of such constructs as institutions, resources, strategies, structures, and systems. More importantly, I did not consider the interrelations between different institutional factors. Future studies could further enhance these measurements. Third, the data employed in this study were cross-sectional in nature. Future longitudinal research should empirically establish the causal claim of this model. More importantly, the effects of mediated moderation through industry-level variables could be useful. Fourth, the study data were limited to two countries, and similar institutional factors may have different effects in other contexts.

Polynomial regression and the response surface methodology approach used here have certain drawbacks. As an extension of multiple regression analysis, polynomial regression assumes that independent variables can be measured without error. When measurements have significant errors, coefficient estimates are negatively affected. In tests with higher order terms, measurement error reduces statistical power. Additionally, this approach requires a priori specification of relationships, which are difficult to foresee, and therefore smaller effects in the data for which there was no existing theoretical basis are likely to arise.

Future Research Directions

The present study provides several directions for future research. Future research may explore the specific mediating roles of components of firms, such as the organizational forms, incentive systems, cultures, different types of resources, and strategic processes in multiple institutional environments. While this research explored the why of small firm performance and growth through HPWS practices, future studies may examine the interactive and individual processes of individual HPWS. Other institutional factors, such as country-level culture, may help to explain the distal effects of such institutions on more proximal HPWS institutions within a country. Finally, future research could also extend the current framework by focusing on multilevel models—institutions, industries, and firms—to draw better inferences on HPWS effectiveness.

CONCLUSION

Small firms face very different conditions than larger firms when adopting HPWS practices. How can firms balance increasing benefits with increasing costs when implementing HPWS practices? Do institutional factors play a role in the effectiveness of HPWS practices on firm productivity? The quasi-natural experimental setting showed that although fit between strategy and HPWS practices is obviously critical, irrespective of the institutional setting, cultural institutions play a central role in affecting such fit. Specifically, in the case of small firms in which returns to HPWS practices may not be strictly linear, institutional factors play a key role in affecting the net benefit of labor productivity, beyond that resulting from internal fit.
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Family Businesses and How They Internationalize: A Review

Manuel Eberhard and Justin B. Craig

The international expansion of family businesses (e.g., through exports and foreign direct investment) emerged as an important topic in the small business literature almost 30 years ago. At the time, because of the increased international exposure of firms worldwide, pioneering scholars began to question whether the internationalization of family businesses was distinct from that of other businesses. The accumulated body of knowledge remained narrow and fragmented in the subsequent years, with a limited number of studies having analyzed the strategic approaches of family businesses and even fewer having examined the internationalization strategies adopted.1 It is still not clear what factors unique to family businesses distinguish their internationalization behavior and what resources need to be invested to instigate their international venturing.2

This chapter’s contribution is anchored by the following research question: how does being a family business impact internationalization? While the extant literature indicates that family involvement in the firm matters with respect to internationalization, the precise effect remains unclear and ambivalent.3 To solve this confusion and address our research question, we review 53 peer-reviewed journal articles, beginning with the publication of the first article in 1991 and ending with articles published in 2013. Following rigorous literature review protocols enables us to present the key constructs that have emerged from the theoretical and empirical work in this area. We structure our findings according to (1) the impact of family management and ownership on internationalization and (2) the internationalization process of family businesses. We identify areas of controversy and formulate questions for further research. This review is timely, given that, along with other streams of family business literature, the internationalization focus has evolved into a significant research area.4 Publications on the topic have almost tripled in the past five years, indicating the contemporary nature of family business internationalization research and the growing interest in this phenomenon.

Our review is organized as follows: We first highlight the significance of family businesses in today’s economy and address definitional challenges. Following this, we provide a brief description of the research methodology employed. We then present our findings according to the above-mentioned key constructs and follow with a discussion of managerial implications and potential future work that can enrich this research area.

SIGNIFICANCE OF FAMILY BUSINESSES AND DEFINITIONAL CHALLENGES

Family businesses dominate the economic landscape in most developed countries,5 and recently a rising number of researchers have taken an interest in this type of business.6 Across Europe, family businesses constitute about 70–80 percent of all businesses, conservatively accounting for 40–50 percent of employment.7 Similarly, in the United States, family businesses constitute around 90 percent of businesses and account for 60 percent of employment. Most of these family enterprises are small businesses, and it is particularly in smaller firms that the family influence becomes most prevalent.8 However, the complexities associated with managing a family business are not fully addressed by classical management theory.9 This is because the intertwinement of family and business leads to an extraordinary amount of emotional commitment.10 Recent studies have aimed to explain this additional complexity by using the concept of socioemotional wealth (SEW), first introduced by Gomez-Mejia et al.11 In contrast to former approaches that struggle to accommodate the family firm context, these authors emphasize the preservation of SEW, referring to nonfinancial utilities of the business as the most important objective for family business owners. Thus, the preservation of SEW may serve as the predictor of strategic choices in family businesses.12

Handler points out that defining a family firm is the first and most important challenge for family business scholars.13 Litz identified two main approaches to defining family businesses: a structure-based approach and an intention-based approach.14 The first approach focuses on the structural dimensions of the organization, using the core constructs of ownership and management.15 As such, family businesses are defined as those owned, controlled, or managed by a family unit. The second approach focuses on intraorganizational aspirations. It considers the preferences of an organization’s members toward intraorganizational family-based relatedness.16 In the literature of family business internationalization, most articles define family businesses through the combination of ownership and management.17 These studies follow Gallo and Sveen’s seminal paper in which a family business is “a firm where the family owns the majority of stock and exercises full management control.”18 In addition, Chua, Chrisman, and Sharma propose that a company is a family business because it behaves as one and that this behavior is distinct from that of nonfamily businesses.19 Accordingly, if being a family business is a matter of the behavior of the people, they can only behave as a family business if the people consider their company to be a family business.20 In this review, we include all articles that focus on family businesses, irrespective of the definition employed. Because of the definitional challenges, however, it is important to recognize that family businesses are heterogeneous and that the interpretation of any results needs to take this into consideration.

METHODOLOGY

The extensive literature collation followed accepted guidelines for a systematic review: (1) planning the review, (2) conducting the review, and (3) reporting and disseminating the results.21 At the first stage, we identified all relevant family business and internationalization publications by searching for keywords in scientific databases. These included Business Source Complete (EBSCO), ProQuest, ISI Web of Knowledge, Google Scholar, Sage Journals Online, and Science Direct. The relevant keywords were taken from the literature and included combinations of the following terms: internationalization, entry mode, entry process, international trade, international operation, globalization, family firm, family business, family-owned business, ownership, family involvement, and family corporation.

To ensure high-quality standards, we only considered articles published in peer-reviewed academic journals. In all, we considered 53 articles for the final review. These articles were published in 27 different academic journals. Most articles appeared in the following journals: Family Business Review (10), Journal of International Business Studies (4), Entrepreneurship Theory and Practice (3), Journal of Small Business Management, Management International Review (3), and Journal of Small Business and Enterprise Development (3). The majority (39 of 53) were published between 2005 and 2012, with a peak of interest between 2008 and 2012.

FINDINGS

This section explores the impact of family on the internationalization of firms. First, as described earlier, most scholars use the constructs of management and ownership to extract the family influence. Consequently, we distill the positive and negative aspects of family involvement in management and ownership on firm internationalization. In addition, several studies examine the influence of sourcing supplementary external capital (e.g., venture capital; private equity) on family businesses’ internationalization. Therefore, we continue by examining the effect of external shareholders in the family business. This is followed by the examination of how family businesses internationalize. We distinguish this process based on four established theories.

Impact of Family Involvement in Management and Ownership on Internationalization

Management and ownership structures influence the way companies define, coordinate, and address business and family-related objectives22 and thereby influence internationalization strategy.23 The concept of family involvement in management is thereby distinct from family involvement in ownership of the firm, given that family-owned companies can be managed by family or nonfamily members.24 Furthermore, other companies and external shareholders, such as institutional investors and venture capitalists, can hold ownership stakes in the family business and thus influence their international expansion.25

Family Involvement in Ownership

The impact of family ownership on internationalization has been a controversial issue. Several studies have revealed that family ownership negatively influences the internationalization of the firm.26 In their seminal work, Gallo and Sveen identify family ownership as a restraining factor.27 Fernandez and Nieto draw the same conclusion, using a sample of 6,000 Spanish family businesses.28 Bhaumik et al. claim that the proportion of a family businesses’ assets held overseas declines with higher concentrations of ownership, justified by the higher perceived risk of internationalization with higher shares of family ownership.29 Family ownership not only hinders the firm’s international extent but also limits the geographic diversity of its international activities.30 The perceived risk of operating in several foreign markets increases with rising family ownership. George, Wiklund, and Zahra confirm the risk-aversion tendency by demonstrating that internationalization declines as the management’s ownership in the firm increases.31

There is further evidence that businesses with family ownership are less inclined to invest overseas and have a smaller proportion of their assets invested in other countries than nonfamily businesses. If an “average family firm, with its strategic simplicity and attachment to its home business culture, is not given an impetus to invest overseas by factors such as size of the domestic market and availability of resources in the home country, it would be reluctant to undertake outward foreign direct investment (FDI).”32 The research framed by agency theory shows that firms that are founder owned, as many family businesses are, are less likely to pursue a high-risk entry strategy than firms with more dispersed ownership structures.33 From the family perspective, committing too many resources to a single venture is associated with high risk and adverse-selection problems.34

Conversely, a number of studies have identified a positive relationship between family ownership and internationalization.35 Puig and Perez point out that family ownership is not in itself an obstacle for growth and internationalization.36 In fact, family businesses are more likely to search actively for opportunities in the international market space to ensure the sustainability of the business for future generations. Family businesses have a patient outlook to capital, which is linked to their focus on generational sustainability, and are therefore more willing to commit financial resources to such long-term strategies as internationalization.37 Strange et al. associate high levels of family ownership with FDI locations that offer both high risk and potential reward because of the superior monitoring abilities and longer time horizons of family shareholders in comparison to more diffused shareholders.38 This is supported by Carr and Bateman, who examined 65 of the world’s largest family businesses.39 They suggest that family-owned businesses are slightly more internationally oriented than non-family-owned businesses.

While extant empirical studies are conflicted regarding the role of family ownership, Sciascia et al.’s study provides possible explanations for these opposing findings.40 They suggest an inverted U-shaped relationship between family ownership and internationalization, where moderate levels of family ownership are associated with the highest level of internationalization. The stewardship effect of increasing family ownership fosters continuity and stability. However, in cases where family ownership becomes excessive, such negative effects as risk aversion, low resource endowment, and conflicts among family members reduce the positive effects of family ownership predicted by the stewardship perspective.41

Raising Capital through External Public and Corporate Ownership

Family businesses were found to be unwilling to access external capital for their growth strategies; self-financing appears to remain the first option.42 This aspiration is a consequence of the family’s long-term commitment to the business and ensures that the family heritage can be passed on to the following generations. This risk-averse behavior, in combination with the objective to maintain total control over the business, restricts family businesses to raise financial capital through loans from lending institutions or by bringing in outside equity.43 This financial policy, which incorporates low debt and high dependency on self-financing, reduces expansion chances and decreases the probability of using high-level equity modes.44 Therefore, family businesses are highly dependent on their access to financial resources and the family’s willingness to commit those to internationalization-related activities.

Interestingly, studies have shown that family businesses that raise external capital from outside the family circle have an undisputed advantage in their internationalization strategy.45 This is attributed to three reasons.

First, the corporate investor can help the family business accumulate necessary resources for their intended internationalization. To implement a successful internationalization, several activities are often mandatory, such as hiring new employees, building up a manufacturing plant, and engaging in promotion. A lack of financial resources represents an obstacle to pursuing those and similar activities.

Second, the new shareholders will be keen to introduce formal governance mechanisms aimed at resolving the potential conflicts of interest emerging from the coalescence of family and business systems. The decision making in family businesses is often centralized around the owner-manager.46 In these situations, control systems are often not in place or are very informal, lines of authority are not always clear, and information systems can be poorly developed.47 These idiosyncratic communication and decision-making practices facilitate responding to contingencies in family businesses; however, they restrict their ability to pursue a national or international expansion strategy.48 Therefore, external shareholders may encourage the family business to implement structures and systems best suited to the firm’s strategy.49

Third, external owners bring in social and professional networks from their previous international ventures that help to establish important relationships with external stakeholders.50 These networks may stimulate the awareness of foreign market opportunities,51 trigger firms’ initial internationalization intention, and promote credibility in foreign markets.52

These three explanations help the family business to create and maintain a sustainable competitive advantage in the international marketplace, which it can leverage through venturing abroad. Furthermore, the risk averseness of family businesses diminishes when other partners are invested in the business, leading to a higher willingness to take risks through internationalization.53 Hence, with the introduction of institutional investors and venture capitalists to the ownership registry, the international operations increase significantly. It can be claimed, therefore, that corporate (i.e., nonfamily) ownership offsets the partially found unwillingness of family businesses to invest overseas.

Calabro, Torchia, Pukall, and Mussolino have extended this discussion to external foreign investors and, similar to the previous findings, also found a positive effect on the firm’s internationalization.54 Arregle et al. demonstrate that this positive relationship is further moderated by the level of environmental heterogeneity and past performance.55 In uncertain and complex environments, finding the right external shareholders will be more challenging, and families may be less willing to accept external party ownership. Additionally, in heterogeneous environments, family members are more likely to come into conflict with external shareholders, provoking conflicts that may harm the firm’s internationalization. A positive past performance provides the firm with additional resources and eases the demand for external shareholders. Hence, their positive impact on internationalization is weaker in times of firm prosperity.

Family Involvement in Operating Management

Most studies have shown that family involvement in management, often measured as the percentage of family members in management, restricts the number of countries entered by family businesses.56 Family members approach internationalization with caution, trying to maximize revenues from particular markets rather than targeting a broad range of markets. Studies have shown that family businesses experience the risks connected to internationalization more strongly than nonfamily businesses.57 In family businesses, the separation between business and personal objectives often becomes blurred.58 As a result of the mixture of business and personal interests, family businesses may suffer from high agency costs rooted in altruism and self-control.59 A conflict of interest arises when both family and business objectives need to be addressed while preserving family harmony.60 This has the potential to lead to management decisions that are beneficial for the family but unfavorable for the business.61 In addition, many family business owner-managers lack the knowledge of the international market space and the necessary foreign contacts, international experience, or language skills to expand their business across borders.62 Banalieva and Eddleston show that businesses managed by family members perform worse than businesses managed by nonfamily members when the company has a global strategic focus.63

This dilemma is less prominent in family businesses with a nonfamily CEO. Employing nonfamily managers leads to an increase in managerial capabilities, less confusion between personal and business interests, and ultimately lowers the risk aversion.64 Cerrato and Piva support this notion by showing that employing managers from outside the family positively impacts the firm’s choice to enter a foreign market.65 Despite the positive impact of nonfamily members in management, family businesses were found to have lower levels of qualified managers.66 They often solely rely on familial ties for their upper-management positions, thereby restricting growth ambitions to the limited pool of resources of their descendants.67 The difficulties for nonfamily managers to develop a career in competition with family members diminish family businesses’ attractiveness.68 The incentive and promotion systems are strongly biased toward family members.69 Consequently, they suffer from an adverse-selection problem, making it more difficult to attract qualified, professional managers.70 This scarcity of qualified people negatively influences the rate at which family businesses grow internationally.71

Family businesses also face the challenge of generational succession, an attribute that is often described as being characteristic of family businesses. Succession generally incorporates the transfer of management from the incumbent to the succeeding generation,72 and it can impact internationalization differently,73 as each generation brings new management styles, ideas, and objectives into the family business.74

Many family businesses aim to offer career opportunities for subsequent generations. As the major management positions are usually already occupied by the incumbent generation, Gallo and Pont have shown that family businesses pursue an internationalization strategy to open work opportunities for their successors.75 Similarly, successors’ ambitions to look for new responsibilities within the family business may initiate the internationalization process.76 Subsequent generations often have more information and are better prepared and qualified to implement the internationalization process.77

However, succession can also restrict internationalization.78 Following generations perceive internationalization as more risky than previous generations and have a skeptical attitude toward export participation.79 During the generational transfer process, the search for union and harmony within the family is likely to become a factor that hinders the internationalization process.80 Okoroafo states that if family businesses do not become involved in foreign markets in the first or second generation, they are unlikely to do so in later generations.81

Family Involvement in the Board of Directors

Similar to the findings for operating management, studies support the notion that a board of directors mixed with family and nonfamily members will lead to the highest internationalization outcome. Zahra argues that family members on the firm’s board bring in elements of stewardship, which increases identification with the firm and ultimately leads to more internationalization.82 From our review, we can say that past studies seem to agree that a low to moderate level of family involvement in the board of directors facilitates internationalization; however, a board of directors filled exclusively with members of the family leads to inward thinking and limited access to know-how.83 This is because nonfamily members provide access to critical resources that are beyond the family members’ horizon.84 Hence, a strong presence of nonfamily members on the board of directors facilitates firm internationalization.85 In a recent study, Sciascia, Mazzola, Astrachan, and Pieper confirmed this nonlinear relationship.86 Specifically, a low level of family involvement in the firm’s board of directors maximizes the level of firm internationalization.

Summary Observation

In sum, it appears that the majority of studies have found negative impacts of excessive family involvement in operating management, the board of directors, and ownership structures. Moderate levels of family influence have been found to provide some positive stewardship effects on the business as long as family and business interests are in balance and not dominated by either side. It is also worth noting that some studies could not find any persistent difference between family and nonfamily businesses. For example, Graves and Thomas highlight that although the extent of family business internationalization is less than that of nonfamily businesses, the difference was not persistent over time.87 This implies that the greatest challenge faced by family businesses is initiating the internationalization process.

The Internationalization Process of Family Businesses

The following section examines the family effect on the processes of firm internationalization. This incorporates the how to expand internationally, specifically the pattern, pace, and rhythm of internationalization.88 According to Chandra, Styles, and Wilkinson, we distinguish firm internationalization processes into three approaches: sequential approach, born-global approach, and network approach.89

Sequential Model

Most family businesses follow a sequential internationalization process, as stated by the Uppsala School,90 where firms usually start the process of internationalization in countries that are physically and culturally close to the domestic market.91 As a result, physical distance appears to be a relevant and salient factor, mainly because of the general cautiousness caused by family presence. Family businesses with a strong stewardship attitude especially prefer to follow the sequential model. This is caused by the family managers’ strong sense of duty toward the other family members to grow in a cautious manner.92

However, physical distance can be compressed substantially by institutional convergences and mutual benchmarking between societies in an age of globalization. Therefore, not only the physical distance but also the role of institutional compatibility as a strategic factor has influenced family businesses’ decisions on locations for foreign expansion.93 The pace of a family businesses’ expansion is slow and gradual, focusing on one market at a time, and tends to be financed out of retained earnings and owner contributions rather than external funding. Family business owner-managers seek to maximize revenues from a selected range of foreign markets instead of aggressively venturing abroad on a more general front.94 They commonly start with conventional market entry strategies such as direct sales and the use of agents as well as distributors, and their international strategy tends to remain ad hoc, opportunistic, and reactive to particular opportunities. As family businesses gain more experience and confidence in foreign markets, their international commitment increases over time.

Born-Global

Other research suggests that family businesses do not follow a sequential path of international expansion but instead internationalize rapidly to multiple markets concurrently. The revolutionary economic and technological changes taking place in many markets around the world, in conjunction with global-minded managers, propel these firms to operate internationally soon after their inception.95 These firms have engaged in international operations from the early days of their existence and are described as “born-globals” in the literature.96

Lin found that family ownership has a positive influence on the firm’s pace of internationalization.97 Family business managers are more willing to devote time and effort to build new facilities from the ground and screen potential acquisition targets. In addition, and contrary to the sequential approach, Lin argues that family businesses’ internationalization behavior does not follow a regular path, but instead responds to economic volatility and resource fluctuations.98 This behavior can be explained by the flexibility and autonomy that family business owners and leaders enjoy when managing the company. Furthermore, family businesses that only showed a weak or moderate stewardship attitude were often internationalized from the beginning.99

Network Internationalization Approach

According to the network perspective, internationalization of the firm means that the firm establishes and develops positions in relation to counterparts in foreign networks.100 The reliance and composition of networks is one factor that distinguishes family from nonfamily businesses.101 Family businesses are less involved in networking,102 which creates a potential drawback for them as the role of networks in the internationalization process is crucial,103 and the managers’ personal networks are considered to be the most significant resource of a firm.104 Family businesses often have a single dominant owner-manager with centralized authority.105 These family entrepreneurs are independent in their thinking and dedicated to the survival and prosperity of their firm. As a consequence, they often govern the firm on their own without paying attention to input from others and hence neglect the benefits of network relationships.106

Kontinen and Ojala demonstrated that the social capital of family managers is limited to their strong bonding and national social capital. When family businesses internationalize, they generally need to look for new network relationships to collect some bridging social capital.107 In the case of Finnish family SMEs, they did not make any use of family contacts to exploit international opportunities. This is in line with Ozgen and Baron, who have shown that family contacts do not facilitate firm internationalization.108 However, in the context of transnational immigrant entrepreneurship, familial ties seem to be a crucial factor in discovering and exploiting international opportunities.109

In contrast to those informal contacts, international involvement is also encouraged if the firm has networks with other companies around the world.110 In comparison to nonfamily businesses, family businesses need fewer socioeconomic networks, are less involved in collaborating with other firms, and make less use of subcontracting. Family businesses are often not aware of networks, such as governmental programs, that would assist them in venturing abroad.111 It was further shown that the willingness to resort to public entities decreases with the manager’s experience in the family business.112 Family business managers are, in most cases, also the owners of the business and thus more independent from the environment, culture, and macroeconomic situation than managers in nonfamily businesses.113 As a consequence, they establish fewer joint ventures with other firms.114

The lack of knowledge and involvement in networks suggests that family businesses face more problems in internationalizing their operations in comparison to nonfamily businesses. Basly identifies this isolation from other firms as a negative factor for family businesses’ internationalization.115 Based on the relational perspective of internationalization, this might be a reason why family businesses struggle in venturing abroad: they are more inward looking and lack the relationships required to venture abroad.116 Even if the family business has the same amount of networks available, Eberhard and Craig have shown that they are less capable than nonfamily businesses of exploiting those networks.117 Family firms have problems building trust with partners in growth and restructuring phases, and these phases are typical during a firm’s internationalization process.118 This hampers the exchange of information between the family firm and nonfamily network actors.

However, family businesses that enter joint ventures with other family-owned businesses may find commonalities that extend across several key areas of business and may share some very important values, even between different cultures. These values, which include trust, loyalty, long-term orientation, and continuation of family, make international joint ventures between family businesses more likely to succeed.119 If a family business is able to identify these common characteristics in family businesses in other countries and make them common ground, then it can be easier for the family business to form strategic alliances and enter foreign markets.120 Hence, family businesses prefer to enter psychic distant countries by using joint ventures with other family businesses.121 This is especially the case for internationally inexperienced family businesses. Kuo, Kao, Chang, and Chiu demonstrated that inexperienced family businesses, compared with inexperienced nonfamily businesses, prefer to enter foreign markets with the help of a partner (JV) instead of going alone (wholly owned subsidiary).122 Interestingly, this relationship changes as the family business accumulates sufficient experience. Relinquishing control to a partner is no longer necessary, and investing without a partner becomes the better option. This is identical for both family and nonfamily businesses; however, because of the family’s socioemotional motives, it is more pronounced in the family business context.

Summary Observation

In summary, the decision to internationalize is increasingly important in many firm strategies. It is a risky and complex path that often runs counter to family businesses’ traditional desires to maintain control and avoid risk. But paradoxically, internationalization increases the firm’s chance of survival and longevity.123 Despite its importance for family business scholars and managers, the literature on family business internationalization remains limited.124 Further work is needed to explore how different types of family businesses may establish collaborative agreements and joint networks as well as the effects that these networks have on international expansion, and this is elaborated upon along with other suggestions below.

PRACTICAL IMPLICATIONS

Our review findings offer some relevant practical implications for family business managers and owners. First, the majority of studies have shown that a moderate level of family involvement is most desirable for firm internationalization. This conclusion applies to ownership stakes as well as to family involvement in operating management and the board of directors. Family influence brings in elements of stewardship, which enables a long-term planning perspective, psychological commitment, and trustworthy behavior, all of which facilitate international expansion. Excessive family control, however, hampers access to necessary resources for growth and limits the firm’s risk propensity. Arguing from these findings, it is advisable to open the family business toward nonfamily stakeholders, which bring a new perspective into the business and facilitate access to networks and resources that otherwise would lie beyond the firm’s horizon. Indeed, Sciascia et al. argue that allowing nonfamily member participation in the board of directors is the most effective and easiest to implement solution to reach higher levels of internationalization.125

Second, succeeding generations should be prepared and educated with an international mind-set. As outlined, the next generation significantly influences the firm’s strategic outlook, and the way those successors approach an international strategy is rather heterogeneous. Studies have shown that some family businesses had strong episodes of international growth triggered by new generations, although other businesses have not benefited from new perspectives associated with management succession. An important moderating effect seems to be the harmony among the family members. In cases where the new successor has to settle disputes within the family, less energy can be directed toward international strategies, and the business’s growth potential remains suboptimal.

Third, this review conveys to family business managers the essential role of networks on growth and international expansion. Despite the importance of networks, family business managers have not utilized the full potential of their networking capabilities. On the one hand, they are too skeptical and inward looking to fully embrace the positive effects of social and professional networks. They often distrust outsiders and meet new partners with extreme caution and suspicion. On the other hand, they are still foregoing opportunities to leverage collaborative agreements with other family businesses. Family businesses share a common work ethic and culture that nonfamily businesses do not always possess. These characteristics offer the potential for highly successful collaborations that could lead to sustainable competitive advantages when competing with nonfamily businesses.

FUTURE RESEARCH PATHWAYS

This review demonstrates that the knowledge of family businesses’ internationalization is still narrow. The number of articles published is growing rapidly, and the majority of existing articles are descriptive, laying nothing more than the foundation for research in the subfield of family business internationalization.126 This presents significant opportunities, some of which have been identified in the extant literature reviewed in this chapter.

Tolstoy showed that networks not only play a crucial role when first entering a foreign market, but also when firms strive to retain an entrepreneurial and internationally focused mind-set after the initial market entry.127 Because of the important role of networks, several studies call for more research into the networking relationships of family businesses.128 They suggest performing studies based on the network theory of internationalization as well as clarifying the kinds of networks that family businesses use when they venture abroad and examining how these networks evolve during internationalization.129

Studies that investigate within family firm genre differences could provide a fruitful future research avenue. For example, the number of generations owning the business could be an important driver behind the decision to take the family business international.130 If views differ generationally, emphasis should be placed on the views of the younger generation.131 By investigating the role of predecessors and the succession process in future studies, differences between family and nonfamily businesses could be better understood.132 Also, cultural differences may impact the way family businesses internationalize. Elango and Pattnaik have shown that firms from emerging markets do not necessarily possess the same monopolistic advantages that firms from developed economies enjoy.133 Although firms from developed markets generally compete based on product differentiation, emerging market firms compete primarily based on cost advantages. Studies that compare those cultural differences and illustrate their impact on family firms’ internationalization will further enrich this research arena.

Future research should also investigate the growth path of family businesses and the timing of their internationalization relative to other strategic alternatives.134 The international business literature highlights the multiplicity of the dimensions of the internationalization construct. Other dimensions include diversity of industries and market segments, dispersion versus integration of international operations, and timing of international entry. Examining these and other dimensions will improve our understanding of the approaches that family businesses use to internationalize their operations.135

Another research pathway that has been neglected in previous studies is the relation between international involvement of family businesses and financial results obtained from these strategies.136 Empirical results outside the family business genre have been mixed and inconclusive, indicating positive, negative, or U-shaped relationships.137 However, work that examines this relationship in the context of family business internationalization is scarce.

Building upon the resource-based view (RBV) and the framework of resource orchestration, Sirmon et al. argue that to successfully internationalize, the firm’s resource portfolio must be structured and subsequently bundled to create the appropriate capabilities to implement this strategy.138 Specifically, marketing and financial capabilities are pivotal to achieving high growth.139 Because family businesses often lack the necessary resources to expand internationally, it may be necessary to accumulate these resources (e.g., develop them internally). One pathway for future research could be to examine how family business managers engage in structuring, bundling, and leveraging processes with the goal of effectively utilizing the firm’s resources to compete in foreign markets. For example, Holcomb, Holmes, and Connelly have found that managers differ in their resource management abilities and that these differences matter to firm outcomes.140 In the case of family businesses, this could be further investigated in relation to the different resource management capabilities of the incumbent and successive generation or between family and nonfamily managers.

The evolving technology associated with dramatically changing buying habits opens another research field that has not been investigated. Kim and Lennon noted that the Internet is the fastest growing sales channel and an important vehicle in firms’ strategic tool set.141 This technology not only impacts firms’ communication, control, and collaboration processes but also promises accelerated international expansion avenues.142 Bell, Deans, Ibbotson, and Sinkovics therefore framed the term internetalization, which implies selling products over the Internet without an equity-based market presence.143 While important for firms of all sizes, it is more relevant for smaller firms, which are inherently more resource poor than larger corporations.144 In the family business literature, there is a lack of research on this topic. Future research may examine how family businesses have adopted the new technological possibilities in the pursuit of international opportunities.

In summary, the knowledge about family business internationalization offers ample future research opportunity pathways. However, like any emerging field, there is a risk that the field is open to opportunistic exploitation. Family business as a field has arguably gained much earned legitimacy,145 and with this comes increased expectations of a more discerning community. The understanding of the internationalization process in the context of family business will continue to develop through the application of accepted theory. To date, there has perhaps been an overreliance on RBV and stage theories, and, though appropriate in the early paradigmatic stages, this is not sustainable. An obvious theoretical frame that has not been optimized but that holds promise is that of stakeholder theory. As well, researchers will need to begin to integrate multiple theoretical approaches, and this, as many who have attempted to accomplish this have discovered, is difficult to achieve without being accused of concocting a “theory soup.”

Other pathways that have not been explored at length in the context of family businesses to date, and which offer exciting opportunities, include (1) the role of mergers and acquisition in the internationalization process in family firms; (2) licensing intellectual property as an alternative to more traditional internationalization approaches; (3) understanding the internationalization opportunities emanating from the reverse innovation phenomenon; (4) considering the impact of business models, such as one-for-one offers (think, Tom’s Shoes) from the social venturing movement; and (5) the impact of technology in reaching previously inaccessible markets.

Additionally, there are multiple methodological options that remain untouched. Multilevel analyses, for example, would be ideally suited for research projects related to family business internationalization.

CONCLUSION

This study contributes by identifying past research findings in the subfield of family business internationalization. It is hoped that multiple academic and practitioner stakeholders will benefit from this endeavor. Additionally, because family businesses play such an essential role in most economies around the world, as a consequence of this review, it is hoped that the ongoing focus on research in this area will prompt policy makers to actively consider ways of sharing knowledge about how best to facilitate the internationalization of this vital business community.
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Strategizing by Social Entrepreneurs: A Longitudinal Analysis

David Gras, G. T. Lumpkin, and Robert S. Nason

Owners and operators of small social enterprises often wrestle with a challenge that commercial enterprise owner/operators may not face: how to combine two, often conflicting, objectives—social and financial.1 These objectives are manifest in the social enterprise’s strategic decisions and actions.2 Ideally, socially oriented strategies ensure that the small business fulfills its core mission and delivers value to its constituents, while financial strategies may enable enterprises to effectively compete with other firms and ensure long-term sustainability. However, recent research reveals the challenges in effectively meeting both of these objectives simultaneously. On the one hand, strategies that are more commercially than socially oriented may compromise the social mission,3 create conflicting logics and human resource challenges,4 and distract attention from social-impact initiatives.5 On the other hand, small businesses that invest too heavily in social goals may forfeit opportunities, sacrifice resources, constrain growth, or limit profitability to such an extent that they stagnate or fail.6 In attempting to balance competing demands, small social enterprises often find themselves juggling trade-offs between social and financial objectives.

Underlying these trade-offs are a host of stakeholders with competing expectations. Research indicates that, in contrast to commercial enterprises, social enterprises are guided and influenced by a wider variety of stakeholders, some of which have a stronger voice in decision making.7 While some stakeholders, such as investors, may advocate for one strategic focus, others such as employees or beneficiaries may lobby for different strategies. In this chapter, we suggest that it is the stakeholders of small social enterprises who, to a great extent, determine the degree of focus on either social or financial goals. We also argue that over the life cycle of a social enterprise, different stakeholders will gain or lose precedence and power, and that these shifts will influence the small business owner/operator’s strategic priorities.8

In this chapter, we investigate how small social enterprises manage the tension between social and financial objectives and use dialectical theory to understand this process. We draw upon established research on the types of strategies used by small commercial enterprises and explore how importance levels assigned to strategies change over time as a result of conflicting strategic goals. Specifically, we argue that the divergent and conflicting issues that small social ventures face will produce an internal dialogue to manage them. To understand how social ventures manage these competing internal strategic tensions over time, we draw on dialectical theory,9 which provides a strong theoretical basis to understand the process of conflict and change within organizations.10 Based on dialectical theory, we suggest that early in the organizational founding process, small social enterprise owners will exhibit high variability in importance levels assigned to different types of strategies. However, this conflict should become resolved over time, and, thus, small social enterprise owners will exhibit stability in their strategic profile later in the organizational founding process.

We explore our arguments using real-life small social ventures and employ data from the Panel Study of Entrepreneurial Dynamics II (PSED II). Utilizing a recently formulated method to distinguish social and commercial enterprises within the PSED II sample, we analyze changes in the strategic foci of 94 small social enterprises over five years.11 The findings suggest that small social enterprises endure dialectical tensions that in turn produce erratic strategic foci. However, we also find evidence that the variability in these tensions subsides over time.

This chapter contributes to the understanding of social enterprises in four ways. First, we discuss and demonstrate the applicability of strategies used by commercial small businesses to social small businesses. In doing so, we provide social small business owners with a typology of business strategies they may employ and a baseline understanding of which strategies other social small business owners utilize. Second, we demonstrate how dialectical theory may inform and predict small social enterprise behaviors and strategy. Based on this work, small social business owners may establish realistic expectations for their organizations and gain insight as to the underlying cause of tensions within small social businesses. Third, our findings advance understanding of the decision processes employed by small social enterprise owners. This has important implications for how operating social enterprises with constrained resources and competing demands can effectively be practiced. Fourth, we establish a link between the demands of stakeholders, which are more diverse in social organizations,12 and the competitive strategies employed by small social organizations. Prior work on strategy setting has largely focused on the top management of organizations; yet shifting this focus more toward stakeholders may add important nuances to the antecedents of strategy formation.

SOCIAL AND COMMERCIAL ENTERPRISE STRATEGIES

Strategies typically refer to systematic plans of action that businesses use to compete in the marketplace. In contrast to an organization’s vision and goals, or its efforts to achieve operational effectiveness, a strategy is the game plan that enables an organization to achieve a distinct competitive position relative to other similar companies.13 For small business owner/operators, developing and implementing strategic game plans is among their most important activities.

While the term strategy has been used to describe a wide range of business activities, an extensive stream of prior research has identified 10 strategic categories or foci that capture a reasonably comprehensive range of strategies used by new and small ventures:


•   Lower prices

•   Quality products or services

•   Serving those missed by others

•   Being first to market a new product or service

•   Doing a better job of marketing and promotion

•   A superior location and customer convenience

•   More contemporary, attractive products

•   Technical and scientific expertise of the start-up team

•   Developing new or advanced product technology or process technology for creating goods and services

•   Development of intellectual property such as patents, copyrights, or trademarks14



Recent work has shown that these 10 strategic foci are employed by social and commercial enterprises alike.15

Although it is important to be able to adapt to changing conditions, prior research suggests that new and small commercial firms benefit from identifying a clear strategic direction and sticking with it until they have advanced past the early stages of organizational development.16 Because they face many of the same challenges, it stands to reason that small social businesses would also benefit from relying on focused strategies and simple strategizing, especially during the early stages of the organizational life cycle. Researchers have found that it is often beneficial for large or established organizations to adopt multiple strategies, but younger and smaller ventures benefit more from narrowly focusing their strategic efforts to put their limited resource base to more effective use. However, we argue that, because of tensions between social and financial goals within small social enterprises, such stability may not be present or even possible. Social enterprises pursue specific social outcomes in addition to the largely commercial foci listed above. As a result, we argue that the presence of multiple stakeholders with different priorities and likely conflicting goals may cause both social and financial objectives to alternate over time. When this occurs, we would expect that the firm is also likely to strategize differently over time.

As an example, consider an enterprising social businessperson who gathered investors to help create a small organization to sell low-cost eyeglasses in a developing nation. At times, the enterprise may feel the pressure of investors to raise prices to gain a greater profit margin and return on investment while excluding more impoverished people from purchasing the eyeglasses. At other times, the enterprise may be pulled by their socially oriented stakeholders, such as the more impoverished consumers, to lower the cost of the glasses (in turn lowering the profit margins) and make them more accessible to a wider beneficiary base. Thus, tensions between the social and financial stakeholders of a small social enterprise may encourage differing strategies. Importantly, a firm that has only financial goals should not feel such a tension. Instead, a purely commercial firm should set its price at the level that it believes will generate the highest profits and stick with that price over time. We next turn to dialectical theory as a foundation for our expectations with regard to strategic instability.

DIALECTICAL THEORY

The origins of dialectical theory have been attributed to a number of renowned philosophers, including Socrates, Kant, Hegel, and Marx. Organizational scholars most commonly build on the Marxian perspective,17 which is concerned with the processes through which patterns of interactions between competing forces are produced, maintained, and transformed.18 Underlying it is the assumption that “developing entities exist in a pluralistic world of colliding events, forces, or contradictory values which compete with each other for domination and control.”19 In organizational settings and among individuals, these oppositions may be either internal because of conflicting goals or external because the organization’s goals conflict with conditions in the environment.20 From this assumption, the central tenet of Marxian dialect is “the ‘negation of negation,’ which posits that where there is a collision of two opposites, one opposite negates the other and is in turn negated by higher order historical or social processes which allow aspects of both negated positions to be preserved.”21 Said differently, (1) contradictory goals and worldviews naturally arise both within and among people and organizations; (2) when these players or points of view interact with other incompatible views, it creates tension and conflict; and (3) the reaction to and resolution of the conflict may produce a reconstructed and value-adding paradigm that is shared. The dialectical framework is generally presented in three stages: thesis, antithesis, and synthesis.

The initial thesis stage—sometimes referred to as “social construction”—concerns the social process through which orderly relations between potentially contradictory forces are produced. This process is not necessarily rational or purposive. Instead, patterns of interaction are formed as the forces continually interface. Through ongoing relationships, prior patterns may be modified or replaced as needed. The culmination of this stage may be the establishment of an orderly set of institutional arrangements between forces in the system.

Although the thesis stage displays order and predictable patterns of interactions between the forces, it also invariably contains contradictions, incompatibilities, or “ruptures.” Such contradictions may be necessary features of a particular social order. For example, Benson notes that “an integral part of capitalist social formations is that they are antithetical to the interests of labor, yet the functioning system maintains or reproduces this contradiction.”22 Common contradictions within businesses often revolve around reward structures, control structures, and departmental divisions.23 Moreover, some organizations may be charged with managing multiple contradictory functions. The contradictions inherent in most organizations give rise to the second stage, antithesis—sometimes referred to as “contradiction.” During this stage, radical breaks with the present order are possible. As conflicting forces jockey to impose their own “peculiar priorities,” tensions may escalate and priorities may oscillate based on the power held by each competing force.24

For those relationships that endure through and advance past antithesis, there is a final stage of synthesis—often referred to as “praxis.” Synthesis “is the free and creative reconstruction of social patterns on the bases of a reasoned analysis of both the limits and the potentials of present social forms.”25 Synthesis is a second-order change that breaks the current mold and sets forth new, cohesive processes that depart from arrangements established in either of the prior two stages. In short, in its ideal form, synthesis is a win-win situation in which the values of opposing sides are incorporated and built upon. Importantly, synthesis is not an inevitable outcome of antithesis; many organizations or social systems do not construct a new paradigm. Instead, conflict and contradictions may persist, or one force may simply overpower its counterpart and impose its own values upon others.

Such a dialectical framework composed of thesis, antithesis, and synthesis has been an enduring, albeit ancillary, facet of organizational study for decades. Blau and Scott as well as Benson provided seminal arguments for the applicability and value of dialectical theory to the study of organizations.26 Following these works, a variety of studies have employed dialectical frameworks to study change in firms. Lourenco and Glidwell used a dialectical lens to study conflict over social control between subsidiary organizations and their headquarters.27 McGuire applied a dialectical framework to the study of interorganizational networks to shed light on the process of network formation and the reconciliation of network tensions.28 Van de Ven and colleagues identified four types of theories that can be drawn upon to understand strategy processes in organizations, with dialectical theory being one of them.29

In a recent study, Di Domenico and colleagues applied dialectical theory to a social enterprise context.30 These authors studied the collaboration process between corporations and social enterprises, highlighting four sources of tension between these organizations: paradigm commitments (e.g., goals and logic); legitimate structural arrangements (e.g., ownership); constitution (e.g., governance); and organization-environment linkages (e.g., accountability). It was argued that these tensions manifest antithetical partnership dissonance and that those collaborations that endure are characterized by a synthesis via the emergence of a new collaborative state.

Our chapter follows in this tradition. We believe that small social organizations are ideal arenas in which to apply a dialectical framework. This is principally because of the competing logics of financial and social goals inherent in all such enterprises. Regardless of whether a small social organization is in the form of an enterprising nonprofit, a socially oriented for-profit, or a hybrid, the strategies of social enterprises are guided by some manifestation of a double-bottom line. While it has been argued that the interplay of financial and social goals may provide benefits to an organization,31 it is also well established that conflicts and tensions are likely to manifest where the two goals come in contact.32 As Firstenberg noted, “Where both nonprofit and profit-making activities coexist within the same enterprise, there is a strong risk of confusion of objectives and operating style between the two components.”33 Moreover, given the fact that small business owners are largely resource constrained,34 social enterprises may face continual trade-offs concerning allocation decisions surrounding financial or social goals. Although not always the case, this can become a zero-sum game, whereby advancing social aims detracts from a firm’s profitability, and vice versa. In such cases, individual or organizational players that prioritize one bottom line may be highly invested in challenging those that prioritize the other bottom line. Issues that give rise to such conflicts in small social businesses may be further augmented by three factors that are especially salient to social enterprises: stakeholder scope, mission drift, and performance measurement.

The broad scope of stakeholders involved with social enterprises may be a source of tension because dialects may be influenced by environmental factors.35 As noted by Lumpkin et al., social enterprises will interact with the stakeholders that are typical of a commercial venture (e.g., owners, investors, employees, suppliers, and customers), plus others that are common in a social setting (e.g., donors, the community, local authorities, and benefit recipients).36 With this broader array of stakeholders, more, and often conflicting, demands on the small organization are likely to arise. For example, a local community is likely to push for social goals, while investors are likely to lobby for the advancement of financial goals. Sometimes the social and financial goals are in alignment; for instance, growing business sales and creating additional jobs may benefit both investors and a local community. However, financial and social objectives often run contrary to each other. For instance, announcements of large-scale layoffs are almost a daily occurrence in newspapers around the country of late; the rationale is often based around improving the organizations’ financial performance, yet the local community suffers in the process. Importantly, the tensions discussed within this chapter arise only in situations where social and financial goals are in conflict with each other.

In social enterprises, the tension between social and financial goals is often manifest by mission drift. Mission drift is the notion that the presence of business logics can inadvertently shift attention to goals or priorities that vary from the organization’s primary purpose. This drift, in the case of social enterprises, tends to be a shift in priorities away from the social and toward the financial.37 Weisbrod provided a seminal work on the topic, which argued that engagement in commercial activities causes social organizations to devote significant time, energy, and money toward competing in commercial markets.38 In turn, these resources are diverted from the social mission, resulting in a shift in priorities—a drift from the organization’s original mission. This drift is likely to create significant discomfort and tension among those who are deeply connected to the social goals of the organization. Real-world examples of mission drift include charity hospitals that, over time, begin turning away uninsured patients and citing “the bottom line” as the reason, summer camps that shift their target market to children with AIDS to qualify for grant funding, and public broadcasting stations that move away from sponsorship and toward paid commercial announcements.39

Because of the uncertainty surrounding social goal attainment, performance measurement can become complicated as small businesses seek to account for both financial and social goal attainment. Whereas indicators of financial performance may be gleaned by simple cost-revenue calculations, there is no widely accepted, standardized measure of social performance. Social performance assessment tools and indicators such as the social return on investment (SROI) and Impact Reporting and Investment Standards (IRIS) are gaining in popularity yet remain far from universal. Young40 attributes this lack of widely accepted performance measures to five factors, namely, that social value is (1) subjective, (2) negotiated between stakeholders, (3) contingent and open to reappraisal, (4) composed of incommensurable elements that cannot easily be aggregated within a single metric, and (5) inseparable from social activity. Absent the ability to accurately measure social performance, small business owners must often make decisions and resource allocations on mutable gut instinct. This is likely to be a source of tension for proponents of both social and financial goals.

For the aforementioned reasons, dialectical theory, which addresses the nature of the interactions among opposing forces, seems an appropriate framework for theorizing on dynamic processes within young and small social enterprises. We turn next to an application of the three dialectical stages as they pertain to the strategies of social enterprises.

THE THESIS-ANTITHESIS-SYNTHESIS OF SOCIAL ENTERPRISES

Thesis Stage

In applying the three dialectical stages to commercial and social enterprise partnerships, Di Domenico et al. argued that the “initial thesis stage of the collaboration occurs during the early phases of the relationship and involves establishing whether the exchange values of the partners are sufficiently high to justify formally establishing the partnership.”41 We argue that a similar thesis is constructed within the minds of social enterprise owners and within the enterprises themselves during the early stages of organizational founding. That is, when small business owners decide to pursue a venture with both social and economic goals, they establish the plausibility of the goals’ coexistence and the processes to accomplish both goals. Should a potential small business owner come to the conclusion that the goals are mutually exclusive or that they cannot both feasibly be encompassed in the organization, they would not engage in establishing a social venture. This logic applies to both for-profit and nonprofit social ventures. Although financial goals often manifest themselves differently in nonprofit ventures—that is, through donations, grants, and the like—they may still conflict with the social goals of the organization. For instance, nonprofit organizations may struggle with the amount of resources (human and financial) they need to devote to donation solicitation, as resources devoted to soliciting donations generally may not be used concurrently to achieve social aims (e.g., an animal charity employee making solicitation phone calls may not care for wounded animals at the same time). Thus nonprofits, like for-profits, must also reconcile financial and social goals. In sum, in the inception phase of a small social venture, we purport that an orderly arrangement between social and financial goals is established and developed.

Antithesis Stage

Following the thesis stage, the early congruence that the social business owner reached internally may be put to the test once an organization has been formed. In the launch phase, venture founders will engage with stakeholders to gain their support and resources for the organization.42 The diversity and potentially conflicting goals of these stakeholders will likely be particularly pronounced within organizations that engage with both business and social constituents. The small business owner will be challenged to integrate the contradictory goals and logics of both social and business stakeholders into the venture to gain their support. A simple example of this occurs when the small social business hires employees. As a social organization, the business owner may want to provide for his or her employees above and beyond commercial competitors with such benefits as higher pay, more health care, education scholarships, and so on. However, as small firms are resource constrained, more financially oriented stakeholders, such as investors or managers, may push for fewer employee provisions to buffer the bottom line of the firm.

As more and more decisions are made that require the social enterprise to jockey between the two goals, however, we expect the manifestation of conflicts and tension, which will shift organizations into the antithesis stage. Whereas order was created between the two forces in the thesis stage by the actions of the small business owner, unexpected ruptures and inconsistencies in the relationship are arguably inevitable during the later stages of organizational founding. As the organization grows, as resources are committed, as stakeholders make demands, and as performance is evaluated, frictions are likely to escalate. Actors (e.g., entrepreneurs, employees, stakeholders) may find themselves taking the side of one goal over another, and the power and legitimacy of these actors influences the degree of friction.43 In short, we argue that social enterprises will find themselves in the midst of a unique dialectical struggle that is rarely experienced by commercial enterprises. Whereas commercial enterprises tend to place primacy on financial goals because of the salience of shareholders and face little ambiguity surrounding performance measurement, social enterprises have competing demands and contradictory goals. In social enterprises, their very raison d’être is often to serve beneficiaries and fulfill a social mission. This creates a unique, salient, and legitimate stakeholder that is often largely absent in commercial ventures. Not only do beneficiaries themselves demand attention, but government, community, and media stakeholders also hold social enterprises to higher levels of social performance requirements than their commercial counterparts. At the same time, small social enterprises still need to satisfy financial supporters and fulfill financial objectives to survive and grow. This creates the potential for conflict between the objectives of a more diverse and broader range of stakeholders in a small social enterprise.

We argue that this unique tension will be manifest in the strategies a firm decides to pursue. Holistically stated, the achievement of different goals generally requires the enactment of different strategies. Notably, this is not necessarily the case, as the financial and social goals of some enterprises may be in alignment. For instance, many microfinance organizations enjoy an alignment between the two types of goals. Microfinance is the provision of small financial services, such as loans, savings accounts, insurance, and fund transfers, to an impoverished clientele. For many microfinance organizations, the whole of their income is derived from the interest and fees that they accrue from providing financial services, and these financial services also comprise their social mission. Thus, in general it may be argued that the more money they make, the greater the social benefit they are providing (assuming the increased revenues are not generated through price gouging or other practices of ill repute). However, this chapter focuses on those situations in which the financial and social goals of an enterprise are not in alignment. Microfinance organizations face such situations as well, for they may also make more money by, for example, raising interest rates on their loans, thereby excluding many potential borrowers and restricting the ability of their impoverished clients to repay loans. In this situation, the financial and social goals of the organization are in conflict. Based on dialectical theory, we argue that, when social and financial goals are in conflict, as they often are within small social organizations, enterprises that prioritize financial goals will likely strategize differently than those that prioritize social goals. Then, as different goals are pursued, firms will vacillate between different strategies as they are perceived to be more or less important.

Importantly, the antithesis stage is commonly characterized by the oscillation of forces. As Van de Ven states, “Organizational transformations and anomie are produced when strong oscillations occur between opposing forces that push the organization out of its equilibrium orbit and produce deconstructions.”44 Thus, we argue that following the decision to pursue a new social venture (the thesis stage), social small business owners will oscillate with respect to their strategic foci. That is, early in the organizational founding process, social enterprises will exhibit erratic changes in the importance levels assigned to different strategic foci.

Synthesis Stage

The conflict between social and economic goals may be a small firm’s undoing. Extant work has noted that many organizations do not reconcile the dialectical tensions and therefore do not progress into the third stage of synthesis.45 This is likely the case with many small social ventures, as conflicting demands decrease the efficiency or effectiveness of the organization to significantly uncompetitive levels. However, those that do break the antithesis mold and accomplish second-order change should display a new, orderly, and more stable relationship between the formerly opposing forces.

More specifically, the oscillation should subside during this phase. The implication for strategy perceptions is that, for those enterprises still in the founding process, strategic foci ratings will oscillate less as time progresses. The rationale here is that priorities will be set straight, likely in one of two ways: either (1) one stakeholder establishes power and dominance over others such that their priorities are given precedence, or (2) previously conflicting stakeholders arrive at a mutually agreed upon compromise as to the strategic priorities. Regarding the former, an example would be if a financier were at odds with the strategic priorities of another stakeholder. If the financier wished to make a power play, he or she may buy a controlling (or more controlling) stake in the firm, in essence, giving the financier more control over the strategic decisions of the firm.

As an example of compromise, consider strategies related to the development of intellectual property, such as patents. It may be the case that more financially oriented stakeholders will prioritize patent acquisition as important to prevent competitors from using similar methods, technologies, or resources. In doing so, the firm may have a competitive advantage and reap higher rents. However, more socially oriented stakeholders may welcome other firms to use similar methods in an effort to help more customers or beneficiaries. Thus, socially oriented stakeholders may view intellectual property development as less important than financially oriented stakeholders. During the antithesis phase, this may lead enterprises to flip-flop as to the importance of intellectual property in an effort to appease multiple stakeholders. However, when a synthesis is reached, whereby stability is gained between formerly conflicting stakeholders, such shifting around may subside. For instance, a synthesis may be established by acquiring a patent on a key technology, yet agreeing to license the property to other firms at reasonable rates. As a result, we suggest that later in the organizational founding process, social enterprises will exhibit stability in the importance levels assigned to strategic foci.

RESEARCH DESIGN AND METHODOLOGY

While theory and logic are a good starting point for explaining real-world phenomena, empirical analysis of actual firms can support or deny suppositions made by extant rationale. As such, given our expectations of how goal conflict occurs when creating small social ventures, we set out to explore our arguments with data on real enterprises.

Sample

Our sample is composed of the Panel Study of Entrepreneurial Dynamics II dataset—a large-scale data collection effort conducted at the University of Michigan and supported by more than 130 scholars and over 30 research centers. The PSED II is a time-series survey of individuals in the process of starting businesses, the vast majority of which are very small. These individuals were identified based on a random digit dialing method of over 30,000 U.S. adults. To be included in the survey, respondents needed to meet several criteria: (1) the individual must have been actively involved in starting a new business within the last 12 months; (2) he or she must have anticipated ownership in this business; (3) the firm must have still been in the start-up phase at the time of the call screening; and (4) the firm must not be majority owned by another business. The screening resulted in the identification of 1,214 nascent entrepreneurs across the country. Five waves of telephone interviews were subsequently conducted on this sample, taking place at roughly one-year intervals. In the analysis that follows, we include all five years of data. To test differences between time periods, we needed to divide the observation window into early and late stages. As there are five time periods, we deem periods 1–3 as the early phase and periods 4–5 as the late phase.

We followed prior studies in identifying social enterprises within the PSED II dataset.46 Each respondent was asked the following two survey questions: (1) “Why do you want to start this new business?” and (2) “What are the one or two main opportunities that prompted you to start this new business?” Coders recorded both the first and second answers provided to these questions and then classified answers into one of 44 potential responses for the first question and one of 62 for the second. Consistent with prior researchers, we label social respondents as those who answered either of the two questions with the responses “help others; help community” or “aid in economy; economic development” on their first or second response. Examples of other responses that we did not classify as socially oriented are those based on income (e.g., “to make money”; “unlimited income potential”); business opportunities (e.g., “take advantage of opportunity”; “high demand for products”); employment (e.g., “cannot find employment elsewhere”; “more free time”); personal reasons (e.g., “have a talent in the field”; “inheritance”); and life style (“to do more fulfilling work”; “try new career”). This resulted in a final sample of 94 individuals.

Variables

The variables we explore are the individuals’ perceptions of the strategic foci critical to competitive performance.47 Each respondent was asked the following: “[Strategic foci] is important for this business to be an effective competitor. Would you say you strongly agree, agree, neither agree nor disagree, disagree, strongly disagree or is it not relevant as it applies to this (new) business?” The 10 strategic foci that apply to these questions are derived from, and consistent with, those established in previous research on new and young venture strategies:48


•   “Lower prices”

•   “Quality products or services”

•   “Serving those missed by others”

•   “Being first to market a new product or service”

•   “Doing a better job of marketing and promotion”

•   “A superior location and customer convenience”

•   “More contemporary, attractive products”

•   “The technical and scientific expertise of the start-up team”

•   “Developing new or advanced product technology or process technology for creating goods and services”

•   “Development of intellectual property such as a patent, copyright or trademark”



The answers provided to each of these questions were used in creating our variables of interest. Responses were coded on five-point scales with strongly agree scored as 5 and strongly disagree scored as 1. We took these responses and rank ordered them from 1 to 10, with 1 corresponding to the strategic focus that had the highest score (indicating that is was the most important strategic factor in being an effective competitor) and 10 corresponding to the strategic focus that had the lowest score.

Analyses

Unlike many organizational theories, dialectical theory is difficult to analyze empirically. Models based on dialectical theory have traditionally been composed of theoretical propositions49 or analyzed via qualitative analysis.50 To analyze our data, we graph variations in the importance-level rankings assigned to each focal strategy and employ visual analyses of the figures.51

Our first argument predicts that early in the organization-founding process, social enterprises will experience erratic changes in importance levels assigned to strategic foci. To view this, we plot variations in the average importance-level rankings given to each strategic foci during each wave of the PSED II on a radar graph that we can inspect visually. Support for this argument would be gained by identifying large changes in average importance levels as reported in the interviews between the first three waves (i.e., years).

To understand whether the importance attributed to strategies stabilizes over time, we test whether there is less variation later in the organizational founding process when compared with the earlier period. Here we again utilize visual plots and reason that our arguments will be supported if there is less variation in strategy ratings in periods 4–5 than in periods 1–3.

RESULTS

Figure 6.1 presents the radar graphs of average importance-level rankings assigned to each strategic focus for social enterprises over the first three years—the expected antithesis period described in dialectical theory. Figure 6.2 presents the radar graphs of average importance-level rankings over the final two years—the expected synthesis period described in dialectical theory. A radar graph is a method of displaying multivariate data in two-dimensional space. Each axis on the radar graph illustrates a ranking from 1 to 10 of how important, on average, entrepreneurs in our sample rate the strategy listed on the axis. By examining the change in rankings from year to year, one can better understand the patterns of strategic importance over time.
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Figure 6.1 Strategic Foci Importance Rankings over Antithesis Stage

Source: Adapted from data available in PSED II.
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Figure 6.2 Strategic Foci Importance Rankings over Synthesis Stage

Source: Adapted from data available in PSED II.



Our first argument predicts a variant pattern among the founders with large changes in importance levels assigned to the different strategies in the early phase. A visual analysis of the patterns lends support to this line of reasoning. Erratic patterns seem to be particularly prominent for the following strategic foci: “Lower prices,” “Being first to market a new product or service,” “A superior location and customer convenience,” and “The technical and scientific expertise of the start-up team.” The prominence of patterns for these strategies may suggest that stakeholders are more involved or focused on these strategies than on the others. As a plausible example, perhaps investors highly support being first to market in an effort to avoid early competition, while employees may feel uncomfortable with the ambiguity and risk that accompanies first movers. As each of these stakeholders vies for decision-making power, the importance level attributed to being first to market may vary. Notably, none of the strategic foci had identical rankings in each of the first three years. In summation, we find some support for our expectation that strategic foci ratings will vary over time.

Our second argument suggests that there will be less variation in strategic foci rankings in later periods, as compared to earlier periods. A visual analysis of the radar graphs in figure 6.2 lends support for this expectation as well. Several of the foci did not change at all in their importance rankings between time periods 4 and 5 (the synthesis stage). Namely, “Serving those missed by others,” “Quality products or services,” and “Doing a better job of marketing and promotion” maintained identical rankings. Moreover the following strategic foci changed by only one place in the rankings within the synthesis stage: “Lower prices,” “Being first to market a new product or service,” “A superior location and customer convenience,” “More contemporary, attractive products,” “The technical and scientific expertise of the start-up team,” and “Development of intellectual property such as a patent, copyright or trademark.” Taking these findings together, we find support for the notion that although there are erratic changes in strategic foci rankings over time, these changes subside over time.

DISCUSSION

Small, young social enterprises that are pursuing social goals while remaining financially viable often face competing demands and contradictory forces that commercial enterprises rarely encounter. These demands may come from several sources. Among the most important is the influence of multiple stakeholders because of the alternative viewpoints and additional complexity that they introduce to strategic decision-making processes. As a result, the strategic choices that nascent social entrepreneurs need to highlight to be successful are often unclear, especially during the organizational-founding process. In this chapter, we explored the strategies that founding social entrepreneurs focus on and how these change over time. The results of our analyses have yielded several interesting insights with implications for research and practice. In this section, we discuss each of the findings in turn.

Dialectical Tensions in Small Social Enterprises

Through our analysis of strategy dynamics over time, our findings support the applicability of dialectical theory to small social enterprises at the firm level of analysis. Prior social entrepreneurship research has applied dialectical theory to the interfirm level of analysis.52 But because of the internal tensions between social and financial goals, our chapter indicates that social enterprises may also comprise an ideal arena in which to study, apply, and contribute to dialectical theory. All firms likely experience dialectical tensions; however, the importance of both social and financial performance to the achievement of social enterprise goals, coupled with their potential for conflict, makes the social enterprise an exciting setting for exploring the dialectical change process.

On a more specific level, our results support the argument that the dialectical tensions within social enterprises have implications for the strategies deemed important by the business owners. Because of the competing priorities surrounding social and financial goals, social enterprises frequently change their strategic foci. This strategic dynamism has important implications. For one, a business owner or firm that sticks with the same strategy is likely to enjoy economies of learning. That is, the more they replicate their strategic processes, the more skilled they become at those strategies. Firms with alternating strategies may perpetually reside at the disadvantageous beginning of the learning curve. Further, firms that deploy alternate strategies may be sending mixed messages to their current and potential customers. For instance, establishing a low-price strategy and then switching away from it is likely to disenfranchise certain customers. As a result, strategic dynamism may put the social venture at a disadvantage when competing with commercial firms, assuming that the latter do not experience the same tensions and resulting strategic dynamism. Future work is needed to investigate mechanisms that entrepreneurs can employ to prevent dialectical tensions from impacting strategic perceptions or organizational processes.

Finally, our findings may allow small social enterprise owners/managers to anticipate some problems that may arise in their businesses. Specifically, those practitioners in the very early phase of starting a social enterprise should anticipate and prepare for tensions between stakeholders and differing organizational behaviors based on those tensions. Our results provide evidence that these tensions may be reconciled and that erratic outcomes may be stabilized over time. The sooner that small social enterprise owners are able to recognize the conflicting tensions in their stakeholder demands (and corresponding strategies), the sooner that they can take action to address them. Integrating competing tensions and reaching synthesis sooner will ensure that the organization is not crippled by its dialectic struggle.

Limitations and Conclusions

As is the case with other social enterprise research on the PSED II, our study includes several limitations. First, our study is conducted entirely within the United States. While the PSED II has been acclaimed as a representative sample of the United States,53 the generalizability of our findings may not include other countries. Future research on the extent of dialectical tensions and variability in firm strategies within social enterprises in other countries may provide substantial theoretical and empirical extensions to this study.

Second, although we used an established method for identifying social enterprises, it is limited in at least one significant way; namely, the measure is dichotomous. Thus, we are unable to capture the extent of social missions or practices within each firm. Importantly, the extent of the social missions and practices is likely directly linked to both the extent of the theoretical tensions and the willingness of the enterprises to solve the tensions. That is, an organization in which a social mission is present yet largely peripheral would likely experience lesser tensions as compared with firms that place social goals on an equal footing with financial goals. Alternatively, an organization that gives primacy to its social mission and relegates its financial mission to secondary status would also likely experience less tension, given that priorities have already been determined. Thus, we expect that the extent of social missions or practices within organizations is a large determinate of the magnitude of tensions.

Third and related, while it is beyond the scope of our study, social enterprise occurs in many forms. For example, nonprofits that engage in sales of goods and services may be classified as social enterprises.54 It would be interesting to explore the dialectical tensions (or lack thereof) within such enterprises as compared with their for-profit counterparts.

Fourth, although our overall sample size is sufficient for our methodology, the number of social enterprises in the sample is relatively small. Therefore, while the PSED II may be a representative sample of entrepreneurs in the United States, the extent to which these 94 social individuals are representative of all social business owners and enterprises in the United States is unknown. Future research employing larger sample sizes could generate alternative findings or add important nuances to our results.

Fifth, our data is limited to early stage social ventures and only consists of a five-year window. Thus, we may not have a window of observation long enough to capture phenomena such as the reemergence of antithetical issues within organization. An ideal window of observation would capture the entirety of organizational life cycles, from idea inception to the death of a firm. Future studies on dialectical tensions in small social enterprises would benefit from a significantly longer time frame.

CONCLUSION

While prior work has elucidated the notion that small social organizations endure tensions between their social and financial objectives, little research has been conducted on the implications of these tensions across time. We find that strategic dynamism may develop within these organizations yet dissipate with time. In doing so, we hope to illuminate the social enterprise strategy-making process further and open a dialogue around the unique strategic patterns in a social enterprise’s life trajectory.
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Small Business Exit: Review of Past Research, Theoretical Considerations, and Suggestions for Future Research

Dawn R. DeTienne and Karl Wennberg

Although entrepreneurial exit has recently been defined as “the process by which the founders of privately held firms leave the firm they helped to create; thereby removing themselves, in varying degree, from the primary ownership and decision-making structure of the firm,” exit research has a broader foundation.1 Exit varies on at least two dimensions: small firm exit and small business owner exit. Thus, the current research has examined scenarios wherein both firms and small business owners exit the market. These exits may be the result of either poor or strong performance.2 That is, poorly performing firms might exit the market through bankruptcy or liquidation because of financial troubles, and strongly performing firms might be acquired and subsumed into an existing organization or broken apart for their assets (e.g., intellectual property).3 In each of these cases the small business owner also exits entrepreneurial activity (at least with the current firm).

Alternately, the small business owner may exit the firm while the firm remains an ongoing entity, most often through founder succession or harvest.4 Founder succession may be planned (e.g., family succession)5 or it may be forced (as could happen through loss of control from equity funding).6 Harvesting refers to the process of cashing in an investment (in this case, the investment of the entrepreneur’s time, money, and energy) and realizing the full value of that investment.7 This type of exit is most often deliberate on the part of the founder and can be attributed to planned exit strategies, retirement, a desire to pursue different interests, or a better or different use of resources.

Finally, some researchers argue that a small business owner may make the decision to close one firm and open another (entrepreneurial recycling)8 or close one and focus on another in his or her portfolio of firms.9 That is, the firm may exit the market while the small business owner remains involved in entrepreneurial activity. Therefore, researchers examining small business exit may engage in several different levels of analysis: the firm, the founder (individual), or a combination of both.

The exit of entrepreneurs and firms may impact other actors and institutions, including competitors, industries, regions, and economies.10 In small business, this might include family members, friends, the community, and the balance of competition. For example, Mason and Harrisson find that exit triggers a process of entrepreneurial recycling wherein cashed-out entrepreneurs use their new wealth to engage in the creation of other new ventures, equity funding for other local ventures, and philanthropy.11 Using individual-level data for 24 countries, Hessel et al. show that exit substantially increases the probability of being involved in new entrepreneurial activity.12 Thus, while researchers employ a single level of analysis, exit has the potential to impact several levels. In the next section, we turn to the different theoretical perspectives employed by exit scholars.

THEORETICAL PERSPECTIVES ON EXIT

Exit can be researched through different theoretical perspectives, such as those posited in economics, sociology, organization studies, or more generally in entrepreneurship research. To some extent, research from each of these perspectives builds on research from the others. Therefore, an important reason for distinguishing among these perspectives is that each adopts different assumptions on, for example, economic or social embeddedness, individual agency and rationality, and level of analysis. For example, studies from a macrosociological perspective have long touched upon different routes of exit, but they tend to equate exit with low organizational performance. And studies in organization and strategic management have investigated the role of financial performance in the exit of new firms, but they seldom address exit as a potentially volitional decision of small business owners.13 These assumptions have to be taken into account when trying to understand and reconcile the empirical evidence accumulated on small business exit.

Different strands of the literature have tended to focus on one assumption over another; thus, theories focusing solely on a single level of analysis have less explanatory power for the exit phenomenon. Wennberg argues that three theoretical areas are relevant for the study of the entrepreneurial and small business exit: economic career choice theory, strategy and organizational studies, and entrepreneurship research.14 Table 7.1 briefly summarizes these key theoretical perspectives on exit. We examine each of these in the paragraphs that follow.


Table 7.1 Theoretical Perspectives on Exit




	

Research Area



	

Level of Analysis



	

Key Assumptions



	

Key Contributions






	
Career choice economics


	
Individual


	
Exit is a swift decision; labor can be employed elsewhere.


	
Entrepreneurship is a choice among alternative occupations.





	
Entrepreneurship


	
Individual/Firm


	
Firms are founded by individuals or teams with volitional control of their venture.


	
The individual-firm interface is important.





	
Strategy and organization theory


	
Firm


	
The focus is on exit as failure; organizations are resource-dependent entities.


	
Exit is often preceded by failure-avoiding strategies.









Economic Career Choice Theory and Small Business Exit

A large body of research from labor economics and microeconomics has addressed the choice of entry into, and exit from, entrepreneurship. A characteristic of this research is a focus on the individuals’ occupational choices, specifically, the conditions under which they choose to sell their labor on the job market as waged employees or employ themselves by starting a business. As it is assumed that labor can be employed elsewhere, exit from entrepreneurship is most often considered a voluntary decision and not necessarily a sign of failure of the business or of the individual as an entrepreneur and small business owner. This is mirrored by the use of the terms “entry” and “exit,” as opposed to “success” and “failure.” Compared with entry, there are fewer studies that deal explicitly with exit. One reason might be that most economic studies of entrepreneurial choice (entry and exit) are based on the logic that individuals make choices that maximize their lifetime incomes; thus, determinants of exit become less of an issue because the logic implies that people will switch in and out of entrepreneurship if future income streams change.

One example is the self-employment choice model presented by Evans and Jovanovic.15 Their influential article examines small business choices under liquidity (capital) constraints. They find that small business owners are limited to capital that is about one and a half times their wealth; thus, because their access to start-up capital is constrained, not all individuals who desire to become a business owner can do so. The wealthier are more inclined to become entrepreneurs and have more opportunities to enter into and exit from entrepreneurship. A large body of work discusses the Evans and Jovanovic model in light of other empirical material and replicates the findings, including articles where wealth is replaced with inheritance16 or lottery windfalls.17 Other researchers argue that capital availability is, by and large, a function of an individual’s human capital and that the whole question of liquidity constraints is therefore little more than a question of omitted variables.18

Van Praag distinguishes between compulsory and voluntary exits and tests her model on the NLSY data used by Evans and Jovanovic.19 Her results show different predictors of voluntary and compulsory exits, such as that individuals who started their ventures while employed were less likely to exit voluntarily and those who started their ventures while unemployed were more likely to exit compulsorily. In other work related to unemployment and career choice, researchers found that while unemployment might lead to self-employment, the failure rates are higher for those who enter self-employment during periods of unemployment than for those who enter during periods of employment.20 Additionally, receiving unemployment benefits reduces the likelihood of entering into self-employment.21 Gianetti and Simonov investigated 61,151 Swedes who had engaged in any type of self-employment activity between 1990 and 1995 and found that economic performance, the individual’s age, and local economic conditions were the major determinants of exit from entrepreneurship.22

To summarize, career choice economics indicates that individuals have several opportunities wherein to employ their labor and that entrepreneurship is simply one alternative among many occupations; however, as noted above, research has shown that career choice economics has identified some constraints to this logic (e.g., wealth, employment, age). Because individuals will make choices that maximize their lifetime incomes, they may enter and exit entrepreneurship if future income potential changes. Table 7.2 provides additional evidence and more in-depth discussion of economic career choice, organization theory and strategy, and entrepreneurship studies.


Table 7.2 Prior Studies on Small Business Exit, from 1984 to 2013




	

Reference



	

Primary Topic



	

Level of Analysis



	

Findings



	

Theoretical Perspectives






	
Kushnir, 19841


	
Social-psychological factors (equity, mood, evaluation of self and partner, level of agreement) associated with the dissolution of business partnerships.


	
Individual


	
Individuals from dissolved businesses have stronger feelings of inequity and anxiety and more disagreement with and aggression toward the partner. Tendency exists to blame ex-partner for failure. Most prominent reasons given for the dissolution were inequity and personality incompatibility.


	
Entrepreneurship





	
Ronstadt, 19862


	
Studies ex-entrepreneurs who have returned to workforce.


	
Individual


	
Financial reasons 31%, venture reasons 15%, personal/family reasons 11%. All other exits (41%) were a combination of the above.


	
Career choice/

Entrepreneurship





	
Schary, 19913


	
Probability and type of exit. A firm may leave an industry in at least three ways: through merger, voluntary liquidation, or bankruptcy.


	
Firm


	
Results suggest that type of exit is not related to profitability. There is some heterogeneity across forms of exit, and information about firm characteristics alone is not sufficient to predict all forms of exit.


	
Strategy Organization theory





	
Bruderl, Preisendörfer, and Ziegler, 19924


	
Factors that influence the mortality of 1849 new businesses in Germany.


	
Individual Firm


	
Both individual and firm characteristics are important determinants of business survival.


	
Strategy/Organization theory





	
Holtz-Eakin, Joulfaian, and Rosen, 19945


	
Why do some individuals survive as entrepreneurs and others do not? Do liquidity constraints increase failure?


	
Individual


	
The effect of an inheritance raises probability of survival by about 1.3% points. For those that survive, an inheritance is associated with nearly 20% increase in sales.


	
Career choice





	
Gimeno, Folta, Cooper, and Woo, 19976


	
Why do some firms survive while other firms with equal economic performance do not


	
Firms Individual


	
Individuals with low performance thresholds may choose to continue their firms despite comparatively low performance.


	
Entrepreneurship





	
Sullivan, Crutchley, and Johnson, 19977


	
The motives behind managers’ choice toward voluntary liquidation.


	
Individual


	
Motives toward voluntary liquidation related to firm distress, agency conflicts, and potential for shareholder gain.


	
Economics/Strategy/Career choice





	
Everett and Watson, 19988


	
Explores the impact of macroeconomic factors on small business mortality.


	
Firm


	
Economic factors are associated with between 30% and 50% of small business failures, depending on the definition of failure. Failure positively associated with interest rates (failure as bankruptcy) and unemployment (failure as discontinuance) lagged employment rates (failure as to prevent further losses) and with current and lagged retail sales.


	
Strategy/Organization theory





	
Harhoff, Stahl, and Woywode, 19989


	
Relationship between legal form, firm survival, and growth in 11,000 West German firms.


	
Firms


	
In all sectors, firms under limited liability have higher growth and higher insolvency. Firms with owners approaching retirement have a high hazard of voluntary liquidation.


	
Strategy/Organization theory





	
Pennings, Lee, and Van Witteloostuij, 199810


	
Examines the effect of human and social capital on firm dissolution.


	
Individual

Firm


	
Industry tenure, firm tenure, and social capital all negatively related to firm exit unemployment.


	
Strategy/Organization theory





	
Bates, 199911


	
A nationwide analysis of U.S. Asian immigrants and their exit from small businesses


	
Individual


	
Highly educ. Asian owners are more likely to exit self-employment and exit from retail and personal services are high. Suggests that self-employment is a form of underemployment among Asian immigrants.


	
Strategy/Organization Theory/Entrepreneurship





	
Carrasco, 199912


	
A study of the factors influencing decision to enter into S/E and likelihood of remaining in business.


	
Individual


	
Unemployment leads to self-employment but those who enter self-employment while unemployed have higher failure rates. Receiving unemployment benefits reduces the likelihood of entering into self-employment. Better educated and middle-age are more likely to switch.


	
Economics/Career Choice





	
Taylor, 199913


	
Examines voluntary exits and bankruptcies


	
Individual


	
Most self-employment exits are voluntary exits and not bankruptcies. Self-employment persistence pos. related to length of work experience, quitting the prior job, and wealth. Negatively related to prior unemployment.


	
Economics/Career Choice





	
Bachkaniwala, Wright, and Ram, 200114


	
Forms of succession (second generation, MBO, trade sale, shutdown) in ethnic minority family business.


	
Firm Family


	
Internal factors (preparation of heirs, nature of relationships, planning and control activities) and external factors (alternative employment opportunities for offspring, business growth) affects forms of succession.


	
Strategy/Organization theory/Entrepreneurship





	
Becchetti and Sierra, 200215


	
Determinants of bankruptcy.


	
Firm


	
The degree of relative firm inefficiency has sig power in predicting bankruptcy. Customers’ concentration, strength, and proximity of competitors also contribute to bankruptcy.


	
Strategy/Organization theory





	
Haveman and Khaire, 200216


	
Does founder succession hurt or help the organization?


	
Firm Individual


	
Ideology is a strong moderator between founder succession and organization failure. Ideology conditions the impact of managerial roles and organizational affiliations on failure following founder succession.


	
Entrepreneurship





	
Van Praag, 200317


	
Quantify the person-specific determinants of survival duration in self-employed white males.


	
Individual


	
Age and industry experience are negatively related to exit, both compulsory and voluntary. Occupation experience is negatively related to exit. Starting while employed reduces risk of both exit and voluntary exit. Starting while unemployed is positively related to exit and compulsory exit. Failure is positively related to all exits.


	
Strategy/Organization theory/Entrepreneurship





	
Bates, 200518


	
An analysis of U.S. entrepreneurs who made deliberate decisions to close “successful” firms.


	
Firm Individual


	
Decisions to discontinue operations are shaped by opportunity costs, switching costs, and availability of alternative opportunities. Alternative opportunities are identified as a key reason for choosing to discontinue successful firms.


	
Strategy/Organization theory/Entrepreneurship





	
Cefis and Marsili, 200619


	
The relationship between innovation and the survival of ﬁrms in the Netherlands.


	
Firm


	
An innovation premium exits. Firm survival is lowest among small, young, noninnovative firms. Among innovative firms, survival of small and young firms is comparable to other size/age classes and higher than for noninnovators.


	
Strategy/Organization theory





	
Harada, 200720


	
Examines exit behavior of Japanese small firms and their managers.


	
Firms Individual


	
Small firm exits occur because of both economic difficulties in their business (economic-forced exit) and non-economic-forced exit. Probability of economically forced exit is higher if the manager is young and male, the firm has loans, and sales are decreasing


	
Strategy/Organization theory/Entrepreneurship





	
Cumming, 200821


	
The relationship between European venture capital contracts and exits.


	
Firm


	
VC control rights (board control, fight to replace the founder, use of common equity rather than preferred, majority boards) related to type of exit (IPO or acquisition).


	
Entrepreneurship





	
Stam, Thurik, and van der Zwan, 201022


	
Explores exit before start-up (ex-ante) due to market expectations and after start-up (ex-post) due to real market selection processes.


	
Individual


	
Entrepreneurs in the U.S. are less likely to exit before actual start-up and more likely to exit from started ventures than entrepreneurs in Europe. Other moderating factors are welfare-state regime, locating in a rural or urban area, and, on the individual level, tolerance of risk and self-employed parents.


	
Entrepreneurship





	
Wennberg, Wiklund, DeTienne, and Cardon 201023


	
Conceptual model and test of entrepreneurial exit routes.


	
Individual Firm


	
Entrepreneurs exit from both firms in financial distress and firms performing well. Human capital factors and failure-avoidance strategies differ substantially across the four exit routes.


	
Entrepreneurship





	
Hessels, Grilo, Thurik, and van der Zwan, 201124


	
Whether, how a recent entrepreneurial exit relates to subsequent engagement.


	
Individual


	
A recent exit increases the probability of being involved at five levels of entrepreneur engagement. The probability of reengagement in entrepreneurship after exit is higher for males, for persons who know an entrepreneur, and for persons with a low fear of failure.


	
Entrepreneurship





	
Balcaen, Manigart, Buyze, and Ooghe, 201225


	
Firm-level determinants of 6,118 Belgium distress-related exits (firm’s revenue cannot cover opportunity expense, debt, or taxes).


	
Firm


	
41% of firms exited through a court-driven exit procedure (mainly bankruptcy), 44% were voluntarily liquidated, and 14% were acquired, merged, or split.


	
Strategy/Organization theory





	
Buehler, Kaiser, and Jaeger, 201226


	
Geographic determinants of firm bankruptcy in Switzerland.


	
Firm


	
Bankruptcy is lower in the central municipalities and in regions with favorable business conditions (corporate taxes and unemployment are low and public investment is high).


	
Strategy/Organization theory





	
DeTienne and Cardon, 201227


	
Entrepreneurs’ intentions to exit by a range of possible exit paths.


	
Individual


	
Entrepreneurs intend to pursue different exit paths based on entrepreneur experience (positively related to IPO, negatively related to industry sale, liquidation), industry experience (positively related to EBO), age (positively related to liquidation), and education (positively related to IPO, acquisition, negatively related to family succession).


	
Entrepreneurship





	
Oertel and Walgenbach, 201228


	
Studies the effect partner exits have on the survival of SMEs, firm size, legal form, industry, and change moderate.


	
Firm


	
Partner exits include the mortality risk of organizations. This effect is moderated by size, legal form, and industry affiliation. Harmful effect increases if partner was involved in founding.


	
Strategy/Organization theory





	
Robb and Watson, 201229


	
Prior studies have reported that females underperform in male-owned firms, but key demographic differences may be a problem.


	
Individual Firm


	
Using longitudinal database with more than 4,000 ventures and analyzing 4-year closure rates, return on assets (ROA), and a risk-adjusted measure, there is no difference in the performance of female- and male-owned new ventures.


	
Strategy/Organization theory/Entrepreneurship





	
Ryan and Power, 201230


	
What factors influence the business exit choice from the owner-manager’s perspective?


	
Individual


	
Size, location, sector, gender, exit plan, and intentions affect exit. Actual exits from Ireland and (Scotland): family succession 35% (22%); sales 49% (66%); and shutdown 16% (12%).


	
Entrepreneurship





	
DeTienne, McKelvie, and Chandler, 201331


	
Entrepreneurial exit strategies: model development and an empirical test.


	
Individual


	
Strategies are grouped into 3 higher-level categories (i.e., financial harvest, stewardship, and cessation). An initial test indicates differences among the 3 groups.


	
Entrepreneurship
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Organizational Theory, Strategy, and Small Business Exit

Research from this perspective has tended to focus on why some organizations survive while others are disbanded. To a significant extent, organizational theory overlaps with the more macro-oriented organizational ecology stream of research, an area where exit by entrepreneurs and established firms is of key concern. Although this literature has primarily focused upon the firm as the unit of analysis, in several studies, the individual emerges as important as well. Several researchers have explained how the pertinent question for organizational theorists—why some organizations survive while others die—can be examined through the decisions and strategic initiatives of key individuals within or outside the organization.23

At the firm level, low exit rates have been positively associated with larger initial capital investment,24 more employees,25 greater innovativeness,26 and the presence of growth strategies.27 Strong and geographically close competitors28 and founders’ having low switching costs29 are negatively related to low exit rates. For example, Cefis and Marsili demonstrate that an innovation premium exists; that is, firm survival is lowest among small, young, noninnovative firms.30 Among innovative firms, survival of small and young firms is comparable to other size and age classes and always higher than for noninnovators. There is also ample evidence from the organization theory literature on small business exit that new firm exit rates first rise and then decline, indicating a liability of adolescence. Liability of adolescence is a term coined by Bruderl and Schussler to explain their finding that new firms initially survive because of the initial stock of resources that they can draw upon.31 They argue (in contradiction to Stinchcome who favored a liability of newness) that rather than declining monotonically with age, new firms initially survive and then failure rates climb during adolescence.

In addition, Mitchell investigated 141 new firms and 274 diversifying entrants in seven U.S. medical product markets.32 Despite the preconception that new firms are more prone to failure, Mitchell found that, ceteris paribus, new firms were no more likely than diversifying entrants to exit, but that they were less likely to sell their firms. Mitchell’s findings that entrepreneurs are less likely to sell their firms are interesting in that they suggest that entrepreneurs are attached to their ventures in excess of the economic value that can be earned from divesting them. Cardon et al. also note that entrepreneurs often refer to their venture as their “baby.”33 Consequently, it is possible that less profitable firms can subsist for many years, or that, as in van Witteloostuijn’s model of organizational decline, “inefficient firms might outlast efficient rivals.”34 Underperforming, highly persistent firms have been referred to as chronic failures,35 the living dead,36 failure-avoidance organizations,37 and permanently failing organizations.38 DeTienne et al. (2008) note that reasons for the existence of underperforming, highly persistent firms include how munificent the environment is, the organization’s previous track record of success, the firm’s collective efficacy, and the founders’ personal investment and the other options available to them.39

Thus, we note that organization theory and strategy theories provide insights into small business exit. However, the work by the scholars noted just above indicates that organization theory and strategy alone do not provide a complete model of exit, in particular by seldom considering the role and actions of founders. We now turn to the current entrepreneurship literature and explore how entrepreneurship—the examination of the intersection of individuals and opportunities40—provides a different perspective on small business exit.

Entrepreneurship Theories and Small Business Exit

A key feature of entrepreneurship theory is that entrepreneurship occurs at the intersection of individuals and opportunities, in that entrepreneurship is generally conceptualized as individuals pursuing entrepreneurial opportunities to create new ventures.41 Several researchers have explicitly mentioned that, for new ventures, the firm can be considered “an extension” of the small business owner.42 Yet, a problem in entrepreneurship research has been the lack of distinction between failure and exit, that is, the difference between attempting to keep a business open but failing to do so and the deliberate closure or successful sale of a business.43 Furthermore, as noted above, exit operates on several levels of analysis: for example, the small business owner may exit while the firm persists (e.g., by selling and leaving the business), signifying exit at the individual but not the firm level, or the small business owner may close the business but continue being a small business owner by starting a new business through serial entrepreneurship.44

The recent entrepreneurship literature shows development toward theory-driven models. For example, Shepherd et al. present a microlevel theoretical model that distinguishes between natural (evolutionary) and manageable (strategic) mortality patterns of new firms.45 According to the model, survival is dependent on the firm’s novelty vis-à-vis the market, its product, and its management. Mortality risk decreases as the venture’s novelty in each of the three dimensions is eroded by information search and dissemination processes or risk-reduction strategies taken by small business owners.

Another theory-driven approach to new firm survival was Cooper et al.’s study of 2,994 firms belonging to the National Foundation of Independent Businesses.46 Cooper and colleagues built a theoretical framework through the examination of human and financial capital perspectives. Their work examined how initial human and financial capital impacts three different outcomes: failure, marginal survival, and high growth. General human capital did not differentiate between the outcomes except that women were less likely than men to be involved with a high-growth venture. The number of founding partners impacted growth (but not survival), and having parents who owned a business contributed to survival (but not growth). The amount of initial financial capital contributed to both growth and survival. Dahlqvist et al. later replicated the predictions of Cooper et al. on a representative sample of 7,256 new Swedish firms.47 Their results confirm the importance of general human capital, management know-how, and industry effects on the probability of continuation among new ventures, as well as the importance of financial and general human capability on the economic performance of new firms.

Headd investigated perceptual measures of success among 12,185 firms in the 1996 Characteristics of Business Owners Survey, a representative sample of all U.S. firms started between 1989 and 1992.48 He found that after four years in business, half of all businesses had exited; however, one-third of all exiting entrepreneurs considered their firm to be “successful.” Headd also found that factors characterizing exiting firms, such as lack of initial resources, having been started by a young entrepreneur, and so on, did not differ between what the entrepreneurs themselves perceived as “successful” or “unsuccessful” exits. A conclusion of the study was that searching for factors associated with firm exit is less meaningful because a high proportion of exiting entrepreneurs seem to consider this a satisfactory outcome. Another conclusion was that entrepreneurs’ goals and time horizons at the onset of their firms are likely to diverge: some may want a life-style business, some are trying to build a high-growth firm that they can divest of in a few years, and others desire to avoid unemployment, among other reasons. This interpretation receives support from DeTienne and Cardon’s study of exit strategies among 189 entrepreneurs.49 They found that such common human capital variables as age, education, and experience were related to what specific exit strategy the entrepreneurs envisioned; thereby concluding that entrepreneurs have different motivations and thresholds that impact their exit strategy. Another study by Wennberg et al. followed 4,463 Swedish firms started in 1994 until their culmination, or until 2002, and found that the same human capital variables were also associated with the eventual exit outcome (merger, employee buyout, liquidation, retirement).50

Thus, while career choice models adopt an economic perspective and organization theory and strategy primarily adopts a firm-level perspective, the entrepreneurship literature is more likely to adopt a perspective that includes the importance of the owners and how the owners (or individuals) interact with the opportunity. As Pavone and Banerjee note, the destiny of the firm is intimately linked to that of the owners.51 We are not suggesting that career choice models and organization theory and strategy models are not relevant, but simply that it is difficult to establish a theory of small business exit and not include the owner or founder.

We now return to our sample of 31 published articles on small business exit, which, together, cover each of the three theoretical perspectives, and we examine the current state of the exit literature more closely, propose research to address the gaps, and provide insights for practicing small business owners.

MAJOR THEMES AND FUTURE RESEARCH

In this next section, we identify five major themes. We believe the bulk of research in small firm exit over the next decade will (and should) focus upon these themes and begin to develop a coherent body of knowledge that will not only increase our understanding of the phenomenon but also provide practical guidance. Although much of the extant research has utilized the theories outlined above, scholars will need to expand their theoretical perspectives to address these issues and concerns. In the paragraphs that follow, we propose additional perspectives that will help scholars to better understand small business exit. The five major themes include (1) further delineation of the exit/failure constructs, (2) exit and performance, (3) exit strategy and exit routes, (4) postexit implications and concerns, and (5) macro- and regional implications of firm exit. See table 7.2 for reference, specific level of analyses, and primary topics in the extant literature.

Further Delineation of the Exit/Failure Constructs

There are clear indications in the literature that exit from small business ownership is not the same as failure. Bates and Headd found that about one-third of discontinued business owners characterize their firms as successful at closure.52 Ucbasaran et al. surveyed a representative sample of 767 entrepreneurs in Great Britain and found that among the entrepreneurs that had closed down a business, close to a third considered their last business to be “a success.”53 In a study of Japanese small firms, Harada found that small firm exits occur because of both economic difficulties and noneconomic issues such as age, gender, and type of funding.54 Even among distress-related exits, Balcaen et al. noted that only 41 percent of firms exited through a court-driven exit procedure (mainly bankruptcy), 44 percent were voluntarily liquidated, and 14 percent were acquired, merged, or split.55 The difficulty is in how we categorize these exits. Are voluntary liquidations failures? If one sells the firm or merges with another, are these failures?

Firms may exit because of many factors—some of which are related to failure and some of which are not. For example, Oertel and Walgenbach show that the exit of a partner substantially decreases the survival chances of an organization and that founder exits decrease survival chances of an organization more than partner exits.56 And clearly firms exit the market for ­individual-related reasons such as retirement, discovery of new opportunities, death, divorce, declining interest, and so on. For example, Van Praag found that the age and industry experience of the small business owner and employment of the owner when starting the venture reduce the risk of both compulsory and voluntary exit.57 Starting a venture while unemployed increases the risk of both types of exits. And Harhoff et al.’s study of 11,000 West German firms suggests that firms with owners approaching retirement have high incidence of voluntary exits.58 These and other findings indicate that failure and exit are two distinct concepts; yet, the guiding assumption in the bulk of the literature is that the disappearance equates with failure.

Through in-depth case studies, qualitative inquiry, and, ultimately, large empirical studies, this area of research is ripe with possibilities for researchers. For small business owners, this research provides a welcome respite from the majority of articles, which have assumed that exit equates with failure. Certainly, exit rates are high in the new or adolescent phase of the venture, but this could be construed as a positive outcome, as many small business owners have voluntarily exited the firm. Greater understanding of the conditions and decisions that lead to failure and exit will be highly beneficial for small business owners.

Exit and Performance

A key finding in our literature review is that initial resources and current performance of a small firm are strong factors that shape the involuntary exit decision. For example, Becchetti and Sierra find the degree of relative firm inefficiency has significant power in predicting bankruptcy.59 Customers’ concentration, strength, and proximity of competitors also contribute to bankruptcy. While this fact is hardly surprising, it does indicate the importance of future work in disentangling the effect of performance from that of other factors. Empirical studies need to control for current earnings if they are to say anything about exit or, preferably, use some type of decomposition analyses or simultaneous estimation technique to ascertain the true determinants of exit.

A study using such a simultaneous technique is the previously noted work of Gimeno et al., which outlined and tested a threshold model of firm continuation.60 According to this model, a venture is terminated because of a lack of performance below a critical threshold. Gimeno and colleagues point to a number of limitations with their original study that future work should address. As their study was very broad, spanning all types of businesses in all industries all over the United States, the results might have been affected by unobserved heterogeneity. This would be remedied by controlling for more specific institutional or environmental effects. For example, researchers might consider sociogeographic or cultural factors or consider testing the model on a single industry or population of entrepreneurs. In addition, the Gimeno et al. study measured economic performance as money taken out of a firm. This did not allow the study to distinguish between low performance and entrepreneurs that reinvest most of their profit to foster future growth and profitability. Here we have noted a few, of the many, research opportunities regarding entrepreneurs’ performance thresholds.

In another study, Wennberg et al. demonstrated that both successful and unsuccessful firms exit the market.61 However, many questions remain to be answered. For example, Wennberg and Wiklund found in their study of 25,529 Swedish knowledge-intensive firms that 78 percent of sold firms performed above the population average.62 They termed these seemingly successful sell offs “exit by success.” In the literature to date, there are still no investigations of the founders of such firms post–sell off. How does the financial net worth of these individuals compare to their net worth before they started their firms? In subjective terms, do these individuals evaluate their sold firm as a “personal success” or a “personal failure,” and what are the factors associated with such evaluations?63

Bates suggests that a key reason for choosing to discontinue a successful firm is the availability of alternative opportunities. These might include creation of a new venture, returning to wage employment, returning to education, or a multitude of other potential opportunities. We have very little understanding of these factors and why entrepreneurs might leave a successful venture. Is it simply boredom? The need for a challenge? The need to contribute to society in a different manner? The desire to create rather than to manage? Family issues? Partnership conflict? Or could the reasons be related to such institutional factors (potentially unobserved by the layman) as increasing regulatory impact, globalization, or changes in tax laws?

Exit Strategy and Exit Routes

Several recent studies have examined exit routes. In particular, the literature discusses initial public offering (IPO), acquisition, employee buyout, management buyout, family succession, independent sale, liquidation, and discontinuance.64 For example, Cumming relates venture capital control rights to two types of exit: IPO and acquisition.65 The research by Balcaen et al. examines rates of different types of exit, including bankruptcy (41 percent), voluntary liquidation (44 percent), and acquisitions and mergers (14 percent).66 Ryan and Power examined actual exits in Ireland and Scotland and found that family succession accounts for 35 percent of exits in Ireland and 22 percent in Scotland. Sale of the firm accounts for 49 percent of exits in Ireland and 66 percent in Scotland. And shutdown accounts for 16 percent of firms in Ireland and 12 percent in Scotland.67

Clearly, there are country-level differences; however, it is also important that scholars clearly state what is meant by the terms used in the literature. Does the term “shutdown” as used by Ryan and Power have the same meaning as “voluntary liquidation” as used by Balcaen et al.? To do cross-country comparisons, we must, where possible, develop standard terminology. In addition, as the worldwide economic situation changes, new modes of exit (e.g., partial exits, private equity) are emerging.

Furthermore, there has been a call to better understand exit strategies. For example, in their study of U.S. firms in the electrical measurement and surgical medical instruments industries, DeTienne and Cardon examined a range of possible exit strategies, including liquidation, independent sale, family succession, employee buyout, acquisition, and IPO, and found that entrepreneurs have different exit strategies based on previous entrepreneurial experience, industry experience, age, and education level.68

DeTienne et al. examined the same exit strategies in their 2013 study of U.S. firms in the plastic products and software industries and found that perceived innovativeness of an opportunity, motivational considerations, decision-making approach, and team size impacts the choice of exit strategies.69 These studies suffer from single-industry and single-country limitations, but the arguments surrounding the importance of exit strategies as well as their findings that differences exist for individuals and firms with differing exit strategies is interesting. Their argument for studying exit strategies, as opposed to actual exit, revolves around the idea that if an exit strategy develops early in the life of the firm, it may drive future firm development and thus have an impact on the entire entrepreneurial life cycle. The question is, does the exit strategy drive the future development of the firm? Does it impact the accumulation of initial resources, thereby imprinting the firm in such a manner that it is less receptive to change? For example, if the small business owner makes a decision early in the life of the firm that family succession is his or her exit strategy, does that impact other exit possibilities? What if no successor emerges or the intended successor is not interested? Can the firm change exit strategies? What limitations might it encounter? Not only are these questions practical, but they may also have an impact on the entire entrepreneurial process.

Postexit Implications and Concerns

An additional area of research that has had little attention in the literature is the question of what happens after the exit. Although there has been literature that examines the effect of founder exit or succession on the firm, very little of this work has been conducted with the small firm (see Wasserman for an exception),70 and almost none has examined the impact on the small business owner. These issues can range from personal-identity issues (who am I without the firm, and what do I do now?) to the impact of the small business owner’s new wealth (do I reinvest in other start-ups, begin again, share with family members, or invest in other investments?). In their study of how exits relate to subsequent engagement, Hessels et al. found that a recent exit increases the probability of being involved at multiple levels of entrepreneurial engagement.71 They also found that the probability of reengagement in entrepreneurship after the exit is higher for males, for persons who know an entrepreneur, and for persons with a low fear of failure.

Shepherd’s research into grief after failure may provide important theoretical considerations for the exited small business owner as well.72 Do small business owners who exit their business grieve? How is this grief different than that for a failure? Are there other emotions related to the exit? Kushnir claimed that individuals from dissolved businesses have stronger feelings of inequity and anxiety and more disagreement with and aggression toward the partner.73 There is a tendency to blame an ex-partner for failure. To further this line of research, scholars might draw upon theoretical perspectives in sociology and psychology, which examine the results of dramatic changes in a person’s financial situation (e.g., winning the lottery or receiving an inheritance) to explore exit. Is harvesting a venture different from other inflows of cash? Does it matter that the small business owner has invested time, money, and energy into the venture?

In addition to the implications of firm exit for small business owners, there may also be implications for industry-level (e.g., how does exit of a single firm affect the competitive landscape), macroeconomic-level (e.g., how does exit impact unemployment), and societal-level outcomes (e.g., how does an exit impact philanthropic efforts). We address these issues in this next section.

Macro- and Regional Implications of Firm Exit

Our review suggests that exit rates are strongly tied to overall economic conditions. Everett and Watson explored the impact of macroeconomic factors on small business mortality and found that economic factors are associated with between 30 percent and 50 percent of small business failures, depending on the definition of failure used.74 Failures are positively associated with interest rates (failure as bankruptcy) as well as unemployment (failure as discontinuance). Buehler et al. studied geography and macroeconomic conditions in Switzerland and found that bankruptcy is lower in the central municipalities and in regions with favorable business conditions (lower corporate taxes, lower unemployment, and high public investment).75 This research has important implications for policy makers and entrepreneurs.

For policy makers, it is important to understand the impact of decisions to incentivize entrepreneurs. Rather than policies that have an impact in the long run (e.g., receiving a tax credit on the next year’s tax return), policy makers might be more inclined to develop policies that create new small businesses and allow for small business expansion in the short term (such as lowering corporate taxes or making capital available). For small business owners, this research points out the importance of locating in areas with favorable business climates and in areas with an entrepreneurial infrastructure. While this decision is fairly obvious in a country such as the United States, where each state, and even municipality, has differing tax laws, incentive programs, and infrastructure, this decision is more complicated in countries wherein policy decisions are made by a single governing body. For example, in the United States, an oil-discovery company may choose to locate in Texas, Oklahoma, or North Dakota because of tax laws, incentives, regulation, and entrepreneurial infrastructure rather than in California, Oregon, or Michigan, which likely have oil and gas reserves as well but have significant regulation and high taxes.

However, in the long term, firm exits may also hold implications for ­societal-level outcomes. Mason and Harrisson studied five successful Scottish entrepreneurs that had used their newly acquired wealth, together with their network and business experience, to engage in other entrepreneurial activities, notably starting new business ventures, investing in other businesses, and engaging in philanthropic efforts.76 Aviad and Vertinski investigated all Canadian plants in the foodstuffs and manufacturing sectors in 3,908 local census subdivisions (small geographical areas) from 1983 to 1998.77 They found that the exits of older firms increase entry rates of new firms and that, on average, new entrants were more productive. Although Hoetker and Agarwal find that exit impairs the ability of other firms to draw on knowledge generated by the firm, firm exits provide spillover benefits to other firms.78 These three initial studies indicate that exit could positively impact new firm creation, funding availability, philanthropic donations, and the competitive landscape. We look forward to similar studies that examine potential positive implications of exit.

CONCLUSIONS

According to PrivCo, a major source for business and financial data on major, non-publicly traded corporations, private worldwide middle-market exits (i.e., those between $2 million and $500 million) reached $805 billion in 2011.79 In addition, because of a latent supply of baby-boomer businesses coming into the market, the improving economic climate, increased buyer demand because of recovering stock portfolios, and the slowly improving lending situation, there will be a significant increase in the number of exit transactions over the next decade.80 Yet, as scholars, our understanding of this phenomenon is clearly deficient.

In this chapter, we have outlined different theoretical perspectives on small business exit and described the evidence from various empirical studies. We have argued that exit is a multifaceted phenomenon spanning different levels of analysis. The empirical studies have amassed a number of research findings that seem to be consistent across different countries and contexts. Yet, there are still several inconsistencies in the findings. Many of these could be the result of confusion in the interpretation and specification of the dependent variable of scrutiny (i.e., exit), ad-hoc usage of theoretical predictors from different levels of analyses, and researchers relying on survey data with underreporting biases. Our review points toward several interesting paths for future research, including further delineation of the exit/failure constructs, exit and performance, exit strategy and exit routes, postexit implications and concerns, and macro- and regional implications of firm exit. It is our hope that future research will begin to disentangle the existing research and future scholars will embark on this interesting and timely field of study.
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Geographic Cluster Region Influences on Innovation: Outcomes for Small Businesses

Brett Anitra Gilbert and Mika Tatum Kusar

Geographic cluster regions (clusters), which are regions with large concentrations of same industry firms, have received a significant amount of attention in the popular press. Familiar examples of clusters include financial services in New York, medical devices in Boston, biotechnology in the Raleigh-­Durham area, and IT in Austin, Texas, and Silicon Valley. The reason for the attention given to clusters is simply that many innovative new firms tend to emerge from these regions. Firms such as Google, Apple, and Intel and many of our most innovative companies around the world operate from clusters. In fact, geographic clusters have an impressive track record for contributing to the innovativeness of their local firms1 and also to higher levels of start-up activity.2

The emergence of clusters has led many to conclude that these regions improve the innovation operations of firms. However, we know very little about the types of innovation activities that cluster firms undertake. In fact, there are reasons to believe that the innovativeness of cluster firms is tied to the improvements that they make to existing products and not the introduction of new products. As a result, many have tried to explain why industry clusters facilitate firm innovation. Some believe it is because of interfirm relationships,3 the knowledge spillovers firms receive about nearby firms’ innovation activities,4 or the strength of the local labor market, which provides employees with understanding of the technology or market.5 However, the extent to which cluster firms actually collaborate with other cluster firms has been widely debated, leading researchers to conclude that the impact of clustering on innovation may not be as clear as presumed.6

Knowledge spillovers are defined as flows of innovative knowledge between firms. They are generally thought to be regionally bounded7 and to spillover between two or more innovative firms or organizations.8 The roles of knowledge spillovers and the strength of the labor market in industry cluster regions are considered conventional wisdom, even though these factors also exist to varying degrees outside of a focal industry’s cluster. Therefore, firms operating outside of their industry’s geographic cluster have the potential to receive knowledge from firms within their geographic region that may be in the same industry or a different industry. These spillovers may occur to a lesser degree in firms located outside of the regions where the industry is clustered than in firms operating from within the clusters; however, to date, we know little about the direct role of knowledge spillovers for firms within a cluster region relative to knowledge spillovers for firms outside of cluster regions.

Much of the anecdotal evidence about geographic clustering attributes the occurrence of spillovers to the presence of many small innovative firms,9 yet we lack an understanding of the type of innovative activities in which small, clustered firms engage relative to others outside of the cluster. This gap leads us to wonder, if we measured innovative activities in different ways, would small cluster firms still emerge as more innovative than small firms outside of a cluster?

This question is important because by operating within a cluster region, small firms gain access to specialized resources, knowledge about other firms’ activities, and a culture of innovation that relates better to the types of innovations that are being developed by other cluster firms rather than to new forms of innovations.10 Small firms that operate from cluster regions may also face pressures and competitive dynamics that push them to accelerate their innovation activities around what they already know rather than work to develop new innovations.11 As a consequence, small cluster firms could be more likely to enhance existing products than they are to introduce new products, which would limit the learning that is needed to generate new innovations.12

A focus on enhancing existing products has the potential to increase small firm dependence on one product category or technology and subsequently to limit their ability to adapt to major technological changes.13 For small technology ventures, an understanding of how industry clustering impacts their innovations is particularly important because these firms commonly introduce innovative products that open up new markets that are characterized by high technological uncertainty (meaning the technology is not proven or well known) and consumer uncertainty (meaning the demand from the consumer is not well established).14 These early products are often primitive in design15 and require improvements to resolve design imperfections, which typically make the product-enhancement innovation activities prevalent for small firms in the beginning of their life cycles.16

Furthermore, as firms grow with their industry, their focus shifts from innovating around products to innovating around processes,17 which elevates the importance for small technology ventures to remain relevant in a changing technological context.18 The extent to which industry cluster regions make it easier or harder for small technology firms to change with the environment means that these regions hold important implications that affect the firm’s long-term potential for success.19

This chapter seeks to explain how industry clustering and knowledge spillovers impact product innovations in small high-technology ventures. It offers an assessment of the pros and cons of operating within or outside of cluster regions. The theoretical development begins with an understanding of the relationship between industry clusters, new products, and product-enhancement innovations. It continues by discussing the nature of the relationship between knowledge spillovers and product innovations. The theory section concludes with a discussion about the ways in which the product innovations of small technology firms are influenced, depending on whether the firm operates from a cluster and receives knowledge spillovers from local firms.

This study is important for two reasons. First, it is important to consider the independent effects of cluster region attributes directly to understand how cluster dynamics affect small firms that operate within them. Second, by examining firm innovation behaviors in terms of new products and product enhancements, we are able to determine that high innovative output of some small cluster firms is in fact not attributable to the new products they introduce but rather to improvements they make to existing products. This story is important for future small business owners to consider as they contemplate growing their technology ventures.

WHY CLUSTER REGIONS MATTER

Scholars have long recognized the influence of geographic clusters on firm outcomes. In research dating back to Marshall, three primary benefits of clusters were identified as (1) specialized labor resulting from industry demand, (2) specialized input providers, and (3) knowledge spillovers.20 Specialized labor emerges from the critical mass of industries and firms that develops within a geographic region.21 When a location has a concentration of firms in a particular industry, other industries that require the use of employees with a similar skill set are drawn to the region.22 Firms in these regions produce workers with competencies and skills that are valuable to the industries represented within the region.23 In fact, firm labor requirements are argued to make the availability of labor in a geographic region a critical and perhaps even primary driver for the clustering of industries within regions.24 The colocation of industry activity also fosters the development of such support agencies as attorneys, accountants, venture capitalists, and trade associations who develop expertise in the industries of the region.25 An industry cluster may be especially beneficial for small firms because they are dependent on their local environment for many resources that are needed to start and grow their operations.26 The availability of and access to specialized resources makes it possible for entrepreneurs to build their firms with quality inputs and insights for their industry.

Another regional resource with the potential to benefit small ventures to a great extent is access to knowledge spillovers, which provides technological information, competitor information, and information about market or other industry trends, along with operating or management procedures.27 Firms receive knowledge spillovers without the costs associated with creating the knowledge.28 When the knowledge differs from what the firm’s founders and managers know to be true, it broadens a firm’s learning by enabling it to strengthen the innovations that it produces29 and aligns the firm’s technologies to current industry trends.30 It also suggests that firms operating from regions with industry clustering benefit when there is greater availability of industry-specific knowledge within a geographic region.31 Extant research confirms that firms receiving knowledge spillovers enhance their innovation performance, for example, by introducing more new products and patenting more.32 However, we do not know the extent to which firms incorporate the knowledge that they receive into their operations to improve their existing product lines.33

Some have found that imitation is a strategy among cluster firms, which has the potential to focus their attention on adapting existing innovations to become more consistent with those of local competitors.34 Understanding how knowledge spillovers from a cluster region influence a small firm’s new product and product-enhancement activities is important because engaging in one form of innovation reduces the resources that are available for another form of innovation.35 Also, new product and product-enhancement innovations differentially affect firm performance.36 For example, the financial returns from product-enhancement innovations are usually more certain and closer in time than the returns that come from new product innovations. However, in the long run, focusing on existing products may lead to inertia and outdated capabilities.37 New product innovations, on the other hand, allow a firm to continue offering products that meet target market demand and are how firms renew their strategic identity to sustain performance advantages.38 However, a continued focus on new products does not allow the firm to appropriate the full value from their existing innovations.39 Thus, balancing new product and product-enhancement innovations is important for small firms to succeed in the marketplace.40

PREDICTIONS OF CLUSTERING EFFECTS FOR SMALL TECHNOLOGY FIRM INNOVATIONS

Operating from a region with a concentration of industry clustering provides small firms with access to industry-specific human, manufacturing, ­technological, and financial resources within the local region.41 However, close proximity to competitors and greater awareness of one another’s actions can contribute to imitation behavior among clustered firms,42 which would motivate the firms to focus their efforts around existing innovations rather than new ones. Moreover, cluster firm operations commonly relate to a focal technology.43 Therefore, small technology ventures in cluster regions develop their technologies based on the innovations and resources available within the region.44 Regions provide the resources needed to establish and sustain the architectural knowledge, which is the technological framework that will be used, the system for producing and marketing the product,45 as well as the framework on which future routines of the organization are built.46 Once the architectural knowledge is established, firms become less likely to deviate from their routines,47 which often makes it hard for firms to change course when necessary.

For small technology firms, the necessity to improve their initial product innovations for legitimacy and competitiveness reasons increases as competitors release more innovations.48 These releases change market preferences and presumably push firms to quickly revise their existing products in response.49 Because small firm innovations are commonly tied to regional resources,50 the available resources may relate more to existing technologies, which could cause small cluster firms to focus on their existing products to a greater extent than other small firms. The small firms in regions without industry clustering rely on different forms of regional resources, which, because of the limited concentration of its focal industry resources, may not be industry specific. Thus, while many attributes of cluster regions support new product development for some firms, they are unlikely to have the same effect on small cluster firms. Small cluster firms face the need to improve existing product, and regional peer pressures to innovate; therefore, they are expected to make more product-enhancement innovations and fewer new product innovations than small firms in other regions.

PREDICTIONS OF REGIONAL KNOWLEDGE SPILLOVER EFFECTS FOR SMALL TECHNOLOGY FIRM INNOVATION

Knowledge spillovers are knowledge received into a firm’s operations that is sourced from other firms or organizations.51 Our specific interest is on technological-knowledge spillovers. While technological-knowledge spillovers are transmitted in a variety of ways, they are largely thought to accumulate and spread within constrained geographic boundaries.52 Regional knowledge spillovers are possible from any innovating firm within the region, not just from those within a firm’s same industry,53 and are thought to increase firm innovation outputs.54 A firm that receives knowledge spillovers into its operations may be well positioned to get ahead technologically by combining and reconfiguring existing knowledge with newly acquired knowledge to create new forms of products.55 In fact, Laursen et al. showed that regional differences in innovation existed depending on the regional social capital, which in turn influenced how firms received external knowledge.56 This characteristic has led some to argue that knowledge spillovers are learning mechanisms that enhance a firm’s innovation capabilities,57 which should ultimately increase a firm’s ability to introduce new products.

Knowledge spillovers that differ from a firm’s existing knowledge stock are not easily evaluated or applied58 and may not be directly relevant to the products that the venture currently has on the market. Therefore, some knowledge spillovers may direct firm innovation activities toward new types of products. Consequently, knowledge spillovers in general are expected to influence a small firm’s new innovations to a greater extent than its existing innovations. However, knowledge spillovers received by firms within cluster regions may have a different effect than general spillovers that firms receive from regional firms.

Much of the benefit that accrues to cluster firms is because of the proximity to their industry firms, which promotes informal exchanges between regional employees and contributes to knowledge sharing between firms within cluster boundaries. These interactions influence managers’ and scientists’ recognition, perception, and evaluation of innovation opportunities,59 which in turn has the potential to influence the innovations that the ventures pursue. In fact, Guo and Guo found that imitation is a common form of knowledge transfer within cluster regions.60 With a shared way of thinking,61 cluster firms may have limited access to the diverse knowledge that is needed to create new innovations.62 Moreover, the tendency for small firms to be dependent on their local environment for the resources they need63 makes it likely that the regional-knowledge spillovers that a small firm receives from an industry-clustering location are more similar to the firm’s technology than is true of the regional-knowledge spillovers received by firms that operate from regions where their focal industry is not clustered.64 The knowledge similarity combined with the urgency to introduce innovations could increase the tendency for small firms in clusters to use external knowledge for enhancing existing products rather than for creating new product innovations.65 Thus knowledge spillovers within clusters may have a stronger influence on existing products than those received by firms in locations with less industry clustering.

By contrast, small firms assimilating less knowledge from an industry cluster may not be as entrenched in the cognitive framework of the cluster environment and may have greater ability to incorporate new knowledge into diverse product applications. Similarly, firms operating from locations where limited industry clustering exists are less influenced by their focal industry and more influenced by other industries in their region. For these firms, assimilating high levels of regional-knowledge spillover means that the firm has the ability to apply knowledge that may be unrelated to their focal-industry knowledge.66 In these cases, regional-knowledge spillovers should still serve as new forms of knowledge that a small firm can use in new product innovations to a greater extent than in their existing products. Taken together, these arguments suggest that the combination of higher levels of industry clustering and the receipt of high levels of regional-knowledge spillover elevates a small firm’s level of product-enhancement innovations while at the same time constraining its level of new product innovations.

TESTING THE PREDICTIONS

Sample

To determine whether our predications about the nature of industry clustering and knowledge spillovers for small firm innovations are true, the research required a sample of small high-technology ventures that engage in both new product and product-enhancement innovation. We identified the software industry as an attractive sample to use for this purpose. As Cottrell and Nault acknowledged, software firms exhibit innovative flexibility in “offering products over different computing platforms . . . [introducing] new products into old or new categories and for old and new platforms,” thereby satisfying our innovation-activity criterion.67 We also found the software industry to be appealing because it exhibits an attractive mix of geographic concentration within a few U.S. locations while also exhibiting geographic presence in locations with very limited concentrations of industry clustering. We selected a sample of young software firms (less than 8 years of age) that had undertaken an initial public offering (IPO). IPO firms have pressures to be innovative before and after the IPO to attract and retain investor attention. By using this group of firms, we were able to test the relationships on a sample of firms engaging in both forms of innovation.

The IPO years that we selected were 1996–2000. This time period is intriguing because Internet technologies surfaced around 1992 and were experiencing unprecedented growth by 1995. Many of the software firms formed immediately before and during this time were founded to exploit the emergence of Internet-based technologies, and a large number of software firms undertook IPOs during this time. We selected a group of firms that compete in the computer programming (SIC 7370–7371), prepackaged software (7372), and systems design and integration (SIC 7373) industry sectors.

We included firms up to eight years of age by the time they undertook their IPO. Age eight is when start-up operations are believed to begin mirroring those of established firms.68 Each of the 128 firms in our sample was founded as an independent start-up (i.e., without corporate ownership) between the years of 1990 and 2000 and had operated for at least two years after the IPO.

COLLECTING DATA AND CONSTRUCTING VARIABLES

Firms were identified through the Securities Data Corporation (SDC) Platinum New Issues database and matched to the Compustat Financial database, where their financial data and other control-variable information was drawn. We provide detailed information on the operationalizations of our dependent, independent, interactive, and control variables below.

Dependent Variables

Product innovation announcements were obtained from press releases stored in the Lexis-Nexis academic database. New products were identified by comparing product announcements from the two years after the IPO to a listing of products we compiled from the firm’s prospectus and product announcements from its IPO year. A product was considered “new” if it (1) was not listed in the IPO prospectus nor announced during the year of the IPO or (2) included a product version designation of 1.0. New products represent new categories of products that the venture included in its product portfolio. Product enhancements were the total count of post-IPO product enhancements made to the products listed in the prospectus or announced during the IPO year. We counted any product with a designation higher than 1.0 as a product enhancement in this study. Product enhancements not only included updates to existing products but also changes that enabled the software to interoperate with other software systems or to work in different languages.

Independent Variables

Capturing when a knowledge spillover has occurred is difficult,69 but it has been done effectively through analyses showing when a firm’s patented technologies have been influenced by the technologies of other firms.70 Research has also shown that knowledge spillovers, at least in the short run, are geographically constrained.71 One reason offered for this finding is that new knowledge tends to be tacit, which requires close interactions between individuals for knowledge to transfer.72 Proximity between a knowledge-­generating actor and others helps to facilitate the flow of knowledge out of one firm and into another for use in its innovation initiatives. For this reason, knowledge spillovers are unique to the region in which they occur.

Following prior research, we operationalized regional-knowledge spillovers using a proportion variable that reflects the extent to which technological-knowledge spillovers that assimilated into a firm’s patented technologies are from the region in which the venture operates.73 The proportion variable is important to use because it not only shows how much of the technology may have been influenced by other firms within the region but also the extent to which the technology’s foundations were influenced by firms outside of the geographic region. Thus, as measured, this variable shows the extent to which the firms incorporated knowledge from the local region into their innovation process.

Anselin et al. found that knowledge spillovers typically occur within a 50 mile radius of the innovating firm;74 therefore, we considered a citation to another firm’s patent as a regional-knowledge spillover if the cited firm operates within the same economic area as the venture, which is defined by the firm’s metropolitan statistical area (MSA) combined with interdependent MSAs and the adjoining counties that do not belong to an MSA. Economic areas are defined by the Office of Management and Budget and represent regions in close enough proximity that individuals commonly commute between them, even daily. This operationalization captures the potential geographic boundaries within which knowledge realistically flows.

To determine the influence of regional-knowledge spillovers, we counted the citations made to patents that were filed within four years of the venture’s patent application file date and included citations from patents received through the venture’s year of IPO. Our basis for the four-year cutoff point is Moore’s Law, which states that the pace of technological change within computer industries results in the performance doubling every 18 months and new technological generations emerging within three years.75 Given that knowledge loses its economic value within five years76 and most of the citations for the ventures’ patents were between two and six years of the ventures’ filing dates, a four-year time period seemed appropriate to ensure the venture had opportunity to assimilate knowledge that was not widely available to firms in more distant locations into its operations.77 This time period also ensures that the knowledge still had the potential to be of economic value to the firm. Patent data were sourced from the U.S. Patent and Trade Office database.

A growing number of software firms patent their technologies,78 and in this sample, 60 percent of the firms had patented innovations. Given that the operationalization that we used to represent regional-knowledge spillovers is tied to observable evidence from patent applications,79 firms that lacked patents during the time period of this study would receive a zero value, as would those that patent their technologies but do not cite firms in their local region. To distinguish between firms for which technological-knowledge spillovers are indeterminate and those that patent but do not rely upon the technologies of regional firms, we added a dummy value of 1 to each patenting firm’s proportions of regional-knowledge spillovers. This step was done to preserve sample size. Nonpatenting firms, whose technical-knowledge spillovers are indeterminate, have a value of 0, patenting firms without local spillovers have a value of 1.0, and those receiving local spillovers have a value equal to 1.0 plus the proportion value.

The industry clustering variable we used is a location quotient measure, which reflects the extent to which the information technology industry cluster is overly, similarly, or underrepresented in the venture’s MSA relative to the United States as a whole. MSAs reflect the traditional political, economic, and social integration of a region and is the most commonly used operationalization of communities.80 The Cluster Mapping Project of the Institute for Strategy and Competitiveness at the Harvard Business School defines a cluster as interdependent industries that are colocated across geographic space. It determines interdependence by correlating employment levels across industries and then groups industries with high correlations together as a cluster.81 The project then calculates the employment level for that cluster of industries across several geographic levels of analysis.82 The measure used in this study reflects the proportion of information technology cluster employment in the venture’s MSA relative to the proportion of information technology cluster employment in the United States. This is the formula:


IT cluster employment in MSA/Total employment in MSA

IT cluster employment in U.S./Total employment in U.S.



This measure supports the underlying assumption that firms operating from locations where the IT industry is overrepresented have more industry-relevant resources, customers, suppliers, and knowledge that are important for commercializing innovations than firms operating from regions where industry clustering is less prevalent. We determined the industry cluster quotient for the year in which the firms were founded to ensure that our measure of clustering temporally precedes our regional-knowledge spillovers measure and to ensure the tests for knowledge-spillover effects can be assessed after a venture has assimilated it over a period of time.

Interaction Variable

In addition to the direct effects of our independent variables on the dependent variables, an interaction effect is expected between industry clustering and regional-knowledge spillovers. We created an interaction term that is the multiplicative of the regional-knowledge spillovers and industry-clustering variables, each mean-centered before multiplication. Mean-centering the independent variables prior to their multiplication reduces overlap between the independent variables and interactive term.83

Control Variables

We included control variables for several factors that could influence the nature of the relationship between the independent and dependent variables. Age, measured as years since founding and recorded at the time of IPO, is included to account for the fact that older firms have greater potential to enlarge their portfolio of products. Older firms may also be more inclined to filter the knowledge they receive through a biased lens, which may influence their orientation toward product-enhancement innovations.84 We also included a measure for the firm’s size as of the year of IPO to account for the fact that the higher level of resources within clusters could result in cluster firms being larger and, therefore, more capable of initiating and executing product-development activities. As knowledge spillovers are believed to be transferred through employee mobility,85 we used the number of employees as of the year of IPO as our measure of size. Our sample is composed of mostly young, high-growth (IPO) firms. Consequently, approximately 28 firms exceeded 500 employees, which is the size typically used to classify small firms. However, these firms, although larger in size, were only three years old at the time of IPO and would share many challenges that small firms have in sustaining innovation. Therefore, the larger firms were retained in the sample. Because we measured the performance of these ventures after they undertook their IPO, we included a control for the innovative capabilities the ventures may have developed, which naturally would influence their innovation performance. We used the R&D expenditures to determine the financial commitment that the ventures were making toward their innovation objectives.

Our final set of control variables enabled us to partial out differences due to the industry markets in which the firms competed and the conditions in the economic environment during the time period when the performance measures were drawn. Software firms can produce a variety of products and services that are sold into various markets. The markets from which these ventures operated include e-commerce, Web portals and online communities, information management systems, information technology services, custom software development, Internet service providers, Internet other, and a general other category. Markets were categorized using descriptions provided by an organization called the Gale Group. We found that the SIC categories for Internet service providers, other, and information technology services were the only sectors that differed significantly from the others. Therefore, we used single controls for each of those sectors, a fourth dummy representing e-commerce, Web portals and online communities, and information management systems, and a fifth dummy representing Internet other and custom software development firms. The “other” dummy variable serves as the reference category in all analyses. Dummy variables representing each year of IPO were also used, with 1996 as our reference year.

ANALYZING THE DATA

Before running the analyses, we tested all variables for outliers and found that outliers were present in each of our independent and dependent variables. Without theoretical reasoning to exclude these ventures, we rescaled the outlying values to the top percentile of values within the sample. We used negative binomial regression to test the product-innovation models because this analytical technique relaxes the constraint of equal mean and variance that is required for Poisson regression analyses. Because our dependent variables are tested on the same set of independent variables and firms, it is important to employ estimation techniques that account for the fact that the dependent variables are interdependent. More specifically, when small firms engage in new product or product-enhancement activities, it generally limits their ability to engage in the other form of innovation. Seemingly unrelated estimation (SUEST) allows us to simultaneously estimate our independent variables across the two interdependent dependent variables, which is important because that is how they are occurring. The procedure ensures that the standard errors are adjusted to account for the fact that the innovation activities lack independence of observations. The SUEST procedure also provides estimates for use in post-hoc nonlinear Wald tests that enable us to analyze whether the effect is larger or smaller and therefore more or less important in the new product or product-enhancement models. All analyses were run in Stata 8.1.

WHAT THE DATA SUGGEST

Table 8.1 provides correlations, means, and standard deviations for all dependent and independent variables analyzed in this study. Of interest to note is the significant correlation between new product innovations and product-enhancement innovations. These correlations highlight the inherent need that software firms have to modify their innovations while simultaneously introducing new innovations.86 Industry clustering and knowledge spillovers are also significantly correlated (p < 0.001). The size of the correlation at 0.38 suggests that there is less than 20 percent shared variance between them, which supports our practice of examining these variables separately despite the fact that in extant literature knowledge spillovers are almost conceptualized as a function of industry clusters. The industry cluster variable may represent the potential for knowledge to spillover, but our measure reflects the realized technological-knowledge spillovers from the region that the venture brought into its operations.87

Table 8.2 presents the results of the negative binomial regressions by ­product-innovation type. In Model 1, we present the coefficients for the control variables in each of the models. Model 2 shows the independent effects of industry clustering and knowledge spillovers on innovation. We expected to find that industry clustering would have a stronger positive effect on product-enhancement innovations than on new product innovations. The industry cluster estimate for new product innovations was –1.13 and nonsignificant. The same estimate for product-enhancement innovations was 4.06 and significant (p < 0.05). We ran a nonlinear Wald test, which is used to determine whether the obtained estimates are significantly different from each other (p = 0.05). Figure 8.1 provides a pictorial representation of the relationship between industry clustering and product innovation. It clearly indicates an increasing trend of firms at higher levels of industry clustering more than firms at lower levels of industry to engage in higher levels of product-enhancement activities. New product innovation activity did not differ significantly based on the industry clustering. This supports our predictions.
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Table 8.2 Regression Analysis
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We expected to find that regional-knowledge spillovers would have a stronger positive effect on new product innovations than on product-­enhancement innovations. The regional-knowledge spillovers estimate in the new products model was positive and significant (p < 0.05). The same estimate in the product-enhancements model was positive but not significant. Counter to our expectations, the nonlinear Wald test revealed no significant difference in the impact of regional-knowledge spillovers on new and enhanced product innovations.
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Figure 8.1 The Effects of Industry Clustering by Type of Product Innovation



Model 3 displays the coefficients for testing the combination of high industry clustering and high regional-knowledge spillovers on product-­enhancement innovations and new product innovations. The interaction term in Model 3 of the new product innovations model reveals a positive but nonsignificant relationship between the interaction and new product innovations. The interaction term in Model 3 of the product-enhancement innovations model reveals a large, positive, and significant relationship (p <0.05). The nonlinear Wald test to assess whether the interaction term of the knowledge spillovers and industry-clustering variables differentially affected new and enhanced product innovations confirmed significant differences (p < 0.01). As suspected, small firms in locations with higher industry clustering and higher regional-knowledge spillovers were significantly more likely to be engaging in higher levels of product-enhancement innovations than in new product innovations.

As figure 8.2 shows, the relationship between industry clustering and product-enhancement innovations is positive for firms receiving high levels of regional-knowledge spillovers. As would be expected of firms exhibiting an increased focus on product-enhancement innovations, the relationship between industry clustering and new product innovations for the firms assimilating high levels of regional-knowledge spillovers is negative. Low levels of regional-knowledge spillover assimilation appear to help small firms in clusters to engage in new product innovation activities to a greater extent than product-enhancement innovations. It appears that industry clustering can be beneficial for small firm innovations; however, the receipt of high levels of regional knowledge from the region can be problematic.
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Figure 8.2 The Effect of Knowledge Spillovers and Industry Clustering by Type of Product Innovations



WHAT THE FINDINGS MEAN

The higher levels of innovation activity observed for firms that operate from industry clusters are often attributed to the knowledge spillovers that cluster firms receive.88 However, as Feser found, knowledge spillovers are not solely confined to regions with industry clustering.89 Thus, our analysis illustrates how a geographic cluster location and the regional-knowledge spillovers that small technology ventures assimilate into their operations influence the venture’s new and product-enhancement innovations. Our theoretical development led us to expect a stronger relationship between industry clustering and product-enhancement innovations and a stronger relationship between regional-knowledge spillovers and new product innovations. We further expected to find that the interaction of industry clustering and regional-knowledge spillovers would result in more product-­enhancement innovations than new product innovations. Our findings were mostly consistent with our expectations.

We argued that industry clustering provides small firms with the human capital and input providers that are needed to develop their innovation capabilities. However, we also suggested that the close proximity to related firms pushes new cluster ventures to intensify their innovation efforts in response to competitors’ product launches and to maintain legitimacy and competitiveness within the industry.90 The results confirm that industry clustering positively and significantly predicts product-enhancement innovations but not new product innovations. These results suggest that the pressures that exist within industry clusters propel cluster firms to base their product-­innovation activities around established routines and may reduce the venture’s motivation to pursue new innovations.

Also supporting our arguments are results suggesting that regional-­knowledge spillovers provide the pulse of new trends within the industry, as Brown and Duguid argued.91 These results further suggest that regional-knowledge spillovers contribute to a firm’s ability to create new product innovations.92 Regional-knowledge spillovers had a positive and significant relationship with new product innovations. However, the effect of regional-knowledge spillovers was not significantly different in the new products and product-enhancements models. This finding suggests that the new knowledge that comes from regional-knowledge spillovers has the potential to contribute to new product innovation capabilities but may not be entirely consistent with the small firm’s existing knowledge. The clear exception to this rule was for firms that operate from regions with industry clustering that also assimilate high volumes of regional knowledge into their operations. Because industry clusters develop competencies that are unique to that region93 and firms operating within them develop shared mental models,94 knowledge flowing within regions with industry clustering is similar to the cluster firms’ current knowledge base. Because of higher competition within regions with industry clustering, small firms and especially those that are young may be forced into a cycle of innovation that pushes them to incorporate regional knowledge into existing products rather than to use that knowledge to broaden their product portfolio.

This study provides empirical confirmation that for small firms that are founded in regions with industry clustering and that also assimilated regional knowledge into their operations, the knowledge is generally used for existing innovations rather than for creating new products. Interestingly, at higher concentrations of industry clustering, firms assimilating low levels of regional-knowledge spillovers introduced the most new products and also reflected a decreasing tendency to enhance existing products. Clearly, for small technology firms, operating from a region with industry clustering provides resources that enhance innovation capabilities; however, assimilating high levels of knowledge from the region can adversely affect the firm’s new product-­innovation activities.

Prior research shows that high levels of product-enhancement innovations can contribute to the demise of new firms,95 while new product innovations are important for firm survival and growth.96 In the short term, a cluster firm’s focus on product-enhancement innovations may be necessary for maintaining a share of the marketplace,97 but in the long term, this emphasis has the potential to render the firm incapable of creating new products for the market. By extension, these results suggest, as some have argued, that continued assimilation of regional knowledge by small and young cluster firms can limit their ability to adapt as the industry’s technological context changes and may also limit their ability to continue growing the operation.98 Thus, the finding that cluster firms were more attentive to enhancing existing products than to developing new products provides empirical validity for theoretical arguments that the long-term technological competitiveness of cluster firms will be challenged when knowledge from the region is used for enhancing existing innovations.99

AVOIDING THE TRAP

Start-ups are commonly the driving force behind the success of industry clusters.100 If small firms focus on enhancing existing product lines, over time, their technologies will become obsolete.101 Because industry cluster competencies are based on the activities of its firms, a similar result could become true for the industry cluster surrounding the small firms. Without an ability to incorporate new knowledge into the operations and generate new innovations, Pouder and St. John have suggested that an industry cluster will face eventual demise.102 This would also increase difficulties for small firms that rely on cluster resources to sustain their operations. An influx of new knowledge into the region will be essential for sustaining cluster innovativeness.103 Strategies such as technology-transfer programs with entities that operate from other geographic regions can ensure a region is imbued with new knowledge. Moreover, favorable policies toward direct investments into the region (whether by firms from other U.S. regions or those from other countries) can position the region to evolve with the technological trends of the broader industry context.104

From the entrepreneurs’ perspective, these results suggest that founding a venture within an industry cluster can be useful for innovation objectives. Regions with industry clustering provide the human, financial, and competency resources needed to develop the requisite innovation orientation. However, the challenge for cluster entrepreneurs to continue benefiting from these advantages is to minimize the use of knowledge from the region. One strategy for achieving this objective may be to hire more employees from outside the region rather than from within the region.105 Naturally, this strategy would increase the costs incurred for recruiting and relocating employees from other geographic regions, yet it would provide the venture with a mechanism for receiving new knowledge into the operations and aid the venture’s ability to recognize opportunities for new product innovations.106 Another strategy may involve relocating the innovation function of the firm to a more remote location and empowering the subsidiary to source knowledge from the new location to share with the parent firm.107

To small business owners, our results highlight the importance of mindful consideration of the constraints and opportunities that are associated with their operating region. For those who operate within geographic clusters, the results suggest it is important to reach out for knowledge beyond cluster borders to sustain new product innovation. The results also caution entrepreneurs from overemphasizing product enhancements at the expense of searching for new opportunities. While too much emphasis on existing innovations has the potential to outdate a firm’s capabilities, some focus on existing innovations is still needed to appropriate value from investments into those innovations.108 Therefore, the results validate the importance of finding balance between new product and product-enhancement innovations.

There are several theoretical implications stemming from the results that we have presented in this research. One is the importance of understanding how industry clustering in a geographic region influences total product development activities. Examining new product innovations alone would have led us to conclude that there is no effect of industry clustering on small technology firm innovation behavior when, in fact, the effect is on product enhancements. Joint consideration of both forms of innovation enabled us to provide a broader understanding of the implications of industry cluster regions for small firm innovation.

The second is the fact that because small firms face considerable consumer and technological uncertainty,109 which requires constant changes to their innovations to resolve imperfections in design,110 industry clustering may be useful for helping small firms to strengthen the competitiveness of their ­product-line offering. In particular, when considering the knowledge spillovers from the region, small firms operating from regions with industry clustering likely have better understanding of user preferences, the technological means of satisfying those preferences, and access to the resources that are needed to effectively implement the necessary changes to the operations.111

Given that a natural shifting occurs from product to process innovations as the venture and industry grows, small firms must maintain their ability to introduce new applications to meet market demands.112 Without a deliberate attempt to source new knowledge into the operations, a small firm within an industry cluster region may continue to innovate around its existing product lines to its eventual demise. Clearly, these arguments suggest that the roles that industry clustering and knowledge spillovers play for small technology firm innovations may change with the stage of the firm and quite likely also with the industry’s development.113 It is important for future research to consider how such factors influence the outcomes that can be expected when firms operate from regions with industry clustering.

BUILDING DEEPER UNDERSTANDING OF INDUSTRY CLUSTERING AND SMALL FIRM INNOVATION

While the results mostly confirm our expectations regarding the influence of industry clustering and regional-knowledge spillovers on small firm innovations, there are several factors that limit the generalizability of this research. The first limitation is that we focused on a sample of young, small firms that undertook an IPO. IPO firms represent an exceptional group of firms, and when undertaken by young ventures, it makes for an especially elite sample. Even so, not all firms in our sample were successful at introducing new products or enhancing existing products during the time period under consideration. While the rate at which these firms innovate may be higher than is true of the general population of small software firms, our sample demonstrated noteworthy variance in firm product-innovation capabilities. Moreover, as our primary research question was to consider how industry clusters and knowledge spillovers impact small technology firm innovations, a sample of innovating firms such as we drew was imperative. Future research will need to explore what the effect is on a broader sample, specifically of private small firms and older, more mature firms.

Our use of software firms restricted our ability to conduct a longitudinal analysis of the effect of industry clustering and knowledge spillovers. Software firms often sell niche products and are commonly acquired by other firms to complete the acquirer’s product-line offerings. This characteristic of these industries not only limited the number of firms we could use for analysis but also restricted the number of data years available for this sample of firms. Use of an industry with lower acquisition activity may enable researchers to examine the effects over a longer period of time. There is also a need to examine the product innovations generated over a longer period of time to determine whether there are long-term effects of industry clustering or knowledge spillovers on a firm’s ability to introduce products to the marketplace.

The time period from which we drew the sample of firms was a unique period of time—the onset of the Internet revolution and height of the Internet bubble. Although we believe this unusual time period may have resulted in more firms of average capabilities undertaking an IPO than might be true under more normal circumstances, we acknowledge the need for future research to validate these results on firms operating under more traditional IPO environments. Another limitation is our use of patent citations, a coarse measure of knowledge spillovers, as an indicator of knowledge-spillover assimilation. Our measure attempts to capture the extent to which firms assimilate knowledge from regional firms into their technologies, but we recognize there are many other sources of spillovers that should be considered for their influence. Employee turnover, alliances, or customer-supplier relationships can all be sources of spillovers for firms. We encourage future research to consider finer-grained measures of knowledge spillovers and their influence on product innovations.

CONCLUSION

This research provides a greater understanding of the impact of regional-knowledge spillovers and industry clusters on the new product and product-enhancement innovations of small technology firms. By examining product innovations along these two dimensions, our results lead us to conclude that the higher innovation activity for some cluster firms is attributed to the attention they give to enhancing existing products. For these firms, the receipt of knowledge from within the industry cluster exacerbated this behavior. Entrepreneurs operating from industry clusters must decrease their use of regional knowledge to avoid becoming trapped in a cycle whereby attention is given to existing products at the expense of new products. For this reason, it is imperative for future research to continue exploring the interconnections of regions, knowledge spillovers, and small firm innovations.
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Institutional Impact on Small Venture Exporting: Differences between Developed and Emerging Market Economies

Joseph LiPuma and Christiane Prange

Business does not occur independent of its environment. The context in which business is transacted, in which activities are developed and implemented, deeply affects the nature of strategies employed and the ability of those strategies to improve performance. Contexts for business can be temporal, economic, cultural, political, industrial, and institutional, among others. For example, strategies by companies in the 1950s may be quite different than those in the current era, in which information technology and social networks affect the pace and interconnectedness with which business is executed. Similarly, economic conditions pre- and post–Internet bubble (2000) and pre- and post–economic crisis (2008), combined with global economic integration and trade, created contexts that affected young and old, small and large companies alike.

The past 25 years have seen a remarkable redrawing of the world’s economic landscape and its context. Emerging market economies, such as the BRICS (Brazil, Russia, India, China, and South Africa), along with other countries, have moved from factor-driven (based on industries such as agriculture and extraction that rely heavily on labor and natural resources) to efficiency-driven (industrialized with an increased reliance on economies of scale) phases dominated by capital-intensive large organizations. The economies of the more developed countries are based on innovation, in which businesses are increasingly knowledge intensive, with a greater reliance on the service sector. In each of these types of economies, the institutional environment encompassing the system of formal laws, regulations, and procedures and informal conventions, customs, and norms provides the frame within which companies perform, and the nature of this institutional environment affects firm performance.

However, the relationship between institutional context and firm performance is not always clear or linear. While the context of emerging market countries has often been considered detrimental to firm performance, emerging countries are catching up and improving contextual factors. For instance, in 2011, China’s patent office received more patent applications than any other country in the same year (followed by Japan, the Unites States, Great Britain, Germany, and France), supported by a more favorable institutional environment. For developing countries, the relationship between context and performance is no longer obvious. The United Arab Emirates, for example, encountered structural problems when Dubai World, a large ­government-controlled investment firm, announced that it could no longer repay its debts, thereby threatening to bring down the entire economy. This flashy property frenzy, during which government-controlled developers piled up debt, was fostered by financial and cultural institutions.

What are the differences between emerging and developed market economies? An emerging market economy is a country that has a rapid pace of economic development and government policies favoring economic liberalization and the adoption of a free-market system.1 The term “emerging market” was coined by the International Finance Corporation (IFC) in 1981 and was initially used to describe stock markets in developing countries that are considered either low or middle income as defined by the World Bank or that have low investable market capitalization relative to GDP.2 Today, emerging markets have come to represent entire countries rather than stock markets and, in particular, those countries that hold the promise of high rates of economic growth. While various definitions exist, a developed market economy refers to countries that have sound, well-established economies and are therefore thought to offer safer, more stable investment opportunities than emerging market economies. Countries that are part of the OECD (Organization for Economic Co-operation and Development) are considered developed market economies.3

It is commonly argued that the institutional environment, which includes financial, regulatory, and judicial systems, and the like, matters more in emerging market countries than in developed market countries. For instance, countries may differ in the development of banking and investment systems (financial), company registration and labor laws (regulatory), and the ability of courts to adjudicate disputes (judicial). McMillan notes that when markets work smoothly in developed economies, the market-supporting institutions are almost invisible, but when markets work poorly in emerging economies, the absence of strong formal institutions is conspicuous.4 But we are still largely ignorant about which institutions matter most in these different sets of countries. Although governments of emerging economies have long recognized the important role that small firms play in national export performance as an indicator of a nation’s overall economic health, little research to date has examined the exaggerated effect that institutional quality has on the export performance of small firms in emerging economies as compared to their counterparts in developed economies.5 For small firms, a better understanding of the drivers and impediments of export performance is important because exporting improves utilization of productive capacity, enhances financial performance and competitive edge, and provides a foundation for future international expansion.6 At the national level, exporting enhances the accumulation of foreign-exchange reserves, improves employment levels and productivity, and drives economic growth.7

In addition, there is a lack of practical guidance on how to deal with different institutional contexts, as the complex interplay of institutional forces often makes it difficult to classify and quantify differences.8 In this chapter, we seek to address this gap by defining institutional environments, discussing institutional differences between developed and emerging economies, analyzing how these differences specifically affect small companies and their export performance, and presenting managerial implications.9

INSTITUTIONAL ENVIRONMENTS

Institutional theory emphasizes the influence of the systems surrounding organizations that shape social and organizational behavior.10 Institutional context can be defined as the environment around concrete social forms of the economy and political system, created and refined by the actors who use them, and carried forward by a shared meaning.11 Institutional contexts may vary on a number of dimensions, such as social, political, economic, cultural, and historical.12 Along these dimensions, both formal and informal institutions provide the context for competition and are considered the “rules of the game” that are “the humanly devised constraints that structure human interaction.”13 Organizations (such as companies) are the players bounded by those formal and informal rules, and institutional forces affect their processes and decision making.

The role of institutions in an economy is to reduce both transaction and information costs by mitigating uncertainty and establishing a stable structure that facilitates interaction between organizations. Institutions do this by defining what is appropriate in an objective sense and thus rendering other actions unacceptable or even beyond consideration.14 Institutions simultaneously constrain and enable firms by guiding actions and posing limits on behavior and informing the choices that firms make while constraining the way that they construct knowledge.15 Nonetheless, firms can react to institutional constraints and can work to take active roles in shaping these constraints.16 Large firms, in particular, such as Microsoft or Walmart, can shape institutional constraints by lobbying or by internalizing markets for intermediary goods, thereby circumventing potential regulatory constraints across national borders. Small firms have less ability to choose higher commitment or higher control forms of foreign-market entry (e.g., establishing a subsidiary) and thus depend more on exporting than most large firms. Given their lower resource endowment and restricted power in dealing with governments, small firms often depend on the goodwill of such institutional actors as banks and governments to ease institutional constraints.

Despite the potential influence of firms and their ability to change institutional norms, institutional stability, consistency, and predictability are critical for the functioning and growth of economic systems. Environments that demonstrate these characteristics have a well-specified legal system, a clearly defined and impartial judiciary to enforce property rights and adjudicate disputes, and attitudes toward business that encourage people to engage in transactions at low costs.17 Such institutions tend to be more robust in developed countries and are often underdeveloped in emerging ones, resulting in macroeconomic volatility that reduces economic growth and increases indirect welfare costs to society.18 This was demonstrated in the early 1990s by stagnant or declining small firm sectors in many emerging economies, compared to growth and productivity in small firms in most developed economies.19

Institutions further govern societal transactions in the areas of politics, law, society, and culture. As regards politics, institutions address issues such as corruption and transparency, antidumping, and corporate governance. In terms of law, institutions deal with economic liberalization and the regulatory regime that governs business practices. The societal dimension of institutional governance considers such aspects as ethical norms and attitudes toward business, such as society’s view of entrepreneurs and entrepreneurship. Finally, culture plays a part in the institutional framework through such various cultural dimensions as uncertainty avoidance or time orientation, as described by Hofstede, Hofstede, and Minkov.20

For business, it is often institutions that provide the framework—both enabling and constraining—for companies formulating and implementing strategies to achieve competitive advantage.21 Three pillars of the institutional framework, the “regulative, normative, and cognitive structures and activities that provide stability and meaning to social behavior,” offer a broad basis to differentiate aspects of countries’ institutional profiles.22 The regulatory pillar establishes the ground rules for doing business, reflecting a country’s laws and regulations and the extent to which these rules are effectively monitored and enforced. The cognitive pillar rests on the widely shared social knowledge and cognitive categories in a society and thus determines much of the informal way of doing business that firms need to consider. The normative pillar consists of beliefs, values, and norms that define expected behavior in a society. The regulatory pillar provides the focus for the empirical analyses in this chapter.

Characteristics of Institutional Environments in Developed and Emerging Market Economies

Developed economies have institutional environments that are presumed to be stable, with well-established laws and enforcement of property rights, reliable courts, and well-functioning financial systems. They are generally characterized as having less corruption and more transparency. Transparency International defines corruption as “the abuse of entrusted power for private gains.”23 Corruption inhibits business growth. Expectations of corrupt behavior by government officials discourage the formation and growth of small businesses by delivering an unfavorable signal to managers, as fairness of rules of the game could be omitted by one party, increasing the level of uncertainty and decreasing company gains.24

Other difficulties for business involve the length of time or the complexity of addressing legal requirements, such as obtaining certificates or following bureaucratic procedures. For instance, business regulations in different countries require that it take between four (United States) and 97 days (Russia) to register a business.25 The Ease of Doing Business international studies also note that one of the big issues for governments around the world is to focus their reform efforts on reducing the complexity and the cost of regulatory processes rather than concentrating only on the legal institutions.26

Emerging market economies often lack certain institutional features, exhibiting a shortage of skilled labor, thin capital markets, and inconsistent infrastructure and having political and economic instability, with public suspicion of foreign firms.27 Such market economies often fall short of well-defined property rights and a strong legal framework, permitting opportunism, rent shifting, bribery, and corruption.28 For example, China’s complicated institutional frameworks lead to bribery and a general ignoring of institutions to get things done, from payment for expediting import or export of components or finished goods to moving registration procedures to Hong Kong and reimporting products to avoid many of the hassles that companies face in Mainland China. The institutional quality in emerging market economies is more important for small firms than for their large counterparts for export performance.29 In particular, in emerging markets, the export performance of small firms is more strongly related to improvements in the court system and the transparency of financial markets than is the case for large firms.

These differences in the institutional frameworks between emerging economies and developed economies provide relevant ground for scholarly study. In addition, these differences force the managers who operate in these respective economies to adapt from using textbook strategies to using practical guidelines. These guidelines should be diversified from one economic region to another (e.g., from an emerging economy to a developed economy) and should help to develop an understanding of the ways in which the institutional environment differentially affects small businesses in each context. Finally, guidelines should help to avoid unexpected institutional deficits and circumvent issues that firms encounter when moving between economic regions.

WHY INSTITUTIONS AFFECT SMALL COMPANIES IN DIFFERENT WAYS THAN LARGE COMPANIES

The dynamics that small firms face play an important role in shaping their dependence on institutional quality. Because of limited resource endowments, small firms often lack the means to engage in resource exchanges or to insure themselves against default in exchanges in which they participate.30 Local institutions often favor larger firms because of their relationships with them or the market power that larger firms wield. Researchers expect and find that firms are forced to create internal markets for capital, labor, and products in the absence of well-functioning formal institutions that protect property rights and provide incentives for risk taking. These actions are a result of the failure of the institutional environment to provide the necessary political and institutional infrastructure. However, small firms generally lack the tangible or intangible resources necessary to effectively construct or access these informal networks and must rely primarily on the publicly available markets, no matter how insufficient or underdeveloped, resulting in higher than average transaction costs and thereby placing them at a distinct disadvantage to large firms.31

In the absence of property rights protection, investments in innovation, for example, may be easily appropriated by competitors, robbing small firms of the benefits of those sunk costs, thereby hindering market entry.32 This situation is particularly challenging for small firms with few slack resources or little political clout.33 Ensuring rights to property involves both passing required legislation and its consistent and fair application, allowing entrepreneurship to thrive. The rule of law in emerging economies tends to be particularly unreliable, thereby limiting enforcement of legislation and creating a hostile environment for small, resource-poor firms.

Emerging economies also exhibit high degrees of bureaucracy and government regulation, corruption and bribery, legal complexity, and taxation, coupled with the lack of legal protection afforded to firms. Small firms often do not possess the financial and human capital required to overcome such barriers; small firms that receive both monetary and managerial resources are more likely to survive, to grow, to compete, and to innovate (see table 9.1 for examples of institutional effects on small companies).


Table 9.1 Examples of Effects of Institutions on Small Firms




	

Institutional Dimension



	

Application



	

Examples of Effect on Small Companies






	
Governmental


	
An impartial governmental body


	
Equitable support for small firms levels the playing field.





	
Legal


	
A well-specified legal system


	
Stable laws facilitate entrepreneurial entry and safeguards individuals’ property rights.





	
Financial


	
A highly developed capital market


	
Ability to access both debt and equity capital provides needed resources.





	
Regulatory


	
A regulatory framework that facilitates commerce among individuals and organizations


	
Positive impact on company formation time and speed to internationalization facilitates growth.









While innovation enables firms both large and small to exploit international market opportunities, small firms have long been observed to be more innovative than large firms. A system of enforceable property rights, via laws and fair courts for enforcement, enabling small firms to leverage this innovation advantage, is essential to their ability to grow via exporting. Growing a firm’s exports is costly given the necessary investments in market research, channel development, product adaptation, and institutional knowledge. The resource constraints faced by small firms to growing exports can be overcome in high-quality institutional environments where access to finance is fair and unbiased, and presumably fewer regulations and taxes are associated with exporting. However, if small firms are unable to build their own internal markets for capital as large firms can, export costs for small firms will likely be insurmountable. Even if small firms are able to access financing, a low-quality regulatory structure characterized by burdensome taxes and bureaucratic red tape may limit small firms’ ability to dedicate capital directly to export-related investments.

INSTITUTIONAL DIFFERENCES BETWEEN DEVELOPED AND EMERGING ECONOMIES: AN EMPIRICAL ANALYSIS

The above strongly suggests that the effect of institutions on businesses differs from developed to emerging economies and that these differences affect small and large businesses in varied ways. To test this view, we examined data from the World Bank’s World Business Environment Survey (WBES), administered by the World Bank’s Investment Climate and Institute Units from late 1998 to early 2000, with the intent of providing insight into the quality of the investment climate as shaped by the regulatory institutional context that includes public policy, legislation, public and private institutions, and the like.34 WBES data were collected through interviews of managers in more than 10,000 firms in 81 developed and emerging economies in six geographic regions—Africa, Middle East/Northern Africa, Central/Eastern Europe, East Asia, South Asia, and Latin America—and the OECD. Our analyses utilized data obtained from the 10,032 enterprises that responded to the core questionnaire. We exclude data on firms from sub-Saharan African countries because of low response rates and differences in how data was collected. As a result, the sample size is 7,989 firms operating in 56 countries.

In each country, the WBES sampling targeted industry composition, size, ownership, exporters, and location to ensure adequate representation of firms. It is noteworthy that roughly 40 percent of the sample firms are small (employ 50 or fewer employees).35 Overall, small firms are consistently less involved in manufacturing than large firms and are more involved in services and commerce.

Exporting is an important firm-level performance measure that contributes to country-level development.36 Consistent with our examination of the relationships between institutional factors and the export performance of small ventures, we operationalize our dependent variable as the percentage of the firm’s total sales that it exports, a commonly used measure. We measure the institutional quality of an emerging economy along four dimensions: impartial governmental body, a well-specified legal system, a highly developed capital market, and a regulatory framework that facilitates commerce among individuals and organizations. We constructed these variables from survey results.

The WBES asked respondents to indicate the frequency with which the government interferes with their firm’s decisions regarding investment, employment, sales, pricing, dividends, wages, and mergers and acquisitions. Government intervention may, in some cases, reduce uncertainty and thus assist firms, although the survey specifically identified aspects of intervention generally perceived as inhibiting or destructive to business. Similarly, the WBES asked respondents to comment on the host country’s court system according to their perception of its fairness, impartiality, honesty, expediency, affordability, consistency, and enforceability. The WBES also asked respondents to comment on the degree to which their firms face obstacles in obtaining finance because of issues of collateral, bureaucracy, interest rates, necessity of connections, availability of capital, corruption, access to foreign banks, access to nonbank capital, and access to lease finance and credit. Lastly, the WBES asked respondents to assess the degree to which government regulations, such as those pertaining to licensing, customs, labor, currency exchange, environment, safety, and taxes, impinge on the firm’s operation and growth.

We control for effects at the firm-level, industry-level, and country-level that might affect firm exports. Regarding firm-level effects, we control for firm age and firm size, each of which can affect the ability of firms to intensify their foreign activities because of the scale, resource, and legitimacy challenges they present. Regarding industry-level effects, we control for the industry sectors in which WBES respondents indicated that their firms competed: service, manufacturing, agriculture, construction, or other. We also control for the manner in which the practices of a firm’s competitors presented obstacles to fair competition, such as avoiding paying taxes or duties or violating copyrights, patents, or trademarks, and the like. Regarding country-level effects, we control for macroeconomic factors, including currency strength and trade and FDI policies, given that they may also affect export growth. We include dummy variables for each country in the sample to control for additional country-level effects not captured by the variables described above.

Utilizing the multi-item scales in the WBES measuring institutional quality and fairness of competition, we conducted an exploratory factor analysis to create indices to assess the multidimensionality of these constructs. Three institutional constructs relating to competition, financial markets, and regulations yielded two factors each, suggesting a finer-grained measure than initially inferred from the survey data. Specifically, the construct “competition” yielded factors for both legal and business dimensions of competition. The construct “financial” yielded factors for access to capital (i.e., availability of capital) along with the process associated for obtaining capital. Finally, the construct “regulations” yielded factors for both tax regulations and general business regulations. We operationalize all institutional variables with the regression scores obtained from this analysis.

Overall, more than one-quarter of the firms in the sample exported, averaging nearly one-third (32 percent) in foreign sales. More than 41 percent of the companies were small enterprises, slightly less than the percentage (42 percent) that was seven or fewer years old. Manufacturing represents 27 percent in OECD and 36 percent in emerging economies, services 61 percent and 48 percent, respectively. Slightly more than one-sixth of companies have some foreign ownership.

EMPIRICAL ANALYSIS RESULTS

Not all ventures export. Managers select their geographic strategy, requiring use of a Heckman two-stage procedure to model this self-selection for accuracy and generalizability of the results.37 This first stage of the procedure estimates the likelihood of a firm’s exporting based on a set of characteristics, and the second stage evaluates how specific factors relate to export performance for only those firms that export (hence the sample is not random, thus requiring the first stage), controlling for factors that may also relate to the intensity of exporting.

While the focus of our analysis is on export performance, per se, the results of the first-stage model (probability of exporting) provide insights into exporting differences between OECD and emerging market economies. (The results of the Heckman analyses are provided in tables 9.2 and 9.3.) In both types of economies, small companies are less likely to export, while manufacturing firms are more likely to export, as are firms with some foreign ownership, suggesting that foreign investors can facilitate exporting opportunity identification or enactment. In emerging markets, young companies are less likely to export. Agricultural firms in OECD countries are more likely to export, whereas service firms in emerging markets are more likely to export, as compared to firms in the omitted category, “Other Industries” (i.e., firms that are nonmanufacturing, nonservice, nonagricultural, and nonconstruction). In OECD countries, firms facing competitive obstacles based on legal circumvention (e.g., avoiding taxes, not paying duties, violating patents, and illegal domestic and foreign price setting) are more likely to export, while firms facing competitive obstacles based on shady business practices (receiving subsidies, colluding, or gaining favored access to credit) are less likely to export.

Parameters from the first stage that examines the likelihood to export for all firms are entered into an equation that describes the export intensity of only the firms that export. Several interesting results emerge from the second-stage analyses that, though only indirectly related to our research question, provide a more general view of factors that affect firms’ export intensity in emerging and developed markets. For instance, in emerging markets (Models 1–3 in table 9.2), young firms have higher export intensity and manufacturing and agriculture firms have higher export intensity than firms in “Other Industries” (the omitted category), and that high inflation relates to higher export intensity. Exporting manufactured goods and agricultural outputs is easier and quicker because of the ability to separate their production from consumption. In addition, for people-bound services, personnel need to be trained and adjusted to the new institutional context, which is cost and time intensive.

As exporting is the least costly and least committing form of internationalization, young firms may utilize exporting more than other high-control forms, such as joint ventures, to sell to foreign markets. High inflation may push ventures to more rapidly sell goods abroad while the value of the good is at its highest level, thereby stimulating high-export intensity. In emerging economies, competitive obstacles related to laws (e.g., avoiding taxes, not paying duties, violating patents, and price fixing) relate positively to export intensity, whereas business-related competitive obstacles (e.g., revenue subsidies, favored access to credit, and credit collusion) are negatively associated with export intensity (Models 2 and 3 in table 9.2). As the prevalence of law-based competitive obstacles increases, firms in violation of these laws may more easily export (if avoiding taxes or duties), whereas those not in violation may be forced to export rather than compete domestically with the violators. Tax regulations relate positively to export intensity, suggesting that either the regulations constrain domestic sales, pushing companies to export a higher percentage of their goods, or that business regulations facilitate exporting, allowing companies to more easily export, thereby increasing the overall percentage of goods exported.


Table 9.2 Heckman Analysis Results—Second Stage: Intensity of Exporting




	

	

Emerging Economies



	
	

Developed Economies






	

	

(1)



	

(2)



	

(3)



	
	

(4)



	

(5)



	

(6)






	
Age 7 years or less


	
7.768***


	
6.784***


	
6.610***


	
	
–1.103


	
0.437


	
–1.094





	
Small enterprise


	
0.362


	
–0.681


	
0.524


	
	
–0.377


	
–1.465


	
14.29**





	
Industry—Manufacturing


	
10.300***


	
11.300***


	
11.280***


	
	
–5.373


	
–8.886


	
–8.762





	
Industry—Construction


	
9.330**


	
9.085*


	
8.716*


	
	
–6.140


	
–8.406


	
–7.298





	
Industry—Agriculture


	
16.350***


	
15.990***


	
15.800***


	
	
–5.432


	
–10.840


	
–8.695





	
Industry—Service


	
6.406*


	
5.889*


	
5.808*


	
	
–4.940


	
–7.012


	
–7.22





	
Inflation percentage


	
0.081**


	
0.085**


	
0.090**


	
	
–7.835*


	
–9.329**


	
–10.370**





	
Trade Openness average 1997–99


	
0.228*


	
0.182


	
0.198


	
	
–0.089


	
–0.177


	
–0.195





	
Government Intervention


	
	
0.366


	
0.965


	
	
	
–5.280*


	
–8.376**





	
Quality of Courts


	
	
0.005


	
–0.687


	
	
	
–1.355


	
–1.964





	
Competition Obstacles—Legal


	
	
3.675***


	
3.831***


	
	
	
–5.090**


	
–4.481**





	
Competition Obstacles—Business


	
	
–1.159


	
–1.662


	
	
	
–0.949


	
–3.515





	
Finance—Access


	
	
–0.594


	
–1.065


	
	
	
–2.415


	
–3.114





	
Finance—Process


	
	
0.756


	
0.003


	
	
	
–1.067


	
–0.096





	
Regulations—General


	
	
1.190


	
0.996


	
	
	
–1.920


	
–2.905





	
Regulations—Tax


	
	
1.684**


	
1.841**


	
	
	
–0.708


	
–0.547





	
Small x Government Intervention


	
	
	
–2.742*


	
	
	
	
11.96**





	
Small x Quality of Courts


	
	
	
2.991*


	
	
	
	
2.789





	
Small x Competition Obstacles—Legal


	
	
	
–0.317


	
	
	
	
–4.755





	
Small x Competition Obstacles—Business


	
	
	
2.097


	
	
	
	
9.606**





	
Small x Finance—Access


	
	
	
2.179


	
	
	
	
6.358





	
Small x Finance—Process


	
	
	
3.703


	
	
	
	
–4.411





	
Small x Regulations—General


	
	
	
0.564


	
	
	
	
2.202





	
Small x Regulations—Tax


	
	
	
–0.584


	
	
	
	
0.374





	
Constant


	
2.507


	
5.962


	
3.235


	
	
58.59


	
69.66


	
68.32





	
Observations


	
7128


	
7128


	
7128


	
	
7128


	
7128


	
7128





	
Observations censored


	
4902


	
4902


	
4902


	
	
4902


	
4902


	
4902





	
Observations uncensored


	
2226


	
2226


	
2226


	
	
2226


	
2226


	
2226





	
Wald chi2


	
542.38


	
594.90


	
613.29


	
	
25.49


	
38.09


	
50.62





	
Prob > chi2


	
0.0000


	
0.0000


	
0.0000


	
	
0.0300


	
0.0179


	
0.0107





	
Log Likelihood


	
–14467.41


	
–14447.38


	
–14440.2


	
	
–1870.28


	
–1864.3


	
–1858.9





	
Prob indep of equations


	
0.0000


	
0.0002


	
0.0003


	
	
0.0011


	
0.0002


	
0.0002











***p < 0.01; **p < 0.05; *p < 0.1

Data source: WBES.



There are further insights on the differential effect of institutions on small versus large companies in emerging economies (Model 3, table 9.2). We find that for small companies, government intervention negatively affects small businesses’ export intensity as compared to larger firms, but a good court system positively affects export intensity. A good finance process helps small firms’ export intensity more than it helps larger firms.

In OECD countries, we observe some differences in institutional effects as compared to emerging economies (Models 5 and 6 in table 9.2). Inflation is significantly and negatively related to firm-export intensity. As prices increase in the domestic market, sales of goods internationally is less attractive, decreasing international intensity. Government intervention is negatively related to export intensity; as business perception of government intervention increases, export intensity decreases. Competitive obstacles related to law are negatively related to export intensity, in contrast to the positive relationship found in emerging economies. Small firms are more positively affected by government intervention and business regulations in developed countries than are large firms (Model 6, table 9.2).

INSTITUTIONAL ENVIRONMENTAL EFFECTS ON SMALL COMPANIES: COMPARING DEVELOPED VERSUS EMERGING ECONOMIES

First, our analytic approach provides some insights regarding firms’ propensity to export. Firms in manufacturing and agricultural sectors seem to be more likely to export, on average, than those in other sectors, consistent with prior research regarding industries with high usage of machinery and domestic inputs.38 Second, firms with some foreign ownership are also more likely to export, which is also consistent with prior research.39 Third, small firms and young firms are less likely to export than larger and better-established firms in emerging economies, consistent with our earlier arguments regarding the obstacles to be overcome to export, and with the fact that new and small firms are less equipped to meet those challenges.40 Finally, competitive obstacles affect the propensity to export for OECD companies but not emerging economy companies. The nature of the effect is different, based on the type of competitive obstacle: business or legal.

More broadly, despite some similarities between the results of the propensity to export models (table 9.3) and our analyses predicting export intensity (table 9.2), it appears that the factors that contribute to whether firms export at all may be different than those related to the firm-level performance of that exporting activity.


Table 9.3 Heckman Analyses Results—First Stage: Probability of Exporting




	

	

Emerging Economies



	
	

Developed Economies






	

	

(1)



	
	

(2)



	
	

(3)



	
	
	

(4)



	
	

(5)



	
	

(6)



	




	
Age 7 years or less


	
–0.302


	
***


	
–0.299


	
***


	
–0.299


	
***


	
	
–0.126


	
	
–0.13


	
	
–0.128


	




	
Small enterprise


	
–0.484


	
***


	
–0.485


	
***


	
–0.485


	
***


	
	
–0.446


	
***


	
–0.434


	
***


	
–0.442


	
***





	
Industry—Manufacturing


	
0.96


	
***


	
0.962


	
***


	
0.962


	
***


	
	
1.048


	
***


	
1.072


	
***


	
1.074


	
***





	
Industry—Construction


	
0.001


	
	
0.005


	
	
0.005


	
	
	
0.306


	
	
0.333


	
	
0.333


	




	
Industry—Agriculture


	
0.140


	
	
0.147


	
	
0.147


	
	
	
1.186


	
**


	
1.231


	
**


	
1.246


	
**





	
Industry—Service


	
0.142


	
**


	
0.147


	
**


	
0.147


	
**


	
	
0.145


	
	
0.165


	
	
0.167


	




	
Foreign ownership dummy


	
0.643


	
***


	
0.644


	
***


	
0.643


	
***


	
	
0.777


	
***


	
0.782


	
***


	
0.782


	
***





	
Competition Obstacles—Legal


	
–0.017


	
	
–0.002


	
	
–0.001


	
	
	
0.125


	
**


	
0.161


	
***


	
0.161


	
***





	
Competition Obstacles—Business


	
0.018


	
	
0.023


	
	
0.023


	
	
	
–0.142


	
***


	
–0.139


	
**


	
–0.139


	
**







*** p < 0.01; ** p < 0.05; * p < 0.1

Data source: WBES.



We observe that, across our models, emerging economy firms in the manufacturing and agricultural sectors export more as a percent of sales than firms in other industries. For OECD companies, both manufacturing and agriculture firms are more likely to export, but for those that do export, there is no difference in export intensity as compared to companies in other industrial sectors. This difference between emerging economy and OECD companies may underscore the respective stages of development: OECD countries are more knowledge based with a greater service sector.

Institutional Factors and Export Intensity: Main Effects

Before presenting the findings related to different effects of institutions on small firms in emerging versus developed economies, we briefly summarize the main effects of the institutional factors related to export intensity as presented in table 9.4.


Table 9.4 Institutional Effects on Firms’ Export Intensity




	

	

Emerging Economies



	

Developed Economies






	

	

All Firms



	

Small vs. Large Firms



	

All Firms



	

Small vs. Large Firms






	
Government intervention


	
	
Negative effect smaller for small firms than for large firms


	
Negative


	
Negative effect greater for small firms than for large firms





	
Quality of courts


	
	
Positive for small firms


	
	




	
Competitive obstacles—legal


	
Positive


	
	
Negative


	




	
Competive obstacles—business


	
Negative


	
	
	
Positive for small firms





	
Finance—access


	
	
	
	




	
Finance—process


	
	
Positive for small firms


	
	




	
Regulations—general


	
	
	
	




	
Regulations—tax


	
Positive


	
	
	








Regarding the effect of institutional factors on export intensity, we find that government intervention, competitive obstacles—legal, competitive obstacles—and business and tax regulations differentially affect firms in emerging economies and OECD countries.

Government Intervention

In emerging economies, government intervention is not found to be related to export performance of firms, whereas in the developed OECD economies, government intervention is negatively related to firms’ exporting. This indicates that as the perception of government interference in business decisions increases, export performance decreases for exporting companies.

Competitive Obstacles (Legal Factors)

For emerging economy companies, competitive-legal factors are significantly and positively related to the average export performance of firms. These results suggest that certain higher-quality institutions are associated with the increased export performance of firms in emerging economies. Specifically, it seems that firm export performance will be highest in countries where competitive-legal factors tend to facilitate rather than impede commerce. In contrast, competitive-legal obstacles pose more of a barrier to OECD firms’ exporting intensity.

Competitive Obstacles (Business Factors)

For companies in emerging economies, the perceived presence of competitive obstacles related to business practices, such as taxes and tax administration, is related to firms’ export performance. Firm export performance will be lower in countries where the perception of tax-related competitive obstacles is highest. No such relationship exists between such business-related competitive obstacles and export performance in developed economies.

Regulations: Tax

Higher-quality tax regulation regimes are associated with greater export intensity in emerging economies. When tax administration is not onerous and the tax burden is not excessively high, firms in emerging economies are more able to export, and more intensively.

Institutional Factors and Export Intensity: Effects on Small Businesses

Our comparative analyses of small versus large firms in emerging and developed countries adds richness to our broad understanding of institutional quality on export performance by suggesting that the relationship of institutional quality to export performance differs somewhat based on firm size and economic context, as seen in table 9.4.

Government Intervention

A finding worthy of discussion is the effect of government intervention on small firms in the two different economies. In developed countries, small firms may use government intervention programs to their benefit, as such programs are designed to assist in financing and training for small businesses and to assist in navigating the process for exporting. In emerging market environments, such government intervention could support small firms’ ability to grow and penetrate foreign markets through their economic development, trade promotion, and related services. This is a role that may be especially important for small firms that lack the slack resources and legitimacy that the government might otherwise provide that are necessary to export. For example, ­government-subsidized training, R&D, and export-support programs, as well as trade agreements (e.g., WTO) would likely all have an important bearing on the growth of exports among small firms. In emerging economies that often lack such programs, government intervention may solely take the form of interference and red tape intended to extract additional taxes or other payments.

Quality of Courts

Our findings suggest that a high-quality court system has a greater positive effect on the export performance of small firms than on larger firms in emerging economies. This result suggests that small firm export performance in emerging economies is especially vulnerable to insufficient court systems and that improvements in the fairness, impartiality, honesty, expediency, affordability, consistency, and enforceability of such a system may disproportionately benefit small firms. This result is consistent with the hypothesis that small firms do not have resources or connections to manage certain deficiencies in the institutional environment and are more exposed to those institutional conditions than larger firms.

Exporting requires the use of various public and private intermediaries, such as customs authorities, customs brokers, and freight forwarders. The overall court system logically affects small firms’ confidence in these intermediaries and the enforceability of contracts that they enter into with them, as small firms lack resources to devote to petitioning unfair and biased court systems subject to corruption or other uneven application of the law. Larger firms may be able to influence the court system by deploying resources or exploiting connections, or they may internalize some functions that small firms must contract out because of their lack of slack resources.41 For small firms lacking resources to devote to managing the court system, illegal (e.g., bribes) or legal (e.g., lawsuits) improvement in such systems would enable greater focus on operational issues that could improve export performance.

Competitive Obstacles (Business Factors)

There is no evidence that the export performance of small companies in emerging economies is more or less affected than larger firms by the perceived presence of competitive obstacles related to business practices. However, in developed countries, small firms are more impacted by such competitive obstacles. The enforcement of tax regulations may be more uniform in developed economies, and small firms may have fewer resources to find tax loopholes or other legal means to pay a lower effective tax rate, further straining their financial resources. Export taxes may disproportionately affect such small firms.

Finance: Process

In addition, our findings suggest that, for emerging economies, a reduction in the bureaucracy needed to obtain financial capital has a greater positive effect on the export performance of small firms. This result suggests that small firm export performance is especially vulnerable to unfair requirements and expectations regarding capital markets. Small firms must often rely on the publicly available financial markets, no matter how bureaucratic and opaque they might be, as they lack the resources, prestige, and connections of their larger counterparts, who are able to access private, informal capital markets.42 This is evidenced by the persistence of large business groups in many parts of the emerging world, which feature interlocking cross-ownership among multiple businesses, including banks, and effectively self-finance operations.43 For example, Malaysia has become the most important country for Islamic finance. Over one-fifth of the country’s banking system, by assets, is sharia compliant; the average for Muslim countries is more like 12 percent, and often less. Two institutions, the International Centre for Education in Islamic Finance (INCEIF) and the Islamic Banking and Finance Institute of Malaysia (IBFIM), have played a major role in this development in concentrating on vocational training, disseminating acceptable rules for Islamic finance, and acting as a consultancy to banks.

MANAGERIAL IMPLICATIONS

This chapter provides several insights that are important for managers of small firms when considering exporting to foreign countries. While there is an abundance of research that focuses on the institutional context in emerging markets, only a few studies have investigated the role of context in developed economies or have engaged in comparative analysis associated with internationalizing new ventures in emerging economies.44 We will first discuss some implications for small business managers in emerging market economies, then look at implications for small business managers in developed countries, and finally suggest implications for small businesses seeking to export from one institutional context to the other. Complementing existing literature, we highlight exporting from emerging economies to developing economies as “the other way around,” which is tremendously challenging, especially for small ventures.45

Implications for managers of small businesses in emerging economies are manifold. The principal challenge is to cope with competitive-legal and business-related obstacles. Trying to benefit from the positive influence of courts and the legal system in general, small business managers may join trade associations to initiate and accelerate specific interventions. In general, though, they may be less able to lobby to promote supportive government intervention or push back on destructive government intervention, or may be less able to “grease the skids” or resist requests for bribes. To prepare themselves for higher competitiveness, they may initially prefer to select countries where competition is stringently regulated by law and enforced by respective courts.

Working to overcome business-related obstacles, it seems timely to lobby to influence the development of higher-quality institutions. Small firm owners may also choose those emerging market countries where taxes are favorable to their exporting intention. As government intervention is seen as less negative in emerging market economies, small business managers should proactively work with government to implement policy frameworks that further support domestic firms. These strategies should enhance their competitiveness and enable them to compete effectively in the global arena. Small emerging market firms can usually operate more successfully in the domestic market than abroad because they have competitive advantages that are created or reinforced by governmental support.

Finally, small companies are generally more resource constrained and may need letters of credit and quick access to capital to export, thus an efficient and transparent finance process may be more important to small firms than to larger firms. Small business managers should be aware of clear structures, guidelines, and time frames as to where, how, and when to organize their financial strategies. This involves selecting banks as well as negotiating mutual objectives to avoid interruptions in the process.

Managers of small businesses in developed economies seeking to establish subsidiaries in emerging economies would be wise to consider the institutional benefits and impediments associated with these economies. These relate predominantly to established financial markets and the finance process and to high-quality court systems. If the goal of internationalization is to provide a regional foothold from which the firm can export to multiple countries, the firm would be subject to the same court system, government intervention, regulatory, and competitive factors as host country firms.

Finally, we look at implications for small firms in particular when exporting to countries at different levels of economic development. Emerging market contexts bring institutional pressures for developed economy firms as much as developed market contexts pose difficulties for emerging market firms. Given that emerging economy institutions are often plagued by underdeveloped law enforcement, weak labor protection, and a lack of transparency, developed economy firms will have difficulty responding. In turn, multinational enterprises from emerging economies need to understand institutional norms in developed markets that are alien to them to successfully enter those markets. Many of the contexts, both formal and informal, will pose challenges and encourage a greater emphasis on experimenting with and developing indigenous approaches to solving problems.46

While using well-informed procedures, guidelines, and frameworks in their home markets, developed firm managers may realize that doing business in emerging markets is largely a matter of complexity, with different elements of the institutional context intermingling—some favorably, some less favorably. Managers may first aim to improve their institutional context by reducing the complexity and cost of regulatory processes. In cooperating with local governments, they may later move on to reforms that strengthen legal institutions relevant to business regulation (in such areas as getting credit).

For small firms from both emerging and developed countries, we argue that they need to be especially aware of developing and adapting strategies to local contexts. However, in formulating their strategies, they may face contradictory challenges: they may be more flexible in their ability to deal with institutional voids, while lacking the resource endowments of larger firms, and they may be quicker in adaptation because of informal communication and decision-making procedure but also lack the deeply rooted internal structures, processes, and routines to deal with new environments and to incorporate foreign knowledge. Finally, a developed institutional context with overly restrictive regulations can hamper their founding,47 while an inadequate institutional environment can complicate their development.48 Overall, both the existence and the absence of formal institutions can impede economic growth,49 whereas informal institutions, such as building ties with the government, can be helpful but also costly and may further hamper the venture’s development.50

Beyond an understanding of the economic contexts, guidelines will have to take into account that strategies often follow a “both/and” rather than an “either/or” approach, emphasizing a need to balance and reconcile different elements of the institutional context. For example, government intervention may be both beneficial and detrimental, and managers need to balance conflicting effects: if local players are too flexible in circumventing legal contexts, engaging with partners bound by internationally accepted guidelines may help. In turn, dealing with an overregulated context may be countered by adopting less complex procedures successfully operated by local firms. These adaptation or balancing strategies have been described from the theoretical angle of ambidexterity theory.51 We suggest here that dealing with institutional contexts requires ambidextrous strategies, for example, dealing with various trade-offs. Four different trade-offs can be described that are valid for firms in both emerging and developed markets (table 9.5).


Table 9.5 Adaptation Strategies to Various Institutional Contexts




	

Adaptation Layer



	

Trade-off



	

Strategy for Cross-entry






	
Change


	
Cosmetic vs. wholesale


	
Adopt technological requirements but only as long as core competence can be maintained.





	
Relationships


	
Local actors’ specific standards vs. international standards


	
Collaborate with local actors through institutional brokering while investing in market education.





	
Adoption


	
Ignorance of local context vs. nonmarket entry


	
Carry outward signaling of adoption forward into implementation.





	
Reformation


	
Change of local context vs. nonmarket entry


	
Promote or reinforce new institutional norms and redefine behaviors.









First, small firm managers should decide how much to change their own organization to fit the new institutional context. While these changes may be mostly cosmetic to please governments or consumers (e.g., utilizing new labels or sizes or investing more in quality), they may also affect the essence of a company (e.g., variation of technology base or source of competitive advantage). As a guideline, companies may only engage in change if it does not risk destructing their core competence. That is, if companies need to change the core processes (e.g., high quality) or competences (e.g., miniaturization associated with premium products) on which their competitive advantage is built, market entry into a new country may be postponed or abandoned as too risky.

Second, companies may investigate the degree of potential and desired relationships in the market and whether they want to adopt local players’ prescriptions or impose their own institutional standards. For example, Tracy and Phillips talk about “institutional brokering,” where entrepreneurs found ventures or new organizational forms to reduce institutional uncertainty and adjust to the local context.52 The creation of “havala” or “hundi” money transfer in South Asia is such an example of a new organizational form created to build on local standards and raise them to higher levels of international acceptance that reinforce findings on the positive impact of finance processes.53 As a guideline, companies may find markets favorable if they can collaborate with partners and improve standards. This may work in two ways, that is, educating players in process optimization to lower the costs of operations (in which emerging market players are experts) or focusing on brand and product innovation (in which developed market players are experts). That is, adaptation is contingent on the upgrading of the firms’ skills in the respective market environment.

Third, there may be markets with rather inflexible institutional contexts (overregulated or underregulated), and small firm managers need to first check whether they can potentially ignore these contexts and move to more informal or formal ways of doing business or whether they would rather refrain from entering the respective markets. If there are only a few commonly accepted business practices or standards, small business managers need to engage in high degrees of ambiguity and risk. That is, they can pretend to comply with norms and standards while working on factual circumvention. For instance, China does not allow foreign publishing on its grounds, but moving the headquarters to Hong Kong and importing foreign press products is a tolerated strategy.

Finally, companies may be convinced to radically change a foreign institutional context by introducing lasting improvements that enhance business conditions. This is reflected in the fact that institutions themselves are not entirely exogenous but are affected by economic actors. These strategies are typically adopted when investment is conditional on the acceptance of formal guidelines (i.e., formal schooling, official elections, or antinepotism laws). Authors such as North have argued that economic actors not only adapt to given institutions but aim to shape institutions—at least over longer periods of time.54 For most companies entering emerging markets, these reforms relate to efficient financial systems and the reduction of corruption and bribery. If actors do not believe this to be possible, they should rather refrain from entering the market. For instance, small firms reflecting on corruption issues may use Transparency International’s corruption score to identify “no-go” markets. In addition, as firms cross borders, they do not need to enter every country in which they wish to sell, but consider increasing exporting on a region level.

Overall, one of the basic questions of succeeding in different institutional contexts relates to the choice between acceptance, ignorance, and the attempt to change.55 In most institutional contexts, whether developed or emerging, there are nonlinear choices that require the reconciliation of conflicting strategies. For all the elements of the institutional context that we mentioned in this article, firms need to decide how much they expect them to influence their business.

CONCLUSIONS

In this chapter, we discussed the importance of the institutional environment on small firms in both emerging and developed economies. Based on data from the World Bank’s World Business Environment Survey (WBES) from late 1998 to early 2000, we investigated both the export propensity and the export intensity of small firms in both economic contexts. One of the major results pertains to the fact that the institutional environment, and especially the regulatory pillar, differentially affects small businesses. Business-related competitive obstacles are favorable to small firms’ exports in developed economies, and government intervention affects them negatively. In emerging markets, efficient court systems and a functioning financial process support the export intensity of small firms, while government interventions—like in developed countries—affect them negatively. As a consequence of the differential impact, firms that move between institutional contexts need to be able to balance their enabling function and reconcile their detrimental effects. This calls for fine-grained adaptation strategies, which we introduced as change, relationships, adoption, and reformation layers. Taken collectively, our study offers insights for managers of small firms in both emerging and developed economies to better understand and manage the institutional context of their respective counterpart.
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Regional Banking Development and Small Business Growth: Evidence from China

Iftekhar Hasan, Haizhi Wang, and Mingming Zhou

The past few decades have witnessed a revaluation of the important role of small businesses in economic development.1 During the process of small business formation, acquisition of resources, especially financial resources, is crucial for small business owners to pursue their entrepreneurial vision and bring their innovative ideas into reality. Banks not only accumulate financial capital but also channel scarce resources to support the growth of small firms. Difficulty in accessing external financial resources and lack of support from creditors have resulted in the high failure rate of small firms. Therefore, the development of a banking sector in the financial system is particularly important to small firms, which are often highly dependent on credit provided by local banking systems to support their start, survival, and continuous growth. (Using the data from 1993 National Survey of Small Business Finance, Cole et al. report that banks provide more than 60 percent of small business credit.)2

Most of the existing research that investigates the effect of financial development or of banking systems on the formation and growth of small businesses focuses exclusively on countries in North America and Europe.3 The exploration of related domains outside of these two developed economic regions remains extremely limited. Among the existing studies, cross-country samples are usually used to pursue this line of inquiry. However, such an approach falls short, as the systematic differences between markedly different economies could be the hidden factors that drive the results. We argue that a research design that focuses on intracountry information rather than cross-country samples avoids this cross-country idiosyncrasy and ensures “data comparability and functional equivalence.”4

We believe that China provides a unique environment for us to examine how financial development, especially in the banking sector, affects the growth of small businesses. First, compared to developed economies, banking institutions in emerging countries are usually much more strictly regulated, and their lending practices are heavily government directed, with different levels of government intervention.5 By focusing on provincial-level data, we can largely ignore the uniform institutional settings at the country level but retain sufficient variation in banking development at the regional (provincial) level to explain the growth of small businesses. Second, lending to small businesses requires banks to rely more heavily on “soft information” to make decisions because “hard information” is difficult to collect because of an inadequate historical record or a lack of audited financial reports for the small firms.6 Because of the lack of security of property rights, rule of law, and disclosure of accounting information, banks play an even more important role in producing information about borrowers and assume a monitoring role in the lending process in emerging economies.7 Therefore, in this chapter, we attempt to contribute to the literature and provide new evidence on the relation between the development of banking institutions in the local markets and the growth of small businesses in China, one of the largest and fastest-growing transitional and emerging economies in the world.

In this chapter, we collect data from different regions in a single emerging economy and form a panel of 30 provinces in China over the period from 1998 to 2008 to ensure that we have sufficient variations in both cross-sectional and time-series dimensions. From various sources, we obtain information on both the number and output of small businesses, and we construct two measures to capture the growth of small businesses in local areas. Further, we measure regional banking development from different aspects based on related theoretical underpinnings to examine the role played by financial intermediations in fostering small business growth. We also control for the regional economic environment and for demographic information in the regression analysis.Our empirical analysis yields novel evidence and sheds further light on the relation between development of the financial sector and small business in an emerging and transitional country. Specifically, we find that the presence of large banks has a negative effect on small business growth, which is consistent with the view that large banks have an informational disadvantage in making loans to small business.

This negative relation is mainly driven by large banks’ participation in the short-term debt market. When we control for the market concentration and explore the contingent effect of large banks, we find that in concentrated markets, large banks can significantly facilitate the growth of small businesses. It is noteworthy that almost all of the financial liberalization that we observed happened in rural areas. Therefore, we also examine the role played by rural financial institutions in the growth of small business. We document a significantly positive relation between credit supplied by rural credit unions and small business growth. In addition, consistent with existing literature, our study confirms the positive impact of financial deepening, trained human capital, and personal wealth level on nurturing entrepreneurship in local markets.

LITERATURE REVIEW

Built on a large body of literature that dates back to Joseph Schumpeter, research has highlighted the influence of a country’s financial development on the economic growth.8 Banking institutions are essential for economic development in that they play a crucial role in screening potential borrowers and allocating financial and real resources in an efficient way.9 Small businesses are extremely reliant on external financing to support their survival and long-term growth.10 The relation between the banking sector and small business financing has received great attention in developed countries, and the causal relationship has been well established in the literature.11 Given the importance of small business in economic development, we intend to investigate the effect of the banking sector on small business growth in an emerging country and provide further evidence.12

Small firms are known to be subject to “the liability of smallness.”13 According to Aldrich and Auster, the liability of smallness emerges from a lack of financial resources as well as a lack of strong support from creditors.14 Small firms cannot buffer themselves from market contractions. It often requires special efforts for small firms to get access to external financial resources that are available in their environment and to establish a stable exchange relationship with creditors.15

In this chapter, we explore some important aspects of banking sector development in facilitating the growth of small business. For example, Stein points out that the key distinguishing characteristic of small business lending is the “softness” of the information used in the decision making compared to large banks that rely more heavily on “hard” information.16 This suggests that large banks may shy away from relationship-based lending, preferring transaction-based lending, and that they are less likely to extend credit to small businesses, especially to small firms with almost no history. Empirical evidence has confirmed that larger banks have a lower fraction of small business lending in their lending portfolio.17 Therefore, we intend to examine how the presence of large banks in the loan market may affect the growth of small businesses.18

Traditional banking theory, which treats borrowers as a homogenous group, suggests that all borrowers will be better off with increased banking competition because banks in relatively highly competitive environments are forced to be more efficient and to do a better job in loan screening and monitoring to survive.19 However, bank competition is less favorable to new firms who suffer greater information asymmetries in general.20 In particular, a highly competitive banking market gives more opportunities for small businesses to switch across different lenders, thus reducing the incentives for an average bank to make costly efforts to acquire soft information to mitigate the greater information asymmetry of their small borrowers.21 Consequently, banks in competitive markets make lending decisions on a period-by-period basis and are less likely to extend credit to small firms associated with large information asymmetries. Therefore, a concentrated banking market is more likely to benefit small firms, and we expect that the effects of regional banking development on small business growth depend on local market concentration.

The current banking structure in China could be traced back to the late 1940s, when a new socialist banking system was established following the model from the Soviet Union. The central bank, the People’s Bank of China, was founded in 1948 and took responsibility for currency issue and monetary control. The banking system was dominated by four very large state-owned banks, which controlled about three-fourths of banking assets until the 1990s.22 Competition in the banking sector was limited because banks lacked sufficient incentives to make profits out of real business lending.

In the early 1990s, the central government began to reform the financial system in a fundamental way. The 1995 Commercial Bank Law of China officially specified the role of state-owned banks as commercial banks in accordance with market principles instead of in accordance with policy requirements. Additional changes were implemented after China’s entry into the WTO, in 2001, including the liberalization of interest rates and a relaxation of restrictions on equity ownership. In more recent years, the Chinese government has taken cautious actions to partially privatize its banks by selling shares to both domestic and foreign investors, and the gradual reform of the banking system in China and various regulatory changes have significantly increased competition among banks and bank efficiency.23 However, while a flourishing private sector has been significant to the economic development of China, the role of the banking sector in fostering small business growth is still inconclusive in existing literature.24 Given the size of the banking sector in China, it would be interesting to examine the development of the banking sector in local markets and its effects on small business growth.

In China, banking institutions play a particularly important role in shaping the development of small firms for the following reasons. First, with China’s underdeveloped capital market, most small firms are largely precluded from raising funds from such public resources as equity financing and public debt. Banks, therefore, are the main source of funding for small business owners in China. We argue that there is a dynamic interaction between small firms and banking institutions. Given the limited resources for which small firms are competing, small businesses’ funding tends to be rationed, and small businesses are subject to a screen for credit worthiness and for future prospects by banking institutions.25 Banks have an informational advantage in identifying potential borrowers and thus can nurture lending relationships with small firms.26 As both insider lenders and delegated monitors, banks have access to small firms’ information from the onset of a loan application, as well as to information from previous lending relationships, and so they are able to provide more effective monitoring at a lower cost.27

Second, it has been documented that China has grown by relying on unique, context-specific local institutional innovations, while the conventional mechanisms of growth, such as private ownership, protection of property rights, and reforms of political institutions, are not of central importance to China’s growth story.28 Given the unique institutional and political environment, the lack of organizational legitimacy increases the probability of failure of small firms. Organizations overcome the liability of smallness by establishing relationships with banking institutions, the major players in the economy, some of which are owned or partially owned by the government. In other words, banks function in the economic system as a certification of the quality and viability of small firms and increase the firms’ probability of successful commercialization of innovations.29

In addition, it is important to recognize “the existence of two Chinas—an entrepreneurial rural China and a state-controlled urban China,” which largely explains the success of the Chinese economy.30 The changing structure of traditional rural industries and the impact of those changes on rural communities have been the driving forces behind the revitalization of rural areas.31 The growth of small business in rural areas can promote local economic development by increasing employment, stabilizing the local environment, and transforming rural industries.32 Consequently, rural banking institutions (e.g., rural credit unions) may provide crucial financial support to rural small firms that leads to regional economic development. In this chapter, we empirically examine the development of regional banking in China, and we formally test the following hypotheses based on our earlier discussions. First, we hypothesize that small banks (proxied by rural credit unions) play a bigger role than large banks in fostering the growth of small businesses. Second, we hypothesize that long-term loans are associated with greater small business growth than short-term loans. Third, we hypothesize that the link between bank lending and small business growth depends on the level of bank concentration.

DATA AND METHOD

In a standard cross-country setting, it is very difficult to observe and control for the set of social and cultural variables that potentially play an important role in affecting financial intermediations. Therefore, researchers are often forced to compare a large number of countries that possess dramatically different legal systems and institutional settings, which play an important role in shaping the practice of financial institutions.33 For example, a bank’s ability to force repayment and the cost of contract enforcement can vary widely across sample countries. Consequently, cross-country comparisons are subject to “data comparability and functional equivalence.”34 To reduce the sample biases, we examine the role of bank financing in explaining small business growth using provincial data in China, which is one of the largest and fastest-growing transitional and emerging economies in the world. By using the subnational-level data, we are able to focus on the regional development of the banking sector and to largely avoid the data comparability issue in cross-nation studies because many institutional factors—such as diversity in historical experiences and cultural norms—are homogeneous for our sample regions.35 As a result, we construct a panel of 30 provinces (including four municipalities) in mainland China from 1998 to 2008.36

Measures of Small Business Growth

The National Bureau of Statistics of China (NBSC) provides various statistics on the number of firms in different size categories at the provincial level in their yearbooks. However, before 1997, the industrial statistics were based on types of ownership, and it is not until 1998 that the calibration of industrial statistics was changed from the types of ownership to the sizes of enterprises. Therefore, we are able to obtain aggregate information at the provincial level with a consistent definition of small business from 1998 onward.

The efficient operations of banking institutions require a careful screen of the credit worthiness and future growth prospect of small firms. Moreover, lending to small business is highly regulated by certain quotas set by the government in China, as dominating megabanks are state owned. This practice of the banking sector in China implies that banks have to shift their lending portfolios to allocate scarce financial resources to the most promising borrowers, which will further intensify the competition for bank loans by small firms. Given that environmental resources set a limit on population density, the growth rates of small business vary substantially within local markets because the number of organizations competing for the same pool of resources is constrained. We thereby use the growth rate of small business to investigate the effects of regional banking sector development.37 We define growth rate of small business as the percent change in the total number of small businesses (defined as firms with fewer than 300 employees):

Growth rate of small businessit = [image: Eqn_1.eps](1) 

where N represents the number of small businesses.

And we collect the information at the end of each year, denoted as t, for each province, denoted as i.

To validate our measure of small business growth, we construct an alternative output-based measure that emphasizes the gross domestic product (GDP) attributable to small businesses, which is calculated as the percent change in total output of small businesses:

Growth in output of small businessit = [image: Eqn_2.eps](2) 

where P represents the output of small businesses.

We recognize that these measures are not perfect and are subject to sample errors, but they are the best available proxies to our knowledge.

Measures of Regional Banking Development

We obtain the regional banking loans data from the annual issues of the Almanac of China’s Finance and Banking (ACFB) and collect GDP data from the annual issues of China Statistical Yearbook. Building on existing literature, we use several measures to capture regional banking development. Big Four loans/total loans is defined as the ratio of total loans made by the Big Four (China Construction Bank, Bank of China, Industrial and Commercial Bank of China, and Agricultural Bank of China) to total loans by all banking institutions (including credit unions). We use this variable to capture the presence of large banks in local markets, which are believed to have informational disadvantages in making loans to small businesses.38 The pecking order hypothesis indicates that firms have a preference order for financing choices, with great information asymmetry leading to more reliance on internally generated funds and external debt relative to equity issuance.39

Evidence has shown that small firms seek short-term secured loans rather than longer-term debt to satisfy their financing needs because of the existence of great information asymmetry and their inability to secure long-term debt at low cost.40 We thereby make a distinction between short-term debt and long-term debt and define two additional variables. Big Four’s ST loans/total ST loans is defined as the ratio of total short-term loans made by the Big Four to total short-term loans made by all banking institutions. Big Four’s LT loans/total LT loans is defined as the ratio of total long-term loans made by the Big Four to total long-term loans made by all banking institutions. As there is no nationwide credit score system in China, fund suppliers are generally lending to geographically proximate small businesses. More importantly, as rural small business growth is key to the success of China’s economic growth, we measure the ratio of loans made by all rural credit unions to total loans by all banking institutions as an additional explanatory variable capturing the regional banking development.41

Other Control Variables

The ratio of total bank loans to GDP is commonly used in the banking literature as a proxy for banking-sector depth, which measures the role and importance of financial intermediation in the economy.42 Following existing literature, we measure the quantity of bank lending as the ratio of total loans outstanding at the end of the year in the balance sheet of all banking institutions to total GDP in the region (termed as “total bank loans/GDP”). Moreover, taking asymmetric information into consideration, Petersen and Rajan argue that a concentrated market can foster entrepreneurship because banks are willing to subsidize entrepreneurial firms initially and recoup their cost in the long run.43 Therefore, we construct a Herfindahl-Hirschman Index (HHI) based on bank loan information to measure the competition at the local markets through summing up squared market shares for each bank. When there is only a single bank in a particular province, the HHI is equal to one. For a perfectly atomistic market, HHI will be quite close to zero.

We collect province-level information about GDP, education, and FDI data from the annual issues of the Statistics Yearbook of China. The real GDP growth per capita is defined as the percentage change of real GDP per capita, with price level adjusted to year 1990, and we use this variable at year t – 1 to control for regional economic development momentum and local business environment. In addition, real GDP per capita also serves as an indicator of personal wealth level, which signifies the personal commitments of small business owners in operating their firms.44

Foreign direct investment (FDI) can encourage small business development.45 It is also plausible that FDI may crowd out domestic small firms.46 Despite the ambiguous effect of FDI on small business growth, we measure the ratio of foreign direct investment to GDP as an additional control variable.

Armington and Acs document the positive relationship between college graduates and the number of newly formed small firms.47 Therefore, following their method, we calculate the proportion of the population with college degrees and use this as a proxy for the availability of trained human capital in the local area. The inclusion of these control variables is based on the natural link between broader economic development and small business growth discussed earlier.

Table 10.1 presents the summary statistics, and table 10.2 reports the pairwise correlation matrix of the variables used in the regression analysis. We find that the average growth rate of small business is 7.4 percent, with a standard deviation of 14.8 percent, while the average growth rate in output of small business is 21.7 percent, with a standard deviation of 20.5 percent during our sample period. It is noteworthy that the two measures capturing small business growth in local markets are strongly correlated with a correlation coefficient of 0.54 (p < 0.01).


Table 10.1 Descriptive Statistics




	

	

Variable Names



	

Obs



	

Mean



	

Median



	

Std. Dev.



	

Minimum



	

Maximum






	
(1)


	
Growth in number of small businesses


	
310


	
0.074


	
0.059


	
0.148


	
–0.562


	
0.639





	
(2)


	
Growth in output of small businesses


	
310


	
0.217


	
0.221


	
0.205


	
–0.438


	
0.752





	
(3)


	
Big Four loans/total loans


	
390


	
0.595


	
0.597


	
0.114


	
0.299


	
0.960





	
(4)


	
Big Four’s ST loans/total ST loans


	
390


	
0.669


	
0.676


	
0.208


	
0.137


	
0.991





	
(5)


	
Big Four’s LT loans/total LT loans


	
390


	
0.595


	
0.558


	
0.176


	
0.274


	
0.982





	
(6)


	
Rural credit union’s loans/total loans


	
390


	
0.104


	
0.103


	
0.052


	
0.011


	
0.289





	
(7)


	
Concentration Index


	
390


	
0.209


	
0.199


	
0.041


	
0.151


	
0.392





	
(8)


	
Insurance premium/GDP


	
372


	
0.020


	
0.018


	
0.011


	
0.000


	
0.099





	
(9)


	
Bank loans/GDP


	
399


	
1.084


	
1.009


	
0.510


	
0.086


	
8.425





	
(10)


	
Real GDP growth per capita


	
371


	
0.100


	
0.095


	
0.049


	
–0.070


	
0.327





	
(11)


	
FDI/GDP


	
357


	
0.029


	
0.015


	
0.032


	
0.000


	
0.169





	
(12)


	
College-degree holders/population


	
372


	
0.052


	
0.041


	
0.043


	
0.001


	
0.301







Table 10.1 presents the descriptive statistics of all variables used in the regression analysis. Growth in number of small businesses is calculated as the percent changes in total number of small businesses (defined as firms with fewer than 300 employees). Growth in output of small businesses is calculated as the percent changes in total output of small businesses. Big Four loans/total loans is defined as the ratio of total loans made by the Big Four (China Construction Bank, Bank of China, Industrial and Commercial Bank of China, and Agricultural Bank of China) to total loans made by all banking institutions (including credit unions). Big Four’s ST loans/total ST loans is defined as the ratio of total short-term loans made by the Big Four to total short-term loans made by all banking institutions. Big Four’s LT loans/total LT loans is defined as the total long-term loans made by the Big Four to total long-term loans made by all banking institutions. Rural credit union’s loans/total loans is defined as the total loans made by all rural credit unions to total loans by all banking institutions. Bank loans/GDP is defined as the ratio of total loans by all banking institutions to total GDP. Real GDP growth per capita is defined as the real-term GDP growth per capita. FDI/GDP is defined as the ratio of foreign direct investment to GDP. College-degree holders/population is defined as the proportion of the population with a college degree or higher education to the total population above age six. All of the variables are measured at province-year level.




Table 10.2 Correlation Matrix




	

	

Variable Name



	

(1)



	

(2)



	

(3)



	

(4)



	

(5)



	

(6)



	

(7)



	

(8)



	

(9)



	

(10)



	

(11)



	

(12)






	
(1)


	
Growth in number of small businesses


	
1


	
	
	
	
	
	
	
	
	
	
	




	
(2)


	
Growth in output of small businesses


	
0.5348*


	
1


	
	
	
	
	
	
	
	
	
	




	
(3)


	
Big Four loans/total loans


	
–0.1943*


	
–0.0611


	
1


	
	
	
	
	
	
	
	
	




	
(4)


	
Big Four’s ST loans/total ST loans


	
–0.3029*


	
–0.1855


	
0.7420*


	
1


	
	
	
	
	
	
	
	




	
(5)


	
Big Four’s LT loans/total LT loans


	
0.0433


	
–0.0254


	
0.4238*


	
0.2764*


	
1


	
	
	
	
	
	
	




	
(6)


	
Rural credit unions’ loans/total loans


	
0.2360*


	
0.2566*


	
–0.1741*


	
–0.1419


	
0.0588


	
1


	
	
	
	
	
	




	
(7)


	
Concentration index


	
0.2052*


	
0.1009*


	
–0.1689


	
–0.3021*


	
–0.1648


	
–0.3942*


	
1


	
	
	
	
	




	
(8)


	
Insurance premium/GDP


	
0.1505


	
0.0254


	
–0.1297*


	
–0.1156


	
–0.2673*


	
0.1526*


	
0.5112*


	
1


	
	
	
	




	
(9)


	
Bank loans/GDP


	
–0.0295


	
–0.0914


	
–0.0185


	
0.0569


	
–0.1031


	
–0.3372*


	
0.3714*


	
0.403


	
1


	
	
	




	
(10)


	
Real GDP growth per capita


	
0.2308*


	
0.2865*


	
–0.2087*


	
–0.2774*


	
–0.1546


	
0.2473*


	
0.0133


	
0.1633


	
–0.0103


	
1


	
	




	
(11)


	
FDI/GDP


	
0.1021


	
–0.0399


	
0.0008


	
–0.0319


	
0.2596*


	
–0.1816*


	
0.2950*


	
0.0792


	
0.1104


	
–0.1201


	
1


	




	
(12)


	
College-degree holders/population


	
0.1336


	
0.0965


	
–0.0739


	
–0.1819*


	
–0.1333


	
–0.3162*


	
0.7221*


	
0.7967


	
0.4424*


	
0.1528


	
0.2142*


	
1







Table 10.2 presents the pairwise correlation coefficients between each pair of variables used in the regressions with Bonferroni-adjusted significance levels. Coefficients that are associated with 5% significance levels (or lower) are indicated by *. See table 10.1 for the definitions of variables.



EMPIRICAL FINDINGS

While correlation analysis reveals certain patterns relating measures of regional banking development to small business growth, these results do not take into account potentially significant differences in economic environment and other demographic characteristics among the local markets. Therefore, we intend to uncover the relationship through regression analysis by controlling for a set of variables that capture various economic and demographic conditions in different provinces.

Fixed-Effects Panel Regressions

Table 10.3 presents regression results relating the growth rate of small business to various measures of regional banking development. It is plausible that unobserved characteristics in different provinces may be correlated to our variables of interest but are omitted from the regression model, which would in turn result in biased estimation based on pooled ordinary least squares (OLS). Therefore, we include province-fixed effects to control for the time-invariant heterogeneity at the province level. Indeed, the F-test of the null hypothesis that the constant term is equal across units leads to a rejection of the null hypothesis (p < 0.01), which suggests that there are significant individual (province-level) effects, and fixed effects models are thereby better specified than pooled OLS.

In column 1 of table 10.3, we enter our measure of Big Four loans to total loans, and the result indicates that the presence of large banks in local markets is negatively correlated with the growth rate of small business. The technology of lending to small firms differs fundamentally from the technology of lending to large, matured firms in the sense that loans to small firms are often made primarily on the basis of soft information generated from daily relationships.48 Large firms with established track records may have access to the public debt market, and they tend to borrow based on hard information. Moreover, small business loans may require tighter control and oversight because there is no nationwide credit score system to analyze the credit worthiness of small firms that are potential borrowers. As a consequence, the complex hierarchy in large banks increases the cost of relationship loans and, in turn, results in organizational diseconomies associated with small business lending. Our finding thereby is consistent with evidence documented in developed countries.49

In column 2 of table 10.3, we further make a distinction between short-term and long-term loans made by Big Four because of the inability of small firms to secure long-term debt and their high dependence on short-term debt.50 Note that an important characteristic of Chinese banking is that the majority of the loans were directed by the government toward large and state-owned enterprises, which suffer from soft-budget constraints because of a lack of efficient corporate governance.51 Our finding points out that the short-term loans made by the Big Four is the driving force of the negative relationship between large bank presence and small business growth.

There has been a long debate regarding the effects of bank competition and concentration on economic activities.52 A competitive banking market should benefit all borrowers, providing more loanable funds and lower interest rates. An important feature of small business lending is that small firms prefer to concentrate their borrowing at a single bank and strive to establish a long-term relationship.53 Relationship banking facilitates the collection of private information on the credit worthiness of small firms. However, fostering long-term relationships may not be easy in a competitive market because small firms have low switching cost to other banks. In other words, small firms moving on from their current lenders can switch to other banks with the established loan records. Therefore, in the first place, banks are unwilling to extend credit to small firms in competitive markets because there may be little public information available. Taking into consideration asymmetric information, Petersen and Rajan argue that, in a concentrated market, banks are willing to subsidize small business in the short run because they are able to recoup the cost in the long run.54 Therefore, we interact our measures of large bank presence with an HHI capturing the market concentration based on loan amount in columns 3 and 4 of table 10.3. Strikingly, we find consistent results that in highly concentrated markets, the participation of large banks helps to nourish small business growth significantly, which is supportive of the view of intertemporal rent sharing between banking institutions and small firms.

In the history of banking sector development in China, financial reforms in the rural areas were substantial, and the Chinese banking system has channeled a surprisingly high level of credit to the private sector since the 1990s.55 Rural financial reforms along with credit provisions to the private sector have helped to alleviate credit constraints on rural small business growth. We measure the credit supplied by rural financial institutions and report in table 10.3 a positive effect of rural credit unions on the growth rate of small business across all model specifications, regardless of market concentration.

Now we turn to other control variables. Continuous regulatory changes have been implemented gradually to promote a sound and competitive banking system. Major changes in the banking sector began with China’s entry into the WTO, in 2001, which was accompanied by the liberalization of interest rates, decreased restrictions on ownership, and increased operational freedom.56 Given that the credit markets in China are relatively large, we measure the ratio of total loans to GDP as an indicator of financial deepening. We document a significantly positive relationship between regional small business growth and financial deepening, which adds additional evidence to the Schumpeterian view.57

In this chapter, we use real GDP per capita to capture the average personal wealth at the provincial level. It is common practice in small business lending that owners of small firms use their own assets to guarantee borrowings and are personally liable for business debts.58 In addition, personal wealth (as represented by real GDP per capita) also serves as a commitment device to mitigate the loan loss exposure of lenders. Consequently, a higher level of personal wealth allows small business owners to negotiate better terms and thus plays a key role in determining the allocation of credit to small firms and their ultimate survival. Therefore, it is not surprising that real GDP per capita is significantly and positively associated with the new venture formation.

Without sufficient physical assets, the growth of small business is foremost a matter of human development. Human capital is composed of the body of knowledge and skill sets that reside within individuals. Abundant theoretical and empirical studies have shown the importance of knowledge and experience in enabling firms to successfully implement and adapt to changes in technology.59 In China, government strives to eliminate adult illiteracy by promoting basic education, especially in rural areas. The accumulation of human capital has been a significant source of small business development.60 In this chapter, consistent with the vital role of trained human capital, we find that small businesses are more active and more successful in areas where the average citizen is relatively more educated.


Table 10.3 Fixed-Effects Regressions of Growth in Number of Small Businesses




	

	

Dependent Variable: Growth in Number of Small Businesses






	

(1)



	

(2)



	

(3)



	

(4)



	

(5)



	

(6)








	
Constant


	
–0.280**


	
–0.232**


	
–0.027


	
–0.149


	
–0.141


	
–0.324





	
[–2.46]


	
[–2.21]


	
[–0.13]


	
[–1.01]


	
[–0.68]


	
[–1.69]





	
Big Four loans/total loans


	
–0.178*


	
	
–0.639**


	
	
–0.620*


	




	
[–1.86]


	
	
[–2.10]


	
	
[–2.02]


	




	
(Big Four loans/total loans) 3 Concentration index


	
	
	
2.154**


	
	
2.067**


	




	

	
	
[2.25]


	
	
[2.40]


	




	
Big Four’s ST loans/total ST loans


	
	
–0.086**


	
	
–0.292*


	
	
–0.369**





	

	
[–2.17]


	
	
[–1.92]


	
	
[–2.15]





	
(Big Four’s ST loans/total ST loans) 3 Concentration index


	
	
	
	
1.013*


	
	
1.349*





	

	
	
	
[1.86]


	
	
[1.80]





	
Big Four’s LT loans/total LT loans


	
	
–0.105


	
	
–0.076


	
	
–0.041





	

	
[–1.55]


	
	
[–0.21]


	
	
[–0.11]





	
(Big Four’s LT loans/total LT loans) 3 Concentration index


	
	
	
	
–0.123


	
	
–0.321





	

	
	
	
[–0.09]


	
	
[–0.22]





	
Rural credit unions’ loans/total loans


	
1.348***


	
1.353***


	
1.260***


	
1.266**


	
2.441*


	
3.521*





	
[3.12]


	
[3.11]


	
[2.94]


	
[2.60]


	
[1.85]


	
[1.97]





	
(Rural credit unions’ loans/total loans) 3 Concentration index


	
	
	
	
	
–5.489


	
–10.626





	

	
	
	
	
[–0.75]


	
[–1.28]





	
Concentration index


	
0.839**


	
0.751*


	
0.357


	
0.350


	
0.174**


	
1.236





	
[2.05]


	
[1.77]


	
[0.38]


	
[0.49]


	
[2.17]


	
[1.29]





	
Total loans/GDP


	
0.019**


	
0.021***


	
0.022***


	
0.022***


	
0.021***


	
0.021***





	
[2.73]


	
[3.22]


	
[2.82]


	
[3.42]


	
[2.85]


	
[3.57]





	
GDP per capita, real


	
0.437***


	
0.386***


	
0.415***


	
0.379**


	
0.421***


	
0.383**





	
[3.13]


	
[2.90]


	
[2.77]


	
[2.75]


	
[2.80]


	
[2.66]





	
FDI/GDP


	
0.461


	
0.523


	
0.388


	
0.481


	
0.305


	
0.333





	
[0.80]


	
[1.09]


	
[0.70]


	
[1.04]


	
[0.55]


	
[0.69]





	
College-degree holders/population


	
1.248**


	
0.969*


	
1.512**


	
1.090*


	
1.444**


	
0.936





	
[2.14]


	
[1.97]


	
[2.40]


	
[1.95]


	
[2.31]


	
[1.67]





	
Observations


	
296


	
296


	
296


	
296


	
296


	
296





	
R-squared: Adjusted:


	
0.264


	
0.273


	
0.266


	
0.270


	
0.265


	
0.272





	
 Within:


	
0.282


	
0.292


	
0.286


	
0.294


	
0.287


	
0.299





	
 Between:


	
0.072


	
0.053


	
0.035


	
0.028


	
0.040


	
0.034





	
 Overall:


	
0.168


	
0.184


	
0.139


	
0.163


	
0.139


	
0.160





	
F-statistic


	
28.106


	
40.656


	
33.267


	
43.120


	
36.553


	
57.865





	
rho


	
0.299


	
0.273


	
0.362


	
0.309


	
0.368


	
0.329





	
Corr(u_i, Xb)


	
–0.558


	
–0.487


	
–0.632


	
–0.538


	
–0.642


	
–0.573







Table 10.3 presents the fixed-effects panel regression results where the dependent variable is the growth in the number of new small businesses. The main regressors of interest are the banking market variables regarding the lending activities by the Big Four and rural credit unions and the concentration in the banking industry in each province. All of the regressions control for GDP per capital growth in real terms, FDI to GDP ratio, and proportion of population with college degrees among the total population over 6 years old. All right-hand-side variables enter the regressions in the one-year lagged term. Standard errors are clustered at the provincial level and are robust to misspecification of (i.e., allow for) intragroup correlation. The t-statistics are reported in brackets. Asterisks (*, **, ***) indicate significance levels of 10%, 5%, and 1%, respectively. See table 10.1 for the definitions of variables.



To test the robustness of our main findings, we use an alternative measure based on the GDP generated by small business. Using the output-based measure of small business growth, we replicate our analysis in table10.3 and report generally consistent results in table 10.4. We believe that this additional analysis further validates our findings reported in table 10.3.


Table 10.4 Fixed-Effects Regressions of Growth in Output of Small Businesses




	

	

Dependent Variable: Growth in Output of Small Businesses






	

(1)



	

(2)



	

(3)



	

(4)



	

(5)



	

(6)








	
Constant


	
–0.339**


	
–0.226*


	
0.124


	
0.031


	
0.378


	
0.159





	
[–2.12]


	
[–1.84]


	
[0.44]


	
[0.17]


	
[1.19]


	
[0.59]





	
Big Four loans/total loans


	
–0.118*


	
	
–0.964**


	
	
–1.007**


	




	
[–1.84]


	
	
[–2.08]


	
	
[–2.21]


	




	
(Big Four loans/total loans) 3 Concentration index


	
	
	
3.951*


	
	
4.143**


	




	

	
	
[1.96]


	
	
[2.14]


	




	
Big Four’s ST loans/total ST loans


	
	
–0.132*


	
	
–0.363*


	
	
–0.307*





	

	
[–1.79]


	
	
[–1.74]


	
	
[–1.88]





	
(Big Four’s ST loans/total ST loans) 3 Concentration index


	
	
	
	
1.250**


	
	
1.006**





	

	
	
	
[2.15]


	
	
[2.39]





	
Big Four’s LT loans/total LT loans


	
	
–0.055


	
	
–0.322


	
	
–0.347





	

	
[–0.58]


	
	
[–0.72]


	
	
[–0.72]





	
(Big Four’s LT loans/total LT loans) 3 Concentration index


	
	
	
	
1.275


	
	
1.419





	

	
	
	
[0.62]


	
	
[0.62]





	
Rural credit unions’ loans/total loans


	
1.676***


	
1.694***


	
1.514***


	
1.588**


	
–1.119


	
–0.052





	
[3.19]


	
[3.24]


	
[2.87]


	
[2.70]


	
[–0.59]


	
[–0.02]





	
(Rural credit unions’ loans/total loans) 3 Concentration index


	
	
	
	
	
12.235


	
7.731





	

	
	
	
	
[1.45]


	
[0.72]





	
Concentration Index


	
0.896**


	
0.675*


	
–1.298


	
–0.697


	
–2.483


	
–1.341





	
[2.40]


	
[1.76]


	
[–1.09]


	
[–0.74]


	
[–1.52]


	
[–0.90]





	
Total loans/GDP


	
0.002


	
0.003


	
0.008


	
0.007


	
0.009


	
0.008





	
[0.20]


	
[0.25]


	
[0.78]


	
[0.79]


	
[0.88]


	
[0.85]





	
GDP per capita, real


	
1.189***


	
1.109***


	
1.149***


	
1.075***


	
1.136***


	
1.072***





	
[4.88]


	
[4.91]


	
[4.54]


	
[4.69]


	
[4.54]


	
[4.73]





	
FDI/GDP


	
0.638


	
0.796


	
0.505


	
0.655


	
0.689


	
0.762





	
[0.68]


	
[0.91]


	
[0.57]


	
[0.80]


	
[0.81]


	
[0.90]





	
College-degree holders/population


	
2.141*


	
1.842


	
2.625**


	
2.312*


	
2.776**


	
2.424*





	
[1.93]


	
[1.68]


	
[2.22]


	
[1.94]


	
[2.36]


	
[1.99]





	
Observations


	
296


	
296


	
296


	
296


	
296


	
296





	
R-squared: Adjusted:


	
0.297


	
0.301


	
0.300


	
0.300


	
0.301


	
0.298





	
 Within:


	
0.313


	
0.320


	
0.319


	
0.324


	
0.322


	
0.325





	
 Between:


	
0.023


	
0.016


	
0.040


	
0.033


	
0.047


	
0.037





	
 Overall:


	
0.132


	
0.151


	
0.102


	
0.124


	
0.103


	
0.126





	
F-statistic


	
21.031


	
17.509


	
20.202


	
20.061


	
20.104


	
20.622





	
rho


	
0.347


	
0.321


	
0.424


	
0.379


	
0.421


	
0.372





	
Corr(u_i, Xb)


	
–0.606


	
–0.567


	
–0.688


	
–0.636


	
–0.681


	
–0.627











Table 10.4 presents the fixed-effects panel regression results where the dependent variable is the growth in output of new small businesses. The main regressors of interest are the banking market variables regarding the lending activities by the Big Four and by rural credit unions and the concentration in the banking industry in each province. All of the regressions control for GDP per capita growth in real terms, FDI to GDP ratio, and the proportion of the population with college degrees among the total population over 6 years old. All right-hand-side variables enter the regressions in the one-year lagged term. Standard errors are clustered at the provincial level and are robust to misspecification of (i.e., allow for) intragroup correlation. The t-statistics are reported in brackets. Asterisks (*, **, ***) indicate significance levels of 10%, 5%, and 1%, respectively. See table 10.1 for the definitions of variables.



IV Panel Estimation: A Robustness Check

One potential issue in our empirical tests is the endogeneity of loan ratios. To be specific, it is arguable that the proportion of Big Four loans to total loans, or the proportion of rural credit union’s loans to total loans, could be reversely affected by small new business growth. In the presence of an endogenous independent variable, neither OLS nor fixed-effects models could yield unbiased and consistent estimates because of the reverse-causality problem. Therefore, we use the instrumental variables (IV) approach to address this issue and obtain more consistent and unbiased parameter estimates.

As it is well understood, the efficiency and consistency of an IV estimator crucially depend on the selection of the instrument(s). A good instrumental variable in our study, ideally, would be strongly correlated with the independent variable to be instrumented (i.e., the loan proportions made by the Big Four or by rural credit unions) and uncorrelated with small business growth except through the role of bank loans. We use the ratio of total insurance premiums to GDP to instrument the loans made by the Big Four (or by rural credit unions) as a proportion of total loans by all banks. The reason that we believe this is valid IV is because it is well documented that the ratio of insurance premiums to GDP, which measures the relative size of the insurance industry in an economy, is in general highly correlated with popular indicators of financial depth or development61 and therefore should be highly correlated with the proportionate loans made by Big Four (or rural credit unions) in the banking system (the negative correlation between the financial depth in China and the proportionate loans made by Big Four has been well documented by studies, including Berger et al. and Hasan et al.).62 On the other hand, it is unlikely that the small business growth by itself will affect the increases in the insurance premiums in China.

Table 10.5 and table 10.6 report the two-step IV panel regressions (with fixed effects) of small business growth on various loan ratios and their interaction terms. Loan ratios such as the Big Four’s loans to total loans, the Big Four’s short-term loans to total short-term loans, the Big Four’s long-term loans to total long-term loans, and rural credit unions’ loans to total loans are all instrumented by the insurance premium to total GDP respectively in the IV regressions. In addition, the interaction terms between each of these loan ratios and the concentration index are instrumented by the interaction terms between insurance premium/GDP and the concentration index. Taken together, the IV estimations show largely consistent results with the fixed-effects estimations.

We also report some important specification tests for the IV estimators. In particular, because the p-values of the overidentification test (i.e., Hansen’s J statistic) are larger than 0.05, we cannot reject the null hypothesis that the excluded instruments are valid instruments, suggesting that the instruments are valid. In addition, given that the p-values of the underidentification test (i.e., Kleibergen-Paap rk statistic)63 are less than 0.05, we reject the null hypothesis that the excluded instruments are not correlated with the endogenous variables. We also report a heteroskedasticity-robust Kleibergen-Paap Wald rk F-statistic and draw conclusions regarding the weak identification hypothesis by comparing the F-statistic to the Stock-Yogo IV critical values at a 5 percent significance level.64 Given that the reported F-statistics across all regressions are larger than the 10 percent maximal IV size bias critical value, we reject the weak identification null hypothesis at a 5 percent significance level and conclude that our IV estimators have a maximum relative size distortion of 10 percent.


Table 10.5 IV Panel Regressions of Growth of Number of Small Businesses




	

	

Dependent Variable: Growth in Number of Small Businesses






	

(1)



	

(2)



	

(3)



	

(4)



	

(5)



	

(6)



	

(7)



	

(8)






	
Big Four loans/total loans, instrumented


	
–1.608*


	
–8.041*


	
	
	
	
	
	




	
[–1.84]


	
[–1.74]


	
	
	
	
	
	




	
(Big Four loans/total loans, instrumented) 3 Concentration index


	
	
39.916*


	
	
	
	
	
	




	

	
[1.83]


	
	
	
	
	
	




	
Big Four’s ST loans/total ST loans


	
	
	
–0.538*


	
–0.440*


	
	
	
	




	

	
	
[–1.92]


	
[–1.80]


	
	
	
	




	
(Big Four’s ST loans/total ST loans, instrumented) 3 Concentration index


	
	
	
	
4.132*


	
	
	
	




	

	
	
	
[1.84]


	
	
	
	




	
Big Four’s LT loans/total LT loans, instrumented


	
	
	
	
	
0.117


	
–1.178


	
	




	

	
	
	
	
[0.40]


	
[–1.59]


	
	




	
(Big Four’s LT loans/total LT loans, instrumented) 3 Concentration index


	
	
	
	
	
	
5.725


	
	




	

	
	
	
	
	
[1.63]


	
	




	
Rural credit union’s loans/total loans, instrumented


	
	
	
	
	
	
	
3.328*


	
0.619*





	

	
	
	
	
	
	
[1.92]


	
[2.05]





	
(Rural credit union’s loans/total loans, instrumented) 3 Concentration index


	
	
	
	
	
	
	
	
26.446





	

	
	
	
	
	
	
	
[0.66]





	
Concentration Index


	
1.582*


	
–20.853


	
1.827*


	
1.612


	
0.630*


	
–3.100


	
1.410*


	
–0.511





	
[1.88]


	
[1.57]


	
[1.85]


	
[1.61]


	
[1.77]


	
[–1.23]


	
[1.90]


	
[–0.12]





	
Total loans/GDP


	
0.044


	
0.091


	
0.021


	
0.004


	
0.015


	
0.027**


	
0.031


	
0.040





	
[0.50]


	
[0.70]


	
[1.11]


	
[0.16]


	
[1.49]


	
[2.31]


	
[0.85]


	
[1.02]





	
GDP per capita, real


	
0.800**


	
0.069*


	
0.965*


	
0.466**


	
0.646***


	
0.478***


	
0.203**


	
0.041*





	
[2.25]


	
[2.06]


	
[1.80]


	
[2.17]


	
[3.31]


	
[2.95]


	
[2.25]


	
[2.08]





	
FDI/GDP


	
–1.598


	
–1.764


	
–0.599


	
1.325*


	
0.242


	
0.148


	
0.037


	
0.267





	
[–0.26]


	
[–0.37]


	
[–0.19]


	
[1.77]


	
[0.36]


	
[0.21]


	
[0.04]


	
[0.22]





	
College-degree holders/population


	
4.861


	
7.264*


	
3.194*


	
0.685**


	
2.454**


	
3.223**


	
0.921


	
0.642**





	
[1.58]


	
[1.84]


	
[2.04]


	
[2.19]


	
[2.28]


	
[2.15]


	
[1.42]


	
[2.37]





	
Observations


	
296


	
296


	
296


	
296


	
296


	
296


	
296


	
296





	
Number of id


	
30


	
30


	
30


	
30


	
30


	
30


	
30


	
30





	
F statistic


	
28.526


	
25.625


	
23.798


	
25.996


	
24.041


	
28.875


	
27.869


	
24.06





	
Adjusted R-squared


	
0.149


	
0.180


	
0.180


	
0.151


	
0.179


	
0.149


	
0.120


	
0.180





	
Hansen J statistic of overidentification test


	
0.090


	
0.100


	
0.120


	
0.110


	
0.080


	
0.130


	
0.120


	
0.110





	
Underidentification test (p-value)


	
0.021


	
0.018


	
0.032


	
0.025


	
0.016


	
0.028


	
0.029


	
0.039





	
Weak IV test (K-P rk Wald F statistic)


	
20.548


	
25.198


	
27.476


	
20.672


	
18.630


	
19.576


	
23.872


	
25.098











Table 10.5 presents the IV/GMM estimation of the fixed-effects panel data models with possibly endogenous regressors, where the dependent variable is the growth in the number of new small businesses. The lending variables (which are entered into regression one at a time) are assumed endogenous and are instrumented by the ratio of insurance industry premiums to GDP. Correspondingly, the interaction terms of each one of the lending variables and the concentration index are instrumented by the interaction term between the insurance premium to GDP ratio and the concentration index. All of the regressions control for GDP per capita growth in real terms, FDI to GDP ratio, and the proportion of the population with college degrees among the total population over 6 years old. All right-hand-side variables (including the instrumental variable) enter the regressions in the one-year lagged term. Standard errors are clustered at the provincial level and are robust to misspecification of (i.e., allow for) intragroup correlation. The t-statistics are reported in brackets. Asterisks (*, **, ***) indicate significance levels of 10%, 5%, and 1%, respectively. See table 10.1 for the definitions of variables.




Table 10.6 IV Panel Regressions of Growth of Output of Small Businesses
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Table 10.6 presents the IV/GMM estimation of the fixed-effects panel data models with possibly endogenous regressors, where the dependent variable is the growth in output of new small businesses. The lending variables (which are entered into the regression one at a time) are assumed endogenous and are instrumented by the ratio of insurance industry premiums to GDP. Correspondingly, the interaction terms of each one of the lending variables and the concentration index are instrumented by the interaction term between the insurance premium to GDP ratio and the concentration index. All of the regressions control for GDP per capita growth in real terms, FDI to GDP ratio, and the proportion of the population with college degrees among the total population over 6 years old. All right-hand-side variables (including the instrumental variable) enter the regressions in the one-year lagged term. Standard errors are clustered at the provincial level and are robust to misspecification of (i.e., allow for) intragroup correlation. The t-statistics are reported in brackets. Asterisks (*, **, ***) indicate significance levels of 10%, 5%, and 1%, respectively. See table 10.1 for the definitions of variables.



DISCUSSION AND CONCLUSIONS

Banking institutions play an important role in channeling financial resources to small businesses and fostering lending relationships. This is particularly true in emerging countries, where small firms are generally financially constrained and have limited access to various sources of external financing because of a lack of track records or of assets-in-place to serve as collateral.

In this chapter, building on existing literature, we focus on a single emerging country, China, and use a panel of provincial-level data covering 30 provinces in China from 1998 to 2008 to investigate the effects of banking system development on regional small business growth. For this purpose, we construct various measures of regional banking development. We find that the proportion of large banks in the credit market (especially short-term loans) has a negative effect on small business growth. Our finding suggests that the dominance of large banks is associated with an unfavorable environment for small business growth, which is consistent with the view that large banks have an informational disadvantage in making lending decisions for small businesses. However, in highly concentrated markets, large banks are able to help finance small firms because they can subsidize and lock in small borrowers. In addition, we find that lending activities by rural credit unions greatly facilitate the growth of small firms. Our results also confirm the importance to small business growth of financial deepening, the availability of trained human capital, and the overall personal wealth level. In summary, our findings provide further evidence from an emerging and transitional country and establish a robust link between financial-sector development and small business growth.

Our findings and analysis in this chapter also provide important implications for policy makers and small business owners in China and beyond. They establish the crucial role of smaller financial intermediaries and argue that any future consolidation plans in favor of economies of scale and scope arguments associated with larger institutions may be counterproductive. The benefits associated with small banks and their local development focus outweigh any other alternative arguments.
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Small Firms in Transition Economies: Challenges and Opportunities

David Smallbone

This chapter is concerned with small firms in countries whose economies have recently emerged from central planning. This means that, in most cases, private business was actually an illegal activity, for example, in all former Soviet republics and some Central and Eastern European countries. Over the last 20 years or so, running one’s own business has increasingly become a global phenomenon, with some countries that were previously operating under central planning now embracing private business to varying degrees. As a result, an approach that ignores more fragile, and in some cases hostile, environments for small business is essential if we are to analyze the world as it is. This is important because the study of small business in transition conditions can be linked much more directly than it is into the mainstream of theory, which must be sufficiently robust to be able to form a basis for the analysis of the variety of conditions.

During the early years after the process of transition began, the study of small business in transition economies was viewed by many researchers as rather eccentric, partly because the empirical reality did not fit well with existing theories and also because some argued that the empirical data gathered at the time was often dubious. In addition, in the early years, the official statistical data on enterprises was far from perfect. One feature, for example, was the inclusion of a large number of businesses that were not trading and in many cases had never traded. This was a feature of the early transition conditions where some people registered businesses but actually never got them off the ground.

In addition, the collection of primary data was far from easy because of the hostility of officials and governments toward private business in some countries. Researching the topic was almost a clandestine activity. More importantly perhaps, there were questions about the reliability of some of the survey data, in particular its representativeness, given the absence or limitations of existing databases that could be used as a basis for a sampling frame.1 But this was a long time ago, and in recent years there has been a growing recognition of the need to pay more explicit attention to the context in which small business develops.2 This is not a new phenomenon, but it is certainly a new emphasis, given that some of the theories that were used in the past were rather devoid of context and tended to implicitly assume that external conditions were those of mature market economies. Small businesses are now developing in a variety of external conditions, which researchers cannot ignore.

It is also important to recognize that the term transition is potentially misleading because it implies that a country is shifting from one known state to another, specifically from central planning to a market-based system, whereas in reality some countries (e.g., Belarus) have not really moved toward a market system. The variety of transition contexts may be summarized in a simple threefold typology: first, countries that are republics of the former Soviet Union; second, countries that previously operated under central planning but are now members of the European Union (EU); and, third, China. Hence, a key theme running through the chapter will be the distinctiveness of the operating environment of small business in these three types of location. Of course, the distinctiveness of small business in transition conditions is not solely a result of the characteristics of the external environment; it is also affected by the characteristics and background of the population and of the entrepreneurs who emerge from that population.

THE TRANSITION CONTEXT

One of the main sources of the distinctiveness of small businesses in transition conditions is the nature of the external environment, particularly in the initial stages of transition, when instability and rapid change present particular challenges to the small business manager. Indeed, all business development results from an interaction between the internal characteristics of the business and of the small business owner on the one side and characteristics of the external environment on the other. But in countries that have emerged from socialism, it is the nature of the external environment that is the dominant influence, which explains why a growing number of researchers studying these countries have been attracted to institutional theory.3 Although there is a variety of external conditions in so-called transition economies, there are nevertheless a number of common features that they share. In some cases, privately owned businesses were illegal during the socialist period. In some countries this was absolute, while in others, such as Poland and Hungary, certain types of non-state-owned economic activity were tolerated. In Poland, for example, agriculture remained in private hands throughout the socialist period, and small craft businesses were also tolerated as long as they remained very small. This contrasted with the former Soviet republics and also with China, where all economic activity was publicly owned.

The centrally planned model included price setting, an absence of private property ownership, and a model of resource allocation based on administrative decisions rather than market forces. As a consequence, prices remained low while shortages of certain products were part of everyday life. Another shared feature between these countries can be found in the role of government, which, during Soviet times in the former Soviet Union and its satellites, involved government as dominant in every walk of life, as a financier and decision maker with regards to economic activity. This presented many challenges when the collapse of the Berlin Wall contributed to a process of change that resulted in a much more central role for the market, leaving government to change its role to that of a facilitator of economic development and of a regulator to ensure fair competition and a balance within society between economic and social policy objectives.

Other sources of distinctiveness include the characteristics and experiences of small business managers themselves, which typically involved a period of management in large state-owned companies (leading to the comment that this is perhaps not the best preparation for small business ownership), and the characteristics of the businesses, which initially were predominantly service businesses, with many of those in retail. This was partly because of the absence of many personal services during Soviet times, but it was also a reflection of the low barriers to entry for these types of activities.

One feature of small business development in transition economies, particularly in the former Soviet republics and in China, is the tendency for enterprises to evolve through different legal forms. For example, in the late 1980s, Russia and the former Soviet republics saw the toleration of cooperatives as a nonstate form of enterprise. This reflects what is politically acceptable at a given moment in time and may be more determined by local policy than national.

Another feature of the transition context is that a high proportion of businesses are started out of necessity and, it is often assumed, do not develop into much more than one- or two-person microenterprises. People who say that they started their business because of a lack of alternatives are categorized by the Global Entrepreneurship Monitor (GEM) as “necessity entrepreneurs,” which are distinguished from “opportunity entrepreneurs.” GEM is a database of the entrepreneurial activity, aspirations, and attitudes of individuals across a wide range of countries. It can be argued that the concept of necessity entrepreneurship is a weak one. There is no problem if its use is confined to the point when a business is actually created, but to go beyond that is potentially very misleading for a number of reasons. For example, empirical evidence shows that some people in transition economies who start businesses for necessity-driven reasons actually become very entrepreneurial as new opportunities present themselves. So the issue is more about the lack of opportunities when they start-up rather than their own motives. Some people learn, which means that the experience of running a business for one or two years may result in business owners raising their expectations above those that they had when they first started their businesses.

Moreover, particularly in the early stages of transition, the environment itself can change very rapidly. As a consequence, regardless of the reason that an entrepreneur started a business, changes in the external environment can result in new business opportunities presenting themselves. Not surprisingly, therefore, case study evidence shows that some of the people who say that they started their business out of necessity become opportunity driven as external conditions improve.4

SMALL FIRMS IN THE FORMER SOVIET REPUBLICS

In this section, we deal with countries where the environment for small business is typically difficult, where government either has little interest in promoting and supporting small businesses or does not have the technical knowledge and capacity to provide the framework conditions to facilitate business ownership. While not confining discussions to a single country, we will feature the Russian Federation as the largest economy in this group of nations. Although it is not the most hostile environment for private business among the former Soviet republics, Russia may be used to illustrate many of the issues facing this group of countries.

A Low Level of Small Business Activity

The difficult environment for small business is reflected in low rates of new business start-up and low levels of business ownership, both of which are well below those countries in the other two groups. It has to be kept in mind that until the collapse of the former Soviet Union, in all Soviet republics, private business was illegal because the law protected the state-owned monopolies. As a consequence, there are still large sections of the population in these countries who view small business ownership as a criminal activity and not something to be supported. But alongside such attitudes are entrepreneurial people interested in responding to the opportunities for starting and running a business in the new economic systems in their countries.

Figure 11.1 illustrates the size structure of enterprises in the Russian Federation and in other selected countries and highlights the higher proportion of economic activity still in large companies compared with new member states of the European Union and mature market economies.

Unlike in Central and Eastern European countries that have emerged from central planning to show many of the characteristics of market-based economies, the pace of privatization of state-owned companies in the former Soviet republics has been slow. This has implications for the development of small business, where a degree of crowding out may be identified, particularly in some of the less prosperous regions. At the same time, data drawn from a 2011 study by GEM suggests there is a considerable latent supply of people interested in starting and running their own businesses. However, one of the barriers to actually achieving this lies in the need for upskilling those people with a desire to start their own businesses to equip them for the day-to-day operational issues that they will face. At the same time, there is a feeling that these Russian potential entrepreneurs have an inflated view of the skills and resources available to people starting up their own businesses in mature market economies.
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Figure 11.1 Enterprises by Size Class, 2008 or Latest Available Year

Note: These size classes used in the figure above are those normally distinguished in the European Union. In terms of the number of employees: micro 1–9 employees, small 10–49 employees, medium 50–249 employees, and large 250+ employees.

Source: Adapted from data available in OECD (2012) and Rosstat (2011).



According to the census of small and medium enterprises (SMEs) in 2011, SMEs in Russia (including individual entrepreneurs) employ a total of 19 million people, including working family members, partners, and employees.5 While 19 million jobs make a significant contribution to job generation in the Russian economy, it appears modest when compared with other countries. In the United Kingdom, for example, 4.5 million SMEs employ an estimated 23.4 million people with an estimated combined annual turnover of 31.5 billion pounds. In addition, data from the GEM study suggests that there is a low involvement of Russians in creating businesses. In other words, not only is there a lower level of small business activity but many of the businesses that are created employ few, if any, people, and they are fairly marginal and of low viability.

Just as with the rates of business start-up and business ownership, Russia also has a very low rate of self-employment. As figure 11.2 shows, only 7.3 percent of workers in Russia were self-employed in 2008, compared to an average of 15.8 percent of all OECD (Organization for Economic Co-operation and Development) countries. At the same time, starting from this low base, unlike most OECD countries, Russia has experienced a recent growth in self-employment, which is partly a survival strategy of people who cannot find any other means of earning income, although it does also demonstrate a degree of entrepreneurship. The survey referred to above shows more similarities than differences between attitudes toward self-employment in Russia and those within EU countries.6 For example, when asked if they would prefer to be self-employed rather than employed, 39 percent of respondents in Russia answered in the affirmative compared with 37 percent in EU countries. Similarly, when asked why this was so, 60 percent of the Russian respondents said they wanted personal independence or self-fulfillment, which was very similar to the 62 percent reported in the European Union.
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Figure 11.2 Self-Employment in Russia and Selected Countries

Source: Adapted from data available in World Bank, World Development Indicators Database.

Where there was a greater difference between Russian and EU respondents, however, was with regards to whether self-employment was seen as a desirable option; in this case, 43 percent of Russian respondents suggested that it was, including 16 percent who saw it as very desirable. This compared with response in the EU countries, where just 32 percent saw self-employment as desirable, including 11 percent who saw it as very desirable. Clearly the pattern of response is affected by alternative job opportunities, but it also reflects the fact that Russian people have only relatively recently been able to participate in the self-employment option. One of the implications of this pattern of response is the need to explain why more people in Russia did not go ahead and actually become self-employed. In Russia, this was explained mainly in terms of the risk of bankruptcy and the associated risk of losing one’s home as a result of failure. In Russia, 53 percent of respondents gave this as the reason that they did not go ahead, compared with the lower 43 percent within the EU countries. Russians also saw more practical problems, which they tended to associate with their own lack of skills—in other words, a doubt as to whether they would be able to succeed in such a venture.

Finally, some 25 years after the collapse of the former Soviet Union and the start of the transition process, survey evidence from the GEM study provides a picture of attitudes toward small business activity in the population.7 Among those members of the adult population surveyed who were not currently small business owners, two-thirds stated that they did not have sufficient knowledge and experience to undertake entrepreneurial activity, and 81 percent were very pessimistic about the conditions for starting a business. These results are not encouraging, particularly given the low levels of new business creation in these countries, but they point toward a need to improve the external environment for small business, particularly with regard to the institutional frame and the behavior of institutions within it.

A Challenging Environment for Small Business

The Russian business owner faces many deficiencies in the external environment for entrepreneurial activity. In some cases, the deficiencies reflect the absence of key institutions, but more typically, they represent behavioral characteristics of these institutions. Passing legislation to provide a legal basis for institutional change is in many ways the easy part; much more difficult is to get these institutions to behave in a market-oriented way when a high proportion of the staff have no experience in working with private business and many of them have very negative views about entrepreneurial activity, which are inherited from the past when such forms of small business ownership was actually illegal.

Evidence of the barriers that Russian business owners consider to be the main constraints that they face can be drawn from the 2012 International Finance Corporation (IFC) Enterprise Survey.8 The results show that out of the 15 areas of the business environment identified in the survey, private businesses in Russian cities identified tax rates as the biggest obstacle, followed by access to finance, and then corruption. More than 36 percent of respondents reported tax rates as their biggest obstacle, compared to around 10 percent of firms in other countries surveyed; 15 percent ranked it as the biggest obstacle, and more than 8 percent decided corruption was their biggest obstacle in their business environment.

Another feature of the environment for small businesses in Russia is the size and scope of the informal economy. Russia has one of the largest informal sectors in the world. It is one aspect that is inherited from the former Soviet times and which has been exacerbated by high levels of taxation and, more importantly in the early years, by frequent changes in the tax regime, which has made it difficult for firms and entrepreneurs to comply with the law while making a profit. This would force many entrepreneurs to operate, at least partly, in the black economy to survive. So, although a business might be registered and declare some of its revenue for taxation, its reporting would be partial, and it would typically employ between a quarter and one-fifth of its workforce non declared.

The informal economy is important for a number of reasons. On the one hand, the informal economy can be a breeding ground for entrepreneurs by increasing social inclusion, but on the other hand, it is illegal and runs the risk of undermining the survivability of businesses that are fully compliant with the law. Reducing the size of the informal economy is difficult because it involves increasing the policing of existing regulations, which is a challenging exercise because of the scale, location, and ease of entry of informal markets. Informality is a regular feature of economic activity in transition economies, although the distinction between formal and informal can be rather blurred. For example, a business may be registered and may be compliant with registration requirements yet be forced to operate at least partly informally to have any possibility of generating profits. Legal registration combined with noncompliance with tax laws is a regular feature. According to a study undertaken by the International Labour Organization (ILO) in 2011, Russia had 7.78 million jobs in the informal economy, which represented 12 percent of total nonagricultural employment; so, it made a significant contribution to the country’s economy.9

Not surprisingly, perhaps, one of the findings of the ILO study was that informal employment tends to be negatively correlated with income per capita and positively correlated with poverty. This is not a feature confined to Russia but much more generally. What it means is that informal economic activity is important in poorer countries because it contributes to social and economic inclusion. Hence, from a policy point of view, it is not advisable for the authorities to adopt an entirely negative stance toward the informal economy because an approach focused on policing it out of existence will result in even more poverty. Strategies for reducing informal economic activity need to be balanced and not to be simply a policing exercise.

Given the enormity of the institutional change required as economies shift from central planning toward market-based systems, it is hardly surprising that institutional deficiencies are a common phenomenon. Together with behavioral patterns inherited from the past, this often contributes to a high level of corruption. A simple example is deficiency in the drafting of legislation, which can leave too much discretionary power to those responsible for interpreting it. A large amount of discretionary power inevitably breeds corruption. Evidence drawn from IFC surveys of enterprises in Russia, together with Russia’s position in the Index of Economic Freedom, suggests that corruption is endemic in the country, but, at the same time, Russia is far from the worst country in this regard. For example, in the context of the Index of Economic Freedom (which is based on a scale of 0 to 100; 0 meaning that the country is perceived as highly corrupt and 100 meaning that the country is perceived as being very clean), Russia has a score of 51 against a global average of 59.6 and is ranked 133 out of 177 countries on the 2013 index.

As well as establishing the basic framework conditions for private business activity, government also has an important role in providing a framework for a specialist infrastructure to encourage and support innovative activity. Indeed, one of the current policy priorities of the Russian government is the promotion of innovation, recognizing the importance of innovation and the competitiveness of firms and also, of course, the innovative performance of the Russian economy as a whole. As far as SMEs are concerned, the innovative performance is hampered by the absence of a market-oriented innovation system. In common with other former centrally planned economies, building in a market-oriented innovation system is necessary because the innovation system that existed before was not one that focused on individual firms but rather on emphasizing national military effort with an associated concentration of expenditure on research, development, and innovation resting with state-owned research organizations and in state-owned companies. In other words, one of the key characteristics of the environment for business in contemporary Russia is an underdeveloped innovation system. Another indicator of innovation drawn from the GEM study is the level of involvement of SMEs in high-technology sectors, which in Russia is low.

To summarize, placed in an international context, small business ownership in Russia is underdeveloped, which is reflected in low business densities per head and little sign of any major shift in attitudes toward small business ownership on the part of the population at large. The low level of small business activity, with a corresponding larger share of medium and large enterprises than in many other countries, reflects a relatively slow pace of structural reform. During Soviet times, the economy was dominated by large state-owned entities, and in comparison with most Central European countries, the pace of privatization and reform of these large state-owned companies has tended to be relatively slow.

Even in Russia, there are some signs of change. For example, as table 11.1 shows, while Russia scores poorly on the ease of doing business index overall and significantly worse than both Poland and China, the environment for new business start-up is more facilitating, involving less time and money.


Table 11.1 Doing Business and Starting a Business in 2014




	

	

Russia



	

Poland



	

China






	
Doing business rank


	
92


	
48


	
96





	
Starting a business rank


	
88


	
116


	
158





	
Procedures (number)


	
7


	
4


	
13





	
Time (days)


	
15


	
30


	
33





	
Cost (% of income per capita)


	
1.3


	
14.3


	
2





	
Paid-in min. capital (% of income per capita)


	
1.2


	
12.6


	
78.2







Source: Table compiled by the author on data supplied by the World Bank’s Doing Business 2014.



SMALL FIRMS IN THE NEW MEMBER STATES OF THE EUROPEAN UNION

In this section, the focus is on countries that previously operated under central planning but are now members of the European Union. These are mainly located in Central and Eastern Europe, including Poland, Hungary, Czech Republic, Slovakia, Slovenia, Bulgaria, and Romania, but they also include the three Baltic states that were previously Soviet republics. While sharing a contemporary EU context, the conditions in the countries somewhat varied when their transitions started in 1989–1990, and the transformation processes that have been adopted, such as in the privatization models, have also differed. There are also some differences between these countries in what was tolerated during the Soviet period. In most cases, as in former Soviet republics, private business activity was illegal, leaving state-owned companies holding monopoly power.

In cases such as Poland, however, there were forms of private enterprise that were tolerated during the Soviet period. The whole of agriculture, for example, was in private hands rather than those of the state, as it predominantly was in other countries. In Poland, small craft firms were also tolerated during the Soviet period. Craft is defined as a type of economic activity in which the craftsman (owner of the firm) participated directly, performing the same operations as the employees that he hired.10 However, these businesses were tiny. They were typically manufacturing firms in sectors such as engineering and only employed two or three people. As one would expect, the pace of transformation and market reform has been faster in these countries where some private enterprise already existed than in those former Soviet republics where it did not. This is particularly reflected in a more rapid process of institutional change, reflecting the EU influence, bearing in mind the influence of institutions on entrepreneurial behavior.

Rising Levels of Small Business Activity

As in the case of the former Soviet republics, a single country will be used to illustrate wider issues. In this case, the country is Poland. In Poland, the process of administrative reform, which made private enterprise legal, began in 1981 (some years ahead of when the process started in former Soviet republics). As already mentioned, there was also some private enterprise that was tolerated during Soviet times. In addition, the large expatriate Polish community, particularly in the United States, became a source of finance, which therefore gave Poland certain advantages compared to other former centrally planned economies. The result is that Poland saw very rapid growth in the number of small firms during the 1990s, although the period between 1991 and 1993 saw the real explosion. It is important to stress that this was not directly a result of government policy but rather that there was an initial take-up of opportunities in personal services that were neglected during Soviet times. These were also typically activities with low entry barriers, although as the number of firms entering these markets contributed to increasing competition, the number of new businesses in these economic activities began to decline.

The number of registered enterprises in Poland grew rapidly after 1991, when the administrative reforms, which made private business legal in Poland, were complete. In fact, between 1991 and 2007, the number of registered firms almost tripled to 3.68 million. But, at the same time, these data include some inactive enterprises, which have been a misleading aspect of the official data in former centrally planned economies. Although not as large in scale, part of the environment for business in Poland is informal, or gray sector, business. The Polish Statistical Office estimated that in 2007 the gray economy in Poland represented 14.7 percent of gross domestic product (GDP), although estimates produced by Schneider et al. were approximately twice this level.11 However, as official documents do not refer to the number of informal enterprises, it is not clear as to precisely what the size of this activity is. Sectors where informal activity is most prominent are in construction, small restaurants, retailing, and food processing. In Poland, there is a clear need to develop small business activity because of the difficult labor market conditions and the consistently high level of unemployment, which, as in most countries, affects some regions worse than others.

Encouragingly, in Poland, courses and modules in entrepreneurship were introduced as mandatory elements of the education system at the secondary and vocational levels back in 2004. This means that the idea of small business ownership as a career option is systematically introduced to young people through the education system.

Table 11.2 shows the size structure of enterprises in Poland. Poland is often presented as a success story in terms of the rapid growth of small private companies in the period since transformation began. As a consequence, SMEs in Poland contribute 69 percent of employment, nearly 60 percent of sales turnover, and 56 percent of value added in the Polish economy.12 High entry and exit rates suggest considerable dynamism, which has contributed to the diversification of the Polish economy since the collapse of central planning; nevertheless, the SME sector appears weak in many respects. As in many other transition and developing countries, Poland suffers from the missing middle, with the SME sector mainly comprising microenterprises.


Table 11.2 Distribution of Active Enterprises in Poland, 2007




	

Size Class



	

Number of Enterprises



	

Percentage of Total Enterprises






	
Micro (0–9)


	
1,713,194


	
96.4%





	
Small (10–49)


	
45,184


	
 2.5%





	
Medium (50–249)


	
15,452


	
 0.9%





	

Subtotal



	

1,773,830



	

99.8%






	
Large


	
3,256


	
 0.2%





	

Total



	

1,777,086



	

100%








Note: Employment figures from CSO enterprise survey data differ from Labor Force Survey figures.

Source: Data supplied by PARP 2008 from CSO figures.



The relatively small number of firms in the 10–49 employee class is a sign of weakness and may reflect growth constraints facing firms that are currently in the microenterprise category. An OECD (forthcoming) report, “Review of SME and Entrepreneurship Issues and Policies in Russia,” refers to survey evidence that shows a lack of strategic thinking and of professional management in SMEs, which contributes to the weaknesses described. At the same time, this comment may be applied in many countries where these characteristics are viewed as typical of the SME sector.13 From the perspective of SME owners and managers, EU membership offers some new market opportunities, although many face the prospect of higher levels of competition in the domestic market. But, in view of the fact that most of Poland has some form of EU-assisted area status, the combination of finance and financial and technical assistance referred to above is potentially an important mechanism for facilitating economic change. The picture painted by the OECD is one of poor management quality across the sector, with the majority of SMEs focused on survival rather than growth.

An Improving Business Environment

A key element in the improving business environment is EU membership, although it is not a magic wand. On the one hand, it presents new market opportunities for some SMEs (which no longer have to cross tariff barriers to sell into other EU markets), but on the other, it means that Polish companies, which during Soviet times were protected against most sources of competition, no longer have this protection. The real benefit of EU membership is that it gives access to funds that can be used for modernization and restructuring. It also gives access to technical advice and assistance. One of the features of EU-funded restructuring, capacity-building, and modernization projects is that they typically involve international teams. This is potentially significant in a context where the development models that are used in individual EU countries are varied and can therefore be used to demonstrate the heterogeneity of market-based systems.

Various changes, which specifically result from World Trade Organization membership and, in some cases, from EU participation, have been made to improve the business environment through the transformation period. At the same time, there are ways in which EU membership makes life more difficult for small business owners. For example, while the European Union has encouraged member states, including Poland, to initiate administrative simplification and an improvement in the regulatory burden, at the same time, countries joining the European Union have been required to meet new regulatory standards, which has resulted in new regulations. But overall the environment is one that is facilitating small businesses, particularly for those owned and managed by people who have ambitions to develop their business.

As one might expect, new members of the European Union, such as Poland, look more like mature market economies every day, particularly with regards to the pace of privatization, the removal of price controls, and a general freeing up of the supply side of the economy. But, at the same time, there are some aspects of the reform process that are particularly challenging. One is the need, shared with other transition economies, to build market-oriented innovation systems in which the firm is the focus of innovative effort. At the same time, a cautious path needs to be followed because one cannot expect countries that are still engaged in such major restructuring processes to operate entirely on market-based principles. While the more established mature market economies may no longer favor the use of financial grants to businesses because of market distortion effects, in countries that are still engaged in such major transformations, this is likely to remain a necessity, at least in the short term.

Since the collapse of the Soviet Union and the beginning of the transition to a market economy, the Polish economy has been significantly transformed. The main elements of a market economy are in place; most economic activities are carried out by private businesses or individuals through membership in the European Union and World Trade Organization. Not surprisingly, however, Poland still lags behind most of its EU and OECD partners. Income levels are low, and there is a desperate need for ongoing improvements in the country’s infrastructure. Nevertheless, EU membership offers resources to address these issues. Moreover, the growth of the small business sector has been one of the sources of dynamism during the transformation period. Apart from East Germany, Poland is the largest of the former centrally planned new member states. As a result, its allocation of structural funds represent approximately one-fifth of the EU total.

Unlike Russia, countries such as Poland and their new EU member counterparts have successfully installed the basic framework conditions for small business, which include such institutions as courts of law, banks (as suppliers of finance for business), regulatory bodies, and representative organizations of entrepreneurs and businesspeople. One of the main differences between the new member states of the European Union and the former Soviet republics that have remained outside it is with respect to framework conditions, and in this regard Russia is not the worst example. Basic framework conditions are based on the policies that allow private business to legally exist. They may include private property rights, market-based institutions, a commercial banking system, company and business law, a code of business ethics, a liberal trade regime, and market-based supply of inputs goods and services.14

Certain framework conditions are particularly relevant to small business development. These include straightforward and inexpensive procedures for licensing and regulation, a transparent tax system, stable legislation (which means that the parameters are not continually changing), and a business support system (which includes professionally managed development agencies as well as self-governing organizations such as chambers of commerce). Both groups of countries may have chambers of commerce, but in the former Soviet republics, these are often still primarily arms of government rather than independent representative organizations in the way that the Western democracy has tried to promote them. Clearly, the difference impacts whose interests are being promoted.

The difference between former Soviet republics and EU member countries is not completely black and white. For example, as table 11.1 shows, while Poland is significantly more favorably ranked on the overall ease of doing business index, it lags behind Russia in the rankings for ease of starting a new business. The public sector in Poland is very bureaucratic, and the rank of 116 reflects the fact that it takes 30 days on average to complete the start-up process, which is almost as long as in China and is almost three times as long as the OECD average. Starting a business is also an expensive process in Poland in comparison with the OECD average. So, while Poland represents a reasonably facilitating environment for small business development in many respects, as far as start-ups are concerned, there is some way to go to meet the standard of a modern market economy.

In Poland, there is a multiplicity of organizations involved in business support of different kinds. One estimate suggested that it reached 3,000. As a consequence, most of these organizations are seriously underresourced, which clearly influences their effectiveness. Another example relates to the lobbying function, which in market economies is an important way in which business interests are represented with public authorities. The lobbying function is something that needs to be learned and for which people need to be trained, and it has taken time for this to develop in the country.

Clearly, as a member state of the European Union, Poland has access to EU markets as well as to resources to enable businesses to modernize with a view to improving their competitiveness. In this regard, countries such as Poland have an advantage over those former Soviet republics. It also needs to be recognized that SMEs in Poland have many weaknesses. These include a need to modernize equipment as well as the skills and attitudes of the staff managing the businesses. One problem that both new member states of the European Union and other former Soviet republics share is the need to build a market-oriented innovation system in the larger countries at a regional as well as a national level. In the case of Russia, the need is recognized, although so far little has been done to facilitate improvement. In the case of most of the EU member states, this is an ongoing policy priority.

The case of Łódz in Central Poland can be used to illustrate this point. Łódz is a long-established clothing manufacturing city in desperate need of restructuring. One of the local universities in Łódz has been responsible for attracting some 12 million euros of EU funds into the city and for leading the business community toward a restructuring plan. In the case of Russia, access to supranational resources does not exist, neither in terms of finance nor in terms of technical knowledge. In this respect, although the former Soviet republics and new member states of the European Union share a common problem, their ability to respond to it is not the same. So, while the SME sector in Poland and other new member countries have many weaknesses, they also have the advantage of having access to resources to enable them to change this.

Rogut and Piaseski identify not only a number of key barriers to starting a business that potential small business owners face but also barriers to subsequent business development.15 The former include complex tax laws, which lack clarity in terms of what business owners are expected to pay, and a variety of administrative barriers, making the life of a potential entrepreneur more difficult. Barriers to subsequent business development include market-related constraints associated with poor management quality and a continuation of regulatory gaps and distortions.

Nevertheless, despite these constraints, Polish people have demonstrated considerable entrepreneurial flair as the start-up rate in Poland is not significantly different from that in the rest of the European Union. The case described by Rogut and Piaseski illustrates well this skill in small business development. Unlike Russian people, the Polish appear to feel much less constrained by a lack of technical management knowledge and skill, instead making the ideal of learning by doing explicit in their actions.16 Of course, Poland has the previously mentioned advantage that when it began its transition, it had more of a tradition of private enterprise, including some that was tolerated during the centrally planned period. Russia, in contrast, had never been through such conditions, having moved from feudalism into socialism with the 1917 revolution, so private business activity had been largely ignored.

SMALL FIRMS IN THE PEOPLE’S REPUBLIC OF CHINA (PRC)

The third category in our classification of different types of transition economy only has one country in it: China. The identification of this category is justified by the fact that although China shares some features with other transition economies, there are also major differences that lead some people to talk of the Chinese way to the market.

China’s gradual and controlled way to the market may be illustrated with reference to a number of characteristics of the process of SME development in the country. As a consequence, an important part of the context for small business development in China is the gradualist approach used by the Chinese government to introduce market mechanisms into the economy. In the first place, legislative changes came several years after Deng Xiaoping made his famous speech in 1978 that left the door open for private-sector development. This meant that if things had not worked out satisfactorily from the Communist Party’s perspective, it would have pulled back, as it had the ability to do so. One of the key features of the historic development of non-state-owned enterprises in China, which illustrates the step-by-step approach favored by the Chinese Communist Party, is the experience with the Township and Village Enterprises (TVEs).

TVEs are market-oriented public enterprises under the influence of local governments based in townships and villages in China. At one point in time, they were the main way in which nonstate small business was being introduced to the Chinese economy. In the period between 1978 and 2003, the number of TVEs is reported to have increased by around 20 percent per annum, to reach 21.85 million in number, employing 135.7 million people and contributing 30 percent of national GDP.17 However, contrary to what some observers seem to think, the days of the TVE are over, and the vast majority of them are now restructured into conventional private companies.

An Explosion of Private Business Activity

As shown by figure 11.3, the growth in the number of non-state-owned enterprises in China is impressive by any standards. Between 1990 and 2006, the number of private enterprises increased by 50 times, from 98,000 in 1990 to approximately 4.95 million in 2006. Furthermore, between 1990 and 2006, the number of people employed by private enterprises increased by almost 38 times, from approximately 1.7 million in 1990 to approximately 64 million in 2006. This can be legitimately described as an explosion by any standards.
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Figure 11.3 Growth of Enterprises in China, 1990–2006

Source: China Statistical Yearbook (2000–2006)



The explosion of private business activity in China is impressive. The GEM monitor enables us to capture some data that describes the attitudes of the population toward entrepreneurship and business ownership. Because Poland and Russia were also participants in the GEM project, it is possible to compare China with the other two countries featured in this chapter. As table 11.3 shows, a much higher percentage of Chinese people saw opportunities for business ownership, almost twice as many as in Russia and more than in Poland. About one-third were confident that they had the capabilities to start and run their own business, which was significantly lower than in Poland but more than in Russia.

The GEM study also included indicators of the population’s attitudes toward private business.18 Almost three-quarters (70 percent) of Chinese respondents to the survey viewed small business ownership as a good career choice. While the Chinese results were the highest in this regard, small business ownership as a career choice was viewed positively by respondents in all three countries. The final indicator refers to the nature and extent of media attention to business ownership and entrepreneurship. In China, 71 percent of respondents viewed media attention in this regard as positive, compared to 59 percent of Polish respondents and 49 percent of Russian respondents. As a consequence, the results overall show China in a more positive light than the other two countries in terms of the attitudes toward small business ownership and entrepreneurship and also the emphasis placed by the media on successful business owners.


Table 11.3 Entrepreneurial Attitudes and Perceptions in 2012
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Source: GEM Global Report 2014.









We have also drawn on the GEM study for indicators of entrepreneurial activity. Once again, because Russia, Poland, and China are all included in the GEM 2014 report, it is possible to use the report to make some comparisons among the three countries. Table 11.4 describes four indicators of entrepreneurial activity. First, the level of nascent entrepreneurship, which refers to the percentage of the population between 18 and 64 years old that is currently involved in starting a business, either as owners or co-owners. The table shows that China has significantly more than both Russia and Poland in this category. The second indicator is the level of new business activity, which describes the percentage of the population of adult age that are currently business owners. Once again, China reports a significantly higher proportion than either of the other two countries. The third indicator, and the key one as far as the GEM project is concerned, is the level of total entrepreneurial activity (TEA). As in the first two cases, China again shows a significantly stronger performance on this indicator than the other two countries. Finally, the fourth indicator describes the level of entrepreneurial activity in established businesses. Here, too, China shows the strongest performance. So the overall conclusion from this comparison of entrepreneurial attitudes and entrepreneurial activity in the three countries is that China consistently shows a higher level of entrepreneurship.


Table 11.4 Entrepreneurial Activity, 2014
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Source: GEM Global Report 2014.









One of the most distinctive characteristics of small business development in China is that the size of small and medium-sized firms is much greater in employment terms than in their counterparts in Western Europe. The employment size definition also varies. The criteria for SMEs varies, but those published by the Ministry of Industry and Information Technology (MIIT), in 2011, define SMEs as industrial enterprises meeting one or both of the following two criteria: (1) number of employees below 1,000 (with small enterprises having 300 or less employees and medium enterprises having between 300 and 1000 employees) and (2) total revenue below RMB 400 million per year (with small enterprises having a total revenue below RMB 20 million and medium enterprises having a total revenue between RMB 20 and 400 million).19

Although this definitional difference may be partly explained by the higher labor intensity in China than in European transition economies, the main explanation lies in the cost of labor in relation to the cost of capital, although this is slowly changing. In some sectors small firms can go up to 1,000 employees and medium-sized firms to substantially more. Hence, an important part of the Chinese context is that the Chinese concept of small and medium-sized companies includes companies that employ substantially more people than those that are considered small and medium sized in more developed countries. One consequence is the different nature of the challenges that these businesses face, which includes the way that they use labor. One of the main management areas for which Chinese SMEs seek help from consultants is human resource management. The problems in this area are greatest in firms managed by families or extended families. These are not family businesses with 20 employees; they are family businesses with 250 employees.

In Russia and its satellites, the trigger for the development of small and medium companies was systems collapse. In China, once the external pressure for change was built up, the changes that occurred (gradual as they were) were initiated and controlled by the Chinese Communist Party. As a consequence, small businesses in China have been particularly promoted in the technology-based sectors, which are seen as potential economic motors, although alongside these there are also an enormous number of petty traders and small restaurants, cafes, and similar establishments that are dominated by a small number of companies.

Other distinctive features of small business development in China are associated with wider features of China’s economic development. The first is that non-state-owned enterprise development started in China before it began in the Central European and former Soviet republics. It began in China in 1978, following speeches by Deng Xiaoping and other Communist Party leaders, who made it clear that they saw a place for individualism. Since that time, the growth of nonstate enterprise has been a major contributor to economic development in the country, but it has been a more measured and consistent growth. On the other hand, in the Central European countries and former Soviet territories, after an initial explosion of small business activity in the early 1990s, the growth was much reduced as competition within the economy intensified.

The Business Environment

Corruption is a huge issue in China as well as the Russian Federation, and allegedly part of everyday life at all levels within society. This means that in most regions of China, it is very difficult for individuals to become really successful in business unless they have appropriate contacts within the administration. This raises the question of why China has developed so rapidly while Russia and its satellites have not, when corruption is rife in both. One contributory factor is that in China the leaders at a national level are seeking to encourage private business development. If a local official takes a bribe from a budding small business owner or one who wants to expand and develop their business further, they may well receive two benefits. One is the obvious receipt of the money in their pocket, but the second is that they will probably be praised by the local party members because they are contributing to national policy objectives. And if they are doing this frequently and significantly enough, it is likely to enhance their career prospects within the Communist Party.

As in other respects, there is an East-West contrast with regard to the level, extent, and role of corrupt practices. Essentially, as one moves westward, the control of the party increases. It is the eastern seaboard of the country where entrepreneurs, some years ago, laid the foundations of a more independent private ownership. Finally, there is considerable variation across the country in the support offered through public policy. It is suggested that this geographical pattern not only applies to the ability of local city authorities to raise finances for small business support but also extends into the regulatory area.

The IFC survey enables us to view the corruption issue through the eyes of small business owners.20 The survey evidence shows that, on average, businesses in China are solicited for bribe payments or gifts less frequently than in most countries that have been surveyed, although there is a significant variation between locations. According to the survey, the cities where the corrupt practices are greatest are in Zhengzhou, Jinan, and Guangzhou. So as in other areas, spatial variations in the need to pay bribes is a characteristic. But overall the picture is that corruption is less widely reported than is popularly thought.

An important part of the environment for SME development in China is the influence of major regional variations in economic activity, which is reflected in the density of small and medium companies. East China accounted for 67.3 percent of all private firms in 2005 and 65.5 percent of private-sector employment.21 These regional differences in SME development reflect the geographical distribution of markets but have also been affected by differences in the behavior of the Communist Party, specifically its involvement in private-sector development. This in turn has been influenced by individuals and groups of individuals who have been described as institutional entrepreneurs who have demonstrated entrepreneurial qualities in shaping the environment for private business.

China is a very large country with 1.4 billion people in total. As a consequence, the domestic market offers many opportunities to SMEs, which means the more challenging export-focused market development does not appeal to many Chinese companies. Hence, in a survey of 500 businesses in three Chinese cities undertaken in 2008 by Smallbone and Jianzhong, only a handful of the businesses were even selling outside of the city in which they were located, let alone exporting.22 In some other respects, many problems faced by small business owners in China are similar to those faced by SME owners in other countries of the world. One example is access to finance, which in most countries is a difficult area for small businesses, particularly at the start-up stage when the business has no track record and the lending decision depends as much on the bank manager’s judgment as on economic logic.

China needs small business development because it needs to create jobs for a very large population, which currently is not in balance because the western part of the country is much less developed than the eastern seaboard, although the state has been stimulating economic development in cities such as Chonquing to bridge the gap between the levels of development in the west and east. This applies to economic development in general, but there is a high correlation between the distribution of small business activity in the country and levels of economic development. At the same time, we must be cautious about drawing direct causal links because these levels are likely to be interactive; in other words, small business development can stimulate economic development, and economic development can also stimulate small business activity (not least through the demand that it generates for materials and other supplies).

But perhaps the most distinctive feature of small business ownership in China is simply the scale of it. Small business in China shares some characteristics with the former Soviet republics in particular, such as the high level of informality and the level of corruption, for example; but scale is so much greater, and the national policy context is more benign than it is in Russia or Belarus, for example. Furthermore, although the formerly centrally planned economies that are now EU members may have some advantages, particularly with regard to access to various forms of development aid, China nevertheless is a dynamic entrepreneurial environment.

What does all this mean for SME managers on the ground? One thing it means in China is that the “know who” is at least as important as the “know what.” In other words, connections open doors and are a route to favors. If entrepreneurs wish to be successful, they cannot ignore these aspects of their environment. Keming Yang, a Chinese researcher undertaking a PhD in the United Kingdom, has developed a concept of “double entrepreneurship,” where he suggests that in China the successful entrepreneurs need two key qualities.23 One is the usual set of abilities to recognize and exploit economic opportunities, and the other is the ability to take advantage of connections with officials, without which successful development of business at a local level is almost impossible.

THE ROLE OF GOVERNMENT

A Variety of Transition Contexts

This chapter has shown that there is considerable variation in the conditions for private business between most of the former Soviet republics, Central and East European countries that are now members of the European Union, and China. One of the key factors influencing this distinction is the role of government. While starting a business results from the creative acts, determination, and skills of individuals and groups of individuals, rather than as a result of government action, governments are nevertheless key players that shape and influence the environment in which business operates. This can be enabling in some instances and constraining in others. It is fair to say that many of the things that we take for granted about the business environment in mature market economies ultimately come down to the role of government, but in these instances it is much more hidden than it is in developing or transition economies, where government is typically at the heart of the change, or lack of change, that occurs. Hence, in this instance, we have countries such as the Russian Federation and Belarus, the latter of which is one of the most hostile environments for private business in the world.

Alongside these are Central and Eastern European countries, where the path to EU membership and the subsequent development within the European Union has presented many opportunities for small business and, in general, a facilitating environment. Central to this is a process of institutional change that combines the supranational (i.e., European) with the national and regional levels. In addition, we find China, where government means something rather different than within the European Union. Indeed, if one asked the question, “What constitutes policy?” in China, it largely emanates from the speeches and pronouncements of leading party officials that are translated into statutes somewhat later. Therefore, a key factor shaping the threefold distinction used in this chapter, which contains contrasting environmental conditions, is the role of government.

A Broad View of What Constitutes Policy

At the same time, to capture this influence, we need to take a broadly based view of what constitutes policy. In EU countries, this generally results from a democratic process, although the political systems may differ among member states. And the policy normally would take on some written form. In former Soviet republics, there are still many instances where policies are set by presidential decree (Belarus is a good example of this), but there is typically an implementation gap, that is, between the policy pronouncements and what actually happens in practice.

The procedures that are used within the European Union to link budgets to action plans, and in turn to strategy, are not found within the centrally planned model. So when we speak of the role of government, we need to take a broadly based view that takes into account the policies and, in particular, the actions of government, in so far as they affect small and medium businesses. This means that we cannot confine our attention simply to those policies that are specifically targeted at small business. For example, start-up support, entrepreneurship education, and schemes to promote and develop venture capital are all potentially important, but in most transition economies, they are of secondary importance alongside the government’s stance toward SMEs and the actions that it takes to further this. In some cases, these indirect effects are unforeseen. In other words, the policy and policy changes are not sufficiently thought through, and the impact on entrepreneurs or subsets of them may not be on the minds of the legislators at the time that the policy is being created.

From an SME’s point of view, continual changes in tax laws, which make it very difficult for them to even know what they are supposed to do to be compliant, may not be the result of government trying to make life more difficult for entrepreneurs but may nevertheless do so. It may be argued that in mature market economies, the current interest and focus on regulatory reform is an example of this, and in most transition countries, it goes much deeper and cuts across so many areas of government. So when we consider the role of government in relation to small business development, we need to look to include not just entrepreneurship and small business policies narrowly defined, but government actions across the board in terms of how they affect entrepreneurs.

Varying Levels of Commitment to Supporting Small Business

In countries such as Belarus, and to a lesser extent Russia, government tends to view small business as a source of tax revenue, and in extremist accounts have been milked. There is also, in some of these countries, an ongoing commitment to large enterprise and to economies of scale, which may have some theoretical justification but often is linked to self-interest and the ability of these large companies to be more generous with the bribes that they offer. The European Union provides a more facilitating environment for small business development because, based on the so-called Lisbon agenda, a dual role is seen for it; first, driving the competitiveness of the European economy and, second, being the basis for increasing social inclusion. This is particularly important with regard to some disadvantaged and excluded groups as well as the people of poorer regions.

In China, the role of government, or more specifically the role of the Communist Party, has been to seek to increase the competitiveness, and indeed the creativity, of the economy by putting greater emphasis on individuals than in the past, which is interpreted to mean more private ownership. At the same time, there are many ways in which the state retains tight control over the small businesses that develop. For example, the main banks are still in public-sector hands, and at the local level it is very difficult for entrepreneurs to obtain the licenses and permissions that they need without strong political support. In this context, one might suggest that entrepreneurs face considerable constraints, as the results show.

Changing Role for Government in a Market-Based System

So as small business ownership has increasingly become a global phenomenon, so the context in which it occurs is almost inevitably becoming more varied. As we have seen, even the term transition environment covers some very different situations in different countries. The result is reflected in the level of new venture creation per capita and in the level of growth of the SME sector and its contribution to employment and economic development. It must be recognized that even in cases where the state supports small business development (viewing it as central to the country’s economic development), there remain major challenges that need to be faced if the potential contribution of entrepreneurs to economic social development is to be fulfilled. This is particularly the case in the countries that are now new members of the European Union, not least because the state has been required to change its role in the economy and the society away from that of an entrepreneur, an investor, and an owner of business. Its role in the postsocialist period has moved away from that of a central planner to that of a facilitator of small business in which the regulatory role is a key one. It also has a potential role in identifying and plugging gaps in the market and areas where market forces need to be strengthened.

The Challenge of Institutional Change

One of the biggest challenges faced within the EU countries is institutional development. Others include developing an SME-friendly, market-oriented innovation system, which in larger countries needs to have a regional as well as a national dimension, and increasing the real cooperation between institutions of higher education and business. These are all important areas yet very challenging ones. Developing a governance model that encourages SME owners to participate in consultations and representative activity is another issue. However, in Russia and the former Soviet republics, the policy priorities are rather more basic, focusing on the framework conditions for small business, which Central European countries have largely pushed through. China has a similar problem, although in China the sheer size of the country results in a patchwork at a regional level. Some regions are very highly developed, with small businesses expanding incredibly rapidly, whereas in western provinces there is still considerable poverty, underdeveloped entrepreneurship, and a highly bureaucratic approach to public administration, which can be a major constraint on small business development.

CONCLUSIONS

The collapse of the former Soviet Union was a major event by any standards, with implications throughout the globe. Essentially, it represented a systems collapse and, as a consequence, created conditions that social scientists of different persuasions view almost as a laboratory for analyzing social and economic change. Small business development is very much a part of that because in most of the countries in the former Soviet republics and most of the Central and Eastern European states, private enterprise was an illegal activity under communism. From a scientific point of view, the effect has been to increase the countries in the world where small business activity occurs, although the context and the conditions of this are really quite different from those in mature market economies such as the United States and the United Kingdom.

The implications of this are that the concepts that we use and the theories that we develop must be robust enough to incorporate and explain small business in a wide variety of local conditions. This chapter has demonstrated that some 25 years after the commencement of transformation there is considerable variation between former socialist countries in the nature and pace of private-sector development. As a consequence, it is no longer adequate to aggregate such a wide group of countries into a single category.

This chapter has illustrated some of the distinctive characteristics of small business in postsocialist environments. In some cases, the distinctiveness includes much lower numbers and densities of private businesses compared with mature market economies. This can be explained in terms of attitudes, cultural norms, and the effect of recent development paths on contemporary behaviors. Central to the explanation of these characteristics are institutions that, drawing on Douglass North, include both formal and informal institutions.24 In the formal case, experience has shown that the creation of new institutions or passing new laws for existing institutions is relatively easy. What is more difficult is to translate this into behavioral change, which has implications for the way that entrepreneurs are treated. Informal institutions also take a long time to change because they include the attitudes of people toward small business ownership, which during Soviet times was an illegal activity and was viewed as an antisocial activity because of the illegality. Informal business activity is a regular feature in these countries that partly reflects a somewhat casual approach to the rule of law, but it is also influenced by the past where workers in large state-owned companies often made use of the equipment of these firms for their own purposes.

In addition, in circumstances where regular employment was hard to come by, many people turned to self-employment or business ownership as a survival strategy; although as we have seen in circumstances where human capital is strong, so-called “necessity push” into small business ownership may soon be replaced by the identification and exploitation of opportunities. As an observer and analyst of these changes, they are best described as exciting and innovative. They are exciting because we can see people gain self-fulfillment through creating and running their own businesses, when their parents and grandparents were legally barred from engaging in this type of activity. It is easy to become enthused by the positive attitudes of the entrepreneurs.

One of the highly distinctive features of transition environments is the role of government, which in mature market economies is often forgotten. Perhaps this is because government adopts a “softly, softly” approach with regard to business, but it is also because the level of intervention is typically low. It is important to stress that small business ownership is the creative act of individuals and groups of individuals that reflect their drive and determination rather than being a result of government action. At the same time, government has had to redefine its role in the society and economy to that of a facilitator and regulator rather than a prime mover. In this context, it is hardly surprising that some countries appear to have lost their way.

The inclusion of China adds a whole new dimension and an environment for small business development that is sufficiently different from those in Central and East Europe and the former Soviet Union to be considered unique. China also demonstrates how government policy can take different forms, not just in terms of its breadth but also in terms of the degree of formality, as the Chinese approach to policy often involves a high level of informality at the outset, allowing for a degree of policy experimentation.
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Overcoming Hurdles for Commercializing Emerging Technologies: The Harbingers of Schumpeterian Cycles for Superior Economic Rent

Victor A. Chavez, Jonathan D. Linton, Regan Stinnett, and Steven T. Walsh

The commercialization of emerging, often disruptive, technology is the key element in the generation of new Schumpeterian cycles of economic development and gross domestic product improvement.1 Schumpeterian cycles are initiated by emerging technologies that “creatively destroy” existing industries and create new ones.2 These emerging technologies do this by either displacing the current technology competencies required to produce an industry standard product or by creating a new technology-product paradigm for a new industry.3 This Schumpeterian cycle is driven by emerging rather than new technologies—and has occurred five times since 1785. The cycles are: (1) 1785 based on water power, textiles, and iron; (2) 1845 based on steam, rail, and steel; (3) 1900 based on electricity, chemicals, and the internal combustion engine; (4) 1950 based on petrochemicals, electronics, and aviation; and (5) perhaps currently based on nanotechnologies (including biotech), computational science, including the Internet of Things (IOT), and microtechnology.4

Each Schumpeterian cycle required new types of technological and business training. Both the National Institute for Nano Engineering (NINE) and University of Twente’s regional activities embodied training either for nascent technologists or for entrepreneurial small and medium-sized business commercialization training.5 Training emphasized nanotechnology as well as business acumen based on the competence-based perspective of the firm rather than on market-based or on resource-based perspectives.6 The competence-based perspective is the only strategic perspective that is useful in predicting dynamic industrial change and generating new business models that embrace this type of technology based value-added.7

Regional activities and training for nascent entrepreneurs, innovators, technologists, inventors, entrepreneurs, and small firms are disproportionately important in the commercialization of emerging technologies because they generate the human capital and organizations that are critically important in the generation of Schumpeterian cycles.8 Simply stated, small inventors, nascent technologists, innovators, and entrepreneurs are the harbingers of Schumpeterian cycles of differential economic development.9 If this is so, why does every economic region not disproportionately support emerging technology-based activity for regional economic development?

Perhaps it is because emerging technology commercialization is difficult. There are few commonly agreed upon “best” practices, and appropriate decisions often differ from traditional sustaining business practices. Emerging technology-based solutions are often “bottom-up” solutions that initially seem to be of little value to the traditional market leaders.10 Other hurdles that cause the disdain of emerging technology commercialization are the lack of clearly identified markets,11 the unattractiveness of immature product platforms,12 and the lack of a primary product focus.13

Often these emerging technology-based solutions solve critical societal problems in new ways.14 Products based on microtechnology (micro), nano­technology (nano), the Internet of Things (IoT), and other creative enterprises often focus on the five major 21st-century world problems or grand challenges. They are; health, food, water, energy, and the environment.15 Yet many managers never seem comfortable with technology and its importance in the commercial and strategic process of a firm.16

Today’s managers are even further from technology than managers of decades ago.17 Yet emerging technology-based management is critical on two dimensions: (1) technology’s ability to be strategically important with an ability to disrupt current industry standard competencies and thereby creating exceptional opportunity and (2) the nature of technology and how it pertains to its innovation and general management.18 Most managers are still focused on theory and concepts relating to assembled physical products and ignore the different management needs and practices associated to materials and service-based business.

Micro, nano, and computational sciences (e.g., the “Internet of Things”) are potentially disruptive both singularly and as a group.19 The first two are materials-based technologies; the third is service related.

Micro- and nano-based technologies are often called small technologies. Micro is an extension of semiconductor microfabrication technology that emphasizes the mechanical properties of the base materials, creating small sensing and actuation devices. Applications include micro speakers and cameras for smartphones. These new technical competencies have transformed the industry, disposing of market leaders and generating new ones—regardless of the initial market share and quality of the management team in existing firms. Nano and IoT are trans-industrial technology bases that are not only revolutionizing industries but also creating platforms for new industries.

Nanotechnologies create challenges for traditionally trained managers and, at the same time, they create opportunity for those with more appropriate business training.20 Along with the IoT, nanotechnology is redefining the practice of developing products in today’s pharmaceutical and health care industry.21 Pharmaceutical therapies are now based on micro, nano, and IoT technology platforms. This is redefining business value statements and redistributing the wealth generated in the industry to favor organizations that have embraced these technologies.

The IoT is poised to redefine our lives by creating a platform for massive sensing and actuation.22 The embrace of IoT is threatening to flood our current Internet requirements. Forecasts suggest that more than a trillion sensors, interlinked through the IoT, are creating 20+ million new jobs—with new managerial and technological skills. New applications include continuous noninvasive glucose monitoring systems based on the convergence of IoT, micro-, and nano-based technologies.

Solutions for large, important societal problems offer the potential for both job and wealth creation.23 The new Schumpeterian cycle will favor regions that find a way to support emerging technology-based knowledge workers, innovators, entrepreneurs, and small firms. We consider two attempts to embrace this challenge.

The literature indicates that exceptional economic development in terms of wealth and job creation is underpinned by product development based on emerging technologies.24 Further, we consider how the next Schumpeterian cycle appears based on micro, nano, and IoT.25 Now, as in the past, nascent technologists, entrepreneurs, and small entrepreneurial businesses are the first to productize emerging technologies.26

Although economic development policy makers recognize the past patterns that are associated with emerging technologies, they have a difficult time accepting that underresourced entrepreneurs can outperform large, experienced firms. Yet experience shows that entrepreneurs are first to commercialize emerging technologies and that their regions benefit economically.27 This differs from the experience with better understood sustaining technology that stresses support for existing incumbents.28

The embrace of emergent technologies by smaller firms is counterintuitive. Emerging technologies are defined as those technologies that are just emerging as solution vectors for new innovations.29 They are related to, but differ from, disruptive technologies, which creatively destroy the competencies that form the foundation of an industry-standard product for an existing industry and recreate the technology competencies required to make a product in that industry.30 Alternatively, disruptive technologies can create entirely new industries based on new technology paradigms. These technologies differ from sustaining or traditional technologies.

Sustaining technologies form the foundation of current industry-standard products. Large market-leading firms, steeped in the current technology-­product paradigm, seek to develop their products through continuous incremental improvement.31 Traditional technologies are linked to both current and past products. This is perhaps best illustrated in the pharmaceutical industry example, where founding firms utilized monomer chemistry solutions based on ink and dye technology.32

Many countries and regions are betting heavily on the commercial promise of such emerging technologies as micro, nano, and IoT technologies—often in an unsystematic manner.33 Even so, the education and firm formation associated with emerging technologies have never been higher.34 However, many regions’ resource providers and universities find it difficult to embrace an economy based on emerging technologies. Universities struggle to develop a new type of professional; a “The T” professional, which is required to fuel this future.35 “T” professionals have a deep understanding of one area, such as nanotechnology or commercial development, but also a background in other fields that are required for technology commercialization. The depth of knowledge of other related fields is the thickness at the top of the T.

Venture capitalists and other resource providers find emerging-­technology-based enterprises relatively risky and unmanageable compared to conventional firms.36 Hence, there is a reliance on programs such as the U.S. Small Business Innovative Research Program (SBIR).37 Most regions simply cannot rely on their current small business funding sources to assist emerging-technology-based firm development. Similarly, they cannot rely on the current education system for their needs relating to emerging technologies or commercialization.

A model focused on educational development and new firm creation and based on emerging and disruptive technologies is developed. Science and technology initiatives, cluster development theories (such as that of the creative class), and the differing roles of participants in that process are considered.38 This activity is furthered through a discussion of the efficacy of small firms from the opposing neo-Marshallian and Schumpeterian perspectives.39 Finally,micro, nano, and IoT technologies are considered in relation to international and U.S. regional economic development.40

This chapter adds to the literature by advancing emerging-­technology-based economic development through a case study approach of two progressive regional economic development activities based on emerging technology.41 National Institute for Nano Engineering (NINE) in the United States and entrepreneurial development activities at the University of Twente are the two Case studies considered. The University of Twente has a stated mission of becoming the “Entrepreneurial University” of the Netherlands.42 Both examples focus on different stages of the economic development process and seek to develop and implement new methods, policies, and support activities to attract, nurture, develop, and retain emerging technologies. An emerging-technology-based economic development model is based on the literature and illustrated by these two exemplars.43

LITERATURE REVIEW

A model for emerging technology development that supports the customization of policy to meet the needs of a region’s economic development activities is offered.44 Regions have often overlooked the effect of the individual nascent entrepreneurs, technologists, small businesses, and innovators on the region.45 If emerging technology commercialization is desirable for economic renewal, and it is led by entrepreneurial activities, then regional policy and action should address the needs of the young, small firms that develop it.46 The role of emerging technologies and entrepreneurship to Schumpeterian economic development is considered.47 The development of these nascent or established innovators, technologists, inventors, and entrepreneurs in the emerging technology commercialization process is paramount to future economic and social vitality.48

The Role of Emerging Technology in Economic Development

Emerging technologies (nano, micro, and the Internet of Things) are dominating new product development in many industries.49 These technologies are the “winds of creative destruction,” both redefining competition in existing markets and creating entirely new markets.50 Regional economies that take advantage of these trends will benefit from the shift in wealth and job creation.51 Yet regional policy makers, managers, educational administrators, and funders are often reluctant or unable to provide the resources required to foster this sort of development.52

One challenge is that emerging technology is extremely fluid, and planning efforts based on current assumptions cannot anticipate future scientific developments or the direction that a technology may take.53 Another challenge is the lack of agreement on basic definitions of the technologies involved and the need for nontraditional road-mapping processes to advance these technologies.54 Is it any wonder that most managers, venture professionals, and policy makers are uncomfortable with emerging technologies?55

The risk of not embracing and fostering the use of emerging technologies to eliminate large societal problems is recognized by many national and international leaders.56 For example, former Swedish Prime Minister Goran Presson sought to embrace emerging technologies for economic development and as a solution to societal problems. Prime Minister Presson suggested that he is “not scared of utilizing new (emerging) technologies to solve 21st century problems but is terrified of the continued use of traditional technologies to solve the 21st century problems that their use created.”57 A challenge is quantifying the risk of the inaction of policy makers, managers, and funding sources.

The Role of Microtechnology (Micro), Nanotechnology (Nano), and the Internet of Things (IoT) as 21st-Century Emerging Technologies

As stated previously, micro- and nanotechnologies combined with computational sciences in the form of the Internet of Things (IoT) appear to be the next Schumpeterian economic cycle.58 These technologies are expected to be the primary engines of economic growth for the next several decades, taking the role that semiconductors and steam engines took in the past. As these technology platforms are important for enabling innovation,59 many countries and regions are investing in small technologies and computational sciences.60

Dr. Feynman’s discussion of plenty of room at the bottom initiated interest in small technology61 or Nanosystems and Microsystems. The Internet of Things (IoT) is considered the other pillar in this new Schumpeterian cycle.62 The Things (in IoT) includes sensor application becoming so ubiquitous that it overloads the current Internet infrastructure many times over—for example, the Trillion Sensor (TSensor) systems road-mapping efforts.63 In TSensor’s case, this involves having sensors harvest data from the environment and, ultimately, their having the ability to interpret and act upon it.64 TSensors will require a tremendous boost in the efficiency of the Internet and of big-data analysis to become a reality. These requirements create great opportunity for incumbent and new firms. Other IoT concepts are the “cloud” and Cisco’s “Fog”—an evolution of the Internet into a network of interconnected things.

Tierney found that micro- and nanotechnology-based products often have TRL levels barely into the product development range (TRL 5–7).65 For commercialization, a level of 9 needs to be obtained. The primary challenge to IoT is not readiness, but radical vision and architectural adjustments to the existing systems and infrastructure.66 Another challenge to development and commercialization is that many small-tech solutions are increasingly being asked to meet the precautionary principle.

The precautionary principle was first utilized in the European Union to regulate genetically modified foods.67 Later, it was applied to ­nanotechnology-based solutions. The principle places the responsibility for safety, as well as any societal issues resulting from its use—including disposal and exposure to the technology in the firm. Such an approach encourages firms to use innovation to optimize societal solutions (in health care, water, food, energy, and the environment) rather than creating profit at the expense of optimization of societal solutions.68 This requirement is a basic commercialization hurdle for many emerging-technology-based firms seeking funding from traditional venture-funding sources.

Cluster Perspectives and Economic Development

The greatest development since the early 20th century in the theory of regional economic development that has resulted from Schumpeterian business cycles is cluster theory.69 Consequently, four different cluster theories are considered below, including consideration of how they are bounded by political realities.70 As regional decision making interacts with politics, decisions are often bounded by the election cycle or the term limits of regional politicians who champion a policy. Even though economic development based on developing technologies is longer than this cycle, it often dominates policy development, with policy makers and politicians eager to find methods to accelerate the commercialization of products, thereby demonstrating the success of the policy.71

The four popular cluster development approaches to economic development are similar, but place emphasis on different elements of similar packages of activities. The four—market-based, entrepreneurial-based, Triple-Helix, and creative class—are now briefly considered.

The Porter or Market-Based Cluster Theory

Porter defines a cluster as a geographically proximate group of interconnected companies and associated institutions in a particular field, linked by commonalities and complementarities.72 A cluster can be a city, region, state, or span nearby or neighboring countries (e.g., southern Germany and ­German-speaking Switzerland). The efficacy of a cluster depends on the distance over which information can travel and transactions, incentives, and other efficiencies can occur. This model emphasizes regional markets as ­drivers of economic development efforts.

Clusters often encompass an array of linked industries and other entities important to competition. They include; suppliers of specialized inputs such as components, machinery, and services as well as providers of specialized infrastructure. Clusters often extend downstream to customers, laterally to manufacturers of complementary products, and to companies utilizing common skills, technologies, or inputs. Many clusters include governments and other institutions (universities, think tanks, vocational-training providers, standards-setting agencies, and trade associations) that provide specialized training, education, information, research, and technical support. Many clusters include trade associations and other collective bodies. Finally, nonregional, or foreign, firms can be and are part of clusters, but only if they invest in a significant local presence.73

Entrepreneurial- and Small Business–Based Regional Economic Development

The entrepreneurial model is based on Schumpeter’s ideas,74 and it has been advocated by the U.S. Small Business Administration (SBA).75 The fundamental concept is that new and small firms’ success in commercializing emerging technologies generates the majority of net new jobs. This perspective takes advantage of small firm capabilities in idea generation, professional development, and willingness to commercially embrace new technology-based product platforms that can transform the regions and industries. The theory emphasizes development activities such as expeditionary marketing76 and research value added77 rather than taking the market-focused approach proposed by Porter.78

The Triple Helix Cluster Theory

The Triple Helix concept is a model that calls for the interaction of (1) academe, (2) industry, and (3) government to develop a region.79 These three components are used to generate social benefits through regional knowledge translation. This three-legged stool provides support for this cluster perspective on economic development.

The Triple Helix concept focuses on gaining maximum social benefit from knowledge generation and is compatible with the patience required to develop emerging-technology-based products.80 Most economic development professionals whom we have interviewed believe this model is a piece of their economic development strategy rather than an economic development model or plan on its own.

The Creative Class Cluster Theory

Creative class theory considers the need to attract innovative people, a tactic emphasized in the “Rise of the Creative Class.”81 It focuses on precursors to economic development by emphasizing talent, technology, and tolerance. A region’s ability to obtain an exceptional position in these three areas attracts innovators—the creative class—who then produce economic prosperity. This method has been used to rank the future prospects of a number of cities and regions. The creative class concept is equally applicable to sustaining and fostering industry-based models for an improved economy. The theory suggests, though, that the creative class is distinct from others and is attracted to a region through a constant and definable set of attributes. Having introduced the main theories of cluster development, we now consider methodology.

METHODOLOGY

The case method is utilized to consider the activities in two regions.82 Our two cases were chosen because they represent extremes in entrepreneurial-support activity. Kennispark (Dutch for “Knowledge Park”) is located on the University of Twente’s grounds and acts as the central hub for commercialization activities at this and other regional universities, incubators, and conferences in the surrounding region. Assistance to developing and developed firms based on emerging small technologies is an area in which Kennispark focuses. The National Institute for Nano Engineering (NINE) program in the United States focuses on potential nascent innovators, inventors, and entrepreneurs.

The NINE Programs

The National Institute for Nano Engineering (NINE) is a response to the need to improve technological competencies, managerial capabilities, and relevant professional training in the United States for emerging technologies.83 Over the last eight years, NINE’s focus has been on the emergent technology base of nanotechnology and on mentoring nascent graduate and undergraduate researchers to ensure that their inventive researcher and innovator capabilities improve. This is accomplished by combining leading-edge technical knowledge with a basic understanding of the important business issues for commercialization. The goal is to improve retention of engineers and scientists in the field as researchers, inventors, and innovators. Students were selected from research institutions across the country to be mentored by Sandia National Laboratory researchers on nanotechnology-based projects on-site for one or more summers. Sandia National Laboratories was chosen for this purpose because it is a national center of excellence for nanotechnology and microtechnology research, cyber security, development, and engineering.

The NINE program utilized Sandia National Laboratories’ principal investigators and knowledge entrepreneurs to involve participants with large industrial firms and research universities on cutting-edge, industry-relevant research projects deemed important to the nation.84 The selected students, or nascent knowledge entrepreneurs, innovators, and technologists, interacted with senior members of Sandia’s technical staff, innovation management researchers, serial entrepreneurs, and engineers and managers of Fortune 500 firms.

The students were developed through a series of presentations and experiences in elements of the research and the innovation process related to the emergent technology base of nanotechnology. As with our other case study, the aim was to focus students on innovation, technology, and entrepreneurship. Participants were surveyed, postparticipation. Of the initial 120 surveys sent out, 30.1 percent were returned. Over 30 percent of respondents continued their work after graduation with a national laboratory, nearly 70 percent worked in technical positions, and almost 10 percent in entrepreneurial positions. The surveys also offer insight into the overall program and its efficacy. The case study method reveals which techniques the students were exposed to, educated in, and mentored on.

University of Twente and Surrounding Region

The University of Twente’s mission is to be the Netherland’s Entrepreneurial University. The university is supposed to create entrepreneurial renewal in a region of the Netherlands devastated by the loss of their traditional industry. Founded in the 1960s as a technological university, it is now recognized as one of the four top universities in the Netherlands. It has a leading role in small-technology research, development, and entrepreneurial activity. Over 800 firms have been spun out from the research activities in both technological and entrepreneurial research centers.

The University of Twente MESA+ research center is one of Europe’s top nanotechnology and microtechnology research facilities.85 The information technology center is also recognized as a center of excellence. Moreover, Kennispark, and the associated university, city, and province, is recognized as a leading European science and technology park. Finally, the Nikos entrepreneurial research center at the University of Twente is one of the leading entrepreneurship research groups in Europe. Over 40 nanotechnology-based firms have been launched in the last 10 years in the region.

DIFFERING REGIONAL USE OF CLUSTER THEORIES

Both cases have utilized aspects of all four of the cluster models. For example, both cases benefit from synergies between industry, academe, and government as proposed by the Triple Helix model. However, what if a region were devoid of one or more of the legs of the three-legged Triple Helix stool? Perhaps another path, one that depends on community resources, would suffice.

Therefore, the region’s actions are incorporated with cluster perspectives to develop a fuller model. For NINE, the focus was on the development of nascent emerging technology professionals, enabling them to become inventors, innovators, or entrepreneurs. While for Kennispark, the focus is on assisting entrepreneurial firm and team formation and progression. The implications of the differences are considered from the perspective of the differing cluster theories. For this purpose, innovative action is considered as three separate stages.

CATEGORIZING THE STAGES OF SMALL BUSINESS COMMERCIALIZATION

The type of resource needed by any small firm, personnel in the firm, or technologists, is affected by both knowledge base and business maturity. Small firms are often viewed from the perspective of a five-stage maturity continuum: pre-seed, seed, start-up, series A, and series B. Funders specialize in firms at specific stages and the associated monetary requirements of the selected stage.86 Consequently, a firm’s team and development stage affects the type of funders that it attracts. For example, venture capitalists rarely invest in pre-seed, seed, or even start-up small firms. Financial support is overwhelmingly provided by angel funders in these early stages.87

The NINE program, however, focuses on professional development and education of nascent innovators, inventors, small business owners, and entrepreneurs. The University of Twente focuses on entrepreneurs who are either in the process of developing a firm or are with a fully developed firm. Both approaches are very useful in generating positive economic results.

Small Firm Value Proposition

Differing value propositions result in different resource requirements. The opportunity and related entrepreneurial value proposition for each firm are often different. Classifying entrepreneurial business models into three generic categories can be helpful:88 (1) the entrepreneur’s ability to recognize and capitalize on Schumpeterian technology change,89 (2) the entrepreneur’s ability to recognize market gaps,90 and (3) the ability to decrease transaction cost.91

While one may generate value in any one of these three categories alone, the combination of two or more in a value statement is preferred. However, the type and focus of resources differ for each of these three generic-value propositions. This categorization of value proposition helps economic development personnel to better provide appropriate and customized assistance to emerging-technology-based firms.92 It is critical for economic development specialists to define the type(s) of assistance that are most applicable based on the firm’s value statement.

Small Firm Personnel Competency and Capability Alignment

Economic development professionals must use their limited resources to make decisions on how, what, and whom to fund. The factors determining what to nurture differ among regions; this decision is often based on a combination of the idea, management team, and the proposed technology-product platform. Common tools for evaluating the business-value statements include team evaluations and normative methods such as SWOT,93 as well as quantitative decomposition approaches.94 The Strategic Technology Firm Fit Audit (STFFA) is provided as a new guide to opportunity assessment.95

STFFA is a multidimensional decomposition model for evaluating the appropriateness of an opportunity to its entrepreneurial team.96 It ignores the question, “Is this a good opportunity?” and helps with the more important question, “Is this a good opportunity for the entrepreneurial team?” STFFA supports internal product innovation, merger, and acquisition decisions. Open innovation decisions on joint ventures, precompetitive collaborations, and strategic supply chain partnerships can also be supported with this technique. The STFFA supports evaluation of the potential of new ventures by economic development professionals, entrepreneurial teams, institutional investors, and venture capitalists.

The STFFA views business opportunities based on the managerial, technological, and product history of the firm and its founders; this is a ­competency-based theoretical perspective.97 This decomposition model uses an objective review of a firm’s personnel and products to align technological, competency, and managerial capabilities inherent in a firm to those required by the opportunity under consideration.98 The elements included are generic and specific technological knowledge, specific operational knowledge, specific product-type experience, and industry-specific experience. The results to date have shown that the more aligned that a small firm and its founders are in these areas to the requirements of an opportunity, the more likely a success is to occur. The elements of the tool are summarized in table 12.1.


Table 12.1 Generic Strategic Technology Firm Fit Audit
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CASE STUDY RESULTS

Having introduced the STFFA, attention is now given to the types of activities provided by the two programs to develop entrepreneurial action. After considering the assistance provided by the NINE program to hundreds of knowledge and commercial entrepreneurs, the more extensive activities on nascent and ongoing entrepreneurial activities at the University of Twente is discussed.

NINE Activities

As stated earlier, the NINE program provides students with education, exposure, and mentorship on relevant subjects. NINE emphasizes technical research in micro- and nanotechnology areas with support from academic and industry partners with hands-on training at Sandia National Laboratories. These activities supplement ongoing guidance from the students’ faculty advisers from more than 20 top U.S. universities, such as Rensselaer Polytechnic Institute, the University of Florida, and the University of Texas. Several Fortune 500 firms helped to select projects that are considered both commercially interesting and also important to the nation’s interests. NINE brought in experts from entrepreneurial high-tech firms and industry as well as academic leaders in commercialization and innovation to inspire and inform the student researchers as part of its Innovation Training Program. NINE used Sandia National Laboratories as the hub for a variety of activities summarized in table 12.2.

As the goal of NINE is to develop the next generation of engineers and scientists by providing them with exposure to the mechanics of commercializing emerging technologies to fuel entrepreneurial spirit and improve the likelihood of excellence in innovation and entrepreneurship, students were exposed to the elements of both scientific investigation and commercial innovation. The vast majority of the 200 plus graduate and undergraduate students have excelled in their work after their NINE experiences.


Table 12.2 NINE Activities
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University of Twente Regional Activities

The University of Twente’s entrepreneurial climate has grown considerably over the past 20 years. Initiatives have moved from the technological research community to include policy, management, and entrepreneurial centers of excellence. Kennispark is a centerpiece that, over the past 10 years, has grown to be a model research park in Europe. In addition to Kennispark, two university centers of excellence are considered: MESA plus and Nikos.

A summary of regional efforts are shown in table 12.3, categorizing both types and origins of the regional effort. The activities are designed with the goal of creating ambitious firms focused on emerging-technology-based value propositions. Both cases meet their goals, but have very different aims. NINE seeks to develop the next generation of technologists, innovators, and entrepreneurs, and University of Twente seeks to generate firms. Both could benefit from better alignment between economic policy research and opportunity team fit to allow for the focus of precious but limited resources. Consequently, the proposed approach is applied to the funds that were focused on early-stage investment for specific emerging-technology-based firm types.


Table 12.3 Twente Regional Activities
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MODEL DEVELOPMENT

Neither case had formal methods for recognizing the type of value proposition that candidates had. Nor was there a formal process for evaluating presence or absence of fit between the team focusing on a particular opportunity in terms of appropriate competencies and capabilities. These functions have been added to the STFFA model table 12.4).


Table 12.4 Emerging Technology Regional Economic Development Model
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The model focuses on assisting economic development decision makers throughout the value chain. A four-step process is used to assist regions in developing better ways to embrace and support translation of emerging technologies. Our model is a four-step process. First, economic development decision makers identify elements of cluster theories that best fit the knowledge base and economic climate of their region. Next, the state of a region’s nascent and developed activity is quantified. In step three, an STFFA is completed to consider whether support of the applicant is a good opportunity for the region. Finally, early-stage funding and resources are provided to each innovation and team, if the opportunity fits the regional strategic goals and is within budgeted funds. The fund involves government, university, and industrial sponsorship for emerging technology firms.

DISCUSSIONS AND FURTHER RESEARCH

This chapter offers a model for emerging-technology-based regional economic development. The literature review provided the importance of emerging-technology-based firms in regional economic development, and the case studies considered two regions’ responses to developing programs for emerging technology translation.

In both cases, funding portions of the emerging technology commercialization process was difficult. Surprisingly, some pervasive techniques were utilized with little overall commonality in the ways that regions assisted firms. In both cases, cluster theories were known, but neither group felt that any singular theory provided much value. However, there was a feeling that improvement and value could be obtained through a combination of elements from multiple theoretical models.

The pervasive use of exposure to experts in the NINE program, for example, is somewhat reflected in the approach at University of Twente. However, many of the exposure activities provided by the NINE programs have been moved to mentorship programs. Mentorship programs were noted as often requiring infrastructure development. There are large differences in the type and intensity of assistance between the NINE programs and the programs in the University of Twente area. In the NINE program, the infrastructure was primarily developed for the internal needs of Sandia National Laboratories. In the case of University of Twente, new facilities were constructed with the needs of spin-out firms as a major consideration in infrastructure development. Future research will expand on the number of cases and quantification of the research area and model.
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Public Policy Assistance for American Small Business: Promoting Supports and Reducing Impediments

William J. Dennis Jr.

The term public policy has no generally accepted definition. Many variants on the same theme are put forward for one, some more detailed and subtle, others less so. However, for present purposes, a useful way to think of the term is that public policy is “action taken by government to address a particular public issue.”1

This chapter focuses on public policy undertaken to purposefully assist small business to overcome the problems that it faces. Perspective is important in this regard. Most public policy is not purposefully designed to affect smaller firms and their owners, though it often does, and sometimes adversely. These nonspecific small business policies are considerably more important to small business owners as a general rule than are those specifically intended for them. Think of policies that affect the banking system. Policy specifically designed to regulate commercial banks is likely to have a greater impact on the availability of small business loans than is any public program specifically designed to provide them. Further, the problems that small business–specific policies address are not necessarily problems common to all small enterprises, nor do the small business–specific policies that have been implemented address all of the problems that small business owners face. This chapter, therefore, is narrow, even in the context of small business and public policy.

Small business policy is traditionally presented as a menu of subsidized support programs that small business owners can use to aid their businesses.2 Such programs indeed must occupy a substantial share of any discussion on the topic. However, there is more to consider; particularly important are the policies and programs designed to eliminate barriers and unnecessary costs for small business entry and operation. They, too, can be public policy activities supporting smaller enterprise; the most thoughtful would argue that they are even more important than support programs. Subsidized programs and barrier elimination represent two quite different approaches to small business policy, though they are not mutually exclusive and both have the same overall objective. Throughout the following discussion, the former is referred to as “policy supports” or “supports” and the latter as “impediment reductions” or “barrier reductions.”

SMALL BUSINESS IN THE POLICY CONTEXT

Virtually every politician and legal jurisdiction of which the writer is aware claims to support small business. There are many reasons for them to do so. Small businesses are plentiful: they include 5.75 million employing enterprises,3 there are almost 14 million people whose principal employment in a year is working for themselves,4 and 31 million tax returns are filed with business income on them.5 Small businesses and their owners make important economic and community contributions: they create almost two-thirds of the net new jobs,6 are responsible for a disproportionate share of innovation,7 commonly participate in and lead community activities,8 and provide a wide variety of goods and services. Small business ownership is part of American history and tradition;9 Alexis de Tocqueville observed on his tour of the United States in the early 1830s that “what most astonishes me in the United States is not so much the marvelous grandeur of some undertakings as the innumerable multitude of small ones.”10 Small business owners are the good guys in popular opinion, the ones who wear the white hats. Gallup reports that small business is consistently among those segments of society held in highest regard by the American public.11 Given this context, it is only natural that policy makers want to associate themselves with small businesses and offer them support, both in words and actions.

The specific public policies discussed here are typically conducted by the federal government. The most important reason for the limitation is the vast number of governmental jurisdictions in the United States. They number about 90,000.12 Though there are almost 20,000 municipalities, the most numerous kind of public authority is the special district, which includes divisions such as school districts, transportation districts, water districts, and fire districts, entities that can cross traditional municipal, county, and even state boundaries. Many have the authority to tax and purchase goods or services, and some have authority to regulate commerce and land use. These activities have the potential to affect small business. A thorough analysis of small business support policies emanating from them would fill volumes. Therefore, to keep the discussion manageable, this chapter focuses on the single jurisdiction that is common to all readers. Concentrating on the federal government does not denigrate the importance or relevance of states and localities. They, too, have extensive small business support policies, many of which parallel and coordinate with those coming out of Washington.13

POLICY SUPPORTS

Supports in the current context are government activities that directly or indirectly subsidize individual small businesses or small business owners. To be clear, a subsidy is assistance financed by government that is provided to a person or business. Subsides can be direct or indirect. Direct subsidies tend to be transparent and indirect subsidies opaque. A direct subsidy can be an outright grant, a “free” service, or a loan with a below-market interest rate. An indirect subsidy can be a loan guarantee, an infrastructure project, or a curb on the number of eligible competitors. The federal government likely has well over 100 subsidy programs for small business, as will be discussed below, though there appears to be no complete count. The dollar amount involved is also not known, but it is well into the tens of billions of dollars annually, if not substantially more.

Federal small business support programs have several implications for small business owners in addition to the taxes that they must pay to help finance them. The first is that they are numerous but often fragmented, duplicative, and overlapping. Second, they tend to fall into three program types: finance, advice, and procurement. And, third, they tend be inadequately evaluated, thereby making it difficult to determine how well they work compared to their objectives and to complementary activities.

Programs, Programs, Programs

There is a plethora of federal small business support programs, and they are located throughout government. A Catalogue of Federal Assistance Domestic Programs appears on the Internet, listing and describing 2,225 programs in the various federal agencies, with 577 making reference to small business.14 Many of the 577 are narrowly drawn or thinly related. A more practical number, in the sense that a reasonable amount of small businesses might directly benefit, is somewhat over 100 programs,15 not counting the procurement targets that virtually every department and agency must meet. The U.S. Small Business Administration (SBA) has about two dozen programs, depending on the classification of programs and subprograms, as does the Department of Agriculture (USDA), assuming farms and ranches qualify as small businesses. Even if they do not, the USDA maintains multiple programs that support rural small businesses. The Department of Housing and Urban Development (HUD) and, to a lesser extent, the Department of Commerce (DOC) also have several. Those four entities alone administer 52 programs for small businesses.16 The Departments of the Treasury, Energy, Interior, Labor, Health and Human Services, Defense, Education, Veterans Affairs, and so on also have at least a few. So do the Environmental Protection Agency (EPA) and the Overseas Private Investment Corporation (OPIC), among others. Many of these programs fall directly under the authority of agencies within departments, such as the Economic Development Administration (EDA) and the Minority Business Development Agency (MBDA), both of which fall under the umbrella of the Department of Commerce.

Every agency with contracting (purchasing) authority must have an Office of Small and Disadvantaged Business Utilization (OSDBU) within it to provide maximum practicable contracting opportunities to small, small disadvantaged, and women-owned businesses. The requirement extends to participation as subcontractors in contracts awarded for large projects, such as prime aerospace contracts.17 These offices exclusively handle federal contracting issues and are not what many would term ombudsmen, which are people who handle more general small business problems with agencies and act as advocates for the owner(s).

Many, if not most, support programs offer indirect assistance to small business. They are designed to finance public and private entities, which in turn offer assistance to small business owner clients. Advice and technical assistance programs are virtually all of this nature. The Small Business Development Center program provides an illustration of this type of program. It receives well over $100 million from the SBA (and obtains additional resources from state and local governments and private sources) to provide information, training, and counseling to nascent and operating small business owners.

Consequences of Multiple Programs

The corollary of multiple support programs is the absence of coordination among many federal small business support activities. No overall small business strategy or policy exists. Fragmentation, duplication, and overlap abound. For example, the Government Accountability Office (GAO) reports,

Federal efforts to support entrepreneurs are fragmented—including among the 52 programs at the Department of Agriculture (USDA), Commerce, and Housing and Urban Development (HUD) and the Small Business Administration (SBA). All overlap with at least one other program in terms of the type of assistance they are authorized to offer, such as financial (grants and loans) and technical (training and counseling), and the type of entrepreneur they are authorized to serve.18

The same situation occurs with export promotion services. The SBA and five other agencies, including the Department of Commerce and the Export-Import Bank, engage in such activities as outreach, training and counseling, and finance.19 Much of the overlap involves programs that support socially disadvantaged business owners and economically distressed areas.20 GAO notes, “Commerce’s Economic Development/Technical Assistance program and SBA’s 7(j) Technical Assistance Program are among the 33 programs that assist businesses located in economically distressed areas,” among the several similar examples cited.21 The lines of demarcation between the Minority Business Development Agency’s (Department of Commerce) programs for minorities and the disadvantaged and those of the SBA are frequently murky, leading to overlap in assistance for minority small business owners.

There are other organizational issues. At times, supports are located in what may not appear to be logical places. Help for incubators is located in the Departments of Commerce, Energy, Health and Human Services, Housing and Urban Development, and Interior, but not in the Small Business Administration. Administrative rivalries among competing agencies can also create problems for small business owners seeking help. In one hopefully extreme case, two large agencies signed a Memorandum of Understanding (MOU) mandating that employees of each agency advise individuals/businesses ineligible for its program of similar programs in the other agency for which the client may be eligible.22

Different federal support programs have different eligibility standards. Part of the reason for this variation is that the federal government has no single definition of small business. It has multiple definitions, each of which is an operating definition instituted for programmatic purposes.23 The SBA’s definitions for its programs, which are arbitrarily drawn, principally use an industry-based system.24 Depending on which of more than a thousand industries they fall into, firms have a size cap of either the average annual number of employees or the average gross receipts over the prior three-year period, but not both. In a few very specific cases, criteria other than employees or gross receipts will be used. Asset size distinguishes a large bank from a small one, for example. The classification method sorts businesses into small and large; there is no middle ground, nor are there classes or divisions among small firms. The SBA’s small business definitions change periodically, but as a general rule, more capital-intensive small businesses are larger and use the employment criterion and less capital-intensive firms are smaller and use the receipts criterion.

The SBA’s size definitions not only apply to the agency’s programs; they also govern eligibility for small business procurement activities (which will be subsequently discussed). However, they do not apply to most other business support programs. These programs possess other eligibility criteria. For example, the Department of Agriculture’s Business & Industry Guaranteed Loan program is restricted to firms in rural areas, defined as areas having a population of less than 50,000.25 The program’s application contains no information that would allow a determination of a firm’s size. Similarly, small firms are eligible for Trade Adjustment Assistance from the Department of Commerce (or, if they are farmers, from the Department of Agriculture) if they have been damaged by imported products. Size has no bearing on the aid.

Implications for Small Business Owners

The federal government offers considerable help to small business and small business owners, though much of it is located among third-party delivery entities. The assistance may not always be the right type for an individual situation, and it may not be useful for reasons associated with the business. But after reviewing the number of supports and their variety (the next section), small business owners have much to choose from.

Besides waste and less effective delivery (the section after next), the primary concern that overlap and duplication creates is confusion for small business owners attempting to access support programs. Which program fits best? Which program is delivered most efficiently? How do programs work together, if at all? Where are they found? Computer technology has reduced the search problem substantially over the years, or at least has made it more manageable. Every agency has a Web site with a more or less functioning search engine. The sites typically provide a useful description of the support available, and, more importantly, they provide the application forms, which usually reveal more about the program in question than the site’s description. Sites also list telephone numbers, e-mail addresses, and, where applicable, local offices. Still, the small business owner must interact with a great variety of federal agencies at a large number of entry points to locate the desired help.

The search problem intensifies when states and local opportunities, often overlapping or paralleling those of the federal government, are thrown into the mix. And once an individual finds a suitable state or local program, he or she will also often find that there are jurisdictional attachment standards. For example, a state usually requires that the business be physically situated in the jurisdiction. That is typically not a problem for a small business, but it can be when the firm has more than a single location. Further, state’s and local government’s definitions of small business usually cap business size at fewer employees or lower revenues than the federal government’s. A larger small business, therefore, may be eligible for a federal program but too large for a similar state or local program.

Types of Support Programs

Small business supports typically fall into three groups: finance programs, advice programs, and procurement programs. While there are also hybrids, these three generic types represent the overwhelming bulk of federal small business support activities.

Participation in support programs is often based on individual application and approval. The number of approvals is subject to a legislative cap or ceiling usually tied to legislative appropriations (money allocated). This is particularly characteristic of finance programs. There are exceptions, however, the most prominent being tax expenditures (discussed later) and certain information programs that are generally open to all.

Finance Programs

Finance programs are the ones most commonly associated with government support for small business. The most prominent of these are loans or loan guarantees. The trend in loan programs over the last several years has been toward loan guarantees, the two most conspicuous reasons for this being avoidance of duplicative administrative structures and the ability to leverage private funds. Direct government lending, in contrast to government guarantees, requires a structure to take loan applications, evaluate them, service them, and so on. That administrative apparatus replicates the activities of the country’s more than 7,500 existing private financial institutions. If a very small number of highly specialized loans constituted the financial support program, a single centralized lender may be cost-effective. But when thousands of relatively modest small business loans, scattered across the country, are at stake, it makes more sense to piggyback them on an established and experienced structure that reaches into local communities and neighborhoods.

The second reason for the trend toward loan guarantees is that guarantees leverage multiples in private money. The actual amount of additional money leveraged depends on the amount of the guarantee, default rate, and salvage values on loan losses. However, the SBA expects to guarantee $15 billion in new private small business loans in FY 2013 for an outlay of about $200 million.26 The accounting is significantly more complex than the previous sentence suggests, but it exemplifies the leverage obtained through guarantees.

Besides guaranteed and direct lending, the federal government also invests; provides grants; subsidizes insurance, such as flood insurance; and guarantees surety bonds for smaller firms. Finance programs provide direct payments to some, but far from all, farmers and growers. Less frequently, indirect financial subsidies finance classes of small businesses through tariffs and other trade barriers; quotas, including the number of operating licenses; and even minimum price levels, such as certain state or local rules on gasoline and milk. The financial benefit in these latter cases derives from limiting supply and putting a floor under prices. However, the trend is to phase out these latter types of subsidies.

The SBA’s (7)a Loan Guarantee Program

The most visible publicly supported small business finance activity is the SBA’s 7(a) loan guarantee program, the agency’s flagship finance activity. Its size has oscillated over the last decade with the run-up to the Great Recession, the Great Recession dip, and its aftermath. In FY 2012, about 40,000 7(a) guaranteed loans were made, with a dollar volume for new approvals of approximately $15 billion, excluding paybacks and disbursements on approved credit lines.27 Though comparative numbers are difficult to come by, approximately seven-tenths of 1 percent of the nation’s small employers obtained a 7(a) guaranteed loan in FY 2011,28 amounting to about 2.9 percent of the total small business loans (commercial and industrial) approved and 1.8 percent of the small business loan market.29

Not all small businesses are eligible for 7(a) guarantees. The critical consideration is that the applicant must be creditworthy (and able to repay the loan) but not able to access credit elsewhere on reasonable terms or at reasonable rates. The program is therefore premised on either the proposition that small business credit markets are not operating properly or that certain businesses need to be subsidized in order to obtain a loan (or to obtain one with “reasonable” interest rate and terms). During the mid-2000s, a concerted and successful effort was made to eliminate the direct subsidy from the program, but it was restored with the onset of the Great Recession.

A 7(a) guaranteed loan can be used for most business purposes. One recent study found that loan proceeds were most likely used to purchase or install new equipment, finance working capital, or acquire a new business, though several loans were used to purchase, build, or rehab buildings and land.30 The maximum amount of a loan is currently $5 million, though the average loan in FY 2012 was $337,730 and the median much smaller.31

About 3,500 financial institutions participate in the 7(a) program,32 including most of the larger ones.33 A prospective small business borrower should approach an SBA-certified lender, generally a commercial bank, to obtain a loan guarantee.

Small Business Lending Fund

The Small Business Lending Fund (SBLF) is a different type of small business finance program because it provides capital to community banks and community development loan funds (CDLF) that in turn make conventional loans to their small business customers. A child of the Great Recession (the Small Business Jobs Act of 2010), the fund’s purpose was to temporarily support small businesses financially by supporting community banks, themselves small businesses. The actual mechanism to get money to the banks proved rather arcane, but it worked so that the more money that a bank lent to small businesses, the lower the rate the bank paid the government for its capital.

Faulty assumptions underlying the program’s creation meant that it produced only modest positive returns. The Department of the Treasury sent just $3.9 billion of the allocated $30 billion to 281 out of approximately 7,000 community banks.34 Still, the Small Business Lending Fund is an example of a support program with an indirect subsidy. Small business owners who obtained loans because of the fund probably had no idea that they were beneficiaries of a small business support program. They likely saw the transaction as receipt of a normal loan from their community bank. And, from all outward appearances, that was exactly what it was.

Tax Expenditures and the Small Business Health Insurance Tax Credit

Taxes can be classified as a small business support or a small business impediment. The classification largely depends on what public finance people call a “tax expenditure.” While the term is not precise, tax expenditures can be regarded as “revenue losses attributable to Federal tax laws which allow a special exclusion, exemption or deduction from gross income or which provide a special credit, a preferential rate of tax or a deferral of tax liability.”35 Effectively, it is government spending through the tax code, which implies use of the code to advance policy objectives not directly related to the primary objective of taxation, that is, raising revenues to finance government.

The federal tax code is riddled with tax expenditures that benefit both individuals and businesses, including small businesses.36 For example, small businesses benefit from the ability to expense rather than depreciate certain investments (Sec. 179 of the Internal Revenue Code); the tax rate is reduced on the first $10 million of taxable corporate (C-corporations) income; and, small businesses can generally use the cash method of accounting for tax purposes. However, the largest tax expenditures often directly benefit individuals rather than businesses. Businesses, including small business, benefit from them indirectly through increased demand for their goods and services. Perhaps the best example is the home mortgage interest deduction, which amounts to a $364 billion revenue loss over five years,37 but it helps to boost sales for the small business–intensive construction industry.

An example of a tax-related finance support is the small business health insurance tax credit that became law as part of the 2010 Patient Protection and Affordable Care Act, also known as Obamacare. The tax credit was instituted to provide an incentive for very small businesses to purchase employee health insurance, though it more often proved to be a windfall to those already purchasing insurance. The law laid out four criteria for small business owners to be eligible for the credit: they had to offer employees a minimum level of health insurance, they had to pay a minimum of 50 percent of the insurance premium, they could employ no more than 10 people to receive the full credit and no more than 25 to receive a partial credit, and average earnings for covered employees could be no more than $25,000 for the full credit and $50,000 for the partial credit. The number of years that eligible businesses could take the credit was capped.

The health insurance credit typifies many of the small business support programs operated through the tax code. Note that this credit is highly focused, targeted on the smallest and poorest paying small businesses. And, it is temporary.

Despite a narrow, moving target, small business owners should take advantage of the credit and similar tax supports when they are able. The same is true for tax supports at the state and local levels. The problem is that few owners can stay abreast of all of the federal, state, and local tax-related opportunities, though it is easier to do so in states that piggyback on the federal tax code (known as conforming states)38 than in others. As a consequence, most owners are wise to use a tax professional to help them with their taxes, as almost 90 percent of small employers currently do.39

Advice (and Information) Programs

Small business owners continuously solicit and absorb information relevant to their businesses. Some do it more consciously and actively than others, but all do it to some degree. Advice (or counsel) is a subset of information that is focused on decisions and choice. And it tends to be supplied one-on-one rather than wholesale, making it more tailored but also more costly.

About three in four small employers solicit advice when a critical business decision confronts them.40 A larger percentage (83 percent) do so on a continuing basis, with accountants, insurance agents or brokers, colleagues (other business owners), suppliers, bankers, lawyers, and computer and software specialists being the prime sources of advice.41 There is in fact a huge industry in the private sector that provides business-advisory services to smaller firms. The Bureau of the Census, for example, counts 108,000 management-­consulting businesses in the United States and another 141,000 management, scientific, and technical consulting firms.42

In the midst of a large and functioning private market of business information and advice suppliers, government has established a number of advice and information programs. Three factors explain that apparent anomaly. First, government imposes business-entry and operational requirements. Some are straightforward and intuitive, such as filing for an Employer Identification Number (EIN); others are arcane and widely disbursed across governments and agencies, such as zoning and land-use rules. The more complex the requirements, the more likely inadvertent errors will be made, creating problems for both government and business. It is in government’s administrative best interest, in addition to small businesses’, to establish information hubs, or one-stop shops, that consolidate business requirements and associated information in one readily identifiable place.

Second, the private sector charges for its services. Even when the charge is indirect, that is, wound in with a purchase price of a related good or service, there is typically a cost. Owners of new and marginal businesses often have little cash to spare. Arguably, if information and advice are not free or heavily discounted, these business owners will not seek it, which will decrease the viability of their enterprises.

Third, owners of nascent and marginal businesses often do not know where to go for the business information they need and waste considerable time and money chasing down readily available material. Often, these owners also do not know what they do not know. When an owner cannot ask the right question, he or she cannot hope to get the right answer. Nascent and new business owners gravitate toward public programs, while more established firms do so much less frequently on a relative basis.43 Many of these of resources, therefore, appear to be consumed by those who have not yet entered the market.

The federal government’s largest small business advice initiative is the Small Business Development Center (SBDC) program, a loosely affiliated group of 63 lead centers in the 50 states and territories with more than 900 locations.44 Patterning the program after the Department of Agriculture’s Cooperative Agriculture Extension Service, the SBA funded a handful of university-based centers in the late 1970s to provide management-consulting services to smaller businesses. The number of centers grew rapidly and, over time, broadened their resource base, though not altering their small business focus. The program added new funding sources, primarily from state and local governments, but also from the private sector. It also withdrew somewhat from its university underpinnings, as some of the program’s state headquarters are now located off-campus and many of its personnel are no longer university employees or students.

Centers provide a variety of information services to their small business owner and prospective-owner clients. They offer training and one-on-one counseling. Their counseling services are usually extended at no cost to the client. In FY 2012, SBDCs provided 62,000 clients with long-term (5+ hours) counseling but offered assistance to almost 1 million individuals, about three-quarters face-to-face and one-quarter online.45

In addition to the information conveyed, SBDCs offer four primary benefits to prospective clients and consumers. First they are generally accessible, as there is an average of between 15 and 20 locations per state. A nearby location can be found quickly on the Internet. Second, free is always nice, and their services are often free. Third, the affiliations that most have with universities allow them to direct a client in need of technical services to someone in the university who may know how to help. And, fourth, SBDCs will often hold sessions that provide networking opportunities. Those opportunities are particularly valuable for individuals who have not been in business before.

Procurement Programs

The federal government is the world’s largest purchaser of goods and services, awarding about $500 billion in contracts every year.46 Long-standing policy targets a small business share of 23 percent of prime contracts awarded and 40 percent of subcontracts. A running controversy about contract counts obfuscates the precise number of contracts and dollars channeled to small businesses.47 Still, the “official” figures show that, in total, small businesses procured $89.9 billion in FY 2012, with an inclusive $16.2 billion directed to women-owned businesses, $32.3 billion to small disadvantaged businesses, $12.3 billion to service-disabled veteran-owned small businesses, and $8.1 billion to HUBZones, that is, to businesses in depressed areas.48

The procurement contracts won by small businesses may or may not be small business support programs as earlier defined. This depends on whether they are won in open competition against any and all bidders or whether they are won in a sheltered competition, that is, in competition limited to only small businesses or in the case of so-called 8(a) contracts, small minority-owned businesses. If a small business wins an open competition, and small business wins about $49 billion that way,49 it is not a support program, and vice versa.

Federal agencies engage in small business “set-asides.” Acquisition rules define a set-aside as reserving “an acquisition exclusively for participation by small business concerns.”50 All contracts valued at between $3,000 and $100,000 are automatically set aside when there are at least two qualified small business bidders that are “competitive in terms of market prices, quality, and delivery.”51 Contracts above $100,000 can be set aside if the federal contracting officer has a reasonable expectation that two or more responsible small businesses can compete to provide the acquisition at fair-market prices. In other words, though the competitive bidders are sheltered, they cannot offer unreasonable prices or terms as determined by a procurement official. It is these contracts that allow a procurement activity to be considered a support.

Small business owners must register their firms with the System of Award Management (SAM), the federal government’s primary database of eligible vendors, to be eligible for federal contracting.52 This process requires interested owners to complete a certification that is a bit like creating resumes for their businesses, including information about the business’s size, experience, location, and so on. While contracting agencies use SAM as a source to locate eligible vendors, government contracting is not a spectator sport. Interested owners should actively search for government business by locating contracts for which they are able to compete rather than waiting to be contacted about bidding.53

Subcontracting is different from contracting because the government does not make the contract award; the prime contractor does. Every federal prime contractor with a substantial award must develop a plan to provide subcontracting opportunities for small businesses.54 However, the prime contractor goals are not rigid. They are goals, not fixed rules. There are penalties for noncompliance, but it has been difficult to find examples of penalty assessments.55

About one in five employing small businesses have won a government contract over the prior three years and a nonmutually exclusive 15 percent recognize that they have won a contract to provide goods and service to another business that will use their work in sales to a government agency or unit; that is, they provided their goods and services to a business that was subcontracting government work.56 Those percentages include all governments, not just the federal, and there is some evidence that more small businesses participate at the local level.

There are reasons that some small business owners do not attempt to compete for government contracts. Among the more important are the lack of demand for their product or service, lack of awareness about government contracting opportunities, and the paperwork and hassle involved.57 There is also a reasonably steep learning curve to obtaining the first contract.

Evaluation

The federal government has many and varied small business support programs that reach a variety of people and groups. The federal government spends billions of dollars every year to fund them. The follow-up question is, how well do these programs work for the money spent on them? The answer to that question requires an evaluation of each program to determine its strengths and weaknesses, its ability to reach stated goals and reach them cost-effectively, and, most importantly, to determine if there exists a causal effect between program and outcomes.58 In other words, we ultimately want to know whether a program actually causes a desired outcome rather than to know whether a program is associated with a desired outcome. Should the program cause desired outcomes, policy makers rationally would maintain or increase resources for the program, other factors equal; should the program fail to cause desired outcomes, policy makers rationally would reduce or eliminate resources for it, other factors equal.

Current evaluations of small business support programs do not provide policy makers with the necessary information to determine whether they actually cause the outcomes desired. Often no evaluations are conducted, and virtually none of those that are conducted are able to determine whether a causal relationship exists. The GAO reports that 32 of the 52 programs at the four primary agencies with small business support programs lack evaluations altogether or have not had one done in over 10 years.59 Others evaluations simply employ monitoring rather than actual evaluation. In other words, they count the number who use the program, solicit feedback on recipient satisfaction, or gather opinions about the efficacy of the assistance.60 They fail to use more sophisticated and helpful techniques such as comparing matched samples and exploring selection bias. A Congressional Research Service (CRS) report concludes that the data that the SBA captures on the economic impact of its training and counseling activities (advice programs), for example, is “somewhat limited” and “subject to methodological challenges,” though most small business owner clients think the programs are useful.61 The Rand Corporation examined 22 peer-reviewed program evaluations on a similar set of programs and found just one that employed the highest standards of methodological rigor.62 And the SBA’s inspector general (IG) asserted that several of the IG’s 47 open recommendations involve “establishing meaningful performance metrics and periodically assessing the same.”63

Most support programs have performance goals, and agencies tend to meet them.64 But that does not ensure that small business owners obtain the greatest value or assistance for the dollars that legislators have allocated to help them. Nor does it mean that any or all of these programs are valueless in the sense that they do not cause the outcomes intended. It is simply that no one knows. If it is not operating blindly, the government is operating in very dim light.

Change is coming. The Government Performance and Results Act (GPRA), originally passed in 1993 and amended in 2010, now requires the Office of Management and Budget (OMB) to work with the agencies to develop and implement output measures on certain crosscutting activities and report results. Given that most small business support programs crosscut agencies, the evaluation of programs should improve over time.

ELIMINATING IMPEDIMENTS

If one thinks of small business support programs as government assistance to boost small businesses over the barriers and problems that their owners face, one can think of government’s removing or eliminating impediments as tearing down those barriers and problems. Most exogenous barriers can be attributed to government itself, but cartels, price fixing, and other anticompetitive activity are barriers that originate in the private sector. Often action to reduce or eliminate government barriers is broadly referenced as “regulatory reform.” Most regulatory reform initiatives focus on an industry or on all businesses rather than on small businesses, per se, though affected small businesses still benefit. However, both the federal government and state and local governments have taken steps to specifically assist small business owners to overcome government-generated problems by reducing or eliminating barriers.

Lowering barriers has different implications for small business participation than support programs. The most obvious is that the individual owner does not have to apply to participate or obtain a benefit. There is neither an approval process nor any official who must sign off. Similarly, there is no cap on the number of eligible participants; anyone affected receives the benefit. Further, self-elimination because of an individual’s reticence to apply or ignorance of a program’s existence is irrelevant to lower barriers. The number of small business owners who benefit from eliminating impediments, therefore, is typically far greater than the number participating in support programs.

Given that the elimination of impediments approach seems so much more attractive from the small business owner’s perspective, why is there not more of it (and perhaps less devoted to support programs)? There are two fundamental reasons. The first is that there is typically, but not always, a public purpose for regulations. For example, rules exist to govern storage of food in restaurants. Most people consider those health requirements desirable. Second, even barriers that are unwarranted or counterproductive are in place because someone wants them there. There is often political resistance to eliminating them, and political resistance typically results in a healthy political battle between the initiative’s proponents and detractors. That is why it is usually easier to create or expand a support program (lack of opposition) than to eliminate a barrier.

The Regulatory Flexibility Act as Amended

One of the most novel and interesting approaches to eliminating or reducing barriers for small businesses is the federal Regulatory Flexibility Act (RFA) of 1980.65 The RFA is premised on the idea that regulation has a disproportionate impact on small entities, most of which are small businesses. Regulations create two types of costs, fixed and variable.66 The former cost is the same whether applied to the local gift store or Walmart, while the latter varies with the number of units sold or produced. Thus, it costs the local gift store more to comply with the same set of rules than it costs Walmart. One recent study found that the relative cost differential between firms with fewer than 20 employees and those with over 500 employees is about 36 percent.67 These cost differences persist over time; they are not a single event.68

There are also instances when regulatory requirements imposed on all businesses make little sense or are even counterproductive. The Bureau of the Census and the Bureau of Labor Statistics, for example, often apply the principle for business data collection. They will survey the largest firms with “certainty,” that is, include all large firms, but they will only sample smaller firms because the dollars saved on data collection and processing are enormous and the imposition on small business owners is minimized while data quality remains high. The additional requirements created by Employee Retirement Income Security Act (ERISA) of 1974 actually proved counterproductive for small businesses and their employees.69 The law was designed to prevent pension plans, particularly in large firms, from financially collapsing and leaving employees and pensioners without promised retirement benefits. ERISA largely accomplished its goals by strengthening large pension plans, but its highly undesirable and unintended consequence was to force a substantial percentage of small employers to eliminate their pension plans altogether.

Regulatory tiering, that is, providing different sets of rules for different sizes of firms, was offered as a way to address the negative effects of disproportionate impacts. The concept was not new with the Regulatory Flexibility Act; rather the act systematized it and introduced a process that made assessment of disproportionate regulatory impacts routine and adjustments for it frequent.70 The RFA requires virtually all federal departments and agencies to assess their proposed rules and regulations to determine whether they have a disproportionate impact on small businesses. If they do have such an impact, the issuing agency must determine whether there are ways, such as exemption, a lesser or different standard, or a delayed implementation date, that would alleviate those impacts without undermining the intent of the rule making.

RFA effectively institutes a process. No outcome is required. The agencies must only make an analysis, consider alternative rules for small firms, and report their findings to the SBA. No further action is necessary. If an agency refuses to comply with the procedure, the SBA can take the offending agency to court, but this is rarely done.

The SBA’s Office of Advocacy, which oversees the process, estimates that the act saved small business $2.4 billion in one-time costs in FY 2012,71 a relatively modest amount compared to the $17 billion saved in FY 2004.72 Advocacy concluded that even with only modest enforcement capability, “most agencies continued to comply with the requirements of RFA.”73 GAO has been less buoyant about agency response.74 However, by all accounts, agency compliance with both the letter and spirit of the law has improved over the years.

Forty-five states have followed the federal government’s lead and enacted some form of the RFA or an executive order that does much the same thing.75 However, their performances have been mixed. An enthusiastic executive appears essential for the act to work well, and not all states have one.76

The Tax Code and Pass-Throughs

Policy makers help small businesses through the tax code. Earlier in this chapter, the writer cited examples of support-type tax policy, also known as tax expenditures, which are intended to assist smaller firms. But impediment reductions within the federal tax code also occur. One of the most important was enactment of Subchapter S of the Internal Revenue Code,77 creating a type of corporation (with a corporation’s liability protection) that recognizes income earned from it as equivalent to income earned from wages or salaries for income tax purposes.

C-corporations, the legal form used by publicly traded companies and many larger small firms, pay income taxes twice. They pay them on corporate earnings and then individuals who receive dividends (paid to them by C-corporations on after-tax earnings) pay personal income tax on their dividend income. The latter effectively represents a second tax payment on one income stream. In contrast, other legal forms, such as S-corporations, LLCs, partnerships, and proprietorships, which are traditionally small business forms, pay income tax only once. Their business earnings are effectively personal income, which is taxed along with any other income as part of the personal income tax. The latter four legal forms are therefore known as “pass-throughs”; that is, business earnings are passed directly through the business (without corporate income tax) to its owner(s). Depending on one’s definition of “small business,” anywhere between 75 percent and 90 percent of small employers are now pass-throughs.78

The S-corporation has been growing in popularity, particularly since the favorable tax changes in the mid-1980s, and is currently more common than the C-corporation form.79 By tax year 2008, there were over 4 million S-­corporations filing tax returns, compared to 1.7 million C-corporations.80

Lower Entry Barriers

Those who have been in business are familiar with all of the necessary registrations, permits, and processes that government, particularly state and local governments, require to start a business.81 Low-entry barriers, that is, minimal costs, hassles, and time to complete the legal formalities prior to the start of operations, are generally considered a positive factor in a jurisdiction’s business climate because they ease entry and deter fewer potential owners.82 It typically takes just a few days to complete all of the formalities in the United States, meaning a low-entry barrier. In contrast, it may take months to register a business in many countries.83 Still, American small business owners are intolerant of excess bureaucracy and paperwork that consume their time and resources. The result is that many American local governments have hired ombudsmen and instituted one-stop shops to reduce the time and hassle required to open a business. Check out the one-stop shop in the City of New Orleans, for example.84

SMALL BUSINESS POLICY IN PRACTICE

Most political jurisdictions, at least the substantial ones, if not the vastly more numerous small districts, have different climates or conditions brought on by a blend of small business support and impediment-reduction policies. The distinguishing factor among the jurisdictions is the composition of the blend. Some rely more heavily on one than the other; in a few cases, one or the other is barely visible. Therefore, to understand the small business policy of one jurisdiction compared to another, it is helpful to present a typology that examines policy blends.85

Table 13.1 effectively crosses the relative degree of supports and impediments in a jurisdiction. The x-axis presents jurisdictions that have high and low impediments (and presumably the policies that underlie them); the y-axis presents jurisdictions that have high and low supports (and presumably the policies that underlie them). High and low are relative terms. When comparing jurisdictions, high and low on the axes may be far apart or reasonably close. Typically, they are at their most extreme when comparing conditions across countries and least extreme when comparing conditions across small, contiguous jurisdictions.

The typology in table 13.1 creates four broad policy blends. The first is a policy that allows high (relatively) impediments and enjoys high (relatively) supports. That type of policy is titled “compensating” because a high level of supports is intended to compensate for a high level of barriers. The concept behind the policy is to selectively lift a limited number of small businesses over the hurdles created. The policy thereby favors some owners at the expense of others. The criteria for determining favored firms or owners rest with policy priorities, which can result in preferences toward companies ranging from those that are high growth to those that are export oriented to those that are minority owned. High impediments are barriers that must be surmounted, making new firm entry relatively difficult. At the same time, they constitute a body of policy that shelters incumbents. That outcome may not be the purpose of the impediments; the purpose may be to protect some value considered important to society. But incumbent protection is typically an effect.


Table 13.1 Impediments and Supports: A Typology
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The opposite quadrant in the typology consists of low barriers and low supports. It is the most market-oriented policy because it is the most hands-off and the most likely to encourage competition, and not just among small businesses but among all competitors. It is therefore named “competitive.” Entry barriers are low. Because entrepreneurs tend to thrive in a competitive environment, the policy is most conducive for entrepreneurial small businesses, typically more aggressive, growth-oriented firms. Life-style small businesses, the more numerous type of small firm, are not likely to find the policy as endearing. There are no supports, no help. Competitors are left to succeed or fail on their own devices.

The third type is a “nurturing” policy. A nurturing policy involves a high level of supports and a low level of impediments. This generic policy type appears the most favorable to small business, the best of all worlds. It has few barriers, but it also has supports to raise affected firms over the minimal impediments that exist. The question that such a policy raises is whether the policy is too encouraging, in the sense that it nurtures too many weak firms that cannot possibly survive the rigors of the market. The existence of too many weak firms not only pries their owners from more productive activity but may also draw away just enough business from potentially successful firms so that it destroys them as well.

The fourth and last quadrant in the typology appears least favorable to small business. It consists of a high level of impediments and a low level of supports. It is a “limiting” policy. The impediments are high, making it relatively difficult to enter and successfully operate, and there is little public help to assist the owners to surmount them. Thus, the individual is on his own, just as in a competitive policy climate. The difference is that under the limiting policy, the owner must still battle the impediments. A severe climate with no assistance is unlikely to produce crops of thriving small businesses.

The varying combinations of supports and impediments create a varying set of climates for small business. Some combinations appear more conducive than others for the population as a whole, but individual perspectives may differ on which is which. The quandary that many small business owners face is that they have no choice in the matter. They are tied to a location by costs, customers, or family. Relocating to a different, more favorable jurisdiction with a more sympathetic policy climate is simply not practical. They have no choice but to work with what they have. That infers involvement in public policy and the political process, which consumes time and money, but perhaps less of them than the alternative.

CONCLUSION

The text to this point has described several flavors of small business policies that government has employed to help owners enter, survive, and thrive. Still, many policies have been passed over because of space limitations. The programs that attempt to specifically assist socially and economically disadvantaged small business owners are the most notable to receive short shrift, largely because they parallel the policies established for owners in general. The principal difference between them is that participant eligibility for those programs is narrower, confined to women, racial minorities, or, most recently, veterans. But beyond these, there remain more unmentioned support and impediment-reduction policies that individual small business owners will find helpful and worthy of additional investigation.

There is one other policy type that people often forget in the abstract, but that many elected officials and governments perform very well in ­practice—simple cheerleading. Public encouragement and verbal advocacy for local small business activity is an important element of a supportive culture, one that nurtures small and innovative enterprises and the people who found and operate them. Historically, a supportive culture has been the bedrock on which entrepreneurial and small business activity has grown, and even flourished.86 This is no less true today. Some public officials are reticent to engage in cheerleading. They believe that it is beneath their dignity or they fear being painted as friendly to self-serving and nonproductive business ventures.87 Yet, public verbal encouragement of enterprise in general and productive, growing enterprise specifically by public officials provides, at minimal cost, assistance to a broad swath of small business owners, both now and into the future.
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