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CHAPTER 1

Entrepreneurship and the Market Process

Diana W. Thomas and Arielle John

WaHY ENTREPRENEURSHIP IS IMPORTANT

In his 1964 presidential address to the Southern Economic Association
membership, James Buchanan famously asked the provocative question
“What should economists do?” Buchanan’s question was explicitly moti-
vated by his assessment that the discipline had gotten lost in doing “what
economists do” without consideration of what would constitute scien-
tific progress. More specifically, James Buchanan was advocating for an
economics that would place the “theory of markets” rather than the
“‘theory of resource allocation’ at center stage” (1964, p. 13) and return
to Adam Smith’s observation that there is a propensity in human nature to
“truck, barter, and exchange one thing for another” (Smith 1776, p. 25).

The orthodoxy Buchanan was constructively critiquing was neoclassical
price theory, which examines the patterns of equilibrium prices, costs,
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2 D.W. THOMAS AND A. JOHN

and output in different markets with specific emphasis on the allocation
of resources in equilibrium. The goal of the price theoretical apparatus
is to understand the requirements of general equilibrium, identify the
paths toward equilibrium that price and quantity may take, and state the
price and quantity combinations that will satisfy equilibrium conditions
across different markets. In investigating the effects of government policy,
price theory focuses on the changes in equilibrium price and quantity that
changes in policy will bring about.

Lacking from orthodox price theory, in Buchanan’s assessment, was a
focus on “man’s behavior in the market relationship [...] and the mani-
fold variations in the structure that this relationship can take” (Buchanan
1964, p. 214). The alternative approach to studying economic behavior
he proposed was explicitly focused on exchange relationships and the
various forms they could take in both markets and politics. Buchanan’s
extension of this analytical focus to include spheres other than markets,
and specifically politics, always assumed that individual behavior and
cooperative relationships individuals engaged in depend on the rules of
the game or the institutional structure in place to constrain individual
behavior.

Buchanan was, of course, not alone in his critique of the path modern
economics had taken throughout the beginning of the twentieth century.
Israel Kirzner similarly argued that price theory was missing a descrip-
tion of how the actions of individual market participants interact to bring
about changes in prices, quantities, and in the manner resources are
allocated to competing uses (Kirzner 1973, p. 6). Price theory notori-
ously stresses that there are but three factors of production—land, labor,
capital—to be optimized when making production decisions, but seems to
take for granted who exactly is meant to do the optimizing. In Kirzner’s
own words, an analytical framework devoid of entrepreneurs “completely
lacks the power to explain how prices, quantities and qualities of inputs
and outputs are systematically changed during the market process” (1973,
p. 42) and so cannot explain how the market equilibrates. Kirzner argued
that in order for such considerations to enter the analysis, the analyst
would have to shift her focus toward the competitive process and the role
of the entrepreneur in perpetuating the competitive process. Crucially,
entrepreneurship was the fourth factor of production missing from the
neoclassical price theory.

Put differently and using the language of orthodox price theory, rather
than focusing on the slope of the production possibilities frontier and
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its intersection with individual indifference curves, this market process
perspective advocated by Buchanan and Kirzner (among others) analyzes
how movements of the curve and pivots in its slope come about over
time, what the institutional determinants of human action in markets and
in politics are, and how exchange relationships change when institutions
evolve.

Israel Kirzner specifically contributed to market process theory by
introducing a theory of entrepreneurship that accounts for the differ-
ential alertness and awareness of entrepreneurs. More specifically, in
Kirzner’s model, entrepreneurs bring about the process of equilibra-
tion of market relationships by acquiring “more and more accurate and
complete mutual knowledge of potential demand and supply attitudes”
through entrepreneurial discovery (Kirzner 1997, p. 62). This discovery
of information is the essential function entrepreneurs supply in the market
process. They are alert to opportunities for arbitrage across space—as is
the more traditional understanding of arbitrage—and time, and by acting
upon those opportunities bring about changes in existing exchange rela-
tionships in the market. In doing so, they can, of course, commit errors,
but the insistence upon the integration of an entrepreneurial perspective
into the analysis of market relationships ensures a description of systemic
adjustments to new and ever-changing information and constraints.

For Kirzner, incomplete and imperfect knowledge are facts of human
life that lead to errors in decision-making in the market context all
the time. For example, an entrepreneur may believe that her poten-
tial customers want to purchase her red shoes for $20 ecach, when in
fact for the quantity she is producing, price should be closer to $30.
Therefore, she may erroneously under charge for her shoes. However,
alert market participants are able to recognize these sorts of errors with
time. According to Kirzner, another person would likely notice the profit
opportunity that emerges from the discrepancy between what she is
charging and what her customers are willing to pay. That person may
buy her shoes at the lower price she is charging and sell them at the
higher price somewhere else. Processes like these drive markets toward
equilibrium prices and quantities. In Kirzner’s own words, writes, “the
entrepreneurial element in the economic behavior of market partici-
pants consists ... in their alertness to previously unnoticed changes in
circumstances which may make it possible to get far more in exchange
for whatever they have to offer than was hitherto possible” (1973,
pp. 15-16).
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While Kirzner develops his theory of entrepreneurship in the context
of markets, the individual entrepreneur’s alertness to differential oppor-
tunities for profit is essential in driving the process of entrepreneurial
discovery not only in markets, but across different institutional settings.
All cooperative and collective human endeavors, whether in the context
of markets, politics, or society more generally require adjustment to
and incorporation of new information into the institutional context in
order to allow individuals that operate within this context to coop-
erate with each other successfully and go about the satisfaction of their
individual wants and desires more effectively. The existing literature on
entreprencurship in politics and social organization more generally is
multi-faceted and vast, but an entrepreneurial perspective has been applied
to culture (Storr 2008; Storr and John 2011; John and Storr 2018),
policy change and rent-seeking activities (Simmons et al. 2011; Coyne
et al. 2010; DiLorenzo 1988; Holcombe 2002) institutional change
in politics (Martin and Thomas 2013), non-profits (Haeffele and Storr
2019), how communities rebuild and revive following natural disasters
(Chamlee-Wright and Storr 2010; Storr et al. 2016), and economic
development (Chamlee-Wright 2002; Haeffele and Hobson 2019).

Economists of the Austrian school in particular have advanced Kirzne-
rian ideas of entrepreneurship into studies of culture, community
recovery, and politics. The driving question provided by Kirzner in many
of these treatments is: What types of opportunities will entrepreneurs in
various contexts be alert to? For example, Storr and John (2011), use
Kirznerian theory to demonstrate how culture can shape entrepreneurial
gaze. They posit that “culture will direct an entrepreneur’s gaze as
well as her ability to recognize certain opportunities as in fact oppor-
tunities” (p. 89). To demonstrate how entrepreneurs with different
cultural backgrounds can be alert to different opportunities, the authors
provide accounts of different of flavors entrepreneurship in Bahamas and
in Trinidad and Tobago, and they connect these different flavors of
contemporary entreprencurship to each island’s economic history. Based
on prior experiences under slavery and colonial rule, today’s Bahamian
entrepreneurs have a “master pirate” side that is ever ready to hustle, trick,
and swindle to make money, but also an “enterprising slave” side, that
words diligently and honestly to attract business. In Trinidad and Tobago,
where different ethnic groups had dissimilar experiences in the economy
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pre-and post-independence, some appear to be more alert to opportuni-
ties for commercial enterprise, while others tend to look to politics and
the bureaucracy for economic advancement.

John and Storr (2018) also consider the role of culture through
another popular notion of entrepreneurship discussed in Austrian
theory—the Schumpeterian view. They argue that while alertness
to/identification of a profit opportunity is the essential moment of
entrepreneurship for Kirzner, for Schumpeter, it is the actual acting upon
the opportunity that constitutes entrepreneurship. According to Schum-
peter (1961, p. 66), the crucial entrepreneurial role is the carrying out
of new “combinations” of the means of production, that is: creating
new goods, improving the quality of existing goods, creating new
methods of production, opening new markets, finding new supplies of
resources, or discovering new ways to organize an industry. The authors
contend that focusing on both the Kirznerian (seeing) and Schumpete-
rian (doing) views of entreprencurship enables more fine-grained analysis
of entrepreneurship. They observe that certain aspects of the cultural
context and institutional environment in Trinidad and Tobago promote
people’s alertness to entrepreneurial opportunities there, while other
cultural and institutional aspects dampen this alertness. The same is true
for opportunity exploitation.

Regarding community recovery, again, a focus on the entreprencur
helps us to understand who will take up the charge of rebuilding
communities, and what methods will or will not work for them. Chamlee-
Wright and Storr (2010) examined the Vietnamese community in New
Orleans following the devastation of Hurricane Katrina, finding that
social entrepreneurship played an integral part in that community’s ability
to recover following the hurricane. Entrepreneurs steeped in the local
context needed to be alert to needs of their fellow community members
in order to “coordinate recovery efforts, lobby for essential government
assistance and provide key information and services to help displaced resi-
dents return and rebuild their communities” (p. 154). One such social
entrepreneur was the pastor of the Mary Queen of Vietnam Catholic
Church, Father Vien, who provided leadership by continuing to hold
mass, checking up on his congregants at evacuation sites, persuading them
to return to the community, and facilitating their return.

An important question in political economy is whether the political
domain is like the market domain in terms of its ability to use and
generate knowledge, and to coordinate productive activity with efficiency.
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Thomas and Thomas (2014) consider the limits of the application of
insights from entrepreneurial process theory to politics, arguing that the
absence of price signals in politics prevents the entrepreneurship theory
from being fully applicable. However, the authors harness insights from
James Buchanan to demonstrate that at the constitutional level of poli-
tics, where general rules of the political game must be selected, political
entrepreneurship is certainly possible and may even be efficient. Salter
and Wagner (2018) argue that one way in which political entrepreneur-
ship may manifest is through competition or contestation over alternative
interpretations of constitutional rules.

APPLIED RESEARCH IN POLITICAL
EcoNoMY: ENTREPRENEURSHIP

The contributions to this edited volume all share in common a focus
on this Kirznerian market process perspective. Contributions in Part
I focus on theoretical extensions and critiques. Simon Bilo offers an
extension of the Kirznerian theory of entrepreneurship, with particular
application to conditions of economic recessions. Bilo argues that the
systematic re-valuation of previously malinvested capital during a recession
has significant effects on the relative alertness of entrepreneurs to different
productive and unproductive investment entreprencurial ventures and
can result in either a re-allocation of the re-valued assets of a focus on
relatively unproductive entrepreneurial opportunities in case of political
intervention and targeted stimulus spending.

Keith Jakee and Stephen Jones provide a critique of the Kirznerian
conception of entrepreneurship based on its reliance on neoclassical,
marginal analysis, which, as they argue, is founded on several unreal-
istic assumptions and therefore not representative of true entreprencurial
choice. Jakee and Jones suggest that rather than using marginal anal-
ysis based on twice-differentiable isoquant and isocost curves, the study
of entrepreneurial decision-making requires a focus on total costs and
corner-solutions to adequately deal with the problems of indivisibility,
static knowledge problems, radical uncertainty, and transaction costs.

Stephane Kouassi’s chapter titled Conceptualization of a Kirznerian-
Ethnic-Entrepreneur in Market Sociology offers an extension of the
Kirznerian framework of entrepreneurship into the domain of culture,
taking into consideration insights from contemporary sociology regarding
the “cultural determinants of the process of identification, evaluation and
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exploitation of entrepreneurial opportunities.” Kouassi’s chapter offers a
theoretical model for how cultural factors may systematically promote or
hinder certain types of entrepreneurial discovery.

In his chapter titled Non-market Competition as a Discovery Proce-
dure, David Lucas synthesizes the existing literature applying Austrian
market process theory to non-market contexts. In doing so, Lucas is
able to identify shared theoretical insights and shortcomings in this liter-
ature and point to potential areas for fruitful future inquiry, as well as
potential stumbling blocks for the systematic application of the market
process perspective to non-market contexts like politics, institutional
development, cultural norms, and crime.

Part II offers various applied perspectives on entrepreneurship. Olga
Nicoara provides an analysis of how an understanding of the quality of
formal institutions along with cultural attitudes toward entrepreneurship
influence the entrepreneurial decisions of immigrants. She argues that
immigrants from countries with lower overall institutional quality and
cultural attitudes that are less supportive of entrepreneurial ventures will
be more likely to become innovative entrepreneurs once they migrate
to countries with institutions and cultural attitudes more supportive of
entrepreneurship generally.

John Dove’s chapter, “Productive Entreprencurship, Unproductive
Entreprencurship, and Public Sector Economic Development Restric-
tions: Understanding the Connections”, offers an empirical analysis of
Baumol’s (1990) prediction of the institutional variability of the rela-
tive prevalence of the types of entrepreneurship that can be observed in
a particular society at a given point in time. Baumol famously suggests
that institutions can change the relative profitability and therefore the
relative prevalence of productive market entrepreneurship as compared
to unproductive and even destructive types of extractive political (rent-
seeking) entrepreneurship. Dove’s analysis uses several indices measuring
the relative profitability of productive and unproductive entrepreneurship
in different states from Sobel (2008) as well as an index measuring the
extent to which states provide non-tax economic development incen-
tives from Patrick (2014). His results confirm Baumol’s theoretical
prediction that institutional environments that offer greater rewards
for non-productive entrepreneurship will generate more unproductive
entrepreneurial activity.

Finally, examining the impact of regulatory policy on entreprenecur-
ship, Liya Palagashvili, provides a potential theoretical explanation for
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the variability in new business starts across different industries, and
more specifically for the concurrent empirical decline in new firm starts
among main-street businesses and increase in new business starts among
tech-startups.

Across and between the different contributions to this edited volume,
the authors provide a rigorous and thorough assessment of both the limi-
tations and the benefits of the entrepreneurial perspective to analysis of
markets. We are grateful for their work and the synergies and overlaps
that have developed across the different chapters over the last two years
since they were first presented at a conference sponsored and organized
by the Mercatus Center at George Mason University.
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CHAPTER 2

Diverted Attention During Recessions

Simon Bilo

INTRODUCTION

Human attention has limits, and people, at least to some extent, choose
what they pay attention to. I explore how limited, or scarce, atten-
tion might matter during recessions, when entreprencurs suddenly face
a cluster of opportunities resulting from previous misallocations of factors
of production. Entrepreneurs’ alertness is, at that point, suddenly divided
between the profit opportunities from fixing the existing production
processes and the opportunities for brand-new investment projects. As
a result, entrepreneurs decide to postpone or discard some of the possible
new projects. This discussion of the limits of entrepreneurial alertness
is useful for two reasons. First, it provides an additional—and to my
knowledge novel—framework to understand the procyclical character of
aggregate investment that, for example, Stock and Watson (1998, 13)
document. Of course, the framework is a complement to rather than a
substitute for the existing theories that account for that procyclical char-
acter because the procyclicality is a generally accepted stylized fact. In one
way or another, business cycle models therefore incorporate this fact as,
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for example, Plosser (1989) exemplifies for real business cycle theory and
Lucas (1977) for new classical theory.

Second, it leads to an analytic framework that captures the allocation
of entrepreneurship during recessions. I later enhance the baseline frame-
work with an extension that includes unproductive entrepreneurship, such
as rent-seeking associated with fiscal expansion, as such entrepreneurship
can aggravate recessions.

My discussion of the allocation of entrepreneurship during a recession
lies at the intersection of three sets of literature. First, it builds on the
stylized fact that recessions tend to reveal clusters of errors, as suggested
by Hayek in his Copenhagen lecture ([1939] 1975, 141), meaning that
recessions are associated with a large number of entreprenecurs real-
izing that their projects are unprofitable. This fact can be observed
indirectly—for example, through increases in the number of bankrupt-
cies during recessions, as documented by Altman (1983) and Platt and
Platt (1994), through procyclical employment and countercyclical unem-
ployment (Stock and Watson 1998, 15), or through higher dispersion
of total-factor-productivity growth rates across industries (Eisfeldt and
Rampini 2006). I link the first two observations with what seems to be
a reasonable assumption: that companies usually do not plan to go out
of business and people usually do not plan to become unemployed. The
dispersion of total-factor-productivity growth is also consistent with the
existence of suddenly revealed mistakes that slow output growth in certain
industries.

The higher incidence of recognized errors during the recession matters
because it implies that the existing allocations of factors of production—
both capital and labor—might be inefficient, requiring their repurposing,
which is costly and requires imagination. In other words, investments are
to some extent irreversible because of the specificity and heterogeneity of
factors of production, which connects my discussion with a second stream
of literature. Some of the works on the irreversibility of investment under
uncertainty—including Bernanke (1983), Majd and Pindyck (1987), and
Pindyck (1993)—emphasize the irreversibility of deployed factors of
production from an ex ante perspective (that is, before investment). My
discussion instead focuses on what to do with already-existing capital
goods ex post, as emphasized by the Austrians, including Hayek ([1935]
1967), Mises ([1949] 1966, 503-514), Lachmann ([1956] 1978), and
Garrison (2001). The ex post emphasis is the appropriate one in the
context of recessions: during recessions entreprencurs face the problem
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of the misallocation of existing irreversible investment. Witnessing a
large number of specific factors of production employed in unprofitable
production processes, they have to decide which ones to repurpose and
which ones to discard. The rearranging of such factors is not a trivial
problem; it resembles that of a five-thousand-piece jigsaw puzzle that was
designed to portray the painting of Mona Lisa and has to be reassembled
into a picture of Mickey Mouse after some kids lost or disfigured many
of the pieces. Such reassembly is costly, and for the same reason is that of
factors of production. While reassembling the factors of production repre-
sents new possible profit opportunities, it also imposes a demand on the
limited attention, or alertness, of entreprencurs. Their attention is more
diverted than it otherwise would be and thereby must be spread more
thinly across other competing demands.

My discussion on how these limits on entrepreneurs’ alertness play
out during the recession builds on a third stream of literature: the
works of Kirzner, Baumol, and Gifford, where Kirzner ([1973] 1978)
represents the methodological base for thinking about entrepreneur-
ship, Gifford (1992) highlights the importance of limited attention of
entrepreneurs, and Baumol (1990) illustrates how changing incentives
change entrepreneurial outcomes. Kirzner’s ([1973] 1978) key insight is
that entrepreneurial alertness, which can be described as “knowing where
to look for knowledge” (68), is an essential part of the market process.
Markets cannot work unless people are alert to and perceive profit oppor-
tunities. This means, Kirzner [1973] 1978, 225-231) argues, that even
the absence of transactions costs, which include information costs, is not
enough for markets to equilibrate. Entrepreneurs, according to Kirzner,
also have to perceive the importance of available information regarding
potential profit opportunities.

I continue with what hopefully is a reasonable assumption: that Kirzne-
rian alertness has limits and that if entrepreneurs ponder a certain set
of information, they are not able to do so with some other informa-
tion set. This follows along the lines of Gifford (1992), who recognizes
the limited attention of entrepreneurs, although, unlike Gifford, I do not
distinguish between the attention entrepreneurs give to “current opera-
tions” and that given to “prospective projects,” because such a distinction
does not fully capture the decisions entrepreneurs have to make about
misallocated factors of production during recessions. Under the assump-
tion of alertness with limits, I turn to Baumol’s (1968, 1990) general
idea that different structures of incentives determine the “allocation of



16 s. BILO

entrepreneurial inputs” (1990, 897), understanding the term “input” as
Kirzner’s “alertness.”

Using this connection of Baumol’s, Gifford’s, and Kirzner’s ideas, I
apply Baumol’s conceptual description to a framework with microfounda-
tions. However, unlike Baumol (1990), I do not consider the allocation
of entreprencurship in the context of long-run economic growth, but,
instead, in the context of a recession, when it turns out that many factors
of production, both capital and labor, cannot remain employed as initially
intended. Entrepreneurs’ production costs (in the case of capital) and
costs of acquiring human capital, hiring, and training (in the case of labor)
are already sunk and do not matter when considering factor reallocation.
Remaining quasi-rents associated with the factors then represent potential
new profit opportunities, thereby incentivizing the entrepreneurs to turn
their alertness from investing in brand-new production processes toward
salvaging existing factors of production. The necessary assumption is that
the existing factors of production are substitutes for rather than comple-
ments to new investments. Accordingly, the resulting decrease in new
investment is in line with the stylized fact of procyclical investment.

As 1 suggested before, this model of allocation between the two
types of entrepreneurial activities—new investment and fixing the old
allocations of capital and labor—can also be extended to include the real-
location of entreprenecurial alertness into unproductive and destructive
activities, as Baumol (1990) explores in the context of economic growth.
This extension makes it possible to analyze the consequences of a possible
fiscal-stimulus response to a recession, where new, unproductive rent-
seeking opportunities associated with the stimulus divert entreprencurial
alertness from productive activities, including new investment. Such
diversion then makes aggregate investment even more procyclical. This
extension relates to Takii (2008), who also discusses the interrelation-
ship of entrepreneurship and fiscal policy, although in a different context,
in which fiscal expansion tends to crowd out private consumption. As
government then plays a larger role in the market and it is, by assump-
tion, less capable of identifying changes in the tastes of consumers than
entrepreneurial firms, overall output decreases.

ALERTNESS AND THE METAPHOR OF ALLOCATIVE CHOICE

Whenever one talks about an allocation, one tends to think of stan-
dardized factors of production with well-defined units. The production
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decision regarding the factors is then a technological problem that
Kirzner ([1973] 1978) somewhat pejoratively calls Robbinsian maxi-
mizing because it is mechanical and therefore does not encapsulate the
discovery aspect of the market process. Talking about the allocation
of entreprencurship and entreprencurial alertness, as I do, thus raises
red flags, particularly if one at the same time claims to be building on
Kirzner’s insights. These concerns become even more pressing with the
realization that Kirzner [1973] 1978, 66) does not view entrepreneurship
as a factor of production. After all, entrepreneurship is not an ingre-
dient that one simply adds to a well-defined production function to get
predictable output levels. It might be for this reason that there is no
market for entrepreneurial alertness, while, at the same time, markets
work because of the alertness.

To reconcile my representation of entrepreneurship with Kirzner’s, I
follow the approach outlined by Storr and John (2011), who consider
Kirzner’s model of entreprencurship in light of the objection that it
does not account for a number of important factors possibly impacting
entrepreneurship, including cultural and psychological factors. Storr and
John (Storr and John 2011, 88-89) argue that one does not necessarily
have to view Kirzner’s model as deficient; instead, it should be viewed as a
baseline model pinpointing the nature of entrepreneurship, which invites
additional extensions, such as cultural influences.

My own extension starts with the consideration that it would be unrea-
sonable to say that entrepreneurial alertness manifests at random and that
entrepreneurs have no say over the industries and types of products on
which they want to focus. As long as we accept that people have some
freedom to choose, it is reasonable to say that they choose, even though
not entirely, what to think about. This is not just a philosophical insight,
but also practical one: if our attention is limited, being able to focus on
priorities is a matter of evolutionary survival.

Of course, as long as the matter of limited attention is not impor-
tant for an analytic framework, it is reasonable to assume it away. Such
assuming is not appropriate in the present case, however. The attention of
entrepreneurs during a recession might get overwhelmed with competing
demands, forcing them to choose what to pay attention to. It is the
need to capture such a choice that constitutes my rationale for looking
at entreprencurial alertness as if it was a factor of production.

This emphasis on the incentives of entrepreneurs is very much in line
with Baumol’s (1968, 69-70) view on how economists should approach
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the topic of entrepreneurship. He points out that it is perhaps impos-
sible to have a full understanding of the determinants of the supply of
entrepreneurship and its quality, but it might be possible to analyze the
incentives shaping entrepreneurs’ activity. For example, he suggests that
different tax structures might have an effect on entreprencurs’ risk-taking
and their involvement with research and development.

The metaphor of allocation of alertness can take one only so far,
however. It does convey both the limits to alertness and the profit-
motivated choice over what one is alert to, but it cannot capture all
aspects of entreprencurship, notably acting in an uncertain world. It is
with this caveat that I approach the discussion that follows.

QUASI-RENTS AND PROFIT OPPORTUNITIES

When entrepreneurs allocate their alertness during a recession, their
choice has some specific characteristics. Recessions reveal many previous
mistakes, embodied in misallocated factors of production. This might, for
example, mean that factories built and equipped during the boom are
unprofitable in their intended uses, that they have to be shut down, and
that the workers who were trained to operate the factory equipment have
to find new employments. Awareness of these factors allows entrepreneurs
to see new, related profit opportunities, channeling their alertness toward
corresponding factor reallocations.

The argument that entrepreneurs shift alertness during the recession,
however, rests on the assumption that reallocation of the existing factors
is more profitable than, let’s say, creation of brand-new factors of produc-
tion. This higher profitability comes with the sunk-cost character of the
previously misallocated factors. While the factors employed in unprof-
itable production processes do not make enough revenues to cover their
own amortization, they are still useful, even though it does not pay to
replace them once they wear out (in the case of capital) or to train new
workers (in the case of labor). What matters is whether the difference
between the return of the factors and the variable cost is sufficient to
attract an owner or employer. This difference is also known as quasi-rent,
which Alchian (2006, 577) defines as “the portion of the revenue from
the use of some equipment in excess of current operating cost and which
covers at least some of the initial, past investment cost of having produced
that equipment.”
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How much of this quasi-rent the prospective owner or employer has to
pay for a capital good or for hiring labor is, of course, negotiable, and it
is somewhere between zero and the quasi-rent. But the negotiability also
means that the profit coming from hiring the labor or owning the capital
is also flexible and might stretch—within the given quasi-rent constraint—
enough for the project to compete with the alternative entreprencurial
projects. It is this flexibility that incentivizes entrepreneurs during a reces-
sion to be more alert to exploring new uses of the existing misallocated
factors rather than to producing new factors of production.!

Let me illustrate with an example of a machine that makes rubber soles
for shoes. Assume the same machine can be repurposed to make chewing
gum. Let’s say the owner built the machine at a cost of $1000, expecting
the present value of the variable costs to be $100 and the present value
of the revenues to be $1100. While he could use the machine for making
chewing gum, the fixed and variable costs would be the same but the
present value of the revenues would drop to $500.

Let’s say that contrary to the owner’s expectations, nobody wants new
shoes and the expected revenues from selling shoes drop to zero. The
owner goes out of business and puts the machine up for sale. Since it
can still produce chewing gum and the expected demand for the gum is
unchanged, the machine is going to sell at a positive price. The quasi-rent
associated with chewing gum production is $400, and the price of the
machine can thus range between one cent and $400. It will end up being
low enough within the range to attract an entrepreneur with sufficient
profit to divert her attention from other activities.

Can one say that all entrepreneurial attention will be diverted from
starting new projects that include brand-new factors of production during
the recession? Of course not, but entrepreneurs have an incentive to
divert their attention more than they otherwise would have. Again, the
necessary underlying assumption is that the existing capital goods and
existing employees with their human capital are substitutes for rather than
complements to new investments.

INote that the repurposing of the factors can happen within a company, though the
repurposing is less visible to external observers.
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Fig. 2.1 The initial equilibrium, Ej, shows the allocation of entrepreneurial
alertness between new investment and restructuring of the existing factors of
production (Source Author’s creation)

ALLOCATION OF ALERTNESS DURING
RECESSION: THE BASELINE MODEL

My model is a metaphor that conveys the idea of entrepreneurs choosing
the focus of their alertness. The expected relative profitability of the
different opportunities is the criterion of such choice, and more profitable
opportunities therefore tend to attract more alertness.

Entrepreneurial alertness in my model? is a factor of production whose
production function has the standard property of diminishing marginal
returns. I assume that there is a fixed amount of alertness and that this
alertness can be allocated to two types of projects. One type predom-
inantly pertains to new investment, for which I use the corresponding
subscript of “NI.” The projects associated with subscript “Fix” pertain
to rearranging the existing factors of production into more efficient
allocations.

Figure 2.1 shows an initial equilibrium, in which the product of the
price (P) of output and the marginal product of entrepreneurial alert-
ness (MPE) is the same for the two types of projects. Note that the
amount of entrepreneurial alertness is in this model given, which is
why the horizontal axis is boxed in from both sides. The more to the

2This model is inspired by Feenstra and Taylor’s (2014, 69) model, which they use in
the context of the labor market’s responses to international trade shocks.
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right the equilibrium point (E) moves along the axis, the more alertness
entrepreneurs direct toward new investment projects.

Now the recessionary shock hits the economy. To keep things simple,
I assume that the profitability of the prospective new projects does
not change. The rearranging of the existing factors of production will
compete for entrepreneurs’ attention, and portions of the quasi-rents
are in this competition offered to the entrepreneurs to incentivize them
to use the existing factors of production instead of focusing on other
projects. The higher profitability of rearranging does not mean there are
new possibilities for using the existing factors, so the marginal product of
the entrepreneurial input itself does not change. Instead, it is the price of
the given marginal product that increases thanks to the higher fraction
of the quasi-rent captured by the entrepreneurs. Figure 2.2 illustrates
my reasoning and shows how the recessionary shock and related need
to reallocate existing factors of production also changes the allocation
of entreprencurial alertness. Of course, if less alertness goes toward new
investment, the amount of new investment decreases, alertness being one
of the inputs.
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Fig. 2.2 The new equilibrium, Ej, illustrates a change in the allocation of
entrepreneurial alertness from new investment toward restructuring the existing
factors of production (Source Author’s creation)
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ALLOCATION OF ALERTNESS DURING
RECESSION: AN EXTENSION

I now extend my model to account for the government’s fiscal expansion,
which is often characteristic of governments facing recessions. I treat the
fiscal expansion as a shock, or an unanticipated event, as with the recession
itself.

The additional government expenditures are potential rents that people
compete for, along the lines discussed by Tullock (1967) and Krueger
(1974). Rents are therefore profit opportunities that incentivize rent-
seeking and distract entrepreneurs from other activities—in this model,
investing in new projects or reconfiguring existing factors. Entrepreneurs
then have another reason to divert alertness from possible new invest-
ment, which tends to drop even further compared to the previous
model.

My revised model reflects the increase in the number of possible
allocations of entrepreneurial alertness to three possible sectors. Instead
of a two-dimensional box diagram with the total amount of alertness
unchanged, the updated model therefore shows the tendencies of the
allocations of alertness in response to shocks. I proceed in three steps:
After starting in equilibrium (step one), step two shows how the higher
rents associated with the stimulus affect the allocation of alertness. Step
three combines the effects of these new rents with the insights about the
allocation of entreprencurship during the recession from the prior section.

The initial equilibrium in Fig. 2.3 represents the allocation of
entrepreneurial alertness among the three types of activities: creating new

Prs*MPEgs
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Fig. 2.3 The allocation of entrepreneurial alertness into the three types of activ-
ities: new investment (NI), fixing the allocations of existing factors of production
(Fix), and rent-seeking (RS) (Source Author’s creation)
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investment (“NI” subscript), fixing the allocations of existing factors of
production (“Fix” subscript), and securing profits through rent-seeking
(“RS” subscript). Entrepreneurs are in equilibrium when a marginal unit
of entrepreneurial alertness in each of the three activities leads to an equal
dollar reward.

In the next step of the analysis, I assume a positive shock in the
form of government expenditures that increases the rents available to
entrepreneurs through the policy arena. In the model, the shock likely
increases both the marginal product of entrepreneurship and the price of
the marginal product. The marginal product increases because the addi-
tional government expenditures likely pertain to new projects and lead
to brand-new rent-seeking opportunities. But additional resources also
likely flow into the already-existing rent-seeking opportunities and there-
fore increase the price rewarding entrepreneurial alertness in the political
arena.

As Fig. 2.4 illustrates, increases of the two variables—the marginal
product and the price—pushes the Prs*MPERs curve up and to the
right. This increase in the demand for rent-seeking alertness increases
the opportunity cost for entrepreneurs in the other two allocations. In
the resulting equilibrium, the return on entrepreneurship in all three
possible allocations then has to increase. The equilibration also means
that the allocation of entrepreneurial alertness to rent-seeking increases
and it decreases in the other two sectors, keeping in mind the ceteris
paribus assumption. The sector that matters here is, of course, that of
the new investment projects. With the decline in alertness toward new
investment projects, the number of such projects will decline and so will
the investment, making (new) investment procyclical. The reallocation of
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Fig. 2.4 The allocation of entrepreneurship into the three types of activities
with an increase in the demand for rent-seeking (Source Author’s creation)
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Fig. 2.5 The allocation of entrepreneurship into the three types of activities
with an increase in the demand for rent-seeking and fixing the allocations of the
existing factors of production during recession (Source Author’s creation)

entreprencurship to rent-seeking is analogous to Baumol’s (1990) unpro-
ductive entrepreneurship, just applied to the context of business cycles
rather than to that of economic growth.

The recession causes the allocation of entrepreneurial alertness into
rent-seeking projects and the repurposing of previously misallocated
factors of production to more highly valued uses. The alertness allocated
to new investment projects then declines, leading to a decline in new
investment, which, together with other causes not included in the anal-
ysis, makes aggregate investment procyclical. What happens to alertness
to profit opportunities from rent-seeking and from reallocation of factors
depends on the specific data. Even though the demand for alertness shifts
out in both, it might be the case that only one of the two attracts more
overall entreprencurial alertness. Figure 2.5 illustrates the example where
both see increased alertness.

CONCLUSION

The topic of the dynamics of recessions, discussed here, relates to a funda-
mental methodological question of how economies equilibrate. While
under normal circumstances it seems reasonable to simply assume equi-
librium, as economists routinely tend to do, this is not a plausible
assumption for a situation, such as a recession, in which it is hard to
ignore pervasive disequilibria. If equilibrium is not re-established imme-
diately, it makes sense to look for the reasons, and it seems reasonable
to assume, as I did in this paper, that equilibration itself is subject to the
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scarcity of resources—not because such scarcity is present only in reces-
sions, but because it is more binding during recessions than under normal
circumstances.

Even though my discussion focuses on recessions, its conclusions are
applicable, although empirically less visible, outside of recessions, and
it addresses the methodological question of the mechanism of equi-
libration from the perspective of Kirznerian entrepreneurial alertness.
Entrepreneurial alertness has its limits, and this is more evident when
the demands on alertness suddenly increase. Entrepreneurs under such
circumstances cannot be figuratively at two places at once, and they tend
to focus on the activities they expect to be more profitable.
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CHAPTER 3

Entrepreneurship as Complex, Bundled
Decisions: An Inframarginal Analysis

Keith Jakee and Stephen M. Jones-Youny

INTRODUCTION

The “theory of the firm” in modern economics is essentially an opti-
mization exercise within an equilibrium framework. It suggests a firm’s
decisions concerning inputs depend exclusively upon a given production
function and the given relative prices of those inputs. This approach has
allowed the widespread application of the familiar tools of marginal anal-
ysis and, as such, has yielded a number of insights into aspects of firm
input choices, particularly as input parameters are changed exogenously.
It does, however, have an important shortcoming: it largely assumes away
more fundamental production decisions, such as which inputs to use or
even which good to produce in the first place. Its simplicity also tends
to require an elementary production function (typically Cobb—Douglas)
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and technology that is given and monolithic; the latter assumption rules
out problems of deciding which one of potentially multiple technologies
would be optimal. In other words, even though the moniker “theory
of the firm” evokes a predictive framework of considerable generality, it
largely ignores choices associated with the notion of “entrepreneurship,”
including firm creation, innovation of products and production processes,
and even what the firm should produce in the first place.

In contrast to the standard maximizing approach, we contend that
entrepreneurial choices are, first, choices over bundles of subsidiary or co-
requisite decisions that are not easily disentangled. Effectively, then, the
entrepreneur commits resources to one imagined “big-picture” state-of
the world when she makes her entrepreneurial choice, to the exclusion of
other, imagined states-of-the world. We assert these big-picture decisions
are discrete, nonmarginal choices.

The second aspect of entreprencurial decision-making follows from the
first: entrepreneurial choices necessarily involve significant computational
complexity because they subsume many other underlying choices. It is, in
other words, difficult to determine the bundled decision that represents
the very best decision possible. In sum, if entrepreneurial decisions—
including what types of goods to produce, what production process
to use, where to locate and so on—are highly complex bundles, then
the standard microeconomic framework based on marginal conditions is
inadequate for the task.

While we contend the lumpiness and multidimensional nature of
entrepreneurial decisions make marginal tools maladapted to the task of
analyzing them, marginal analysis can be valuable in other applications. Its
usefulness can be appreciated if we divide firm decision-making into two
stages, one involving entrepreneurial decisions and the other involving the
day-to-day running of the firm. It is the second stage, when basic deci-
sions about what to produce and how to do it have alveady been made,
that constitutes the traditional “theory of the firm.” In this second stage,
the “mere manager”—the term used by Schumpeter ([1912] 1983, 83)—
fine-tunes a production process already in place. Such fine-tuning cannot,
by definition, change the production function, but can change the input
mix into the production function. The well-known marginal conditions
might therefore be helpful in this second stage.

The first stage, by contrast, involves an agent creating some new
production process or transforming an existing one. Since the agent
does not have a production process already in place, she must decide
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“what” and “how” to produce in discrete, mutually exclusive ways. In
other words, deciding to produce one good forecloses the possibility of
producing other goods. Similarly, deciding upon a method of produc-
tion forecloses other potential methods of production. Consistent with
Schumpeter ([1912] 1983), Buchanan and Vanberg (1991), Jakee and
Spong (2003a, b, 2011), and O’Driscoll and Rizzo (2015), we char-
acterize these kinds of “big picture” entrepreneurial choices—involving
highly complex bundles of interrelated decisions—as creative leaps. And,
such a creative leap necessarily means deviating from the status quo since
the agent must confront the world in novel ways. Indeed, by rejecting the
status quo, the agent must be rejecting its implied marginal conditions,
a point consistent with Buchanan and Vanberg’s (1991) insistence that
true, creative entrepreneurship must be understood as a nondeterministic
process.

In fact, while this paper largely focuses on two dimensions—bundled
decisions and the inherent complexity of those bundled decisions—we
want to acknowledge that our approach is consistent with a nondeter-
ministic, dynamic process of creative entrepreneurship. Furthermore, it
is important to recognize that nondeterministic processes are intrinsi-
cally tied to the notion of “radical uncertainty.” Radical uncertainty is an
epistemic position that claims individuals necessarily make decisions and
carry out tasks without knowing, ex ante, all the precise consequences of
those decisions (see, i.e., Shackle 1958, 1972; Lachmann 1986). Radical
uncertainty is implied in models that take the passage of time seriously, or
what O’Driscoll and Rizzo (2015, 106) call “real time.” Real time is best
understood in contrast to what they call “Newtonian time.” The problem
with the latter concept is that it “spatializes” time, meaning it repre-
sents the flow of time as mere “‘movements’ along a line” (106). This
view, which they argue has been “uncritically adopted” across neoclassical
theory, implies the flow of time can be treated, mechanistically, like any
other parameter.

In contrast, real time suggests that, as time passes, the physical world
changes, but more importantly the social world does too: individuals—
both inside and outside of firms—pose competitive challenges, change
course in their purchases, adapt to changing circumstances, improve their
performance on tasks, reformulate mental models of the world, and
work out creative solutions to an untold number of problems; in other
words, their subjective view of the world, which informs their decision-
making framework, changes (see O’Driscoll and Rizzo, 2015, 110-118).
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Crucially, learning and discovery occur with the passage of real time and
these imply knowledge about the world must evolve as time passes. From
this perspective, individuals clearly cannot know all the future implica-
tions of their actions today. As such, real time is inherently coupled with
real uncertainty, which describes, in essence, the better-known concept
of “unintended consequences.” While the notion of unintended conse-
quences is frequently referenced by economists to offer caution in the
context of state interventions, these fundamental relationships between
time and uncertainty remind us the concept has much broader relevance
in the social sphere. Indeed, the inability to fully predict the future is,
we believe, particularly applicable to entrepreneurial processes, if those
processes are set in motion by the imaginations of entrepreneurs.

While the approach we take in this paper is entirely consistent with one
that relies on radical uncertainty, we focus particularly on the discrete and
complex nature of entrepreneurial decision-making and argue these two
characteristics can be analyzed independently of radical uncertainty. As a
result, much of our argument is unrelated to the issues raised by real-
time, although we do return to considering the passage of time in the
Section entitled “Inframarginal Choice Plus Time: Path Dependence,”
which analyzes problems arising from path dependence in entrepreneurial
decision-making.!

In what may seem unusual for a paper on entreprencurship, we largely
sidestep the two titans of entrepreneurial theory, Joseph Schumpeter and
Israel Kirzner. Instead, we take our greatest inspiration from Coase’s
(1937, 1972, 1992) calls to explain why firms (and individuals) orga-
nize some activities and not others. We focus explicitly on entrepreneurs
and the micro-level decision-making process concerning what and how
to produce. As we explain in the next section, we feel neither Kirzner
nor Schumpeter carefully analyzes this micro-level decision-making envi-
ronment confronting entrepreneurs as they decide to undertake certain
activities and not others. In addition, neither author uses methods that
inform our own.

1 Admittedly, our treatment of the time dimension is simplistic in the section, “Infra-
marginal Choice Plus Time: Path Dependence,” and it might therefore be characterized
as Newtonian time. We do this because a more complex approach to time is not neces-
sary for our purposes there, even though our argument is completely consistent with an
assumption of real-time. In other words, we think our use of basic, Newtonian time as a
more parsimonious condition: if our arguments hold under Newtonian time, they should
hold—and be exacerbated—under real time.
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Despite our nontraditional intellectual footings, we feel it necessary to
emphasize that our approach is unequivocally process-oriented. We are
consistent with Hayek’s project on the knowledge problem, Buchanan’s
(1969) and Coase’s (1981) emphasis on the subjectivity of costs, and
radical-subjectivist insights on uncertainty, learning, and creativity, among
other themes. Indeed, we hope that, as the paper unfolds, our compati-
bility with a number of these market-process themes will clearly emerge,
and that our broader argument will contribute to better understanding
the process of organizing production.

We briefly explain our position on Schumpeter and Kirzner in the
next section. Section “Characterizing Entrepreneurs” presents our view of
the nature of entreprencurship and how standard neoclassical economics
has failed to interpret it adequately. The section, “Corner Solutions and
Totals,” presents a novel, mframarginal approach to entrepreneurship.
The section, “Inframarginal Choice Plus Time: Path Dependence,” argues
that, once time is brought back into the model, the transaction costs
involved in acquiring and liquidating complex, bundled assets, combined
with the fact that the entrepreneur will be relatively more productive over
time in her current activities imply that path dependence will arise in
entrepreneurial processes.

OUR RELATIONSHIP TO SCHUMPETER AND TO KIRZNER

As suggested in the introduction, our approach focuses on the decision-
making environment confronting entrepreneurs. We take broad inspira-
tion from Coasian insights on transaction costs, but also Hayek’s (1948)
and Simon’s (1979) assertion that individuals are unable to optimize
as traditional approaches suggest, and O’Driscoll and Rizzo’s (2015)
insights on learning through time; our technical apparatus comes from
Yang (2001) and his colleagues (i.e., Yang and Ng 1993; Yang and Liu
2009). As such, our approach is not directly influenced by Schumpeter or
Kirzner, although we are considerably closer in overall perspective to the
former than the latter, which we explain in the remainder of this section.

To begin, our methodology is highly compatible with Schumpeter’s
evolutionary emphasis on “creative destruction.” For example, we concur
with Schumpeter that “... the fundamental impulse that sets and keeps the
capitalist engine in motion comes from the new consumers’ goods, the
new methods of production or transportation, the new markets, the new
forms of industrial organization that capitalist enterprise creates” (1950,
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83). To state the obvious, his emphasis on “new” and his nomenclature
that emphasizes the “creative” aspect of the entrepreneurial process is
very much aligned with our approach, as we hope will be made clear in
the remainder of the paper. At the micro-level, we agree with him that
a broad, workable definition of entreprencurial action is the “carrying
out of new combinations” ([1912] 1983, 74). Moreover, the feature that
makes entrepreneurship a “special kind of “function’” (79 )—separate from
the “manager”—is that entrepreneurs cannot rely on established routines:
“What was a familiar datum becomes an unknown. Where the boundaries
of routine stop, many people go no further... Therefore ... entreprencurs
are a special type” (80-83). He also insists “...the new combinations are
not, as one would expect according to general principles of probability, evenly
distributed through time ... but appear, if at all, discontinuously in groups
or swarms” (223, emphasis in original). We are thus also sympathetic to
his notion of “discontinuity,” although he uses it in a macro sense and we
will use it, later in the paper, in a micro sense.

On these broad contours—and many other lesser points—we agree
with Schumpeter. However, while he provides an occasional glimpse into
the decision-making environment for entrepreneurs, he is largely uncon-
cerned with analyzing this level of the problem but rather with the
macroeconomic dynamics in a world where entreprencurs are the instiga-
tors of change.? As such, he does not explore how or why entrepreneurs
do some things and not others. In contrast, our attention to the micro-
level aspects of entrepreneurial decision-making means we largely avoid
the macro-level dynamics upon which Schumpeter focuses.

With Kirzner, we have fundamental methodological disagreements
(see, for example, Kirzner 1971, 1973). Before we outline those, we
acknowledge that he solved a conundrum in mainstream theory: if all

2Writing in the first decade of the twentieth century, it is important to recognize
that Schumpeter is trying to reconcile his insights into entrepreneurial upheaval with the
Walrasian equilibrium paradigm. As such, his model should be understood as one that (1)
assumes a settled equilibrium—what he calls the “circular flow” (see his chapter 1, [1912]
1983)—that is (2) upended by some “new combination” of productive factors created by
the entrepreneur. The new combinations induce a disequilibrium where revenues exceed
the costs of all the standard inputs (e.g., capital, labor, etc.): the profits thus created are
a special return to the entrepreneur for her ability to create novel combinations. Finally,
once the entrepreneur’s methods have been copied and generally diffused throughout the
economy, (3) entreprencurial profits are dissipated and the system finds itself in a new
“continuous flow” or equilibrium.
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agents are, by definition, price-takers in perfectly competitive markets,
who, in the model, would notice and act upon price discrepancies across
different markets? Kirzner calls that agent the “entrepreneur” and so
his theory is best understood as devising the agent who “perceives”
and acts upon price differentials across markets (1973, 14). However,
this characterization—which can be summed up as entrepreneurship-as-
price-arbitrage—gives rise to a range of problems that are discussed in
considerably greater detail in Buchanan and Vanberg (1991), Jakee and
Spong (2003b, 2011), and Klein and Briggeman (2010).> We highlight
those points that are especially problematic for our approach here.
Kirzner claims throughout his work to be repudiating “equilibrium
analysis” (Kirzner 1973, 1, 26-29), but he depends steadfastly upon
neoclassical scaffolding because he accepts its general tenets. For example,
defining the function of his entrepreneur as moving markets from some
state of disequilibrium (where price discrepancies exist between markets)
to equilibrium (where those price discrepancies have been alleviated by
entrepreneurial arbitrage) relies wholly on the equilibrium framework. In
other words, his conception of both equilibrium and disequilibrium is
entirely consistent with that in mainstream theory, as are his attendant
corollaries, such as the insistence it is only (pecuniary) profits that drive
entrepreneurs, that price discrepancies and abnormal profits only exist
in disequilibrium, and that competition between entrepreneurs “pushes
prices in directions which gradually squeeze out opportunities for further
profit-making” (1973, 15). Kirzner’s entreprencurs therefore necessarily
move markets back to some settled, equilibrium state. In fact, Kirzne-
rian profit must come from the arbitrage opportunities inherent in price

3Both Buchanan and Vanberg (1991) and Jakee and Spong (2003b, 2011) are critical
of Kirzner’s approach to entrepreneurship from the perspective of radical uncertainty.
Some commenters have suggested that Kirzner’s so-called “middle-ground” thesis (see,
i.e., Kirzner 1982, 1985, 1992)—developed in response to the radical subjectivist critiques
of Lachmann and others some years after the works we cite (i.e., 1971, 1973)—solves
the problems that we detail here. We disagree but cannot detail those disagreements here,
as that is an entirely different project. Buchanan and Vanberg (1991) thoroughly critique
Kirzner’s attempt to integrate the notion of creativity within his equilibrating schema and
Jakee and Spong (2003b) outline broader inconsistencies between the “carly” and “later”
Kirzner.
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differentials, a view that forms his entrepreneurship-as-arbitrage definition
of the entrepreneurial function.*

Kirzner is, moreover, very clearly concerned with the optimal alloca-
tion of resources, just as traditional micro theorists are. For example, in
contrasting the differences between Schumpeter’s theory of creatively-
destructive entrepreneurship and his own, Kirzner criticizes Schumpeter
for his inability to “ensure that this best course of action—which can be
carried out—will be carried out” (1971, 119). His theory is therefore not
one of disequilibria that jettisons the notion of equilibrium altogether, as
it is, for example, in Shackle’s (1972) or Lachmann’s (1986) approach,
but one that preserves equilibrium and depends upon it.

4Note, for example, “The pure entreprencur... proceeds by his alertness to discover
and exploit situations in which he is able to sell for high prices that which he can buy
for low prices. Pure entrepreneurial profit is the difference between the two sets of prices.
It is not yielded by exchanging something the entrepreneur values less for something he
values more highly” (Kirzner 1973, 48).

5Much of Kirzner’s approach is captured in the following (lengthy) quote.

We may present our dissatisfaction with the Schumpeterian scheme as follows. At
all levels of human action, whether in the market economy or the centrally planned
economy, we must distinguish two separate problems associated with ensuring that
the best possible course of action will be adopted. The first concerns the discovery of
the best available course of action, and is essentially a matter of calculation from the
relevant data. The second problem is how to ensure that this best course of action—
which can be carried out—will be carried out. ... [A]s soon as one recognizes the
problem of ensuring that the individual “sees” the optimum course of action, the
importance of this entreprencurial element, of ensuring alertness to and awareness
of “the data,” becomes apparent. ... No matter the form of economic organization,
laissez-faire or central planning or some attempted mixture, the second problem
must be faced: what can ensure that the opportunities that exist be “seen” and
embraced? It is here—in the market case—that the entreprencurial element comes
in.

In the market system the existence of opportunities is signaled by profit opportuni-
ties in the form of price diffeventinls. Now signals may not always be seen—but the
kernel of market theory is that a tendency exists for them to be seen. The profit
incentive is viewed as the attractive force. It is a force which not only provides the
incentive to grasp the opportunities once perceived, but which ensures a tendency
for these opportunities to be perceived. Entreprencurship is seen as the vesponding
agency; the alertness of the entvepremenr to profit possibilities is seen as the socinl
mechanism ensuring the capture by society of the possibilities available to it. ... All
this is missing in the Schumpeterian scheme (Kirzner [1979] 1971, 119, emphasis
added).
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This account leads Kirzner (1973) down some unusual paths. First,
he insists “entrepreneurship is necessarily open to all” (20) and “anyone
else could have done what he did” (22), but such a definition seems
to contradict his assertion that entrepreneurs enjoy a special “alertness.”
The entrepreneur, he also tells us, “needs no assets to engage in prof-
itable market participation” (15) and therefore, “The discovery of a profit
opportunity means the discovery of something obtainable for nothing at
all. ... the free ten-dollar bill is discovered to be already within one’s
grasp” (48, emphasis in original). And, while briefly raising the issue of
the decision over what products to make, he provides no micro-level
insight into that process, but instead assures us “... in the long run
quality competition always involves the attempt to offer a better product,
without commaitment to any one commodity class, at a lower price” (Kirzner
1973, 24, emphasis added). In other words, this explanation for why
an entrepreneur produces x rather than y reduces to the fact that the
entrepreneur was alert to profit opportunities in & rather than y, a position
we do not feel is terribly insightful for understanding micro-level decision-
making among entrepreneurs.® Indeed, the entire notion of the creative
aspect—which we discussed in the context of Schumpeter—is difficult to
reconcile with Kirzner’s methodology.”

6 Consider the profound difference between Kirzner’s approach and Schumpeter’s.
Consider Schumpeter on the matter of price competition:

...the problem that is usually being visualized [by the “usual” theorists] is how
capitalism administers existing structures, whereas the relevant problem is how it
creates and destroys them. ... Economists are at long last emerging from the stage
in which price competition was all they saw. As soon as quality competition and
sales effort are admitted into the sacred precincts of theory, the price variable is
ousted from its dominant position. ... But in capitalist reality as distinguished from
its textbook picture, it is not that kind of competition which counts but the compe-
tition from the new commodity, the new technology, the new source of supply, the
new type of organization (the largest-scale unit of control for instance)—compe-
tition which commands a decisive cost or quality advantage and which strikes not
at the margins of the profits and the outputs of the existing firms but at their
foundations and their very lives (1950, 84).

This passage from Schumpeter, it should be noted, was written roughly 30 years before
the quotes we take from Kirzner in this section.

7See Buchanan and Vanberg (1991) and Jakee and Spong (2003b, 2011) for detailed
arguments on this point.
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In contrast, our entrepreneurs are not driven solely—or perhaps even
principally—by profit or a special alertness to a discrepancy in prices
because our entrepreneurs cannot reduce the multiple decisions required
to start an entrepreneurial venture into simple comparisons of prices
and costs or even into manageable price vectors.® On this point, we
diverge from much of Schumpeter’s emphasis on the profit motivation
as well. Neither can our entrepreneurs have anything approaching perfect
ex ante expectations of profit, which means our approach clearly inte-
grates a mechanism for entrepreneurial failure. Our entrepreneurs are
likely directed much more by their own tastes, preexisting knowledge,
and skills than their “alertness” to a preexisting “ten-dollar bill.”

Do our entrepreneurs attempt to calculate costs and benefits and
attempt to anticipate the uncertainties of the future? Of course they
do, but they are also much more prone to insurmountable ignorance,
some luck, and failure, all things Kirzner seems loath to acknowl-
edge. Moreover, while we are unable to predict, ex ante, who will
become an entrepreneur—and thus it might appear that anyone could
be an entrepreneur—we agree with Schumpeter that “Innumerable resis-
tances of a social and political character work against [entrepreneurial
innovation]. And the organization itself, still unknown, requires special
aptitude...” ([1912] 1983, 133). We therefore fundamentally disagree
with Kirzner on this point. Finally, we differ with both Schumpeter and
Kirzner on the claim that entrepreneurial activity requires no assets; for
Kirzner, this is an assumption that inevitably follows from his definition
that entrepreneurship is essentially an arbitrage exercise. Our approach to
entrepreneurs-as-business-owners or entrepreneurs-as-start-ups suggests
they are indeed saddled with assets, which can include investments in one
career trajectory and not another. Should the process of entrepreneur-
ship involve assets, decisions concerning those assets are likely to be
consequential—to the entrepreneur.

8 Contrast this position with Kirzner’s, which unequivocally states that entreprencurial
acts cannot be based on the entrepreneur’s own internal calculations, but must be driven
by an external discrepancy in prices: “[Entreprencurial profit] is not yielded by exchanging
something the entreprencur values less for something he values more highly” (1973, 48).
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CHARACTERIZING ENTREPRENEURS

In this section, we hope to articulate how standard microeconomics
tends to mischaracterize entrepreneurship by ignoring key features of
the decision-making environment. The features we discuss necessitate a
different analytical model, which we explore further in the next section.
We begin by defining entreprencurs—much as Schumpeter does—as
those agents who confront (i) decisions concerning the origination of a
firm or a new production process, (ii) the reorganization or integration
of some production process, and/or (iii) the development, production,
marketing and sale of a new product.

Consider an individual who is contemplating opening a restaurant.
What does the decision process look like? While we assume for simplicity
that the business is a restaurant, there is no reason to think this deci-
sion is unproblematic: many individuals contemplating opening a business
consider several types of businesses before settling on one. Moreover, if
our potential owner already has a specialized skill, say cooking, there may
be a (probably large) differential in opportunity costs between remaining
in the food industry versus leaving it. These cost differentials suggest
some “path dependence”—i.e., subsequent business or career decisions
are influenced by preceding ones—something we discuss in more detail
in the section “Inframarginal Choice Plus Time: Path Dependence.” In
any case, let us assume our potential entrepreneur has decided to open a
restaurant. What next?

An array of additional factors must be decided: exactly what type of
restaurant will it be? Will it specialize in ethnic cuisine or feature a “family
style” mix of dishes? Will it be formal or casual? If casual, will it feature
waiters or counter ordering? The mere decision concerning location is
not so simple, as it also bundles together many facets, such as traffic, size
and duration of leasing payments, parking, the proximity of competitors,
the age and layout of the building, etc. Suppose our owner decides on
an Indian restaurant because of some previous skills and experience. Even
then, she confronts additional decisions over precisely which dishes to
offer, exactly how to cook them, whom to hire, which suppliers to use,
and a multitude of other factors too numerous to list.

Approaching the startup process in this way compels us to focus on two
features that are ignored in the standard framework: many (if not most)
decisions confronting the entrepreneur—as opposed to the manager—
involve (i) bundled choices and (ii) computational complexities.
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Bundled Choices

We define bundled choices as some meta-decision that necessarily bundles
several other subsidiary decisions and we assume that each bundle of
decisions constitutes what we have called some “big-picture” state-of-
the-world that differs non-marginally from some other decision bundle
representing some other big-picture state-of-the-world. A fine Indian
restaurant cannot also be a burger shack. The equipment used, require-
ments for fixed buildings, and even types of workers in a burger shack
are all different from those used in the Indian restaurant. Choosing the
type of restaurant is not a little more or a little less of some single,
continuously variable input, but all-or-nothing, or either-or, and such a
choice requires numerous subdecisions about location, types of kitchen
equipment purchased, layout of the restaurant, and recipes used.’

The bundling of decisions is apparent in other contexts. Consider
a manufacturer who attempts to establish a new product line. If she
completes only a fraction of the bundled tasks—for example, acquiring
a new machine but not the skilled technician to run it—the firm will have
outlaid resources without any increase in output; in fact, output might fall
if regular production was disrupted during the period the new machine
was being introduced or integrated into the production process. In this
case, the firm might experience negative returns, at least during the period
that the entire bundle of tasks (that is, changing from one production
process to another) remains incomplete. And, the longer it takes her to
complete the set of tasks, the more the firm loses, either outright or in
potential profit.

Another key implication emerges from both the manufacturing and
restaurant examples: entrepreneurs must be unusually committed to

90n this point, some might suggest that some hybrid restaurant—an Indian-burger
stand—might be considered “marginally close” to either the Indian restaurant or the
burger stand. The problem with this view is that imagining a series of restaurant types
along some (infinitely continuous) range of restaurant types is an unrealistic level of
abstraction from the perspective of the entreprenenr. A hybrid Indian restaurant is, in reality,
sufficiently different from a traditional Indian restaurant due to the degree of adjustments
that must be made. For the entrepreneur, it is not a marginally small increase in some
single input that transforms her restaurant from the one type to the other. The types
of dishes offered, the tablecloths, the décor, how the staff are dressed, etc. will differ in
the two cases: one state-of-the-world is still fundamentally different from the other state-
of-the-world. Therefore, from the entrepreneur’s perspective, we argue that “hybrid” is,
itself, a distinct and non-marginal category.
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their venture and expend considerable effort, at least in part, because
entreprencurial decisions involve a network of actions to be carried
out. Leaving work half-done or partially completed (viz. “marginal”
adjustments) can lead to worse outcomes than not starting or changing
production techniques at all. In other words, once entrepreneurs take the
first steps toward developing their businesses, they are likely to confront a
series of bundled “all or nothing” choices in terms of their own efforts. If
any of these tasks are left unfinished—Iike our manufacturer or restau-
rateur—the venture will remain incomplete. Accomplishing only some
of the functions could mean the restaurant never opens its doors at all
or the new machine is left gathering dust in the factory’s corner. Such
an outcome is almost surely worse than never having started down the
entrepreneurial path in the first place, which might offer some explanation
for the long work hours of entreprencurs.!’

Computational Complexity

We now turn to the second dimension largely ignored in the standard
framework: computational complexity. We claim individuals have neither
sufficient data nor the cognitive capacity to optimize objective func-
tions in the manner assumed by traditional theory. While we could draw
on a long line of scholars from different subdisciplines—including, of
course, Hayek (1948)—our approach to this issue of data availability and
cognitive processing seems to be most compatible with Herbert Simon’s
“bounded rationality.”!! For Simon, bounded rationality is a collection of

10This claim is supported, indirectly, by a Gallup survey (2009, n.p.) that finds “self-
employed Americans stand out as those most likely to work atypically long hours, in many
cases upwards of 60 hours per week.” It is also consistent with the academic literature
suggesting the self-employed work longer hours than salaried employees (Naughton 1987;
Duchesneau and Gartner 1990; Chandler and Jansen 1992).

U The issues we raise concerning the problems of “data” and its processing are also
consistent with a number of other traditions in economics. Behavioral economics, for
example, focuses on many of the same themes (i.c., that agents frequently depend
on heuristics when making complex decisions). And, long before behavioral economics
became fashionable, Hayek (1948) criticized the kinds of cognitive assumptions made by
mainstream neoclassical theory: “the whole economic system must be assumed to be one
perfect market in which everybody knows everything. The assumption of a perfect market,
then, means nothing less than that all the members of the community, even if they are
not supposed to be strictly omniscient, are at least supposed to know automatically all
that is relevant for their decisions” (Hayek 1948, 45).
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“theories of how to decide rather than theories of what to decide” (1979,
498, emphasis in original), the latter, of course, being highly descriptive
of the mainstream economic approach. In a quote highly reminiscent of
Hayek (1948, 45), Simon explains that “rationality is bounded when it
falls short of omniscience. And the failures of omniscience are largely fail-
ures of knowing all the alternatives, uncertainty about relevant exogenous
events, and inability to calculate consequences” (1979, 502).

Simon is also deeply skeptical that individuals are able to calcu-
late on the margin (a point we develop more rigorously below): ..
[the] assumptions [of bounded rationality] about human capabilities are
far weaker than those of the [neo]classical theory. Thus, ... [bounded
rationality makes] modest and realistic demands on the knowledge and
computational abilities of the human agents, but [it] also fail[s] to predict
that those agents will equate costs and returns at the margin” (1979,
496). Indeed, Simon doubts both that individuals can adequately process
the data if they had it, and that they have the data to begin with.!?

Later, in the same paper, he provides greater insight into his monu-
mental critique of neoclassical assumptions and his attempt to replace
them with something more realistic:

... The [neo]classical model calls for knowledge of all the alternatives
that are open to choice. It calls for complete knowledge of, or ability
to compute, the consequences that will follow on each of the alternatives.
It calls for certainty in the decision maker’s present and future evaluation
of these consequences. It calls for the ability to compare consequences,
no matter how diverse and heterogeneous, in terms of some consistent
measure of utility. The task, then, was to replace the [neo]classical model

12For example, while doing a field study of the administration of public recreational
facilities in Milwaukee in the 1930s—which led to the development of his theory—Simon
was puzzled as to why the administrative heads

... [did] not, as my economics books suggested, simply balance off the marginal
return of the one activity against that of the other... Further exploration made it
apparent that they didn’t equate expenditures at the margin because, intellectually,
they couldn’t. There was no measurable production function from which quantita-
tive inferences about marginal productivities could be drawn; and such qualitative
notions of a production function as the two managers possessed were mutually
incompatible. ... How can human beings make rational decisions in circumstances
like these? How are they to apply the marginal calculus? (1979, 500)
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with one that would describe how decisions could be (and probably actu-
ally were) made when the alternatives of search had to be sought out,
the consequences of choosing particular alternatives were only very imper-
fectly known both because of limited computational power and because of
uncertainty in the external world, and the decision maker did not possess
a general and consistent utility function for comparing heterogeneous
alternatives. (1979, 500-501)

Our approach is clearly sympathetic to each of these criticisms of the stan-
dard model, but we want to emphasize how the problem is exacerbated
in an entrepreneurial setting as opposed to a simple utility-maximizing
one with a small number of already-determined inputs with readily avail-
able prices. Our focus on the bundled, or networked aspect of decisions
confronting the entrepreneur suggests there are, quite simply, no easily
calculable margins to equate: many decisions that must be made by our
imaginary restaurateur—i.e., the type of establishment, location, recipes,
input sourcing, décor, etc.—are so complex that there is no “reduced
form” equation that would allow for an optimal solution based on
equating margins.

A story from Amazon illustrates how certain decisions—at the
margin—are ignored, sometimes for years, and how easy it is, in retro-
spect, to conclude the decision was likely “suboptimal” if taken in
isolation from the many other (bundled) decisions of which it was a
part. Amazon’s long-term effort to eliminate shipping fees is well known,
but Wei (2018) documents that, early on, the company had no effective
process to determine whether consumers demanding refunds had actually
purchased the item from Amazon. Apparently, at least one enterprising
woman returned boxes of books over time, which she had not purchased
from Amazon, in order to receive refunds; her refunds were presum-
ably greater than her costs. Despite his leadership team clamoring for an
institutional solution to prevent such scams, Amazon’s CEO, Jeff Bezos,
consciously ignored the problem for some time. While Amazon undoubt-
edly lost thousands of dollars to this one woman alone, Bezos presumably
considered it too difficult to deal with that specific problem because the
resources (including, for example, cognitive demands) necessary to solve
it would have been too great or would have jeopardized other aspects of
the company’s shipping and returns strategy.

This process underscores an additional challenge that confronts
entrepreneurs: they are likely to face nearly constant pressure to make
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decisions as quickly as possible. The cost of leaving some productive
resources idle—as in the case of Amazon or the above entrepreneur intro-
ducing a new machine—is often traded off against spending more time
analyzing the situation to make a better decision. Decisions must often
be made quickly with a globally inferior choice because the quicker deci-
sion involves idling fewer resources over time. Making decisions in less
time than it requires to fully analyze some problem should be seen as
part-and-parcel of the problem of computational complexity.

There are two additional nuances of the computational problem. First,
even if our business owner had all the relevant data, she would not have
the cognitive capacity to utilize that data optimally. This point implies the
decision-making problem is always more complex than simply a “data”
problem: whatever data are available must be cognitively processed.!?
Second, even if she desired to obtain either more data or better cogni-
tive processing, our entrepreneur will always confront transaction costs of
obtaining more of either; in other words, the decision-maker constantly
faces a nontrivial, second-order problem of deciding whether it is worth
it to collect more data or develop better skills or education in the pursuit
of optimal (or even merely “better”) decisions.

For example, if our restaurateur is trying to decide whether to buy
equipment A or equipment B, can she know the optimal level of effort
required to research the differences in machines, including searching for
reviews, speaking with existing owners of both A and B, and then making
third-order calculations about which reviews or owners to weigh more
heavily and which to discount? Like Simon (1979), we assert the obvious
answer is “no.”'* In sum, these three factors—data availability, limits
to cognition, and the transaction costs of obtaining more of either—are
likely to assure our owner will be unable to truly optimize over the kinds
of bundled decisions she faces.

We now return to our earlier point that computational complexity is an
important feature of the entrepreneurial setting even if we assume away
radical uncertainty. In other words, it is not the uncertainty of how the
future will unfold through time that gives rise to the problem of compu-
tational complexity in the sense that we describe it here, although the

135ce, for example, Hayek (1948), who discusses the fact that utilizing “data” in
decision-making is more complex than is commonly appreciated.

M 1ncidentally, see Simon (1979, 502-504) for a critique of Stigler’s informational
“search” models.
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passage of time will most certainly further complicate the complexity
problem. It is a problem that exists in a time-invariant (static) environ-
ment and arises because no individual can gather all the data that would
be necessary to make the kinds of optimal decisions implied by standard
theory.

We thus conclude that, in a nontrivial sense, the role of the
entrepreneur is overwhelmingly concerned with the choice among a
complex set of bundled inputs, such as types of equipment, restau-
rant layout, raw materials, and an array of additional factors. It is not
concerned with a-little-more-or-a-little-less of a single, divisible input,
after the choice of input types has already been made. Our approach
provides, we would argue, additional microeconomic underpinning for
Schumpeter’s notion that it is creative “new combinations” that distin-
guish the entrepreneurial function. Further, because the choice between
inputs includes many potential options with many interconnected deci-
sions, optimizing—that is finding the very best of all possible decisions—
as suggested by mainstream theory must be beyond the capacity of
entrepreneurs.

CORNER SOLUTIONS AND TOTALS

While non-marginal analysis is unusual for microeconomists, relevant
tools do exist. In fact, Xiaokai Yang’s pathbreaking research agenda—
which aimed to endogenize the productive choices of all individuals in
an economy with specialization and division of labor—develops a highly
complex set of non-marginal tools.'> We thus draw on Yang and several
of his colleagues for our approach to the bundled, non-marginal nature
of entrepreneurial decision-making, even though he never considers

15There do exist some limited number of models that incorporate non-marginal or
discrete choice events and some even include specialization and exchange like Yang. For
example, Diamond’s (1982) model can be interpreted as a model of specialization and
exchange. However, we rely on Yang for two reasons: first, Yang’s work is generally
more comprehensive than the other literature; second, his focus on specialization and
the division of labor leads him to adopt more unconventional modeling practices that
better fit the nature of entreprenecurial choices. For example, his incorporation of both
consumption and production in the decision confronting agents is highly congenial to our
general approach.
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entrepreneurship explicitly as far as we are aware.!® In definitional terms,
non-marginal decisions should be understood as inframarginal, or binary
decisions; they are, as we have been suggesting, decisions over which
activities to engage in or not engage in (Yang and Liu 2009, 1).

Before we apply the analysis to entreprenecurial decisions, we briefly
review Yang’s general approach. To begin, a key feature of what he
calls his “new classical model” (2001, 133) assumes individuals are both
consumers and producers, which means they produce some good to both
consume and sell on the market, and they buy other goods on the market
to consume. As such, Yang’s decision problem confronting the individual
is based, unremarkably, on her utility derived from consuming goods
and her budget constraint. What is unusual in his framework, however,
is the decision facing the agent also depends upon the agent’s produc-
tion function (Yang 2001, 135). This complex functional form gives rise
to multiple possible optima and since the “local optimum decisions are
discontinuous across the profiles, there is no method that can be used to
solve for the optimum decision in one step” (134).

In other words, because the choice confronting Yang’s agent is discon-
tinuous, optimality cannot be determined using the traditional marginal
conditions. It is the existence of these multiple, discontinuous local
optima that is the basis for classifying the analysis as inframarginal. Yang
then develops a complex multistep process to solve across discontinuous
choices on the inframargin: “the local maximum values of the objec-
tive function are compared across the candidates to identify the globally
optimum decision” (134). In effect, his method involves calculating the
global maximum by comparing the total/ net benefits of each possible
corner solution and choosing the solution with the highest net total
benefits (Yang 2001, 75; 2003).

According to Yang, a key result—the “Wen Theorem” (1998 )—proves
that the optimal “...decision does not involve selling more than one good,
does not involve selling and buying the same good, and does not involve
buying and producing the same good” (Yang 2001, 134). Intuitively, this
means “[s]elling and buying the same good involves unnecessary transac-
tion costs and therefore is inefficient. Selling two goods is also inefficient
since it prevents the full exploitation of the economies of specialization”

16Yang was instead attempting to account for a range of economic phenomena in
a general equilibrium framework where specialization and the division of labor drive
production-consumption choices and the size and pattern of market networks.
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(2001, 135).!7 In other words, an individual produces only one type of
good or is engaged in one specific type of occupation for returns that are
sold to purchase all other goods (Yang 2001, 136); her production of that
particular good also entails some self-consumption of that same good.'8

We now return to integrating Yang’s inframarginal approach with our
analysis of the entrepreneur. With Yang’s help, the question of what
entrepreneurs produce can be understood as a problem involving not just
production functions, but also utility functions (the “tastes” of producer—
consumers) and constraints (budgets and relative prices). Because of
the Wen Theorem, production choices are corner solutions in this infra-
marginal world. This means the producer—consumer agent specializes in
the production of only one good and produces zero of all other goods.
While we forgo illustrating this result, it can be visualized in a production
possibility framework as the individual producing at one of the corners:
production is either x = 0, or y = 0, where x and y are both consumption
and production goods (Yang 2001, 74, 135).

Of course, a key difference between corner solutions and traditional
interior optimization solutions is that traditional solutions involve an
infinitely divisible continuum that allows infinitely fine adjustments in
decisions as the parametric conditions change. Corner solutions, on the
other hand, imply that decision variables attain either a lower or upper
bound (Yang 2001, 8) and will be invariant to a potentially wide range
of parametric changes. In our example, the potential entrepreneur’s only
choice is “0 or 1” to build a restaurant or “0 or 1” to, for example, remain
in a salaried job. Our entrepreneur cannot open half an Indian restaurant
and work half-time at a salaried job (or any other fraction thereof). In such
a world, not only will decisions be invariant to wide swings in parameters,

171n Yang’s words, “cconomies of specialization are individual-specific and activity-
specific. They cannot extend beyond an individual’s maximum available working time. In
other words, economies of specialization are localized increasing returns” (Yang 2001,
46). In technical terms, the average labor cost of some good x monotonically decreases
with the individual’s level of specialization in producing that good.

18 The intuition becomes clearer if we recall that all goods in a multi-good model
are assumed to figure positively in the consumption function. Thus, as a consumer, the
individual wants diversity in consumption, but, as a producer, specialization and transaction
costs of buying and selling suggest specializing in the production of one good.
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but once choice variables do change they will change dramatically, from
0 to 1, or from 1 to 0.17

The implications of considering these producer—consumer decisions as
binary are profound. Take, for example, a point that is rarely made explicit
in Yang: his models imply individuals have prefevences over which produc-
tive activities they would like to be engaged in and which activities they
wonld not. Consider the following:

As your career develops, you will see that your peers will have very different
lives according to their different occupations. To choose an occupation,
and a level of specialization in that chosen occupation (that relates to
how many activities and subactivities a person does not engage in) is to
choose a configuration. This choice of configuration usually has much more
important consequences on a person’s future life than does the degree of
commitment to a given occupation. (Yang and Liu 2009, 41, emphasis
added)

Notice how this choice of a configuration of a future life parallels our
emphasis on the bundled nature of the decision. And, importantly, it
also includes more than just the simple monetary returns to an occu-
pation. It includes countless nonpecuniary aspects, such as the type of
people worked with, time away from home, passion for work, among
many others. Thus, the entrepreneur—who we would classify as a literal
consumer—producer—would have arguments in her utility function encap-
sulating both the pecuniary returns to work and nonpecuniary utilities
and dis-utilities arising from different types of activities. From this
perspective, it should become clear that decisions to produce one type
of good or another—to build an Indian restaurant or remain in salaried
employment—must be driven in part by the existing constraints, just as

19 At this level, our approach may appear similar to the models of dynamic and non-
marginal entry-exit decisions faced by firms in papers such as Hopenhayn’s (1992), which
was brought to our attention by Garett Jones. However, there are some key distinctions
between our work and this genre. For example, this literature is broadly macroeconomic
in orientation in that it is designed to explain the patterns and frequency of entry and
exit by firms in an industry. As such, it makes the typical kinds of assumptions neces-
sary to be tractable in an equilibrium framework (in Hopenhayn’s case, firms produce a
single, homogeneous product under price taking conditions). Our approach, by contrast, is
distinctly focused on the decision-making processes at the level of the entrepreneur. We are
thus interested in modeling a different set of questions that center on why entrepreneurs
choose the way they do, and why they undertake some activities and not others.
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traditional models like Kirzner’s would suggest. These include relative
prices and the expected financial returns to the activity. But such deci-
sions must also be driven in part by preferences over many nonpecuniary
aspects of work. As such, the entrepreneur’s tastes surely play an impor-
tant role: the entrepreneur might well prefer to be “answering to no one,”
even if it means lower pecuniary returns.?’

Thus, unlike most other approaches to entrepreneurship—particularly
Kirzner’s—we argue the pecuniary (and nonpecuniary) bundle the indi-
vidual would like to consume—produce influences what Yang calls her
“future life” decisions, and what we have been calling “big picture”
decisions. Such a perspective underscores that monetary profit is likely
not the only force driving entrepreneurs, and, in fact, may not even be
the primary driving force.>! Enjoyment derived from a type of work,
or a desire to consume the product of the work itself must certainly
be additional motivations behind entrepreneurial decisions. This implica-
tion is consistent with results across many empirical studies. For example,
Hamilton (2000), a highly cited article in the empirical literature on
self-employment, reports that the

empirical results suggest that the nonpecuniary benefits of self-employment
are substantial: Most entrepreneurs enter and persist in business despite
the fact that they have both lower initial earnings and lower earnings
growth than in paid employment, implying a median earnings differential
of 35 percent for individuals in business for 10 years. ... Furthermore, the

20For example, a friend makes furniture for a living and we inquired as to why he chose
furniture making as a career. He described why he liked the process of woodworking,
making something with his hands, and producing aesthetically beautiful things for others
as pivotal to his choice over his alternatives. He is planning to open a furniture-making
business in the future but not because he believes he will be inordinately profitable; in fact,
he can easily list many other occupations in which he would earn more. We would ask:
how would Kirzner’s view of entrepreneurship account for such potentially “unprofitable”
entreprencurial decisions? These issues are all highly consistent with Buchanan’s argument
in Cost and Choice (1969).

21Schumpctcr seems to have recognized this point, himself, when he noted that many
entrepreneurs could have been paid considerably less to perform the same entrepreneurial
act because they are often chasing nonpecuniary returns ([1912] 1983, 155).
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estimated earnings differentials may understate the differences in compen-
sation across sectors since fringe benefits are not included. (Hamilton
2000, 604)%2

Moreover, a substantial empirical literature on this issue supports Hamil-
ton’s fundamental results and suggests, directly or indirectly, that nonpe-
cuniary considerations must be significant for entrepreneurs.

Production—consumption decisions will also depend on the
entrepreneur’s actual production function, which is to say her existing
skill set. An entrepreneur who is already specialized is someone who has
devoted time and resources, in the past, to gaining that specialization.
Her current production function—the representation of what she is good
at—is thus a function of past decisions and experience. Indeed, asymme-
tries across all these factors, including constraints, preferences, and skills
will combine to account for the variety of ventures that entrepreneurs
enter, or whether they decide to enter entrepreneurship at all.

From our perspective, shortcomings do, however, arise in Yang’s
approach. Recall that the optimization of net total benefits across all
possible decisions means Yang’s agents must maximize across many poten-
tial corner solutions, which necessarily involves a complex, second-order

221t is important to note, moreover, that the “differential cannot be explained by the
selection of low ability employees into self-employment and is similar for three alternative
measures of self-employment earnings and across industries” (Hamilton 2000, 604).

23For example, Moskovitz and Vissing-Jorgensen (2002) find the self-employed ecarn
lower risk-adjusted returns; Carrington et al. (1996) and Rees and Shah (1986) find
the self-employed experience higher income variation; Parasuraman and Simmers (2001)
and Blanchflower (2004) observe more family conflicts among the self-employed; Benz
and Frey (2008a, b) and Hundley (2001) suggest that nonpecuniary benefits, such as
greater levels of autonomy, may explain the lower monetary compensation for the self-
employed. We are, incidentally, familiar with the mainstream argument that the financial
return to each occupation should compensate for the differences in both pecuniary and
nonpecuniary net benefits across career choices. These so-called compensating differentials,
of course, assume the existence of shadow prices for each nonpecuniary benefit (or cost).
However, indivisibility and computational complexity make it highly unlikely that clear and
accurate shadow prices will emerge for every possible nonpecuniary margin. Indivisibility
means that one state-of-the-world, with one (potentially complex) set of nonpecuniary
benefits and costs, is chosen against some other state-of-the-world, with a different set
of (potentially complex) nonpecuniary benefits and costs. And, computational complexity
limits how much individuals can cognitively process. If our agents do not have clear and
precise values for each subcomponent of a decision, it is unlikely they are making optimal
decisions.
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optimization process. The presumption that agents can optimize in such
a way ignores two dimensions that are important to our analysis. The
first is the bundling problem: each “big picture” corner solution—say
producing Indian food instead of burgers—can potentially nest tens,
hundreds, or even thousands of other decisions: optimizing over each of
these dimensions is clearly unrealistic.

Second, any bundled corner solution is likely to involve a range
of nonpecuniary costs and benefits. For instance, in deciding between
opening an Indian restaurant and staying in salaried employment, the
entrepreneur would have to compare the net benefits of each. Suppose
our restaurateur intends to eat the food at her restaurant frequently and,
further, that she prefers Indian food to what she normally eats at her
salaried job. Clearly, such a scenario tilts the scale in the favor of opening
an Indian restaurant, ceteris paribus. But suppose the salaried work is
located closer to her home than the Indian restaurant would be, a scenario
favoring the salaried work, ceteris paribus. While our entrepreneur might
have some way of comparing the extra time traveling to the restau-
rant with the greater enjoyment of food at the Indian restaurant, these
types of nonpecuniary comparisons become massively more complex as
more dimensions are added. Very quickly, the difficulty of calculating the
optimal net benefits, on the margin, across the many possible choices—
each involving scores of nonpecuniary considerations—becomes too great
for anyone. Indeed, it would be astonishing if she could calculate exactly
what she has given up to consume these meals in her restaurant. Truly
nonpecuniary costs and benefits imply the absence of a robust tradable
market and therefore a lack of clear price signals, one of the key conditions
for models as incongruous as Yang’s and Kirzner’s.>*

Third and most profoundly, Buchanan (1969) argues that while the
profession has internalized the notion that benefits are subjective, it
has not appreciated that costs are too: the argument is that opportu-
nity costs, from the perspective of the individual, are subjective costs.
Throughout mainstream economics—and Kirzner’s approach, we might
add—it is assumed that costs and prices are proxies for the opportunity
costs of different options. However, the true subjective opportunity cost

241t is worth pointing out that while Yang’s union of consumption to production comes
close to integrating nonpecuniary costs and benefits, it is not exactly the same thing: his
model effectively relies on consuming goods for which there exists a tradable market; by
definition, there will not exist robust markets for many nonpecuniary costs and benefits.
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disappears after each choice is made because, once a decision is made,
its once-attendant options disappear; in other words, once a decision is
made, the agent confronts a new set of opportunity costs (Buchanan
1969). Opportunity costs are therefore never realized and, as such,
outlays cannot be relied upon as proxies for whether the chosen option
was optimal at the time. In sum, Buchanan argues there can be no basis—
even at the individual level—to judge optimality because the necessary
data have disappeared and cannot be recovered. The implications for
social optimality should be clear.

Thus, while Yang’s corner-solution models provide a useful framework
with which to analyze inframarginal decisions, we argue that he overlooks
the computational requirements inherent in the second-order optimiza-
tion necessary to determine global optimal quantities of nonpecuniary
costs and benefits. Indeed, he places considerably higher computational
demands on his agents than even traditional microeconomics does, which
raises our carlier point that information is neither perfect nor costless.
The computational complexities we outlined above are, moreover, ever
present, even for those making decisions over highly local production
(i.e., small local business startups).

In sum, our argument, thus far, implies potential entrepreneurs
confront complex (discontinuous) sets of decisions for which there are no
simple optimization rules. Since our producer—consumer entrepreneurs
cannot optimize, we posit that their decision process looks something
like “satisficing”—which implies our agents merely aim to meet some
acceptable threshold—as Simon has suggested in other contexts.?> When
comparing states-of-the-world, entrepreneurs are likely to evaluate the
total net benefits of just a few of the options available and ignore many
other plausible ones. Then, within those highlighted options, they will
likely compare just a few of the sub-features (at most) and ignore many
other potentially relevant features.

25Simon (1979) includes a useful summary of his notion of satisficing and it also
includes an informative account of the role “aspiration” plays in the process of developing
such thresholds (1979, 503). While we are not interested in detailing the psychological
underpinnings of entrepreneurial decisions here, our approach to the process of forming
one’s “big picture” view of one life path is perfectly compatible with Simon’s analysis of
aspiration.
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INFRAMARGINAL CHOICE Prus TIME: PATH DEPENDENCE

Traditional marginal analysis relies on continuously-divisible decisions that
imply finely tuned marginal adjustments as external parameters change.
As a result, the problem of being locked-in to a decision rarely arises.>®
A lock-in or path-dependent process, in simplest terms, is one in which
it is costly or impossible to alter one’s current path of decisions. For
those scholars who do acknowledge the existence of path dependence
(i.e., David 1985; Arthur 1989; North 1990; Krugman 1994), two key
features emerge: first, the process must involve the passage of time so
that a sequential path of decisions exists; second, the individual or group
under consideration is frequently assumed to be locked-in to inferior or
suboptimal outcomes relative to some idealized outcome or outcomes
that might have been.?” In what follows, we bring the dimension of time
back into our model of entrepreneurship and show that it implies some
form of path dependence. However, we do not agree with the tenor of
much of the literature that path dependence, prima facie, implies infe-
rior outcomes because, in our view, optimality was never in reach for our
agents.

An entrepreneur cannot merely command an Indian restaurant into
existence but must instead take many and varied steps to sequentially
“assemble” such a restaurant. As mentioned above, she must decide on
where to locate, which equipment to purchase, what items to list on the
menu, and so on. Each of these subsidiary decisions generally involves
three stages. The first is a search or decision-making process wherein

261n standard microeconomic analysis, the exception is the case of fixed inputs in
production theory. Definitionally, certain production decisions can be locked-in during
the period that the firm cannot adjust its fixed inputs. However, once the firm can adjust
its fixed inputs, it is back to a “marginal” world that allows for complete and optimal
adjustment to any new circumstance.

27 Liebowitz and Margolis (1998) call this condition “third degree path dependence.”
Perhaps the most famous example of both of these features of path dependence in the
economics literature comes from Paul David’s (1985) argument that modern typing tech-
nology has become inefficiently locked-in to the QWERTY keyboard because of mere
historical accident. This inefficiency is manifested, according to David, in lower typing
speeds relative to a more modern keyboard, the Dvorak Simplified Keyboard (DSK). It
should be noted that Liebowitz and Margolis (1998) strongly disagree that the DSK is
more efficient than the QWERTY keyboard. Liebowitz and Margolis (2013) provide a
good overview of their long-running argument against path dependence and the responses
to 1t.
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the entrepreneur gathers information and decides upon specific inputs.
Second, some production input is purchased or contracted for. Third,
once the input is obtained, she must integrate it into her production
process.

For example, before a Tandoori oven can be purchased for this Indian
restaurant, our entrepreneur must travel to an equipment supplier or, at
the very least, visit a website and decide which of multiple ovens she
should purchase. When she pays for it (or perhaps secures a loan for
it, which of course entails further searching), it becomes hers, but this
step quite likely involves either additional costs of getting the oven to
the restaurant (if purchased from a store) or waiting time for the asset
to arrive in the mail; it might also need to be unpacked and possibly
assembled. Finally, the entrepreneur can situate the oven in her kitchen.

We break out the multiple stages of acquiring an oven because standard
marginal analysis tends to assume away these other, niggling stages and
their associated costs, which most will recognize as transaction costs.?8
Normally, economists ignore these costs for one of two reasons: either it
is presumed the costs of these other stages are not sufficiently important
to register them independently, or it is assumed the decision-maker has
taken account of them before purchasing the input of interest; the latter
implies the transaction costs can be simply wrapped into the traditional
cost functions.

Contrary to the standard treatment, we do not believe the transac-
tion costs of deciding upon, acquiring, and integrating capital assets into
the production process are trivial for entrepreneurial processes; more-
over, simply adding them to the standard cost of the input is analytically
misleading because their costs cannot be recouped like that of the asset
itself, as we hope to show.?’

To begin, we want to emphasize that these costs are borne across each
decision the entrepreneur must make. Cumulatively, transaction costs can
be a significant factor in production, particularly for entrepreneurs who

28yang’s (2001) work is an outlier in this regard. He includes transaction costs
throughout his work, even in the utility functions of his agents. Nonetheless, we would
argue he makes overly simplifying assumptions regarding the functional form transaction
costs can take so that a general equilibrium model can be obtained. For a more gener-
alized treatment of transaction costs and how they frustrate the emergence of a general
equilibrium see Jakee and Jones-Young (2020).

29 And, in fact, much of the same can be said of determining and acquiring variable
inputs, but we leave this analysis for another discussion.
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are combining or recombining assets. Indeed, we can think of #he cost
of the entire process of combining assets in some new way, ov for some new
ventuve, as transaction costs, since they are costs that are incurred in the
actual process of combining inputs and not part of the input itself; they
cannot be recouped like the value of the asset can potentially be.3? We
argue these transaction costs create a wedge between the value of the
current path of decisions, in which prior transaction costs have been sunk,
and alternative paths of decisions, in which transaction costs have yet to
be experienced. We provide a heuristic example to explain this contention.

When the entrepreneur wishes to buy a capital good, she must suffer
transaction costs in addition to the purchase price. These transaction costs
plus the purchase price constitute the full outlay to acquire the good.
Notice that even if there were no transaction costs for reselling—nor any
deterioration in the quality of the capital good, defined as depreciation—
she would not be able to recoup the transaction costs outlaid to acquire
the asset in the first place.

There are, of course, also transaction costs in reselling a capital good.
Were the entrepreneur to resell her capital goods, she must figure out
where to sell them, how much to sell them for, and she will have to deal
with the potential buyers who are interested in purchasing the capital
good. Potential buyers may want to test or inspect the capital good for
quality, requiring the entreprencur to spend time showcasing it. There
may then be transaction costs in the form of “bargaining costs” over the
price and exchange conditions. Finally, the new owner will have to take
possession, potentially inflicting yet further transaction costs should the
assets require special services or equipment to move. Taken together, the
entrepreneur simply cannot liquidate her capital goods in the ways often
assumed in standard microeconomics: transaction costs form a wedge
between the status gquo and either acquiring or dispensing of assets.

This argument may be clearer with a very simple one-period example of
the choice to become an entrepreneur. In choosing between her current
occupation and starting a business, our potential entreprencur is expected
to consider her possible paths before beginning down a new one. One
path is her current job where she earns a salary, s. In previous periods,
she suffered the transaction costs of finding and acquiring that job, but

301t is true that the value of the “combining” might possibly be recouped in the
future value of the entire enterprise—if successful—but they cannot be, if the enterprise
is unsuccessful.
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those transaction costs are sunk, and we ignore them. Her alternative path
involves a very simple business startup that requires only one capital good
or asset, A, to function successfully. We convert the asset value, A, to a
periodic cost, #. There are also transaction costs to buy this capital good,
denoted #;. The expected returns to the startup, before she leaves her
job, can be expressed as her expected profit (;;), which is revenue (R)
minus the costs of her capital good, the transaction costs of acquiring that
capital good, and the variable costs (v), yielding 79 = R—a—t,—v.3! For
now, we ignore nonpecuniary costs and returns for simplicity.

Traditional analysis suggests that, as long as our entreprencur expects
o > s, she will prefer to become an entreprencur over staying on her
current job path. Critical to our analysis, however, expected returns must
be higher than her salary by at least ¢t} to induce her to leave her current
job. This is how #; acts as a wedge between her expected profit from the
business and her current earnings.

Now, we add a second period after our decision-maker has begun down
her entreprencurial path. She would have already outlaid resources, ¢4,
to pay for the transaction costs of acquiring the asset. If she continues
to make payments on the asset, her new profit equation will be 71 =
R—a—v. Even if she owns the asset outright and her balance sheet reflects
that ownership, she cannot resell it at zero cost. To do so requires the
kinds of transaction costs we suggested above, such as marketing and
any other costs of liquidating it. The aggregate costs of each of the
steps can be designated as the transaction costs of sale, or ;. In other
words, she only recoups the value of the asset less the transaction costs
of the sale. Thus, the opportunity costs of remaining on her current
entrepreneurial path (s — z;) is less than they were before becoming
an entrepreneur (s5).3% It is also true that my = R—a—t,—v < m =
R—a—v,and 71 /(s — ts) > /s, meaning the expected relative returns to
entreprenenyship have increased once she starts down her entrepreneurial
path.

310f course, each term is an expectation, so profit should be understood as expected
profit; we ignore the expectation operator for simplicity.

32To simplify the analysis, we assume that our agent’s previous employer will allow
her to return to her original job any time she wants. We therefore assume away any
transaction costs to finding a new job if her entrepreneurial path does not work out.
Relaxing this highly unrealistic assumption creates an even greater wedge than the one
we describe here.
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Reconsider the decision problem in the initial period. The then-
potential entrepreneur wondered what it would cost her to start the
business, which was the forgone salary plus the transaction costs of
acquiring the necessary asset. By contrast, if the entrepreneur considers
returning to her salaried position after the second period, she must sell
the asset. Both comparisons entail transaction costs, and therefore trans-
action costs encourage the individual to stay on her current path because
transaction costs create a wedge that raise the relative cost of the alterna-
tive path. In broader terms, transaction costs on both the acquisition and
disposal side of assets associated with starting a business create a wedge
between any given existing path and her imagined paths.

Our model is intentionally simple, as it comprises only one capital
good and we assume away any potential transaction costs of making deci-
sions over variable inputs. However, as we repeatedly mentioned above,
following an entrepreneurial path requires hundreds or thousands of deci-
sions on the path toward forming a business: entreprencurship is a choice
between bundles of decisions. Consider how the model changes with
hundreds of capital goods and transaction costs associated with securing
variable inputs. Scores of transaction costs will be incurred to launch the
venture and thus the entrepreneur’s expectation of benefits (pecuniary
and nonpecuniary) from the enterprise will have to be greater than the
sum of these transaction costs in order to choose the entreprencurial path.
Similarly, were the already-established entrepreneur to want to close the
business, she would suffer transaction costs of selling the business and/or
the specific assets of the business. It is almost certainly true, moreover,
that the transaction costs of selling a business or its assets will be greater
than the transaction costs of finding salaried employment.

In anticipating the expected net benefits from staying in her current
employment versus opening a restaurant, our potential entrepreneur
should consider the possibility the venture will not succeed or that she
might want to exit someday. If so, we would expect her to consider
all the potential transaction costs before commencing. In other words,
before moving to the entrepreneurial path, her initial profit expectation
must be n(/) = R—a—tp—ty—v, which is similar to mg, except for the addi-
tional cost of ;. Forward-looking entrepreneurs must acquire numerous
capital goods and know that any potential exit from the startup will entail
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transaction costs of both buying and selling those assets, increasing the
potential wedge between current salary and expected profits.33

A simple inequality illustrates that forward-looking entrepreneurs will
likely face greater “lock-in” to whatever path they are currently on. A
traditional cost-benefit comparison of whether to leave one’s salaried job
to start a business would ask the following question: are revenues minus
costs greater than the alternative employment, or is R — C > s (where
C = a + »)? In other words, the would-be entrepreneur is expected
to leave her current salaried job when she expects profit to exceed her
salary. However, with a little algebra, our equation 7, above, suggests
the forward-looking potential entrepreneur would need R — C > s +
[ty + t:], meaning the wedge, or “hurdle” to leave one’s current career
path is higher—by the amount of both the purchasing and selling trans-
action costs—than the simple “profit versus salary” comparison suggests.
This higher hurdle will tend to lock-in would-be entrepreneurs to their
current career paths: we should expect fewer people to overcome these
hurdles—to become entrepreneurs—than in simpler models that ignore
the transaction costs associated with these kinds of decisions.

As time passes, a second key facet of entrepreneurship leads to path
dependence: learning. Over time, agents learn, which means that once
our entrepreneur sets up and runs her restaurant, she is likely to get
better at it. In short, over time she becomes more productive at that
particular function. Her improved entrepreneurial skills mean she will be
able to produce more for a given hour of work effort than when she first
started.3*

Entrepreneurial learning is, however, unlikely to lead to improvements
in skills not related to her current entrepreneurial position. Even if the

33 Recall, above, that Kirzner claims entreprencurs do not need to acquire capital. In
our view, by contrast, entreprencurs-as-start-ups are only defined as “entrepreneurs” once
they begin to acquire capital and undergo the steps of starting a business.

34The careful observer will note that our multi-period model, here, does not incor-
porate the richness we attributed to real time in our Introduction. As such, our use of
multiple periods in this section is really an application of Newtonian time and we simply
assume, for the purposes of this simple asset model, that time is linear and increased
learning (or productivity) is a positive function of that linear time. Nonetheless, the impli-
cations here are consistent with real time. In other words, while real time is not necessary
for our conclusions to hold, real time will exacerbate the problem of computational
complexity that runs throughout our argument.
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knowledge and skills from her previous salaried position do not deterio-
rate, she will be relatively more productive at her current position because
her productivity as an entrepreneur will increase while her productivity at
her old job will, at best, remain idle. Indeed, we can think of the time
our restaurateur spends on her entrepreneurial path, itself, as an asset (or
her time is effectively transformed into an asset through learning) that
she cannot easily sell.?® Learning to set up and run an Indian restau-
rant is unlikely to have considerable value outside of running restaurants.
The entrepreneur’s skills at running an Indian restaurant cannot be sold
or transferred to someone else without incurring additional transaction
costs.3® Thus, if she exits her current business, she loses the productivity
growth that resulted from her time spent as an entrepreneur. As such, an
additional wedge between continuing with the present path or switching
paths can be attributable to learning.3”

Consider, furthermore, how much more the relative net benefits of
staying on her current path would increase (versus moving back to her
previous job) if her formerly-used skills deteriorate during the time that
she is an entrepreneur. If her previous skills do deteriorate—and we
expect they generally do—then the increased productivity from time
spent learning in the new entrepreneurial path presents an even greater

35 Prescott and Visscher (1980) call information acquired by the firm that makes it
more productive “organizational capital.” Indeed, our discussion can be rephrased as the
entrepreneur acquiring organizational capital embodied in her own human capital. For
Prescott and Visscher, organizational capital raises the productivity of a firm; whereas,
we place emphasis on how organizational capital raises the relative return to a current
occupation. Acquiring firm-specific human capital makes the agent more productive in
her current firm and it makes the firm more productive. Prescott and Visscher stress the
latter, while we stress the former.

361n other words, she could sell her labor containing the acquired human capital but
could not do so without additional transaction costs. She cannot sell her human capital
directly.

37 Our discussion here may appear similar to the asset-specificity literature that deals with
human capital (see, for example, Milgrom and Roberts 1992, 363). However, we are not
interested in what would cause workers to invest in acquiring firm-specific human capital
rather than other types of human capital; neither are we interested in discussing how the
employer might induce the employee to acquire firm-specific human capital. We further
treat a substantial part of human capital as both specific to the industry or occupation
in which it is acquired and as a byproduct of working in that industry or occupation. In
contrast, Milgrom and Roberts (1992, 363) seem to imply that such byproducts are not
that common or substantial in scope.
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wedge compared with her declining productivity in her previous employ-
ment. We would expect it will be even more difficult for her to get a
job—even at her old position—at a similar salary level, the more time
she spends as an entrepreneur. This theoretical point would seem to be
supported amply by the stylized fact that those who spend time outside
their profession receive lower wages than those who do not.

Because of these two wedges—one arising from the transaction costs
of acquiring assets or assembling assets into a “firm,” and the other
arising from the entrepreneur’s increased productivity in her new profes-
sion relative to her declining productivity in her previous profession—she
is likely to be locked-in, at least to some degree, to her current path. In
fact, consider the simple calculations to decide whether our entrepreneur
should exit her venture, an exercise similar to the one above when she
decided whether to leave her job to start a business. In this case, the
simple, non-transaction cost model inequality would be: R — C < s,
implying profits would have to fall below her salary in paid employment.
Transaction costs, however, complicate the inequality: with transaction
costs, profitability will be compared with her potential salary minus the
transaction costs of selling the assets, or R — C < 5 — ¢,. Thus, the
entrepreneur is likely to stay in the business longer than most models
without transaction costs would predict.3® If we add in the deterioration
in productivity in the old career—i.e., her returning salary, s’ < s—the
inequality is further exacerbated, and the individual is likely to remain
with her business under even more unfavorable circumstances.

In sum, we hope we have shown that transaction costs involved in the
buying and selling of assets and in “forming” the firm in the first place
give rise to some degree of path dependence. Looking at a single deci-
sion, as marginal analysis typically does, transaction costs may not appear
substantial. However, across bundled entrepreneurial choices, transac-
tion costs might well be substantial and therefore substantially affect
the relative opportunity costs of decisions confronting the entrepreneur
or potential-entreprencur. These transaction costs cannot, moreover, be

38 Kitchen Nightmares is an American television series in which failing restaurateurs
invite chef Gordon Ramsay to help rehabilitate their businesses. A common theme across
many episodes is that owners frequently continue to run their businesses longer than most
external observers would expect them to (from a purely financial standpoint). By the time
Ramsay arrives, the businesses are often in substantial debt, are continuing to lose money,
and the owners often express disgust with their business.
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simply added to the asset cost itself, but the asset can, presumably, be
resold less the transaction costs of resale. Additionally, entrepreneurs
learn—which means they become more productive—and this increased
productivity creates an additional wedge making path dependence more
likely. The entrepreneur or would-be entrepreneur will find it more diffi-
cult to switch life and career paths than is suggested in more traditional
models. This is another way of describing the discontinuous nature of
decisions surrounding entrepreneurship.

While path dependence is likely under the conditions we specify, we
want to be clear that we are not suggesting that path dependence is
synonymous with inefficiency, as much of that literature presumes. On this
matter, Demsetz’s (1969, 1) foundational critique on the notion that “the
relevant choice ...[is] between an ideal norm and an existing ‘imperfect’
institutional arrangement” still applies. He goes on to suggest,

This nirvana approach differs considerably from a comparative institu-
tion approach in which the relevant choice is between alternative real
institutional arrangements. In practice, those who adopt the nirvana view-
point seek to discover discrepancies between the ideal and the real and if
discrepancies are found, they deduce that the real is inefficient. Users of
the comparative institution approach attempt to assess which alternative
real institutional arrangement seems best able to cope with the economic
problem. (1969, 1, emphasis in original)

In other words, it seems a pointless exercise to compare the real imper-
fect choices confronting entrepreneurs with some set of idealized choices
that are unattainable. Furthermore, there is nothing in our approach that
suggests any other entity has access to any better information or decision-
making framework. Thus, while our entreprencurs might be “locked
in” to a given path that they themselves wish they could escape more
easily, that option is no more real than wishing away the other difficult
constraints they face, such as disappointingly low prices for their product.

CONCLUSION

We define entrepreneurship in terms of actions that involve some degree
of novelty: entrepreneurs start a business, launch a new product, or trans-
form some organization or production process. We argue the decisions
of entreprencurs are best understood as sets of bundled and subsidiary
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decisions representing one “big picture” path—say, opening a restau-
rant—versus other “big picture” paths, such as staying in paid employ-
ment. These bundled sets will be highly complex because, among other
things, these decisions will involve nonpecuniary elements in addition to
the typically-modeled pecuniary ones. We then argue that Simon’s grand
critique of the maximization paradigm in economics applies with even
greater force because of the complex, bundled nature of the decisions
involved. The complexity of making decisions in such an environment
suggests “the” optimal solution will be enormously complex to calculate
and this complexity is only exacerbated if we consider entrepreneurs will
never have the complete set of all relevant data and unlimited cognitive
capacity with which to process any such set of data.

To conceptualize entrepreneurial decisions as discontinuous, we rely on
Yang and his colleagues’ inframarginal modeling of producer—consumers.
Yang’s inframarginal analysis emphasizes why traditional marginal appa-
ratus is insufficient as the decisions, in this context, are corner solutions.
As such, agents are presumed to compare total net benefits across the
different choice sets.

While we employ Yang’s insights into the inframarginal process, we
also have qualms. Among his broad objectives was a focus on effi-
ciency conditions in a general equilibrium framework. As a result, he
presumes a level of agent optimization that is even more complex than
we find in traditional micro theory. Again, we invoke Simon’s critique
of optimization assumptions: we take the position that—while we accept
producer—consumer entrepreneurs likely compare totals across their deci-
sions as Yang suggests—our agents are highly unlikely to be able to
fully optimize over those complex-bundled sets. The process undoubtedly
looks a lot more like Simon’s “satisficing” than maximizing.

When time is added to complex-bundled decisions, entrepreneurs will
find themselves locked into certain courses of action once they begin
down a particular path because of the transaction costs of acquiring and
liquidating assets and because learning through time will make the indi-
vidual more productive on their current path than on alternative ones.
This process suggests entrepreneurial decision-making involves at least
some degree of path dependence. We do not, however, interpret path
dependence as implying “inefficiency” because there is nothing in our
approach that suggests alternative paths are realistically viable: we cannot
“wish away” transaction costs or the change in relative productivities.
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The implications of approaching entreprenecurship in this manner
are manifold. First, it is considerably less misleading to approach the
entrepreneurial environment as a highly complex one that involves
multiple bundled decisions than one that assumes that entrepreneurs
merely need to calculate readily-apparent input price ratios and marginal
products. In other words, the realism of the approach suggests greater
relevance to the actual context entrepreneurs will find themselves in.
Approaching entrepreneurship as a highly complex, bundled, and nonop-
timal process is a far cry from, for example, Kirzner’s view that
entrepreneurs are somehow more “alert” to a free ten-dollar bill.

We believe our model fits a number of stylized facts better than models
that assume agents optimize margins or merely arbitrage price differentials
across markets. These include work effort and the “all-or-none” nature of
entrepreneurship. As such, the bundled nature of the decisions means the
entire venture will remain incomplete (think “0” or “1”) until some crit-
ical proportion of the bundled set has been accomplished: it is therefore
critical to understand that entrepreneurial activities cannot be left partially
completed as is implied by the marginal approach. We also concluded
entrepreneurs are likely to consider more than pecuniary returns in their
decisions, and there is substantial evidence entrepreneurs work more and
probably sacrifice more, such as family life, than similarly situated salaried
employees. In addition, our path-dependent result suggests the hurdle zo
become an entrepreneur and, in fact, to leave entrepreneurship is higher
than traditional approaches admit: we should therefore expect fewer
individuals to become entrepreneurs and that they will remain in their
ventures longer than many traditional external observers would predict.

Another key implication of our approach is that failure—or at least
something short of ringing entreprencurial success—is likely to be part-
and-parcel of the entrepreneurial process: indeed, from our perspective we
should be surprised when ventures succeed at all, given the complexity of
the decisions, the sheer number of subordinate decisions that must be
made, the required effort and dedication, and the additional complica-
tions that real time entails.
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CHAPTER 4

Conceptualization of a Kirznerian-Ethnic
Entrepreneur in Market Sociology

Stephane Kounassi

INTRODUCTION

There is a growing sociological inquiry into the possible reasons as
to why certain ethnic groups produce, on average, more entrepreneurs
than others. Sociology has long explored the number and nature of
entreprencurial roles that exist in a society, as well as the objective
structure that underlies economic opportunities and the social struc-
ture of entrepreneurial decision-making processes (Thornton 1999; Ruef
and Lounsbury 2007). This approach takes into strong consideration
embeddedness theory (Granovetter 2005; Krippner and Alvarez 2007).
What has been missing in sociology, however, is the development of
a theory of human action, especially entrepreneurial action, in the
market. Starting with the Kirznerian conception of entrepreneurship and
Austrian market process theory is an ideal approach. The Kirznerian
model considers entrepreneurship as a process of alertness and discovery
regarding opportunities for entreprencurial profit (Kirzner 1973). This
model is among the few conceptions of entrepreneurship that, under the
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opportunity-discovery nexus, found general agreement and application
across disciplines over the last decades, and made key contributions to
the understanding of the critical role entrepreneurship plays in markets
(Shane and Venkataraman 2000; Alvarez and Barney 2007; Klein 2008).

The cognitive-behavioural aspect of the Kirznerian model presents an
interesting object of study for sociology, particularly in terms of exploring
the cultural determinants in the processes of identifying, evaluating and
exploiting entrepreneurial opportunities. In that constellation, culture, for
instance, shapes what individuals perceive as opportunities and, thereby,
what they overlook (Kirzner 2006). The present work addresses the
topic of culture and entrepreneurship and attempts to further develop
the Austrian market and culture programme. This is accomplished by
exploring how ethnic shared mental models play an important role
in the alertness and opportunity discovery process, and developing a
model that fits with said process; one which I call the Kirznerian-ethnic-
entrepreneur. This work derives from, and evolves within, the established
common ground between Austrian economics and mainline sociology.
This common ground relies on a Weberian interpretive understanding
of the meanings that individuals attach to their actions, their social
environment and the cultural significance of economic phenomena, and
embeddedness theory (Granovetter 1985; Lavoie 1991; Swedberg 1997;
Langrill and Storr 2015; Chamlee-Wright and Storr 2015). In between
Austrian economics and sociology lies a window of opportunity for finally
understanding entrepreneurial behaviour and how entrepreneurship takes
place. This window applies to sociology in particular because it has, until
now, failed in its pursuits of such an understanding and the development
of a cohesive theory of entrepreneurship (Schumpeter 1954; Swedberg
2009). Furthermore, sociology has been even less able to theorize the
entrepreneur as the central actor and driver of the market. The state of
the field being such, this work provides an opportunity to gain valuable
insight into this under-researched area, while developing an extended and
practical model of the Kirznerian entreprencur. The developed model
is based on two assumptions: first, it is based on the ubiquitous char-
acter of markets as they emerge everywhere, and second, it relies on
the fact that market complexity is rooted in the history and culture
of the respective societies. The model therefore responds to the need
to further develop existing entrepreneurship theories, while also exam-
ining the specific local cultural contexts (Lavoie and Chamlee-Wright
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2000: 54). Another shortage this model responds to is the lack of analyt-
ical perspectives in sociology, particularly on how actors concretely use
culture, and how cultural elements constrain or facilitate patterns of action
(Swidler 1986: 284).

In the present case, ethnicity is the most practical device to make sense
of culture. The present model helps one to understand the pattern of
meanings that shape the identification and assessment of opportunities,
and the means by which these opportunities are exploited. It therefore
contributes to the sociological literature by emphasizing how culture
drives alertness in the process of coping with local market uncertain-
ties and sheer ignorance, as well as emphasizing the manifestation of an
embedded modus operandi about how to practically seize and exploit
those opportunities. While introducing Bourdieu’s (1977) sociological
concept of the habitus in the present model, we have a much more
complete action-scheme framework to make clearer sense of alertness
and opportunity discovery, but also reconcile micro versus macro and
subjective versus objective perspectives in sociology.

My model of the Kirznerian-ethnic-entrepreneur is similar to the
“market-born-and-bred groups of men” (Geertz 1963: 26), highlighted
some decades ago by Clifford Geertz while in Indonesia, but still observ-
able in the bazaar-like-economies of many developing nations today. The
present model theorizes also the so-called “informal economy” of those
countries as a traditional market order; they are a product of the local
cultural process (Ayittey 2006). The model has the potential for a better
understanding of entrepreneurship in developing economies and goes
through a realignment of ethnic entrepreneurship in general, and a discus-
sion of entrepreneurial processes in the African traditional market order in
particular. It addresses the nature of that market, past and present devel-
opments, and the possible challenges resulting from the entrepreneurial
process it entails—a process characterized by the existence of formal
economic institutions within a culture that did not necessarily create
them.

ENTREPRENEURSHIP: A SOCIOLOGICAL
StuDpY OF ECONOMIC ACTION

The inadequate conceptualization and consensus on entrepreneurship
in sociology renders it necessary to urgently develop a model of
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entrepreneurial action in the market (Swedberg 2009: 24). Sociolog-
ical scholarship surrounding entrepreneurship has focused merely on
a descriptive approach, like for example how the supply and demand
for entrepreneurship manifests across societies. The supply-side of
entrepreneurship assumes that the possession of certain psychological
traits by the individual increases the likeliness to become an entrepreneur
within a society. The demand-side defends the argument according to
which individuals® structural embeddedness in an entrepreneurial envi-
ronment increases the likeliness to become an entrepreneur because they
are encouraged by the availability of opportunities (Thornton 1999;
Ruef and Lounsbury 2007; Ruef 2010, 2015). Mainstream sociolog-
ical scholarship has largely avoided conceptualizing the actions of those
entrepreneurs, much less their central role in the market. With Max
Weber’s crucial contribution of economic action, the first steps in the
study of entreprencurship have been taken, but have since plateaued.
While situating economic action in a process of ends-means, Weber’s
theory of entrepreneurship frames economic action as the operation of
modern business enterprise for profit, as opposed to a single individual’s
activity. Entrepreneurship, for Weber, is when an enterprise takes over part
of an economy, in which people’s needs are satisfied through exchange, to
make profit while bearing risk (Weber 1978). While there are examples of
insightful literature, such as The Protestant Ethic and The Spirit of Capi-
talism (Weber 1930 [1904]), that address how environment and culture
fostered entrepreneurship across Western civilization, what remains rele-
vant today—for individual entrepreneurs as well as patrons of firms—is the
decision-making process and what influences it. Unfortunately, a practical
understanding of entrepreneurs has remained less well addressed.
Building a coherent theory of entrepreneurship in sociology today
requires going back to the fundamentals within the science of human
action, especially individual economic action in the market. From there,
the theory must have a clear understanding of what entrepreneurship is,
what influences it, and how entrepreneurs operate. Sociology, through
a well-elaborated conceptualization of markets and the actors’ decision-
making processes and action schemes, has a solid framework upon which
to build a cohesive conception of entrepreneurship. Through these
approaches, sociology can make sense of the dynamic and complex nature
of entreprencurship and its cognitive dimension. An exploration of the
practical implications of entrepreneurship within that constellation unde-
niably follows the Weberian tradition of emphasizing the individual’s
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mind—the purposive character of action—and the meaning individuals
attach to the plans and sources of this rationality (Lachmann 1971; Weber
1978). This framework of action takes a cognitive-sociological stance by
considering the knowledge structure within individuals. It examines how
action is adjusted in a dynamic process of knowledge acquisition and how
individuals adapt to new knowledge (Lachmann 1971: 36).

Cognitive sociology emphasizes the social stock of knowledge and
how culture, defined as the historically transmitted pattern of meanings
embodied in symbols, forges the individual’s perception and interpreta-
tion of the world (Berger and Luckmann 1966; Schiitz 1967; Mauss
1973; Geertz 1973). Cultural traditions provide value-orientations and
serve as standards when selecting between open and situation-based alter-
natives, directing human action to some ends rather than others (Parson
1951: 11-12). In this sense, culture helps define what people want, what
they do, and their capacity to choose among alternative lines of action.
Individuals generally select from various cultural values to construct lines
of action. This explains why particular sensibilities and expertise are devel-
oped according to different circumstances. In this process, the individual
acquires a singular biography via their subjective stock of knowledge.
This store of knowledge, in turn, is made up of unique experiences, as
well as learned tasks, capabilities and interpretations, which the individual
draws from when faced with future decisions and situations, novel or
otherwise (Schiitz and Luckmann 1973: 100). The individual then acts,
using this personal and collective biography, within the market, where
sets of formal and informal rules govern relations among competitors,
suppliers and customers. These rules structure actors’ interests, thoughts
and actions (DiMaggio and Ostrower 1990; Burt 1992; Steiner 2005;
Foucarde 2007; Fligstein and McAdam 2015).

An individual’s knowledge is important within the market as well.
Market actors need certain cognitive capabilities that align with the
logic of the market in order to interpret actions and expectations of
others, and to cope with structural uncertainties. The ability to cope
with and adapt to these endogenous market uncertainties allows one to
find room for opportunities, profit and entrepreneurial action (Knight
1921; Fligstein 2015). Consequently, a conceptualization and analysis of
entrepreneurship in the market is necessarily found through the study
of the endogenous nature of the uncertainties actors face and the social
resources they use (Beckert 2002, 2009). It is also a conception where
the interaction between entrepreneurial cognition and social structures
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is emphasized. In this constellation, a causal link between culture and
action is established by conceptualizing culture as a “tool kit” that people
may use in varying configurations to solve different kinds of problems.
It is a causal relation wherein culture, instead of directly determining the
end action, provides components that are used for the construction of
strategies of action (Swidler 1986).

This approach raises the legitimate question of what sort of capacities
particular cultural patterns give to those who hold them. Beyond that,
this approach also investigates the kind of capabilities an individual will
develop based on their social or ethnic group—in which all members
share specific mental models (Denzau and North 1994)—particularly
relating to their entrepreneurial and market endeavours. Cognitive soci-
ology offers additional analytical frameworks for this exploration that
help to explain how and why some social groups are supposedly more
entreprencurial than others. Furthermore, in the pursuit of incorpo-
rating a mainstream entrepreneurship theory—particularly the alertness
and entrepreneurial opportunity discovery concept—into cognitive soci-
ology, there is a real opportunity to shape a long-desired sophisticated
theoretical model that addresses how culture shapes or constrains action,
and how culture interacts with social structures (Swidler 1986: 273-284).
Such an approach would continue strengthening the bridge between
sociology and the theory of entrepreneurship put forth by the Austrian
School of Economics, and advance the research on both sides regarding
key tenets such as methodological individualism, and knowledge and its
subjectivity (Langrill and Storr 2015; Chamlee-Wright and Storr 2015).
This approach would also advance research on the division of knowl-
edge among individuals and the processes by which relevant knowledge
is acquired and expectations are formed in the economy (Hayek 1945).
In addressing the under-researched central role of the entrepreneur in the
market, the concept of alertness and opportunity discovery appears to be
a strong model of entrepreneurial action in sociology.

CULTURE, ENTREPRENEURIAL ALERTNESS
AND OPPORTUNITY DISCOVERY

The Austrian economics market process theory of entrepreneurship is the
most elaborated theory of entrepreneurship, as it makes more sense of
the role of knowledge and human agency and the context in which it
occurs; Austrian economics walks thematically hand in hand with major
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sociological concepts and methodologies. It explores empirical economic
phenomena, which economics, despite its many well-elaborated models,
fails to investigate correctly with quantitative models. The Austrian
economics conception of markets is a helpful model to look at when
investigating the subjective and interpretive nature of entrepreneurial
opportunities and the socially embedded resources that are set in motion
within that process. Furthermore, Austrian economics also addresses
market exchanges as a key element of social cooperation and a central
feature of economic life. It views market exchanges as grounded in the
tendency of individuals to connect to each other via exchange and put
resources together for the benefit of all (Kirzner 2009: 84).

Despite popular consensus, for Austrian economics, the market, far
from being a place, thing, or collective entity, is rather a process actu-
ated by the interplay of the actions of various individuals cooperating
under the division of labour (Mises 1949). The successful operation
of market exchange resides in the convergence of the actors’ expecta-
tions. They react to different patterns of possible alternatives and form
expectations regarding how to reach certain ends and satisty their wants.
Calling the entrepreneur central here is justified by their key attribute of
being able to decide what resources to use, as well as which goods and
services to produce. Thus, they make speculative production decisions in
the face of an uncertain future (Kirzner 2011). This is grounded and
rendered possible also by the ability of the actor’s mind to understand
and investigate causation, as well as the laws of economics. Furthermore,
the purposive character of action is grounded in a rationality defined
by cultural context and helps in anticipating the actions of other actors
(Kirzner 2011: 5).

The decisive role of knowledge in the Austrian model emphasizes
the indeterminate and unpredictable character of knowledge caused by
the great variability in human preferences, expectations and experiences.
This variation is a central economic problem every society faces, and
is grounded in the fact that the sum of total knowledge available in
an economy never exists in a concentrated or integrated form, but as
dispersed bits of incomplete and frequently contradictory knowledge
possessed by separate individuals (Hayek 1945). The resulting uncertainty
renders it necessary to possess and reach an optimal level of information
regarding the quantity and price of products—along with market knowl-
edge—in order to make economic decisions (Kirzner 2015). Economic
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decision-making and action within such an environment requires, there-
fore, the possession and mobilization of relevant knowledge in a way that
overcomes the impossibility of a single mind aggregating such informa-
tion (Hayek 1945). Making better use of dispersed knowledge of available
resources, and exploiting the resulting opportunities, appears to be a
precondition for acting efficiently within the market.

The Kirznerian entrepreneurial model of alertness and opportunity
discovery delivers a framework that addresses the Hayekian knowledge
problem as a case of imperfect knowledge and sheer ignorance that makes
it possible to sell the same single good at different prices in a market,
thus offering an arbitrage opportunity (Kirzner 1973: 37). The alert
entrepreneur is able to seize this opportunity by buying the good that
was cheaper in a certain place and selling it to another place at a higher
price, thereby making profit. The entrepreneur demonstrates successful
capitalization of dispersed market knowledge, and carries an attitude
of receptiveness to available, but previously overlooked, opportunities
(Kirzner 1979). Alertness also entails the ability to mobilize informa-
tion concerning resource availability and consumer valuation. By doing
this, the alert entrepreneur decides what to produce and therefore allo-
cates resources (Kirzner 2015: 17). They demonstrate a special knowledge
of circumstances like demand, consumer preference or the existence of
suppliers. Nevertheless, while the model of entrepreneur as arbitrageur
dealing between two worlds and requiring the possession and mobiliza-
tion of knowledge remains clear, the cognitive dimensions and sources of
alertness have remained unclear for decades.

The complexity of the cognitive dimension of alertness is summarized
by Kirzner when he writes that alertness is “a fertile imagination and
greater pre-science, residing in the unique entreprenecurial ability to inde-
pendently size up a situation and correctly reach an imagined picture of a
not yet determined future” (Kirzner 1992: 26). It is indeed a dimension
that raises difficult questions on conceptual and methodological levels.
This may explain the general occultation of alertness that is shared among
researchers, rather than a view of it as the vital concept in the opportunity-
discovery nexus, in the mainstream entrepreneurship literature (Shane and
Venkataraman 2000; Alvarez and Barney 2007; Klein 2008). Unfortu-
nately, the concept of opportunity discovery without alertness loses its
strong cognitive substance and its individual and entrepreneurial consis-
tency. Kirzner’s earlier silence regarding the cognitive sources of this
superior foresight that characterizes alertness—and the reasons why some
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individuals discover local opportunities before others—did not help to
reduce the number of sharp criticisms, and also reveals the complexity of
alertness and its sources (Kirzner 2008: 1).

Reaching a position where one is able to independently size up a situa-
tion and evaluate prospective gains through the imagining of future reali-
ties requires a deeper mastery of local market logic and uncertainties, and
their social foundations. Having the appropriate cultural stock of knowl-
edge explains why certain individuals are alert to some opportunities, as
well as why some profit opportunities are discovered and others are not.
Don Lavoie (1991), a pioneer in this approach within the Austrian school,
introduced the cultural aspect of the cognitive-sociological approach
into Austrian economics by pointing out that the interpretive dimen-
sion of the process of identification is really just a directing of one’s
gaze towards certain opportunities. Culture structures the individuals’
behaviour and allows them to interpret their own circumstances (Lavoie
1991; Lavoie and Chamlee-wright 2000; Storr and John 2011). This turn
in the conceptualization and understanding of entreprencurial alertness
takes under consideration mental models constructed through culture
and context. Each cultural context creates unique entrepreneurial patterns
and wealth-generating activities, requiring the individual to possess the
fitting cultural lenses in order to make a correct opportunity assess-
ment and interpretation (Storr 2013: 33). Consequently, an assessment
of the entrepreneurialism of an individual must necessarily be conducted
in relation to the endogenous cultural environment, since each cultural
context defines its own rationality and profit-making processes (Denzau
and North 1994; Lavoie and Chamlee-Wright 2000).

Interestingly, even though the cognitive process of discovery and
interpretation of opportunities has been addressed with general satis-
faction and resonance within entrepreneurship scholarship over the last
decade, less progress has been made in the literature exploring the rela-
tionship between cognition and the resulting practical entrepreneurial
action. This is an important oversight in the literature because the
process of alertness and opportunity discovery is incomplete without
action; alertness to opportunities goes logically with the action of taking
advantage of said discovered opportunities (Kirzner 1985: 22). It is
assumed here that culture, while driving alertness in the process of
coping with local market uncertainties and sheer ignorance, logically bears
an embedded modus operandi to seize and exploit opportunities via
strategy and practical action. This embedded modus operandi is what
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matters most for the manifestation of entrepreneurship, but it is not
addressed thematically and methodologically by the mainstream economic
entrepreneurship literature. There is therefore a window of opportunity
for mainstream and Austrian economics scholarship to construct a much
more complete action-scheme framework for entreprencurial alertness
and opportunity discovery within sociology via the present conceptual-
ization of the Kirznerian-ethnic-entrepreneur model, based on Bourdieu’s
habitus concept.

BoURDIEU’S HABITUS: A COMPLEMENTARY
AND PrAcTICAL UNDERSTANDING
OF ALERTNESS AND ENTREPRENEURIAL ACTION

Bourdieu’s concept of habitus shows the relation between social, market
and mental structures in explaining how individuals form cultural and
cognitive frames that inform their ability to interpret the action of other
market participants, and engage in entrepreneurial activities—mainly in
developing schemata of perception, classification and action leading to
macro-structural social reproduction and change (Zerubavel 1997). Orig-
inally defined as all aspects of culture anchored in the body or daily
practices of individuals, groups, societies and nations, the habitus includes
all the learned habits and forms of non-discursive knowledge (Mauss
1973). Bourdieu developed it further as the internalization of the social
world in the individual through socialization. The habitus is closely
linked to a central notion known as the field, defined as “arena of
struggle”, where players occupy positions relative to one another with a
shared sense of the socially constructed framework of meanings in which
they compete for resources (Bourdieu 1977). This could align with the
Austrian conception of market and competition.

Furthermore, like the Austrian tradition, Bourdieu’s conception places
knowledge at the centre. It is a conception derived from cognitive
psychology that addresses the role of the mind in the structuring of
reality, as well as the dialectical interaction between the individual and
the environment, and how a pre-existing stock of knowledge is utilized
(Piaget 1971). It is furthermore a conception that addresses the subjective
nature of knowledge, and how it generates an action-scheme. Bourdieu
defined the habitus as: “... a system of lasting, transposable dispositions
which integrating past experiences, functions at every moment as a matrix
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of perception, appreciation and actions and makes possible the achieve-
ment of infinitely diversified tasks, thanks to analogical transfer schemes
permitting the solution of similar shaped problems” (Bourdieu 1968:
XX). Indeed, via different layers of socialization such as family, school and
community, the individual incorporates rules—which determine a matrix
of representation—transposable to different contexts with infinite kinds
of content, producing an infinite number of behaviours that are put into
practice to solve problems (Hilgers 2009: 730-736).

The habitus copes with the dynamism of the social world by enabling
the perception and appreciation of events. It does this via a transfer of
scheme, through which previous experiences and their equivalents are
utilized and, when necessary, adapted—based on strategy-generating prin-
ciples—to cope with problems (Bourdieu 1977, 1980). Those strategy-
generating principles are based on the logic of practice and practical
logic, the former being concerned with the understanding of how things
work generally and the conditions and principles of operation in a certain
field. The practical logic embedded within the habitus attributes certain
dispositions, predispositions or inclinations to the actors behind certain
perceptions, judgements and actions that fit with the logic of practice of
the field (Schaefer 2009). The link between cognition and social struc-
ture addressed by the habitus relies on the compatibility it attributes to
the dispositions of the individual with the logic of the field. It is neces-
sary then that the economic habitus of the individual entreprencur fits
closely with the economic structure of the society in order to operate
successfully (Bourdieu 2005; Swedberg 2011). Entrepreneurial success
linked to the possession of a fitting habitus sheds light on the possi-
bility that some individuals may have an economic habitus that does
not fit the economic realities of their environment. It also explains why
some people are entrepreneurs who discover opportunities and others
are not. Having the right economic habitus matters for entrepreneurship
because it impacts the future orientation, creativity and strategy of the
entrepreneur, all of which enable improvisation and adaptability to new
contexts and dynamic flows of events.

While adapting to present realities, the habitus inclines the individual
to act and actualize the probability of future events via their anticipation
and development of strategic action. The permanent adjustment, un-
adjustment and readjustment of action develops and sets free the creativity
necessary for successful and compatible actions with local dynamic realities
(Hilgers 2009: 734-740). It is obvious that Bourdieu’s habitus integrates
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not only alertness, but also the required strategies of action. Beyond that,
the economic habitus, as described, is as much as alertness, a human
power, which, according to Kirzner, has grounding in the nature of the
person who has it (Kirzner 1985). This power takes different forms and
may explain the fluctuating manifestations of alertness in Kirzner narra-
tives, which have led many times to sharp criticisms, especially in the field
of economics. Indeed, alertness is sometimes described as ability, some-
times as a position where one can independently size up situations and
evaluate prospective gains through the imagining of future realities, some-
times a tendency, and other times as something that can be switched or
trained (Miki 1991: 158-159).

The compatibility between the habitus of the individual and the
field creates a certain state of mind within the individual: a permanent
openness and ability to notice or discover, without searching, opportu-
nities that have been hitherto overlooked (Kirzner 1979). The notion
of the compatibility between habitus and the field gives us a practical
understanding of the mechanisms that allow spontaneous reflection and
non-deliberate searches for information. With Bourdieu’s habitus, new
directions in the empirical and interdisciplinary exploration of alertness
are set. Exploring alertness today, in this newly developed setup, should
start with an investigation of the embodiment process of community,
specifically of ethnicity. Ethnicity, in this case, refers to a set of connec-
tions and regular patterns of interaction among people sharing common
national (ethnic) backgrounds (Portes 1987; Waldinger and McEvoy
1990; Light and Gold 2000). With ethnicity, we have a good and practical
way of breaking down culture for an empirical exploration of the habitus
and the socialization process of individuals in relation with the field.
Developing a Kirznerian-ethnic-entrepreneur model requires crossing
new theoretical boundaries with a necessary realignment of the concept of
ethnic entrepreneurship. This conceptualization develops Kirzner’s theory
further by addressing more narrowly the economic habitus of ethnic
driven entrepreneurs.

ETHNIC ENTREPRENEURSHIP:
A NECESSARY REALIGNMENT
Over the past few decades, there has been an increased interest in the

concept of ethnic economy and entrepreneurship in the field of soci-
ology. This interest is grounded in a general query regarding why some
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groups within a national population are acknowledged to be more fierce
and successful entrepreneurs than others. It is incidentally the desire
within sociology to understand the determinants of why some people go
into entrepreneurship, and the predictive factors of success. This desire
explains, to some extent, the general speculation over the entreprencurial
talents of Armenian, Jewish, and Syrian-Lebanese diasporas, the Igbo
and Yoruba of Nigeria or the Bamileke of Cameroon. The speculation
is alternatively an attempt to understand the habitus of those socio-
cultural groups. The very same groups are also widely discussed in ethnic
entrepreneurship scholarship.

Ethnic entreprencurship is a concept referring to a set of connec-
tions and regular patterns of interaction among people sharing common
national (ethnic) backgrounds. The mainstream literature addresses it
also as the process by which ethnic minorities create their own private
economic sector as a response to exclusion from the formal system. Ethnic
entrepreneurs are those who belong to minorities and who rely on the
support and resources of their community for their business activities
(Light 1972; Aldrich and Waldinger 1990; Light and Sabagh 1994; Light
and Gold 2000). Consequently, ethnicity appears to be a form of social
capital grounded in ethnic values such as solidarity and enforceable trust,
both of which govern economic activities and give entrepreneurs and
enterprises access to human and financial capital (Portes and Rumbaut
1996; Portes and Landolt 2000; Light 2010).

Belonging to certain ethnic networks can provide access to the market
and thus to opportunities, as well as the means to exploit them. This may
include information concerning consumers, suppliers, competitors, access
to security, commercial networks and financial resources such as tradi-
tional saving channels (Lautier 2004; Servet 2006). However, the word
“ethnic” has come to be framed as a generic word referring to foreign,
non-Caucasian minorities and immigrant groups owning shops and busi-
nesses in North America or Europe, where most of the research regarding
ethnic entrepreneurship is produced (Urban 2011). Mainstream ethnic
entrepreneurship scholarship has framed ethnic entrepreneurship as a
form of strategy used by newly arrived migrants’ during their quest for
socio-economic mobility and integration into their host country. This
is a good example of a possible strategy and mobilization of means,
but not fully sufficient. In fact, very few studies have explored the
economic habitus of those groups or the strategies developed by ethnic
entrepreneurs in a purely market context.
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The Kirznerian-ethnic-entrepreneur model reveals its relevance here.
It sets a new direction by focusing practically on the economic habitus
of ethnic groups and new geographies in order to make more sense
of culture and context. In no other place of the world is the ethnic
dimension of entreprencurship as visible and challenging as in devel-
oping nations, especially African nations, which, despite immense poten-
tial provided by natural and human resources and opportunities, fail
to drive major economic growth (Lofchie 1994; Coyne and Leeson
2004). Indeed, where many voices even within academia would see
an absence of market institution and entreprencurship, the Kirznerian-
ethnic-entrepreneur model, as a research programme, deconstructs
certain narratives that would try to resolve the issue by “bringing”
either market or entrepreneurship to those places. The Kirznerian-
ethnic-entrepreneur model is an approach that seeks to understand
the cultural processes at work in those countries in order to tap into
their potential (Lavoie and Chamlee-Wright 2000). An understanding
of the cultural processes at work in those countries can be found by
assessing how compatible are the different economic habitus with local
fields, and how different ethnic groups in those countries conceptualize
entrepreneurship. Furthermore, this approach is concerned with how the
habitus helps individuals cope with market uncertainties. The Kirznerian-
ethnic-entreprencur model is an analytical model best used in exploring
entrepreneurship in specific African nations. It will also improve our
scientific understanding and interpretation of entrepreneurial processes
according to local realities and their impact on economic processes.

THE KIRZNERIAN-ETHNIC-ENTREPRENEURSHIP
MODEL: A DOUBLE ARBITRAGEUR

The Kirznerian-ethnic-entrepreneurship model, in the present conceptu-
alization, is inspired by what Clifford Geertz called the “market-born-
and-bred-group of men” during his exploration of enterprising and
economic development in the early 1950s in Indonesia. The observation
of entrepreneurs belonging to Islamic business groups revealed how local
culture and Islamic rules such as frugality and autonomy played a part in
the embodiment of industrious and enterprising skills and market-spirit
in entrepreneurs and contributed to their success in the market (Geertz
1963: 26-28). These entreprencurs had a habitus compatible to their
context; they resided in a market order with a bazaar where the total flow
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of commerce was fragmented into a large number of unrelated person-
to-person transactions, opposed to the firm-oriented Western economies
wherein trade and industry are organized by a set of impersonally defined
social institutions. That order is characterized by the independent activi-
ties of competitive commodity traders related to one another by a huge
volume of ad hoc exchanges (Geertz 1963: 29). The bazaar based on
its tendency of turning local entrepreneurs into petty speculators driven
by short-term opportunism may for good reason be considered as one
which enables the emergence of mere arbitrage rather than other forms
of entreprencurial practice. On the other hand, it appears also that the
Hayekian problem finds profound validity in the bazaar economy, where
the level of ignorance regarding the quality and prices of products is
accentuated by poor, scarce, maldistributed, inefficiently communicated
and intensely valued information (Geertz 1978: 29). In this context,
bargaining has proven itself to be an embedded discovery mechanism
applied between buyers and sellers to determine the right price. Finally,
the challenging search for, and circulation of, reliable information in
bazaar-style economies is solved through network approaches like clien-
telization and ethnic networks (Geertz 1973, 1978). Today, the bazaar
economy, or what one could call the bazaar-like economy, could be used
as an interesting and better generic word to describe the market order of
many developing nations than informal sector or economy (Hart 1971,
1973, 1988), which in the current situation should be distinguished from
shadow or illegal economy.

Talking about informal economy in the context of developing nations
is different from how one would approach similar institutional dynamics
such as shadow or illegal economies in the Western world. Addressing
the informal economy, as opposed to the formal economy, in the sub-
Saharan African context means addressing an economic field that has
resulted from a cultural process and which bears attributes of a traditional
African market order (Ayittey 1986, 2006). While ostensibly close to a
bazaar economy, this order is much more complex and therefore requires
its own research programme involving the dynamics of entrepreneur-
ship. Seen under an institutional and development economics perspective,
the dichotomous relationship between the traditional order and a formal
institutional order, mostly inherited from colonialism, creates an insti-
tutional disequilibrium, as the formal institutions, legal environment
and bureaucratic system do not adhere to the informal institutions of
the concerned society (Granovetter 1995; Boettke et al. 2008; Douhan
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and Henrekson 2008). May it be via colonialism, modern bureaucratic
and multilateral donors’ interventions, exogenous top down institutional
interventions are grounded in the belief of “fixing“ local institutions
which otherwise will not experience development. From that mind-set
has emerged a planning approach to economic development as an ideal
recipe for economic growth over recent decades to make markets work
in many African countries via SME promotion projects to push these
economies and reduce poverty (Easterly 2002). The ambitions to bring
entrepreneurship and market economy in those places failed for many
reasons. They failed not only for having read the institutional and contex-
tual dynamic of those countries with the wrong lenses, but also because
of the refusal to consider the possibility of alternative economic ratio-
nality relying on more complex political and social realities that make
market planning and top down interventions illusory (Easterly 2007). The
necessity to consider cultural process and the singularity of each system
is here reinforced. A focus on individuals shared mental models and
the endogenous historical and cultural development driving their habits
and practices opposes top down interventions whose failures generate
unforeseeable long-term consequences (Shughart et al. 2020). Further-
more, the inability of mainstream development economics to understand
and address the endogenous mental models that support the individuals
decision-making and practices on the ground and the real challenges they
face do not contribute to creating the necessary trust and social capital to
match informal institutions in order to succeed (Boettke et al. 2008). As
a matter of fact people find refuge in the institutional order that better
fits their values, culture and historical development. This explains why
the traditional market order remains the driver of private entrepreneurial
activities in major sub-Saharan African countries, showing the sustainable
character of an economic process embedded in culture.

Exploring entrepreneurship in developing countries while ignoring
these aspects is a difficult exercise. In contrast, though, the fact that the
African traditional economy consistently fails to reach the next level of
development, which includes, for example, the mobilization of financial
resources for long-term investments in larger scale productive activi-
ties, highlights the real challenge of finding the appropriate mechanisms
to canalize this enterprising spirit toward more economic development
(Servet 2006). A clear reading of the current evolution within the cultural
context is necessary in order to identify the dynamics blocking that
process and how to circumvent them. In contrast, instead of canalizing or
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directing that potential, several governments have tried without success
to “absorb” or to “regulate” the traditional market order. In another
context, India’s attempts to regulate its own “informal economy” by
forcing a cashless society programme via demonetisation has reached miti-
gated success, requiring more reflection in regards to the complexity of
that task. The measure aiming to reduce black money and corruption,
but also increase tax revenue and lead to economic growth did not take
into consideration customary practices and the practical and psycholog-
ical importance of cash in a society with a very large traditional economy
highly dependent on cash money (Sharma and Fernandez 2018).

Observed closely, the present institutional dichotomies, and the
resulting institutional disequilibrium, create additional uncertainties for
entrepreneurs. Indeed, entrepreneurial opportunities exist and are tapped
by those who align with this disequilibrium and operate at the bound-
aries of these two orders. The compatibility between economic habitus
and the field as guarantee for entreprencurial success brings funda-
mental questions to the fore. The fact that fewer firms—the mainstream
visible barometers for a successful enterprise—are operating in the formal
economy reveals the inability of this order to shape an environment that
allows the emergence of more entrepreneurs and opportunities. On the
other hand, an observation of the current entreprencurial environment
in several African countries shows that entrepreneurs with “formally”
trained cognitive lenses who operate with “formalized” type of enter-
prising, have, on average, difficulties in finding orientation and fit within
the formal institutional order and much fewer chances in the tradi-
tional market order. The trigger of this inability is grounded not only
in the institutional inconsistencies but also in the weakness of those
formal institutions, which fail to provide solid institutional foundations
for a market economy, such as free competition, contract enforcement,
information dissemination or formal property rights which are based on
local customary practices to ensure legitimacy and enforcement by the
greater number of people (Soto 2000, Golub and Hansen-Lewis 2012).
In contrast, dynamic business operations are perpetuated within the tradi-
tional market order, which creates a bond of trust via social networks
and de facto contract enforcement, access to finance, and dissemination
of paperless information outside the official sphere (Greif 1993; Putnam
1995).
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A relevant challenge of addressing the issue of the formal-informal
economy dichotomy is not whether they may be considered as diamet-
rically separated spheres, since they form the economy, but when “infor-
mality“ tends to be the norm. It can be interpreted as a reverse scenario
with a bottom-up institutional development during which the primacy of
informal institutions as foundations of formal institutions is made visible
(North 1990). Addressing that reality from a sociological and institutional
economics perspective requires exploring the feasibility of any bottom-up
institutional change and re-design. However, the growing proportion and
ability of the traditional economy to capture and respond to the needs
of a greater number of people in articulating local patterns of interac-
tion and consumption has resulted in certain impositions. Namely, for
entrepreneurs, the necessity to operate at the boundary between two
worlds in filling the gap created by those institutional inconsistencies,
therefore transforming entrepreneurs into agents of institutional change.
It is their actions that shape the present trends. This dynamic re-joins
Denzau and North (1994) to some extent as they address similarly the
process of organic institutional change and development in pointing out
the crucial role played in that process by shared mental models. In that
model of development, gradual changes in the shared understanding of
concepts and paradigms are punctuated by discrete jumps to new equi-
librium. It is assumed here that the entreprencur plays a major role in
that equilibrium via representational redescriptions and the adoption of
new shared mental models by pointing out the logical inconsistencies
between what Denzau and North call “ideological beliefs” and “common
parlance” (Denzau and North 1994; Shughart et al. 2020).

Applied to the case of the Kirznerian-ethnic-entrepreneur, one may
argue that the entrepreneurs have identified the inconsistencies between
formal and traditional economy, for instance, the questions regarding
which rules should govern the economy and regulate the pattern of
economic transaction and production. Furthermore, it appears that
filling this gap conditions entreprenecurial success, which results from a
discovery and learning process during which the fitting habitus helps the
entrepreneur identify the problems and gap between the reality of the
traditional order and the exigencies of the formal rules and the inconsis-
tencies they bear in regard to local market logic and dynamic. With this
discovery, the entrepreneurs also find the modi operandi to fix or adapt
entrepreneurial practice in one sense or other. Therefore, it is an arbi-
trage operated by the entreprenecurs between those spheres, which brings
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the entire system to equilibrium and to function. The practice resulting
from that process also gives birth to a new shared understanding about
economic processes and shared mental models that one needs to under-
stand in order to interpret market dynamics, either as an entrepreneur or
a customer.

In the practice, the alignment of entrepreneurs with their contexts
has enabled the emergence of mobile banking and payment services
like M-Pesa in Eastern Africa with a pioneering and disruptive impact
on the banking, insurance and financial transaction industry in Africa
and the world, where conventional banking had difficulties to tap into
this potential. Indeed, people use mostly products with which they can
identify easily and meet their practices; entrepreneurship has for role to
bring this to happen. It is in that context that, Nollywood, the Nige-
rian film industry, has emerged among the top of the world with several
billion USD in revenue and thousands of movies produced yearly by
local movies entreprencurs with a proven level of productivity, agility and
cost effectiveness that responds to the entertainment needs and budget
of hundreds of millions of households across Africa and the diaspora
(Bisschoff and Overbergh 2012; Lobato 2010). These trends are quite
revealing about certain aspects of the enterprising practice in many of
those countries as one which is exercised via a hybrid form at the inter-
section between individual entrepreneur and firm. Empirical observations
unveil how with a firm-like form of enterprise, in major cases even offi-
cially registered, entrepreneurs conduct transaction volumes and activities
like a firm but with the agility of an individual, and practices solidly
grounded in the traditional market order with particular ethnic groups
expressing a singularity in the mastery of entreprencurship.

The last decades have seen an accrued interest for the phenomenon
of ethnic entrepreneurship in Africa since social groups seem to demon-
strate a proven entrepreneurial and business acumen translated into a
recognizable entrepreneurial practice, mastered and transmitted within
those groups. The interest for the embodiment process of entrepreneurial
habitus may find good application using the developed model to explain
this acumen and the resulting entrepreneurial praxis. The Murids, an
ethnic Muslim brotherhood of Senegal, the Yoruba and Igbo ethnic
entrepreneurs of Nigeria, are all well-acknowledged poster children for
the described challenges and entrepreneurial acumen of their respective
countries (Sudarkasa 1985; Diouf 2000). They are visible examples of
the described relation between habitus and structures. The embodiment
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process of entrepreneurial spirit (habitus) occurs often via ethnic networks
and various education mechanisms focusing on building and transferring
traditional entrepreneurial values and practices to the individuals.

The Murids show devotion to their religious guides, the “Sheikhs,”
hard work, and self-deprivation. They are bound together through a tradi-
tion of mutual obligation and sense of family. These values are cemented
and continuously nourished over many years at the Dahira, a central insti-
tution of their community in charge of promoting spiritual nurturing,
community solidarity and economic success. These informal meetings,
present in all Murid communities from urban Senegal to New York,
Paris and Beijing, serve as places of exchange of information, assistance
regarding business opportunities, and incubation for individual enter-
prising endeavours (O’Brien 1971; Salem 1981; Ebin 1993). For almost
a century, the Dahiras have been what is today trending all around
the world: incubators or other impact hubs providing mentors, capital
and networking events to their members who will, in turn, sustain the
institution.

While the Murid model strongly emphasizes networks, the Igbo and
Yoruba have an apprenticeship-oriented approach wherein young indi-
viduals are educated to be entrepreneurs. The Yoruba, especially those
of the Republic of Benin, transmit entreprencurial skills from mother to
daughter. Entrepreneurship is a women phenomenon and the embodi-
ment process of entrepreneurial habitus is one through which girls help,
starting at a very young age through young adulthood, the mothers on
the marketplace and experience in vivo the art and practice of trading,
which goes sometimes across national boundaries (Igué 2003). This expo-
sure to entreprencurship involves learning how to buy and sell while
developing a real sense for pricing and accrued sensory and interpretation
of market dynamic by knowing where to buy cheaper and how and where
to sell at higher price while making profit. The Igbo in Nigeria follow a
similar but more structured and systematic process via the “Imu-Ahia”,
their traditional Business school system, which literally means to learn
how to do marketing or to trade (Olutayo 1999). Through that system,
which has occasionally priority over formal schools, the young apprentice
learns at the feet of a mentor and manages the mentor’s business opera-
tions at different degrees over the years until they are granted autonomy
once the habitus is formed within them. This stage is followed by several
financial and venture mechanisms that aim to help the accomplished
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entrepreneur to begin a personal entrepreneurial endeavour (Orugun and
Nafiu 2014; Obunike 2016).

In light of the exposed challenges and dynamics, it seems obvious
that the more an ethnic entrepreneur is embedded in the traditional
market order, the greater are the chances to develop compatible strate-
gies and successfully navigate within the overall economy. How good
and sustainable the described institutional dynamic may be is another
issue that cannot be addressed at the present stage. It was rather impor-
tant to provide, through the lenses of culture, a more coherent and
sophisticated theoretical construct allowing the exploration and inter-
pretation of entrepreneurial process as it appears and is experienced
by the entrepreneurs, and not how one thinks it should be. Further-
more, the unintended public and institutional economic consequences
of that conceptualization show the usefulness of the Kirznerian ethnic
entrepreneur model as an analytical device to explore entrepreneurship in
the sub-Saharan context. However, the discussions still remain open as to
whether or not it may lead to a methodological conception of a coherent
bottom-up strategy for institutional intervention and re-design, further
leading to change in major African nations. For now, it is relevant to admit
that while the Kirznerian alert entrepreneur is an arbitrageur, the Kirzne-
rian ethnic entrepreneur in many sub-Saharan African countries is revealed
as double arbitrageur, who, in addition to usual marketplace arbitrage,
taps into the opportunities resulting from the institutional disequilibrium
between the formal economy and the traditional market order.

CONCLUSION

This work is conceptual in nature and attempts to clarify how the incor-
poration of practical knowledge in the analysis of entrepreneurship helps
in the understanding of how socially embedded entrepreneurs locate and
exploit opportunities. While building upon Bourdieu’s habitus concept
without necessarily taking the same ideological colours and applica-
tions, a more practical understanding of Kirzner’s concept of alertness
and opportunity discovery has been provided. A concept positioned as
a sophisticated entrepreneurship theory in sociology, wherein individ-
uals” cognition, market and action interrelate. The contextual nature of
entrepreneurship and market uncertainties was emphasized via an explo-
ration of culture and how it shapes or constrains action and interacts
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with social structures. Therefore, judging the entrepreneurialism of indi-
viduals must be done by first taking into consideration the context the
individual lives within. To the same extent that each context or culture
defines the division of knowledge among individuals and the process
by which relevant knowledge is acquired and expectations are formed
in the economy, it also supplies socio-cultural embedded mechanisms
that help the individual to cope with uncertainties and exploit market
opportunities. This process is translated into entrepreneurial alertness,
or a compatible economic habitus conferring a state of mind to the
individual, which then makes spontancous reflection and non-deliberate
searches for information possible. This reality is observable via the “nat-
ural” propensity of the individual entrepreneur to interpret opportunities
and develop strategies and practical entrepreneurial actions that work.
The multidimensional manifestations and actions of a compatible habitus
or alert entrepreneurial mind remind us of the absolute necessity of
holding a dynamic state of mind to face a dynamic market and society.
These conclusions have pointed to new interdisciplinary theoretical and
methodological directions with strong empirical implications. The habitus
embodiment process made it necessary to view ethnicity as a unit of
culture, and to form a realignment in the narrow body of research of
ethnic entrepreneurship.

The Kirznerian ethnic entrepreneur comprises the economic habitus
of ethnic driven entrepreneurs, the compatibility of that habitus within
the context of the individual, and the deriving practices. Such a concep-
tion goes far beyond the folklorically addressed social capital or social
mobility strategies of migrants in the western world. It is therefore neces-
sary to focus on context in order to understand the entrepreneurship
process as a manifestation of a cultural process. The developed academic
lenses applied, even superficially, to the Sub-Saharan African context led
to interesting premises opening a new field of research. Indeed, the
apparent primacy and legitimacy of the traditional market order over
formal economic institutions undeniably requires an alternative approach
in the quest for faster economic development within those countries,
while fostering an environment allowing the emergence of more dynamic
entrepreneurial ecosystems and the exploitation of economic opportu-
nities by a greater number of people. This quest hides yet another as
well, which, in opposition to the still unsuccessful mainstream approach
aiming at structuring or formalizing the traditional market order, would
alternatively aim at structuring legal and bureaucratic institutions around



4 CONCEPTUALIZATION OF A KIRZNERIAN-ETHNIC ... 89

the traditional order instead. Such a solution may require following the
steps of the Kirznerian Ethnic Entrepreneur in learning from the process
of filing and fixing institutional inconsistencies as alternative strategy for
bottom-up institutional re-design. The role of the academic is therefore
to structure the discussion and develop theoretical and methodological
elements in order to understand and test these insights; this is what has
been done with the analytical application of the present concept. The
Kirznerian ethnic entrepreneur is a concept that can be helpful in under-
standing the dynamic of operating between two institutional dimensions
characterizing major Sub-Saharan African nations.
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CHAPTER 5

Non-Market Competition
as a Discovery Procedure

David S. Lucas

INTRODUCTION

Virtually all of the seminal theoretical contributions of the Austrian
school deal with the functioning of the market process. The centrality
of economic calculation (Mises 1920), the intertemporal discoordi-
nation resulting from central bank interest rate manipulation (Hayek
1931), and the entrepreneur’s equilibrating role (Kirzner 1973) all speak
to action within a specific institutional framework: a market context
featuring prices, property rights, and profit and loss. In light of this, it
is notable that a significant strand of modern Austrian research has taken
a “nonmarket turn”—dealing with social interaction beyond the scope
of these institutions. For instance, recent scholarship falling squarely in
the Austrian tradition has dealt with foreign intervention and policing
(Coyne and Hall 2018), post-disaster recovery (Storr et al. 2016), prison
governance (Skarbek 2014), motorcycle gangs (Piano 2017), homeless-
ness (Lucas 2017), and criminal justice (Koppl 2018), to name only a
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few. A common theme across this work is an emphasis on purposeful
human action in the face of distributed knowledge leading to spontaneous
coordination and other un-designed outcomes. Thus, just as traditional
Austrian theory elucidates the entrepreneurial market process, it could
be said that this “new” branch of Austrian economics deals with the
“nonmarket discovery process.”

This increased breadth of inquiry offers both opportunities and chal-
lenges for Austrian scholars. On the one hand, the trend highlights the
vibrancy of the school: Austrian ideas are being fruitfully applied to new
questions and are permeating fresh academic literatures. On the other
hand, this development also raises issues of theoretical clarity and preci-
sion. It creates the risk of arguing by analogy, overextending, or (worst of
all) misapplying theories originating in the market process to nonmarket
phenomena. (Have we a clear sense of what we mean by Kirznerian
“alertness to profit opportunities” in the political sector?) This is in
no way meant as a slight extant work in nonmarket entrepreneurship,
which has done much to pioneer the fresh application of Austrian ideas.
To the contrary, it suggests the need for conceptual clarification that
would provide structure and rigor to an applied research agenda on the
nonmarket discovery process.

What, then, does a framework building on “market process theory”
look like in the “nonmarket process”? The purpose of this paper is
to move toward an answer to this question. In so doing, I offer a
review, theoretical synthesis, and agenda for research on nonmarket
entrepreneurship. In revisiting extant work, I highlight common “Aus-
trian” themes that have been explored in a variety of nonmarket contexts.
From this, I sketch a rough framework for nonmarket entreprenecur-
ship research, surrounding the notion of “nonmarket competition as a
discovery procedure.” This framework shares many common elements
with Hayek’s vision of market competition as a discovery procedure,
including dispersed knowledge, uncertainty, and alertness. I detail the
types of questions that such a framework might facilitate. Finally, I also
elaborate a number of outstanding conceptual issues that future work in
the nonmarket context might address.

THE NONMARKET DISCOVERY PROCESS

To clarify the theoretical gap I address and to delineate the boundary
conditions of this chapter, I present a simple taxonomy outlining four
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“contexts of human action.” Human actors may operate in a context char-
acterized by Market or Nonmarket features, and they may operate under
Risk or Uncertainty. Table 5.1 details this taxonomy.

Scholars in and around the tradition of “mainline” economics (Boettke
2012) tend to pay explicit attention to the context within which human
action occurs. As a result, my taxonomy features two core dimensions
of the action context, which I label the Exchange Context and Deci-
sion Context. The Exchange Context of human action is the set of
institutions, the formal and informal “rules of the game,” within which
individuals act (North 1990). Exchange Context may be either Market or
Nonmarket. Market context is characterized by money prices, profit and
loss feedbacks, and well-defined property rights. Nonmarket context may
include a variety of political and social spheres of interaction that vary in
substance. Crucially, the nonmarket context always lacks one or more of
the aforementioned market institutions (see Boettke and Coyne 2009).

The Decision Context of human action relates to whether actors face
conditions of risk or uncertainty in the set of possible outcomes of their
actions. I conceptualize the risk—uncertainty dimension as a feature of
the environment rather than depending on the decision maker: actors
face risk or uncertainty as they seek to achieve their ends. Decision
Context is thus an environmental feature that profoundly influences the

Table 5.1 The context of human action

Exchange context

Market Nonmarket

Decision Context  Risk Equilibrium: Actors are Shadow Equilibrium:
rational choosers Actors are rational
maximizing utility subject  choosers maximizing
to price and income utility subject to shadow
constraints price and income

constraints
Uncertainty  Entrepreneurial Discovery ~ Nonmarket Discovery

Process: Actors are Process: Actors are
entrepreneurs alert to change agents whose
profit opportunities actions alter the
resulting from price institutional
disequilibrium environment

Source Author’s creation
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researcher’s model of individual choice. Risk implies a closed-ended situa-
tion of knowledge about the future: the full set of future outcomes can be
identified, and each can be assigned a probability. Uncertainty, in contrast,
means that the Decision Context cannot be categorized probabilistically;
it entails “uncertainty about the very structure of the world” (Langlois
1994, 119) wherein the full set of possible outcomes is not knowable ex
ante.

The context that the human actor finds herself in may be characterized
along these dimensions into four groups: Market-Risk (MR), Market-
Uncertainty (MU), Nonmarket-Risk (NR), and Nonmarket-Uncertainty
(NU). This framework thus is broadly descriptive of extant research.
Much of the scholarship in mainline economics can be located within
the taxonomy fairly intuitively.

MR is the terrain of the neoclassical, rational choice framework
commonly associated with the Chicago School. Actors face calculable
risk under well-defined market institutions, and so they are modeled as
“rational maximizers” who optimize choices by equating the marginal
costs and marginal benefits of additional action. The result is that human
actors tend to exhaust gains from trade, resulting in a state of equilibrium.

MU is the predominant context characterizing the Austrian research
agenda. Purposeful market actors pursuing their ends under conditions of
uncertainty (or “sheer ignorance”) is at the core of the entreprencurial
discovery process pioneered by Mises, Hayek, and Kirzner. A key point
of departure relative to the Chicago-esque, MR framework is the uncer-
tainty of the Decision Context—resulting largely from the dispersed, tacit
nature of knowledge in society. Note that there are other unique features
of the Austrian school (e.g., time, capital theory, etc.) that emerge indi-
rectly in the present taxonomy: one may plausibly conceive of “dynamic”
time or heterogeneous, multi-specific capital as “sources” of uncertainty.
Interested readers may consult the rich debate among these MR and MU
perspectives (Becker 1963; Boettke 1997; Kirzner 1962, 1963).

Moving to the nonmarket dimension, NR scholarship focuses on the
economizing actions of rational choosers outside of Market Institutions.
Despite lacking price signals, choosers still face risk, yielding a “closed”
choice set with calculable tradeoffs. The result is that these actors respond
to those tradeoffs by maximizing utility, yielding coordination in the
form of states of “Shadow Equilibrium.” This work follows in large part
from the pioneering efforts of Becker (1968) and Tullock (1967) and
has recently enjoyed a revival in disparate but exciting areas such as
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the economics of superstition, religion, and the family (Leeson 2012b;
Leeson et al. 2014; Leeson and Coyne 2012; Leeson and Suarez 2017).

The present chapter focuses on the final category: the NU context.
Whereas the entrepreneurial discovery process (MU context) has an
extremely solid theoretical foundation, research into the nonmarket
discovery process (NU context) appears to be much more fragmented.
To see this, consider a representative definition of one form of action
in the NU context, “political entrepreneurship”: “political entrepreneur-
ship is alertness to unnoticed opportunities to achieve desired polit-
ical outcomes” (Simmons et al. 2011, 370). Note that this defini-
tion references the Kirznerian notion of “alertness to opportunities.”
But Kirzner typically refers to alertness in the recognition of profit
opportunities, which requires the presence of profit and loss signals.
Without the institutions that facilitate profit and loss identification (i.e.,
economic calculation), how can opportunities be assessed? “Alertness”
and “opportunities” may well be theoretically sound constructs beyond
the entrepreneurial discovery process (the MU context); however, this
has yet to be established. I elaborate on this and other issues below.

Importantly, this taxonomy and the rest of the paper builds on the
standard Austrian assumption of methodological individualism: the indi-
vidual is the choosing entity (Boettke and Coyne 2005). In this view,
human choosers are purposive and, in this sense, self-interested; however,
we need not assume the content or nature of their objectives here (i.e.,
actors need not comport with the strict version of homo economicus).
The result is the study of individual choosers pursuing their ends in a
variety of external environments. I take the position of analytical egalitar-
ianism regarding human actors: the “same players” are acting in each of
the four contexts (Koppl 2012; Peart and Levy 2009).

In the next section, I discuss extant research in the NU framework,
dealing with the nonmarket discovery process. This review reveals the
many related definitions and foci of nonmarket entrepreneurship research,
and it suggests that many questions remain regarding both the nature and
consequences of human action in this context.

A REVIEW AND SYNTHESIS OF NONMARKET
ENTREPRENEURSHIP LLITERATURE

A brief overview of the nonmarket entreprencurship literature reveals
a plethora of terminology, with many partially overlapping definitions.
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Specifically, a number of “types” of entrepreneurship have been posited
within the nonmarket entrepreneurial process, including at least “insti-
tutional,” “public,” “political,” “social,” “constitutional,” and “cultural”
entrepreneurship. There is significant overlap in many of these concepts,
and all deal with entreprenecurial action beyond the market. However,
scholars have yet to discuss their relationship to one another. The frag-
mented state of this literature leaves scholars with little sense or agreement
on how to navigate these alternative terms and theories, which limits
the advance of the field. I attempt to address this by situating extant
nonmarket entrepreneurship research.

To structure the review, I position the types of nonmarket
entrepreneurship found in extant literature in relation to Williamson’s
(2000) institutional hierarchy. In his retrospective/prospective assess-
ment of the New Institutional Economics literature—a cornerstone of
the Virginia Political Economy school (Boettke and Marciano 2015)—
Williamson presented a model of the institutional environment as a four-
level hierarchy. This hierarchy effectively illuminates how various strands
of “institutions-influenced” research within economics fit together,
including transaction cost and property rights economics. I propose that
this framework can also illuminate the nonmarket process literature.
Specifically, the framework reveals that different scholars have focused
on nonmarket entreprenecurship at different levels of the institutional
hierarchy.

Level 1, “embeddedness,” deals with existing informal institutions:
e.g., norms, beliefs, customs, and religion. Level 2, the formal institu-
tional environment, captures the fundamental elements of the political
structure: the “rules of the game” such as property rights and constitu-
tions. Level 3, “governance,” involves the structures that organize and
govern the “play of the game,” or transactions (e.g., markets, firms,
bureaucracies, legislators, regulators, nonprofits). Level 4, “resource
allocation and employment,” captures the transactions themselves: the
continuous, everyday process of exchange.

This framework allows us to make sense of nonmarket entrepreneur-
ship: different types of nonmarket entrepreneurs act in relation
to phenomena at different institutional levels. Thus, nonmarket
entrepreneurs are change agents whose actions alter the institutional
environment at each of the levels of the institutional hierarchy.
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“Cultural entrepreneurs” seek to arbitrage norms and beliefs in order
to in turn bring about informal institutional change (Level 1). “Consti-
tutional” and “institutional” entrepreneurs pursue changes in the “rules
about the rules” of the game, altering the fundamental set of formal
institutions that govern interaction (Level 2). “Public” and (some) “polit-
ical” entrepreneurs set out to alter the rules of the game in ways that
benefit them (Level 3). Finally, some “political” and (most) “social”
entrepreneurs arbitrage social and economic resources to engage in
exchange within the given framework of rules and norms (Level 4)

Table 5.2 summarizes this synthesis of nonmarket entrepreneurship
along the institutional hierarchy. Mapping the predominant types of
nonmarket entrepreneurship onto the institutional hierarchy in this way
yields two key benefits. First, it provides a framework to understand how
these distinct types relate to one another. Second, it highlights the rich

Table 5.2 Nonmarket entrepreneurship and the institutional hierarchy

Level Nonmarket Description of
entreprenenrship entreprenenrial goals
L1 Embeddedness—Customs, Cultural entrepreneurship  Entreprencurs seek
traditions, norms, religion changes in society’s
customs, traditions,
norms, and/or religion
L2 Institutional Constitutional Entreprencurs seck to
environment—Formal entrepreneurship; change the “rules about
“rules of the game” institutional the rules”—altering
entrepreneurship fundamental features of
the formal institutional
framework (e.g., creating
and enforcing property
rights)
L3  Governance—Play of the Public entreprencurship,  Entreprencurs seek
game Political entrepreneurship  changes in the rules that
(second-tier) govern action within the
broader institutional
framework
14 Resource allocation and Dolitical entrepreneurship ~ Entreprenecurs arbitrage

employment—Prices and
quantities, incentive
alignment

(first-tier); Social
entrepreneurship

social and economic
resources to engage in
exchange with other
actors within extant
rules and norms

Source Adapted from Williamson (2000)
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body of work in certain areas and the dearth in others. The synthesis
therefore invites scholars both to build more systematically on existing
research in well-trodden areas and to exploit opportunities for new
insights in neglected areas. I now turn to reviewing literature addressing
nonmarket entreprencurship at each of the respective institutional levels.

Level 4 Nonmarket Entveprenenvship: Political and Social

Much of modern Austrian scholarship emerges from Virginia Political
Economy school—a marriage of the Austrian and Public Choice tradi-
tions, the latter of which deals with the economic analysis of political
action. As such, it is unsurprising that perhaps the most well-trodden
ground of the entrepreneurial nonmarket process relates to mundane,
everyday action in the political context. The study of such actions falls
under the territory of political entrepreneurship (Wagner 1966).

Political entrepreneurship is typically understood as the purposeful
action of self-interested individuals seeking to achieve their ends through
the political process in the face of sheer ignorance. The unknowability
of future outcomes—resulting in “alertness” to political profit “oppor-
tunities”—is the source of the distinctive entrepreneurial element in this
work (Coyne et al. 2010; Simmons et al. 2011). Uncertainty thus distin-
guishes political entrepreneurship research from other scholarship in the
public choice tradition, which also seeks to explain the role of individual
interests and exchange in the public sector (Tullock 1967).

Early work on political entrepreneurship focused on lobbying
efforts and redistributive policies, leading scholars to view political
entrepreneurship as inherently wealth-destroying (DiLorenzo 1988).
Political entrepreneurs exploit “political profit opportunities,” meaning
they realize private gains by capturing concentrated redistributive bene-
fits while dispersing those costs among the population. By contrast,
Holcombe (2002) identifies the political entrepreneur as the driver
of both efficiency increases in government operations as well as the
impetus for redistribution—allowing for both “productive” and “preda-
tory” political entrepreneurship. Still, Holcombe also asserts that the
incentives associated with political institutions cause predatory polit-
ical entrepreneurship to predominate—especially “within” the given set
of political institutions where “the worst get on top” (Hayek 1944).
Holcombe’s work has been extended and applied to several interesting
empirical contexts (Christopoulos and Ingold 2015; Coyne et al. 2010;
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Witcher and Campbell 2015). Interestingly, Coyne and coauthors suggest
that the exploitation of unproductive political opportunities yields condi-
tions that generate further political profit opportunities—resulting in an
ongoing, nonproductive entrepreneurial process (Coyne et al. 2010).

I note that only “some” political entrepreneurship research occurs at
level four. This is because the term has been used rather generally in
discussion of many different types of political action. What distinguishes
level four political entrepreneurship is that it occurs within existing rules.
Such actions characterize the realm of “everyday” political exchange and
change; where the overall rules are left largely unaffected. The creation
and enforcement of regulation are included here, however, since they deal
with the carrying out of established legal mandates created by legislators.
As Henrekson and Sanandaji write, “the expansion of a suburb entails new
roads and public services, and the individual who identifies and responds
to this need is the political entrepreneur” (2011, 50). Similarly, Martin
and Thomas (2013) discuss this kind of political entreprencurship as the
“lower tier” of their two-tiered model—relating to such things as the
organization of coalitions. To the extent that political and “bureaucratic”
entrepreneurship deal with rent-seeking activity over the implementation
of regulations (e.g., Benson 2002), these actions correspond to the base
level of the institutional hierarchy.

In addition, the growing field of “social entrepreneurship” operates
principally at this level. Social entrepreneurs pursue the dual goals of
economic value creation and social change through their ventures. Typi-
cally, social entrepreneurs seek to exploit opportunities in the market
while simultaneously pursuing nonmarket goals. Mohammad Yunus, the
Nobel Prize-winning founder of the Grameen Bank and a forerunner
of the microcredit movement, is a notable example. The entreprencurial
process is somewhat complicated by economic and social goal hybridity
(Lumpkin et al. 2013), and an emerging literature explores the prospects
and tensions of social entrepreneurship both in theory and practice (Dacin
etal. 2011).

Level 3 Nonmarket Entreprenenvship: Public and Political

The next level deals with actions that seek to change the play of the
game—typically through changing the rules of the game. Martin and
Thomas (2013), mentioned above, illustrate level three entreprenecur-
ship as a “higher tier” of political entrepreneurship. In general, however,
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nonmarket entrepreneurs operating at level three have been discussed
predominately as public entrepreneurs.

Public entrepreneurship involves the creation and maintenance of rules
of the game. Much of the Bloomington School, stemming from the work
of Elinor Ostrom (1965), addresses a mix of public and private gover-
nance solutions to potential sources of conflict in the allocation and use of
common pool resources. These solutions establish rules that then govern
future behaviors, facilitating coordination and cooperation within those
roles. Note that level three nonmarket entrepreneurship addresses rules
are “post-constitutional” in nature—dealing with rulemaking that exists
within some broader constitutional-institutional framework.

Thomas and Thomas (2018) offer an intriguing example of level three
nonmarket entrepreneurship in the United States market for blood. They
build on the insight that entrepreneurs may seek to change the rules of the
game in their favor when efforts to capture rents “within” those rules are
thwarted (Martin and Thomas 2013). In the case of the market for blood,
hospitals traditionally used donated blood for transfusions and other
procedures. Historically, these organizations had enjoyed protection from
liability for blood-recipient complications (e.g., the patient’s contraction
of post-transfusion hepatitis); however, the rise of commercially purchased
blood disrupted this legal regime. In the 1960s, the courts adopted a
strict liability standard for any blood transfusions involving purchased
(non-donated) blood—imposing significant costs on healthcare organi-
zations supplying blood and/or administering transfusions. Hospitals
responded by allying with the American Red Cross to lobby for regulatory
override of the new, strict liability standard in state and eventually national
legislatures. When legislatures banned commercial blood sales, hospitals
were able to avoid the strict liability standards, and the Red Cross enjoyed
reduced competition in the supply of blood.

A few papers extend public entrepreneurship theory drawing on
Austrian insights to other disciplines, including management (Klein
et al. 2010; Shockley et al. 2006) and public policy (Lucas 2018).
Klein and coauthors contrast Kirznerian and Knightian approaches to
public entrepreneurship and propose four research topics for public
entrepreneurship: establishment of the rules of the game, creation of
new public organizations, “creative management of public resources,” and
spillovers from private actions to the public domain (Klein et al. 2010, 5).
Of these, all but the third can quite neatly be categorized at level three
of this framework. The spillover of private actions to the public domain is
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particularly intriguing, as it suggests the ability of private actors to supply
aspects of governance commonly viewed as strictly “public.” For instance,
Fuller and DelliSanti (2017) present a case study of an engineering firm
in the Midwestern United States that invested considerable resources in
public buildings and schools, in order to attract high-skilled workers to
its small headquarters city.

In a different context, I attempt to bring public entrepreneurship
theory to the public management debate on “evidence based policy”
(Lucas 2018). The evidence based policy paradigm promotes the exten-
sive use of quantitative evaluation in the process of creating and imple-
menting public policy—allowing “the data” to guide and constrain poli-
cymakers. Instead, I claim that evidence based policy is best thought of
as part of a broader public entrepreneurial process; in this view, evidence
is conceptualized as a resource that political entrepreneurs use to achieve
their ends, rather than an objective constraint.

Level 2 Nonmarket Entveprenenvship: Constitutional and Institutional

Nonmarket entrepreneurship takes place within the political rules of
the game at level four, and it yields substantive changes in law and
policy at level three. At still higher level, nonmarket entreprencurs may
seek changes in the fundamental elements of the institutional environ-
ment—altering the highest-order rules that determine how lower-order
rules like laws and regulations will be created and enforced. The most
obvious example of this is “constitutional entrepreneurship,” wherein the
entrepreneur is the impetus for the establishment or alteration of consti-
tutional rules (Salter 2016; Skarbek 2016; Thomas and Thomas 2014).
Salter offers a related perspective of “sovereign entrepreneurship,” which
involves the delineation and distribution of political property rights (Salter
2018).

Research at the institutional environment level also posits a role
for entreprencurship in overcoming incentive challenges at the lower
levels. Emily Skarbek’s (2016) study of constitutional entrepreneur-
ship in the context of humanitarian aid in nineteenth-century urban
Chicago is an intriguing example. Skarbek demonstrates how constitu-
tional entrepreneurship in the Chicago Relief and Aid Society enabled the
organization to establish rules to mitigate the “Samaritan’s Dilemma,”
a kind of moral hazard endemic to redistributive efforts. This work
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highlights the role of constitutional entrepreneurship within private
organizations—an issue worthy of further exploration.

A related issue is how actors might overcome barriers to exchange
resulting from weak or nonexistent formal institutions. Again, nonmarket
entrepreneurship yields a promising solution. Particularly where govern-
ments have been unable or unwilling to establish property rights through
the public sector, entrepreneurs themselves may create and enforce prop-
erty rights privately. Anderson and Hill (2002) discuss the entrepreneurial
creation of property rights as a three-step process. Property rights
entrepreneurs (1) discover previously unowned but valuable resource
attributes, (2) define rights to these attributes, and (3) enforce those
rights through contracts. David Skarbek (2009) extends their framework
to highlight the importance of prior knowledge and subjective interpreta-
tion in the property right opportunity discovery stage. He demonstrates
this with the case of Johnny Appleseed, who sold apple trees as a
means of strengthening settlers” land rights in the Northwestern territo-
ries of North America. Leeson and Boettke (2009) write of institutional
entrepreneurship as a “higher tier” form of private sector entrepreneur-
ship critical to economic development. Here, institutional entrepreneurs
exploit opportunities to introduce “private protection technologies” that
enable others to engage in greater levels of investment and exchange that
are required for development (Leeson and Boettke 2009).

Lucas and Fuller (2017a) discuss a similar process of “market-making
entrepreneurship,” wherein entrepreneurs create market institutions in
response to interventionism by the state. We argue that entrepreneurs can
effectively create markets for the exchange of previously untraded goods
when intervention results in the attribution of pecuniary value to those
goods. We illustrate this possibility with five cases where policy changes
incentivized entrepreneurs to facilitate market emergence, including rats,
feral pigs, homeless shelters, infected sputum, and human soldier remains.

As evident in this review, level two nonmarket entrepreneurship has
gained considerable traction, garnering the interest of a growing number
of market process scholars. Indeed, entrepreneurship has been argued
to be a key link among Austrian research and closely related fields
such as Constitutional Political Economy (Thomas and Thomas 2014).
Research on the entrepreneurial element in constitutional /institutional
emergence can continue to offer important insights to the economics
of property rights—a literature that traditionally views the emergence of
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property rights as something that “just happens” once efficiency warrants
it (Demsetz 1967).

Level 1 Nonmarket Entveprenenvship: Cultural

Cultural entrepreneurship deals with change at the first institutional
level: the level of customs, traditions, norms, and religion. Interestingly,
although Williamson (2000) famously proposed that informal institutions
are the most durable and spontaneous societal rules, a growing body of
literature highlights the role of agency in informal institutional change.
This view proposes that shifts in beliefs, thought, and values result not
solely as spontaneous outcomes but from the interplay of unintended
(i.e., emergent) and intended (purposive) forces. The purposive force in
informal institutional change is the cultural entrepreneur.

Clear opportunities for cultural entrepreneurship emerge when
communities are subject to crises or disasters. This is because the
magnitude of disruption brought about can enable or even require the
reassessment of previously held beliefs. A notable series of projects in this
vein studies how social and cultural entrepreneurs facilitated post-disaster
recovery in the wake of Hurricane Katrina (Chamlee-Wright and Storr
2009; Storr et al. 2016). In this work, the entrepreneur is viewed as
the “proximate cause” of “social transformation”: social change occurs
when individuals exploit the relevant “opportunities” (Storr et al. 2016,
11). In New Orleans, Pastors and other community leaders were pivotal
actors whose leadership encouraged and facilitated the return of many
individuals in the wake of hurricane-driven mass evacuations, enabling
subsequent community rebuilding (Chamlee-Wright 2015). By leveraging
a shared pre-crisis culture, these individuals altered the way community
members incorporated resilience into their shared identity, compelling
them to believe and act upon the idea that community revival was both
possible and valuable.

Similarly, “ideological entrepreneurs” induce change in informal insti-
tutions by brokering ideological shifts. Scholars tend to model the
ideological entrepreneur as an exogenous source of redirection in values,
beliefs, and ways of seeing in the broader society; thus, they can
break societies from former path dependencies (Storr et al. 2016, 26).
This notion fits well with the institutional-hierarchical structure, as
Douglass North proposed a similar link among ideological change and
entrepreneurial action (Denzau and North 1994). Martin and Storr
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address these themes in the context of mid-twentieth century Bahamas
(Martin and Storr 2006; Storr and Martin 2007).

Cultural entrepreneurship research from the Austrian perspective has
enjoyed a relatively broad interdisciplinary scope, including sociology and
crisis management. However, it has yet to reach a critical mass or impact
in any given scholarly conversation. There is thus rich potential for both
theoretical and empirical contributions along these lines. A particularly
compelling avenue is the issue of post-crisis entrepreneurship, of which is
there is much more to be done and many potential synergies with work
in the disciplines of management and entrepreneurship (Shepherd and
Williams 2014; Williams and Shepherd 2016a, b).

OUTSTANDING ISSUES IN NONMARKET
ENTREPRENEURSHIP RESEARCH

As detailed in the above review, nonmarket entrepreneurship research is
becoming a vibrant branch of modern Austrian scholarship. Such research
has seen theoretical inquiry at each of the four institutional levels and
empirical application to an increasingly rich variety of contexts. Yet,
despite this progress, our understanding of the nonmarket entrepreneurial
process still has important theoretical gaps. In fact, a cynical view of
nonmarket entrepreneurship research is that of a puzzle factory, where
pieces are being produced but no overarching picture is emerging. While
the goal of this chapter is to synthesize this work into a coherent frame-
work, the exercise has also revealed a number of fundamental questions
and opportunities to advance the perspective. I discuss several of these
below.

The “Essence” of Nonmarket Entrepreneurial Action

A fundamental issue is whether the entrepreneurial lens is in fact (1) theo-
retically sound and (2) practically valuable in nonmarket contexts. Theo-
retical soundness relates to the coherence of the constructs employed;
practical value relates to the explanatory power of the approach relative
to others (e.g., a neoclassical approach to nonmarket choice). While I
believe there is a case to be made on both counts, I also see legitimate
issues that have yet to be sufficiently addressed.

The Austrian view tends to treat “entrepreneurial action” as a ubiq-
uitous human phenomenon. While this premise opens door to inquiry
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on nonmarket entrepreneurship, it also runs the risk of tautology: if
entrepreneurship explains all nonmarket action, does it explain any
nonmarket action after all? The question lurks in the shadows of this
growing body of research. Scholars should also ask in what sense
a “theory” of nonmarket entrepreneurship currently exists. To see
this, consider that the commonly understood socioeconomic bene-
fits of market entrepreneurship—wealth creation, social coordination,
etc.—greatly depend on well-functioning market institutions. Nonmarket
entrepreneurship research often borrows theoretical constructs, like
opportunities or alertness, from the market context without attending to
implications of an altered institutional context. Thus, there is a need to
rigorously identify nonmarket feedback mechanisms, which would lead
to consistent pattern predictions about opportunity identification and
exploitation in this context.

The Intevsection of Mavket and Nonmarket Entrvepreneurship

In this review, I have largely treated market and nonmarket spheres of
action as mutually exclusive. This was done because of the prevalence of
this perspective in extant scholarship on nonmarket entrepreneurship, and
for the delineating of boundary conditions for the emerging conversation
on nonmarket entrepreneurship. Scholars of the market process proclivity
rarely explore entrepreneurs’ roles across these two contexts, tending
to conceptualize entrepreneurs as either market or nonmarket actors.
In the language of Table 5.1, existing work focuses on entrepreneurial
actions in one Exchange Context at a time (cf., Wagner 2016; Boettke
and Storr 2002). This may be problematic, considering that individuals
frequently seek political or institutional change as part of their efforts to
exploit market opportunities (Lucas and Fuller 2017b). More generally, as
Lavoie and Chamlee-Wright (2000) argue, culture impinges thoroughly
on market activity; individuals’ beliefs about concepts like authority,
exchange, and markets profoundly influence the way they act in the
market (for an application to economic development, see Chamlee-Wright
2002).

Consider the example of Uber, the ride-sharing service that actively
engaged regulators from the beginning, in order to not be regulated
as a taxi service. Were nonmarket entreprencurship absent from the
venture’s efforts, it is unclear whether or not the ride-sharing industry
would have emerged at all. Entrepreneurial action is often characterized
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by simultaneous market and political arbitrage, or concurrent creative
destruction and policy disruption (Elert and Henrekson 2016). Market
entrepreneurs may also seek to bring about cultural change as part of the
opportunity exploitation process (e.g., through marketing). However, the
longstanding debate among Kirznerian, equilibrating entreprencurship
versus Schumpeterian, disequilibrating entreprencurship in many ways
overlooks this issue of “hybrid” entrepreneurship that spans multiple
institutional levels.

The point here is that we have many comparative studies and fasci-
nating cases of political entrepreneurship, but we know surprisingly little
about the intersection of market and political entrepreneurship. This
issue affords many compelling avenues for future research. For example,
what are the implications of profit opportunity exploitation if actors first
obtain political favoritism that facilitates the opportunity’s profitability?
How is the equilibrating function of entreprencurship affected by endo-
genizing regulation to the entreprencur’s political action? How does this
kind of “entangled” entrepreneurship square with the dynamics of inter-
ventionism framework (Ikeda 2002), wherein policymaker decisions are
largely treated as the exogenous impositions of benevolent actors? How
do we conceptualize entrepreneurship in a world where the “rules of the
game” are themselves part of the game?

Institutional Duvability and Nonmarket Entveprenenvship

The proposed connection of nonmarket entrepreneurship to Williamson’s
(2000) institutional hierarchy invites theoretical questions about the
effectiveness of nonmarket entrepreneurship, especially at the higher
levels. Specifically, consider the implications of entrepreneurial action in
relation to Williamson’s propositions about the durability of institutions
at the different levels. Williamson claims that changes to the higher levels
(e.g., L1) take exponentially longer to change than the lower levels (e.g.,
14). Whereas resources are continuously reallocated (1L4), governance
structures are said to last for one to ten years; more fundamental formal
institutions such as constitutions (L3) tend to persist intact anywhere
from ten to 100 years. Informal institutions (L4) are the most durable of
all, with changes occurring over the course of 100 to 1000 years. Further-
more, Williamson also asserts that with increasing durability comes an
increasing role for spontaneity in the formation of the institutions: higher
level institutions emerge rather than being brought about by design.
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The implications of these propositions for nonmarket entrepreneur-
ship are potentially profound, but they are largely unexplored. As
entrepreneurs engage increasingly durable institutions, does this mitigate
their ability to achieve their ends? As spontaneity becomes increasingly
important in determining outcomes, does this mean that entrepreneurs
are less relevant—or perhaps more relevant, due to the process of marginal
changes they initiate> How does durability impact the strategies that
nonmarket entrepreneurs pursue, or the ways that they organize? Are
longer planning horizons or more collective action required? Answering
such questions would advance our understanding of the relationship
among agency and emergence in institutional change.

Nonmarket Coovdination and Economic Calculation

Austrian scholars are keen to point out the implications of the absence of
comparable prices and profit and loss feedback outside the market process.
This is an important task; as Hayek writes, “the curious task of economics
is to demonstrate to men how little they really know about what they
imagine they can design” (Hayek 1988, 78). The limits on human design
have been elucidated across a range of issues from the impossibility of
socialism (Mises 1920) to the failures of humanitarian efforts (Coyne
2013). One result of this is that Austrian nonmarket literature tends to
emphasize “negatives” in the nonmarket context, highlighting the limits
of nonmarket coordination (Skarbek and Leeson 2009).

Yet, some scholars have also argued for the possibility of “price-like”
nonmarket coordination. This approach conceptualizes human exchange
and interaction as involving “markets” even where money prices are
absent. Presenting a vision for Austrian law and economics, Leeson
points out, “Nonmarket decision making is as much decision making
as that which occurs in the context of conventional, explicit markets”
(Leeson 2012a, 188). For Leeson, a focus on subjective beliefs and
purposive action facilitates analysis of the emergence and persistence of
legal institutions. This perspective implies that institutions arise endoge-
nously through human interaction, suggesting the “efficiency” of even
objectively false beliefs that persist over time (Leeson 2012b). Such
a conclusion is, at a minimum, quite intriguing: while rooted in the
Austrian notions of subjective beliefs and purposeful action, it also
suggests powerful forces of spontancous coordination in the absence of
economic calculation.
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Similarly, in his work on digital privacy regulation, Fuller conceptu-
alizes free (i.e., non-priced) internet browsing as a market, involving
suppliers of web content and demanders who “pay” for access to this
content with the provision of non-sensitive digital information (Fuller
2018). If digital information is the “price” paid for digital content, Fuller
reasons, then regulation restricting the exchange of such information
generates a “price control.” He then draws on the dynamics of inter-
ventionism to present evidence analogous to the “multiple margins of
adjustment” (Boettke and Candela 2017) brought by competition in a
price-controlled market.

These examples are not unique but rather illustrate a larger body of
work highlighting the propensity for market-like competition and coor-
dination beyond the scope of market institutions (Leeson and Harris
2018; Leeson and Suarez 2017; Lemke 2016; Skarbek 2014). This liter-
ature on nonmarket, non-price coordination can be positioned in the
Nonmarket-Risk cell of Table 5.1. But this work also evokes new tensions
and questions for scholars of nonmarket entrepreneurship.

For instance, how might patterns of nonmarket coordination—lacking
money prices, and sometimes even property rights—be reconciled with
the centrality of economic calculation to social coordination? This ques-
tion is critically important for scholars working in the Nonmarket-
Uncertainty context. Elinor Ostrom and the Bloomington School offer
an interesting framework for understanding the design of nontraditional
institutions to govern common pool resources (Ostrom 1990). Yet, one
of the critical points of departure in the Austrian research tradition is that
prices, property rights, and profit and loss are non-negotiable institutional
prerequisites of economic coordination through entrepreneurship (Mises
1920). Market entrepreneurs provide an equilibrating role that is only
possible in the presence of these prerequisites; without them, economies
collapse (Boettke 1993). So what, then, are “political,” “cultural,” or
“ideological” opportunities, which do not involve pecuniary signals? How
does the nonmarket entrepreneur identify them, assessing that the benefits
outweigh the costs? How does she know if she has successfully exploited
the opportunity—even ex post—without monetary reward or penaliza-
tion? What feedback mechanisms exist in these contexts, and toward what
outcomes do they direct nonmarket entrepreneurial behavior? As these
questions indicate, much work remains in the development of a systematic
approach to nonmarket action through the lens of entreprencurship.
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CONCLUSION

Scholarship in the Austrian tradition has flourished thus far in the twenty-
first century. However, its recent growth has arguably been unlike prior
chapters, as Austrian ideas are being applied in increasingly novel, often
interdisciplinary, and often nonmarket contexts. In taking stock of this
trend, I hope to draw attention to this rich nonmarket turn and thereby
encourage more scholars to push the limits of Austrian insights. I would
be remiss to attempt to centrally plan such an advance; however, the
present exercise may offer contours of structure to motivate future work.
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CHAPTER 6

The Comparative Liberty-Dignity Context
of Innovative Immigrant Entrepreneurship

Olga Nicoara

INTRODUCTION

In an increasingly interconnected, technology-driven global economy,
where new ideas and discoveries matter, attracting talented immigrant
entrepreneurs is becoming a central part of economic policy discussions
and scholarly interest in many countries in the world (Stangler and Wiens
2015; Ortmans 2018; Stangler and Konczal 2013; Economist 2012;
Docquier and Rapoport 2012; Clemens 2011). For developed countries
marked by aging populations, immigrants represent an untapped source
of human capital, value creation, and productive entreprencurship—a
solution to a growing demographic problem (Lévesque and Minniti
2011; Acs et al. 2009; Caplan 2007; Audretsch and Feldman 1996).
The highly skilled and educated immigrant entrepreneurs contribute to
innovation output by generating new ideas and technologies meant to
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increase market value and opportunity in the countries of their destina-
tion (Simarasl and Williams 2016; No and Walsh 2010; Hart and Acs
2011; Murphy et al. 1991; Hunt and Gauthier-Loiselle 2010).

Empirical studies show that immigrant entrepreneurs surpass native
entrepreneurs in ingenuity. For example, in the United States, immigrant
entrepreneurs in high-tech sectors are shown to significantly outper-
form their American counterparts in most measures of innovativeness,
including number of patents, researched recently (Brown et al. 2020),
as well as in the previous century (Akcigit et al. 2017), not only in the
U.S. but also elsewhere in Europe (Lissoni et al. 2014). They are also
twice as likely to co-found high-tech enterprises (Stangler and Wiens
2015). Other studies, focused on surveying and analyzing U.S.-based
enterprises, have shown that at least 15%, and at most 26%, of the co-
founders of enterprises with a high impact on technological innovation
and job creation in the U.S., are foreign-born (Saxenian 1999; Anderson
and Platzer 2006; Hart and Acs 2011; Wadhwa et al. 2007). These
studies echo Joseph Schumpeter’s idea that entrepreneurship of the inno-
vative, technological kind contributes more to modern economic growth
(Schumpeter 1942) than entrepreneurship of the simple kind, which may
involve buying low and selling high, without disrupting the existing tech-
nological combinations. Complex or “high tech-high impact” immigrant
entrepreneurs, as opposed to the simple or “low-tech-low impact” enter-
prise creators, are thus portrayed as superior contributors to economic
growth (Wadhwa et al. 2007; Hart and Acs 2011). While these studies
document the role of the supply of innovative immigrant entrepreneurs
as “engines of economic growth” (Minniti et al. 2006) in the country
of destination, more rescarch is needed to understand what determines
the supply of immigrant entrepreneurs in the first place. Why do immi-
grant entrepreneurs choose to start high-growth businesses in country
A and not in country B? More fundamentally, because the decision to
start a business usually does not come until years after arrival and settling
in the destination country, the underlying question is why do individ-
uals choose to migrate to country A and not to country B? Is one’s
initial decision to migrate linked to one’s later decision to start a busi-
ness (or the likelihood to start a business)? Are there essential differences
between an immigrant’s country of origin and her country of destination
that can explain immigrant entrepreneurship in general and innovative
immigrant entreprencurship in particular? What determines the allocation
of the global supply of innovative entrepreneurs?
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In this chapter, I argue that the direction of the observed flows of
migrants may reveal cross-country institutional and socio-cultural differ-
ences that matter for entrepreneurship theory in general, and for under-
standing the modern phenomenon of innovative immigrant entrepreneur-
ship, in particular. An immigrant entrepreneur’s decision to engage in
productive and creative activities is shaped by a comparative-institutional
context. From a comparative-institutional perspective, applied on a global
scale, the conjecture in this chapter is that the global supply of creative
entrepreneurs is allocated according to the cross-country institutional
and cultural differences and the corresponding differences in payofts. I
propose a framework by which one should expect that the direction of
the flows of innovative immigrant entrepreneurs goes from countries with
lower institutional quality to countries with higher institutional quality,
and from cultures with low praise or social honor for entrepreneurs
to cultures with high praise or social honor accorded to entrepreneurs.
The framework combines Deirdre McCloskey’s notions of the “Liberty”
and “Dignity” factors explaining the innovation-based, modern growth
(McCloskey 2011), with Israel Kirzner’s concept of an “element of
entrepreneurial alertness” characterizing human cognitive processes and
action (Kirzner 1978).

The rest of the chapter is organized as follows: Section (“Institu-
tions and Entrepreneurship: Context Matters”) discusses the relationship
between institutions and entrepreneurship. Section (“Creative Immigrant
Entrepreneurship and Institutions: Which Context Matters?”) presents
the relationship between creative immigrant entrepreneurship and institu-
tions. Section (“Why Might Innovative Immigrant Entrepreneurs Choose
Developed Countries? A Comparative Liberty-Dignity Framework”)
provides a Liberty-Dignity framework for understanding the determinants
of innovative immigrant entrepreneurship. Section (“Empirical Illustra-
tions of the Comparative Liberty-Dignity Framework”) illustrates the
Liberty-Dignity framework with cross-country data. Section (“Conclu-
sion”) concludes.

INSTITUTIONS AND ENTREPRENEURSHIP:
CONTEXT MATTERS
The concept of entrepreneurship started to overtake the world begin-

ning in the twentieth century, notably with the works of economists
Joseph Schumpeter and Israel Kirzner, at a time of increased focus
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on demystifying the wealth of nations and economic growth in the
world. For Schumpeter, entrepreneurship is the process of implementing
new ways to combine ideas and resources to produce value in society
by entrepreneurs-innovators who discover new products and services,
new methods of production, new technologies, new markets, etc.
(Schumpeter 1942). In Schumpeter’s view, creativity is personal trait
necessarily possessed by entrepreneurs-innovators. One requires a certain
degree of creativity to discover new ideas valuable for the economy.
Creativity and innovation go together, and Schumpeter coined the term
“creative destruction”, a process of economic growth over the long run
whereby talented entrepreneurs use their creativity to innovate, rendering
the old structure of resources and technologies in the economy obsolete
(Schumpeter 1942, 83). The old-vs-new tradeoffs are well worth it in
a capitalist system because the entrepreneurs as innovators advance the
frontier of the economy to unprecedented levels, toward more diversified
and better quality products, services, and markets, better technologies,
and greater economic possibilities translating into increased standards of
living over the long run. For Kirzner, entrepreneurship is a broader,
all-encompassing concept, accounting for both the “Schumpeterian” or
creative type of entrepreneurship and the “Kirznerian” or simple type
of entreprencurship (Kirzner 1999, 2009). The simple entrepreneurs,
as small-scale arbitrageurs, discover ways to create new market value by
allocating existing resources, in productive, yet not necessarily innova-
tive ways, in order to match previously unmatched buyers with sellers
at potentially better prices (Kirzner 1978, 1999; Boettke and Coyne
2009). Kirzner coined the concept of “entrepreneurial alertness” defined
as the innate human propensity to notice that which is in one’s best
interest to notice and ultimately to pursue, whether it is profit oppor-
tunities in a market context or non-profit opportunities in other contexts
(Kirzner 1978). In Kirzner’s theoretical approach, entrepreneurship is an
omnipresent and endogenous phenomenon in human societies. Because
individuals are endowed with an element of entreprencurial alertness,
the supply of entrepreneurship in any society can be hypothesized as
constant across time. What matters then, for how this entrepreneurial
supply manifests, is the make-up of the context of policies and insti-
tutions within which individuals manifest their entrepreneurial alertness
and the corresponding institutional stimuli they respond to (Sautet 2002;
Kirzner 1979, 1997; Minniti 2008). William Baumol pioneered the use of
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historical examples to illustrate the power of the prevalent context of insti-
tutions and policies in channeling a society’s supply of entrepreneurship
toward productive, unproductive, or even destructive endeavors (Baumol
1990). Context matters because it is comprised of the set of all formal
and informal institutions or “rules of the game” dictating the struc-
ture of incentives, and associated payoffs, at any point in time in society
(Baumol 1990; Boettke and Coyne 2009; North 1990; Boettke and
Fink 2011). The allocation of entrepreneurial talent in society will then
depend on the relative payoffs signaled by the local institutions and poli-
cies at a particular point (or over a period) in time, with some societies
rewarding entreprencurial ingenuity, while others reward rent-seeking
(e.g. Shughart and Thomas 2015; Boettke et al. 2005; Kreft and Sobel
2005; Baughn and Neupert 2003; Murphy et al. 1991; Baumol 1990;
Olson 1996; Minniti 2008; Hall and Jones 1999). At the cross-country
level, sound economic institutions and policies matter for entrepreneur-
ship because they can mitigate cognitive inclinations, such as one’s fear
of failure, providing entrepreneurs with a boost in confidence grounded
in the stability and reduced uncertainty of the institutional environment
within which they decide to pursue their profitable endeavors (Boudreaux
et al. 2019). Furthermore, we can see how cross-country differences
in institutions might also affect the decisions of entrepreneurs directly
through perceived differences in prosperity (a potential wealth effect), and
through many other interlinked channels, including perceived differences
in corruption, weak property rights, and encumbering business regula-
tions (Farfa and Montesinos 2009; Faria et al. 2013; Farfa et al. 2012;
Hall and Lawson. 2014; Hall and Jones 1999).

What also matters are a country’s informal institutions, comprised
of the cultural and social-moral “rules of the game,” including norms,
morals, and attitudes toward the entrepreneurial, productive, and inno-
vative members of society (Hofstede 2001; McCloskey 2011; Storr
2009; Baughn and Neupert 2003; Boettke 1996). The more pro-
entrepreneurship and pro-innovation the culture and morality in a
society, the more likely its individuals will undertake productive and
innovative activities. Several cross-country studies measure the cultural
dimensions relevant to entrepreneurship. The Global Entrepreneurship
Monitor (GEM), for example, gathers country-level survey data on
three entreprencurship-related cultural factors: (1) cultural and social
norms toward entreprencurship, (2) innovation, (3) the perception of
entrepreneurship as a desirable career choice, and (4) high status to
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successful entrepreneurs. Countries across the globe differ in their cultural
attitudes toward entrepreneurship and innovation in different dimensions,
which can help us understand why some countries experience higher levels
of entrepreneurialism and innovativeness. Overall, at the national level,
it seems that the discovery and pursuit of mutually beneficial gains from
trade by alert and creative local entrepreneurs are best fostered by the mix
of inclusive culture, policies, and institutions conducive to productive and
innovative forms of entrepreneurship.

CREATIVE IMMIGRANT ENTREPRENEURSHIP
AND INSTITUTIONS: WHICH CONTEXT MATTERS:?

What about the link between institutions and the flows of creative!
immigrant entrepreneurs? If the local context matters for channeling the
domestic supply of entrepreneurship toward productivity and innovation,
which context matters for channeling the global supply of entrepreneur-
ship? In an open and competitive world, can strong, local institutions
attract productive and innovative entrepreneurs from among the world-
wide supply located within contexts with weak institutions? Can inclusive
policies, institutions, and culture attract creative immigrant entrepreneurs?
Conversely, can countries with weak institutions lose productive and
creative native entrepreneurs to countries with better, more inclusive insti-
tutions elsewhere in the world? Which context(s) matter for immigrant
entrepreneurs in general and for innovative immigrant entrepreneurs in
particular?

Classic macroeconomic models do incorporate the role of technolog-
ical innovations, e.g., through the R&D activities of highly skilled workers
(Solow 1956; Romer 1990). Still, they seem to take for granted the
underlying motive to innovate. These models look at innovation factors
after an entrepreneurial decision has already been made, as opposed to
considering what prompts the incentive to innovate in the first place.
In mainstream entrepreneurship research on the phenomenon of immi-
grant entreprencurship, the direction is either toward the study of simple
(or “low tech—low impact”) ethnic enterprise creation (Light 1972;

LEollowing Schumpeter’s ideas, in this chapter I use the terms “creative” and “inno-
vative” interchangeably. For example: the term “creative entrepreneur(s)” is not different
from “innovative entreprencur(s),” and “creative immigrant entreprenecur(s)” is not
different from “innovative immigrant entrepreneur(s).”
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Light and Bhachu 1992) or toward the research of complex (or “high
tech-high impact”) ethnic enterprise creation and innovation (Hart and
Acs 2011; Kerr 2008). A few studies are concerned with what deter-
mines an immigrant entrepreneur’s choice of the location itself, and with
extending Israel Kirzner’s theory of entreprencurial alertness and market
process across locations. Nastaran and Williams find that highly educated
immigrant entrepreneurs decide against a place with high costs of doing
business in favor of a place where they might have high social capital
(Simarasl and Williams 2016). Others show that the U.S. environment is
the preferred destination for highly skilled immigrants, ethnic scientists,
and innovators alike (Kahn and MacGarvie 2014; Kerr 2010). Ander-
sson introduces the role of space in Kirzner’s notion of entrepreneurial
alertness and its implication to market coordination to help explain
migration and other phenomena of economic development (Andersson
2005). He concludes that differences in property rights across countries
might stimulate entrepreneurial alertness to cross-country profit oppor-
tunities, and thereby help explain the entrepreneurial actions of migrants,
highlighting the role of the inter-spatial discovery of profit oppor-
tunities in entrepreneurship theory (Andersson 2005). This literature
either falls short of delimiting what determines the flows of immigrant
entrepreneurship at the global scale in general or innovative immigrant
entreprencurship in particular.

WaY MIGHT INNOVATIVE IMMIGRANT
ENTREPRENEURS CHOOSE DEVELOPED COUNTRIES?
A COMPARATIVE LIBERTY-DIGNITY FRAMEWORK

If innovative immigrant entrepreneurship is the future, identifying
precisely what types of policies or institutional changes are neces-
sary to attract creative immigrant entreprencurs and capture the gains
from foreign-born entrepreneurial talent is critical. Because of the
cross-country nature of immigrant entrepreneurship, identifying what
determines the flows of innovative immigrant entrepreneurs requires
analyzing decision-making in a comparative-institutional context. I
propose a comparative-institutional framework of analysis to better
understand immigration flows in general, and creative immigrant
entrepreneurship flows that propel economic growth, in particular.
The comparative-institutional framework employs Deirdre McCloskey’s
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“Bourgeois Dignity” factor for social honor, along with her “Bourgeois
Liberty” factor for the degree of economic freedom, that may both matter
to an individual’s entrepreneurial decision-making of where to immigrate
in general, and where to migrate to start an innovative, high-growth
business, in particular. The framework draws on McCloskey’s model of
modern growth (McCloskey 2011, 411). In her book, she sets up the
function of the national production, Q, as the interaction between the
neoclassical Solow production function F and an innovation function I.
The role of ideas expressed mathematically in the innovation function I is
McCloskey’s unique contribution to theorizing about the phenomenon
of modern growth. A summary of McCloskey’s ideas-augmented model,
based on pages 411412 of her book? (McCloskey 2011), is presented in
the box below.

Q = I(D, B,R) x F(Ks * L), where:

I— the Innovation function responsible for modern economic
growth, going back to the Industrial Revolution to recent times;

D— the Dignity accorded to innovators by society; D is a factor for
the prevalent culture toward productive entrepreneurs, particu-
larly innovators;

B— the Liberty of innovators; B stands for the liberties enjoyed by
the productive entrepreneurs in society, a factor also discussed
by Adam Smith, in The Wealth of Nations (Smith 2008
[1776]), as the institutional context supporting the invisible
hand effect of open and competitive markets;

R— the rent or profit for innovative activities.

The innovation function in McCloskey’s view must multiply any conven-
tional neoclassical production function, F(K, eL), where K is physical
capital or land; L is human capital or labor multiplied by a coefficient
for the level of education and skills of the workers in the economy.
McCloskey argues that for a society to achieve the highest rates of
economic growth, what she calls “modern growth,” its individuals must
enjoy not only the highest degree of economic freedom, or liberty, but

2For McCloskey’s full discussion and explanation of her formalized model of modern
growth, see chapter 43, in McCloskey (2011).
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also the highest degree of social honor, or dignity. Modest and prominent
entrepreneurs alike must be culturally and socially acknowledged for their
positive contribution to the good of society as a whole. Only then may the
full productive and creative capacity of society become activated, and the
highest growth rates and increases in wellbeing be achieved (McCloskey
2011).

Based on McCloskey’s modern growth model presented above, I iden-
tify two composite institutional dimensions at play for understanding the
flows of immigrant entrepreneurship:

1. The prevailing culture, comprised of social norms, morals, and
informal institutions for or against doing innovative business (i.e.,
the informal rules of the game, morals, and attitudes—including
social praise, recognition, and admiration—toward entrepreneurs
and innovators). This is where I derive McCloskey’s “D” factor from
the “Innovator’s Dignity.”

2. The prevailing legal and economic-financial institutions for or
against doing innovative business (i.e., the formal rules of the game
about entrepreneurship)—this is where I derive McCloskey’s “B”
factor, “Economic LiBerty.”

Under a comparative-institutional context, potential immigrant
entrepreneurs must operate and derive their motivation primarily
from weighing the institutional dimensions 1 and 2 above for both
the country of origin and the potential country of destination. They must
cross-examine the differences in expected long-term payoffs associated
with the differences in the qualities of institutional climates specific to
their countries of interest. For example, when both liberty and dignity are
higher in a potential country of destination, the entrepreneurial context
is propitious for productive entreprencurial endeavors, particularly
involving high-tech investments. The decision in favor of immigrating
is obvious. On the contrary, when both liberty and dignity are lower in
a possible country of destination, the entrepreneurial context is against
entrepreneurial activities of the productive kind, in general, and against
productive innovations in particular. In between, we might find an entire
spectrum of such differences in combinations cross-examined.
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This chapter’s conjecture is that the liberty-dignity framework
presented above can explain the allocation of the global supply of innova-
tive entrepreneurs across countries. Figure 6.1 illustrates this conjecture
with a preliminary mapping of the expected directional flows of creative
immigrant entrepreneurs on a global scale according to the framework.
The direction of the flows of innovative immigrant entrepreneurs is likely
from countries with lower institutional quality to countries with higher
institutional quality, and from cultures with low social praise and dignity
for entrepreneurs to cultures with high social praise and dignity conferred
to entrepreneurs.

Today, more than ever, because of globalization and the marked
decreases in the virtual distance between nations and their entrepreneurial
environments, creative individuals face stronger incentives to move
toward places that may foster more substantial payoffs to their talent in

Liberty
Axis

Low Dignity, High Dignity,
High Liberty High Liberty

Low Dignity, High Dignity,
Low Liberty Low Liberty

Dignity Axis

Fig. 6.1 A two-dimensional representation of the direction of the flows of
innovative immigrant entrepreneurs based on our Comparative Liberty-Dignity
Framework
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both monetary form and social form (see the High Dignity and High
Liberty quadrant in Fig. 6.1).3

EMPIRICAL ILLUSTRATIONS OF THE COMPARATIVE
LIBERTY-DIGNITY FRAMEWORK

This section develops an analysis of the strength of the link between
the contexts of any two countries (one of origin, and one of destina-
tion) and the direction of the potential flows of innovative immigrant
entrepreneurs, with empirical illustrations of the comparative Liberty-
Dignity conjecture introduced above. I use survey data from The Global
Entreprencurship Monitor (GEM), Hofstede’s six cultural dimensions
(Hofstede 2001), net migration data from The World Bank, and data on
the quality of economic institutions from The Fraser Institute’s Economic
Freedom of the World (EFW) Annual Reports.

Data on Net Migration and the Liberty of Entrepreneunrs

Liberty in this chapter’s comparative-institutional framework is measured
by the degree of economic freedom enjoyed by individuals in a country.
My argument is that the quality of economic institutions, economic
liberty, matters more to innovative immigrant entrepreneurs than to the
general pool of immigrants. The reality, at this time, is that measuring the
flows of immigrant entrepreneurs is difficult, and not being able to obtain
the precise data for the flows of creative immigrant entrepreneurs is a limi-
tation of the narrative in this chapter. As an approximate solution, using
Baumol’s observation that the supply of entrepreneurship is constant,
I assume that, similarly, the supply of immigrant entrepreneurship is
constant, as is the latent supply of innovative immigrant entrepreneurs.
What varies are the contexts in terms of institutional and cultural envi-
ronments across time and place. I assume, therefore, that the flow of
innovative immigrant entrepreneurs is approximately proportional to the
flow of immigrant entrepreneurs, which is in turn proportional to the

3The perceived payoffs do not necessarily need to be financial. They can also be social
and cultural non-monetary payoffs.
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flow of immigrants.* Thus, for empirical illustration, I will use net migra-
tion across countries as a proxy for the relative proportion of the flows of
innovative immigrant entrepreneurs in a comparative framework.

The World Bank® defines net migration as the total number of immi-
grants minus the total number of emigrants, including both citizens and
noncitizens. Table 6.1 presents net migration data in both absolute and
relative terms as well as data on the quality of economic institutions,
as measured by the Economic Freedom of the World Index (EFW), for
the top fifteen and bottom fifteen countries over the 2010-2015 period.
Figure 6.2 is an illustration of the strength of the association between the
main variables included in Table 6.1.°

Panel A in Table 6.1 reveals that over the 2010-2015 period, the
United States was, by far, the developed country with the highest total
flow of immigrants, followed by Germany, Saudi Arabia, Turkey, and
Canada. In relative terms, measured as net number of migrants per 1000
people in the country of destination, and excluding refugee havens like
Jordan, the United States is surpassed by the oil-rich Persian Gulf coun-
tries, Qatar, Saudi Arabia, the United Arab Emirates, as well as Switzer-
land, Australia, Canada, Germany, United Kingdom, and even Malaysia.
At the opposite end, Panel B reveals the countries with negative net
migration rates, where many more people are exiting than entering. Here,
again, excluding countries affected by recent military conflict or political
unrest, like Libya, El Salvador, and Georgia, we find Romania, Spain,
Morocco, and Peru receiving the fewest immigrants net of emigrants.
What prompted Romanians, for instance, to leave their home countries?
What attracts migrants toward countries like the United States, Switzer-
land, and Canada? As economic theory and empirical studies suggest,
and by this chapter’s framework, economic institutions and culture play a

41 acknowledge the existence of measurement error and nuisances that are inevitable
in empirical practice given the lack of precise data on foreign-born entrepreneurs and
innovators.

5The source of the net migration data is The World Bank Data (2019) and the United
Nations (UN) Population Division, World Population Prospects: 2017 Revision (United
Nations 2019).

6 Countries receiving numerous refugees due to political instability or armed conflict in
neighboring countries have been purposefully excluded from the scatterplot in Fig. 6.2
to more accurately illustrate the relationship between net migration rates and economic
institutions in normal times.
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Table 6.1 Net migration, population, net migration rate per 1000 people,
economic freedom over the past 30 years, top and bottom countries (2010-

2015)
Country Net migration (Total, Population Net migration rate  EFW30
over 5 years: (Millions) (per 1000 people.
2010-2015) Over 5 Years:
2010-2015)

Panel A: Top 15 countries

United States 4,600,982 321.0 14.3 8.1
Germany 1,804,988 81.7 22.1 7.5
Saudi Arabia 1,725,065 31.6 54.7 -
Turkey 1,707,946 78.3 21.8 -
Canada 1,181,394 35.8 33.0 7.9
Jordan 1,117,654 9.2 122.0 -
Russia 1,024,241 144.1 7.1 59
United 1,012,200 65.1 15.5 8.0
Kingdom

Australia 957,606 239 40.1 7.7
South Africa 841,394 55.3 15.2 6.2
Malaysia 823,254 30.7 26.8 7.0
Qatar 708,148 2.5 2854 -
United Arab 493,690 9.2 53.9 -
Emirates

Switzerland 411,452 8.3 49.7 8.3
France 366,863 66.6 5.5 7.0
Panel B: Bottom 15 countries

El Salvador —243,941 6.3 —38.6 6.4
Peru —249,689 314 -8.0 6.2
Egypt —293,704 93.8 -3.1 5.6
Romania —296,370 19.8 -15.0 5.8
Georgia —296,658 3.7 -79.8 -
Mexico —312,575 1259 —-2.5 6.3
Morocco —320,646 34.8 -9.2 5.8
Nigeria —324,895 181.2 -1.8 5.0
Iran —415,206 79.4 —5.2 5.0
Libya —435,969 6.2 —-69.9 -
Spain —566,000 46.4 -12.2 7.1
Philippines —682,548 101.7 —6.7 6.6
Indonesia —866,134 258.2 —-3.4 6.4
China —1,724,309 1371.2 -1.3 5.6
India —2,672,041 1309.1 -2.0 59

Source: Calculations based on net migration data from the 2019 World Development Indicators
(The World Bank 2019). Data on the measure of economic freedom (EFW30) are from Montesinos

(2019)
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and calculations are based on data from The World Bank’s World Development
Indicators [The World Bank 20191, and Hugo Montesinos [2019])

fundamental role in motivating an immigrant entrepreneur’s decision to
choose country A over country B.

As a measure of the quality of the economic institutions or the liberty
enjoyed by entrepreneurs within a national context, I use the Economic
Freedom of the World Index (EFW) published by the Fraser Institute
(Gwartney et al. 2016). This index ranges from 0 (least free) to 10
(most free), and includes 42 indicators grouped in 5 main areas: (1)
Government Size, (2) Legal System and Protection of Property Rights,
(3) Access to Sound Money, (4) Freedom to Trade Internationally, and
(5) Regulation of Credit, Labor, and Business. If higher degrees of
liberty or economic freedom in a destination country are to foster immi-
grant entrepreneurship, then we should observe a positive correlation
between net migration rates with the EFW rankings in Table 6.1. The
data presented in Table 6.1 and illustrated in Fig. 6.2 indeed support
the hypothesized positive association between net migration rates, and
by inference net immigrant entrepreneurship rates, and the quality of
economic institutions or the degree of liberty in the country of desti-
nation. Countries with better quality economic institutions are associated
with higher rates of net migration. By inference, countries with better
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quality institutions attract more innovative immigrant entrepreneurs.
Countries that rank high in terms of their 2015 EFW index (e.g., Switzer-
land, the United States, the United Kingdom, Australia, and Canada, as
shown in Table 6.1) also rank high in terms of their 2010-2015 net
migration rates. Similarly, countries that rank low in terms of their 2015
EFW index (e.g., Romania, Morocco, India, Mexico, and the Philippines)
tend to rank low in terms of their net migration rates (i.e., negative net
migration rates). See Table 6.1 and Fig. 6.2.

Most of the countries that have a high quality of economic insti-
tutions are typically OECD, developed countries, or economies that
have recently undergone significant liberal economic reforms. Overall, I
conclude that liberty seems to matter to immigrants because several of the
countries with the highest rates of net migration are also among the coun-
tries with the highest degree of economic freedom. Creative immigrant
entrepreneurs, as a subset of the global supply of immigrants, are indi-
viduals for whom the quality economic institutions should matter even
more.

Data on Net Migration and Dignity for Entreprenenrs

Dignity, in the comparative-institutional framework of this chapter, repre-
sents the degree of cultural support in the form of social praise and
acknowledgment enjoyed by entrepreneurs in a country. My argument
is that the quality of the cultural and social-moral norms and attitudes
toward entrepreneurship and innovations matters to innovative immigrant
entrepreneurs. Dignity or social praise matters to creative entrepreneurs
more than it does to the general pool of entrepreneurs and immi-
grants. To illustrate the dignity of entrepreneurs, I consider five different
measures of culture and social-moral norms toward entrepreneurship and
innovation in society. Four measures come from the Global Entrepreneur-
ship Monitor’s 2017,/2018 Annual Report (Global Entrepreneurship
Monitor 2018), while the fifth measure comes from Hofstede’s study on
national cultural dimensions (Hofstede 2001).

Do countries experiencing the most net flows of immigrants also
have societies with high praise and enthusiasm for entrepreneurs and
entrepreneurship as a career choice? Conversely, do countries experiencing
the least flows of net immigrants also have socicties with low praise and
enthusiasm for entrepreneurs and entrepreneurship as a career choice? To
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answer these questions, I consider the following variables from the Global
Entrepreneurship Monitor (GEM):

1. High Status to Successful Entrepreneurs Rate, measuring “the
percentage of 18-64 years old in the population who agree with
the statement that in their country, successful entrepreneurs receive
a high status”;

2. Entreprenecurship as a Good Career Choice Rate, measuring “the
percentage of 18-64 years old in the population who agree with
the statement that in their country, most people consider starting a
business as a desirable career choice”;

3. Innovation, measuring “the percentage of those involved in Total
Entrepreneurial Activity who indicate that their product or service
is new to at least some customers AND that few/no businesses offer
the same product”;

4. Cultural and Social Norms Toward Entrepreneurship, measuring
“the extent to which social and cultural norms encourage or allow
actions leading to new business methods or activities that can
potentially increase personal wealth and income.”

Table 6.2 summarizes the GEM statistics for the top 15 (panels A and
C) and bottom 15 (panels B and D) countries according to the rate
of population with favorable answers to the survey questions on (1)
the high status to successful entrepreneurs (panels A and B) and (2)
entrepreneurship as a desirable career choice (panels C and D).

Panel A of Table 6.2 includes four highest recipients of net migrants
from the top 15 countries listed in Table 6.1: The United States, the
United Kingdom, South Africa, and the United Arab Emirates. Panel B of
Table 6.2 also includes four countries from among the 15 countries with
the lowest net migration rates: Peru, India, Mexico, Spain. The differ-
ences could be partially attributed to measurement error and could be
better understood by investigating the meaning of the phrase “successful
entrepreneurs” across societies, along with other unobserved factors.

In terms of entreprencurship as a desirable career choice, Panel C
includes three of the top 15 countries in Table 6.1: Malaysia, Saudi
Arabia, and South Africa, while Panel D comprises four of the bottom
15 countries in Table 6.1: Spain, India, Mexico, and Iran.
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Table 6.2 High status to successful entrepreneurs, and perception of
entrepreneurship as a good career choice, top 15 and bottom 15 countries (2017)

Country High status to Country Entrepreneurship
successful as a good carveer
entreprenenrs choice

Panel A: Top 15 countries Panel C: Top 15 countries
1 United Arab 87.77 1 Guatemala 91.91

Emirates
2 Israel 86.07 2 Madagascar 83.62
3 Egypt 82.01 3 United Arab 82.73

Emirates

4 Ireland 81.88 4 Netherlands 81
5 Indonesia 80.95 5  Poland 79.26
6 Kazakhstan 80.11 6 Malaysia 77.06
7 Iran 79.4 7  Egypt 75.94
8 Germany 77.9 8  Morocco 75.81
9 Madagascar 77.78 9 Thailand 74.72
10 Qatar 77.32 10  Chile 73.76
11 United 75.6 11  Taiwan 71.08

Kingdom
12 United States 75.49 12 Indonesia 70.01
13 Colombia 75.34 13 Saudi Arabia 69.66
14 South Africa 74.86 14  South Africa 69.36
15 Vietnam 74.77 15 Colombia 68.42
Panel B: Bottom 15 countries Panel D: Bottom 15 countries
38 Chile 62.87 38  Estonia 54.22
39 Peru 62.86 39  Australia 53.87
40 Cyprus 61.53 40  Spain 53.83
41 Ecuador 60.68 41  Sweden 53.6
42 Taiwan 60.13 42 TIreland 53.24
43 Slovakia 59.99 43 Switzerland 53.02
44 Latvia 58.54 44  India 52.96
45 India 56.18 45 Germany 51.31
46 Mexico 52.34 46  Mexico 50.67
47 Puerto Rico 52.3 47  Iran 48.28
48 Japan 51.96 48  Slovakia 47.55
49 Uruguay 51.94 49  South Korea 47.24
50 Spain 47.88 50  Luxembourg 42.98
51 Croatia 47.71 51  Japan 24.27
52 Argentina 47.43 52 Puerto Rico 22.56

Source:  GEM  Data (Global Entrepreneurship Monitor 2018). National Attitudes Towards
Entrepreneurship based on GEM Survey Data, Report 2017,/2018.
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Table 6.3 presents data on two more GEM alternative measures rele-
vant to the national culture toward entreprencurship and innovation
worth investigating: the perception of cultural and social norms, and the
perception of business innovation.

Measuring the local culture toward entreprencurship using GEM’s
social and cultural norms survey results, we find five of the top 15 coun-
tries in Table 6.3 overlapping with the top 15 highest recipients of net
migrant flows in the world (Table 6.1). We can see a similar overlap in
terms of the perception of innovativeness among active businesses and
net migration rates. Comparing and contrasting the bottom 15 countries
in terms of social and cultural norms and innovativeness, the overlap is
small.

Net Migration Rates, Economic Freedom, and Cultural Novms
Toward Entrvepreneurship

Mapping together the key variables examined so far can help us visu-
alize if indeed the data pattern supports the liberty-dignity conjecture.
To illustrate the full picture of the framework with data, Fig. 6.3 shows,
in a bubble chart, the relationship between (a) net migration rates per
1000 people, (b) economic institutions, and (c¢) cultural and social norms
toward entrepreneurship. The bubble chart is a multidimensional repre-
sentation of the relationship between the three variables. The cultural and
social norms are depicted on the vertical axis representing one dimension.
The economic institutions are depicted on the horizontal axis repre-
senting a second dimension. The net migration rate per 1000 people in
a specific country is depicted by the size of the bubbles, representing yet
a third dimension. Because net migration rates are negative for coun-
tries with a lower number of immigrants compared to emigrants, the data
was split in two: the red bubbles represent countries with positive net
migration rates, while the green bubbles represent countries with negative
net migration rates. To a degree, the color of the bubbles represents the
fourth dimension in this chart. By recreating Fig. 6.3 in different years,
one could see the evolution (or persistence) of the illustrated pattern
and even visualize a fifth dimension (time). Doing so would also serve
as an empirical robustness check for the liberty-dignity framework in
understanding the flows of innovative immigrant entrepreneurs.

If the Liberty-Dignity conjecture is to be supported empirically, the
bubble chart should illustrate patterns in favor of the critical directions
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Table 6.3 Innovation, and cultural and social norms based on GEM survey
data. Top 15 and bottom 15 countries (2017)

Country Cultural and Social Country Innovation
norms

Top 15 countries Top 15 countries
1 Israel 4.28 1  Luxembourg 47.94
2 United Arab 4.06 2 Chile 47.58

Emirates.
3 United States 4.03 3 India 46.88
4 Netherlands 4.01 4  Lebanon 41.89
5 Estonia 3.86 5 Canada 41.3
6 Vietnam 3.62 6 Guatemala 39.16
7 Indonesia 3.56 7  Cyprus 38.63
8 Canada 3.55 8  Austria 37.02
9 Colombia 3.4 9  Ireland 35.75
10 Taiwan 3.37 10  United States 33.99
11 Peru 3.3 11  Sweden 33.71
12 United 3.28 12 China 33.06

Kingdom
13 China 3.23 13 Israel 329
14 Switzerland 3.23 14 Argentina 32.17
15 Lebanon 3.16 15  Switzerland 31.68

Bottom 15 countries Bottom 15 countries
40 Luxembourg 2.5 35  United Kingdom 21.63
41 Greece 2.49 36  Taiwan 18.76
42 Iran 2.44 37 Angola 17.8
43 Bosnia and 2.4 38  Thailand 17.8

Herzegovina
44 Egypt 2.38 39  Iran 17.23
45 Ttaly 2.38 40  Colombia 16.07
46 Madagascar 2.33 41  Indonesia 15.36
47 Spain 2.33 42 Bulgaria 14.89
48 Slovenia 2.3 43  Morocco 14.88
49 Japan 2.26 44  Madagascar 13.38
50 Brazil 2.19 45  Sudan 13.37
51 Morocco 2.16 46 Poland 12.17
52 Slovakia 1.98 47  Panama 10.47
53 Uruguay 1.95 48  Russia 8.09
54 Croatia 1.8 49  Brazil 3.71

Source GEM Data (Global Entrepreneurship Monitor 2018)
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Fig. 6.3 Net migration rates (2010-2015), economic freedom of the world
(2016), and cultural and social norms towards entrepreneurship (2017) (Source
Calculations and illustration are based on data from The World Bank [2019],
The Fraser Institute [Gwartney et al. 2016], and The Global Entreprencurship
Monitor [2018])

preliminarily mapped in Fig. 6.1. Taking note of the apparent outliers,
like Lebanon, a country receiving many more refugees from the coun-
tries with conflict in the region, we see two clear patterns supporting
the conjecture: (a) most countries with positive net migration rates (red
bubbles) are located in the upper-right corner of the chart, in the High
Liberty-High Dignity corner with the highest degrees of both economic
freedom and socio-cultural support toward entrepreneurs; and (b) most
countries with negative net migration rates (green bubbles) are located
mostly closer to the lower-left corner of the chart, in the Low Liberty—
Low Dignity corner, with the lowest degrees of economic freedom
and low to mediocre levels of socio-cultural support for entrepreneurs.
Accounting for other possible outliers, like Argentina, we could provide
sensible explanations based on the country’s history, macroeconomic
characteristics, and events in its proximity. For example, Argentina’s Gross
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Domestic Product per capita is relatively high compared to other coun-
tries in South America. Second, Argentina continues to receive relatively
high numbers of refugees, given the ongoing political and humanitarian
crisis in Venezuela. Addressing other outliers would require a case by
case approach, subject to future advancements of this study. Overall, the
data seem to support the Liberty-Dignity conjecture of this chapter that
migrant entrepreneurs, particularly innovative migrant entrepreneurs, as a
subset of net migrants, are more likely to move toward destinations with
high degrees of economic freedom and societal support toward of their
talents, aspirations, and the novelties and opportunities they generate.

Although the patterns in the data visualized are promising, we must
acknowledge the limitations and possible biases in measurements due to
the differences in data sources, assumptions, and data gathering method-
ologies. Further investigations are necessary to be able to derive more
definitive conclusions. For example, in future advancements of the rela-
tionships in this study, a way to mitigate some of the unexplained outliers
would be to investigate alternative or complementary proxies for the
social praise or dignity conferred to entrepreneurs in society. For example,
three of Geert Hofstede’s six cultural dimensions (Hofstede 2001) that
may apply to entrepreneurship and innovation are (1) individualism,
defined as the extent to which people feel independent, as opposed to
being interdependent as members of larger wholes, (2) long-term orien-
tation, dealing with change, and (3) uncertainty avoidance, defined as
dealing with a society’s tolerance for uncertainty and ambiguity. Similarly,
instead of the EFW, the World Bank’s Ease of Doing Business Index could
be used as a proxy for liberty.

Despite the potential limitations, this framework could help explain
the allocation of the global supply of innovative entrepreneurs of
the last century (1920-2020) and help inform predictions about the
flows of creative minds in the future. Given the recent transportation-
communication revolution (Connors et al. 2020), the allocation of the
global supply of creative entreprenecurs is expected to happen faster and
more efficiently. The underlying implication of this trend is the increasing
necessity of inclusive policies, institutions, and culture, to capitalize on
the growth-propelling power of the most productive and innovative
individuals in the world.
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CONCLUSION

This chapter explored the relationship between the formal institu-
tional environments and the social-cultural norms and attitudes toward
entrepreneurial activities across nations on one side, and the direction
of net migration flows, on the other side. The purpose is to better
understand the modern phenomenon of creative immigrant entrepreneur-
ship. Unlike native entrepreneurs, immigrant entrepreneurs compare and
contrast the payoffs to entrepreneurial activity across different national
contexts before deciding where to immigrate to start a business. Thus, an
alternative comparative-institutional framework of analysis, highlighting
the importance of the comparative-institutional context in shaping immi-
grant entreprencurship toward productive and innovative activities, is
necessary for understanding the phenomenon of creative immigrant
entrepreneurship.

In a global, comparative-institutional context, the direction of the
flows of immigrant entrepreneurs is most likely from national institu-
tional contexts of lower quality to national institutional contexts of higher
quality, and from cultures with low praise for entrepreneurs to cultures
with high praise and honor for entrepreneurs. Preliminary data from The
Global Entrepreneurship Monitor, The World Bank, and The Fraser Insti-
tute support the comparative liberty—dignity conjecture advanced in this
chapter. Nations with elevated quality of economic institutions and socio-
cultural and moral support for entrepreneurs exhibit the largest flows of
net migrants in general, and proportionately the largest inflows of inno-
vative immigrant entrepreneurs in particular. Moreover, high degrees of
dignity and low degrees of economic freedom in the country of origin
combined with high degrees of both economic freedom and dignity
expected in the country of destination has direct implications for the
migrant entrepreneurs and the nations that end up hosting (or losing)
them. The creative immigrant entrepreneurs will benefit directly from
the inclusive institutional and cultural environment of the host country.
The host countries will capitalize on the growth-propelling power of the
creative immigrant entrepreneurs. In contrast, the countries of origin will
lose the opportunity to capitalize on the creative powers generated by
their own citizens.

The preliminary evidence supporting my Liberty-Dignity conjecture in
this chapter can be inferred by merely looking at the broad data figures.
Countries in the top-right corner of Figs. 6.1 and 6.3 tend to receive the
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most immigrants (positive net migration) and therefore attract a larger
share of the global supply of creative immigrant entrepreneurs. Overall,
the data support that individuals in developing countries with low levels
of liberty and dignity seem to choose to migrate to countries with high
levels of liberty and dignity.

To conclude, the allocation of the global supply of creative
entrepreneurs is a function of the relative differences across institutional
and cultural contexts in the world and the differential payoffs associated
with them. In an increasingly open, technologically competitive world,
where new ideas matter, a smart strategy for the governments of countries
like the United States wishing to attract innovative entrepreneurs is to use
the comparative Liberty-Dignity framework to identify and address the
competitive strengths and weaknesses in their policies and institutions in
a way that turns the balance in the battle for the world’s most productive
and innovative minds in their favor.
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CHAPTER 7

Economic Development Incentives: Fostering
Productive or Unproductive
Entrepreneurship?

John A. Dove

INTRODUCTION

Economic development incentives have a long history of usage across
state and local governments. These incentives have been touted by public
officials as a means to enhance and stimulate firm formation, job creation,
entrepreneurship, and ultimately economic development. While the use
of such incentives has ebbed and flowed over time, it appears that the
employment of these various incentives has been on the rise over the
past several decades, resulting in intensive competition between state and
local governments as they attempt to attract firms and stimulate economic
activity within their respective jurisdictions.

These developments have led to a growing body of literature that has
evaluated the impact that such incentives have on various measures of
economic wellbeing including economic growth (Bondonio and Engberg
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2000; Greenbaum and Engberg 2004; Bondonio and Greenbaum 2007),
firm formation (Hanson and Rohlin 2011a, b), and job creation (Rubin
and Wilder 1989; Erickson and Friedman 1990; Papke 1994; Grasso
and Crosse 1991; Logan and Barron 1991; Elvery 2009; Neumark
and Kolko 2010; O’Keefe 2004). While some studies do find a posi-
tive relationship between economic development incentives and enhanced
economic opportunity and growth, the bulk of the evidence suggests that
such incentives tend to retard economic performance within a state or
local jurisdiction (see Thomas [2011] for a fairly recent review of the
literature).

However, an important issue in regard to these incentives—and one
that is touted as being a major driver behind the provision of such
benefits—is the impact those incentives have on entrepreneurship. For
instance, the Delaware Prosperity Partnership, a joint private-public part-
nership, is tasked specifically with assisting aspiring entrepreneurs and
growing small businesses (Goss 2017). Further, the state of Virginia
explicitly pushes funding to incentivize entrepreneurial endeavors within
the state, as do many local economic development boards (McGee 2017).
Numerous other instances across state and local jurisdictions abound.
Interestingly, there has been little in the way of formal analysis of the
effect economic development incentives might have on entreprencurial
activity. This current study attempts to fill that void.

Specifically, to the extent that these development incentives are applied
in a manner that can mimic capital markets, this should lead to increases
in entrepreneurial activity, as suggested through anecdotal evidence
above. Additionally, this paper dives deeper into this issue and applies
insights derived from Baumol (1990) and assesses how such develop-
ment incentives might influence various types of entrepreneurship and
entrepreneurial formation, specifically whether the entrepreneurship that
does develop is either productive or unproductive.

Here, if development incentives are being channeled by public officials
into truly economically viable outlets, i.e., those outlets that would attract
private capital through market signals of profit and loss, then this should
spur productive entrepreneurial activity, and ultimately foster economic
growth as suggested by Holcombe (1998). However, if such develop-
ment incentives are distributed as a result of political motivations and
connections, then this should incentivize rent-secking behavior and lead
to the development of unproductive entrepreneurial activity, compounded
through the channels suggested by Coyne et al. (2010).
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Specifically, as unproductive entrepreneurial endeavors prove
successful, this increases the relative benefit for others to pursue such
unproductive opportunities in a potentially self-perpetuating cycle. In
other words, unproductive entrepreneurship begets more unproductive
entrepreneurship. These two potential effects give rise to an interesting
empirical question regarding the net effect of development incentives.
This paper sets out to evaluate the extent to which such development
incentives may influence entrepreneurial activity and importantly which
type of entrepreneurial activity.

In order to carry out this exercise, I employ several measures
of productive and unproductive entreprencurship developed by Sobel
(2008) and an index of non-tax state government economic incentive
tools developed by Patrick (2014b) both of which will be discussed in
greater detail below. Anticipating the results, more liberal availability of
such non-tax incentives provided by state governments results in signif-
icantly lower levels of productive entreprencurship and higher levels of
unproductive entreprencurship, with the overall effect culminating in
lower net entrepreneurial productivity (the latter of which measures the
returns to productive relative to unproductive entrepreneurship). These
results are robust to several specifications. The policy implications stem-
ming from these results would suggest that while proponents of economic
development incentives are correct in their assessment that such incentives
spur entrepreneurship, it appears that the entrepreneurship that is created
is of the unproductive variety. This would suggest curbing and limiting
the use of these incentives and applying more market-based approaches
to fostering productive entrepreneurship.

The remainder of the chapter is organized as follows: section “Theory”
develops the theory applied in the analysis, which is drawn from both
Baumol (1990) and Coyne et al. (2010). Section “Data and Empirical
Specification” discusses the data and empirical specification employed.
Section “Results and Interpretation” presents and discusses the results
along with providing policy implications that can be drawn from those
results. Section “Conclusion” concludes.

THEORY

The rationale behind economic development incentives tends to revolve
around the effect they will have on economic growth for those juris-
dictions employing them. Tied to this, is a strong desire to promote
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entrepreneurship within a jurisdiction, to encourage economic growth
and development. However, this gives rise to an important question: to
the extent that such development incentives do promote entrepreneur-
ship, which type is ultimately fostered?

Baumol (1990) indicates that there are several types of entrepreneur-
ship: productive, unproductive, and destructive. Productive entrepreneur-
ship is of the sort that is tied to market activity and channeling
productive yet scarce resources to their highest valued use, driven by
market prices and the profit and loss signals that result from that.
This sort of entrepreneurship tends to promote economic growth and
wealth creation, ensuring that resources are channeled to their highest
valued use, and creating opportunities for more entrepreneurial activity
to develop (Holcombe 1998). Unproductive entrepreneurship is of the
sort that results from rent-seeking behavior associated with the polit-
ical process. This form of entrepreneurship results in the transferring of
resources and wealth rather than its actual creation.

Importantly, both types of entrepreneurship can be influenced by
the relative payoffs and network effects that develop due to each type
of entrepreneurship and accrue to the entrepreneur from either source
(Coyne et al. 2010; Holcombe 1998). Specifically, the emergence of
either type of entrepreneurship creates niche opportunities for addi-
tional entrepreneurs to pursue opportunities related to the initial profit
opportunity and thereby provide new and innovative services tied to
either form of entrepreneurship. As this process unfolds and the network
effect is extended, it further changes the relative payoffs associated
with either productive or unproductive entrepreneurship. For example,
the development of the personal computer begets additional productive
entrepreneurial opportunities to meet the needs associated with such a
technological change and thus increasing the relative payout to pursuing
such entrepreneurial activities.

This has important ramifications for economic development incentives.
As noted, the anecdotal evidence (and academic literature that has evalu-
ated these incentives) tends to consider the impact they have on economic
outcomes like growth and job formation. Further, while a significant
amount of anecdotal evidence suggests that fostering entrepreneurial
activity is considered an important function being performed by these
incentive deals, little formal work has been done to evaluate exactly how
successful they are at promoting this goal. These issues surrounding the
effect entrepreneurship has on the relative profitability of consecutive
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entrepreneurial ventures along with the theory discussed above provide
an important empirical question.

First, given the above it would be expected that as the prevalence
and ease with which economic development incentives grow, this would
increase entrepreneurial activity as proponents of such incentives would
hope to achieve. However, a second and highly relevant question then
is if this situation ultimately promotes the development of productive
or unproductive entrepreneurship. To the extent that economic develop-
ment incentives are capable of efficiently allocating capital to their highest
valued use, then this should increase the relative payoff for pursuing
productive entrepreneurial activity. In other words, the availability of such
resources would act akin to another channel through which capital could
be obtained for financing productive activities and would ultimately foster
economic growth.

On the other hand, to the extent that such incentive packages and the
case with which they can be offered are ultimately allocated through the
political process and political bargaining, then this would shift the rela-
tive payoft toward the pursuit of more rent-seeking activities and would
ultimately foster the expansion of unproductive activities. Further, either
form of entrepreneurship would be augmented through the network
effects that would also develop, depending on how those resources are
actually allocated.

While no academic research has evaluated these issues specifically,
a number of academic studies have considered various other political
economy issues behind economic development incentives. This research
tends to find that larger, more politically powerful firms capture many of
the benefits stemming from economic development incentives, creating
significant economic inefficiencies. For instance, Greenbaum and Landers
(2009) discuss how most incentive programs tend to be far too broad
upon passing and then expand further after adoption, relative to what
optimal theory would suggest. They attribute this to the logrolling neces-
sary for enactment. Further, Jensen et al. (2015) suggest that while the
uncertain economic benefits of development incentives are clear, the elec-
toral incentives facing public officials provide a compelling rationale for
their proliferation.

Finally, a considerable literature assesses the rent seeking and institu-
tional aspects of economic development incentives. For instance, Jensen
et al. (2015) find that elected mayors tend to be associated with signifi-
cantly larger incentive awards and weaker oversight relative to appointed



156 J. A. DOVE

city managers. Jansa and Gray (2016) find strong evidence that relatively
larger firms making larger political contributions and incurring higher
lobbying expenditures are more likely to receive development incen-
tives. Overall, these political economy issues tend to further dampen any
positive effects associated with targeted development incentives.

In summary, the above literature would suggest that relatively more
unproductive entrepreneurship would be expected to emerge, however,
this result is far from clear. To the author’s knowledge there has been no
formal evaluation of the type of entrepreneurial activities that ultimately
result from economic development incentives. Therefore, the remainder
of the paper is devoted to addressing these issues.

DATA AND EMPIRICAL SPECIFICATION

Data for this study come from a number of sources, the most important
of which are related to measures of the various types of entrepreneurship
as discussed above and also economic development incentives. In regard
to entrepreneurship this study applies several measures developed in
Sobel (2008) that represent productive and unproductive entrepreneur-
ship, along with a net entrepreneurial productivity score. Given that
both productive and unproductive entrepreneurship are unobservable,
Sobel (2008) derives several indices through proxies for either type of
entrepreneurship.

In order to measure productive entrepreneurship, Sobel (2008)
includes measures of per capita venture capital investment, per capita
patents, the growth rate of self-employment activity, all firm establishment
birth rates, and the birth rate of firms with 500 or more employees. These
variables are averaged over several years, centered on 2000. Four measures
of unproductive entrepreneurship are also applied, three of which evaluate
the number of lobbying and political organizations residing within each
state’s capital and one measure of legal quality within a given state.

The subcomponents of each measure of productive and unproduc-
tive entrepreneurship are then indexed through a Borda Count, which
normalizes these variables into two comparable measures ranging between
“1” and “48,” with a higher score indicating relatively more of the
particular type of entrepreneurship. From there, it is possible to derive
a “net entrepreneurial productivity score” (NEP) which is the difference
between the return to productive relative to unproductive entrepreneur-
ship. Thus, a positive NEP indicates that a particular state has relative
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more productive to unproductive entrepreneurship. NEP scores range
between a low of “—47” and a high of “47.”

Data for state economic development incentives is drawn from Patrick
(2014a) who develops an Incentives Environment Index (IEI). This
index draws on state constitutional limits restricting both state and local
public aid to private enterprise that are in place across the continental 48
states. The database covers all state constitutional constraints from 1970
to 2000, specifically derived from three constitutional clauses regarding
public aid to private enterprise, which reflect non-tax economic develop-
ment incentives. The index is specifically based on constitutional clauses
governing the restrictions on the use of state and local public credit for
the support of private enterprise, current appropriations for such aid, and
also stock ownership clauses. Further, equal weight is given to each clause
in constructing the index. Overall, the index is built such that a score
of “0” would represent the most restrictive combination of clauses that
could exist, with higher scores implying less restrictive (or more liberal)
use of public aid to support private enterprise. In other words, a state with
no restrictions at all would receive the highest score, which would imply
the ability to provide completely unrestricted economic development
incentives.

The three specific constitutional restrictions evaluated include credit
clause restrictions (which dictate how and if a state or local government
may use state credit to aid private enterprise) and if certain approval
requirements exist before such aid can be extended. Current appropri-
ations clauses shape whether and how a state government may use cash
subsidies, land grants, public loans, or fund other similar activities. Finally,
stock clauses limit the nature of the financial relationship between the
public sector and private firms. They specifically govern the nature of
private-public partnerships, investment in seed capital, and various other
types of public cooperation or ownership. Thus, the index is based on six
sub-indices (credit clause restrictions, current appropriation restrictions,
and credit restrictions for state governments).

Based on these variables, I would expect that if more liberal state
development incentive options were being channeled in a manner that
approximates market allocation, then both productive entrepreneurship
and NEP would be positively associated with the IEI index, while unpro-
ductive entreprencurship would be negatively correlated. On the other
hand, if more liberal development incentive options were channeled
through the political process and increased rent-seeking opportunities,
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then I would anticipate the opposite result. Figures 7.1, 7.2, and 7.3
provide a simple correlation between these three entrepreneurial variables
and the IEI index.

Figure 7.1 shows the relationship between productive entrepreneur-
ship and the IEI index, Fig. 7.2 includes unproductive entreprencurship,
while Fig. 7.3 uses the NEP scores. Here, Figs. 7.1 and 7.2 show
a clear negative correlation between both productive entrepreneurship
and the IEI as well as the NEP and IEI. Further, Fig. 7.2 shows a
clear positive correlation between unproductive entrepreneurship and IEIL.
Thus, as the availability of economic development incentives becomes
more permissible and liberal, it suggests that they are associated with
growth in unproductive entrepreneurship and lower levels of productive
entrepreneurship. Overall, this leads to lower levels of net entrepreneurial
productivity.

In order to more thoroughly tease out causation, I evaluate the
following cross-sectional econometric model:

KEntreprcneurship] d=a+p_i [TE1) i+ 5. B_2 + e (1)

Here KEntreprcneurship] _i represents each of the three measures
of entrepreneurship (productive, unproductive, and the NEP) for each
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Fig. 7.1 Productive entrepreneurship and economic development incentives
(Note Entreprencurship measure from Sobel [2008], Incentives index from
Patrick [2014a]. Source Author’s creation)
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Fig. 7.2 Unproductive entrepreneurship and economic development incen-
tives ( Note Entrepreneurship measure from Sobel [2008], Incentives index from
Patrick [2014a]. Source Author’s creation)

40
=
= 30
=

(8]

3 20

o
o
= 10

5

UC) 0

Qv 0 20 40 60 80 100 120 140

(o

2 -10
=}

c
w20
-

[
=

-30
-40

Incentives Environment Index

Fig. 7.3 NEP and economic development incentives (Note Entreprencurship
measure from Sobel [2008], Incentives index from Patrick [2014a]. Source
Author’s creation)
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state i, while [TE1) i represents the incentives index for each state
i. 8_i” is a vector of control variables, typical to the literature and
includes the percentage of the population that is male, the percentage
of the population with a bachelor’s degree or higher, the unemployment
rate by state, real per capita GDP, and regional dummies for each of
the US Census regions (Northeast, Midwest, West, and South) to help
control for as many unobservable regional characteristics that might influ-
ence entrepreneurship as possible. These latter variables are all averaged
between 1995 and 2000, which loosely corresponds to the years aver-
aged in calculating measures of entrepreneurship. Table 7.1 provides the
summary statistics for each of these variables.

One final issue to address is the potential reverse causality that might
exist between the types of entrepreneurship and economic development
incentives. While no particularly strong instrument exists, as a second best
I also include 10- and 20-year lagged values of the incentive index. This
is done for two reasons. First, it can act as a second-best solution to issues
of reverse causality, and second it can help indicate the extent to which

Table 7.1 Summary statistics

Observations Mean Std. Dev. Min Max
Productive 48 23.58 9.97 32 43
entrepreneurship
Unproductive 48 23.51 10.00 45 435
entrepreneurship
NEP 48 0.078 15.67 —36.05 31.95
1EI 48 97.67 23.41 31 129
% Male 48 48.15 0.69 46.51 49.60
% Bachelor 48 23.60 4.27 15.58 3294
Median Age 48 35.34 1.76 26.84 38.44
% White 48 84.49 9.23 61.60 97.55
Unemployment 48 4.34 1.01 2.65 7.48
rate
Per capita GDP 48 42404 7037 30328 64828
Northeast 48 0.21 0.41 0 1
Midwest 48 0.25 0.44 0 1
West 48 0.25 0.44 0 1

Source Author’s creation
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persistence in the IEI might lead to even more productive or unpro-
ductive entrepreneurship, suggesting that network effects as discussed in
Coyne et al. (2010) may develop and emerge over time.

RESULTS AND INTERPRETATION

Table 7.2 presents the results for the observations centered on the
year 2000 (the baseline specifications). Columns 1 through 3 apply the
productive entrepreneurship scores as a dependent variable, columns 4
through 6 use the unproductive entrepreneurship scores, while columns
7 through 9 apply the NEP scores. Further, columns 1, 4, and 7 only
include the IEI score, columns 2, 5, and 8 add the socioeconomic control
variables, while columns 3, 6, and 9 include the regional dummy variables.

The results are quite consistent and corroborate the correlations
presented in Figs. 7.1-7.3. Specifically, higher IEI scores are consistently
associated with lower levels of productive entrepreneurship, with 2 spec-
ifications statistically significant (including regional dummies resulting
in insignificance at conventional levels). Columns 4 through 6 clearly
indicate that higher IEI scores are correlated with higher levels of unpro-
ductive entrepreneurship, again with 2 of 3 specifications significant (here
column 5—the inclusion of socioeconomic variables—results in insignifi-
cance). Finally, columns 7 through 9 indicate that higher IEI scores are
associated with lower levels of net entrepreneurial productivity, with all
specifications statistically significant.

The coefficients are difficult to interpret given the makeup of each of
the indices, however beta coefficients (presented in brackets for each of
the main independent variables of interest) can provide some indication of
the magnitude of those coefficients. Specifically, a one standard deviation
increase in the IEI score results in productive entrepreneurship declining
anywhere between 0.19 and 0.46 standard deviations depending on speci-
fication, unproductive entrepreneurship increasing between 0.17 and 0.33
standard deviations, and NEP declining between 0.32 and 0.46 standard
deviations.

In order to quantify these magnitudes, consider the median state in
each category, which is Tennessee for productive entrepreneurship (with
a score of 22.6), Wisconsin for unproductive entrepreneurship (with a
score of 23.5), and Minnesota for NEP (with a score of —0.15). Here, a
one standard deviation increase in the IEI score would result in Tennessee
falling to anywhere between 27th and 30th in the overall ranking of states.
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Wisconsin would increase in its ranking of unproductive entrepreneurship
roughly 5 spots to 20th, while Minnesota would decline roughly 9 spots
to 33rd in overall NEP ranking.

Finally, I consider how 10- and 20-year lagged values of the IEI scores
influence entrepreneurial activity. Again, these lagged results are included
for several reasons. First, while the IEI scores are highly persistent across
time, it still may be the case that the initial findings are biased as a result of
reverse causality. Lagged IEI scores can help alleviate this issue. Addition-
ally, including lagged values can also help explain whether such policies
create network effects and lead to persistence in the types of entrepreneur-
ship that develop. Results for the 10-year lag are reported in Table 7.3
and 20-year lag reported in Table 7.4. Each table follows the layout of
Table 7.2.

As can be seen, the results are extremely similar to those reported in
Table 7.2. Specifically, the signs and significance are the same as those in
Table 7.2, while the magnitudes of the beta coefficients are also similar
across tables and specifications.

Overall then, these findings suggest that the greater availability and
more liberal opportunities to employ and offer economic development
incentives are negatively related to productive entrepreneurship and
net entreprenecurial productivity and positively related to unproductive
entrepreneurial activity. These results are suggestive of several policy
implications. First, proponents of economic development incentives are
in fact correct that such incentives can stimulate entrepreneurial activity.
However, it seems that it is actually unproductive entrepreneurship that is
stimulated, which is in all likelihood the opposite of the intent or desire of
those proponents. My findings would thus suggest that rather than being
allocated in a manner that mimics market allocation, the opportunity
to capitalize on such incentives stimulates greater rent-seeking behavior.
Additionally, the results from the lagged IEI scores also indicate persis-
tence and potential network effects that become entrenched within an
economy due to the prevalence of such incentives and in line with the
theoretical results of Coyne et al. (2010).

Given the above two findings then, it would seem that the only effec-
tive way to limit these unintended outcomes and to stimulate greater
productive entrepreneurial activities would be to better limit the scope of
authority that many state and local governments are currently constitu-
tionally granted to promote and aid private entities with the use of public
resources. With greater limits in place this should, over time, change
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the relative payoff between productive and unproductive entrepreneur-
ship and result in greater productive opportunities, freeing up additional
private capital to be channeled into these outlets, and ultimately crowding
out unproductive entrepreneurial endeavors. Additional policy responses
would be to better streamline the overall institutional environment so
as to increase competitiveness and attract productive entreprencurship.
Though the specifics of this latter point are beyond the scope of this
current paper, they would be worthy of future research.

CONCLUSION

The use of economic development incentives to aid and promote private
entities has been a popular strategy in local and state policy. Proponents of
these incentives point out that their use promotes business formation in
a particular jurisdiction, leads to job creation, and ultimately economic
growth and development. Central to many of these arguments is the
stimulative effect development incentives can have on new firm forma-
tion and entrepreneurial activities. However, regarding this latter point
little formal work has been done to evaluate the extent to which these
incentives actually impacts entrepreneurial activity.

This study fills this void and thus adds to the literature regarding
the effect economic development incentives have on various economic
outcomes. Most importantly, it operationalizes the distinction made
between productive and unproductive entrepreneurship via Baumol
(1990) and provides an empirical assessment of the extent to which such
development incentives may promote or hinder the growth of either type
of entreprencurship. With the use of a new measure of the constitu-
tional restrictions imposed on state and local governments from Patrick
(2014a) and measures of productive and unproductive entrepreneurial
activity derived from Sobel (2008), this study finds that the greater avail-
ability and more liberal application of public assistance to private entities
is negatively associated with productive entrepreneurship and positively
associated with unproductive entreprencurship.

Further, the results also suggest that with the persistence of such devel-
opment incentives, network effects are developed that further change
the relative payoff to pursuing either type of entrepreneurial activity
(either productive or unproductive), thus compounding the issue. Overall
then, this study has provided not only a diagnostic on the impact that
economic development incentives have on entrepreneurship across states,
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it also provides important insights and information regarding the type
of entrepreneurship (again either productive or unproductive), that such
development incentives ultimately incentivize. These results should open
up new avenues and opportunities for future research.
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CHAPTER 8

Silicon Valley vs. Main Street: Regulatory
Impact on Entrepreneurial Ventures

Liya Palagashvili

INTRODUCTION

Over the last few decades, empirical evidence has suggested that business
dynamism and entrepreneurial activity have been declining in the United
States. In one well-known study on business formation and growth,
Decker et al. (2014) find that the pace of business dynamism has declined
over recent decades and that there has been a falling trend in the pace of
job creation. An important aspect of the declining trends is a marked
decline in the firm startup rate, which they note naturally leads to a
reduction in the number of young firms operating in the economy.
Furthermore, using the Census Bureau Business Dynamics Statistics,
Haltiwanger et al. show a declining startup rate and stagnant startup
size (Haltiwanger et al. 2010). Goldschlag and Tabarrok (2018) also find
this decline in the annual number of business startups, using the Census
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Bureau Business Dynamics Statistics.! Moreover, in a 2014 report by the
Kauftman Foundation, which tracks the rate of entrepreneurship from
year to year, the authors explain that over the last few decades “the per-
capita entrepreneurship rate has been steadily declining, meaning that
even as the population expanded and the overall number of new busi-
nesses formed each year held steady or grew, the pace slowed, failing to
keep up with population growth” (Kauffman Foundation 2014, 7). The
overall conclusion of the 2014 Kauffman report is that a decreasing busi-
ness creation environment indicates that the state of entrepreneurship in
the United States is slowly declining.?

Some empirical research has connected this decline in entrepreneurial
activity with the rise of regulation—thereby linking to the vast amount of
research on how the institutional and regulatory environment has a signif-
icant impact on the extent of entrepreneurial activity (Klapper et al. 2000;
Coyne et al. 2005; Nystrom 2008; Boettke and Coyne 2009; Bruhn
2011; Monteiro and Assun¢do 2012; Bripi 2013; Branstetter et al. 2013;
Boudreaux 2015; Sobel et al. 2007).

The argument is that an increase in the regulatory burden for
entrepreneurs in the United States has contributed to a decline in overall
entrepreneurship. This increase in regulation burden can be seen in variety
of measurements. Take for example the administrative requirements in the
business regulations component of the Economic Freedom of the World
Index—the United States had a score of 7.92 (10 as the best score) in
2000 and as low as 3.88 in 2012, and now sits at 5.06 in 2017. Business
bureaucracy costs and business “favoritism” also worsened during this
period. In the World Bank’s Doing Business Index, some components
such as the cost of starting a business, the cost of registering property,
and business taxes have also declined since the early 2000s. Further-
more, using the Mercatus Center’s RegData on intensity of regulations
by industry, Al-Ubaydli and McLaughlin (2015) show that just between
1997 and 2012, the regulatory burden (as measured by the Code of
Federal Regulations) has risen by more than 28% to “a staggering number
in excess of one million individual restrictions.”

1 The dynamism decline also appears in data on the Job Openings and Labor Turnover
and in the Bureau of Labor Statistics” Business Employment Dynamics data.

2However, in the latest Kauffman report, entreprencurship rates have for the first time
started to increase again.
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However, as aggregate measures of entreprencurship have been
declining and the regulatory burden for entrepreneurs has been
increasing, technology-enabled startups were proliferating and venture
capital and angel funding going to startups was increasing. In one study,
the number of technology startups increased by 47% from 2007 to 2016
(Wu and Atkinson 2017, 17). Wu and Atkinson explain, “while it’s true
that fewer mom-and-pop shops are forming, technology-based startup
formation appears robust... and has grown” (2017, 17). During the same
period, the amount of venture capital funding increased by 100% and
the number of venture capital deals to tech startups increased by a 140%
(Ritcher 2018).

At one point, the U.S. venture exit density, defined as the number of
venture-backed M&A and IPO exits in a year, reached a 15-year high in
2014 (Kauffman Foundation 2017). This is during the same time where
the Kauffman Foundation was also reporting a low in the entrepreneurial
index. And more specifically, the Kauffman’s report of “Main Street
Entrepreneurship” was also declining during this time period (Kauffman
Foundation 2016). Main Street entrepreneurship refers to businesses that
have fewer than fifty employees and have been in existence for longer
than five years—attempting to capture “mom-and-pop” businesses. Main
Street entreprencurship had been declining since 2008, until the trend
reversed itself in 2016 (though still below the long-term average). The
term “Main Street” is used to invoke an image of storefronts as one is
walking down the main street of a city. These tend to be hair salons,
restaurants, bars, grocery stores, local banks, hardware stores, accoun-
tant services, retail stores, galleries, and the standard “brick-and-mortar”
stores one would expect to see on a typical “Main Street.”

Thus, while the narrative and some of the data point to the conditions
for entrepreneurship declining, regulations increasing, and specifically
main street entrepreneurship being on a decline, technology startups have
been proliferating over the same time period. Why was this happening?
One way to reconcile these empirical observations is by understanding
how the macroeconomic environment of “easy credit” has led to a
funneling of money to technology startups. Returns from investing in
technology startups have also been high—leading more investors to enter
and hence resulting in more growth in the number of startups. But this
is not the full explanation because the ability to launch a startup and
the subsequent success of a startup also depends on the same regulatory
environment that other entrepreneurs and businesses had to face. Thus
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it is important to discuss how regulations may or may not be hindering
technology startups.

In the empirical economics literature, regulations have been found to
disproportionally burden small businesses as compared to large businesses
because of the differences in certain group characteristics. This paper
theoretically explores the channels and links by which regulation may
impact different types of entrepreneurial ventures—Main Street businesses
vs. Silicon Valley startups—in more detail.? These particular channels are
different than the ones discussed in distinctions between small and large
firms because both Main Street and Silicon Valley startups tend to be
“small” firms, but are quite different on other important margins that
matter for regulatory impact. In other words, why might regulations be
hindering some “small” businesses and not others?

I provide a more nuanced theoretical description of the channels by
which the negative impact of regulations may have a greater “weight” on
“Main Street” entrepreneurs than on the “Silicon Valley” entrepreneurs.
These three main channels are as follows: (1) Regulatory burden: Federal
and state regulations on labor create more burden on Main Street because
of their use of low-skilled labor; (2) Regulatory compliance: The incen-
tives to comply with existing regulations are lower in Silicon Valley
startups; (3) Regulatory entrepreneurship: Silicon Valley startups are
engaged in the business of changing regulations and operate despite the
industry-specific regulations that may otherwise prevent or hinder Main
Street entrepreneurs.

Thus, I provide a preliminary discussion and opportunity for an avenue
of empirical research to investigate the potential ways in which regu-
lations over the last few decades may have disproportionally burdened
Main Street entrepreneurial ventures over Silicon Valley entrepreneurial
ventures. This discussion is supplemented by original fieldwork inter-
views of startups and venture capital investors conducted in the United
States.* Interviews were conducted between May 2017 and December
2017. The primary U.S. cities in the analysis included San Francisco

31 use the term Silicon Valley as a shorthand notion to reference technology startups
that are the ‘Silicon Valley startups’ (young and innovative technology startups) in their
respective cities, such as in New York City, Boston, Austin, Los Angeles, and other major
cities in the United States.

4Fieldwork interviews were conducted by Liya Palagashvili and Seth Oranburg (Assistant
Professor at Duquesne University School of Law).



8 SILICON VALLEY VS. MAIN STREET ... 175

and neighboring cites (“Silicon Valley”), New York City, Boston, Los
Angeles, and San Diego. A handful of cities were also chosen as the “Sil-
icon Prairie” cities—these included: Austin, Pittsburgh, Omaha, Chicago,
Denver, and Boulder. There were a total of 88 interviews—including
45 interviews with startup entrepreneurs and c-level executives, 12 with
investors, 10 with accelerators and incubators, and the remaining 21
with startup lawyers, advisors and mentors, researchers, and others in the
startup ecosystem.

The following sections will proceed as followings: Section “Overview
of Entreprencurship and Regulation” will provide a literature review and
summary of the research at the intersection of entrepreneurship and
regulation, with discussions of how regulations impact different types
of entrepreneurial ventures. Section “Differences Between Main Street
vs. Silicon Valley Entrepreneurs” will provide an overview of the main
differences between Main Street and Silicon Valley entrepreneurs that are
relevant for how regulations may impact each type of entreprencur in
different ways. Section “Differences in Regulatory Impact” will provide
a preliminary analysis of the main channels for how regulations may by
different for these different groups, and Section “Conclusion” concludes.

OVERVIEW OF ENTREPRENEURSHIP AND REGULATION

A thriving entrepreneurial environment has been identified as a key deter-
minant for the long-term growth of an economy (Acs and Audretsch
1988; Blachflower 2000; Klapper et al. 2014; Van Praag and Versloot
2007; Parker 2009; Landes et al. 2012). As such, there is a growing
interest in following various measures of entrepreneurial activity or busi-
ness dynamism and analyzing cross-country differences or how levels of
entrepreneurship are changing over time. Falling rates of entrepreneurial
activity or business dynamism are often seen as a concern because they
are important for productivity, growth, and the overall well-being of an
economy.

Much of this research is also directed to understanding how to
encourage and spur entrepreneurship and what conditions can burden
entrepreneurs. Within this literature, the institutional environment has
been identified as having a significant impact on the extent of produc-
tive entrepreneurial activity (Baumol 1990; Djankov et al. 2002; Klapper
et al. 2006; Coyne et al. 2005; Boettke and Coyne 2009; Bruhn 2011;
Monteiro and Assuncao 2012; Bripi 2013; Branstetter et al. 2013;
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Boudreaux 2015; Sobel et al. 2007). This institutional environment
includes such aspects as the protection of private property or intellectual
property rights, as well as various regulations on business operations and
requirements or licenses to starting a business. The regulation of business
activity and entry has been on the forefront of this research, and many
empirical studies indicate that higher levels of regulations impede busi-
ness activity, firm entry, and entrepreneurship (Klapper et al. 2006; Van
Stel et al. 2007; Nystrom 2008; Ardagna and Lusardi 2010; Bripi 2013;
Bailey and Thomas 2017).

Scholars have also discovered a new avenue of research investigating
how regulation may impact different types of firms in different ways—
specifically, empirical evidence suggests that regulation impacts small firms
to a greater extent than large firms (Bailey and Thomas 2017; Cham-
bers et al. 2018). The idea is that the cost of regulatory compliance may
burden smaller firms more than larger firms (Cole and Sommers 1981;
Crain and Hopkins 2010).% Crain and Crain (2014) measure regulatory
cost incidence by assessing the cost of regulatory compliance for different
industries, and they find that, across all industries, the compliance cost
per employee is $11,724 for small businesses, $10,664 for medium busi-
nesses, and $9083 for large businesses. Furthermore, Calcagno and Sobel
(2013) find that regulation seems to operate as a “fixed cost” that results
in larger firm sizes and hurts precisely the smallest firms—thus indicating
that the cost of compliance presents a greater burden for small firms
relative to large firms. I add to this literature by further exploring how
regulatory compliance may be different among two types of small firms—
the Main Street firm and the Silicon Valley firm. I argue that, although
startups also tend to be small, they may not experience the full burden of
the regulatory costs of compliance as many “small firms” would. Because
of the nature and characteristics of Silicon Valley technology startups, the
incentive to comply with regulations may be lower than with Main Street
businesses.

Furthermore, labor regulations are often cited as a type of regu-
lation that can be particularly costly and burdensome, especially for
nascent and young business entreprencurship (Van Stel et al. 2007; Sobel
2008). Cumming and Li (2013) find that labor restrictions matter more

5And in fact, particularly high compliance cost of regulations may threaten the existence
of small firms In terms of policy, this is often used a justification for exempting small
businesses from new regulations.
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than any other element in the Economic Freedom of the World index
for creating new business startups. Labor market regulations can cause
frictions and constrain entrepreneurs’ ability to make human resource
decisions, thereby discouraging startup formation and growth. With
labor laws such as minimum wage laws and overtime regulations, these
contribute to added costs for small businesses. In fact, some empirical
research has indicated that, while larger companies may better internalize
the costs to business of higher minimum wages, it is more difficult for
small businesses (Sabia 2006; Meer and West 2015). This can also be
found with overtime regulations, which may have greater impact on small
businesses (Boudreaux and Palagashvili 2016). I contribute to this litera-
ture by discussing how, to the extent that these laws and regulations add
burden to small businesses, they are less of burden to technology startups
because technology startups do not tend to employ low-skilled labor. In
other words, although research indicates that small businesses may face
a greater burden from these types of regulations than large businesses,
startups are practically “exempt” from these costs because they do not
generally employ low-skilled labor.

Lastly, some of the public choice literature suggests that regula-
tion may be promoted by incumbent firms in the industry who may
successfully lobby officials to increase regulations in order to raise costs
to smaller, competitor firms (e.g., Tullock 1967; Stigler 1971). With
a similar concept, Pollman and Berry (2017) coin the term regula-
tory entrepreneurship that refers to new technology companies that are
pursuing a line of business where changing the law is a significant part
of the business plan. Pollman and Berry contrast this with traditional
lobbying because traditional lobbying efforts often seek to prevent or
weaken cost-increasing regulations or protect incumbents from competi-
tion. In contrast, regulatory entrepreneurs (with Uber as the well-known
example), make an issue as publicly salient as possible, rally the public
to their cause, and the use their popular support as a force to change
the regulations (Tusk 2018). Following Pollman and Berry (2017), I
discuss how the presence of regulatory entreprencurship in Silicon Valley
firms may be another avenue by which Silicon Valley firms may be
less disadvantaged by industry regulation than Main Street firms. That
is, while industry-specific regulations may be hampering Main Street
entrepreneurs, they may not be hampering some technology startups in
the same way.
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Thus, I draw on this literature on regulation and provide the theo-
retical mechanisms and links for how regulations played out in practice
and why regulation may be hindering some “small” businesses and not
others. There are other scholars who draw out differences in types
of entrepreneurs and firms and connect them with policy and regu-
lations. For example, Aulet and Murray (2013) describe the different
characteristics between “small and medium” enterprises”—those serving
local markets with traditional, well-understood business ideas and limited
competitive advantage versus “innovation-driven” enterprises,” which
pursue global opportunities based on bringing to customers new innova-
tions that have a clear competitive advantage and high-growth potential.
Aulet and Murray (2013) discuss how these differences can play a role for
development policies that aim to spur entrepreneurship around the globe.

In addition to the distinctions defined by Aulet and Murray, there is
a similar distinction between opportunity vs. necessity entreprencurship.
Necessity entreprencurs typically come from lower-income backgrounds
and start a business because of “necessity” to survive.® On the other
hand, opportunity entrepreneurs start a company because they see a
market opportunity and potential for growth. In one study that aims
to discuss these differences in developing countries, Schoar (2010) refers
to the opportunity entrepreneurs as the “transformational entrepreneurs”
because they aim to create large, vibrant businesses that grow beyond
their subsistence needs (58). The “necessity” entrepreneur is also referred
to as “subsistence” entrepreneur because s/he becomes an entrepreneur
as a means for providing subsistence income (58).

Schoar (2010) then goes on to discuss how policy differences in
emerging economies impact these two types of entrepreneurs: for
example, a “regulatory tax” might be more distortive for transforma-
tional entrepreneurs in developing countries if officials are more likely to
increase their demands on the large and successful firms while smaller
firms stay under the radar. Most importantly, the author discusses
how inefficient capital markets disproportionally harm transformational
entrepreneurs, thus negatively impacting growth since transformational
entrepreneurial ventures are more likely to be growth enhancing.

My contribution complements the work of Schoar (2010) and Aulet
and Murray (2013) by providing another distinction—that between the

6See Kauffman Entrepreneurship Index and Global Entrepreneurship Monitor.
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Main Street and the Silicon Valley entrepreneur—and illustrating how
regulations may impact these two groups in different ways.

Thus I provide the theoretical links and discussion of how regulations
may impact Main Street firms differently than Silicon Valley firms by
focusing on how they may experience differences in regulatory burden,
regulatory compliance, and regulatory entreprencurship.

DIFFERENCES BETWEEN MAIN STREET
vS. SILICON VALLEY ENTREPRENEURS

In order to understand how regulation may impact Main Street vs. Silicon
Valley entreprenecurs in different ways, it is important to first draw out
some differences in their respective group characteristics and traits.

Growth and Innovation

Arguably the most important difference between these two groups is that
Main Street entreprencurs do not generally grow and innovate their busi-
nesses as Silicon Valley entrepreneurs do. Technology startups are often
thought of as “high-growth” potential because the aim of the initial
founders and of the startups is to substantially grow the business, typi-
cally within 7-10 years. In fact, the goal of venture capitalists investing
in startups is to achieve returns in the order of 20% or more per year
within a 10-year period (Hargadon and Kenney 2011; Niles 2018). With
that 7-10-year time frame, startups generally either go public or become
acquired. On CrunchBase, which is a database of technology startups,
acquired companies were an average of seven years old, while companies
that went public were around 8.25 years, on average.” However, biology
technology (Biotech) and some medical technology (Medtech) companies
have much longer timespans, around 15-25 years of age. A more “stan-
dard” Silicon Valley startup, such as advertising technology (Adtech) was

7 The findings from the CrunchBase database are discussed here: https://techcrunch.
com/2013/12 /14 /crunchbase-reveals-the-average-successful-startup-raises-4 1 m-exits-at-
242-9m/.
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found to have an average lifespan of six years, at which point, 82% of star-
tups are acquired.® Fewer than 5% of Adtech startups exist past 10 years
of age.

In their report on technology startups in the United States, Wu and
Atkinson (2017, 7) explain that: “In general, technology-based startups
have high-growth potential, in both employment and revenue, as a result
of them secking to develop innovations that have a clear competitive
advantage in the global market.” Hall and Woodward (2010), using a
dataset of venture-backed startups in the United States, find that star-
tups attract entrepreneurs who have expectations and beliefs about high
payoffs from their products. Haltiwanger et al. (2010) and Haltiwanger
(2011) also find that startups exhibit an “‘up or out’ dynamic: they have
a high probability of exit, but those that survive exhibit rapid growth
on average” (Haltiwanger 2011, 123). Furthermore, almost all venture
capital firms will only fund startups that have potential to takeoff within
a time period of seven years’—thus, investing in startups that have this
growth potential.

In contrast, Hurst and Pugsley (2011) find that most “small busi-
nesses” start small and stay small in their entire life cycle. Furthermore,
these small businesses do not innovate along any observable margin.!?
While Hurst and Pugsley (2011) do not make an explicit distinction that
these small businesses are in fact “Main Street” entrepreneurial ventures,
the descriptions of the vast majority of small businesses that they analyze

8See for example, this article reporting on AdTech companies, using Pitchbook
data:  https://www.businessinsider.com/average-lifespan-of-an-ad-tech-company-2016-7?
r=US&IR=T.

xception is in biotech or medtech where timespan is longer, and as such there
9 Except biotecl dtech where t 1 . and h th
are more specialized, niche venture capital firms investing in mostly in those types of
companies.

10These margins of innovation include utilizing the following measurements: appli-
cations for copyright, patents, and trademarks; a survey asked directly to businesses on
whether they have “developed any propriety technology, processes or procedures”; and
another survey asked directly to businesses, “Right now, are there many, few, or no
other businesses offering the same product to your [intended] customers” (Hurst and
Pugsley 2011, 94-95). It is important to note though that ‘innovation’ may be defined
and measured in different ways and thus it may be difficult to capture some notion of
‘innovation’ in the ‘Main Street’ business.
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seem to capture this concept of mom-and-pop shops (sometimes referred
to as “brick-and-mortar” or “local businesses”).!!

Supplementing a survey to understand the motivations and intent of
these entrepreneurs, Hurst and Pugsley find that most of these small busi-
nesses start with no expectations of growth or innovation. They explain
(2011, 75):

When asked at the time of their business formation, most business owners
report having no desire to grow big and no desire to innovate along
observable dimensions. In other words, when starting their business, the
typical plumber or lawyer expects the business to remain small well into the
foreseeable future and does not expect to innovate by developing a new
product or service or even to enter new markets with an existing product
or service.

Furthermore, as discussed above, Schoar (2010) also shows these differ-
ences among subsistence entrepreneurs, who become entrepreneurs in
order to provide subsistence income, and another group as the transfor-
mational entreprencurs—those who aim to create large, vibrant businesses
that grow beyond the scope of an individual’s subsistence needs. Aulet
and Murray (2013) also made this distinction between the “small-and-
medium” enterprises vs. the “innovation-driven” enterprises.'? The main
category distinctions in both the Schoar (2010) and Aulet and Murray
(2013) is that one group aims to start a business as a way to make a living
and with no real intention to grow beyond serving the local market, while
the other group aims to create high-growth businesses reaching national
or global markets.

U Eor example, the descriptions of the majority of small businesses they analyze fall
into these main category of lists: restaurants: (full service, limited service, or bars),
skilled professionals (physicians, dentists, lawyers, accountants, architects, consultants),
skilled craftsperson (general contractors, plumbers, electricians, masons, painters, roofers),
professional service providers (clergy, insurance agents, real estate agents), general service
providers (auto repair, building services such as landscaping, barbers and beauticians),
or small retailers (grocery stores, gas stations, clothing stores). The secondary category
includes dry cleaners, hardware stores, jewelry stores, liquor stores, and furniture stores.

12 Recall, “small and medium” enterprises” are those severing local markets with tradi-
tional, well-understood business ideas and limited competitive advantage and “innovation-
driven” enterprises” are those that pursue global opportunities based on bringing to
customers new innovations that clear competitive advantage and high-growth potential.
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VIRTUAL PRODUCTS, INVISIBLE LOCATIONS

In contrast to Main Street entrepreneurs, technology startups tend to
offer products that are intangible, such as a platform or an app, or a virtual
service or product (i.e., software you can download from a website).
There are a host of startups working in hardware technology or tech-
nology that produces physical goods or products (i.e., drones, medical
devices, energy equipment, etc.) but there are vastly more startups with
virtual or intangible goods and services. This is gleaned by investigating
the type of companies in Pitchbook’s database, which collects information
on any startups that has engaged in any financing round (loan or equity
deals). In the United States, there are approximately 126,863 compa-
nies that are “hardware” or “physical” in nature—this search includes any
industry or sub-industry that has a physical product component to it.'3
In contrast, a more conservative search for more intangible or virtual
goods and services (search includes companies that are only software
in nature) yields 448,902.1% In fact, within only the Information Tech-
nology industry, there are 20 times more software startups than there are
hardware startups.'® Even with companies that tend to work with phys-
ical assets such as cars and homes (i.e., Uber and Airbnb), the product
the companies are offering are the platforms, and not the cars or homes.
The cars and homes belong to the individual owners. Uber’s product is
a technology platform, not a “smart car,” just as Airbnb’s product is a
platform connecting buyers and sellers, and not building homes or hotels
for usage.

Because the products and services that startups tend to offer are “vir-
tual,” there are virtually no physical location shops where they sell these
products and services. Many of these products and services do not require
much physical capital. In The Startup Owner’s Manuel (2012), Blank
and Dorf argue that “bit” (virtual) products coupled with “bit” (virtual)
sales channels are how successful startups were able to move at “Internet

L3 ndustries included: Apparel and accessories; consumer durables; consumer
nondurables, energy equipment; exploration, production, and refining; healthcare
devices and supplies; pharmaceuticals; computer hardware; semiconductors; materials and
resources.

14 Industries included: Commercial services; business-to-consumer services of media and
non-financial services; energy services; financial services; I'T services; software.

15 Hardware (17,421) + semiconductors (3497) = 20,918. Software = 231,753.
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speed” and obtain explosive growth (i.e., Facebook, Google). They advise
startups to continue using these strategy of operating in the “bit” space.
Thus, unlike a pizza shop or hair salon, those involved in the development
and sales of a product/service can work virtually. It is often common that
in the early stages of a startup, individuals are working remotely, from
someone’s home, from coffee shops, or more popularly, from co-working
space such as WeWork, or related co-working spaces in accelerators or
incubators.

In a survey of co-working spaces, it was found that the average U.S.
coworker space user is a “young, male, well-educated, and works in
Tech.”'% The conclusions of the survey indicate that co-working facilities
are popular places for “starting and operating new businesses.”!” These
startups tended to be early stage startups. Larger and later stage startups
tend to move to office spaces. In the fieldwork studies that included inter-
views of 45 startup entrepreneurs across the United States, interviewees
indicated that members of their company tended to work virtually, from
different cities in the United States, and from different countries. Many
of these interviewees also indicated previously or currently working from
a co-working space rather than an office. In fact, in discussion forums and
articles geared for startups, there are business operations discussions on
questions of “Does your startup really need a physical space?” or “Better
to work without an office.”!8

These characteristics are in contrast to Main Street entrepreneurs—
the owners of hair salons, restaurants, bars, grocery stores, local banks,
hardware stores, accountant services, retail stores, galleries, and the stan-
dard “brick-and-mortar” stores one would expect to see on Main Street.
These products are tangible—a dinner, an orange, a tool, a haircut, a
seamed dress—and they tend to have a storefront location or a phys-
ical office space. It is of course possible that the local accounting service

168ee survey results at DeskMag: http://www.deskmag.com/en/the-coworkers-global-
coworking-survey-168.

178ee survey results at DeskMag: http://www.deskmag.com/en /the-coworkers-global-
coworking-survey-168.

185ee for example, “Does your startup really need a physical space?” (April 7,
2016): https://www.forbes.com/sites /under30network,/2016,/04 /07 /does-your-startup-
really-need-a-physical-oftice /#13d6981a4aba, Or, “Here’s why startups are going fully
remote” (June 4, 2018): https://www.techworld.com/business/companies-without-off
ice-heres-why-startups-are-going-fully-remote-3678346 /.


http://www.deskmag.com/en/the-coworkers-global-coworking-survey-168
http://www.deskmag.com/en/the-coworkers-global-coworking-survey-168
https://www.forbes.com/sites/under30network/2016/04/07/does-your-startup-really-need-a-physical-office/#13d6981a4aba
https://www.techworld.com/business/companies-without-office-heres-why-startups-are-going-fully-remote-3678346/
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can offer virtual products. It is also possible for startups in cities to open
up storefronts for accounting services. But perhaps one reason there are
fewer office locations of startups is because most startup hub activity is
happening in cities where the price of renting offices or storefronts is
substantially higher than it would be on a typical Main Street. The top
three cities in the Unites States with greatest number of startups and
venture capital funding are in Silicon Valley, New York City, and Boston,
all three of which top the charts every year for highest commercial rental
prices.

SECTION 3.3 TYPE OF LABOR EMPLOYED

Main Street entrepreneurs and Silicon Valley entrepreneurs differ in the
type of workers they employ, with Main Street entrepreneurs employing
more low-skilled labor than Silicon Valley entreprencurs. AngelList,
a website dedicated entirely to startups posting jobs and potential
employees applying for the jobs provides a list of all the types of roles
that startups have posted and average salaries for those roles: Engi-
neering manager ($119,000), product manager ($106,000), software
architect ($103,000), DevOpps ($103,000), data scientist ($100,000),
Account Executive ($92,000), and host of various types of developers and
designers, ranging average salaries from $97,000-$81,000.1° The three
roles with the lowest average salaries are Sales Development ($68,000),
Business Development ($65,000), and Content Creator ($56,000). Even
these lower paying roles are considered high-skilled positions.

On Main Street, there are also high-paying, high-skilled employees,
such as lawyers, accountants, physicians, dentists, architects, and others
in professional high-skilled services. However, while startup technology
companies tend not to employ much low-skilled or medium-skilled labor
because of the nature of the product and services offered, main street
entrepreneurial ventures often depend on these roles—the cashiers, the
waiters and waitresses, hostesses, bartenders, dishwashers, beauticians, fast
food cooks, and the like. These types of jobs, whether employed by
larger or smaller companies (i.e., local grocery store or Wal-Mart) tend
to be paid lower salaries because the nature of their job is considered

19 This search on AngelList was conducted on January 15, 2019.
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low-skilled. In the most recent Bureau of Labor Statistics (2018) anal-
ysis of median wages by type of job—the lowest paid jobs (making below
$25,000 a year) were: food and preparation serving workers, shampooer,
waiters and waitresses, hosts and hostesses, cashiers, fast food cooks, dish-
washers, laundry-and-drying cleaning workers, and a host of others that
fall more in line with jobs found on Main Street than in Silicon Valley.?’
While it is true that some of these roles, such as cashiers, are also being
employed by large firms, it is reasonable to assume there are not signifi-
cant differences in skill or pay between a cashier at Wal-Mart and a cashier
at Lynn’s Deli. Aulet and Murray (2013) also find that, on average, small
and medium-sized businesses pay lower average wages relative to their
innovation-driven (or “Silicon Valley”) counterparts.

Furthermore because of the culture of “lean startups” and “boot-
strapping,”?! and the fact that startups are unstable and face fluctuating
demand, funding, and business models, they tend to utilize contract labor
over traditional employees.>?> The “virtual” and modular nature of jobs at
startups also allows for more contract over employee labor. The reliance of
contract labor at startups has sparked several controversies and pushbacks.
For example, the Innovation Center at MIT posted the following advice
article to startups, entitled, “Is Your Lean Startup Violating Labor Laws?”
The post explains that while many startups will “forgo hiring employees
and instead rely on contractors to perform much of the work,” it is still a
violation of the law and they should stop doing it.?3 The authors explain,
“In other words, a contract developer, for example, who is working on
your innovative new product on site and for whom you set the work hours
is, in fact, not a contractor. He or she is an employee. And whether your
organization intends to or not, you are committing labor fraud.” This

208¢e the Bureau of Labor Statistics, April 2018 release: https://www.bls.gov/ooh/
occupation-finder.htm?pay=&education=&training=&newjobs=&growth=&submit=GO.

21 Lean startup is an approach aimed to shorten product development cycles and empha-
sizes how to meet demand using the least amount of resources possible. Bootstrapping
refers to most startups in their early phases when they are faced with limited cash flow
and are very cautious with their expenses.

22For example, see this article which summarizes the lean startup strategy

and argues that lean startups should only wuse contractor developers, enti-
tled:  https://www.upwork.com/blog,/2012 /07 /truly-lean-startups-use-online-contract-
developers-achieve-lean-development/.

238¢e:  https://executive.mit.edu/blog /is-your-lean-startup-violating-labor-laws#. XE8
K3Rica9yY.


https://www.bls.gov/ooh/occupation-finder.htm%3fpay%3d%26education%3d%26training%3d%26newjobs%3d%26growth%3d%26submit%3dGO
https://www.upwork.com/blog/2012/07/truly-lean-startups-use-online-contract-developers-achieve-lean-development/
https://executive.mit.edu/blog/is-your-lean-startup-violating-labor-laws#.XE8K3Rica9Y
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type of behavior could be considered labor fraud because companies are
classifying workers as contractors to forgo paying benefits.

Fieldwork interviews indicated a similar observation—31 out of 42
startups interviewed indicated they used some form of contract labor.
Most indicated that it was because of the nature of the role, affordability,
and “uncertainty” of the stage of their business. This is captured well
by the following statement from a digital health startup CEO in Boston,
whose workers are all currently 1099 contractors: “I don’t want them to
quit their main job yet and I don’t have the funds to hire employees and
provide the benefits I would like to offer them.”?* Another founder of
a media platform startup in San Francisco said that most of the people
working with him are contractors and consultants because of “labor and
management costs.”?> A CEO of a small software startup in New York
City, with two current full-time employees, said he has four contractors
doing IOS developer work internationally and that he would continue
to rely on international contractors to maintain affordability.?® In a May
2019 survey of 396 technology startup executives, 79% of CEOs indi-
cate they use contract labor.?” Contrast this to a “typical” U.S. company
from the Annual Survey of Entrepreneurs (Census Bureau 2016), which
indicates that only 29% of companies said they hire any contractors.

There are of course several other important differences that are not
claborated in this section. For example, startups primarily engage in
equity deals (e.g., from institutional or angel investors) instead of loan
deals, whereas small businesses tend to acquire a small business loans
from banks. On demographic differences, Silicon Valley entrepreneurs are
younger, well educated, and tend to come from higher income back-
grounds. Main Street entrepreneurs tend to have lower incomes, less
educational outcomes, and are older than the typical Silicon Valley. In the
Kauffman Foundation’s report on Main Street entrepreneurs in 2015,

24Interviewed on September 17, 2017 in Boston, MA. Name of the founder and
company have been removed to ensure anonymity.

25 nterviewed on June 20, 2017 in San Francisco, CA. Name of the founder and
company have been removed to ensure anonymity.

26 Interviewed on May 23, 2017 in New York, NY. Name of the founder and company
have been removed to ensure anonymity.

27 The online survey was conducted by author Liya Palagashvili. The methodology and
summary survey results can be found in a working paper, “Exploring how Regulation
Shapes Technology Startups” (Palagashvili 2020).
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adults aged 45-64 make up 59.3% of all Main Street business owners
(Kauffman Foundation 2016, 6). And in fact, young business owners—
those aged 24-34—were only 15.8% of Main Street business owners
in 2015. This is in sharp contrast with the average age of technology-
enabled startup founders, who fit the stereotype of the characters from
the TV-show “Silicon Valley”—young (in their 20s or early 30s), male
founders.

Thus, while there are other differences among these groups, I focus
on growth and innovation, products and location, and the type of
worker employed because they are most significant for highlighting the
differential impact of regulation.

DIFFERENCES IN REGULATORY IMPACT

In this section, I identify three differences in the practical ways regu-
lations may have impacted Main Street entreprencurs in different ways
than Silicon Valley entrepreneurs, drawing from the differences discussed
above. Further research is needed to test these channels and links empir-
ically, but for the purposes of this paper, I provide the theoretical
mechanisms and links for how regulations played out in practice and why
might regulations be hindering some “small” businesses and not others.
The three ways are (1) Regulatory burden: Federal and state regulations
on labor create more burden on Main Street because of their use of low-
skilled labor; (2) Regulatory compliance: The incentives to comply with
existing regulations are lower in Silicon Valley startups; (3) Regulatory
Entreprencurship: Silicon Valley startups are engaged in the business of
changing regulations and operate despite the industry-specific regulations
that may otherwise burden Main Street entrepreneurs.

Labor and Regulatovy Buvden

Federal and state labor regulations may have a greater burden on mom-
and-shops rather than small startups because of the different types of labor
employed by these two types of entrepreneurial ventures. Because Main
Street businesses employ significantly more low-skilled labor than do tech-
nology startups, labor laws such as the minimum wage laws and overtime
regulations are more of a concern for main street businesses and less of a
concern for technology startups, which employ more high-skilled labor.
Thus, to the extent that the theoretical and empirical research on labor
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laws and regulations find that they can cause harm on small businesses,
startups are less impacted by these regulations, despite also being a “small
business.”

The Fair Labor Standards Act governs the federal minimum wage,
although states have their own minimum wages that can be over the
federal standard. Currently, this minimum wage is set at $7.25 an hour
(lower for workers who receive tips and higher for private workers making
products or performing services for the government). Overtime regula-
tions are also under the Fair Labor Standards Act. Employees are required
to receive 150% of a worker’s wage rate—“overtime pay”—for time
worked over 40 hours a week. There are a number of exemptions to this,
most importantly; workers who have executive, administrative, or profes-
sional (EAP) duties whose annual base salaries are above $23,660 are
exempt from the FLSA’s overtime pay requirement. This means startups
salary workers’ are exempt from the overtime regulations, since most of
them are earning above the $23,660 threshold.

Employers must also pay for workers’ compensation insurance—an
insurance program that covers both lost wages and the cost of medical
treatment from workplace injuries. Workers’ compensation indirectly
impacts more employers who have low-skilled labor rather than high-
skilled labor because healthcare premiums are generally higher for those
types of labor. Premiums generally are calculated as a percentage of wages
and “range from as low as 1% for skilled workers, to 10% of wages for
outdoor and maintenance workers, to as much as 50% of wages in certain
injury-prone professions like roofing” (Meyer 2018, 46).

Furthermore, because of technology startups’ greater reliance on
independent contractors, laws governing employment also become less
applicable for those workers who are independent contractors. These laws
includes the minimum wage and overtime regulations under the Fair
Labor Standards Act; or laws requiring businesses to comply with The
Patient Protection and Affordable Care Act (PPACA) for their employees;
or worker’s compensation which only covers employees, not indepen-
dent contractors. Thus employers do not have to meet any of these same
requirements for workers who are contractors with the company.

Moreover, Main Street businesses may be burdened more by payroll
taxes, which are paid for employees, but not for independents contractors.
Employers must pay several percentage-based taxes on employees’ wages
including Social Security, Medicare, and state and federal unemployment
insurance. Thus, including the federal and state unemployment insurance,
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estimates indicate that employer share of payroll taxes “starts at around 8%
of wages. For businesses that hire a lot of transient or seasonal unskilled
labor, these taxes are as high as 16% of wages” (Meyer 2018, 45).

These sentiments were also expressed by interviewees who discussed
reasons why they relied mostly on independent contractors. A founder
and CEO of a Fintech startup stated that he used only independent
contractors for the first two years because it helped to “lower costs.”?8
A serial startup entrepreneur explained how he uses mostly contrac-
tors, especially in early stages of the company and then suggests that
“everyone in a startup should be classified as contractors. All additional
costs incurred by hiring employees in the first year or two can kill a
company.”?® Furthermore, one venture capital investor remarked that
California’s high costs of labor and employment regulation “encourage
distributed teams,” who tend to be contractors rather than employees of
a company.®’

As discussed above, these labor laws and regulations are an impor-
tant aspect for businesses and can harm and reduce entrepreneurship.
Thus, to the extent that these laws and regulations add burden to small
businesses, they are less of burden to technology startups because tech-
nology startups do not tend to employ low-skilled labor. In other words,
although research indicates that small businesses face a greater burden
from these types of regulations than large businesses, startups are prac-
tically “exempt” from these costs because they do not generally employ
low-skilled labor. This aspect is vital for understanding this differences in
main street and technology startups in terms of regulation because while
technology startups and main street entreprencurs share the “smallness”
aspect, their labor employment differences can make it such that they are
“out of the purview” of certain labor laws and regulations.

281nterviewed on December 6, 2017 in Los Angeles. Name of the founder and
company have been removed to ensure anonymity.

29 Interviewed on August 19, 2017 in Florida. Name of the founder and company have
been removed to ensure anonymity.

30Founder and managing director of an early stage venture capital firm in Los Angeles.
Interview on December 14, 2017.
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Regulatory Compliance

Regulatory costs also come in the form of compliance costs—the costs
that businesses must incur in order to meet regulatory obligations.
Compliance costs may include, for example, filling out paperwork, buying
new equipment to meet mandates, or hiring lawyers to advise on compli-
ance strategies. As discussed above, compliance costs pose a greater
burden for small firms than for larger firms.

Although startups also tend to be small, they may not experience the
full burden of the regulatory costs of compliance. Because of the nature
and characteristics of Silicon Valley technology startups, the incentive to
comply with regulations may be lower than with Main Street businesses.
Recall that startups are small, young, and tend to aim for “high-growth”
potential in a very short period of time. Thus, most startups are faced with
the following within a 10-year timeframe: (1) Go public (IPO), indicating
they have become a relatively large company; (2) Sell, thus being acquired
by a large company, or (3) Fail, which happens to 85-90% of all startups.
Few startups stay “small” for a longer timespan.?! In any of these three
scenarios, noncompliance with regulation comes at relatively low cost.
In the first scenario of going pubic, the startup has become sufficiently
large in the short period of time (i.c., a “high growth” startup) that by
the time the regulations “catch-up” with them, they are sufficiently large
and have greater resources to deal with the costs of compliance. As one
example, Amazon has stayed “under the radar” for several years, including
not having to report for sales taxes. Although it was in existence since
1994, it was not until 2011 when Amazon first started to add sales taxes,
albeit only in 5 states. By 2017, Amazon had to comply with all 45 states
that have state sales taxes. Uber also has a similar story when it first started
operating in local cities. Because it was small, it was “under the radar.”
By the time regulators caught up to what was going on, Uber was a large
company and had a large sum of resources to deal with various regulatory
compliance issues (and in some cases to devote resources to change regu-
lations). Uber first launched in San Francisco in 2011 (growing six times
in size in one year), and it went public in May 2019.

In the second scenario, companies that plan to sell and become
acquired are also faced with the “fly under the radar” strategy because

31The exception is most true in the biotech industry, where the lifespan of startup to
“take off” is longer.
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their plan is to sell to larger companies in a short period of time. Knowing
this, startups focus their time and money on developing the product
and growing the company rather than on complying with regulations.
However, it is important to note that under this scenario, the incentives
to comply are much stronger than the IPO scenario because the acquiring
company may care about this aspect of noncompliance. Whether or not
the acquiring company “cares” depends in large part on the nature of
the company and the regulatory apparatus, and the extent and type of
noncompliance. For biotech or medtech startup, acquiring companies do
care about compliance—startups cannot “ignore” FDA regulations from
the onset because this aspect is important for acquisitions.

And in the last scenario, if the startups chance of failing is high, there is
not a strong incentive to comply with the regulations at the onset. Unlike
their small business counterparts, startups do not plan to exist for a long
period as a small startup, and thus do not face as strong of an incentive to
comply with the regulations. The culture of startups reflects an attitude
of “go big or go home” or “we’ll worry about the regulations when we
make it,”—thereby indicating a priority to develop and grow the company
until they either takeoff or fail.

This is evidenced by the fact that there is a culture of “noncompli-
ance” among startups. This culture is discussed in news article, forums,
interviews, and even highlighted in pop culture—for example, in several
seasons of the TV-show “Silicon Valley,” many startups are depicted as
either being ignorant about regulations or not caring enough to comply
with the regulation.

This culture of noncompliance was also a common theme found during
our fieldwork interviews. For example, in one interview with the founder
and CEO of a small software startup in New York City, the interviewee
commented on the fact that the culture of noncompliance stems mostly
from young startups not having the time nor the funds to pay for legal fees
involved with understanding the regulations they are required to follow,
and thus in many cases—“non compliance is due to our ignorance.”3?
The interviewee explained that because they have to grow fast and that
it’s already difficult to survive in terms of competition with other startups
and competition for venture capital funds, it makes more sense to invest
time in building the product. He commented that his investors “generally

32 Interviewed on May 23, 2017 in New York City. Name of the founder and company
have been removed to ensure anonymity.
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agree” with this notion. As another example, in interview with a former
Fintech (financial technology) founder who sold his company, the inter-
viewee commented that because the regulatory framework is so vast and
confusing this “promotes noncompliance.”®® He explains that he “tried
to be compliant the entire time but it was so hard.” Nevertheless, he was
able to grow and sell the company.

In the May 2019 survey of 396 technology startup executives, only
7% of executives indicated that most companies are regularly fully
compliant.3* Of the remaining 93% of startups who believe startups in
their industry are not regulatory compliant, 87% of startups indicated that
a primary reason (top 1, 2, or 3 choice) for why they do not fully comply
with applicable regulations is because they lack awareness or clarity of the
applicable regulations. 72% of startups also indicated as a primary reason
(top 1, 2, or 3 choice) for not complying with regulation is that it is diffi-
cult to comply during early stages of a startup. And 45% indicated they
are able to operate regularly without full compliance.

Venture capital investment also reinforces this as some investors do
not have a strong incentive to due diligence on every small investment
they make to every small startup.®® This is coupled by the fact that
most startups in the venture capital portfolio will fail. The venture capital
investment strategy is to have one “unicorn” company that pays out (e.g.,
Facebook, Uber, Airbnb).3¢ Thus, to do due diligence on every small
startup investment that has high probability of failure is not worth it.
This aspect was discussed in some interviews with venture capitalists who
explained that unless the noncompliance with regulations was egregious,

33 Interviewed on June 20, 2017 in San Francisco. Name of the founder and company
have been removed to ensure anonymity.

34The online survey was conducted by author Liya Palagashvili. The methodology and
summary survey results can be found in a working paper, “Exploring how Regulation
Shapes Technology Startups” (Palagashvili 2020).

35 This sentiment is likely more true in Silicon Valley hubs than in other startup hubs.

368ee, for example, this discussed in Peter Thiel’s Zero to One (2014).
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they did not care.” One venture capitalist directly said, “VCs don’t do
regulatory diligence.”3®

Furthermore, it may be difficult for regulators to “checkup” and “show
up” when there is no real physical location of the startup. Whereas a
regulator may visit a physical location of a hair salon to make sure the
licenses of the hairdressers are displayed on the walls, regulators may have
a difficult time tracking down the location of the startup. As mentioned
above, in the early stages the startup may be working from home or from
coffee shops, remotely in different cities around the country or world, at
incubators, accelerators, or co-working spaces, and at later stages, in office
spaces. Furthermore, because startup sizes tend to drastically fluctuate
within a short time span, startups frequently change office spaces.

The “no physical space” aspect was discussed in detail with one founder
of a startup in New York City.?® The founder described how New
York State regulators sent letters regarding noncompliance to a family
member’s home address that he had associated with the company, but he
did not receive these for over a year because his team worked remotely
from different cities in the United States.

These are not the same aspects for more conventional mom-and-pop
businesses, which tend to have a physical location, and they tend to
be in existence for longer periods of time. And because they tend to
be in existence for longer, there is more of a long-term relationship
and experience with regulators. Interestingly, the COO of one startup
acknowledged the “noncompliance” aspect but indicated that his star-
tup’s strategy was to work with regulators from beginning stages—he

37 This point was made in the following interviews: (1) Founder and managing director
of venture capital firm in New York City, interview on June 14, 2017. (2) A principal in
an ecarly stage venture in Palo Alto, interview on October 17, 2017; (3) The co-founder
and managing director of a venture capital firm in New York City, interview on June 1,
2017; (4) A principal of an early stage venture capital firm in Boston, MA, interview on
September 19, 2017; (5) General partner of an early stage venture capital firm in San
Francisco, interview on October 18, 2017; (6) Managing director of an early and growth
stage venture capital firm in Los Angeles, interview on December 13, 2017; (7) Founder
and managing director of an early stage venture capital firm in Los Angeles, interview on
December 14, 2017.

38 Founder and managing director of venture capital firm in New York City, interview
on June 14, 2017.

39 Interviewed on May 30, 2017 in New York City. Name of the founder and company
have been removed to ensure anonymity.
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explained, “we are asking for permission, not forgiveness” (alluding to
a common startup motto, mostly notably employed by Uber: “ask for
forgiveness, not permission”).*0 This particular startup had a large phys-
ical space and large equipment and capital because they were in the
business of building modular homes. In this case, the “ask for permission”
strategy may have made sense because the costs of noncompliance would
have been higher for this startup than for the typical “virtual” startup.

Regulatory Entrepreneuvship

Borrowing the term from Pollman and Berry (2017), regulatory
entrepreneurship refers to pursing a line of business where changing the
law is a significant part of the business plan. Regulatory entrepreneurs
(with Uber as the well-known example), make an issue as publicly
salient as possible, rally the public to their cause, and the use their
popular support as a force to change the regulations. These regulatory
entrepreneurs pursue a line of business, sometimes in legal gray areas,
with the aim of changing the law (through “rallying the consumer base”
strategy) in order to continue operating.

Bradley Tusk, the former political adviser to Uber who currently has a
company that “helps startups navigate through regulations,” provides an
explanation of the different conditions for successfully changing the rules
with this type of regulatory entrepreneurship (Tusk 2018) Two of the
main conditions are: (1) Consumers must be excited about the product
being offered because the strategy depends on mobilizing a passionate
consumer base; (2) The institutions of the country have to be democratic
so that leaders would be punished if they went against popular opinion
(Tusk 2018). Tusk details how this strategy was used to defeat the New
York City’s mayor proposal to regulate Uber in July 2015, and provides
examples of other startups that have continued to use this strategy to
change regulations.

Yishan Wong, who was an early PayPal employee, the former CEO of
Reddit, and now a Silicon Valley angel investor, shares this sentiment.
He says that if you are a startup “who feels the violation of a law (or an
excursion into a grey and questionable/undefined area of the law) will
allow you to create a business that provides enormous value to people,

40 Interview conducted on September 5, 2017. The location has also been removed to
help ensure anonymity.
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the tactically wise thing to do is to move forward and try to build the
business” (Wong 2013).

Pollman and Berry (2017) documents the rise of regulatory affairs in
innovative startups, explaining that: “a generation of engineers has grown
up in a culture of “hacking” problems and pursuing “permissionless
innovation,” which has fostered a willingness to create technology that
challenges existing legal frameworks” and furthermore that “changing
market trends and regulations have helped startups stay private longer on
average and, in some instances, raise millions or even billions of dollars
that can be used to fund efforts to lobby, change laws, engage experts,
and battle incumbents and regulators” (2017, 1-2).

Thus, while some industry-specific regulations may be hampering Main
Street entrepreneurs, they may not be hampering some technology star-
tups in the same way. For the Silicon Valley entrepreneur, complying with
the law is not a first-order concern for startups whose aim is to get large
enough to change the law. This is often supported directly by venture
capital funding, and thus there are funds aimed specifically for altering
the law to allow these companies to exist and function. This aspect was
described in a handful of interviews with venture capitalists who described
investing in startups in legal gray area as an “opportunity.” In one partic-
ular interview, the venture capital investor says, “When there is regulatory
uncertainty, it presents an investment opportunity.”*! One venture capi-
talist alluded that legal gray area strategies are a potential way to get a
unicorn company (such as Uber, Airbnb), and that it is one where there
are “few competitors in the space.”*?

It’s important to note, however, that this regulatory entrepreneurship
aspect was absent from interviews with biotech and medtech startups
and investors, who emphasized that the first-order priority was in fact
to meet all the regulatory standards. This may be the case because the
regulatory standards on pharmaceutical-related developments and medical
devices are strict, and those involved view the laws as unlikely or diffi-
cult to change. This makes it difficult to be a regulatory entreprencur
in the business of “changing the law.” In these industries, there may be
few “legal gray areas.” Regulations are strictly defined. Thus while it is

41 A principal of a venture capital firm for carly stage digital health technology startups,
Interview on September 19, 2017 in Boston, MA.

42 General partner of a venture capital firm in San Francisco investing in early stage
startups. Interview on October 18, 2017.



196 L. PALAGASHVILI

not impossible to be in a business of changing regulations in the medical
technology industry, it is less of a path pursed by startups.

This aspect of regulatory entrepreneurship hinges on the ability for
startup businesses to scale up quickly and create significant interaction
with their consumer base. As a result, technology startups are able to grow
despite industry-specific regulations that may otherwise make it difficult
for other types of companies.

CONCLUSION

In this chapter, I have identified three theoretical differences in char-
acteristics and traits of Main Street entrepreneurs vs. Silicon Valley
entrepreneurs in order to explain how these differences may impact the
practical application of certain regulations. The group characteristic differ-
ences are as follows: (1) Silicon Valley entrepreneurs have a high-growth
and innovation focus and only “stay small” for a very short period of
time, whereas Main street entrepreneurial ventures tend to exist for a
long period of time as a small business, and they are rarely innovation
and growth focused. (2) Silicon Valley tends to exist in the “virtual”
space, in terms of their products and often their offices, while Main Street
entrepreneurs tend provide more tangible products and services and typi-
cally have “storefronts.” (3) Silicon Valley entrepreneurs tend to employ
more high-skilled labor and more contractor labor, whereas Main Street
entrepreneurs tend to employ more low-skilled labor and do not rely as
much on contractors as do the Silicon Valley entrepreneurs.

Drawing from these group characteristic differences, there are three
main channels by which regulations may impact Main Street and
Silicon Valley entrepreneurial ventures in different ways. (1) Regulatory
burden: Federal and state regulations on labor may impact Silicon Valley
entrepreneurs less because they tend to use more high-skilled labor and
contractor labor, which is out of the purview of employment law and
labor regulations. (2) Regulatory compliance: The incentives to comply
with existing regulations are lower in Silicon Valley startups than in their
Main Street counterparts, thus Silicon Valley entrepreneurs may tend to
avoid compliance and continue with their business activities, whereas the
Main Street small businesses are be impacted by having to comply with
various regulations. (3) Regulatory Entrepreneurship: Silicon Valley star-
tups are engaged in the business of changing regulations and operate
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despite the industry-specific regulations that may otherwise burden Main
Street entrepreneurs.

This discussion does not imply that Silicon Valley entrepreneurs are not
impacted by regulations. They surely are. There are also regulations that
impact Silicon Valley entrepreneurs but not Main Street entrepreneurs.
For example, because startup financing relies on investor funds, startups
are required to meet a set of Securities and Exchanges Commission (SEC)
requirements. Furthermore, there are industry-specific regulations that
hamper startup entrepreneurs more because of the industries that they
operate in—for example, few Main Street entreprencurs are in the busi-
ness of medical technology development, but this is one of the most
regulated industries that impacts startups, and one where startups cannot
just “fly under the radar” when innovating. This means that Silicon Valley
entrepreneurs are greatly impacted by the industry-specific regulations in
their abilities to innovate and grow.

Thus, I do not aim to conclude that Silicon Valley entreprencurial
ventures are not impacted by regulations. Instead, I argue that to the
extent that Main Street entrepreneurs have been hampered by specific
regulations in different ways and with greater burden because of them
being mostly “small businesses,” these same regulations may not hinder
in the same way a particular type of small business: a small technology
startup. I further provide this discussion as way to illustrate that while
the impact of regulations may have contributed to a decline in Main
Street entrepreneurial ventures in the last few decades, the Silicon Valley
entrepreneurs were not impacted in the same way—thus allowing them
to continue proliferating amidst this general backdrop. Future research is
needed to empirically test this claim. My paper merely outlines the impor-
tant considerations and mechanisms by which the negative impact of
regulations may have a greater “weight” on “Main Street” entrepreneurs
than on the “Silicon Valley” entrepreneurs.

Thus, just as the literature on regulation has shown that the negative
impact of regulations on small businesses is greater than on larger busi-
nesses, this paper provides theoretical insight into how negative impact
of regulations may have a greater “weight” on “Main Street” businesses
than on the “Silicon Valley” businesses.
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