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Preface

America is witnessing a remarkable and prolonged surge in job cre-
ation. While the economies of other countries have been stagnating or
merely crawling forward, this country’s economy is bounding ahead. In
Europe they call it “The American Miracle.”

The Reagan Administration can claim some credit for this remarkable
performance. Policies designed to encourage risk taking and hard work
have provided an important stimulus to the process of economic expan-
sion. But the roots of America’s success go deeper than that—fortunately
for all of us the country’s underlying economic health does not depend
primarily on who occupies the 'White House. Rather, the driving force has
been a phenomenon that is characteristic of America—entrepreneurship.
There is something about America, and Americans, that leads to inven-
tiveness, to risk taking, and to a determination to find better ways to
provide goods and services. The result is jobs and growth.

Despite the critical importance of entrepreneurship to our economic
well-being, there is a sutprisingly pcor understanding of it among Wash-
ington lawmakers. Lik: apple pie, evaryone agrees it is a good thing. Yet
debates and decisions on Capitol Hill indicate that many politicians have
only a passing understanding of the process of entreprencurship and what
is needed to stimulate it. They can be forgiven for this, at least to some
degree, however, because researchers have generally not done a very good
job at providing the political process with the information it needs to
understand entrepreneurs, and thus develop the policies needed to encour-
age these complex beings to become even inore active.

In an effort to rectify this deficiency, The Heritage Foundation and the
National Federation of Independent Business, America’s leading small
business organization, decided to hold a one-day conference at which
economists, businessmen, business historians, and politicians would meet
together to discuss the .«ature of entreprencurship, what it means to the
process of economic growth, and what policies help or hinder the entrepre-
neur.

This publication, made possible with the generous assistance of NFIR,
records that day’s discussion. The papers and discussion provide the
politician, the businessman, and the informed layman with a rich body of
information and insights. The book is a valuable primer for those wishing
to understand the nature of entrepreneurship "and essential reading for
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those who have to make political decisions affecting the nation’s entrepre-
neurs.

Edwin J. Feulner, Jr.
President
The Heritage Foundation




Introduction

Why did Heritage and NFIB organize this conference on Entrepre-
neurship in America? Certainly conferenres about entrepreneurship are
not unique. In fact, they are quite the rage these days. So why this
conference? Or, as an entrepreneur might say, what is the market niche?
What are we doing that is different . .. or, better than anyone else is
doing? The answer I think consists of two parts—the audience and the
topical focus- -which when rolled together with an extraordinarily knowl-
edgeable group of speakers creates something rather special.

To date conferences o entrepreneurship have been largely directed to
academic audiences. Occasionally, businessmen have been introduced to
vary the pace—cven a journalist or a trade association type here and
there. But on the whole it has been academics. More specifically, it has
been academics in business administration and related fields such as
management, talking to audiences of academics in business administra
tion and related fields. If that weren’t narrow enough—in the discipline of
ecc 'mics, supposedly a closely related field, the enireprencur has largely
been ignored. In fact, the last time the American Economic Review, the
journal of the American Economics Association, devoted any significant
attention to the topic was i968. And as for political science, sociology, or
public choice, . . . well, let’s say the term “entrepreneur,” when used at
all, has probably been used pejoratively as frequently as not. Thus, not
only have eatreprencurship conferences in the past largely been confined
to academic audiences, those conferences have almost exclusively been
the purview of a small group in the department of business administra-
tion.

The audience today is different. The audience is the public policy
apparatus of official and unofficial Washington. It is a key audience the
entrepreneurial parade has thus far largely passed by. My calculations
indicate we are nearing the end of our second decade of the current
entreprencurial ombdurst, though public policy is only beginning to recog-
nize it and attempting to devise means to prolong it.

Itis not as if information exchanges are unknown. Washington’s public
policy apparatus witnessed one White House Conference on Small Busi-
ness under President Carter and will see another in 1986 under his succes-
sor. Some legislation favorable to entreprencurs and smzll firms has been
enacted; it required argument and information. This I grant. But the
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viii Introduction

public policy apparatus, particularly the entrenched apparatus. doesn’t
understand the entreprencur; it only knows that the United States has
experienced severe econc.nic problems over the past several years while
possessing the nagging suspicion that by a return to our entrepreneurial
roots the course may change. The result is that while entrepreneurs are no
longer alien to Washington, they certainly remain strange beasts—not
quite clean, not someone you would really want at the dinner table, but
someone you had better not ignore.

The new audience implies discussion of topics different from those of
other meetin s on entreprencurship. The topical link today is entrepre-
neurship and public policy—not tragitional topics such as management of
entreprencurial endeavor or direct research findings on venture capital.
Yet, this public policy link is not entirely new ecither At least three ¢f
today’s participants have authored or edited volumes tying the two in
some manner. But what is topically unique about this entrepreneurship
conference in contrast to others is the systematic exploration of broad
subject matter which hopefully will help develop a frame of reference for
people dealing with public policy i.sues—a frame of reference allowing
them to better analyze a policy’s impact on entreprencurial endeavor.

That brings me to two themes which underlie the conference. The first
is that we have chosen to address broad sssues of entreprencurship and
public policy rathe, than narsow ones. For example, we have chosen to
discuss the role of 'he entrepreneur in American competitivencss rather
than something as specific as international cinventions on intellectual
property. We have chosen to discuss the existence of entrepreneurial
¢ portunity from an historical perspective rather thar the propriety and
ekiciency of the Small Business Administration or the Minority Business
Development Agency. We have chosen to discuss the demographics of
entreprencurship and the implications of failure rathet than imposition of
a flat tax.

At the heart of the matter, entreprencurial development must be a
national priority. But it cannot and will not ever be the sole priority or
even the paramount priority. Therefore, unless or until the broader per-
spective of the role played by entreprencurs is understood and appreci-
ated, it will be difficult to reasonably sort, calegorize, prioritize, and
otherwise analyze specific policy issues affecting entrepreneurs and their
activities.

The second unifying theme is the focus on small entreprencurs. Most of
us associate entrepreneurship with ownership and o,..ration of new or
small businesses. Frequently, that is an accu .te impression. However,
not all small firms are entreprencurial. Some small businesses have not

1.
e i Y




ERI

Introduction ix

changed in forty years nor will they change in the next forty. That doesn’t
make those businesses valueless to their owners or society, but it does not
make them entreprencurial either. Conversely, large firms or units in
large firms can also demonstrate entreprencurial characteristics. There is
evena newterm for schactivity—*intrapreneurship”—although Arthur
Lipper, publisher vi Venture Magazine, colorfully argues that entrepre-
neurship inlarge firms :an’t exist unless every en.ployee wears a ski mask.
But once that disclaimer has been offered, it should be understood that
entrepreneurial endeavor in new and small fiems will be our target.

There are several reasons for narrowing the focus to such a theme.
First, a parochial reason; we can't rover everything and NFIB's primary
interest is smaller firms. In this regard, we appreciate Heritage’s forbear-
ance. Secend, entreprencurial endeavor in smaller firms not only pro-
duces economic gains, but has enormous and often visib.e ramifications
for social mobility and national temzerament. If not more prevalent in
small firms, these effects can often be more visible and dramatic. And
third, smaller firms are where the current public interest lies, if for no
other reason than more people are trying to become entreprencurs today
than have ever tried before.

Todiscuss Entrepreneurship in America at this conference, we thought
it important to do more than “round up the usual suspects.” Instead, we
have attempted and I think succeedsd in bringing together a distin-
guished group of people v'ho are capable of exploring many ideas in more
thana routine manner. Most are not novices to Washington. Yet, they arc
sufficiently detached from the daily routine that constitutes our lives, so
that their perspective is more attuned to appreciating the role of entrepre-
neurs over years rather than appreciating them from one szt of unemploy-
ment numbers to the next.

John Sloan
President
The National Federation of Independent Business
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Session 1:
The Demographics of Entrepreneurship

David Birch describes his research on the nature of job creation in
America and Europe. He nzies that the American economy is character-
ized by a remarkably-high rate of business start-ups and turnover, and
that small frms are k< engine of job creation.

Commentator: Torr Gray

“In cach country the contribution that the crop of new business firms
makes to the larger job crestion pattern varies considerably, and depends
heavi'y on the climate for entreprencurship i3 that nation. If it is a good
climate, the small firm gains can offset many of the large firm losses. If it
is not, then they cannot. ... The "y to future growth, particularly job
growth, involves establishing an environment in which the small entrepre-
neurial company can flovrish as quickly as possible.”—David Birch

“... [S]mall businesses search for solutions more capably than large
businesses. In many cascs, they search better precisely because the mar-
ket works and enforces a discipline in small businesses that says ‘If you do
not scarch for solutio’ss well, you die quickly." And dying quickly is an
essential part of an efficient cconomy.”—Tom Gray

12




The Demograplics of Entrepreneurship 3

Dr. David Birch: The U.S. and internationai economy is going through
some very basic changes. These changes will have a significant effect on
corporate demography, in terms of who is creating jobs, what kinds of jobs
they are creating, where—and to a certain extent for whom. I would like
to explain the causes and implications of these changes by looking at what
has happened to the economy and then considering ‘both where this
entreprencurial spirit is coming from and where it might be headed.

We, at our MIT research center, started back in the early 1970s by
trying to break the economy into pieces—the individual corporations and
estublishments of which it is constructed. We have been doing that now
through 1984, and have about a fifteen-year history of most of the cor-
porations. My best gness is we have looked at one time or another at some
12 to 15 million individual companies.

What we discovered underneath the surface of the economy was fairly
startling to us. We found a tremendous amount of turbulence and volatil-
ity. much more than we had expected. We found that the U.S. is losing
about 8to 10 percent of its companies and 8 to 10 percent of its jobs every
year. So about 50 percent of the job base has to be replaced every five or
six years, just to break even. This means that thereis great opportunity for
change. It offess a chance for the new ones to replace the old ones and to
change the structure of the economy ir very fundamental ways.

I should note here that the word “failure” is being thrown arc J
rather loosely. In fact, what is really meant is “closing,” not bankrupt
About 550,000 firms close down every year, but the bankruptcy rcte is
only 50,000, about 10 percent of the startup rate. So in only 10 percent of
the cases did the person who closed owe more money than he had. In the
rest of thuse cases they had more than they owed, or at least nobody was
aggravated enough by the closing to take them to court. So in fact,
closing, 1 general, is financially attractive to the entrepreneur of the store
or the business. In 550,000 closings, there have been 500,000 successes
a2nd only 50,000 failures. So when we say there is 2 massive failure rate,
what we really mean is massive turbulence, a massive starting and going,
and entry and exit.

Originally we thought of the changing structure as a shift from manu-
facturing to services, and superficially it certainly looks like that. Close to
32 million net new jobs have been addze to the American wconomy since
1967. But not one of them 3 in manufacturing; there are the sam.: number
of manufacturing jobs today as back in 1967 That process has worked its
way through to the degree that only about iv percent of the labor force is
directly involved in making anything, in the sense of being in a factory.

A much more accurate description of what 1s goiny on is that there has

13

Q




4 Birch-Gray

been a shift to higher and higher rates of innovation wherever they are
found in the economy—not a shift from manufacturing to services. I call
what is emerging & “Thoughtware Economy,” simply as a way of trying to
focus on the thinking content and innovation in the growth that is now
taking place.

Some of the thoughtware involves the actual invention and creativn of
new technology, that is, the new gadgets of the so-called high technology
segment. But most people are beginning to realize now that the high
technology segment per se is actually very small: it amounts to only about
2.8 percer. of the jobs in the American economy, and it is slowing down
rathe “snsiderably. Its growth in the 1970s was phenomenal, but growth
in the 1980s will be much more marginal. In the 1990s the growth rate
probably will be slower. This segment probably will account at most for 5
percentof the new jobs America will need in this decade, and perhaps 4 or
5 percent of the jobs nee Jed in the 1990s.

Anyone who has been ruilowing the recent history of the Massachusetts
high technology community will be startled by the extent of the state’s
current problems. Computervision lost 25 percent of its net worth in one
day on the New York Stock Exchange a couple of weeks ago. And that is
just one example. There is a list of hundreds and hund- 2ds of layoffs in the
high technology segment in Massachusetts over the las. six months. It will
be an up and down business rather than a ramp as it was in the 1970s.

Much of the dynamism.and innovation is taking place in some of the
more traditional sectors of thc manufacturing economy. We were very
surprised to find the degree to which young entrepreneurial companics
are growing and flourishing in what looked like stagnant old industries

We did a study of the so-called high technology segment of the econ-
omy. We quickly generalized thai to what we call the high innovation
sector—a sector where a great deal of growth is found and growing
companies are doing their thing. We found very high concentrations of
rapidly growing companies insteel, textiles, clothing, bicycles, retailing—
very unusual sectors in which to find entreprencurs. Unfortunately, in
those segments the entreprencurs coming up are being offset by massive
losses coming down. So the net growth in industries such as steel appears
to be stable or declining.

Most of the net growth is coming from the application of technology to
creats new services that have no hardware product. These include com-
puter software, data base companies, finance, education, applied commu-
nications, consulting, health care, new forms of insurance, new forms of
distribution, new forms of hospital management—all sorts of new activi-

Q ties. And these companies are no longer just “taking in cach other’s
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The Demographics of Entrepreneurship 5

wash.” They are exporting in a very significant way. Joan Spero, Presi-
dent Carter’s Trade Ambassador to the U.N., has looked at the numbers.
Americz is exporting about $60 to $70 billion wurth of thoughtware, for a
net positive balance on the order of $30 to $40 billion, offsetting some of
the merchandise losses that are being experienced.

The final step in this trajectory will be the increasing role of telecom-
munications an'l computers, pa.ticularly the fifth generation computer.
This will render obsolete many of the people now gaining jobs in the high
innovation and thoughtware sector. The trend is well under way in engi-
neering, medicine, chemistry, financial services, and the high technology
segment itself. The Macintosh computer can be produced at the rate of
one every 27 seconds—and only 100 people are involved in t” *t operation.
Itis a highly productive, highly efficient, highly nonlabor intensive opera-
tion. We just completed a major survey of the large insurance companies
in Connecticut. These firms were large creators of jobs during the 1970s,
but their employment will be stable or declining in the 1980s and 1990s as
the machines come in and take over many of the clerical and management
functions in the insurance industry.

These changes will have a significant effect on the structure of the
corperate world. There are tremendous opportunities for innovation in
corporate formation. Barriers to entry are very low in the thoughtware
sector—it shows in the entry numbes. In the 1950s, America started up
about 90,000 new companies. By 1965, it was arou:.J 200,000. By 1975, it
was 300,000, and it is now well over 600,000 and has been since about
1981. That does not even include partnerships and the newly self-em-
ployed. My Jest estimate is we_have about 300,000 new self-employed
and another 400,000 new partnerships-starting every year.

So there are perhaps well over a million new entreprencurial activitics
of some sort cach year. As I pointed out, this is beginning to affect job
creation in the economy. In our initial study back in the 1969 to 1976
pericd, we found that the group of businesses employing up to 20 was
creating about two-thirds of all net new jobs, the 0 to 100 employees group
was creating auout 80 percent, and those businesses four years old or
younger were on a gross basis, creating about 80 percent of the new jobs.
We havesince looked at the 1977 to 1981 period and found that the group
employing O to 100 actually dropped in terms of its share in job creation.
But the Small Business Administration (SBA) looked during the 1980 to
1982 pericd and found that small businesses were creating over 100
percent of all new job  Those of over 100 employees lost about 1.7
million, while those under 100 gained 2.7 million for a net of one percent.
Since 1980, 6 million jobs have been added to the U.S. economy. During
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6 Birch-Gray

this same period, the Fortune 500 companies lost 2 million. The Fortune
500 actually declined in absolut terms.

I have madc a rudimentary stuuy of the individual Fortune 500 compa-
nies over time. They are a fascinating group to watch in terms of the
economic history of the United States. They are enormously volatile.
About 30 percent of the Fortw.xe 500 in 1970 did not exist as corporations
in 1981. In fact, as I look at the numbers, the odds of a Fortune 500
company vanishing are only 2.5 times less than those of a young startup
company.

One thing to understand about this small business phenomenon is th=t
it 1s not evenly distributed in several aspects. First of all, it is not evenly
distributed over time. We have begun to realize that that is largely the
function of the activity of large corporations rather than the small cor-
porations. Whereas small corporations are fairly steady job creators, the
large corporations as a group are very volatile. The Fortune 500 sector
goes up in the late 1570s, then drops in the 1980s. It will go up in some
other period. And as the lirge corporations rise and fall, the small busi-
ness share tends to be very volatile, going anywhere from 50 to 60 percent
up to 270 percent, de pending largely on how well the larger corporations
are doing.

The phenomenon is atso ot evenly distributed over space. It is not true
that small corporations are creating jobs equally in all places. In fact we
tend to find that the older the place, and the more it is in transition, the
larger the small business share of new jobs. In newer, younger places, such
as Tampa, Denver, and Orlando, the opposite is true and the larger
corporations tend to duminate.

Austin, Texas, has become particularly iteresting to me. In terms of
jobs created there, Austin ranks in the top 10 percent of growth areas in
the United States. Yet if you rank Austin in terms of jobs created by
corporations headquartered in Austin, it is in the bottom 10 percent. That
is to say, practically all the jobs in Austin are being created by corpora-
tions headquartcred suinewhere else, whose branches are growing in Aus-
tin. Very little of it is indigenous growth from small corpcrations in
Austin.

The phenomenon also varies a great deal across the economic sector
Turning back to our high technology study we find an enormous variation
in the rates of innovation across sectors. Some of the established indus-
tries have very high rates, such as steel, textiles, and clothing. There are
also very high rates in some of the services, but low rates in others.
Generally there is enurmous variation from one part of the economy to
another.
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And as noted earlicr, the phenomeron is not evenly distributed across
companies within a secior. In fact we found that most small businesses
createdrelatively few jobs and that in fact it isonly 12 to 15 percent of the
smaller corporations that emerge and grow rapidly —the Apple Comput-
crs, the Hewlitt Packards, the Control Datas, the Wangs, the Digitals, the
Data Generals, the Computervisions. These few are responsible for most
of the jobs created by smaller corporations.

I call this clite group of companics the “entrep.<neurial” companics
because their goal from the very beginning is to create a significant
number of jobs. And I call the other ventures “income substitution”
companics. The latter group are companics that are started for the pur-
pose of obtaining indepcndence, freedom, and the ability of the proprictor
to provide his income and to be his own person. But these firms arc not
conccived for the most pan as beco aing ten titaes bigger than they were
when they startzd. In fact, most of them stay at their original size or that
achieved in the first few years.

We have just completed anaiyses in several other countries, startin,
with the b :incss addresses of individual conipanies. We studicd each
business a2 2ress in Sweden, the United Kingdom, and Canada in the last
year or two to see if the United States is special or difierent—or just like
everybedy else.

I thirk the answer is that tac U.S. is special. First of all the degree of
turbulence here is much greater than it is in most other countries. The
Dutch turn over 1 or 2 percent of their compenies every year—the U.S.
turns over 8 or 10 percent. The U.S. is also differeut in terms of the
pattern. We looked at t1e United Kingdom, for instance, and found that
smatil businesses create jobs -in fact they are the only creator of jobs in
the United Kingdom, with the large corporations suftering massive losses
in many c.ses.

France is another good cxample. Between 1975 and 1983 small cor-
porations created 50,000 jobs. But large corporations lost 750,000 jobs for
a net of minus 700,000. That is a typical European pattern from what we
have observed in Belgium, Hoiland, England, and io a certain extent,
Germany.

Sweden isalittle different and interesting. Small businesses grow quite
well in Sweden. But as soon as they show any signs of lifc at all, they are
acquired by large business. So small establishinent growth in Sweden is
ratacr significant, while the small enterprise growth in Sweden is insig-
nific.at. Only 10 or 12 or 14 percent of the jobs are created by small
’ enterprises in Sweden.

Canada is an interesting cxample with a different pattern. Small busi-
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nesses creatc many jobs in Canada. Large corporauons also create a
significant number of jobs in Canada. And there is a big trough in the
middle. It is apparently very hard to get from small to large in Canada. In
fact, while 12 to 15 percent of American small busincsses grow rapidly,
only 3 or 4 percent do soin Canada. There is a trap in the middle that the
Canadian companies do not scem to be able to get through, as happens in
the U.S.

The formation of smaller firms is very important in all these nations,
but growth varics considerably from nation to nation. In the United States
the ability of young companics to grow offsets declincs in the larger ones.
In most of Europe the small gain does not offset the decline at all.

The bottom line is that the opportunity for small firms to form has
never been greacer in perhaps the last 150 years in terms of the economic
climate. Most couniries are experiencing significant rates of formatien,
while the expericnc: of the United States is nothing short of extraordi-
nary.

In cach country the contribution that the crop of new firms makes to
the larger jub creation pattern varies considerably, and depends heavily
on the climate for entreprencurship in that nation. If it is a good climate,
the small firm gains can offsct many of the iarge firm losses. If it is not
then they cannot. And that scems to be the pattern. The key to future
growth, particularly job growth, involves cstablishing an environment in
which the small entreprencurial company can flourish as quickly ¢s possi-
ble.

The Europeans are flat on their backs from a job creation point of view.
They have created onc million jobs from a base of 105 million in the
1970s—the U.S. has created 20 millior jobs from a base of 67 million. So
we created 25 times more jobs proportionately than they did. 1 have not
looked at the recent figures, but I think Europe has lost all its 1970 gains.
France alone, during 1975 to 1983, lost virtually all the jobs the entire
Common Market created between 1970 and 1980. '

The permanent structural unemployment rate in the Netherlands is
something on the order of 25 percent, if you compute it the way we would
in the United States. It is more than 30 percent in Belgium, and it is
anywhere from 14 to 17 percent in Britain, depending on what period you
look at and how you measure it.

The causes of these differences would involve a long and fascinating
discussion. Some of my European friends would say, “If government
would just change the rules, Europe would be creating jubs like mad.” But
when asked, “Well, why don’t you change the rules?” the answer scems to
be, “We like the rules the way they are.” When acked, “Why do you like
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the rules the way they are?” they say, “Becausc it is the way we feel about
our country.” Then the reason why the rules are not changed is clear, and
the reason why the marginal tax rate for most entreprencurs in Sweden is
85 percent, and the reason why 60 to 70 percent of the cconomy of the
Netherlands goes through the government. It is almost a complete rever-
sal of the U.S. system. It is because the Europeans have cultural attitudes
that go much deeper than the rules. In particular, they have a very
different attitude toward failure. The U.S. is far more tolerant of failure
than they. If you fail in Europe you are socially and cconomically ostra-
cized. You just do not have a second chance. But you can fail here and do
quite well. [ have a banker friend who will not make a loan to anybody
who has not failed once.

There is a totally different attitude toward risk taking and failure in the
U S., which places great social stature on the entreprencur. Somebody
who has tried and failed is better in U.S. cyes than somebody whc has not
dared to try, whereas in Europe it is just the opposite. Only 1.7 percent of
the graduates of Dutch universities cver end up in a small business, but 75
percent of the graduates of the Harvard Business School end up in a small
business within 10 years. There is a totally different attitude toward the
role of the entreprencur and a cultural acceptance here of the entrepre-
nieur, which adds up to a different set of rules, based on these deeply held
attitudes toward what an acceptable life is and what a career is all about.

Dr. Thomas Gray: It is true that the business world is characterized by
change. When we look at the American economy frum the small business
standpoint, we sce business expanding and contracting, being born and
dying at rates that are muchlarger than most of the public realizes. If you
look at federal statistics you will notice that almost all the data generated
are net change data, so you never see gross births and gross deaths. What
you sec is net change, and'net change turns out to be fairly small. But the
small change hides the facts. It is like the slow-moving hands on the face

of a clock. Behind-the face there are whedls turning at very rapid speeds.
Two further points emerge when we look at business formation. One is

that the werld is characterized not only by change but by disequilibrium.
Most economic policy has been based on cconomic analysis that focuses
on cquilibrium solutions. Those solutions imply that there is an optimum
solution, and that if we just look hard enough we will find it. But it may be
that the world is best Lharacterized as being in continuous disequilibrium.
The issuc is not one of an cquilibrium solution but of a continuing search
for a solution. Most business people have to move fast just to stand still.
Tastes change, demands shift, competition finds new tcchniques that
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lower costs, and innovators innovate. Each change forces an »~iustmer'
if a business is to surviv: It is only the shr:.comings of economis‘, and
policy analysts that have prevented the development of dynamic models
to look at that continuous adjustment process in a more productive way.
Fortunately the profession is aware of that, and it is working to help solve
that problem.

The second point I want to make is that the market works. This is not a
statement that is casily accepted in most of the world. Nevertheless, it is
true, and small businesses search for solutions more capably than large
businesses In many cascs precisely because the market works and enforces
a discipline in small businesses that says “If you do not search for solu-
tions well, you dic quickly.” And dying quickly is an esscntial part of an
efficient cconomy.

Let me develop that argument further. Small businesses are often
denigrated simply because they are small. We tend to associate small in
the business world with a number of things. We think of small firms as
firms that use casual labor, use less specialized resources in general and
less capital per worker, and are shorterlived and less stable than larger
firms. And we consider all of these things as less desirable thap the
conditions in large businesses. My argument is that, from the standpoint
of adjustment, ail of these condi*’ons may be aids to speedicr adiustment
1n situations where ihie small business is facing capidly changing demand
situations. In fact, | would hypotkesize that small business is often orga-
nized specifically to be able to make rapid adjustments. Small businesses
may specialize in situations where they have to make adjustments in order
to survive.

There are a number of important implications for policy that follow
from this. One of the cconomic implications is that small firms do things
differently from large firms by choice, not by accident. If they do not do
them well, they leave the market rapidly. As both David Birch and I can
attest, the number of business deaths is 8 ta 10 percent of the population
ina given year.

Another point is also related to David Birch's work. It is that, in terms
of net changes, therc is about a 3 percent increase in the number of
establishments cach year. That 3 percent net growth in the number of
establishments has held up over the last cight to ten years, starting, with
the 1969 to 1976 period that David measured and going through the work
that the SBA has done from 1976 to 1982. The 3 percent growth hides the
fact that 10 percent of the firms or establishments dic cach year and more
than 10 percent are born each y.ar. There is a tremendous dynamic
change going o1 behind the scenes. Why are there such large numbers of
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births and deaths? And why is this truc in goed times and bad? As David
mentioned the proportion f job generation due to small businesses varies
over time among other things, but it is always related to a large amount of
change.

Why should that be? First, there is a short-run issue: How do small
busi 1esses adjustin a world where they have a fixed plant and cquipment?
My argument here is that small businesses make their adjustments by
organizing their cxisting resources in a different fashion than large busi-
nesses. -

To understand the implications of this, conceive a world for a-minute
that is different from the one I bave been talking about—a world that is a
stable place in which firms face very stable demands.

What does a business person do in a situation where he faces a stable
demand that he can predict over time? He tries to build an optimal size
plant, where the average cost of producing a given unit of output is as low
as possible. Big businesses try to do the same thing, of course. And once
these large firms get that plant built, there is very little doubt that they
can produce at a lower cost than small businesses. In economist's jargon,
we say that these optimal-sized plants have been built to capture “scale
cconomies” related to size.

So how do small businesses exist in an industry where the large busi-
nesses clearly have scale economies available? How can a small business
systematically compete over time when a big business can underprice
them?

The answer is that, while the big businesses shoot for an cquilibrium
position where they are manufacturing at the lowest possible average cost,
in a real world sctting they do not reach that goal very often because the
real world is rarely in equilibrium long cnough for them to be at the
optimum point. In fact big businesses may often produce at a point 2.way
from that optimal point, at a much higher average cost than ir..nded.

Now small busincsscs may never reduce costs as much as large firms,
but they tend to organize resources in such a way as to enhance their

fexibility,” their ability to shift output over wide ranges at relatively
constant costs. George Stigler first 1oted this ability back in the 1930s.

So although big businesses theecetically can produce at lower cost,
small businesses can adjust their ow, 4t over a wider range of outputs at
relatively constant cost. It turis out that, since big businesses do not
produce at their optimunt oint, and small businesses can adjust over a
wide range, production scems to organize itself in many industries as a
mix of large and sma)’ firms. And fluctvations in output in a number of
industrics arc accomplished by the cxpansion or contraction of small
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businesses. Big bu...iesses tend to try for the stable part of the market and
get as close to their optimal average cost as they can.

There is a second aspect of the question, which centers on a long-run
phenomenon—<here an iudustry adjusts output by exit and entry from
the industry. In this casz, small businesses are much more capable of
entering and leaving an industiy than are large businesses. Onc reason is
that, if a big business has captured full economy of scale, then virtually by
definition 1t has invested in speci~lized cquipment and plant to achieve
that idcal point. It must have very specialized facilities that are difficult
toshift to other uses. For example, in a large stecl-making plant, it is very
difficult to shift to a different usage at low cost.

Small businesses, on the other liand, tenu o have much less total
capital and much less capital per worker. And they tend to have less
specialized capital, so if a small business shuts down, it can usually s~ll its
capital off in a functioning secondary market in used capital equipment.
That equipment can then be put to other uses relatively quickly and
relatively cfficiently. Having little capital is not a detriment frown 2 small
business standpoint, if in effect you have to move out of a market because
you are not making a profit in the market.

The same thing can be said with respect to labor. As I noted carlier,
small business has often been criticized because it generally uses less
specialized labor than large businesses. Agair, if you are working with
specialized capital equipment, normally you have specialized workers
who are expert with that cquipment. Small busincsses use less specialized
cquipment and less specialized wui kers, and those workers generally have
a wider range of opportunities avzilable to them outside of the small
business. The opportunities may not be as high paying as they are in large
business, but there are more of them. Thus, if a smal! business shuts down,
it imposes less of a social cost on its workers and on sowicety because the
workers have more flexible opportunities clsewhere. Indecd, many of the
things considered detrimental about »mall business may well be very
useful from the standpoint of casing the adjustment process. If a small
firm is productive and is carning a large profit, it can expand rapidly. On
the other hand, if it is a losing propusition it can shift resource: out of their
current use and into some other use quickly. Both of those things are
happeniag in the cconomy on a regular basis. And the cffiziency of the
American cconomy is ultimately increased because small business can
move resousces rapidly into or out of a particular production arca. That
argument holds whether we are talking about manufacturing firms or
about the thoughtware industry. The advantage is the same.

1 hope this helps to explain son.c of the chaages observed by David
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Birch in various economies. The U.S. economy is more producii=s than
any other because its free market capitalist institntions encourage small
entrepreneurs to make adjustments rapidly. A good deal of innovation can
be explained as small business adjustments to changes in a world of
disequilibrium where the search for better <olutions is made on a continu-
ous basis.
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Session 2
Entrepreneurship and American
Competitiveness

Isracl Kirzner cxplains that entreprencurship is characterized by alert-
ness to cconomic opportunities. Government cannot be expected to iden-
tify opportu. " es that others do not see, he notes, nor is it clear how
cnlreprcncunal alertness can be taught. Competition is t. “ey 1o foster-
ing entreprencurship. -

-

Commentators: Carot Steinbach
Katsuro Sakoh

“The way to wake up America is not to spend costly resources on
expensive alarm boxes. It is to open the shutters and permit the sunlight of
opportunity to periorm its own stimulation. Opening up the economy,
climinating restrictive regulation would stimulate alertness and compel
cxnsung firms to stay on their tocs to forestall aggressive competition by
others.”—Israel Kirzner

*... [W]hat distinguishes Europe’s movement, born of economic deci-
mation and the realization that the cozl mincs, stecl mills, textile factorics
and auto assembly lines -vill never again support the work force they once
did, was the Europcans' awareness that the jobless and the disad-
vantaged—those with low income, poor or outmoded skills and little
prospects for employment—should be warmly included in this new drive
toward cntrcprcncurahsm Indeed, many Europeans belicve they should
be a major focus of it."—~Carol Steinbach

“A common but mistaken impression in the United States is that the
Japancse cconomy is controlled by giant corper: tions. But almost 80
percent of today’s total employed workers, and 99 percent of the total
business cstablishments, are in the small business sector.”—Katsuro
Sakoh
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Dr. Israel Kirzner: | was strap hanging sast week in the New York
subways, and I noticed an ad that was trying to stimulate interest in the
New York State lottery. It was a series of little panels—steps you have to
take to become a millionaire. The first panel showed two strap hangers,
one of them with his eyes closed and one of them with ks eyes open. And
the caption said, “Step number one is, wake up.” And then it proceeded to
say, “As you are reading this ad already, you are akead of the game.”
That intrigued me. In fact it suggested to me that the subtitle of my talk
might be: How to Wake America Up.

Entreprencurship was involved in that ad  a sort of nigh ievel entre-
preneurship. It was trying to attract my attention to a particular message
to alert me to an opportunity I might be interested in. The ad writer was
already alert to his opportunity to wake me up to notice that particular
opportunity that might interest me.

Insome sense the current ferme 1t about entreprencurship and the need
to stimulate it is a recognition that this country is not fully awake, that it is
overlooking opportu..tics staring it in the face and that something needs
to be done about it. It is often said that this country seems to have fallen
behind in the competitive race with other countsies who are its rivals in
commer~e and industry. And it is suggested that if entreprencurship
within this country somehow can be s..mulated it would enhance the U.S.
competitive position in the world.

Proponents of this view often go on to suggest that entreprencurship
must be stimulated by operating on two fronts. The supply of entrepre-
ncurial talent needs to be increased, and it is thought that perhaps this can
be done by teaching and eacouraging young people to become entrepre-
ncurs. The second front consists of lowering costs of engaging in entrepre-
ncurial endeavors, such as lowering the cost of raising capital or dealing
with labor.

These are well-meaning views, held by thoughtful and well-mearing
persons. Yet at least in part these views arc seriously in error. Not that 1
am against lowering the cost of doing business; not that I am against
encouraging young people to be entreprencurs. But there i a rather subtle
intermingling of truth and error in these views that 1 would like, to
disentangle.

Let us go back and ask what entrepren.urship is and why it is impor-
tant. To do this, it might be useful to emphasize two quite different
aspects <i cconomic activity. One important aspect, of course, is that of
acting efficiently. Efficient economic action is a hey aspect of econumic
endeavor. A second and quite different aspect of ceonumic endeavor s the
f.liscovcry of opportunitics.
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First, what does it mean to be efficient or incfficient? To be incflicient
ir a given activity is to engage in that activity in a wasteful manner. It is to
use up an unnccessarily large volume of resourees in achieving a given
goal—or alternatively . fail to achieve the maximum output available
from a given volume of resources. To act cfficiently, on the other hand, is
to pursus goals in a consistent manner that accurately reflects their
relative importance. Someone once put it this way, “To be efficient is to
tell the truth.” To be efficient, in other words, is to act in a manner that
faithfully reflects the announced hierarchy of importance with respect to
various goals that have been set. To be inefficient is to announce interest
in a certain goal and then in fact to pursuc a different goal—ar to refer
back to the subway, it is to set out to go uptown and in fact take the
downtown train. Observe that acting cfficiently cannot occur without a
clearly identified framework of given goals, with respect to which truth-
fulness can be ideatified.

Let us turn to the second aspect of cconomic activity, namely the
activity of roticing opportunities. To notice opportunitics means to notice
new goals worthy of pursuit. It is to notice the availability of resources
that had perhaps hitherto been overlooked, or that had hitherto not been
available at all. Gr it is to discover an carlier error in judgment in ranking
the various goals. To act efficiently is one matter. To notice oppor unities
i1s a quite different matter. Both are important. Both are intertwined in
actual economic activity. Once opportunitics have been identified, they
must of course be pursued cfficiently. In the process of pursuing objec-
tives cieiently, the tendency is certainly to remain alert to the possibility
of ncw opportunities that hitherto had not existed or hituerto had been
overlocked.

Producer must operate on these two fronts. They engage in the cost-
conscious productiun of goods that they belicve consumers will be pre-
pared to buy. In this way they tend, of course, to faithfully execute
consumers’ relative evaluations of alternative products. The “truth” that
cfficient producers tell is the truth with respect to copsumer evaluations.
But at the same time producers must be alert to the possibilities of
p:vducing new goods or perhaps preducing the same goods with new, less
costly methods of production. This aspect of busingss activity is, of course,
the entreprencurial aspect. And it s this alertness that co.stitutes the
heart of entreprencurship.

There is a key relationship between this notion of entreprencurship
alertness— and competition. We all know that competition among pro-
ducers, though painful to those producers, is highly beneficial to the
consuming public. I, is competition that keeps producers on their tocs
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But keeping producers on their toes requires more than that they and their
competitive producers simply be efficient. It requires also that they and
their competitors be entrepreneurially alert. What keeps producers on
their toes is their awareness that others are being alert. If competitive
pressure means the pressure exercised upon producers by their being
aware that others may be discovering better opportunities of serving the
public, then clearly competition and entreprencurship are merely two
sides of the same coin.

This notion of competition is very different from the textbook case of
perfect competition identified as a state of affairs where innumerable
small market participants exist. That is not what I have referred to here as
competition, and it is certainly not what businesses mean by competition.
And it is not the form of competition that keeps producers on their toes.
That competition ariscs from the pressure exercised upon producers by
their awareness that others are intent and alert on discovering new ways of
serving the public.

Entreprenenrship is the key to change. Change per se, of course, need
not be for the better. A new product is not necessarily : Jetter product, or
1 new system of organization, necessarily a better system of organization.
To the extent that change is desirable, however, entrepreneurship is
required tudiscover it not merely to discover the possibility of change but
to discover the desirability of change and to weed out those possibilities
for change that are not in the interest of the consuming public.

In this sense, entreprencurship initiates desirable change by the mecha-

1sm of identifying pure profit possibilities, that is, profit possibilities that
have not hitherto been discovered.

While entrepreneurship is thus a key factor in initiating change, it also
has a primary and crucially important role in anticipating, noticing, and
respunding te changes that already have occurred or are about to occur in
the market itself. So entreprencurship does not merely initiate, it also
responds to changed conditions, new preferences, new patterns of popula-
tivn location, and newly discuvered technolugical possibilities that create
opportunitics for entreprencurial endeavor.

Let me emphasize that entreprencurial alertness 1s not the same thing
as deliberate searcl.. Search is important, but to search deliberately may
<onsist of simple, efficient activity. If we know that someune has planted a
$50 bill sumewhere in this room, we can then engage in systematic search.
That would not be entreprencurial. To be entreprencurially alert would be
to realize that it was a $50 bill worth looking for. The discovery or
realization that there are opportunities here that might usefully be
searched ior is entreprencurial. The realization that there are cost/effec-
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tive search possibilities is entrepreneurial. Search by itself need not be per
se entreprencurial.

All of this can perhaps be expressed in terms cf the much maligned free
lunch. In the view of many economists, free lunches simply do not exist.
All lunches, they say, are to some exte.t costly. The least costly lunch can
be cfficiently pursued perhaps, but not a free lunch because there are
none to be pursued. But this view is profoundly wrong. The truth is that
free lunches are everywhere, available to be picked up for nothing. There
are unsecn opportunities that are available to be grasped. Those are the
free lunches. And it is the awareness that free lunches are abundant that
switches on entreprencurial alertness, that gets those entrepreneurial
juices movin:

W hat makes these free lunches available is the perception of somnething
that the compet “on has not yet perceived. It is those two straphangers
standing there, ¢ . asleep and one awake. The one awake secs an opportu-
nity that the other has overlooked. Such opportunities would not exist if
all others were fully alert. Awareness of opportunities is a part of the
competitive process whereby one competitor inches ahead of the others.

If alertness to opportunities is desirable, how can we, as a society,
encourage such entrepreneurial endeavor? How do we as a socie.y encour-
age activity considered to be desirable? Ordinarily we do so by diverting
resources from less desirable activities toward rewarding those who en-
gage in more desirable activities. There are goals that we as a society
perhaps may consider worthwhile, but less worthwhile than others that we
wish to encourage and subsidize. Thercfore we tax the first and subsidize
the second. That is how to encourage activity. Th%lunch that is stimu-
lated in this way 1s not a free lunch because the resources that reward the
subsidized activity are taxed away in some sense { m the activities that
are being given up in order to encourage the activities that we wish to
stimulate.

But what if the activity .at we wish to stimulate is that of noticir,_
truly free lunches, that of enreprencurially identifying opportunities for
pure net gan. This dues not mean encouraging opportunities that society
has already noticed or encouraging the pursuit of search possibilities
identified as worthwhile. This asks a very different question. “How can we
stimulate people to be alert to apportunitics that neither we nor they have
spectfically recognized, but whick we zre sure are available to be identi-
fied if we could only wake up?”

This means we cannot identify specific activities for subsidy. We can-
not know which uew lines of business call for stimelation, since if they
were known, we would not be proposing the encouragement of entrepre-
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neurial activity. Nor surely will we succeed in stimulating entreprencur-
ship by lowering the cost of doing business in general, or by lowering the
cost of doing business for small firms or for new firms, because we do not
know where in fact the opportunitics exist. There may very well be
opportunitics that small businesses can expteit and can discover. But we
do not know what they are. We would surely wish to stimulate a discovery
at all levels wherever discovery is possible. But we as a society cannot
know in advance where those opportunities specifically exist because, if
we did, we would alrcady be the entreprencurs.

How do we encourage genuinc discovery? We can casily subsidize
innovation and change. ! understand that in the Soviet Union there is a
substantial program of incentives for innovation. But thai reminds me of
the kinds of innovation that deans of colleges very often demand of their
faculty, new courses, new programs. Sure cnough they get them. But
there is no guarantee whatsoever that such innovations are in the interest
of the consuming public. Innovations for the sake of innovation may be
worthiess or worse. So subsidizing innovation and change 1s not at all the
issue. It is the innovations that are in the public interest.

How about teaching entreprencurship? Here 1 must agree with a distin-
guished colleague of mine who has pointed out that, if you can teach it, it
ain’t entrepreneursnip. What is taught may be very worthwhile. But
teaching how to start up and run a new business is not necessarily teaching
people how to be entrepreneurial. It is possible to teach useful skills for
entreprencurs  they may be worth support and encouragement «nd may
very well be socially worthwhile. But it should not be thought that that
constitutes teaching entreprencurship, as (e technigques of pure discovery
simply cannot be taught.

So back to square vne. How can we stimulate entrepreneurship? Per-
haps the carlicr observations conceriing the hnkage between competition
on the one hand and entrepreneurship on the other may be of some help. |
would suggest that the way to keep potential entrepreneurs avwahe and on
their toes is to make sure that decision makers are subject to  and that
they are aware that they are subject to  the keen stimulating winds of
competition.

This may sound like a circular line of thinking, since competition is
necessarily entreprencurial. It sounds as if I am suggesting that the way
stimulate entreprencurial alertness is tv stimulate entreprencurial alert-
ness. Certainly the way to stimulate entreprencurial aicrtness is to create
an atmosphere in which competitors are free to be alert and cach onc is
aware of that. There is nothing that concentrates the mind so wonderfully
as e awareness that others are concentrating their minds to discover
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better ways of serving the customers’ needs.

The way to stimulate cntreprencurship then is to ensure that free entry
into cach and every potentially profitable entreprencurial activity is guar-
anteed. It is to withhold protective privileges from all incumbent produc-
ers. So we have almost come full circle. There is a widespread perception
that the international competitiveness of American products somehow
requires a revival of the entreprencurial spirit. The point has been reached
where it appears that the way tv revive the entrepreneurial spirit is to
foster the competitive spirit within the American ecunomy, to refrain
from discouraging cntry and entre, .cncurial discovery. Any blockage
against entry s a signpost that says “Don’t bother to be alert. You might
as well be asleep here.” ‘

The way to wake up the U.S. is not to spend costly resources on
cxpensive alarm clocks. it is to open the shutters and permit the sunlight
of opportunity to perform its own stimulation. Opening up the cconomy
and elimnating restrictive regulations would stimulate alertness and com-
pel existing firms o stay on their toes to forestall aggressive competition
by others. Strengtheming mternational competitiveness implies encourag:
ing a sense of openness—the s:nse that there is a wide open world out
there full of $50 bills, full of irec lunches, waiting to be discovered and
the awareness that, if you do not discover them, the fellow next door will.
That, I believe, should successfully wake up the U.S.

Ms. Carol Steinbach: Az a journalist who has covered entreprencurship
since the 1970s, I find two clements of the phenomenon particularly
exciting. First is 1ts dynamism and the many highly creative people who
are at the forefront of developing new entreprencurial policies. This has
made it an extremely rewarding subject to caver. Second, I find entrepre-
ncurship an appealing and hopeful approach to making real inroads
aganst puverty and creating new avenues for economic growth and job
creation.

Last October, I traveled with cleven U.S. economic developn.ent prac-
titoreers to Great Britain and France to observe firsthand their emerging
enierprise development movement. Europeans are trying desperately
hard to become entreprencurial. They see our net job creation perfor-
mance over the last decade and they salivate. And a growing number of
Luropeans are convinced that cconomic revitalization depends to a large
exient on becoming more flexible, loosening the rigidities that beset their
cconomic system. Maay believe that the keys to diversification and
growth rest with small firms and new enterpriscs.

But transforming Eurupe nto a hotbed of entreprencurialism will not
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be casy. It involves no less than changing a traditional mindset that
devalues commerce into one where people sce starting their own business
as a viable option. To succeed, it must confront a class system that is still
rigid, a political system beset by ideology and centralism; an educational
system that is simply not adapted to entreprencurial training; a lack of
broad entrepreneurial support in the economy and the society, particu-
larly from the private sector; and governments that, no matter how sup-
portive, are rcally neophytes in this arcna.

Nonetheless, what distinguishes Europe’s movement, born of cconomic
decimation and the realization that the coal mines, stecl mills, textile
factorics, and auto assembly lines will never again support the work force
they once did, was the Europeans’ awareness that the jobless and the
disadvantaged—those with low income, poor or outmoded skills, and little
prospect for cmployment —should be warmly included in this new drive
toward entrepreac 2rialism. Indeed, many Europeans believe they should
be a major focus of 1it.

In the U.S,, when we talk about entreprencurs, the image is of a white
malce engineer going t) a venturc capitalist to get money to develop his
brilliant high-tech idea into a product that will make them both rich—and
quick But, by contrast, in Great Britain, the movement toward entrepre-
ncurialism comes from the poorer, distressed arcas. It gets lip service
from the central government and the private sector, but very few re-
sources. In France, the central government has created a cabinct level
department to promote what they called the Economie Sociale, and that
is their big cffort at cntreprencurialism. But again, it is really a very
bottom-to-top movement, based on distressed areas and unemployed peo-
ple left out of the mainstream. And that is understandable. Structural
unemployment has hit so hard there that they are hoping that, if they can
create a mindsct that values entreprencurialism in such conditions, it will
spread to the rest of society. The private scctor, moreover, 1s hardly
involved in any of this in Enrope.

We did not visit a city where we were not told by envious Europcans
how much more entreprencurial i the American psyche than the Euro-
pean. And of course in the large context this is correct. But in another
sense, we found the Europeans were a bit ahcad of us. In the United
States, there has been no widespread systematic effort to cncourage self-
employment among those whom the economy has left behind. And in the
isolated examples where the attempt has been made, only rarely are these
cfforts accompaniced by the necessary support systems and by the nurtur-
ing faith that these entrepreneurs, too, really can succeed.

Here are some of the most interesting lessons we found in the European
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programs:

Lesson One. European income support systems arc being transferred
into more than just a safcty net against poverty. By redirecting their focus
and resources toward enterprise development and self-employ ment, the
Europeans are trying to create a ladder for motivated recipients to climb
out of poverty.

As in the U.S., European counirics, confront high welfare costs, a
shortage of jobs, and disincentives and barricrs to work built into their
transfer system. Their response has been to launch a broad-scale socioeco-
nonuc experiment. The British and French programs are being run by a
conservative and a socialist government, respectively. What they do is to
permit their unemployed citizens tv use welfare and jobless benefits to
start their own enterprises. In the UK., the “cntreprencurs™ receive a
weehly government allowance for one year while their fledgling busi-
nesses are ge.ting off the ground. The French approach is to offer laid-off
worhers the option of taking their benefits in a six-month lump sum 1o use
as seed apital for business. Similar programs cxist in other European
countries.

As of last August, the more than 42,000 Britons in the scheme were
operating a varicty of enterprises. M4ost popular were building trades,
domestic services, toy manufacturing, computer services, and  not sur-
prisingly —consultants. So far, the results nave been impressive. More
than 70 percent of the British firms were still in business 18 months after
start up. An carly survey suggests that cach new cnterprise is creating an
average of onc and a half jobs.

As of March 1984, 135,000 French had opted for the scheme. Enter-
prises there span the range of high technology manufacturing to janitorial
services. The bulk are sn the service industries, and a government cvalua-
tion suggests that between 60 and 80 percent of the cnterprises started
under the French scheme have survived for three years.

I would say that, in the U.S., programs of this type should be under-
taken mainly by state and local governments. The federal government’s
best fuje 15 to remuve some of the prohibitions that bar demonstration
programs. Indeed, sume tnitiatives of this kind are already in preliminary
stages. Federal legislatiun in October 1984 expanded the states™ authority
in experimenting with Aid to Families with Dependent Children. Al-
though the federal legislation did not specify the encouragement of the
entreprencurship alternative, it appears that all the states would need to
implement such schemes would be a waiver from the Department of
Health a;,d Human Services. They would not need any new federal
legislation to try this. So the State of Minnesota is preparing to apply for
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waivers to adopt the British style program for some of the Aid to Familics
with Dependent Children recipients. The intent is to pay them a weekly or
biweckly allowance—the format is not set- and then help them in start-
ing the new enterprise.

Lesson Two: Large, private firms can help rebuild the cconomy in
communitics where they must close plants or fire workers. Enterprisc and
job-creating strategics, as a centerpicce of such cfforts, can have a posi-
tive impact on even the hardest hit arcas.

Weheard the term redundancy frequently during our visit to Europe. It
is a catchall phrasc to describe the factorics and the workers whose
products and skills can no longer be justificd on cconomic grounds. We
were all familiar with the scenario but we found some significant differ-
encesin the ways this nation and its employers respond. The best U.S.
firms tena to offer severance pay, relocation assistance, retraining, and
job counscling for the workers they have to dislocate. In Europe, on the
other hand, we found an cxciting lesson in the emerging attempts by
European corporations to go beyond these traditional types of assistance
and stimulate job creation and new business growth in the wake of plant
closings.

The program begun nine years ago by British Stecl is Europe’s show-
casc example. Ir. the later 1970, the corporation embarked on a massive
industrial restructuring plan which, by 1983, was to slash 150,000 cm-
ployees from its work force and to write off billions of dollars of outmoded
plantand equipment. To cushion the blow, British Steel in 1975 spun off a
wholly owned subsidiary, BSC Industry, Ltd. This subsidiary had a single
mandate: create jobs in steel closure arcas.

At first BSC Industry focused principally on providing cash incentives
to recruit other large firms 1o the distressed steel areas, but this approach
proved io be expensive and not very fruitful. So the company decided to
undertake a more comprehensive effort ta provide a broad range of
assistance to smail firms and would-be cntreprencurs. During the past
threv years, BSC Industry’s program has been expanded to 18 stecl
closure arcas in England, Scotland, and Wales. The subsidiary became
independent of British Steel in 1984,

BSC Industry directs its efforts in four ways. First, it markets heavily a
new image for distressed stcel communitics. It refers to them as “opportu-
nity arcas,” not distressed arcas. And it tries to provide the psychological
climate for indigenous development and, where possible, to attract em-
ployers from clsewhere.

Second, it provides comprehensive business assistance, including loans
and seed financing, to foster the development of new businesses and to
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help assure that the cxisting firms survive and grow. It also has spurred
the formation of independent public/private partnerships to bring to-
gether a wide varicty of resourcet in a united effort to regencrate dis-
tressed steel communitics.

Finally, and most interesting, BSC is converting many of its redundant
facilities into incubators for entreprencurs. 1ts nine entreprencurial work-
shops now housc about 400 busincsscs that cmploy around 1,500.
Through the sced financing program, it has made about 800 loans to
collateral-poor cntreprencurs. Ninety pereent nave been for less than
25000 pounds. Overall, as of March 1984, the company had assisted
1,500 firms 1n creating about 20,000 jobs to replace the 150,000 that had
to end. It estimates that the total will reach about 36,000 new jobs as of
next year.

Lesson Three. Small seed finance program. arc a necessary component
of suecessful cntreprencurship and enterprise ¢ 2velopment initiatives
Studies of new enterprisc formation in the U.S. consistently have found
that the lion’s share of new businesses  perhaps as high as 90 percent  is
started with capital drawn from the owner’s personal savings and the
famous “FFA Network”— friends, family, and associates. For high-tech
startups with good growth potential, the burgeoning venture capital indus
try can be a source of financing. Thesc informal networks work just fine
for entreprencurs in well-cff communities, but they are not much help to
theless privileged. The U.S. suffers from real seed eapitai gaps, especially
in poorer communities.

To compensate for a lack of seed capital, the British and the French
have launched a hodge-podge of innovative, small secd-financing
schemes. Some are run by the government; some are run by the private
sector. Similar kinds of programs in the U.S. could help expand access to
startup business capital for U.S. entreprencurs. One of the most intrigu-
ing models we found was the informal investment clubs that are dotted

throughout France. One club, called Feminotre, has copied a model from
Africa known as the Tontine. Thirteen women pooled their savings, and
then they spun off one of their members to start a business.
The Europeans probably do more for seed capital than Americans do
The U.S. fares better at expansion capital and some of the second round
financing. Franee has created some government programs that provide
money from the tax base to small businesses that create jobs. There also
are cfforts underway there to encourage private banks to previde some of
these small seed capital infusions. These banks are very different f..m
US. banks. They are centralized, and there are almost no local banks.
Q Great Britai 1s trying tax incentives. They have a program where private
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invesurs who make equity investnients in small firms can write off the
investment pound-for-pound against their income.

Lesson Four: Entrepreneurial training programs are successful. In their
quest to be more entreprencurial, Great Britain and France are relying
heavily on a variety of new initiatives to train their citizens to make their
own jobs. We were struck by the sheer magnitude of programs. Achieving
the lofty goals set forth for these programs will be a formidable task,
particularly in the communities hardest hit by industrial decline, where
generations of children followed their fatf « s and mothers into the mills,
mine:, and asserably lines. It may be tnat the old adage is true: that
entrepreneurs arc born, not made, and that Eu pe’s high hopes for
er:reprencurial training will come up short.

We found clements in these programs that couid be especially useful in
the U.S. It was not so much the tygp. of training or curricula-—what we
offer docs not differ greatly in kind. The lessons stemmed from the
magnitude and variety of enterrrise training efforts, particularly the
willingness to experiment with financial mectanisms and policy support
by government, and from the attempts to in‘egrate trair.ng with other
economic development programs. Finally, anc: most important, we could
learn from European efforts to target en.repreneurial training to the
unemployed and to distressed areas.

Lesson Five. Small enterprise workshops are a use/ul tool. The U.S. is
no stranger {0 businesc incubators. In recent years, a number have
sprouted up in urban, suburban, and rural communities. Bricfly, these are
the workshops that re  individualized space to entrepreneurs to run their
businesses within a complex where many other small businesses are also
operating. They share common facilities and services, and they generally
have on-site managers and other professionals who can offer either frec ur
low-cost business assistance and psychological support.

The extensive cxperience with workshops in Europe -particularly in
Great Britain where the concept is highly refined could be transferable
tothe U.S. Europe not only has more workshops, but the Europeans have
:fcvclopcd some sophisticated models. They are also experimenting with
many new concepts.

Several features of the European workshops were especially impres-
sive. First was the establishment of workshops in redundant industrial
communities, distressed areas, and public housing projects. The second
was the desire to use existing buildings and facilities for workshop com-
plexes. The third, and most interesting, feature was the willing.iess to
allow work spaces to be used for pre-business product development. Some
workshops now include spaces for freclancers, for people who want to
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work on a project-by-project basis, and even for people who are trying to
develop their hobby into a profit-making enterprise. Finally, -* re is
clearly a belief in Europe that work spaces can be more than  ply
attractive supportive places to work. In what is a relatively new de  p-
ment in the workshop concept, some communitics are irying to create
complexes that offer a broad range of amenitics—both for tenants and to
attract community residen.s and tourists. Some, for instance, have space
for retail outlets, restaurants, comimon cxhibition areas, a library, a park,
and a muscum. This is all in the workshop/work space.

Lesson Six. Some of the Europeaa efforts to regenerate closing busi-
nesses have been successful. Not 1l businesses fail because the market-
place no longer demands their goods or s¢rvices. Poor management, tem-
porary capital shortage, retirement, cr voluntary closure by the owner all
account for a s.gnificant percentage of the companics that annually cease
operations. A varicty of efforts is underway in Europe to regenerate still
solvent business of all sizes. France, for instance, has developed programs
1o regenerate closing businesses by converting thein to co-ops. One pro-
gram dispatches a “relay manager™ to an ailing inc'ustry, and the mission
is to turn the firm into a co-op within six months and then leave behind a
tcam of workers to manage it. A second program secks to mak co-ops
from healthy enterprises where the owner is retiring or dics with.  heir to
take over. This is a particularly important problem in Europe. France,
Great Britain, and the other naticns experienced a rash of business
startups immediately following Worid War 11, an¢ now France estimates
that as many as 60 percent of the companics, small and mid-size busi-
nesses, will confront the owner retirement question in the next five years.

These then were some of the most intriguing programs we saw. We
came to believe that many would be transferable to the U.S. and could
help to stimulate enterprise development within our own entreprencurial
culture. Some may be especially Lelpful in extending the benefits of
entreprencurialism to those who traditionally have been left out of . .¢
U.S. cconomic ni.mstream or who were left behind by economic and
demographic shifts.

Dr. Kuisuro Sakoh: Japan is not very popular these days, especially in the
U.S. Congress. Once viewed as a nation of purposcful, innovative, hard-
working people, Japan i now scen as something of an cconomic pariah.
The main rcason for this change in aititude, it scems, is that Japan has
been 100 successful economically and too competitive in the world mar-
ket It is important 1o remember, however, why Japan's economy and its
Q industrics are successful and competitive today. It is in large part because
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of the actions of the U.S. government following World War 11.

Under the U.S. occupation, Japan's traditional feudal socicty col-
lapsed, the old leaders were purged, and old economic orders, such as
Zaibatsu cartels, were dissolved. In short, the Japanese gained unprece-
dented individual freedom. And for the first time, practically any Japa-
nese citizen, regardless of age, class, or family background, could venture
into business and succeed. Not only did cstablished businesses prosper
under fresher and younger management within this freer cnvironment,
but thousands of new cnterpriscs, such as Honda. Yamaha, Sony, and
Suzuki were born.

Even though thousands of naw comp'mu.s were born in this new envi-
ronment, many of them did not survive. A few survived and today are
huge, internationally known co. .orations.

A common but widely held misconception about Japan is that its
cconomy is controlled by giant corporations. But, in fact, almost 75
percent of all employees work in small companics that make up 99.5
percent of Japan's total business cstablishment. Small businesses are
defincd as those with fewer than 300 workers in the case of manufactur-
ing, fewer than 150 in the casc of wholcsale trade, and fewer than 50
employees in services and retail. These numbers indicate that Japan is
very much 2 small business-oriented country ard that these small busi-
nesses are the main source of jobs and ecconomic vitality.

In the last ten ycars, roughly seven million new workers entered Japan®s
labor force, and ncarly 90 percent of them arc employ |, small busi-
nesses. Moreover, most of today’s large and successful companics in
Japan were started through garag~ entreprencurship. Those entrepre-
neurs, or innovative young managers, made the Japanese econumy ex-
tremely dynamic and competitive after World War 11 Whether or not
Japan will be able to maintain high growth depends on whether or s
smail and new companices will be able ¢~ play an important rolc i its
economic future,

Thrcugh deregulation, privatization, and incentive policy, the Japanese
government is trying to create an economic environment favorable to the
establishment of small busiresses. After all, it was the growth of small
businesses after World War If that set the stage for Japan's rapid eco-
nomic development.
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Session 3:
Entrepreneurship and the Political
Process

Congressman Thomas DcLay draws from his experience in both the
business and political worlds to arguc that the relationship between busi-
ness and the political system is rarely conducive to the public interest.
Businessmen, he notes, are not slow to use government to restrict compe-
tition, the lifeblood of the entrepreneurial process.

“ftis a fact that entrepreneurship produces competition and nobody in
business likes competition. Barbers and doctors and taxi drivers do not
want competition. That is why we have licenses—to keep people from
competing with them. Industry does not want competition. That is why
Japanesec motor bikes carry a 45 percent import tariff. Unions do not
want competition. That is why trucking has not been completely deregu
lated....”—Congressman Tom Dclay

l
i
|
1




Entreprencurship and the Political Process 33

Congressman Thon:as D. DeLay: In his fantastic new book, The Spirit of
Enterprise, George Gilder tells the story of many of America’s greatest
entreprencurs—men like J.R. Simplock, whe invented the frozen french
fry and has been supplying the bulk of McDonald's needs for twenty
years. Simplock did not have tariffs protecting his business. He did not
have incentives coming from the federal government to entice him to get
into business. But he also did not—until probably the 1950s or 1960s—
have abusive taxes sucking away his capital. All he had was a spirit for
winning and a spint for making money—and that wonderful thing that
seems to be lost arsund here, the profit motive. He had that profit motive
and he was a worderful human being. And just recently he has put a $23
million investinent into the computer business—at the age, I think, of 72.
An American success story, and there are thousands and thousands of
these success storics.

I 0 not claim that my own story is a success story. I do claimtobe 2
businessman—a small businessman. I am in the pest control business—1
checked the books last weekend, and I am still in the pest control business.
I graduated from the University of Houston with an education in biology
and chemistry. My father said I was to be a doctor. After graduating, |
decided that I would not be a doctor, but a bachelor’s degree in biology
and chemistry is not very uscful.

So I went to work for a pesticide formulation plant. We supplied
agricultural chemicals and fertilizers for the pest contro! industry in a five
state area. Within two years, I was runni.ig Redwood Chemical in Hous-
ton, about a $3 million business. But my boss would not pay me what |
thought I was worth, so I bought a truck and went into the pest control
business.

The business turned out well, but-I realized that as I was getting into
the bus..aess, government regulation and government taxation were hold-
ing me back from developing my business And then, in 1977, the Tavi-
ronmental Protection Agency mandated that all pest control operators be
licensed. But licenses restrict competition. We fought that; we lost.

That made me angry, so I decided to get involved in politics. I ran for
state representative in 1978 and was the first Republican ever elected in
that county.

During that time I fought with my own industry. The industry that
fought iicensing of pest control operators realized that licensing was a
great way to keep others from getting into the business. We went from just
having to take a simple licensing test to where the industry demanded five
years' experience before an applicant could even take the test. That would
keep the service technicians working for them for ot least five years before

39




p v

ERIC

Aruitoxt provided by Eic:

34 DeLay

they went into business and became competition.

After that I ran for Congress. And here 1 amin Washington. It has been
quite an experiznce, but I think my story tells you why I did all this. Why
did I get into business? To make a profit, to feed my family and create
jobs and a.l those things that entreprencurship brings. Was it because of
government encouragement? No. Nobody came over and asked me if |
waated to get in the pest control business. Was it because of government
protection? No. In fact, it was probabily just the opposite. At that time, the
pest vontrol industry was not regulated by government. Or was it because
of governmént baiiouts? No.

In my estimation, government—espzcially the government we have
had for the last 30 or 40 years—has been more «esponsible tham anything
for stifling growth in America for inhibiting entreprencurship. Licensing
.ad protection has been particularly harzirul, It is a fact that entzepre-
neurship produces competition and nobody in business likes competition.
darbers and doctors and taxi drivers do not want competition, and that is
why we have licenses to keep people from competing with them. Industry
does not want competition and that is why Japanese moto: bikes carry a
45 percent import tariff. Unions do not want competition, and that is why
trucking has not been completely deregulated and why the Davis-Bacon
Act has been preserved.

We all know that legislation and policy making on any government
level takes a very short time, while entreprencurship takes a very long
time. Silicon Valley and Route 128 did not begin five or six years ago,
when they became famous. It took decades. And it also took World War
11, which gave an enormous shot in the arm to both of those areas. It takes
a yre»t deal of time to build the resources and conrections for banki.g
and sales channels and other commercial infrastructure. Unfortunately.
the world of making legislation and policy runs on a short timetable—
there must be quick results This severely inhibits entreprencurship. Gov-
ermment is always behind the times, and it is aiways disruptive.

More successes in entreprencurship inevitably meai more failures.
When there are more successes, it is because there are more people trying
and a number of them are going to fail. But some failure must be toler
ated. Sometimes it shocks people, but bailouts are not the answer, because
bailouts do nothing but put unfair competition on those industries that are
doing a good job. The U.S. must recognize the freedom to fail as well as
the freedom to succeed. And through failure, people succeed.

What 1 urge you to do 1s to support those of us who truly believe in
entreprencurship and the free market system. There is a deficit problem
th1t everybody . focusing on, and some people will be pushed off the
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fence on the side of cutting the deficit. There are going to be some really
tough decisions—some affecting small businessmen. The Small Business
Administration is one of *hem.

But while the deficit isa problem, it is also an opportunity to change the
direction of the government. It is an opportunity to establish what the true
functions of the federal government are and to get rid of or reform those
functions that are not. If that is not done, America will never-have as
many J.R. Simplocks as it potentially could have.




Session 4:
What Motivates the Entropreneur?

Robert Brockhaus analyzes the characteristics of the entrepreneur,
noting that they tend to have a problem-solving style that concentrates on
the short term, and that most aie not high risk-takers. Moreover, he notes,
people tend to be pushed into entrepreneurship Sy dissatisfaction with
their existing situation, not drawn into it.

*“For the most part, people do not start a business because they have
invented the perfect mousetrap. .. Rather they have been pushed into it
by some other factors. Indeed studies show fairly consistently that about
60 percent of the people who start businesses make the decision to start a
business before they make a decision about what the product or service
will be.”—Robert Rrockhaus
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Dr. Robert Brockhaus: This morning, as I was flying up from Orlando, the
plane flew alorig the Florida coast. I could look right down along the
beach where the waves break—but could not see waves breaking. There
was apparently nothing dynamic about it. The foam was there, but from
the airplane, 34,000 feet in the air, I could not see the movement of waves.
The ocean looked static.

This reminded me that maybe soine of us are too far r. noved from Jhe
entrepreneurial process. We look at it in macroeconomic terms. We think
of entreprencurship as a large encompassing area, and we talk about the
economic good it does the country and the culture. But sometimes we
forget that if we get really close we see entrepreneurs coming in and going
out, just as we sec waves along the beach—individual wave in, individual
wave out, individual entrepreneur in, individual entreprencur out. We
need to keep in our minds that the entrepreneur is indeed an individual.
Entrepreneurship is not a mass. It is made of collective numbers of
individual entrepreneurs.

We have heard about the failure rates of entrepreneurs and small
businesses, but it is important in this regard to realize what entreprencurs
risk in their endeavors. Should the venture fail, the entrepreneur will
alm<st certainly suffer severe financial losses—in most cases he will have
personally guaranteed loans to the business, so that financial loss will be
borne by the individual entrepreneur. This car. be devastating to his
future standard of living and have major emctional censequences. In
addition, the entrepreneur prcbably speni &ve 1o ten years of his life in the
business of being an entrepreneur and now has to go back into the
workforce five or ten years bzhind his colleagues who stayed the.e. That
certainly is not an attractive: position to be in.

Let us take a further look at what happens when a business fails.
During the period preceding the final death throes of the venture, the
entrepreneur probably sperids almost all of his time, energy, and finances
trying to save the faltering business. As a result, his family suffers from
both financial sacrifices and emotional strain. The stress associated with
the actual failure could lead to such family trauma as divorce. At the very
least, he and his family are forced to adjust to a new and probably
unpleasant situation as they work to repay some of the debts that they
have incurred.

Given these risks, the potential entrepreneur probably will not enter
into a new venture unless he believes tha the effort will succeed. As a
result, he devotes himself totally to making that business ¢ success. And
when the business fails, it is not just the business that fails in the mind of
the entreprencur — it is the entrepreneur who has failed. This means a loss
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of sclf-confidence that can be a tremendous blow if there ist. ¢ some way
for that individual to reestablish his self-esteem. So it is somcthing to be
concerned about. Not all fail, of course. But it certainly happens to more
thana few.

Let us now take a look at some of the characteristics of entrepreneurs
found by researchers. First, David McClelland at Harvard has developed
a concept called “need for achievement,” of which he maintains that
entrepreneurs have a high level. He further states that people who have a
high level of need for achievement also tend to be moderate risk takers. If
we asked the typical person on the street whether entrepreneurs are high
risk takers, low risk takers, or moderate risk takers, we would find that
most of them think that entrepreneurs are high risk takers. That is the
generzal public’s image. But McClelland found them to be moderate risk
takers. They do not want to take the big risk because that is foolish and
they know it is very likely to fail. Yet they do not take the low nsk option
either because it is not chailenging enough.

About ten years ago, I did some work, which has since been followed up
and replicated by others, in which v-e used an objective instrument to
measure the general risk-taking propensity of entreprencurs. Using this
insirument, we found that the general risk-taking propensity of entrepre-
neurs is identical to that of the range from the mean score minus the
general population. Statistically, the one standard deviaticn to the mean
score plus one standard deviauon contains approximately two-thirds of
the population. Thus most studies have found that two-thirds of the
entreprencurs fit in that range and concluded they are modcrate risk
takers. But, maybe, they did not recognize that one out of six of the
entreprencurs is at the high end, and one out of six is at the low end. They
te.nd 1o ignore these groups because they are the odd ones. The me jority
were in the middle. | am not staung that those who have said that most
entreprencurs are moderate risk takers are wrong, only that they ne-
giected to lovk .t the ends of that continuuzm and realize that both high
and low 1isk takers are there as well as the more moderate ones.

One of the real difficulties involved in such analysis is determining the
risk-taking propensity of ar individual in a specific case. | x instance,
once owned a restaurant. When I started the restauran,, . did not know
what the failure rates were for restaurants. [ was naive. Those of yc  vho
aco far wiser than I was back then would say, “Restaurants are very high
risk businesses. So he must be a high risk taker to do that.” But I simply
did not know it was a high risk. But even if I had known, I would have
gone ahead because I knew that where I was starting my restaurant was
right across the street from a brand new university that had 106,000
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students, 1,000 faculty, and no cafcteria. I was locating it in the nearest
commercial building, and there was only onc other restaurant ncarby.
Even if I had known of the overall risk of starting restaurants, I would
have gone ahead because I had special information.

Thercfore, when we try tc determine the risk-taking propensity of an
entreprencur in a specific venture, it becomes difficult because we do not
have a true understanding of the amount of information that the entrepre-
neur has to assist him in his decision. It is very difficult to measure risk
taking on an individual venture vasis.

The other aspect of risk taking that is very difficult to measure is the
potential downside—in other words, what is at risk. What happens if
everything goes sour? When 1 started my restaurant, for iastance, I was
single, and I had some inheritance money that I felt I could afford to lose.
I had a very good job with Ralston Purina, but I knew I could goback to it
without any consequences. Thus, I had a relatively low loss potential.
Today, I am a full tenured professor with other sources of income that
would cease to exist if I spent a couple of years attempting to establish a
restaurant again. I would be risking a lot more if it did not succeed. So we
need to look at the potential loss to the individual. It will vary individual
by individual in otherwise identical enterpriscs.

Another key aspect of entrepreacurship is a concept termed “jocus of
control.” Entrepreneurs tend to have an “interna!™ locus of control. They
believe that they can affect the outcomes of cvents in their lives. If they
did et held this belicef, they probably would never take risks. Why would
I open a restaurant if I felt that, if pcople come in, they come in, and if
they do not, tacre is not much I can do about it. That is what persons with
an external lcus of control would think. They would believe that there
was very litt.e they could do to affect the o. tcome of events in their lives.
Entreprencars are more internal than the general population, and that has
been consit tently shown. Managers also tend to be internal. An individual
does not become a successful manager if he thinks that he cannot control
the outcome of the sales or the cost of production. Both entrepreneurs and
managers are interral compared to the general population.

Entreprencurs also tend to have a problem-solving style that is short
term. They want to deal with the here and now, with the concrete not the
abstract. It is their way of going about things. They normally have not
thought about the consequences three, four, five years down the road.

Even more important for entrepreneurs than these characteristics is
something referred to as *“pushes.” For the most part, people de not start a
business because they have invented the perfect mousct.ap and they are
going to cxploit it and make millions. Rather they have been pushed into it
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by some other factors. Indeed, studics show fairly consistently that about
60 percent of the people who start businesses make the decision to start a
business before they make a decision as to what the product or service will
be. That was truc in my case. | knew I was going to start my own business.
I did not know wiiat it would be. I just knew I was going to do it.

Dissatisfaction with a previous job is a primary *“push” factor. Dissatis-
faction can be broken down into five major components. the work itself,
the pay, promotion opportunitics, relationships with superiors, and rela-
tionships with coworkers. Of thosc five, studies show fairly consistently
that the factor that they are most satisfied with in their existing job--in
fact more satisfied than the general population—is pay. The ones that
chey are dissatisfied with include. the work, coworkers, supervisors, and
espectally promotion opportunitics. Often, a person makes a decision to
quit because he has been passed aver for 2 promotion.

Another factor is displacement. We read about the Cubans and Viet-
namese who have come to th.. United States and how entreprencurial they
are. In other countries there also are sects that are particularly entrepre-
ncurial. In almost every case, there is some type of displacement. We have
displacements occurring m this country whzn General Motors lays off
people. A worker who has been employed for 20 years and suddenly finds
himself laid off through no fault of his own is determined that it will not
happen again. The only way he knows that he will not have to worry about
being laid off again is tc start his own business. In the data that came out
of the recent recession period, we saw a record number of people starting
busineses. They were being pushed into it by being laid off.

Another aspect that enters into it is “role models.” An individual looks
at a former co-worker and says, “If he can start a successful business, so
canl. Heis not that bright, and does not work as hard as I do.” And cven
if the busimess fails, it is assumed to be because the former co-worker was
not willing to work hard, or he did not know how to get the right store
location, or he did not price cerrecily.

Family role models also are important. If parents were entreprencurs,
the children are more likely to try it. Even if the parents were unsucces:
ful, the children will consider it. Consider how many doctors have sons
who are doctors and how many carpenters have sons who are carpenters.
With any type of profession or work, the older person serves as a role
model, and relatives go into the same ficld.

A couple of other personal characteristics arc important. Education is
significant. Individuals who start high-tech companics probably have a
masters in science degree. Eut individuals opening a little shop tend to
have a lower than average cducation level. Poor education also can be a
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push factor. Some people get frustrated. They work for Gencral Motors,
and they find out that without a college degree they can only go so far.
Promotion opportunitics arc not therc. So they Icave and start out on their
own.

Alot of studics show that entrepreneurs are in their late 30s or carly
40s. But again, the distribution of ages of entreprencurs at the time that
they start their enterprises is very similar to that of the total workforce.

There have been some recent studies on women entreprencurs. For the
most part, the women cntreprencurs arc almost identical to the males.
Perhaps they are better cducated, and they may be from a slightly higher
social class, usually becausc they can get aww.y from taking carc of the
children, or their husband has enough income that they can afford to take
the risk of a business. But other than that they are similar to the men.

In 1975, I studied all businesses that had started in the previous three
months in St. Louis County, Missouri. I invited theta in to talk about
small business and to fi!l out some questionnaires. | went back three years
after they had started their businesses to see whether they were still in
business. If they were, I called them succesful. If they had closed, |
called them unsuccessful. Using these two rather primitive definitions of
successful and unsuccessful, I found that those who were still in business
had ended to be internal in theur locus of control beliefs when they filled
out the questionnaire three years carlier. They believed that they could
and would make the business succeed. They also }ad tended to be more
dussatisficd with their previous position than those who were no longer in
business. Thus, they were more committed to avoid returning to the role
of employee.

One of the things that did not show up in that study three years later
was nsk taking. I had thought that those who tended to be high risk takers
would have failed because they were doing some foolish things that could
not possibly succeed, while those who were low risk takers would be so
uncomfortable with it, once they found out how risky business was, that
they would give up. But I could not find anything that scemed to suggest
that.

Inmy job, I doa lot of work with small businesscs. | am responsible for
the overall policy direction of the Small Business Devel., ment Centers in
Missouri. We both encourage and discourage people from starting busi-
nesses. We look for those who seem to be sincerely committed and help
them do their homework. We do not do it for them, but we help them
learn to do it on their own,

If we try to point out that their concept docs not look like a very good
idea, they normally do not believe us. They are going to start anyway.
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There is very little we can do to encourage others not originally inclined to
start businesses. Those people who do not want to go into business will
probably not do it, regardless of various assistance programs or 2overn-
ment policy.

There may be something that government can do to help. The casier it
is to get funding, the more rapidly busineises can grow. There is a point at
which the money the entreprencur’s back pocket runs out as the business
begins to grow. If it is not big enough for venture capital or not in the
dynamic industrics that people are interested in funding, there can be a
real problem. That is where tax programs can help small businesses make
investments by sophisticated investors more attractive. I do think that the
growth rate is affected by this type of government policy. Therefore
government can affect the success rate, because often the input of outside
capital occurs at a very crucial point. If they do not get funding at that
point, they wil. never grow large cnough to et the interest of venture
capitalists and will ultimately fail.

These are some of the aspects of entrepreneurship that should be kept

- 1n mind in considering ways that the government can assist small business
formation and growth.
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Session 5:
The Challenge of the Information Age

~

Ronald Shelp contends that the nature of the entrepreneurial revolu-
tion has been misunderstood. To a significant extent, he says, the surge in
small business is related to what is happening in big business, and cites
growth in business services as evidence. He warns that protectionism may
soon appear in the service sector, and calls for a national information
policy.

Commentators: Robert Tollison
Laurence Moss

*“As a genera) proposition I am very skeptical of the efficacy of the tax
system in stimulating economic endeavors. As long as a tax system is not
confiscatory- - and in the United States sysiem it is not--then tax consid-
crations do not drive investment decisions.”—Ronald Shelp

“There is another breed of entrepreneur in the world which we might
loosely call a “political entrepreneur.” I offer you the following definition
of a political entreprencur. a political entreprencur is someone who takes
resources from highly valued uses and puts them to lower valued uses.”™
Robert Tollison

“For the small business person, a trade secret often meant what we are
calling circumstantia:ly-relevant business information  such as informa-
tion about how a product is shipped.”—Laurence Moss
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Mr. Ronald Shelp: To a young person of the 1980s, the entrepreneur is
what the public servant was to my gen2ration, the young person in the
1960s. We were inspired by a young presidenit, John Kennedy, who made
us want to go into government. Today’s generation is inspired by an older
president, who assures them they can accomplish more outside of govern-
ment—in business—than in governmert. To my geceration the ..closs
were people like Sargent Shriver, the first director of the Peace Corps.
Today the heroes are young business dynamos like Stephen Jobs, the
founder of Apple Computers.

Entreprencurial fever is sweeping this country, The Wall Street Jour-
nal recently ran a story entitled, “On Campuses Making Dear’s List
Comes Second to Making A Profit.”” Peter Drucker predicts that we are
at oneof those histarizal turning points that come once in a hundred years.
He says that, just as the century of laissez-faire began with the publica-
tion of Adam Smith’s The Wealth of Nations in 1776, and a hundred
yean later the panic of 1873 gave us the century of the modem welfare
state, we are now at the beginning of a ncw century, an epoch he terms the
“Entrepreneurial Society.”

President Reagan made the phencmenon official a few weeks ago in
New York when he talked about this being the “Ar ¢ of the Entrepre-
neur.” But before we get washed away with a flood of enthusiasm pro-
claiming this new entreprencurial spirit to be the source of our economic
resurgence, and the solution to all our problems, we should make sure that
it reflects the noble vaiues that shaped the greatness of this country.

One way to look at it is to see it as a reflection of a national mocd—a
mood that bespeaks an overwhelming concern with wealth and getting
rich quickly. For example, the type of television show pioneered by Nor-
man Lear some years ago, such as All In Th. Family, emphasizing
working-class, family-oriented values, stands :10 chance today. It has been
replaced by a string of hits—Dallas, Dynasty, and Falcon Crest—cen-
tered on big business, great wealth, and the power they bring.

I must admit I found it a little disconcerting to read a survey in the
Wall Street Journal a few weeks ago about the children of successful
sxecutives and to find that they love all the things their Dad’s money
buys. They want to make even more than he made—but they do not want
to work so hard for it. If these are the values of the Age of the Entrepre-
neur, then the apprehension of some about enceuraging this tende” v is
warranted.

There is no doubt that getting rich is onc of the reasons people want to
start their own business. But my expericnce suggests that making money
1s not the primary motivation. Higher on the list is the desire to be
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independent, to be creative, and to fir. the work satisfaction often lacking
in the large coryyoration. This was confirmed by the late Professor Albert
Shapero of Ohio State University, who found that cntreprencurs would
not become corporate managers even if they were paid five to onc hun-
dred times their current carnings. If this is true, and money is not the
vverriding consideration, it suggests something about the policies neces-
sary to encourage the entreprencur. Before discussing these policics, how-
ever, let’s bricfly examine the kind of cconomy in which entreprencurship
is flonrishing -one that has been called the information cconomv.

The U.S. cconomic miracle over the last few years has not been Jost on
anyone. [tisthe cnvy of every nation. Europe and the rest of the world are
scrambling to determine the reason for the U.S. success so they can
imitate it in their ow., countries. This miracle is seen not so much in the
vigorous cconomic growth, which hit almost 7 percent last year, but
rather in the spectacular job creation that has accompanied it.

Approximately six million new jobs have already been created in this
decade. And few bave missed who created them. During the last recession
Fortunc 500 industrial companies lust three million jobs while businesses
less than ten years old added more than . million new empluycees. In other
words, most jobs arc being created by small business. And sniall business
is perceived as being entreprenceurial. Thus the logical conclusion is that,
if small entreprencurial business is responsible for the currert boum, then
what we nced is the right mix of policics t2 assure more of the same.

This part of the equation is generally recognized, but 1 wonder if the
formula is as simple as it sounds. Is there more to this econumic revalution
spearhcaded by small business than meets the eye? There are several
crucial questions that nced to be answered.

The firstis. Why did this suddenly happen in the last. four ycars? Was it
supply-side cconomics, deregulation, technological change? The answer 1s
that the job boom spurred by small business has nut simply erupted in the
last four years. It is thc extension of a trend that began at Ieast fifteen
yeai: ago. As David Birch has shown, 82 percent of all jobs created
between 1969 and 1976 were in small firms.

The second question is. What kind of businesses are these small firms
involved in? Are they, as the news storics might Iead us to believe, the
modernday replacement of the old manufucturing firm  the small high-
tech microelectronic company making silicon chips? The answer is no.
Considerably less than onc-third of the new small businesses are in hugh
tech The great majority of those six million new jobs were crezted in
service firms. And the same thing happened in the 1970s. Nineteen

o million new jobs were created. Seventeen million, or 89 percent, were
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created in service industries. So a more accurate description of the eco-
nomic revolution that has changed the economy might be that for nearly
two decades small service businesses have driven the cconomy, providing
ever increasing shares of employment and production.

The third and final question is: Does this small business revolution
really represent a spontancous development independent of those “stag-
nant™ giant corporations that have dominated the cconomy since the end
of World War 11? The answer is no. The large corporation has generated
the need foi these businesses. Often it has encouraged their creation,
supported and nurtured them. This has occurred for three reasons.

First, what some have called the “industrialization™ of the service
function has been a factor. Both service ar ' ~ .ufacturing businesses
have realized that the greatest productivity impruvement and cost reduc-
tions can be made in the arca they have so Jong neglected—the service
function. For service businesses thisis true L .ase that is their business.
For manufacturing businesses it is true be.ausc the service function
provides larger and larger percentages of their work force. Thus, both
have made investments in the ncw technologies that allow improving
service functions.

Steven Roach of Morgan Stanley has noted that, in 1982, $145 billion
was invested by service firms in these new technologies, which was a 145
percent increase over 1981. T' s has spawned new, small, independent
service firms servicing such big companies as computer software firms.

The second reason big corporations have spurred small businesses is
becausc they have learned that contracting outside for scrvices is often
mwre cfficient. Obtaining accounting, financial management, legal, pur-
chasing, and manageme..i scrvices from outside instead of supplying
them from inside has led to a multitude of new small service businesses.

A third reason is because of the “intraprencurial” thrust of big busi-
ness. We all read about this popular new idea to revitalize creativity in the
big corporat? . But the focus hzs tended 10 be on what is done within the
company. Examples abound in Gifford Pinchot’s books, such z. Chuck
House of Hewlett Packard and Art Fry of Tandy Corporation. But we
hear less about an equally compelling pheromenon  spinning off the new
enterprisc altogether. Ior example, two weeks ago the Beston papers
reposted on the Roston insurance company that had spun off its public
relations department. This new independent firm was contra..ting with its
former employer for a substantially lower price than it had cost the
vompany before. In the process a new company was born. This in essence
is extending the profit center component to its logical conclusion. The
profit center concept is given total independence.
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The recognition of this relationship between small and large firms
forces recxamination of the assumptions about the small business revolu-
tion. True, it has occurred. True, it is at the heart of the economic boom
and the center of entreprencurial activity. But it is closcly linked to what
1s happeaing in big business. In fact as the rescarch of Brookings Institu-
tion analysts Catherine Armington and Marjoric Odle has shown, a sig-
nificant portion of the small businesses that have been created in the last
fiftecn years arc branches or subsidiaries of big firms.

These developments taking place in the economy allow us to draw some
genera! conclusions about the nature of what many term the “new”
€CONOMmY.

First, given the spectacular job creation in s4rvices, it is no surprise that
1t 1s aservice cconomy Seventy-four percent of the work furce is in service
industrics. But that irvites us to jump to the wrong conclusion. A service
economy 1s bad cnough, hut a small business service economy is worse, It
suggests Mom and Pop stores. It has led to a long litany of distinguished
Americans making comments akin to that of Lee I=cocca, who recently
said that “within a few years our economic arsenal 1s going to consist of
little more than drive-in banks, hamburger joints, and video game ar-
cades.”

Some have seized on the “information™ economy as a slightly more
palatable description. John Naisbitt .clped popularize this notion in
Megatrends. He noted that, since 195., white collur workers have out-
numbered blue collar workers. He also said for the first time most of us
work with information rather than preduce 3oods. Thus, he proclaimed,
Daniel Bell’s postindust.sal society was no longer an apt description. It
should be called the information socicty.

The so-called Atari Democrats, who stressed high technology in last
year's presidential election, clearly are more comfortable with informa-
tion industry than service industry. A new technology /information-based
economy associated with glamorous industrics such as microprocessors
and laser beams is certainly more reassuring than talking about services,
but only marginally so. It is discomfiting to think of most of our work
force spending their time processing information.

Neither “informauon’ or “service” is satisfactory. There is an alarming
tendency to try to understand th.e most complex economy cver by sim-
plifying it. A service economy is not onc producing mainly luw-skilled
consun.>r services. Over half the jobs are found in upper level service
occupations at the professional, technical, and administrative level. And
the dominant services are business services.

More important, the service economy is actually a major manufactur
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ing producer. Both industrial production and the percentage € GNP
contributed by manuiacturing iz at an all-time high. No. docs an isforma-
tion cconomy concern itsclf mainly with producing infoermution. Informa-
tion is used for what it has always been used for—to supply goeds,
commodities, and services. New technolagies and international ecenomic
integeation make information @ much more valuable ingredicnt, cnabling
us to produce more, better, and new goods, commodities, and services.

In a nutshell, then, the American econom is a complex, diversified
blend of various categories of sconomic activi.y. Service production more
and more resembles the manufacturing assembly line. Manufacturing
production more and more involves service functions. Mznufacturing,
service, and commodity businesscs all involve clements of the other to the
extent that distinguishing among them is futile.

Complicating this change is the fact the U.S. conomy has becoms:
closely linked to the international cconomy. This may scem a clich¢, but
the cliché has been ignored when it comes to making policy, especially
about services in international trade.

Consider some examples. The Administration has made considerable
progress in ncluding service trade in international trade negotiations For
the first time we may .tart negotiating next year some new trade rules
that would cover the $700 billion 2nnual services trade  the only trading
activity still outside of the General Agreement on Tariffs and Trade
(GATT). But it will take years and ycars to achieve. Meanwhile, most of
our bilateral trade agreements do not cover services at all, or they do so
only partially.

Sccond, the Trade and Tariff Act of 1984 and its predecessor bills in
the past decade go a long way toward bringing services into the main
stream of trade policy. Yet anti-dumping and courtervailing duty leg'sla-
tion does not apply to services. So a domestic service producer docs not
have adequate remedics to deal with foreign service supplicrs who dump
¢. are subsidized.

Third, the trade promotion policies of governn:ent are finally oriented
to helping service exporers. Yet the recently passed Foreign Service
Corporation cxport tax incentive maintains the incquity that offers this
incentive to all industries but denics it to all but two service industrics

Fourth, in our rush to derugulate we are mainly dercgulating service
industries. such as aviation, trucking, and financial industrics, because
they are the oncs must regulated. But we forget the international implica-
tions. For instance, take our dercguluwd trucking industry. The U.S
deregulated, but trading partners to the nurth and south did not. As a
result, there has been a flood of Canadian and Mexican truckers into the
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Unitzd States. And because they have not deregulated, our truckers do
not have equal access to their markets.

As aresult of all this, what is happening is foreign service trade barriers
run amok. The U.S. Trade Representative’s Office has a computerized
list, several hundred pages long, with some 1,200 barriers on it. Little
wonder that the service surplus in our trade has dropped 57 percent in just
three years.

It is only a matter of time before a “New Protectionism” is going to
appear in the service sector, the verv sector which up to now has been the
ore that pushed to stop protectionism. And 1t is not going to come because
of the barriers abroad, or because of intense foreign competition. It will
come because of the issue that <aused protectionism in the smoun. stack
industries—the “export” of jobs. The new technologies combining tele-
communications and computers allow firms to move service production
around the world the same way they can move manufacturing produc-
tion—only more easily. So Citibank not only can move its service produe-
tivn for credit card processing from New York City to South Dakota, it
can move it to Taiwan, Korea, Argentina, or France.

If we fail to address these serious trade issues, we are heading down the
road to disaster.

The second area of policy concerns information. It is remarkable that
the world’s greatest information economy does not have an information
policy Actually it has an anti-information policy. Recently, there were
signs of this when the Office of Management and Budget proposed cut-
backs in data collection. It is not the time to be cutting back when the
information is 50 years out of date to begin with. Take the standard
industrial classification code. Classifications of the major gioups in the
code were developed in the 1930s, and there have been no significaat
revisions in the classification since. Thus leather making and tobacco are
classified as major industrics. And these is no separate classification for
digital computers and microprocessors - they are part of “clectrical ma-
chinery.”

Or look at other favorite indices, the Federal Reserve Board's industrial
production and capacity utilization findings. They are based on a compos-
ite relative index of importance to total production of 215 industries. But
the index was establish¢d in 1967. So declining industries, like steel, are
overstated while growth industries, such as microc . tronics, are under-
stated.

Data collection is one function that cannot be left entirely to the private
sector. Private firms do not have the capacity to do it alone. In order to

Q con pete, business wants all the information it can get o1, the domestic and
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international economy, and data collection is onc function that even the
most conservative businessman wants government engages 0

It istime to develop a national information policy wii * ‘d have the
simple goal of developing, maintaining, and completely up .ting the most
advanced data base on the U.S. and the world economies. The president
should call a White House National Information Conference to assess the
needs and give a sense of urgency. I urge foundations and the business
community to fund studies on updating the data base of the economy
This process should focus on the economic indicators. They need to be
update”. In particular, the unduc emphasis on an industrial economy
needs to be corrected.

The third critical policy area is tax policy. Fiscal policy is the single
instrument of publ.- policy most often embraced as cssential for encour-
aging entrepreneurial activity. A central thrust of the current national
debate over tax reform is concern over how to use tax policies to direct
resources into desired cconomic activities. When former Treasury Secre-
tary Donald Regan first intrcduced the original Administration tax re-
form proposal, he argued that a bias exists in the tax system that favors
industrial activity over service work. The Administration’s solution. adopt
a tax reform p.°n that lewers tax rates and removes industry-specific
incentives. Thereby the marketplace—not the tax mechanism would
decide where investment should be made.

I agree that the tax system is slanted toward manufacturing, a bias
sggravated by the 1981 tax bill—which strengthened the accelerated cost
recovery system (ACRS) and the investment tax credit. Thus the Admin-
istration proposal is appealing. But it is not the only way to go. There are
at least two other approaches. One is to p.ovide equity in the tax code to
nonmanufacturing sectors. For example, the research and development
tax credit is available only to manufacturing industries This means a
computer hardware manufacturer can obtain an R&D credit for innova-
tion, but the software designer cannot. Granting service businesses the
R&D tax credit already available to manufacturer, would be a giant step
toward putting equity into the system.

Another way to introduce equity for services would be to grant tax
incentives for investment in human resources, the economic factor that is
to senvices what capital goods are to manufacturing. One way to do this
would be to adopt another Bradley /Gephardt idea, onc lost in the rash of
attention their flat-rate tax reform proposal has received. This incentive
would grant employers a Social Security tax credit for adding new em-
ployees to their payroll.

Another alternative to broad-based tax reform is to provide incentives

56




Q

ERIC

Aruitoxt provided by Eic:

54 Shelp-Tollison-Moss

targeted to specific service sectors. For example, financial industries,
such as insurance firms in the business of risk taking, could be granted a
tax exemption if they set aside catastrophe reserves. This provision is in
effect in most countrics—but not in the United States. It would encour-
age insurers to take risks in areas where catastrophes might occur.

While the Administration’s tax reform plan intended to provide an
“even playing field” is seductive, it must be considered in light of interna-
tional developments. Much of manufacturing is clearly in trouble. And
one reason is because of tax and other incentives provided to manufactur-
ing in other nations. So before removing the traditional tax benefits given
manufacturing, the U.S. should first make sure other nationc are willing
to do the same. In the meantime, addressing the needs of the service
sector means a goal of seeking tax instruments that give ervice firms
equal treatment.

What about the other tax reform notions, such as the proposal to
eliminate capital ga.ns treatment from the tax code? This notion has
raised a national brouhaha. Those in favor of retaining capital gains
treatment argue it would discourage new investments, while those who
favor the change argue that other tax incentives provided in the reform
proposal would compensate for this lost incentive.

As a general proposition, I am very skeptical of the efficacy of the tax
system in stimulating economic endeavors. As long as a tax systcim is not
confiscatory—and the United States system is not—then tax consider-
ations do not drive investment decisions. Perhaps the one exception to this
general proposition is the financial paper shuffting involved in the acqui-
sition fever that dominates the business news. Tax considerations unques-
tionably play a role in this destructive addiction. but taxes play at best a
minor role in most risk-taking d.cisions. We certainly do not allow it te
affect our decisions in my company—although the tax lawyers say we
should. We make decisions on the merits and then, and only then, do we
turn to the tax specialists to minimize the tax consequences.

If taxes do not drive decision .naking in going concerns, neither do they
dissuade those wanting to start a new business. Entrepreneurs do n-t
hesitate to act because their profits, if they make any, will not receive
capital gains benefits. Perhaps the venture capitalist who funds startup
venture; may take fewer chances if he loses capital gains treatment, but it
will not cause him to stop being a venture capitalist.

There are many good reasons for keeping the capital gains treatment
provisions in our tax law. But the argument that re.noving them will kill
entreprencurial activity is not one. Creative mechanisms that stimulate
capital formation for new business, such as those contained in Congress-
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man Charles Schumer’s (D-NY) National Entreprencurship Act, will do
more than tax incentives to encourage business creation.

If tax policy is not a panac :a o cncourage risk taking, what are the
appropriate policy tools? For «n.2 thing, we tend to focus too much atten-
tion at the national level. *. st industrial promotion activitics—some
thirty thousand organizations altogether —are found at state and local
levels. Traditionally, thesc agencies have had a manufacturing focus.
More recently they have had a high-*-ch focus. Every locai urganization
wants to repeat the Silicon Valley experience. In doing so, they may
attract some small firms, but that is not their intent. Jobs arc the name of
the game—so they arc after giant firms.

The time has come for local and state industrial development programs
to aim at the small firm, especially the small service firm. They should
wonsider offering small companics the same incentives given to big cor-
porations. Why not establish a “service industrial park” like the tradi-
tional manufacturing industrial park. Such a facility could offer service
firms low-cost space, te'ccommunicaticas, and other business services
essential to their activitics.

A final policy arca necding urgent attention concerns adjustment. The
United States does not have a national adjustment policy today, .nd it
never has. This luxury is no longer affordable. Workers must be trained
for the jobs that will doniinate a scrvice/information cconomy. Admit-
tedly, such a policy is casier to advocate than to define. But there are seme
indications as to the path we should take. To begin with, it will require the
best educated populzec >ver. Second, future carcer patterns probably will
mean constant retraining and frequent carcer changes. Given these as-
sumptions, it is time for government at all levels, as well as the private
sector and foundation community, to begin to assess what future job
nceds are likely to be and how to prepare workers for them. I doubt this
will be very successful, as the capacity to predict change, given the speed
at which it is occurring, is simply not up to the task.

My intuition tells me that it is the basic skills of a literate mar that will
be nceded most. So the “return to basics” movement now cnergizing
educational institutiuns throughout the country is particularly cncourag-
ing. But it is dismaying that this new devotion tv education is accompa-
nicd by substantial federal cutbacks in aid to education. The cutbacks
now being proposed for federal aid to students are especially alarming. If
human resources are the key to the future, investments in them must be
increased, not reduced.

A sccond and more difficult part of the adjustment process is dealing
with the displaced or redundant worker. There we.e five million such
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casualties in the last recession. It is true, of course, there are probably no
more than in past periods of service economic cbange. And perhaps the
personal pain and suffering caused by these dislocations will be less
because many of those affected are fifty-five or older and have adequate
retircment benents. But it is still a serious Eroblem, especially since there
1s such a high concentration of dislocation n one scctor, manufacturing,
and in one region, the “rustbowl.” Forty-nine percent of the five million
dislocatees worked in manufacturing. Over half of these have not been
reemployed. And those who have been almost always have ge..e back to
work in the same industry. Only 480,000 shifted to a new industry. This
suggests the adjustment process is not working.

But the idea that government should help people make the transition to
a new job nas never taken hold in this country. The only time there has
been any support for adjustment policy was in the 1960s, when the Trade
Adjustment Assistance legislation was enacted to help workers, firms, and
communities adjust to displacement from import coripetition. The na-
tional debate th.at accompanied aduption of this progia.n raised the legiti-
mate question. Why help those dislocated because of trade, Lut not those
dislocated due to technological change or uther factors? Congress finally
adopted this trade adjustment assistance program because it would help
the U.S. mairtain its commitr  nt to free traue. But the Reagan Adminis
tration has basically gutted this program.

Determining whether today’s job displacement s trade or technologi-
cally induced is virtually impossible. It is probably a little of both. This
offers an cxcuse to do as in the past and once again fail .o develop a
national adjustment policy. This would be acceptable if today's economic
disruption were a one-time occurrence that is not likely tv be repeated
very often.

But it is not. With the current pace of technological change and the
expanded involvement of the United States in the internativnal economy,
it will occur more - not less  frequently. In a short time, technology and
trade will cause ‘isplacement in the current growth sector services.
Peter Drucker predicts that new technologies such as interactive com-
puter shopping and word processurs will eliminate fifteen miliion service
jobs by 1995. This means the time has come to establish a national
adjust ment policy, There are many elements such a puiicy should contain,
Let me suggest two.

First, the Trade Adjustment Assistance program should be overhauled
and restored. Second, serivus cunsideration shuuld be given 1o adopting
the Individual Training Account proposed by Pat Choate, whereby em-
ployers and employees would pay into a fund, much like :he Social
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Sccurity fund, which a displaced worker could draw upcn for retraining.
This is an appealing approach that gives the initiative to the employee and
keeps government out of making decisions. Finally, much can be done
outside of government, and this should be encouraged. The retraining
programs that are part of certain union-management pacts arc a good
example.

I stated carlier that the drive for muney was not the primary motivation
spurring an entreprencur. This suggests that there are limits to what
public policy caa do to encourage ir. More important than tax policy or
other inducements is the climate in which the entreprencur operates. In
that respect the United States is and has always been unique. This is
especially true today.

The entreprencur is respected. He has become a cult figure. Intellectu-
als want to spend their time with him. Gloria Steinem calls the ertrepre-
ncur the artist of business. The media fcatures busincssmen such as
Steven Jobs and Donald Burr in the same way they used to focus on anti-
establishment figures.

So we have stamped the enceprencur with a scal of approval and put a
premium on his value to society. This is the right cnvironment. It is better
than any legislative incentives that could be devised. As long as this
awn-osphere prevails, risk taking will flourish.

Dr. Robert Tollison: My remarks will take off on a tangent from Mr.
Shelp's and return, at the end, to refiect on some of his policy recommen-
dations.

Israel Kirzner defines the ent,eprencur and the entreprencurial process
as taking resources from lower value uses and putting them to higher
value uses. But thosc entreprencurs are not the only entreprencurs in the
world. There 15 another breed of entreprencur whom we might loosely call
a *pohtical entrepreneur.” I offer you the following definition of a politi-
«al entreprencur. A political entreprencur is someone who takes resources
from highly valued uscs and puts them to lower valued uses. Many smart
and creative people, who are political entreprencurs, choose to work in
this town of Wachington, rather than to work in the private sector.
maintain that we should try to def ..t these peopl. into the private sector,
where their activities have a cha,. o increase GNP, rather than into the
public sector, where their creativity often leads to reductions in the
nation’s welfare.

To understand how to deal with the political entreprencur, let us exam-
ine the political precess at the state, local, and national level in this
country and consider w’ at changes van we made n that environment to
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ensure that gifted peopic aie 1ot attracted into this sector rather than the
private sector. And let us consider how to ensure that the people in the
public sector arc creative and productive. How can we change the politi-
cal order to achieve such results from political entreprencurs?

1 do not have any easy answers to those questions. What I say will be
controversial, and [ am merely putting these ideas on the table to address
the issue. How do we get peuple in politics to be productive rather than
unproductive? And how do we keep really creative people from going into
politics in the first place?

One thing we could do is make the political choices that they have to
make more obvious and difficult. We could set up systems in which it is
not easy for politicians to evade responsibility for the choices they must
make. For example, let us have a balanced budget amendment, and let us
have a fixed size of government in the national ccorumy. Then, year by
year, under one oi the modificd plans that have been proposed, politicians
would nolonger be able to walk away from taking responsibil-ies for their
expenditure decisions. If life is more difficult in the peiiucz! arena,
surviving in that arena will consist f duing what the coastituents want. It
becomes less fun to be a politician if the work is harder and there is less
discretion. That will make politics less attractive as a power trip tu smart
lawyers who seem to gravitate to the political sector.

My second proposal is that we should reintroduce !aissez-faire into
campaign finance. The campaign finance .ystem we currently have at the
statc anu federal level is pure and simply “incumbent protection,” de-
signed to prevent entry :nto politics. Normally entry and turnover seem a
good thing. In markets we consider entry and turnuver as matching supply
more closely to the preferences of the people and what they want in the
marketplace.

The same principle works in politics. It is not a question of rich people
getiing clected and poor people being barred from it. It is a question of
opening up the marketplace. Let us force whoever occupies a political
office to be on hi.. toes and efficient and to respond to serious challenges
by people who can raisc money and run against him. So I would say one
way to discourage political entreprencurship is to deregulate campaign
finance.

Now let me go into the far reaches of political scieace fiction, We have
in this country a vibrant, basically free economy that is encumbered with
a political system designed in the 1780s and 1790s and subscquently
amended. We have a bicameral legislature. We have an independent
judiciary. We have an independent executive branch. We have two-year
terms in Congress. We have two four-year .erms for the President and so
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forth. Those features rarely change. But that is not to say that they cannot
be changed or that we might not want to think about restructuring the
system of representation and political choice appropriately for a modern
ec .omy rather than a devcloping economy.

I do not have any really good ideas about how to do this. There is
nothing to prevent having another house in the legislature—elected at
large, for examnle. It is not written in concrete that we could not deny
former government officials from working for firms that they regulated or
contracted with until after five years. And there is nothing to stop us from
having a larger House of Representatives- - making it a little less casy for
special interests to prevail.

| know that this sounds like a radical departure. But some attention
ought to be given to the nature of the political process that we have
grafted onto a very mature, vibrant cconomy. It is not often we do that.

Turning now to some of the things that Mr. Shelp talked 2bout. I think
we could have a usefu! debate about data collection. I am probably the
wrong person to be standing here, because my major accomplishment in
almost two years at the Federal Trace Commission was to kill the business
data collection program. [ killed it for a simpl: reason- - after looking very
hard at the costs «..d benefits of the program, I coicluced that the costs
werc astronomical and the benefits were astonishingly small. And that is
thie problem with Mr. Shel»’s suggestion. It is not ¢ question of this
government walking away from al! data collection. It is a question of
where is iv cost effective to collect data? And what is the datz used for?

More often than not, in any meceting of the rclevant parties for a
national information policy, there would be some good results and some
bad. Much useful data collection would be modernized, as Mr. Sheip
wants. But the burcaucracies would be using the funding to collect much
that is not needed. So it is a question of how much, not a question of
whether.

[ believe that the general answer about how much data this government
should collect is they should collect less. A careful look ..t the end uses of
much of what the federal data machine cranks out would lead most
serious, cost-cffective managers of government to that same conclusion.

We should note that Mr. Shelp extended adjustment assistance not just
to international dislocation but tu dislocation because of shifts in demand
and supply curves in the domestic economy  at least I think that is what
he meant when he said that a technological revolution is going to create
unemployment among service workers. So we arc tathing about millions
of workers in retraming programs Zvery time I have seen studies of the
effectiveness of these adjustment assistance programs, I am led to con-
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clude that govenunent ought to avoid them. That may sound harsh. But
would just as soon sce workers get onto the next job by themselves without
any government-imposed stumbling blocks, such as government prugrams
that supposedly are going to retrain them.

Mr. Shelp’s remarks about education were right on the moncy. We
throw a lot of money into education. but the question this administration
has been raising from the start is a most basic one: Where on carth is it
going? I used to live in the state of South Carolina. South Carolina is
notedin the statistics of education “or two things. Students do the poorest
in cducational measurements, and its administration expenscs ratio is the
highest across the 50 states. So the principals and school administrators
arc getting fat, and ihe kids arc not getting an education.

It seems to me that this is similar to any government program where we
throw money 2t a root cause to solve a problem. Often it is political
cntreprencurs who stand between the money and the job actually getting
done.

Dr. Laurence Moss: I also would like to start with some comments on Mr.
Shelp's proposal for a national data policy. I see great danger in this,
especially in terms of its negative impact on cntreprencurial activity.

Mr. Shelp is quite correct that the majority of cconomists, conserva-
tive, liberal, and otherwise, have continuously emphasized the importance
of government data collection. Even Carl Menger, the founder of the free
market Austrian School, writing at the turn of this century, advecated
government involvement in collecting and disseminating business statis-
tics. Menger thought that this .ould improve the efficiency of the mar-
ket. In addition. “institutionalist™ economists such as Wesley Mitchell,
who helped found the National Burcau of Economic Rescarch during the
1920s, empha. .. government data collection and management as a way
of smoothing uut the business cycle. At least that is what they hoped
would happen. They believed that, if business people could have equal
access to timely business barometers, they would be able to adjust their
inventories in time and not get caught in recessionary spirals.

Having placed Mr. Shelp's proposal among those of a large number of
prominent cconomists who support government subsidization and man
agement of business data collection, let me speak against this proposal. I
think that an cssential clement in entreprencurship is the ability of entre-
prencurs to discover and act upon very particular and, to some cxtent,
peculiar types of business information. This information has nut receaved
cnough recognitiun, cither in academic or government circles. There is nu
casy way of describing this type of information, so my colleagues at
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Babson College and I have had to comn the phrase, “circumstantially-
relevant business information.” The closest we have come to a real discus-
sion of this sort of business information and a clear recognition of its
importance is in Friedrich Hayek's works, especially in several articles he
wrote during the 1940s. Hayek noted that one of the great virtues and
features of a ma~iet economy is that, by decentralizing decisions and
allowing people to accept responsibility and benefit from their decisions,
«ndividuals are e..couraged to focus their attention on these circumstan-
tially-relevant pieces of business information that would never catch the
attention of central planners. Furthermore, the prospect of profits lures
these same individuals to mobilize the information at least within their
own plans and designs. A market economy utilizes circumstantially-rele-
vant business information to better advantage than any other economic
system known to n.an.

Inour time, .. has become cne of the marks of the educated man to look
duwn upon specialists and purveyors of sircumstantially-relevar.t informa-
tion. You may remember the famous story about Aristotle who concluded
that women must have fewer teeth in their mouths than men. Apparently,
neither Aristotle nor any oiher of the philosophers thought it necessary to
look into a woman's mouth and count the teeth because that would be to
approximate the menial labor of the slave. Western philosophers did not
get involved in such extensive experimentation until it became fashion-
able to do this sometime in the seventeenth century. Instead, they went
after aostract knowledge, kn. sledge of the general laws of science. Spe-
cific empirical details were just that details. This prejudice is carried
over by certain acadeniic writers who discredit or trivialize the creative
work of extreprencurs. I think this attitude is both unprofessional and
uninformed.

Those of you who are familiar with modern, neoclassical economics will
appreciate that its theory of production rests «imost exclusively on a
distinction between a *“choice of techniques™ and a “change in technol-
ogy.” This distinction is a rather dramatic one, and a mastery of the
subtleties is required of all econumic majors in American universities. At
any moment in time, a firm is said to have a “given™ production function
and a complete menu of choices of techniques. The firm will switch from
one technique to anothe: when relative prices vary. Over time, technology
15 supposed to change, and when it changes, it does so in rather sudden
and unexpected ways. In textbooks on economics, the detailed description
of the processes by which new ideas become diffused is mainly over-
looked. The task is left to the business professors whose interest in the
market process is not as thoroughgoing as this subject requires.
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M, colleagues and I became aware of the importance of circumstan-
tially-relevant business information when we investigated the Freedom of
Information Act. When we interviewed cntreprencurs, they complained
that the government reporting requircments were betraying their trade
secrets. When we interviewed Freedom of Information officers in the
cxecutive agencies of our government, they said, “Nonscnse. We don’t
give out business secrets. We have an exemption under the Freedom of
Information Act that, when anybody requests another company's trade
secret, we will flatly deny the request.”

So how could we reconcile the perceptions of the entreprencurs with
tize sincere views of the government officials? The solution had to do with
a bzsic misunderstanding about what was meant by trade secret. For the
FOIA officers, the notion of “trade secret” embodied mostly technologi-
cal and scientific information and not marketing or related information.
For the business person, “trade secret” was broader than technological
information and meant what we arc calling circumstantially-relevart
business information such as information about how a product is to be
shipped and carried.

An cxample from the experience of a large corporation will serve to
illustrate that distinction. Procter & Gamble once shipped Pampers dia-
pers to Japan by Bocing 747 airp.anes. That information was reported as
the law requircs on a shipper’s export declaration filed with the Com-
merce Department. One of Procter & Gamble’s competitors used its
rights under the Freedom of Information Act to request that information,
and the governinent FOIA officer could see no reason to deny the request.
Afterall, knowledge of how Pampers diapers are shippe.: is certainly nct
cquivalent ‘o some secret production formula. What harm could there be
in giving out such a mundane piece of business information? But Procter
& Gamble was rely , on the confidentiality of that picce of information
in order tu pursuc . profitable marketing program. If the competitors
found out they were using a 747 rather than a ship, they would realize
what a wonderfully lucrative market existed for paper diapers in Japan.
Apparently, nobody believed that the Japanese would throw away paper
since one of their custumary habits was to conserve paper. So it was
assumea *hat there would never be a large market for disposable diapers
in Japan. Procter & Gamble was the first to discover that there was. So
here was a picce of information which government officials, acting in
goud conscience, disclosed. They never thought they were disclosing any-
thing of valuc and yet they were. Procter & Gamble lost profits as a
result of this government disclosur~

Q The inability of government to protect business information is one
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aspect of centralized government data collection that threatens entrepre-
ncurial activity in our country. This type of disclcsure jeopardizes the
entreprencurial process by reducing the incentive to discove. and utilize
decentralized information. To the extent that this happens, a d:atinctive
feature of the market cconomy is undermined.

Having quesucned the sensitivity of both the legislative and exccutive
branches of government to the proprictary nature of the entreprencurial
process, I wish tosay a few words about the judieial branch and to give the
Jjudicial branch of government high marks for being quite sensitive to this
information problem. At least two court cases are germane. The first case
was the famous Kewanee case, decided in 1973. 1n that case, the defen-
dant argued that his business should be allowed to use the alleged trade
sccret information that the plaintifi”s former employees had taken with
themwhen they juined the defendant’s firm. Their argument was that this
practice should not be discouraged by law since the one who had origi-
nally discovered the information had had ample opportunity to seck a
patent and probably would have qualificd. Becausc the plaintiff did not
pursue his patent options, his infurmation was fair game, and employces
could bolt off and start their own business with this information. The
inventor plaintiff, having had his bite at the patent apple, should not be
given the protection of sta'z law in shutting down his coempetitor and
having these disloyal empluyees thrown out of work.

The Supreme Court did not buy the defendant’s argument and decided
the fellowing. State trade-secrecy law that protects producers of informa-
tion from he misappropriation of that information by a competitor is still
good law. In other words, the existence of a federal patent system docs not
prevent the state courts from enforcing traditional .rade sccrecy law.
Most important, the Supre me Court did not restrict its holding to techno-
logical information. Indeed, all types of circumstantially-relevant busi-
ness information may be protected against misappropriation.

The other decision that contributes to understanding of the judiciary's
attitude toward the entrepreneurial process is the Berkey case decided by
the U.S. Court of Appeals (2d cir.) in 1979. Berkey accused Kodak of
violating the antitrust laws. When Kodak introduced the instamatic 110
and tke revolutionary new film, Berkey lost sales of its older style cam-
eras. Berkey claimed that, when a firm as large as Kodak has as high a
market share as Kodak had, the large firm has a duty 20 disclose alicad of
time information about its new products so that other firms, such as
Berkey, could have a head start in the market, producing compatible
equipment. Kodek's failure to do this, argued Berkey, must be construed
as part of a plan to monopolize trade. The App-.als court decided that,
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even though a firm may have a large market share, it has no duty to
disclosc information that it has accumuiated through legal business chan-
nels. In my opinion. the judiciary is much more sensitive to the propri-
ctary concerns of the entreprencur than cither of the other branches of
government.

For these reasons, I wish to object to Mr. Shelp’s idea that we start a
centralized data collection cffort. Unless we are also more seasitive to the
importance of circumstantially-relevant business information and its pro-
tection, we may well undermine onc of the necessary conditions for suc-
cessful entreprencurial activity in our economy. While aggregated busi-
ness data may not reveal circumstantially-relevant business inforr.ation,
the process in which, say, Commerce collects this information is likely to
prove no more -~assuring to the business community than what has
occurred in the past.
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Session 6:
Is Entrepreneurial Opportunity Still
Alive in America?

Albro Martin exprains that entrepreneurship is a vital component of
successful large firms, not just small enterprises, and that successful
entrepreneurs generally have served an apprenticeship mingling with the
crovid, and learning the hard way what the public wants. Morcover, he
says opportunity lies all aroun ! us and ir cvery sphere, waiting @ be
discovered.

Commentaiors: Richard McKenzie
Rotert Friedman

“...[S].ow me the company that refu-cs to rest on jts laurels—like
3-M,or IBM—and I wili show youa e any which constantly practices
entreprencurial innovation. And witlu. .a0se walls of such companies,
freedom—just as much as the individual innovators can handle—is
present.” —Albro Martin

“You should expect ‘paper entreprencurialism’ and, for that matter,
Washington entrepreneurialism, when you introduce economic policies,
including the regulation of markets and taxation, which distort invest-
ment decisions.”—Richard McKenzie

“Virtually all initial financing for businesses in this country comes from
personal savings—or the savings of friends, familics and associates. Such
financing 1s ¢ssuntially a bet on people, not a bet on a business plan. That
is a finarcing system that works very well on the whole—arguably too
well in wealthy coiamunities. But it does not work that well in low income
communitics, nor does it work out well in communities hit by firm clos-
ings.”—Robert Frie.!man
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Dr. Albro Martin: Words are like electrical circuits. If you overload them,
they will nct serve you well at all. We have to be sure what we all mean,
therefore, when we talk of “entreprencurship.”

To some people, entrepreneurship simply means being in business for
oneself, and generally by oneself. In other words, anybody who goes out in
a moment of weakness and buys an establishment fuli of coin-operated
washing machines is an entrepreneur, even though he may bring to that
venture no aspect of a creative act whatsoever.

To others it means the ability to come up with great ideas for a produc.
or a service. Endless discussions of entrepreneurship, usually ending in
agrzements to disagree, vague or contradictory conclusions, a..d finally
the inventing of new words when the traditional word would be perfectly
usable il better elucidated, are ample evidence that a more rigorous
defiaition and theory of entrepreneurship --including its ultimate role in
economic society—are needed.

Definitions of entrepreneurship usually fall into a logical trap. Fer
example, it is usually agreed that entrepreneurship has something pecu-
liarly to do with small business—itself a very imprecise term. Small
business, like the Broadway theatre, is the “fabulous invalid™ of economic
life, it 1s not dead, but everybody seems to be eager to predict its imminent
Jdemise, Tkerefore, no home is said to remain for entreprencurship except
within the warm, safe womb of “big business.” But any such conclusion
runs head-on into the fashswunable notion that, in professionally managed
big business, no such thing as entrepreneurship is possible. just wheeling
and dealing, maximization of short-term financial resuits, and always
being prepared to jump to better pickings when the going gets rough.

Entreprencurship is clearly not a lot of things. It is not inventiveness,
the typical entrepreneur lives on the ideas of othzrs. It is not risk bearting,
that is the capitalist’s function, and it can be “prudent” investment or
risk-capital investment. As we shall see, the entrepreneur may or may not
risk his own capital. If he does, it is not in his role as entrepreneur. He
does, however, risk something that in one sense is much more important
than money: his reputation.

A better definition would be that the entrepreneur is the person who
sees a good thing  product, service, or process— and puts it in the way of
becoming a reality and a going business. In show business he is cailed the
“producer™, in professional sport, the “promoter.” In business, he is the
“entrepreneur,” a Fren.h word that means organizer of a business under-
taking.

The entrepreneur ...a:s :n entrepreneurial inrovation. In the words of
the late Joscph Schumpeter  still the most clexheaded theorist of the
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phenomenon—he is the person who “takes the untrodden path.” The
social function of such entrepreneurial innovation is to fzcilitate ecvnomic
growth. Economies can grow only by finding ways to produce more
“utility” from a given supply of resources. To put it less abstractly,
economic growth means a secular upward trend in the production of
socially useful goods and services per capita of the population. Entrepre-
neurship is thus a pragmatic concept. A person can claim to be an
entrepreneur not on the basis of his intentions, but on the basis of his
realizations. Failures do not count.

What are the forms of entrepreneurial innovation? Product, service,
process, and control—those four words say it all. A better or a new
product, a service that fills some need, perhaps as yet unfelt; a production
process that involves lower unit costs, or makes a better product, cr both;
organizing triumphs to solve knotty financial, development, or marketing
problems; the ability to know how and when to merge with others in &
business for the purpose of bringing order to an industry or other activity.
The facets of such innovation are endless, as are the combinations.

But, it might be argued, surely all—or most—true innovation is found
in new, small firms. Certain kinds of innovation are probably more at
home in small, more or less informal groups. Take so-called high-tech
businesses, for instance, in which there is little investment in fixed capital
but many long hours of brilliant, highly individualistic human brainwork.
In tnese cases, however, it is important to distinguish between the act of
invention, which is not itse!f innovation, and the guiding of such efforts
along paths that lead toward a coherent, viable, profi--promising business.
Innovation will be found at the heart of every successful new business,
whether it is a flower shop, a quick-food emporium, or a videotape rental
library. It had better be there, because if it isn't, the enterprise will last
only as lorg as the proprietor’s working capital.

What is the one common essence of this entreprencurial spark? I would
say that it is a longing for freedom, a knowledge of what to do with
freedom, and the courage to seek freedom. This is far rarer than we may
realize, and it is doubtful whether it can be inculcated where it does not
alrcady clamor to be recognized and released. Most of us are merely
iaitaiors, for which we make a fair living. Only a small percentage of us
are willing and able to take the untrodden path. That is why sc much of
history is about failures— there are so many more of them -and why the
enduring heroes of history are so few in number.

Is there real entreprencurship in the big, diversifiec. burcaucratic cor-
porations? If there is, why is it so hard to see? The answer to the first
question is, yes, although superficial differences bctween the way innova-
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tion is carried on in large and small enterprises often mislead us. It is
usually Lard to perceive in the large firm because it is burcaucratized.
This means that one of the challenges to the corporate entreprcneurial
spirit lies in the problem of getting around bureaucratic obstacles. All
breakers of new ground, . walkers upon untrodden paths in society, have
to thrust aside a lot of obstacles that would seem insurmountable to most
of us.

The big company that does not practice entrepreneurial innovation will
not survive. Never mind that the formula for success is not published, or
the ingredients in generous supply. But show me the company that refuses
to rest on its laurels—like 3-M or IBM— and I will show you a company
that constantly practices entrepreneurial innovation. And within the walls
of such companies, freedom —just 2 much as the individual mnovatcrs
«an handle—is present. And the rewards are g¢»ick and certain, not to
mention the penalties for failure.

Sumech for theory. Where are all thiese entrepreneurial opporturities?
They lie all around us, ba-ed upon the rapid changes thata  taking place
in the way we live. Techrology accounts for many. For example, the mass
entertainment market, such as movies via TV 'n the home, is in such a
state of flux that noone would bet on wha. . will look like ten years hence.
Billions of dollars worth of computing equipment are now in p'ace, plead-
ing silently, “Use me!™ But social changes are a.1 even more stimulating
opporwnity. One of the most startling statstics bef-re us is the one
relat ag to housewives employed full time outside the home and the
worsisume problems that millions of employed mothers face every day.
Caring for the aged—or for all of us, for that matter—is a field ripe for
cost-saving ideas. All thes~ problems and opportunities invite entrepre-
neurship. But the opportunities for cntrepreneurial innovation are not to
be discovered by listening to sore college professor or detached observer
like Alvin Toffler. A closer look at entreprencurial innovation reveals that
the best ideas seem to occur to people who have spent their apprent..eship
years mingling with tx_ crowd, noting what the crowd needs and wants.
“New business” arises out of “uld business.” Entrepreneurship is a matter
of building on what is !-nown and believed, not of s yontaneous generation.

Dr. Richard B. McKenzie: In considering the sssue of whether entrepre-
neurial opportunity is alive and well in the United States, 1 did some
reflecting on the industrial policy literature. I went back to Robert
Reich’s book, The Next American Frontier, and 1 discovered on second
reading that there is a good deal in that book that I can agree with.
Reich describes a phenomenon in the book which I might refer to as an
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“cntrepreneurial dialectic.” He charts the history of entrepreneurship in
the United States, starting with the period 1870 to 1920—which he
describes as the “error of mobilization.” This is a period during which, he
says, there was onc .najor new invention introduced in this .ountry about
o;  -very fiftcer. months—not something created here, but simply ap-
plieu to the production process here. The entreprencurial talent was one of
application and of expanding skills and operations to sizes never before
imagined. But in the process, the economy became a little bit more rigid
because it was dependent upon large-scale prodt..tion. So the strengths in
the system began to show up as weaknesses by the 1920s, because with
tremendous production power carie ruinous competition. Entrepreneurs
then set abeut trying to maiage the largeness of their own organizations
and markets.

These entreprencurs began to develop managerial science, both to
manage the firm and to manage their markets. This brought on the era in
which management science became the vogue. But management science
allowed firms to become cver larger and thus even more inflexible. It also
allowed people to think in terms of planning the entire cconomy.

This period of management science extended to about 1970, at which
point the U.S. was producing on such massive scales in such an inflexible
system that the country began to decline, primarily because the economy
was opencd up to competitior from abroad and was unable to compete
effectively in normal goods marxets. As a consequence, the whole process
vegan to ture into what Reich calls “paper ent.cprencurialism.” Profits
could not be made b, producing goods and services, so we turned to
makiny profits by shuffling papers. Paper entreprencurialism is the pro-
cess by which profits are created through acquisitions, mergers, tax avoid-
ance, and tax evasions. This period of decline, with entrepreneuric.l talent
trapped inside .arge unprocuctive bureaucracies, encouraged such paper
entreprencurialism.

Becaur entrepreneurial talent is trapped in this way, says Reich, we
need a dramatic change in the economic system. In particular, he insists,
we must become more dependent on “economic democracy.” Economic
democracy at the firm level will break management science’s hold. Devel
oped at the larger, national level, it will break :he hold that large firms
have oa policies and the direction of the economy.

It scems to me that there is a grain of truth in Rei J1's view of the
entreprencur. But it also secms to me that his error is that he muddles the
facts sufficiently to come up with thc wrong solution in his call for
industrial policies, such as planning buards, planning councils, economic
development banks, and the like.
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My view is that the paper entreprencurialism, which he says emerged
in the 1970s, was a natural outgrowth of some other forces connected with
government policies. We should expect paper entreprencurialism and, for
that matter, Washington entrepieneurialism, when governm.. .t goes in
for the types of economic policies, including the 1cgulation of markets and
taxation, that distort investment decisions. When government is opened
up to such economic control, it can be anticipa.ed that entrepreneurial
talent will gravitate toward the center of that power. Entreprencurs un-
derstandably look upon government power as a resource they can enlist in
the pursuit of their own private motives or profits.

Thus, it should have been expected that during the 1970s much more
talent would be involved in paper shuffling and acquisitions, tax avoid-
ance, and tax evasions. It should be ne surprise that more people come to
Washington trying to lobby for special privileges -or that many others
come to Washington to try to defend themselves .gznst those who came
for special privileges.

The difficulty is that Reich preposes the problem as the solution. He
proposes industrial policy councils that supposedly would chart a new
course for tne '°.S., but what they likely would do is hasten the decline.
The main reas.., for this is that the enuepreneur is not likely to be
represented on those planning boards and economic redevelopment banks
because the entrepreneurs do not have their political network of suppliers
and buvers and customers to help them get the revards. Indeed, the
entreprencur would be discriminated against in this prucess, aot helpe.
as other people used the power of planning boards to extract goodies from
governmen.—-and to discourage conpetition by increasing the tax and
regulatory burden on the rest of the population.

Industrial policy entiusiasts have charted a program that actually will
suppress en.repreneutiaiism in this count:y. Paradoxically, ihe ac ent of
paper entrepreneurialism offers a great deal of hope to the United States
economy because it demonstrates that entrepreneurialism is not weac out
there, but very much alive. Just provide people with a few simple incen-
tives, and they will go for it. I believe that if we continue on a course of
trying to get government out of the economy, people ill once again
redirect their energies to the private, productive sectur of the economy
and away from counterproductive political activity.

Mr. Robert Friedman: When we were starting a newsletter three years
ago, we tried to figure out what to call it. Eventually we decided that the
Yest title was the “The I atrepreneurial Ecunomy.™ We thought that was
both an accurate description and & worthwhile prescription. This econe.
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is the most entrepreneurial economy in the world. The opportunity for
entrepreneurship is alive and well here, and we owe much of our economic
vitality to that. That was brought home very clearly whe.. ! had the
opportunity last year to visit some European countries and to see what was

happening there.

Having said that, it seems to me the relevant question is: Are we as
entreprencurial as we miglt be? Are we reaping the full benefits that
entreprencurship holds for this country? My sense is that theie are some
barriers, s« .hat we are not reaping the full benefits. I would like to discuss
five barriers that limit U.S. potential. Before going through those, how-
ever, let me just note that the role of entiepreneurship in this economy has
been growing since 195C Tecause I have spent much of my life in the area
of entreprencurship a. .. job creation potential of entreprencurship, |
have pondercd whether this is something that has always been going on
and we just did not realize it until David Birch supplied the numbers to

| prove it, or 1s this o relatively new phenomenon? My sense is that the role
| of entreprencurship has grown in this country over the last 30 years. You
can :eitin the business formation rates. We were forming 90,000 new
businesses a year in 1950. By 1970, that had gone up to 250,000 a year.
Now it is more like 600,000 to 640,670. And those are conservative
numbers.
| This increase is the response of an econromy being forced to change very
rapidly refleci...g changes in resource economics, Jemographics, tech-
nologies, and U.S. entry into a global economy. New opportunities are
opened up by these changes. There is also enormous dislocation caused by
it. And we must remember that often it is negative pushes as well as
positive pulls that trigger entreprencurship.

To return to the five barriers. The first is the notion of who might be an
entrepreneur. T. v of us carry around the notion that an entrepre-
neur is a white miaw -.gineer in his mid-30s who is going to start a high
iech venture. Clearly, there are many of **>se, clearly, they are very
important. But in terms of the number of entreprencurs and the number
of those new business starts that might fit that model, this means only a
few thousand of the 600,000 ne firms. It does not include the rate of
business fo, mation by women, f¢ instance, which is now increasing at
three to five times the rate of male entreprencurship. I believe this is the
response of a group :n the population for whom job and income opportu
nity is constricted in the existing labor markzt and who thus are searching
for an alternative way.

| Potential entreprencurs are the “new immigrants™ to the economy.
| They may be dislocated workers. There is much talk about the need for
S
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creative responses to plart closings. For the most part we talk about
retraining; we talk about severance pay; we talk about relocation; we talk
about counselirng. The problem is that in many communities there are few
jobs. We overlook the fact—especially when compared with Europe—
that many of the people being displaced from their jobs are themselves
the best source of new economic vitality in their communities.

There are examples of c¢ .npany towns in Europe where the company
has shut down, and deprived the community of its entire job base, but
where the seeds of renewal were found in cultivating the entreprencurial
potential of the people who lost their jobs. They replaced 20 or 30 percent
of those jobs—in Sweden as many as 65 percent of the job base—by
~ultivating the latent entrepreneurial potential of the people who were
left. And that is something that we do not do very well. Much potential is
lost oecause dislocat=d workers are not considered entrepreneurs.

We talk about the youth employment problem. My favorite example .
how a youth enterprise can arise happened here in Washington—run by
Kimi Gray at Kenilworth Parkside public housing complex. She found
‘hat some kids in her housing complex were running a PCP ring. She
called them in and gave them just two options. “Either I'm going to bust
you, or you can sell chocolate . \ip cookies.” It was what might be called
entrepreneurship by necessity. They chose the second option. It cost $600
to buy a cart and to buy the ingredients to get going, but the hids paid that
back ina few weeks. They will market them at the entries to the subway. I
am sure they will do fairly well.

So I think we need to broaden our sense of who can be an entrepreneur.
It is widening, but it is still a restrictive definition that misses many
Jpportunities.

The second barrier concerns the income-maintenance system. Fifty-one
miliion people in this country receive benefits under one or more of the
income maintenance programs. unemploymeat compensation, Social Se-
curity, AFDC, general assistance. The system was designed to support a
few people ona temporary basis. The nature of the “social contract™ was.
“We will support you as long as you do not seek training, as long as you do
not wurk, as long as —of all things— you do not try to create a business of
your own or try to employ yourself.”

That system has turned many of the people with the greatest possibil-
ities for achieving self-sufficiency into welfare cheats, when in fact they
should be local heroes. I have collected some case studies of people
receiving welare, unemployment compensation, or Social Security who
started bus.nesses, often quite successful ones, while they were receiving
benefits. They are quintessential welfare cheats. They will not often allow
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me to use their stories for two reasons. One is that they do not waat to be
identified, because the stigma of welfare is still strong. And second, what
they did was technically illegal and they could be p.osecuted.

Is that really a set of incentives and disincentiv s that scrves our larger
purpose? Is it in their interest, or in the interest . society, to view those
who use welfare to get established in business as little more than cheats?
That attitude helps to keep the weifare rolls growing and the costs of the
system rising—and it inhibits attempts at self-sufficiency on the part of
the dependent population.

This morning Carol Steirbach described what the British and the
French do with their unemployment compensation and welfare systems.
Ineffect they say, “Look. If you want to try to become self-employed, you
wan continue toreccive benefits”—in the French casg, in a lump sum. By
taking this attitude, 250,000 businesses have been cstablished in five
vears, creating roughly 400,000 jobs in a labor market 40 percent the size
of that of the U.S. There may be similar latent pctential for creating a
proportional million jobs in the American econoiny.

The third barrier concerns business assistance. Again, we seem to be
training people “o take jobs, not to make jobs. We need instcad to make it
possible for people to have access to assistance when they take a business
idea to the marketplace. The Women's Economic Development Corpora-
tion in Minneapolis is oz of the best models of what can be done. It is
designed to help low-income women start businesses. The Corporation has
been operating for 15 months, and 700 women have come to them. Two-
thirds of these women have family incomes under $12,000; one-fifth of

| them are current or for.ner welfare recipients. Ninety-three new busi-
nesses have started, and 144 have expanded. To make it work they have
reduced business plans to 12 one-page sheets. Now I am used to dealing
with business plans with numbers and I find most of the business plan-
ning manuals exclusive and intimidating. But the Corporation talks a
language that 1s not exclusive. It a low-income womar. hears the word
entreprencurship, she often shares the mainstream iinage—-that is, a
white male engincer—rather than h.asclf. WEDC therefore talks in
terms of self-employment.

The fourth is seed capital. Virtually all initial financing for businesses
in this country comes fro.n personal savings—or the savings of friends,
families, and associates. Such t.nancing is essentially a bet on people, not
« ¢t ona business plan. Thau is a financing system that works v~y wellon
the whole-—arguably too well in we.lthy communities. But it does not
work that well in low-income communities, nor does it work out well in
communities hit by firu. closings. The $500 needed to buy the roses to scll
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on Valentine's Day is not available because, to the cxtent that tnere is that
informal lending network, it has te be used foi children’s needs, not for
businesses. \

The fifth barrier concerns a slightly different arca of capital—expan-
sion finance and debt finance for profitable, growing firms. There are
many studies on this, and it is hard to present an airtight case that therc is
a barricr. But 1 have heard too many stories of businesses that could not
get the expansion finar.ce they necded to think there is not a problem. At a
crucial time in its expansicr,, even Wang Laboratorics could not find a
single private bank :n the State of Massachusetts that would finance its
development.

I recently was reading an NFIB study that asked the NFIB member-
.hip whether they thought there were financing barriers. What struck me
in that study—which concluded generally that there was nct a capital
market gap— was that it was precisely the small percentage of firms who
said they were growing rapidly who also hiad financing problems. Those
are the ones we should care most about. .

This phenomenon makes it clear that we recd to-distinguish cntrepre-
neurship and the cntreprencurial process from the size of business. When
I look at Roger Smith and Steven Jobs or the two welfare women in
Minncapolis who started a business {or which Land O’ Lakes, Ocean
Spray, and two other major marketers are now vying for marketing rights,
I sec many more similaritics than 1 do differcnces. In companies of
tremendously different sizes, the process is basical'y the same. The bot-
tom line is that we in the U.S. arc very entrepreacurial, but there is still
work involved in reaping its full benefits.
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Mr. William J. Dennis: Providing an overview of the day’s proceedings in
a few minutes is at best a difficult task. However, if we understand that
the degree of entreprencurship in any society is a function of culture,
information, and opportunity, then we have a framework from which to
organize the day’s discussion and our thoughts.

The United States is blessed with an entrepreneurial culture. American
attitudes and values support entreprencurial endcavor  not only in terms
of dircct social approval, but by providing reasonable “rules of the game™
under which to operate. David Birch emphasized the importance of the
cultu.al basis of entreprencurship, particularly in contrast to Europcan
socictics whose values both directly and indirectly frequently strait-jacket
eatreprencurially bent people. Ronald Shelp made a similar point arguing
that, beyond egregious public policy, encouragement and approval of
entreprencurial activity is the stimulant. And Bob Brockhaus outlined the
complexity of entreprencurtal motivation mentioning difficultics “outsid-
ers” often have in dealing with the entreprencurial personality.

Though the importance of culture was often noted, there was no discus-
sion of public policy initiatives to enhance entreprencurial values. Per-
haps, no onc believed there are any. Or, perhaps such initiatives are so
long term and so indirect, they are not worth noting here. I donot feel that
is the case. In fazt, public initiatives in support of an entreprencurial
culture may have sufficient substance for a cunference to itself. Educa-
tion issues, immigration issues, and the value of plain old fashioned cheer-
leading might be featured.

The second organizational theme is information. While we do not
normally think of entreprencurship in terms of information, that is a
serious omission. The afternoon’s first pancl made clear the importance of
information to cntreprencurial development as did Israel Kirzner in an
indirect manner carlicr in the day.

The issue of an information policy was raised by Shelp. For example, he
noted the policy-related problems of the service and information indus
tries, such as their lack of coverage in international trade agreements.
These and a host of related matters are important issues, whether or ot
onc agrees with Shelp’s proposal for a national conference.

The more traditional view of information held by many, if not most,
sm.all business owners was cxpressed by Bob Tollison. Collection of in-
formation cntails a cost, much of it focused on the respondent. Such
respondent burden, kown as the paper-work problem, has gencrally he'd
negative connotations often because of imbalances between value of in-
formation provided and value of information used. Larry Moss focused on
« nother aspect of information collection ar * lissemination, that is, the
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inadvertent disclosurc of circumstantially-rclevant information. This fun-
damental question involved trade-offs between public information and
proprictary rights. Neither of these broad issuc areas arc new, nor are
such questions as patent #nd copyrights. But as the eatreprencurial revo-
lution has given information an increasing value, the policy issues related
to it have take on added meaning.

I am surprised that no one mentioned the persoral computer in this
context, although I do believe I heard Steve Jobs's name mentioned.

Finally, there was the question of opportunity. Our speakers seemed to
agrée that there was considerable opportunity for entreprencurial cn-
deavor in the United States. Beyond that point of consensus, however. the
question quickly became “how do we as a society expand our opportu-
nity?”

Two strains of thought emerged. One was typified by Kitzner and by
Dick McKenzie. While they approached their presentations much differ-
ently, cach suggested that entreprencurial development is restrained by
governmental intervention. For example, Kirzner argued that scarching
for onportunities and knowing others are also doing so was the heart of
entreprencurship. Establishing boundaries limits the search. Congress-
man Tom Delay provided a pe-sonal perspective of a businessman turned
legislator who saw his own industry attempt to limit eatry through public
intervention. In contrast, Carol Stecinbach—and particularly Bob
Fricdman suggested that not only can governmental intervention play
an important role in stimulating cntreprencurial development, but that
specific targets should be identificd and means developed to assist their
entry :nto entreprencurial activity. Both expressed keen interest in the
possibility of entreprencurship as a direct vehicle to combat poverty.

INlustrating these divergent paths, Steinbach provided a description of
many European initiatives to promote entreprencurial development. Most
of these initiatives, largely alien to the American experience, involved
specific governmental activitics that focused on specific pupulation tar-
gets, notably the uncmployed. In sharp contrast, Katsuro Sakoh cmpha-
sized that the economic resurgence of Japan folluwing the devastation of
World War II was the direct result of a disequilibrium created by the
War. The War broke traditional commercial barriers, some legal, some
social. The resull was creation of an cnvironment permitting current
Japanese successes.

Froman historian’s perspective, Albro Martin believes there is as much
opportunity available today as there has been at ary time in American
history. He does not accept the 1aca that the age of opportunity has long

since vanished. This raises a series of very interesting questions which
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were not addressed: Why the outburst of entreprencurial activity in the
1970s? What stimulated this outburst? Was there a particular calalyst?
Tom Gray argued that the great economic value of small business and
entreprencurs is their ability to adjust rapidly. Was the revolution, there-
fore, caused by the inabisity of large firms to operate in a particularly
turbulent environment?

Gray made turbulence, uncertainly, and disequilibrium a central part
of his presentation, but Birch and Shelp also mentioned it in the context of
employment policy. McKenzic used the idea of change as a central
argument to his thesis that government cannot plan and directly aid
development of entrepreteurs.

It has bezn a good day. Rut perhaps the major disappointment iz a one
day conference is the number of questions raised and for reasons of time
left unaddressed. Hopefully, those questions wiii be addressed at a later

point.

Dr. Stuart Butler: My perspective is slightly amzi*nt from that of Mr.
Dennis. He stressed many of the themes that he saw running through the
discussions today. I will try to suggest some of the specific policy implica-
tions of the day’s proceedings. Congressman DeLay showed us his busy
schedule. That should bring to our attention the fact that most people in
the Congress and the Administration are always faced with the situation
of being unable personally to evaluate data that may be critically relevant
to their decisions. Organizations like The Heritage Foundation and the
National Federation of Independent Business mr  herefore distill the
facts and point to their implications so that political decisions are made
with the best information.

With this in mind, two or three points gave me some food for thought,
and they will affect our work in the future. I would preface those by
noting that, among the desisions madz in Congress tnese days, a very high
proportion deals with economic growth and job creation. So it is a great
concem to all of us involved in public policy just how little Congress and
the typical voter understanc about what makes entrepreneurs tick, and
hence, where jobs come fron.

This lead me to my first policy conclusion, namely, that it is very
important to give as wide publicity as possible to the findings of people
like David Birch—people who have studied intensively where jobs are
coming froni. The results of this work are vita. to the policy process. And
this should give us some concern about how policy will be developed, since
if, as Birch says, small business entreprencurs tend to be averse to dealing
with bureaucracies and filling in forms, then it becomes very difficult for
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government to help them. Ideas like national industrial policy require
people in government to deal in a frank and easy manner with the people
creating jobs. Su it type of policy is not likely to be very eflective in
stimulating entreprencurship.

If jobs do come principally from the small business sector, there is
another piece of bad news. And that is that it is big that counts most in
Washington. 't is generally the lar_ sectors in the society- -including
those within the business community that have the biggest clout when it
~onies to policy decisions in Washington. NFIB has been a partial anti-
dote. but it is still an uphill struggle for the small businessman to be heard
in the corridors of power. Thus we should have a somewhat pessimistic
view of our ability ever to be able to get a set of policies that actually fit
the reality of where jobs and enterprise come from.

Bob Friedman n*=ntioned a very impoiiant aspect of the whole issue
wher. he emphasiz  aat you find entrepreneurship in the most anusual
places. Entreprenet 1ip involves a lo. more than middle class and rich
people. That is also a source of some problems, since it is very difficult to
get decisionmakers in Washington to recognize the potential of entrepre-
neurship in low-income neighborhoods. They tend to be skeptical of pro-
posals that rest on that assumption. So it is important that policy makers
hear the clear message from this conference that the stereotype of entre-
prencurs be changed and that Congress recognize that eatiepreneurship
docs in fact spread much wider than is commonly thought.

Another point relevant to public policy concerns the whole issue that
Israel Kirzner developed the critical importance of competition as a
method of making people open their eyes and look over their shoulders.
Competition is a vital stimulus encouraging entrepreneurship. But one
look at the nature of pelicy making, particularly on Capitol Hi.., makes it
clear that incumbency tends ‘o win out That is ‘rue in political elections,
and it is also true in decisions about entering markets. There is always a
tendency for incumbents to be successful in using the luw to shut out
competition. There is basic terwion in the public policy area between the
competition and the pressure excrizd by incumbency.

A final issue has percolated throughout this conference. What do you
do to help entreprenecurs? There was much less consensus about how to
heip it ihan there was about the nature of entreprencurship itself. Tax-
ation? Davi¢ Birch was skeptical about the importance of subile tax
hanges in encouraging entrepreneurship decisions, particularly the basic
decision of whether te go into business or nut. The relationship between
taxation and ¢ntreprencurship is by no means crystal clear.

A related issue is capital. Again there is deep division about ot only
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the need for capital but also about how to provide ¢apital in a way tha
does not distort or destroy the entire entrepreneurial process. Government
at many levels is attempting to channel money to entreprencurs. But
somehow th: entrepreneurs often seem to get lost in the process, and the
result is often rather different from that desired. The whole issue of
traming is also controversial—to what exient entreprencurs can be
tramed. In particular, can somebody from a burcaucracy, or from a larger
corporazion for that matter, train people to behave in a way that in a real
sense, is quite alien to the “‘educator’s” own attitudes?

So what can we do 10 ercourage entreprencurs? Maybe I am showing
my conservative prejudices, but I think that, if there is a single message, it
is thaz perhaps we should not do anything—or at least we should put more
of our efforts into removing barriers that frustrate entreprencurship.
Once we start to help, we begin to run into trouble.
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