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Abstract

American policy toward entrepreneurship focuses on competition, not programs.  Five typologies, Institutions and Culture, Entrepreneurship and Competition, Impediments and Assistance, Small Business and Entrepreneurship, and Mixed Objectives and Policy Means, illustrate American policy and potential policy alternatives.  Implications for policy development emerge from each.  A series of mini-cases focusing on the deregulation of industries, the most lengthy being deregulation of financial services, outlines the policy in practice and its impact on entrepreneurship.  

*The views expressed here are my own and do not necessarily reflect the opinions or policy positions of the National Federation of Independent Business or its affiliated organizations.

The United States has no entrepreneurship policy.  Nor, does it have a small-business policy for that matter.
  Instead, the United States has an overarching competition policy in which entrepreneurs and entrepreneurial firms play a critical role.  This is not a competition policy in economists’ traditional sense of the term; it is not about market structures and industrial organization.  Rather the policy is about vigorous, if not vicious, competition achieved through deregulated markets, markets that in large part have until recently been governed by regulatory remnants of the Great Depression.  It is a competition policy that assigns overwhelming priority to consumer interests and cares little about consequences to individual competitors (Muris; Wise). 

Governmental action to stimulate competition through economic deregulation should not be confused with general deregulation. Social and particularly environmental regulation of entrepreneurial activity continues to expand.  Moreover, important segments of the American economy remain regulated even when such regulatory regimes are economically irrational by any objective measure.  The states are particularly remiss in this regard.  A few economic strictures have also been added, though the most prominent, Sarbanes-Oxley, enhances transparency and thereby arguably increases rather than diminishes competition and efficiency (Rajan and Zingales).  However, the country has avoided most truly damaging initiatives, particularly with respect to labor and labor protection.  Defeat of the employment-based Clinton health care proposal is a poignant example.

Even with these caveats, the basic policy remains clear.  It has evolved since the 1970s with the general support of both major political parties (London; Bernanke). 
  And, that evolution has coincided with an entrepreneurial outpouring that is among the greatest in American history.

The competition policy does not stand in isolation.  Entrepreneurs and their ventures are influenced by a host of related and overlapping policies - monetary policy, trade policy, tax policy, labor policy, etc. - just as are other people and businesses.  They rarely enjoy special treatment or targeted policies, though states and localities are considerably more likely to do so than is the federal government.  Absence of an entrepreneurship policy, however, does not imply absence of programs, special considerations or subsidies that benefit single entrepreneurs and/or individual firms.  Still, those interventions are fragmented, uncoordinated, typically lacking in explicit objectives, and generally inconsequential - not characteristics of a true policy.

The purpose of this paper is to outline American public policy as it impacts entrepreneurship. The paper does not define the term, Public Policy.  However, readers should think of public policy in its common use, that is, a reasonably high-level, coherent, overall plan with goals and strategic objectives put forward by a government or a government entity.  Focus on the higher order excludes from the concept operating detail or specific means to accomplish stated objectives.  Similarly, the paper does not define entrepreneurship or entrepreneur.  As with the term, Public Policy, the paper employs common use of the term, Entrepreneurship.  The term converges on growing businesses and the people who grow them.  The related questions involving entrepreneurial activity in larger firms and new formations are essentially non-germane.  The policy influencing the former is no different than the policy influencing the latter; it is merely less direct.  Entry is entrepreneurship, though it may be the last entrepreneurial act ever undertaken; it is therefore included.  Finally, enterprises in information technology (IT) may or may not be entrepreneurial, just as enterprises in road transportation may or may not be.  Industry does not define entrepreneurial and non-entrepreneurial firms.

The discussion is organized as follows:  the first section presents brief, introductory comments about the basic models of entrepreneurship policy.  That is followed by five typologies illustrating basic themes and trade-offs in public policy as it affects entrepreneurship, and places the American experience in context.  The third section offers a series of examples or mini-cases to demonstrate how current policy affects entrepreneurship in the United States.  The fourth section outlines three specific initiatives designed to directly promote entrepreneurship that appear unique to this country, at least in origin.  An overview of the American Model of policy toward entrepreneurship concludes.  The paper is purposefully descriptive and analytical throughout; prescription is left to another day. 

The Generic Versions of Entrepreneurship Policy

Three generic versions of public policy are often termed entrepreneurship policy.  Though elements of them all appear in the American approach, none captures its essence nor matters very much in the construction of policies that have a serious impact on entrepreneurship.  The generic types are simply too narrow.  They fail to appreciate that core values serve as measuring sticks for evaluation and translation of conditions into policy problems and their solutions (Anglund); that a critical tie lays between competition and entrepreneurship (Kirzner, 1973 and 1985); and that macro-economic policies can swamp minor interventions (Storey).  Thus, the three generic types of policy effectively miss the wheat and find the chafe.  To the extent that the three define the currently available versions of entrepreneurship policy, the United States does not have such a policy.  But if one can find consistent themes in the manner by which public policy choices impact entrepreneurship, then the United States certainly does. 

The most common version of entrepreneurship policy is little more than a series of business assistance programs or initiatives cobbled together.  Typically, the final design incorporates any activity remotely intended to support smaller enterprises (De).  The resulting concoction is called small business or SME (small and medium enterprises) policy.  SME policy becomes entrepreneurship policy when it semantically extends (and possibly expands) the existing programs to a newly fashionable constituency, i.e., entrepreneurs, without changing their essence. This process leads to fuzzy objectives, and highly fragmented, unfocused subsidy programs.  Since these initiatives typically fail to distinguish between entrepreneurs and life-style business owners, they also tend to reach entrepreneurs only in proportion to their appearance in the overall business population (tempered by the greater environmental awareness exhibited by entrepreneurs).  The programs of the United States Small Business Administration (SBA) and state efforts to directly support smaller commercial entities are visible examples.  

A second version of entrepreneurship policy targets entrepreneurial firms in the tradition that we associate with Japanese industrial policy.  This approach involves identification of industries and/or firms that government wishes to encourage, and adoption of public policies that assist and/or favor the targeted group(s).  In the case of entrepreneurship policy, the likely targeted groups are new and dynamic firms regardless of size and/or industry (Hart).  The levers of the approach are financial subsidies, targeted procurements, protection from competition, etc.  While the United States does not typically employ this picking winners approach, there are highly visible examples where it has happened.  The railroads immediately come to mind (Ambrose).

Kayne outlines entrepreneurship policy in the states with a twist that is implicit in many commentaries.  Entrepreneurship policy, according to Kayne, involves the targeting of subsidies as just noted, but underlying them is a healthy business climate.  What never is clear is how the climate can be healthy when select firms have claims on public resources that others do not, and how some can enforce those claims without others doing so as well.

Recognition of rapidly changing bases for wealth creation has led to a still unstructured third version of entrepreneurship policy.  Proponents identify important themes that policy must address, such as movement to a knowledge society, the difference in policy approaches to entrepreneurs and small-business owners, etc. (Gilbert, Audretsch, and McDougal; Pages, Freedman, and Von Bargain; Audretsch; Kirchhoff, 1988 and 1994).  They perceptively and vigorously criticize current policy implementation (Lyons; Peters and Fisher).  But their policy levers tend to flounder in traditional subsidy, economic development, and politically correct approaches rather than nurturing the dynamism and culturally-driven aspects of entrepreneurship.  Lundström and Stevenson have gone farther than most. The authors define entrepreneurship policy in their book, Entrepreneurship Policy for the Future, as “those measures intended to directly influence the level of entrepreneurial vitality in a country or region” (p. 19).  They specifically list direct influences like culture and education, recognizing that these amorphous and politically thorny issues are very much part of the entrepreneurship policy equation.  Many will be uncomfortable with their sweeping definition of entrepreneur, and find their assortment of policy recommendations representing another smorgasbord of existing small-business programs.  Still, their shift in policy emphasis from the firm to the individual and from the business community to the broader society recognizes that the levers needed to stimulate entrepreneurship often originate outside traditional channels.  Thus, this third version of entrepreneurship policy holds promise.  But it also fails to capture the essence of the American experience.  

If the three existing generic versions of entrepreneurship policy as described above do not capture the American approach, then what is the American approach and how does it differ from the three?

Illustrating the Basics of Entrepreneurship Policy by Typology

The analysis of American policy toward entrepreneurship begins with a series of typologies.  Typologies are simple, didactic tools that illustrate relationships and context.  They are effective because they provide sharp contrasts and minimize the shadings and subtleties of real world cases. Typologies are used here to provide a broad analytic framework that allows the reader to both recognize the critical elements in the American approach and to compare them to potential alternatives.  The five typologies presented in the pages immediately following focus on the United States, but can be applied equally to any region, state, or locality in the U.S., or to any other country in the world or its component areas.

Institutions and Culture - Typology 1

The typology in Figure 1 presents development of public policy in its broadest terms.  The typology illustrates the two fundamental elements influencing the development of public policy over time, institutions and culture.  This two-dimensional framework is drawn directly from the writing of the Nobel prize-winning, economic historian, Douglass North.

North does not use the term “institutions” as political scientists or even the public might.  Rather, he thinks of institutions in terms of public policies and the resulting incentive structures.  American institutions could include the Constitution on a higher level, but also the corporate income tax on a lower one.  Thus, institutions are those public activities that incent people to do things.  North’s view of culture is equally expansive.  He defines culture as the inter-generational transfer of knowledge, values and other factors influencing behavior.  Culture in this sense is the possession of an entire people even if each individual does not accept all of its tenets (McElroy). 

North argues that policy development and/or change results from the constant iteration of institutions and culture. Most change resulting from that iterative process is therefore incremental.  Substantial change typically occurs over relatively long (undefined) periods of time, though presumably a substantial shock, such as the Great Depression or a major oil discovery, such as Spindletop, can considerably accelerate it. 

The x-axis in Typology 1 carries the label, Policy (or, incentive structure).  The axis is divided into two segments - Favorable to entrepreneurship and Unfavorable to entrepreneurship.  The author does not define Favorable and Unfavorable here, though one should think in terms of incentive structures that encourage entrepreneurial activity or not.  Though the typology is designed to suggest that the axis is categorical, the favorable/unfavorable dichotomy actually anchors an interval scale.  Favorable and unfavorable incentive structures can vary in degree, from place to place, and from time to time.  However, common elements, such as the rule of law and property rights, are consistently linked to the favorable side; opposites, the absence of the rule of law and property rights, are linked to the unfavorable side.

The y-axis in the typology represents culture.  It, too, is subdivided into two segments - also, Favorable and Unfavorable.  Again, the terms are not defined.  But here, too, culturally driven ideas and behaviors that support or stimulate entrepreneurial activity are labeled Favorable, and vice versa. The diagrammatic result is four quadrants that illustrate the position of American public policy towards entrepreneurship in the broadest sense.

The quadrant in Figure 1 that springs from a favorable culture and a favorable policy is termed, Entrepreneurial.  Both variables in the typology favor the development of entrepreneurship.  Therefore, those political jurisdictions or geographic areas located in the quadrant yield a healthy supply of entrepreneurs and entrepreneurial businesses.  Moreover, a favorable culture and a favorable incentive structure tend to mutually reinforce and strengthen one another.  This iterative sequence typically produces a virtuous circle.  Entrepreneurship yields more entrepreneurship.

The opposite also occurs. When both fundamental elements driving the typology are unfavorable to entrepreneurship, the yield will be few entrepreneurs and little entrepreneurship.  That quadrant on the typology is termed, Stagnant.  Again, the iterative process tends to reinforce.  The unfavorable position on one axis tends to strengthen the unfavorable position on the other.  The result is a vicious circle, a downward spiral that draws entrepreneurial activity farther and farther from mainstream behavior.   
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The remaining two quadrants are more complex because they involve mismatches between the two fundamental elements.  They also tend to be unstable and create tension.  A favorable policy with an unfavorable culture produces a Led quadrant.  Under these mixed conditions, leadership (elites) likely has established (or would like to establish) policy favorable to entrepreneurial activity, but the culture (typically the public) resists the policy.  Effectively, some person or group attempts to lead the public toward greater acceptance of and support for entrepreneurship, thereby toward more entrepreneurial behaviors and outcomes.  The other side challenges the initiative.  The more opposed the two groups are to one another, the greater the tensions that will arise.  However, at some point, momentum shifts to one side or the other, tilting outcomes to the perspective with the stronger hand. 

The opposite quadrant presents culture pushing policy.  The culture favors entrepreneurial activity in this quadrant, but policy does not.  Under these conditions, elites likely are resisting public inclinations for policy more supportive of entrepreneurship.  Hence, the quadrant is billed, Repressed.  Its dynamics are the mirror image of the Led quadrant.

The United States today fits in the Entrepreneurial quadrant.  This assertion appears to be the consensus view, at least on a relative basis.  Lundström and Stevenson, for example, refer to the United States as the “base case.”  World policy-makers almost always use the United States as the reference point against which to measure their own entrepreneurial development.  It has even been argued that the United States is so driven that entrepreneurship is institutionalized to include non-business sectors as well (OECD, 1998).  Yet, the ultimate evidence lies in outcomes, and there is little dispute that the United States produces large numbers of opportunity (contrasted to necessity) entrepreneurs per capita (Reynolds, Bygrave, and Autio). 

The quadrant’s assignment may or may not be valid on an absolute basis or over a longer period of time.  Since change is constant, the current favorable condition of the United States is neither inevitable nor perpetual.  Indeed, the author has argued elsewhere that culture likely dictated a change in policy that effectively slid the United States from the Repressed quadrant in the typology to the Entrepreneurial quadrant sometime in the late 1960s or early 1970s (Dennis and Dunkelberg).  The change probably represented a return to historical roots, a pursuit rudely interrupted by the Great Depression.  However, a virtuous circle has characterized the United States for the last few decades.

Russia is a good case for the Stagnant quadrant; several countries in Eastern Europe fit the Led; and China during the last half of the 20th century suits the Repressed.  However, there is no inherent reason that the typology in Figure 1 must be applied at an international level rather than a regional, state or local.  International examples appear here because differences between countries are greater and more visible than those among this country’s states and localities.  But, glaring cultural differences that influence entrepreneurial development also separate American regions and even cities (Kotkin, 1997; Florida).  Public policies (incentive structures) affecting them also vary by political geography.  The result is differences in business formation rates, nascent, and growth businesses (Reynolds, Birch).  Local policy-makers can therefore be no less concerned about their culture and incentive structures compared to their potential competitors than can national policy-makers.

The first typology illustrates at least four pertinent points for policy impacting entrepreneurship:  first, the state of entrepreneurship in a geographic area can change because incentive structures (policy) can change and culture can change.  It is also likely they will change.  The amount of change and the time to achieve change is a related question.  Smaller countries and/or geographic units where outside forces play a more important role than in larger, insulated ones, are likely to change more quickly.  However, change is not always favorable.  It can discourage as well as encourage entrepreneurial development.  Second, no universal optimal approach to the promotion of entrepreneurship exits because each political jurisdiction starts at a different point.  History has developed a different culture and a different policy for each.  One optimal policy size cannot fit all.  Nevertheless, though multiple optimal sizes may exist, there are common policy elements that must be present in one form or another; access to capital is an obvious example.  Third, the incentive structure (policy) is not the only element that needs to be shaped in order to achieve substantial entrepreneurial activity.  Policy is only one fundamental element.  The culture needs to be shaped as well.  Moving the culture, let alone shaping it, lies outside the realm of most conscious policy-making.  Yet, it occurs continuously through provision of example, expressions of social approval and direct instruction, among other means.  The corollary and fourth point is that policy-makers cannot turn-on and turn-off entrepreneurial activity at will.  That means the behaviors and values stimulating entrepreneurial activity can be channeled only with great difficulty.  It is, therefore, highly unlikely, if not impossible, to have a highly entrepreneurial industry such as information technology sitting on top of a society hostile to entrepreneurship everywhere else (Drucker).  If entrepreneurial activity is present, entrepreneurial search spills outside the desired channel into others (Kirzner, 1985).  Similarly, if no entrepreneurial activity is present, policy-makers cannot expect to stimulate it and channel it in a pre-ordained direction.  The result is that policy-makers cannot predict where entrepreneurial activity will appear nor tightly control aspects they do not like.  They may have to “buy the whole entrepreneurial package,” or at least a substantial share of it, if they want any.

Entrepreneurship and Competition - Typology 2

The link between entrepreneurship and competition is intimate.  Israel Kirzner (1973) calls them the opposite side of the same coin.  But even should one believe that entrepreneurship and competition are more autonomous than Kirzner argues, competition stimulates some people, not necessarily everyone, to seek better and more profitable ways of doing things in hopes of maintaining, if not bettering, their relative position.  The people who respond by choosing the innovation route rather than simply working harder or ignoring the change generated, become entrepreneurs (loosely defined).

The presence of competition in a political jurisdiction is not a given, however.  Its presence and degree are controlled from two sources.  The first, and the one about which we comment little, is the culture.  Some societies simply value competition and individual achievement more than do others.  The second is public policy, which as just argued, has a cultural component.

There are always policy-imposed limits on competition.  But the limits vary notably from place to place and time to time both in their severity and pervasiveness (Huang, McCormick and McQuillen; Gwartney and Lawson).  The most extreme limit occurs when competition is prohibited. For example, first class mail delivery in the United States is forbidden, except to the U.S. Postal Service, a government sanctioned monopoly; Canada effectively does the same for the delivery of health care services, where crossing national borders provides the only competitive alternative.  Less severe limits are more common.  Zoning restrictions and minimum wages are two obvious cases.  Both sets of limits differ by jurisdiction, but all competitors in their respective jurisdictions must comply with them.  Pervasiveness is different than severity.  The sale of firearms is illustrative.  The United Kingdom which, by almost any internationally comparative examination of competition, maintains reasonably open markets (pervasiveness).  Yet, the U.K. bans the sale of handguns (severity).  Policy, therefore, outlines the competitive limits for entrepreneurs, both in terms of their severity and their pervasiveness.

The presence of competition is also influenced by policy controls over business attempts to subvert it.  Policy designed to accomplish that objective typically falls under the rubric of anti-trust, though elements designated as consumer protection may also qualify.  American anti-trust policy effectively has three pillars, the Sherman Act, the Clayton Act, and the Federal Trade Commission Act.  A few might add the Robinson-Patman Act as a fourth.  But the impacts of those laws on entrepreneurship lie in the ebb and flow of their interpretation and enforcement.  The current priority as evidenced by the allocation of budgets and people is horizontal integration, i.e., mergers and acquisitions (Muris). 

Figure 2 presents a typology outlining the alternatives policy-makers have available to them when deciding how to address competition.  The x-axis of the typology represents the degree of competition in a political jurisdiction.  Recognizing the potential variation from industry to industry, the axis blends regulatory severity and pervasiveness to form a single measure.  One pole on the axis is labeled High and the other Low.

The y-axis in the typology presents the immediate beneficiary of government efforts to enhance competition.  The immediate beneficiary can be Consumers or Businesses.  Though one assumes that the ultimate target of policy in non-corrupt governments is maximizing consumer welfare, some policy-makers believe, both for long-term competitive and equity reasons, immediate beneficiaries of competitive policies should be businesses.  The general philosophy is:  Keep businesses, including government-sponsored enterprises, healthy and consumers ultimately benefit.  Thus, the y-axis of the typology translates into the immediate beneficiary of competition policy.  

The policy characterized by a low degree of competition and businesses as the immediate beneficiary results in a Protectionist quadrant.  Japanese trade policy, particularly its employment of non-tariff barriers, is the prototypical example.  Various countries, including the United States, have also used protectionist trade policies to shield fledgling industries.  But, the quadrant is not solely applicable to international trade.  Within the United States, milk marketing orders covering Florida and the Northeast protect milk producers in those areas from the more efficient producers in the Upper Mid-West.  Professional licensing requirements in Massachusetts mean hairbraiders require training as cosmetologists and need over six times as many hours of schooling to do their jobs as gun carrying security officers need to do theirs (Berliner).  Confining public procurement to local residents is a third.  None of these examples necessarily describe markets with minimal competition, just considerably less than would otherwise have been the case.
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The Controlled quadrant in the typology consists of low competition and consumers as competition’s immediate beneficiary.  This type of competitive arrangement is a socialist’s ideal.  Yet, little competition and the consumer as immediate beneficiary appear unable to live together for any period of time.  In fact, the existence of the Controlled quadrant in the real world is problematic. While minimal competition can result when the state owns or directly controls the economy (and consumer benefit is the raison d’etre for state-owned/controlled operations), the immediate beneficiaries of the policy seem to rapidly evolve to businesses (state-owned enterprises) and their employees. 

Across the typology from the Controlled quadrant is the Filtered quadrant.  The quadrant begins by employing significant amounts of competition.  But, underlying the Filtered quadrant is the belief that policy must ensure healthy competitors in order to assure healthy competition.  Anti-trust policy, therefore, focuses on damage done to competitors.  That often is interpreted to mean that many producers are essential for the consumer to ultimately benefit.  Since small businesses represent the “many producers,” the Filtered quadrant indicates the presence of a strong small-business (not entrepreneurship) policy.  In principle, if not in practice, the Robinson-Patman Act embodies the Filtered approach.

A different way to ensure competition is for a public entity to create its own competitor(s).  While pure cases of this type of activity in the United States are unusual, government has established commercial enterprises to provide goods and services when they did not exist.  Rural electrification through the Rural Electrification Administration is illustrative.  Though not directly governmental, member-help organizations such as farmer cooperatives, credit unions, and mutual insurance companies, compete against private business using government-sanctioned privileges and tax subsidies.  

The last quadrant in Figure 2 is Competitive.  It represents a high degree of competition and consumers as the immediate beneficiary of competition policy.  The first and only issue is the consumer’s welfare.  Deregulation means greater competition which translates directly into improved consumer circumstances; it also typically means the destruction of numerous businesses.  Anti-trust policy cares little about the conditions or fate of individual competitors; individual competitors become important only when their fates pose a threat to competition. 

The United States has dramatically shifted locations in this typology over the last 30-35 years.  In fact, this shift captures THE major change in policy affecting entrepreneurship that the United States has undertaken in recent history. With several newly deregulated industries and a major change in anti-trust policy emphasis (Muris, Wise), the country has moved from the border of the Protectionist and Controlled quadrants to the Competitive quadrant in a short period.  That these shifts occurred almost simultaneously should not be surprising.  Movement toward greater competition and toward greater emphasis on the consumer as the immediate beneficiary of competition tend to reinforce one another.  Fred Kahn, the man who could be called the father of American deregulation, described the relationship this way:

Deregulation shifts the major burden of consumer protection to the competitive market, and therefore, in important measure, to the enforcement of anti-trust laws.  (p. 47)

The changes made by the federal government have not been matched and at times have even been tempered by the states.  Most states have not been nearly as aggressive promoting competition as has Washington.  Their lack of action has not necessarily led to a negation of federal efforts, however.  State anti-trust policies may not have been so benign.  They have tended to be parochial, often expansive of federal efforts, i.e., taking federal cases one or more steps farther, and reminiscent of long-faded federal policy approaches (Greve).  Given the patchwork of 50 states’ rules governing highly complex, but different economies, and the personal quirks and predispositions of 50 states attorneys-general, let alone the state law they are enforcing, the degree to which states have complimented/contradicted the overall federal thrust cannot be ascertained.  It does not appear to have been great in the overall scheme of things, however.

The typology offers several implications for entrepreneurship policy.  The most important is that policy can stimulate or depress entrepreneurship through the limits it places on competition.  Limiting competition effectively depresses entrepreneurship.  Expanding competition has the opposite effect.  Not all types of entrepreneurship are desirable, however (Baumol).  A country’s value structure (culture) substantially determines which types of competition are acceptable and which are not.  But values are not the only source of limitation.  Contemporary politics, including the self-interest of competitors, play a role.  That leads to the second implication:  By no means are all limits placed on entrepreneurship compatible with national values or the public interest.

Entrepreneurs undermine the position of competitors.  Competitors rise to challenge the threat.  They challenge the threat with economic and political action.  Politically, they may undertake unilateral efforts, but often find that these efforts are too transparent to be effective.  So, the challenged competitor makes an unholy alliance with a public interest group that opposes the entrepreneur’s action for totally different reasons.  Yandel colorfully labels such pacts as between Baptists and Bootleggers.  While such alliances fog issues, at some point policy-makers must distinguish between private and public interest.  Is the restraint on competition about society’s values and the pubic interest or about a competitor’s effort to legally insulate itself from competition?  Does the regulator choose to regulate for the benefit of competitors or competition, i.e., the public.  (Public choice adherents may add a third, the regulator’s self-interest or in the case of a politician - votes, but the political calculation is only a stop on the way to the decision.) 

Subsequent discussion will emphasize the differences in policy requirements for life-style small-business owners and entrepreneurs.  But the typology in Figure 2 presents a related implication that warrants attention here.  The anti-trust emphasis on the consumer’s immediate interest means that entry and innovation are prized.  Nothing should interfere with them, including competitor complaints.  Fairness is not an issue.  After all, entry and innovation yield lower prices, greater choice, etc., to consumers immediately.  Since entrepreneurs and entrepreneurial ventures produce those things, the policy supports entrepreneurship.  The same is not true for life-style small-business owners, however.  The anti-trust policy more conducive to their direct interest focuses on market structures, i.e., the benefits accruing from a voluminous number of competitors, and fairness (equity).  Thus, the shift in American policy over the last several years has moved from favoring small businesses to favoring entrepreneurs.

Impediments and Assistance - Typology 3

The third typology in the analysis (Figure 3) examines the nature of policy impacting entrepreneurial firms.  Governments tend to employ a mix of two approaches, though the feature distinguishing the overall approach employed by one government compared to another is the distribution in the mix.

The first policy approach is to reduce impediments to entrepreneurial activity.  The objective in this approach is to reduce, hold minimal, or eliminate barriers to entry and growth that would not be present were it not for a government intervention or business anti-competitive behavior.  Thus, when New York City establishes and enforces a limit on the number of taxicabs that may operate, it creates an impediment by restraining market entry.  When the Florida Bar refused to allow legal assistants to process pro forma wills, private law businesses use professional standards to restrain competition.  This policy approach should be familiar as it resembles the competition axis in the prior typology (Figure 2).  The principal difference between Typology 2 and Typology 3 is that the earlier discussion included competition both as a function of culture and policy, while the current discussion refers to the influence of policy exclusively. 

Entrepreneurship or small-business policy is often associated with public provision of direct assistance programs, the second policy approach.  These subsidized programs typically offer services directly to small-business owners and/or their firms.  They rarely offer them to entrepreneurs.  The most common, though not the only ones available, are finance and advice programs.  Each has many variants.  Direct assistance ranges from highly focused programs which often morph into picking winners to first-come, first-served programs that last as long as resources are available.  The American case offers a bit of both.

In the typology illustrating the competing approaches, impediments appears on the x-axis.  The axis is subdivided into High and Low, rather than None and Present in recognition of the mix that characterizes virtually all governments.  High means many or a lot; low means few.  The axis contains two categories, but is essentially an interval scale anchored with category-type labels.  The vertical axis, or the y-axis, in the typology represents direct-assistance programs.  It, too, is subdivided into two parts - High and Low, which could also be termed More and Less.  It, too, offers two categories on an essentially interval scale.

The United States falls in the typology quadrant labeled, Competing.  The U.S. has relatively low entry barriers and modest impediments compared to most of the developed world, the appropriate point of comparison (World Bank; Gwartney and Lawson; OECD, 1998).  If the less developed countries were included, the gap would expand though on a different level (World Bank; Gwartney and Lawson; Anderson).  (Most American business owners measuring impediments on an absolute standard of High and Low conclude that the United States falls on the highly regulated end of the scale.)  As will be discussed subsequently, lowering those barriers has been the primary American policy impacting entrepreneurs and small-business owners for the last three decades or so. 

The United States provides relatively little direct assistance to entrepreneurs and small-business owners despite a plethora of programs that are often bigger in name and promise than in substance.  (Small-business owners and entrepreneurs are combined here because the data allow no distinction.)  Take the country’s most prominent public finance program for small-business owners, the United States Small Business Administration’s 7(a) loan guarantee program.  SBA, usually through partner commercial banks, supplied just over 80,000 loans to small-business owners (including entrepreneurs) in fiscal year 2004 (SBA, 2005).  During a similar period, the American private banking system provided substantially more than eight million business loans (Federal Financial Institutions Examination Council).  The term “substantially more” is employed  because these data do not include loans given by the smallest nine percent of banking institutions, the myriad of business loans taken out as personal loans, nor the loans from those entities that offer financing to purchase the seller’s equipment and/or vehicles.  But agencies other than SBA, including state and local economic development groups, also provide various types of public financing.  Including these, the total amount of public finance directed to smaller firms is not known; the amount directed at entrepreneurial firms is a greater mystery.  However, the Federal Reserve study on small-business finance was pressed to find traces of public finance.  Another survey found that in any year about two percent of employing small businesses receives public monies (NFIB, 2003b).  The fraction receiving public financial resources declines to a fraction of one percent when adding nascent entrepreneurs and non-employers to the denominator (CharBO). 

The level of public financial support in the United States compared to other nations in the developed world appears quite limited.  Bannock, using an inflated figure for the United States, estimates that public authorities in the United Kingdom provide twice the public finance per capita that the U.S. does.  The U.K. is typically considered more like the United States in this regard than other developed countries, meaning that the U.S. public sources provide much less than most developed countries.

The opposite of the Competing quadrant is the Compensating quadrant.  The Compensating quadrant has relatively high impediments, but also relatively high amounts of direct assistance.  The level of direct assistance appears purposefully set to compensate for the level of barriers that must be overcome.  One would typically point to some states in the Northeast as representative of the quadrant.  These states would be heavily regulated by American standards, but still have a parade of targeted programs (in name, if not in substance) to help smaller firms offset the problems created.  Whether the compensation offsets the costs is dubious.  Still, the primary difficulty is that those who hit barriers are not necessarily those who receive assistance.  Mismatches arise which make the approach less appealing than it would otherwise be.

The Nurturing quadrant is another that is problematic in the real world, just as the Controlled quadrant was in Typology 2.  But, there is no inherent reason it could not exist, and indeed may.  The quadrant features relatively few impediments, but also a high degree of direct assistance.  Such a location would be considered to have a policy highly supportive of small business, though not necessarily of entrepreneurial ventures.


[image: image3.emf]Figure 3

Impediment and Assistance

Competing Limiting

Nurturing Compensating

Low

Low

High

High

Impediments

Direct 

Assistance

A Typology of Public Policy Approaches toward

Entrepreneurship and/or Small Business


The final quadrant in the typology is, Limiting.  It is characterized by substantial impediments and little direct assistance.  Much of the world unfortunately falls here. 

The primary lesson from the typology is that reduction of impediments swamp direct assistance in its impact on entrepreneurship.  Changes in broader economic policy yield vastly greater returns, for good or ill, than does a subsidy program or two.  The policy priority is, therefore, unquestionably impediments.  Direct assistance, even assuming an efficient program, typically marginalizes the object of the policy in the longer-term.  The exceptions to this proposition are theoretical:  minimal existing impediments, implying few benefits to be derived from further reductions, and unlimited resources to provide maximum direct assistance to all. 

The difficulty tackling impediments directly is that they usually are there because one or more powerful interests want them there.  Changing the status-quo, therefore, implies political conflict.  A favorable outcome in a political conflict requires the attention and money of entrepreneurs.  They rarely can give the former, though the latter may be possible.  In contrast, the only political conflict in direct assistance is with the phlegmatic taxpayer, who typically provides little resistance.  Bannock correctly concludes from a similar analysis that largely irrelevant direct assistance is typically the focus of small-business interests because it is politically easy.  Small- business interests tend to avoid the more relevant elimination of impediments because it is politically hard.  The foregoing means that should anything useful be accomplished in policy, it will require concerted political effort by entrepreneurship interests that they are not accustomed to doing.

A similar issue involves policy-maker recognition of the benefits accruing to each of the two types of assistance.  Simply put, policy-makers recognize the relationship between direct assistance and the beneficiary.  The link is highly visible and the impact may be quite large to the beneficiary, even if a minimal number of people receive it.  The loser is the taxpayer who never discovers what he is missing.  In contrast, policy-makers do not always recognize the relationship between an impediment reduction and the beneficiary.  The impacts are less visible.  The beneficiaries of any single regulatory improvement will typically see a comparatively small gain, even when the gain is quite large in aggregate.  Moreover, the loser in the struggle, an interest group of some type, will invariably not be happy.  The result is an incentive structure for policy-makers that support provision of direct assistance rather than reduction of impediments.

A related lesson cuts in the opposite direction, particularly with respect to entrepreneurs whose firms are well-established.  Entrepreneurs in the United States are still primarily “rich, white guys.”  Direct assistance involves public subsidies, and the public and most policy-makers are reluctant to provide subsidies to people in the advantaged, majority demographic.  So long as subsidies can be disguised as “creating jobs,” policy-makers can gloss over their political problem.  But, they can only do so to a limited extent. 

The same issue arises in direct assistance programs focused on minorities (Bates).  Minority entrepreneurs most likely to achieve success, and hence to increase minority participation in the entrepreneurial phenomenon, are comparatively advantaged.  Their relative wealth, education, etc., automatically creates reservations concerning public support for them.  They are not economically disadvantaged, the accepted yard-stick for support.  The implication is that when entrepreneur means small start, there is sympathy for direct assistance; when entrepreneur means high growth, there is not.

Entrepreneurship and Small Business - Typology 4 

Bruce Kirchhoff developed an important framework in the late 1980s (Kirchoff, 1988) to distinguish between businesses on the basis of their relative innovativeness.  His typology, classifying businesses in this way, offered one critical point and others of lesser consequence for public policy.  It helped illustrate why policy actions intended to support that amorphous group termed small business may or may not be helpful to individual firms.  That point could have been made in other ways, such as the use of industry on one of the typology’s two axes.  But Kirchhoff’s framework is particularly helpful in the present context because he not only distinguishes between entrepreneurial businesses and others, but also between those that are successful changing markets and those that are not.  The result leads to a distinction of public policies that might be particularly useful to entrepreneurs compared to those that might be particularly useful to life-style small-business owners.  In other words, the typology allows us to examine entrepreneurship policy separate and distinct from small-business policy.

Figure 4 presents Kirchhoff’s typology.  The x-axis is the firm’s creative destruction rate, that is, its ability to destroy, alter, or change the existing industrial structure.  Its poles are labeled High and Low.  (Kirchhoff substituted the business growth rate for the industry destruction rate in 1994 [Kirchhoff, 1994].  In a conversation with the author on December 2, 2005, Kirchhoff explained the change was “logically insignificant” but done to make the concept easier for non-economist readers.) Drawing on the work of Joseph Schumpeter, the Austrian economist who is almost synonymous with the phrase “creative destruction,” Kirchhoff argues that innovation, in and of itself, is inadequate to foster economic change and therefore economic growth.  Innovation does not always change existing economic structures because the innovation is modest or because economic structures are so rigid and unbending that change is impossible.  A monopoly is one example of a rigidity as is a highly regulated industrial structure.

The y-axis portrays a firm’s innovation rate.  The axis is anchored on the ends by High and Low (non-existent) innovation.  Kirchhoff does not specifically distinguish between large innovations and small ones on the y-axis.  That distinction appears implicit on the x.  

The quadrant representing a low innovation rate and a low capacity to change the economic structure is graphically deceiving.  The Economic Core occupies a quarter of the typology visually, but it dominates the business population.  The overwhelming majority of businesses, at least after their first year of existence, has a relatively low or non-existent innovation rate and is not a threat to change an industry.  That does not imply these businesses do not change nor are not viable firms.  Rather, change simply does not radiate from them.  

Restrained Growth occupies the quadrant of high innovation and modest capacity to change markets.  Kirchhoff points out that this is a particularly interesting quadrant because it raises the question of why some innovative firms make no market impact.  The list of constraints is potentially endless.  Owner ambitions, market acceptance and resources head the list (Kirchhoff, 1994).  The United States appears not to be troubled by owner ambition, at least on a relative scale.  Autio points out that Americans have among the world’s highest rates of high-expectation entrepreneurship.  It is likely the highest rate by a considerable margin, but for statistical reasons that is not positively so.  Still, on an absolute rather than a relative scale, the ambitions of American business owners are limited (NFIB, 2001).  Resources, particularly financial resources, also seem to be in reasonable supply.  Human resources are generally favorable despite legitimate concerns over the quantity of scientists and engineers, and the quality of the less educated portion of the workforce.  That leaves market acceptance, or put another way - good ideas.  A continuing theme among venture investors is that there is a shortage of ideas, not of resources.  

The quadrant opposite Restrained Growth is Ambitious.  The Ambitious have limited innovative capacity, but impact markets.  Think of businesses that continue to cash in on a single innovation, e.g., McDonald’s, Wal-Mart, and whose growth aspirations are a positive growth factor.  The Ambitious category also includes firms whose advantageous location allows them to gain a competitive edge through low costs.  Thus, various Ambitious firms in the Carolinas were able to dislodge the textile industry from New England.  Now, various Chinese firms repeat the process to the disadvantage of the Carolinas.  
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The population of the latter two quadrants has not been quantified.  The Ambitious group is likely small, given that there are relatively few growth firms to begin.  Only about five percent can be classified as growth firms in any given year (Birch).  The Ambitious and the, to be discussed, Glamorous share this population.  The population in the important Restrained Growth group is totally unknown, however.  We simply have no idea of their numbers.  But if they are large and resource-based which seems unlikely, the country misses significant potential to enhance wealth and competitiveness.

The final quadrant is the Glamorous.  Firms resting in this quadrant constantly innovate and impact markets when they do.  Entrepreneurs operate them and they are the firms that virtually every political jurisdiction would love to have.  The quadrant represents the Apples and 3Ms of this world.

The first policy implication that flows from the foregoing discussion is that different firms react differently to the same policy.  In fact, while some firms may benefit enormously from a particular change in a law or regulation, others may actually be severely damaged by it.  The most visible examples lie in deregulating industries.  The incumbents have their protected markets opened to competition; the challengers are unencumbered by the rules of the past.  Thus, Southwest, AirTran and Jet Blue develop business models that target potentially profitable routes, employ flexible labor, etc.  Legacy airlines, such as United, American and Delta, are left holding mismatched fleets, unprofitable routes, onerous labor contracts, etc.  Thus, some airlines profit at the expense of others.  Or, consider a capital gains tax rate reduction.  Who wins (benefits) and who loses (misses out)?  The winners are those who cash in on a capital asset.  So, a business owner who sells a firm or an asset, or an investor, including a venture capitalist who cashes out, are direct winners.  Those who would use the revenues for other types of tax reductions, possibly including higher limits on expensing, expensing start-up costs, or lower rates, are losers.  Capital gains favors those cashing out, while alternative measures favor those entering and/or growing.  The feed-back loop does, however, complicate the capital gains winners/losers equation.

The second policy implication from Kirchhoff’s typology is that public actions can smother or at least redirect entrepreneurial activity.  Not long ago, regulatory schemes in banking, trucking, etc., buried innovation in those industries.  The regulatory schemes placed severe restraints on entrepreneurs’ abilities to function in their markets, except to find ways around the regulatory structure. When policy removes competition, therefore, innovation is unlikely to occur.  So, when American governmental units effectively hold a monopoly on education K-12, the primary incentive to innovate in education is lost.  When Scandinavian governments monopolize the care sector, innovation is unlikely to occur.  The government’s power to kill, or at least retard, innovation is unquestioned. 

The third policy implication results from entrepreneurially-generated change and destruction. Change or destruction of an industry creates disruptions and turmoil.  Disruptions and turmoil, in turn, create insecurity and even unhappiness among the public, though not uniformly so.  Some people, areas, and industries are affected in degree and kind much differently than are others.  The policy questions raised involve the distribution of benefits and burdens from the change.  Primary concern revolves around those who bear the costs.  The issue is very difficult, in no small part, because those bearing the burden are hard to identify, and even when they can be identified, the burden resulting from the change is almost impossible to measure. 

The United States typically asks those impacted to bear a large share of the burden.  While unemployment compensation benefits and job training assistance are provided to many of the affected, the ability to reenter the labor force at a wage/salary commensurate with prior earnings often depends on the numbers of others in the same situation.  Mobility is an American characteristic and one that is particularly important under such circumstances.  

The last policy implication is that the interests of the Economic Core will typically be better represented in policy circles than will the interests of entrepreneurs; there are just so many more of them.  The Economic Core is highly visible and often politically engaged.  Entrepreneurs are as well, but they are outnumbered on the order of 19-1 when just employers are counted.  If the self-employed and part-time operations are part of the denominator, the ratio slides to well over 30-1.

But at least entrepreneurs have a presence.  Those who will become the business owners of the future - the next generation of business owners and entrepreneurs - are invisible.  No one represents them or the process that allows them to create their own ventures.  Add the influence of very large firms, and the needs of market entry and dynamism are overwhelmed by vested interests.  Thus, the sole threads on which the survival of critical processes dangle are the informed public’s knowledge that entry and dynamism are necessary for economic health and the public’s belief that forming businesses offers economic opportunity for all.

Mixing Policy Objectives - Typology 5

The underlying assumption in the typologies to this point has been that entrepreneurial activity serves an unspecified economic function(s).  The author eliminates that assumption here and introduces a mixed set of policy goals, better reflecting current realities.  He then overlays a bifurcated set of direct and indirect means to achieve those objectives in order to develop the paper’s fifth and last typology (Figure 5) 

The x-axis in Figure 5 splits policy objectives into Economic and Social.  Economic objectives are considered to be those that maximize wealth, competitiveness, etc.  Social objectives are considered to be those that maximize equality, inclusiveness, and so forth.  The names, Economic and Social, appearing on the x-axis as anchors, do not imply that they represent two distinct categories, however.  Social objectives in the context used here have an inherent degree of economic purpose, and vice versa

The y-axis in Figure 5 represents the policy means employed to achieve the policy objective(s).  One end of the axis represents Direct Action.  Direct action implies that the means to achieve a policy objective(s) is a type of public action that directly assists or impedes an individual or business, or specific classes of them.  A loan guarantee program would be an example.  The other end of the axis represents Indirect Action.  Indirect action means that government uses its power to achieve an objective(s) indirectly, principally through manipulation of markets.  For instance, government can choose to regulate or not.  The regulation (or not) creates the rules under which competitors must operate.  Those rules in turn push competitors toward accomplishing public objectives.  

Garret and Wall employ a very similar concept, Active and Passive policy.  Active policy to them effectively targets firms or industries while passive policies target the broad environment.  Passive policies, as used in this conceptualization, therefore, might be employed to protect incumbent firms rather than influence the larger environment, and active policies might be pursued to shape the environment.  Hence, Direct/Indirect Action appears a more precise and thereby preferable designation than Active/Passive.

The most prominent quadrant in Figure 5 is Social Supports, i.e., the quadrant featuring social objectives and direct action.  The discussion of this quadrant would appear to be straight-forward, but the following illustrates many of the complications involved.  Indeed, the questions, what are social supports? who receives social supports? and, what are the means by which social supports are provided? are non-trivial policy issues, even in the context of policy designed to impact small business and/or entrepreneurship.

A decade ago, Aoyama and Tietz outlined the central role of competition in American policy affecting new business, small business and entrepreneurship.  But, they also pointed out a growing social component to these activities.  The target of this social component was small-business owners (and potential owners) who had status as protected minorities (including women).  The broad social objective was to increase opportunities for members of these groups by strengthening the businesses that group members already owned and increasing ownership among group members.  Since the basic economic objectives of policy were never abandoned, the new thrust led policy objectives to become bifurcated – economic on the one hand and social on the other. 

Bean (1996, 2001) and Anglund saw the situation differently.  They argued that divided objectives are nothing new.  A significant social element in policy initiatives directed toward small business has existed at least since the 1930s.  Bean (1996, 2001) regarded most small business-oriented policy initiatives as affirmative action for business owners, most of whom have no claim to social disadvantage.  For example, micro-enterprise programs, designed to benefit those at the bottom of the socioeconomic scale, primarily benefit the better educated, the employed, etc., and have virtually no effect on the poorest and most disadvantaged (Schreiner).  The social purpose of these activities, therefore, is not addressing the disadvantaged status of a person or group (except in a limited number of cases), but maintenance of a business owning class.

Initiatives that benefit those in the Social Supports quadrant are by definition subsidies.  The two divergent perspectives presented above reveal a sharp gap in opinion about the classification of people and businesses obtaining/receiving those benefits.  It reverts back to the discussion in Typology 2 about the immediate beneficiary of policy, businesses or consumers.  Since the current competition policy focuses on consumers as the immediate beneficiary of competition, the Bean view seemingly should prevail.  But does it?  The elimination of direct subsidies for SBA’s 7(a) loan guarantee program suggests that it does.  However, policy-makers hedged their bets when they failed to eliminate the 7(a) program altogether.

The Social Support quadrant typically assumes that social supports will be extended to people in target categories in their roles as business owner (or potential business owner).  Though that assumption is usually correct, the social objective is not always linked to ownership.  The social objective can be the employment generated by a growing, small firm in a depressed region, for example.  Documents accompanying economic development programs often refer to the number of jobs created or “retained.”  Ownership, therefore, not only does not have to be the immediate social objective of policy involving small and/or entrepreneurial ventures, but also there may be more effective ways to use enterprise to address broader social objectives than does business ownership (Dennis, 1998, Schreiner).  This also implies that while the quadrant focuses on small-business owners, it can on occasion also involve entrepreneurs.

The policy levers available to the quadrant are familiar.  The most prominent are financial subsidies, subsidized advisory services, and sole source procurement contracts above market prices (subsidized).  Though directed at few small firms due to scale economies, indirect subsidies such as targeted infrastructure improvements or job skills programs are also possible.  More familiar are industrial parks and incubators.  Excepting these latter initiatives, the target population is almost exclusively small business.  The impact on entrepreneurs is the extent to which the subsidy supports enterprise creation.  
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The more interesting portion of the typology is the intersection of social objectives and the indirect policy means.  The quadrant provides Restricted Competition.  Here, competition exists – potentially quite vigorous competition - but it is typically limited to a class of competitors.  The class of competitors often consists of members of the disadvantaged population(s).  Set-aside contracting programs are typical.  In set-aside programs, government solicits bids to procure a product/service and bidders are limited to specified class(es).  So, the class competes among itself.  The policy approach of the Restricted Competition quadrant does not have to be restricted to disadvantaged classes, however.  Limitation has been used historically to bar “undesirable” persons or groups from competing against favored persons or groups.  American segregation and South African Apartheid often practiced Restricted Competition.  Limits on competition also continue to be used to protect incumbents, disadvantaged and not.  

Limits on competition as a means to achieve social objectives is common.  But many, if not most, of those limitations have little to do with the current discussion.  Take the social objective of minimizing/moderating alcohol consumption.  A common response in most political jurisdictions is to limit the number of liquor licenses.  Those limits, which do impact some business owners and potential owners, effectively reduce competition to achieve a social objective.  

When the policy objective is economic and direct use of public resources is the policy means employed, the quadrant becomes High Potential Targeting.  This is the “picking winners” strategy.  Government selects firms or industries that it believes have significant potential for growth; it then directly supports them using a variety of tools from export subsidies to loan forgiveness to purchase agreements.  Winners presumably are entrepreneurial enterprises 

This approach is the one that was identified earlier as the second generic type of entrepreneurship policy.  So long as growth and competitiveness remain the central objectives of the policy, it remains a viable policy option whatever one thinks of its merits.  However, the approach often devolves into preserving industrial “losers” in hopes of saving jobs.  A slide in objectives from economic, e.g., growth, to social objectives, e.g., preserving jobs, changes the quadrant in which the case falls.  High potential individuals/firms are no longer the target; social groups are. 

The last quadrant of the typology is Competition.  The objective is economic and the policy action is indirect.  Markets flourish and generally operate freely.  The result is significant competition, though not necessarily unbridled.  Rules that encourage competition, such as deregulation, are the type of indirect actions taken that shape markets for economic reasons. 

While one would assume the United States lies in the Competition quadrant of the typology, the extent to which the country edges toward the other quadrants can be debated.  Wealthy nations can and do more frequently incorporate social objectives into their policy mix.  They have established institutions and traditions that have allowed them to create wealth, some of which can then be channeled into social objectives without destroying the “goose that laid the golden egg.”  Some wealthy areas, e.g., the Scandinavian countries, place a relatively greater emphasis on social objectives (and hence less on economic objectives) than do others, e.g., the United States.  However, the poorest countries typically lack the resources and the institutions that allow them to divert significant attention from economic objectives (Anderson).  The same principle applies to states and communities, though the gaps in institutions, wealth, and values are modest compared to the differences that exist cross-nationally.

The discussion of Typology 2 illustrated that more competition is tolerated in some places than in others.  On a relative basis, the United States tends to tolerate more.  Allied, however, is the American belief that government has a limited capacity to foresee and intelligently control economic outcomes.  Former Secretary of the Treasury and current Harvard President, Lawrence Summers, well summarized that perspective in an interview with Red Herring magazine:

What evolution teaches you is that improvements in innovation come in many different forms.  That evolution is an invisible hand process rather than a guiding hand process.  So it inclines one toward a set of public policies that support a very dynamic and competitive economy with a lot of different people trying to do a lot of different things, rather than an approach of trying to have people in an office figuring out what’s right and laying out a blue print for the future. 

The essence of the Newtonian system was that you predict where Saturn would be in AD 3800.  The essence of the Darwinian system is that you can’t make the same type of predictions.  And I think that imparts a certain humility to government as we make economic policy.  On the one hand, it inclines us toward deregulation, and on the other hand, it teaches us that the broadest environment is the best parameter in which evolution is allowed to operate…The lesson of policy is to pay a lot of attention to the overall framework in which the economy approaches its problems, but not to try and direct particular forms of it for which its evolution must follow.

Competition as the Dominant Theme in American Policy

The dominant policy theme affecting entrepreneurship and small business in the United States over the last 25 to 30 years under Presidents and Congresses of both major parties has been economic deregulation (London; Aoyama and Tietz).  The immediate purpose of deregulation has been to significantly increase competition.  But competition is only a half-way house on the path to its longer-term purposes, higher economic growth, greater productivity, more jobs, increased international competitiveness and a better standard of living.

Starting in the mid to late 1970s under President Jimmy Carter, the Federal government has largely deregulated transportation, including trucking, airlines, buses, and rail freight prices; financial services, including banking and brokerage; retail; telecommunications, including telephone and television; and, energy, including natural gas pricing and electricity.  At the same time, international trade barriers have been substantially reduced through the North American Free Trade Agreement (NAFTA), the Central American Free Trade Agreement (CAFTA), the World Trade Organization (WTO), and bilateral agreements (for example, Chile and Jordan), though occasional backsliding, such as the steel quotas in the early 2000s, mutes the overall tend.  The private sector has also directly contributed by changing professional standards to permit greater competition in professional service industries, particularly in advertising and licensing.  Government has “deregulated” internally by outsourcing the annual production of over $400 billion worth of goods and services (cited in Moore, Segal, and Bricken) meaning that public employees must now more often compete to provide government-sponsored goods and services in the most efficient manner.  While international trade agreements are gradually reducing interventions in agriculture, it remains a highly regulated and subsidized industry even though fruits (excluding citrus) and vegetables, beef, and pork tend to be major exceptions.  The United States clearly has not deregulated immigration, but it has among the world’s most open borders (legal and illegal), even post 9/11.  Labor remains reasonably unregulated, and competitive pressures both at home and abroad have enforced flexibility.  The two economic sectors that serve the country least well however, health and elementary and secondary education, are those least subject to competition (London).

The following paragraphs illustrate the impacts on entrepreneurship from liberalization in regulatory structures directly influencing it.  These examples are intended to offer a flavor of the American competition policy over the last several years, not a thorough examination of it.  But even in brief, the examples make the point that competition has prevailed and that entrepreneurs have responded positively to it.  Trucking, retail, and immigration are the initial examples presented, followed by a somewhat more lengthy exposition on the financial services industry.

A. Trucking

The fundamental government strictures on the trucking industry in the early 1970s were limitations on competitor entry and governmental approval of price changes.  These were not universal, but applied to the most important classification of trucking activity, interstate common carriage.  Effectively, a small group of firms, many grand-fathered in during the Depression, held rights, or certificates of need, to haul goods across state lines.  (The same types of state-generated rules were typically applicable to firms hauling goods within a state.)  If a new competitor wanted to create a new route, let alone provide additional competition on an existing route, permission had to be obtained from the Interstate Commerce Commission (ICC).  Incumbent carriers characteristically opposed new-comer petitions and a Commission sympathetic to incumbents rejected most of them.  Despite a growing economy and shifts in the population, the number of common carriers in interstate commerce on the eve of deregulation was about the same as it had been during the height of the Depression - 17,500.  To make matters worse, proposed price changes had to be filed 30 days in advance.  The purpose was to stop carriers from engaging in price competition.  If someone objected to a proposed price cut, the Commission had to find that the proposed change was warranted.  The industry effectively became a legal cartel by the late 1940s. 

The Motor Carrier Act of 1980 eliminated most regulation of inter-state common carriage over time.  The results were impressive.  Positive change began immediately (SBA, 1985) - more competitors (17,500 to 42,000 in the first 10 years), lower prices, better service, and no loss of safety (Moore).  A staid industry changed dramatically.  It introduced global positioning, for example, in order to track shipments in real time and computer routing to lower cost and minimize freight transit time.  Private carriage, i.e., non-trucking firms running their own trucks, was often abandoned in favor of interstate common carriage adding sharpened focus and greater efficiencies to affected firms.  Most importantly, trucking deregulation in conjunction with partial deregulation of the railroads allowed the development of “just-in-time” inventory practices (Moore).  The industry is not totally deregulated to this day, in large measure due to state regulation of intra-state routes.  Still, the significant deregulation that has occurred impacted new, small and entrepreneurial firms in a highly beneficial way.  Moreover, the effects spilled over into other industries to produce a major change in the way business, entrepreneurial and not, controls its inventory. 

B. Retail

Nowhere has the dominant competition policy been more evident than in the retail industry.  The policy has allowed vicious competition to flourish and destroy a significant share of the small retailer population in the process.  If there was one industry ripe for political intervention to quash entrepreneurial growth and protect incumbents, it would have been in the retail sector - and that did not happen.  Rather, policy opened retail markets even further.

Despite a 25 percent growth in population, the number of retailers employing 10 or fewer people declined by 140,000 or 15 percent in the 20 years between 1978 and 1998 (author calculations from Census data published by Office of Advocacy at SBA).  Construction firms of that size, in contrast, grew by 85,000 or 18 percent.  Many large retailers, such as Montgomery Ward, even struggled to meet the competition.  Yet, entrepreneurial retailers thrived as Wal-Mart, Home Depot, and Best Buy among others, attest.  This is not new.  Marshall Field and Sears, Roebuck and Co. did the same over a century ago (Chandler). 

Retail has never been regulated to the extent that trucking and many other industries have been.  Entrepreneurs in retail have generally had freer reign.  Though the sector is quite regulated compared to other developed countries (OECD, 2005b), policy over the last few decades has moved toward less regulated markets.  The decline of Blue Laws and Robinson-Patman are two examples.

Blue Laws are state and local restrictions that regulate commercial activity, including store hours, on Sundays.  These laws were religious in origin, but also reflected a slower paced age.  Over the years, large chain retailers generally favored their repeal, often arguing consumer benefit.  It was also to the large retailers’ benefit as they could use their plant and inventory more efficiently (Burda and Weil).  Small, independent retailers typically opposed repeal because their scale economies did not fit the seven day week schedule as well.  Large firms won.  Forty-one (41) percent of all state-year observations between 1969 and 1993 yielded at least one Blue Law, but their numbers declined substantially over the period (Burda and Weil).  Still, they are not yet totally gone (USA Today).

A similar development occurred with the Robinson-Patman Act, once known as the “Magna Carta” of small business.  The relevant portion of the Act effectively prohibits price discrimination, i.e., greater price concessions to one buyer (or by one seller) without cost justification.  But over the years, competition policy has evolved to focus on direct consumer interests almost exclusively (Muris, Wise).  Further, because prohibiting price discrimination can be anti- as well as pro-competitive, there has been interest in repeal or substantial modification of the 70-year-old law.  A belief in Congress that such a step would be considered anti-small business has blunted repeal efforts to date (American AntiTrust Institute Working Group).  Still, its enforcement appears to be waning.  The Federal Trade Commission has not prosecuted a Robinson-Patman case since 1988 (American Institute Antitrust Working Group).  Though the Act provides a right of private action, it is infrequently successful.

Competition and entrepreneurial activity have enjoyed the policy priority in the retail industry over the last several years.  Small business has received no consideration, and even less protection.  Retail serves as a prime example of the American policy toward competition over the last decades.  

C. Immigration

The importance of immigration to entrepreneurial activity in the United States is generally recognized.  Though we often associate immigrant-owned businesses with small ventures providing sustenance to those socially outside the mainstream, or at least outside the mainstream until individuals can assimilate, immigrant entrepreneurs have often contributed to high growth and/or technologically sophisticated activity.  Andrew Carnegie is an early example.  Today, immigrant entrepreneurs, particularly from Asia, are making a huge impact on the Silicon Valley (Saxenian) and elsewhere in the country (Florida).  National security considerations and a flood of illegal aliens have brought immigration issues into the policy spot-light.  Political pressures to respond have led to a fear that the United States will overreact and adopt new, counter-productive immigration measures (Florida).  But from the 1960s through the 1990s, legal immigration continued to rise and has remained at historically high levels post 9-11.  

People do not think of immigration in terms of regulation.  But if people think in the related term “openness,” the United States has been increasingly open to legal, let alone illegal immigrants since the 1930s (Homeland Security).  The increases were particularly large in the 1980s and 1990s.  The first four years of this decade (2001-2004) are on a path to surpass the 1990s.  Even on a proportional basis (immigrant to native ratio), the 1980s forward represents one of the great immigrant waves in American history.  Not all immigrants represent the “poor, huddled masses,” either.  Millions have reached the United States based on the skills they bring.  Employment-based legal immigrants annually averaged 137,000 in the 2002-2004 period compared to 58,000 during 1986-1988.  Temporary trainees and workers averaged 660,000 in the 2002-2004 period compared to less than 100,000 in the early 1980s.  Even students averaged over 620,000 annually in 2002-2004 compared to about 245,000 20 years ago.

None of these numbers includes the millions of illegal immigrants living in the United States, many of whom will stay, have families, and whose offspring automatically will become citizens.  These numbers could be vastly reduced by subjecting employers to more scrutiny.  But there has been little political will to crack down on employers due to the economic contribution of illegals.

In sum, the American policy of openness or deregulation toward immigration has attracted an entirely new group of people who appear eager to participate in the business creation portion of the American dream.

D. Financial Services

The financial services may be the most important example of economic deregulation favorably impacting entrepreneurs.  While it is difficult to untangle the effects of deregulation, technology, and innovation, deregulation of financial institutions not only proved valuable per se, but also allowed the industry to employ technology and financial innovation to a far greater extent than would otherwise have been possible.  Entrepreneurs in the industry thrived under the new conditions (many small bankers did not), while the entrepreneurs and small-business owners who were industry’s customers benefited enormously.  The National Commission on Entrepreneurship called the most significant policy changes in 40 years those that allowed entrepreneurs increased access to the financial markets.  

The specific changes were many.  Just three are presented below:

1. Deregulation of Banking   

Regulatory governance of the banking industry prior to the late 1970s appears bizarre in 2005.  It is easy to forget that the philosophy of the Depression era toward banking prevailed until relatively recently.  Banks could not branch across state lines.  In some states, such as Illinois and Texas, banks could not branch within a state.  Competition was severely limited.  The Federal Reserve’s Regulation Q set the maximum interest rate that banks could pay depositors.  Effectively, the law forbad price competition.  State usury ceilings limited lender interest rates, often to rates that were profitable only when given to the best customers.  Banks, savings and loans, and credit unions were regulated as distinct institutions with each having commercial powers and rights.  The Glass-Steagall Act prevented commercial banks from entering other businesses, even related businesses such as insurance or brokerage.  The fall-out for smaller commercial customers was a constant inability to obtain debt finance, a complaint not often heard today.

Remnants of the Depression remain.  Commercial banks still cannot pay interest on commercial deposits by law, for example.  Yet, with the Depository Institutions Deregulation and Monetary Control Act of 1979, the walls began to tumble.

Figure 6 documents three significant facets of the banking industry’s evolution over the succeeding 20-25 years (Critchfield, et.al.).  The first is that the number of community banks (banks with less than one billion dollars in deposits, representing all but about 200 banking institutions) declined from nearly 15,000 to under 7,500.  As real competition appeared in the industry, mergers and acquisitions became more frequent, and many inefficient banks simply closed.  (The number of failed banks has been in single digits since 1995.)  Still, new non-bank, financial institutions appeared, cushioning the smaller bank numbers and adding new, often highly specialized, lending 

Figure 6

Number of FDIC-Insured Community Banks,

1985-2003 

	Year
	De Novo 

Banks
	Growth Out of

Size Group
	Number at 

Year-End 

	1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003
	304

214

175

171

138

118

62

29

37

32

71

109

149

166

212

178

113

79

101
	33

43

29

26

1

-2

1

-9

18

17

36

25

49

42

43

32

31

25

43
	14,141

13,670

13,204

12,613

12,025

11,538

11,116

10,692

10,144

9,612

9,143

8,776

8,443

8,089

7,902

7,782

7,634

7,489

7,337

	Total
	2,458
	483
	7,337


Source: Critchfield, et.al.

sources.  The second facet of the evolution is that 483 banks between 1985 and 2003 grew out of the community bank size classification to become large banks, defined as having over one billion dollars in deposits. Others that did not cross the billion dollar dividing line also grew.  Bankers, at least some at least some, became entrepreneurial under the revised regulatory scheme.  The third facet is bountiful entry.  The 1985 - 2003 period witnessed 2,458 de novo bank entries.  The rapid entry and exit in the banking industry over the period exhibited the same type of turbulence and dynamism that typifies other growth places and industries (Birch; Reynolds, Bygrave, and Autio).  The banking industry had come alive.

Some of the most important evidence of the change to business owners comes in perceived competition for their banking business.  The data available measuring the perceived change extends over a 21-year span, 1980-2001 (Figure 7), covering the period that most deregulation occurred.  Note on Figure 7 that the proportion of owners who consider banks increasingly competing for their banking business begins the era at 20 percent and increases over the ensuing two decades to over 40 percent.  The proportion reporting less competition remains virtually unchanged over the entire 21 years.  The net of those numbers shows that small-business owners believe the industry has become more interested in doing business with them.  The unsurprising result is that comparatively few say that they cannot get all the credit that they need (Dunkelberg and Wade).

Figure 7

Change in Competition for Banking Business, 

Selected Years 1980 - 2001

	Change, Compared

to Three Years Ago
	      2001          1995          1987          1984          1982          1980

	More Competition

Less Competition

No Change 

     (includes NA)
	        42%           38%            32%         34%           27%           20%

          9                6                 8               8                8              12

        49              56               60             58              65              68

	Net Percent Change
	        33              32               24             26              19                8 


Source: Scott, Dunkelberg and Dennis

It is often difficult to draw a boundary between deregulation and technological change in the evolution of the financial services sector.  Credit scoring is an example.  Credit scoring developed in large measure due to a sophisticated financial infrastructure (Rajan and Zingales) that allowed credit reports to be transformed into profiles of individual creditworthiness.  That became important to aspiring business owners, business owners, and entrepreneurs for at least two reasons.  The first is that credit scoring allowed large banks to make small loans profitably.  A senior official at a major bank explained it to the author as follows:  before (credit scoring), it took 50 steps to make a loan to a small business; now it takes two.  Before the loan had to be more than $50,000 (in the early 1990s) to be profitable; now it can be less than $5,000.  That innovation opened a huge volume of resources to new and smaller firms.  Not surprisingly, the share of resources that larger financial institutions channel to small commercial and industrial loans has been growing (SBA, 2004).  Credit scoring also appears to have reduced discrimination against minority business owners because its mechanical nature minimizes lender judgment.  Less direct human input is more likely to result in a color-blind loan determination.  This is the second way credit scoring helped increase the availability of debt capital for small-business owners.  Thus, a highly beneficial financial innovation occurred at the happy junction of a more open regulatory scheme and technology.

The impact of the evolution has been dramatic.  In the 1970s and earlier, the inability to access debt capital was a common complaint voiced by small-business owners and entrepreneurs.  By 2002, the Federal Reserve reported that, “there is little evidence that creditworthy borrowers of any size faced substantial credit supply constraints” (p. 7).  More recent evidence concurs (Dunkelberg and Wade), though African-Americans face disproportionate difficulties all factors equal (Cavalluzo and Cavalluzo) and rapidly growing businesses consume cash so rapidly that their needs shift from debt to equity.  However, just as banking deregulation did not result in more banks, it did not necessarily result in more firms, either (Wall).  

2. Equity and the “Prudent-Man” Rule   

A parallel, but vastly less heralded and less controversial deregulatory step, did for equity capital what DIDMCA did for debt.  The Employee Retirement Income Security Act (ERISA) of 1974 was enacted as a result of high profile bankruptcies that left many retirees without promised retirement benefits.  The new law established minimum pension standards and a public reinsurance program funded by employer premiums to protect employee pensions in cases of bankruptcy, and adopted strict rules for fiduciaries of covered pension plans.  As part of the implementing regulations, the Department of Labor (DOL) imposed on fiduciaries the “prudent-man rule,” a nearly 150-year-old common law concept.  The rule made fiduciaries responsible (liable) for the riskiness of every asset in the portfolio.  It effectively barred pension funds from making any type of more aggressive investment, including venture capital.  However, modern portfolio theory which won Nobel prizes for Harry Markowitz, Merton Miller and William Sharpe, showed that the key risk factor was not the risk of individual assets within the portfolio of investments, but the risk of the portfolio in its entirety.  In response to that argument, the Secretary of Labor revised the rule in 1979 to conform to the new thinking.  The result was that pension fund investment in venture capital went from negligible in the 1970s to over $4 billion by the end of the 1980s (Gompers).  Today, pension funds are the largest single source of venture capital.  Between 1990 and 2002, 44 percent of all new money in venture capital came from pension funds, 17 percent from endowments and foundations, and 16 percent from insurance companies (NSF, 2004).  A modest and reasonable change in one obscure regulation effectively unleashed more venture capital than had the entire history of the government-subsidized venture capital program. 

3. Securitization

Securitization is a relatively old idea dating to the time of Frederick the Great of Prussia (Barth, et. al.).  However, its expansion and prominence are tied to the housing market in the United States.  And, though still in its infancy, the potential for securitization to influence the expansion of credit to small and growing businesses is enormous (Federal Reserve System).  Janet Yellen, former Vice-Chairman of the Fed, asserted that, “Securitization holds the potential for completely transforming the traditional paradigm of intermediation (bank lending, author’s italics).” (p. 27)

Securitization involves packaging individual loans, converting them into a security, and selling the security to investors.  It thrives in markets where the investor’s cost of information about borrowers is low, and where standard underwriting yields highly predictable results under varying economic conditions.  The problem with respect to commercial activity has always been information asymmetry as well as the varying loan terms and conditions that small commercial loans typically demand (non-standardization).  Thus, securitization of loans to smaller firms has disappointed and remains modest in volume compared to the volume of conventional loans.  There are notable exceptions - vehicle loans (commercial or personal), credit card receivables, and commercial real estate.  

An important assist to commercial securitization came from the Riegle Community Development and Regulatory Improvement Act of 1994.  This legislation offered some of the regulatory privileges given in the prior decade to housing.  Encouragement for securitization of commercial loans came from elimination of state-level investment restrictions and securities registration requirements, and establishment of favorable federal regulatory treatment.  The Act contains other useful provisions.  Though in sum Congress did not deregulate, it substantially liberalized the conditions underlying the ability to securitize commercial transactions.  

The SBA’s principal finance program, 7(a), has long taken advantage of securitization.  It has done so due to standard information collection, compulsory similarity in loan terms, and the government guarantee.  Taxpayers have effectively subsidized both investors who buy the loans and banks who service them.  The key to expanding entrepreneurial finance, however, is to move commercial securitization beyond federal subsidies and government programs into the mainstream.  The challenges are enormous given the difficulty of standardizing commercial loans and eliminating information asymmetries.  

Forecasts concerning future prospects for expansion of commercial securitization seem to vary as wildly as the loan terms themselves.  The Federal Reserve, at least as represented in its most recent report to the Congress on the availability of credit to small firms, is decidedly negative about significant expansion in the foreseeable future.  In contrast, others see a “frenzy of innovation” occurring in the 1990s and securitization as an increasingly important tool of entrepreneurial finance into the 21st century (Barth, et. al.).  The difference in outlook could well be the constituency addressed.  Analysts for the Federal Reserve are more focused on a population dominated by life-style business owners compared to the latter who focus on entrepreneurs, as they define them, exclusively. 

Financial innovation remains the driving force behind securitization.  Riegle is important in this regard because it facilitates the innovation.  Thus, while more innovation appears necessary for securitization to reach its potential to help small enterprises, regulatory changes giving entrepreneurs greater flexibility to innovate moves us toward the objective of greater capital access at more favorable terms. 

Unique Initiatives

The relative insignificance of direct assistance in American policy does not obscure unique initiatives that directly support entrepreneurship and/or small business.  Three should be mentioned because of their novelty and innovativeness.  But novelty and innovativeness are about all they share. The initiatives are otherwise very different from one another.  

SCORE (formerly, the Service Corps of Retired Executives)

Volunteerism and private association are highly American traits.  They are part of our history (De Tocqueville) and remain lodged in our current national culture (Kay).  It is in fact the element that allows Americans to capture the benefits of individualism without losing those of cooperation (Kay). Well over 80 percent of small-business owners employing 10 or more people voluntarily join at least one trade or business organization and the overwhelming majority of those belong to multiple groups (NFIB, 2004a).  Those groups could be as vanilla as a local Chamber of Commerce or as industry-specific and technologically-sophisticated as the Northern Virginia High Tech Council.  But sometimes arrangements develop where volunteers and public resources coalesce to address a concern of mutual interest.  One arrangement relying heavily on private, voluntary efforts and a minimal amount of public resources is SCORE, founded as the Service Corps of Retired Executives. 

SCORE originated in Wilmington, Delaware, as a private, non-profit organization of retired business owners and executives from larger companies, independently formed to provide management help to small-business owners (Rosa).  The Wilmington model rapidly spread across the country.  In 1964, SBA officials determined that it made more sense to partner with these groups than to hire employees to do a similar job.  A cooperative program resulted.

Today SCORE counsels almost 200,000 current and prospective owners (SBA, 2006) using 10,500 volunteers in 389 chapters scattered across the country (SCORE).  There are 14 paid employees.  SCORE remains a private non-profit, a 501(c)(3) charitable and educational organization.  SBA is still SCORE’S most important business partner.  The agency annually provides $5 million and the equivalent of about $1.5 million in space, telephones, etc., or about 65 percent of the organizations financial resources.  All SBA offices house SCORE volunteers.

Despite governmental presence, SCORE remains essentially a private organization driven by people who volunteer their time, energy, and often their money.  That makes SCORE an unusual endeavor from an international perspective, but one that fits the American tradition well. 

Regulatory Flexibility Act and its Follow-on

A newly accepted regulatory tenet, at least to policy-makers, appeared in the late 1970s.  The tenet recognized that there are two types of costs in regulatory compliance - variable costs and fixed costs (Brock and Evans; Sommers and Cole).  The former, variable costs, depend on the number of units produced.  So, if one firm produces 10 times more units than another, its compliance costs are 10 times greater.  Fixed costs differ.  They levy identical regulatory costs on each firm regardless of the number of units produced.  So, even if one firm produces 10 times more units than another, the regulatory costs are the same for both.  Regulatory compliance typically involves both types of costs. That means compliance with the same regulation gives large firms a government imposed cost advantage over smaller ones (Crain; Crain and Hopkins).  The advantage can be exacerbated or reduced by the specific rules selected to achieve the regulatory objectives.  The most neutral implementation strategy, therefore, becomes important to smaller firms.  

The Regulatory Flexibility Act (RFA) of 1980 resulted from Congressional recognition of such disproportionate impacts and frustration over its inability to eliminate the more egregious examples of regulatory overkill.  The new law required Federal agencies to consider the disproportionate impact of their rule-making on small entities.  Where appropriate, and in conformity with the objectives of the law being implemented, RFA mandated agencies to consider means to reduce the burden.  A lower burden could range from a longer phase-in period, to a different, simplified set of rules, to a total exemption from compliance

Soon after enactment, it became clear that agency compliance with RFA was mixed.  The lack of agency cooperation led to enactment of the Small Business Regulatory Enforcement Fairness Act (SBREFA) in 1996, a law strengthening RFA.  Among other refinements, SBREFA specifically gave the courts jurisdiction to review agency compliance and allowed the Office of Advocacy within the Small Business Administration to support private parties suing a non-compliant agency.  Aggrieved small-business owners could sue agencies that fail to follow appropriate procedure, though owners could not sue the agency if they do not like the outcome of agency consideration. 

The regulatory flexibility principle has filtered into many states.  As of late summer 2005, 15 states had enacted regulatory flexibility-type legislation; four governors had signed executive orders implementing its basic principles; and state legislatures in 33 states had versions at various stages of the legislative process (Wickham).  

Regulatory flexibility is an example of the American proclivity to reduce impediments rather than to provide direct assistance.  The law itself set out to change the basic culture of regulatory agencies (Morrison).  It sought to ensure more thorough evaluation of firm-size impacts as rules were being created, and appropriate response - the possibility of rules that fit the scale of the regulated.

The underlying assumption of RFA is that knowledge of the regulated (as contrasted to the object of regulation) will yield less onerous and costly rules thereby gaining economic efficiency, obtaining more voluntary compliance, engendering greater public support, and still accomplishing - if not 100 percent - at least a substantial share of regulatory objectives.  If the law is truly successful, therefore, no one will ever be able to calculate its value because no one will ever know what would have happened had no consideration been given small entities in the first place. 

The Administrative Procedures Act lays out an extensive process that discloses the rule-making agency’s plan to undertake and provides on-going opportunities for all interested parties to offer commentary on their proposals throughout the process.  Thousands of lawyers and lobbyists pour over the Federal Register and its state equivalents scouring their pages to find anything that might affect clients or constituents, and then comment in response.  The Regulatory Flexibility Act recognizes that small entities - and the law specifically applies to small entities rather than either small or entrepreneurial businesses - infrequently participate in this process.  In the past, therefore, regulators rarely had information to assess impacts on the smaller end of the regulated group.  RFA shifts the burden as a practical matter.  It requires regulators to actively determine the impact of their proposals on small entities rather than waiting for small entities to react to them.  The result is small entity-specific information entering the broad mix of information used to make the final rules.  

The significance and uniqueness of the RFA is that it draws together a series of the threads that control the regulatory process for small businesses and neutralizes them (to an important degree) with respect to size.  However, the small entity focus of law implies that it does not affect entrepreneurial business other than the extent to which it is small.

Small Business Innovation and Research Act (SBIR)

The Small Business Innovation and Research Act (SBIR) of 1982 differs from RFA most prominently in that it did not institute a fundamentally novel approach to supporting smaller enterprises.  SBIR is simply a procurement set-aside program, common to governments in the United States and throughout the world.  That makes the program just another version of direct assistance.  But what makes SBIR unique is the subject of the procurement, the idea that the winner of the procurement retains what he or she has produced, and that the outcome is a commercially viable product/service.  It is also unique in that SBIR is not a de facto subsidy as are most procurement set-asides because the government is, by definition, purchasing an unknown, and value is often obtained in R&D through unorthodox ideas and/or processes.  While the program designates the participants as small businesses, participants are highly likely to represent entrepreneurial or entrepreneurially-inclined enterprises.  

The federal government sponsors billions of dollars of research every year.  The preliminary total for FY 2004 was $100 billion, excluding plant (NSF, 2005).  While the precise numbers and measures are debatable, it is beyond dispute that small businesses have historically made important contributions to invention and innovation (SBA, 1983).  Yet, small businesses have also typically been unsuccessful obtaining available federal grant money that is allocated to outside venders for research and development.  They also infrequently generate the cash flow and/or are sufficiently profitable to risk significant outlays on R&D.  These disparate facts led to enactment of SBIR.

The program is simple in design.  Every federal agency with more than $100 million in extramural (outside) research funds must set aside 2.5 percent (originally 1.5 percent) of its money for SBIR grants.  Twelve federal agencies participate; the majority of monies came from three, the National Institutes of Health, the Department of Defense, and the National Aeronautics and Space Administration.  Small-business applicants apply for one six-month grant of up to $100,000 for research to develop a commercially viable product or service within the research objectives of the granting agency.  Phase II grants are renewable for up to $750,000 for another two years upon demonstration of satisfactory progress toward meeting stated objectives.  Phase III is full commercialization without government support.  Commercial rights that result from the project are retained by the business owner.  

The Congress has reauthorized the program four times since its original enactment in 1982 and the Government Accountability Office (GAO) has provided an on–going stream of generally favorable assessments (GAO).  GAO points out two program weaknesses, however.   The first is the inherent difficulty measuring results and the second is the failure to produce more commercially viable output (GAO).  Still, SBIR represents one of the most effective ways to reach entrepreneurs using traditional programmatic policy tools. 

The Same Ol’ Subsidies     

The United States also has hundreds, if not thousands, of different programs scattered across federal, state, and local governments designed to support/subsidize small business and entrepreneurship.  Most of these activities are either small-business programs or economic development programs.  Entrepreneurs participate in the former to the extent that they are small-business owners; they participate in the latter to the extent that economic development officials eschew smoke-stacking chasing (or hunting) and target potentially growing firms.

From the perspective offered here, there is little to say about either.  The amount spent by government directly on financial assistance for new and growing business is large enough to attract attention, but small compared to the financial resources obtained from the private sector.  The U.S. Small Business Administration spends the most.  Yet, it will attempt to help form just 16,000 businesses in the coming fiscal year (SBA, 2005) when millions will try to enter (Dennis, 1996; Reynolds).  The Department of Agriculture with its rural development program adds to SBA’s totals as does the Economic Development Administration and the Minority Business Development Agency at the Department of Commerce, and a host of other programs in Washington, the state capitals, and many cities.  The Small Business Development Center program is the largest public provider of advisory services, particularly for nascents (Dennis and Reynolds).  Yet, it pales in comparison to the advisory services provided by the for-profit, private sector, such as accountants, lawyers, etc. (NFIB, 2002).  Fisher and Peters report estimates of $40-$50 billion annually spent by all governments for economic development.  Those figures encompass subsidies to large firms, infrastructure improvements, such as roads and bridges, job training, etc.  The amount directed to fledgling or growing businesses from economic development dollars appears unquantified, but is likely a modest part of overall economic development budgets.

Kayne, however, reviews the economic development budgets (state money only) of 47 states for fiscal year 1998 from data collected by the National Association of State Development Agencies (NASDA).  These agencies spent about $2.6 billion, between 5 and 10 percent of the amounts Fisher and Peters report.  More importantly for present purposes, just $19 million of that money or less than one percent of the total was directed to entrepreneurial development, defined as activities that support start-up businesses or provide seed capital to emerging companies.  Community assistance received the largest share, however business finance, i.e., money directed to established firms, amounted to 19 percent of the total.  The proportion of those funds directed to small and/or entrepreneurial firms was not reported.

The upshot is that the United States employs all of the traditional programs that typify the small business policy outlined above.  Do the programs make a significant difference, significant in the sense that they represent a net gain to the American economy rather than a gain for one geographic region at the expense of another?  Proponents are hard-pressed to find evidence that they do (Fisher and Peters; Buss).  But the programs remain part of the political landscape, often in sharp contrast to the humility that Summers warns is so important for government to exhibit.

The American Model

Vigorous competition enhanced by deregulation and broader interpretation of anti-trust law is the public policy that most impacts entrepreneurship and smaller businesses.  Though the effects are different, it is also the same policy that impacts our largest enterprises.  The principal topic of this paper has been those competition enhancing policies that have dominated the last 30 to 35 years, their impacts, and their implications for pubic policy.

It would be inaccurate to characterize deregulation and its corollary openness as the sole policy factor influencing entrepreneurship and smaller businesses over the last decades.  The elimination of inflation in the early 1980s through a change in monetary policy and management of inflationary expectations was a painful episode that few entrepreneurs or small-business owners today recognize or appreciate.  Price stability is one of those fundamentals that we take for granted until lost.  It is also one of economy’s great strengths today and an important factor allowing entrepreneurs to plan and those financing entrepreneurs to calculate (rather than guess) their returns on investment.  But, two other policy areas are important and merit note.  The first is tax policy; the second is higher education.

The principal direction of federal tax policy has been one of lower rates and a broader base.  (Since most states conform, their base has also broadened though their rates have not fallen like federal rates.)  In the early 1970s, the top personal income tax rate was 72 percent.  One of the crowning achievements of the Reagan Administration was the Tax Reform Act of 1986 where personal and corporate income tax rates dropped to 28 percent while the base was dramatically broadened.  The marginal rates on capital and labor were substantially closed.  The result was elimination of egregious distortions in the tax code that lead to investment for tax avoidance rather than economic gain.  While the top tax rates have risen since 1990 and the top corporate tax rate is among the highest in the developed world, taxes as a share of GDP have remained fundamentally unchanged for 35 years.  This lies in sharp contrast to most of the developed world (OECD, 2005a).  Thus, the resources available to the private sector for reinvestment in businesses have not changed proportionally while the incentives to invest for economic purposes, rather than tax avoidance, has changed in positive ways.

The second factor is higher education.  The United States has developed the world’s finest system of higher education, particularly graduate education.  It employs a unique combination of public and private institutions that compete for students and faculty.  The variety and number of institutions offer virtually anyone who wishes the opportunity to enter and graduate (if they can make grades).  Thus, the policy is to educate large numbers, rather than a select few.  The education of large numbers without cheating the requirements of the best and the brightest requires significant subsidies.  Both institutions and students (or their parents) receive hundreds of billions of dollars in assistance every year from public and private sources (College Board).  Since the recipients will ultimately benefit economically from their education, virtually all students (or their parents) must pay at least something.

This system of higher education generates important benefits for American business.  Basic research in the larger sense is obviously critical.  However, there are short-term local benefits as well.  University based research and development expenditures, for example, are related to the frequency of new firm formations and area economic growth (BJK Associates).  University spin-offs also appear important in local economic development (Shane).  But, not the least of these benefits is raising the level of human capital among business owners and entrepreneurs.  Today, business owners, as a group, are considerably more educated than is the general population.  Approximately, one fifth of all business owners have an advanced or professional degree; more than half have at least a bachelor’s degree; and four in five have education beyond high school (NFIB, various).  Younger owners are more educated than older ones meaning that the overall level of educational achievement will continue to rise.

Although the pace of economic deregulation appears to be slowing, the competition policy now framing entrepreneurship in the United States is not likely to appreciably change in the foreseeable future.  The relevant corollary is that no entrepreneurship policy is likely to develop.  The success of American entrepreneurs in the last three to four decades operating under the competition policy argues against significant change.  Moreover, the actors responsible for the programs that currently support small business and, to a lesser extent, entrepreneurship and who would be instrumental in changing them, have a proprietary interest in what they have fostered.  Other potentially influential actors, such as trade groups, either ignore the associated issues or lack sympathy for them.  Further, direct support in the guise of an entrepreneurship policy would entail additional public resources.  Public resources for this purpose would compete with resources needed for an aging population, health care costs, and difficult federal and state budget situations (Walker; CongBO).  Redirecting resources from these purposes to entrepreneurship programs, whose primary beneficiaries will still be dominated by “rich white guys,” is not likely to attract wide-spread political sympathy.  

State and local economic development efforts are glacially evolving from hunting large firms to supporting small ones directly to partnering with anyone who is interested (Bradshaw and Blakely).  Though changing, the link between entrepreneurship and economic development remains little understood by most policy-makers.  Little consensus appears over what works (Buss; Peters and Fisher), but most now recognize the process is politically rather than economically driven.  The demand for immediate results illustrates the problem.  Barring a major shock to the economic or social system therefore, the principle themes outlined in the foregoing pages are likely to continue to dominate the American policy approach to entrepreneurship and small business into the foreseeable future.  
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