BBS i‘V’ COPENHAGEN BUSINESS SCHOOL

HANDELSHAJSKOLEN

Institutions, Entrepreneurship, and Economic Growth
What Do We Know and What Do We Still Need to Know?

Bjgrnskov, Christian; Foss, Nicolai Juul

Document Version
Final published version

Published in:
Academy of Management Perspectives

DOI:
10.5465/amp.2015.0135

Publication date:
2016

License
Unspecified

Citation for published version (APA):

Bjarnskov, C., & Foss, N. J. (2016). Institutions, Entrepreneurship, and Economic Growth: What Do We Know
and What Do We Still Need to Know? Academy of Management Perspectives, 30(3), 292-315.

https://doi.org/10.5465/amp.2015.0135

Link to publication in CBS Research Portal

General rights

Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

Take down policy

If you believe that this document breaches copyright please contact us (research.lib@cbs.dk) providing details, and we will remove access to

the work immediately and investigate your claim.

Download date: 24. Aug. 2022

cccccccccc

A\

C)CEMS P M


https://doi.org/10.5465/amp.2015.0135
https://doi.org/10.5465/amp.2015.0135
https://research.cbs.dk/en/publications/8106a41c-92fe-47bd-811c-a2c8ef114dcf

s/ COPENHAGEN BUSINESS SCHOOL
GBS &

HANDELSHO.JSKOLEN

Institutions, Entrepreneurship, and Economic Growth: What
Do We Know and What Do We Still Need to Know?

Christian Bjernskov and Nicolai Juul Foss
Journal article (Final published version)

GITE: Institutions, Entrepreneurship, and Economic Growth : What Do \We Know and \What Do We
Still Need to Know? / Foss, Nicolai Juul; Bjernskov, Christian. In: 7%e Academy of Management
Perspectives, \lol. 30, No. 4, 08.2016, p. 292-315.

00I: 10.5465/amp.2015.0133

Uploaded to Research@CBS: January 2018



http://dx.doi.org/10.5465/amp.2015.0135
http://research.cbs.dk/en/publications/institutions-entrepreneurship-and-economic-growth(8106a41c-92fe-47bd-811c-a2c8ef114dcf).html

© Academy of Management Perspectives
2016, Vol. 30, No. 3, 292-315.
http://dx.doi.org/10.5465/amp.2015.0135
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INSTITUTIONS, ENTREPRENEURSHIP, AND ECONOMIC
GROWTH: WHAT DO WE KNOW AND WHAT DO WE STILL
NEED TO KNOW?

CHRISTIAN BJORNSKOV
Aarhus University

NICOLALI J. FOSS
Bocconi University

We review the literature that links institutions, entrepreneurship, and economic growth
outcomes, focusing in particular on empirical research. Most of the literature has an
economics orientation, but we also review relevant literature from other social sciences,
including management research. The review helps identify a number of conceptual,
theoretical, and empirical gaps, calling for further research. For example, the literature
narrowly identifies entrepreneurship with start-ups and self-employment; does not
theorize many potentially relevant inter-level links and mechanisms; and suffers from
sample limitations, omitted variable biases, causality issues, and response heterogene-
ity. We argue that theories in management research, such as the resource-based view,
transaction cost economics, and strategic entrepreneurship theory, can fill some of the

conceptual and theoretical gaps.

Much of the recent social science interest in en-
trepreneurship, including management research, is
arguably derived from the importance of entrepre-
neurship outcomes at higher levels—that is, resource
allocation, economic growth, and social change
more generally. “The entrepreneur,” declared Israel
Kirzner (1980, p. 5), “is the prime mover of progress.”
“Progress” here means industry dynamism, start-up
activity, corporate renewal, and the creation and
renewal of competitive advantages, as well as tech-
nological progress and economic growth. Because of
the obvious importance of such progress, under-
standing the multilevel antecedents of entrepre-
neurship and how the entrepreneurship of firms and
individuals aggregates up to economy-wide conse-
quences should be of very high importance to social
scientists (cf. Shepherd, 2011). And yet, there is
surprisingly little work that systematically links the
antecedents of entrepreneurship, entrepreneurial
activity itself, and the aggregate consequences
thereof in a unified framework (Bjgrnskov & Foss,
2008, 2013; Holcombe, 1998). The reason is that
multilevel inquiry into the causes and consequences
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of entrepreneurial decisions and actions is a highly
complex undertaking that has been hampered by
the absence of unified theorizing and useful data
sources.

Economics interest in entrepreneurship as a cause
of growth is rather recent; not much work exists on
the subject, and most of it is theoretical (e.g., Aghion &
Howitt, 1992; Baumol, 1990; Blanchflower, 2000; Blau,
1987; Parker, 2005; Wennekers & Thurik, 1999). In-
terest in entrepreneurship in the other social sciences,
such as sociology (Thornton, 1999), anthropology
(Oxfeld, 1992), political science (Klein, Mahoney,
McGahan, & Pitelis, 2010), and economic and busi-
ness history (Landes, Mokyr, & Baumol, 2010), is also
a relatively recent phenomenon. In any case, specific
interest in the institutions—entrepreneurship—aggregate
performance nexus is largely confined to economics.
Therefore, our review and discussion mainly relates
to economics, although we also discuss the potential
of sociology to expand our understanding of the
consequences of institutions on entrepreneurship,
and the ability of management research to deal with
the micro-mechanisms of entrepreneurship.
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Specifically, we first review most of the extant
empirical research that deals with the institutional
drivers and the aggregate consequences of entrepre-
neurship. We identify several closely related con-
ceptual, theoretical, and empirical gaps in this
literature and discuss how these gaps may be filled.
Some of the gaps have to do with conceptualizing
(and, in turn, operationalizing and measuring) the
key variables. For example, most of the literature in
economics and sociology takes entrepreneurship to
be exclusively about start-ups and/or self-employment
(Foss & Klein, 2012; Foss & Lyngsie, 2012; Parker,
2005, 2011). However, management research points
to entrepreneurship by established firms as a very
real factor of substantive importance. As another
example, most work on the impact of institutions
on entrepreneurs takes an economics perspective on
the relationship between entrepreneurship and in-
stitutions. While economists traditionally emphasize
relatively “hard” economic constraints implied by
institutions, such as the stability and enforceability
of property rights and non-confiscatory tax regimes
and regulations (e.g., North, 1990), sociologists
may put more emphasis on “soft” aspects, such as
shared values and cognition (Scott, 1995), that are
embodied in institutions and may also matter to
entrepreneurship.’

We also point to several gaps in the understanding
of the mechanisms that link institutions, entrepre-
neurship, and growth, or, in sociology parlance, the
structure—agency relation(s). Thus, our literature
review reveals that most studies tend to overlook
many theoretically relevant ways in which firms and
entrepreneurs mediate the relationship between
institutions/policies and aggregate outcomes. Em-
pirically, the reviewed literature suffers from sample
limitations, omitted variable biases, causality issues,
and response heterogeneity. Some of the latter prob-
lems turn on statistical issues that are independent of
conceptual and theoretical considerations. However,
some are heavily dependent on, for example, how

! Scott (1995) broadened the entrepreneurship concept
to include institutional entrepreneurship, commonly de-
scribed as “activities of actors who have an interest in
particular institutional arrangements and who leverage
resources to create new institutions or to transform existing
ones” (Garud, Hardy, & Maguire, 2007, p. 958). While the
topic of institutional entrepreneurship is of clear interest, it
is also quite close to the concepts of political rent-seeking,
as analyzed in public choice and political economy (cf.
Munger, 2008), and Baumol’s (1990) concept of destructive
entrepreneurship.

entrepreneurship is conceptualized or how the “trans-
mission mechanism” from institutions/policies to ag-
gregate outcomes in terms of economic performance is
theorized.

Filling such gaps calls for drawing on prominent
theories in management research, such as the resource-
based view, strategic entrepreneurship theory, and
work on institutional entrepreneurship (Pacheco,
York, Dean, & Sarasvathy, 2010), as well as, for ex-
ample, transaction cost economics (Williamson,
1996), new institutional economics (North, 1990),
and institutionalism in sociology (Scott, 1995). We
offer a sketch of what such multilevel/multifield
theorizing may look like. The specific argument we
outline is that institutions and policies at the level of
the regional or national economy influence the ag-
gregate elasticity of substitution, an important mech-
anism in the growth process, which may be loosely
defined as the flexibility with which resources can be
combined. Institutions and policies exert this influ-
ence because they influence the (transaction) costs of
entrepreneurs searching for, combining, and adapting
heterogeneous resources in the pursuit of profit under
uncertainty. Entrepreneurial activity depends sys-
tematically on such costs, and hence the impact
of entrepreneurship on aggregate economic perfor-
mance, notably growth, is thus dependent on the
transaction costs of resource assembly and their an-
tecedents. In sum, key ideas in management research
can help us understand the economic mechanisms
that mediate the institutional influence on aggregate
economic performance.

BACKGROUND AND LITERATURE REVIEW

Background: The Entrepreneur in the Social
Sciences

The social science concern with the entrepre-
neurial function predates even Adam Smith’s
Wealth of Nations, often taken to be the birth certif-
icate of economics: Richard Cantillon’s Essai sur la
Nature du Commerce en Général was published 21
years prior to Smith’s classic. Economists, in par-
ticular, have contributed to conceptualizing the en-
trepreneur and defining arole for the entrepreneurial
function in the broader economic system (Baumol,
1990, 1993; Kirzner, 1980, 1997; Knight, 1921; von
Mises, 1949; Schumpeter, 1911). Other social sci-
entists as well as management scholars contributed
much later to the entrepreneurship field.

However, in spite of originating the social science
inquiry into the entrepreneur, the economics and
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management research literatures have until recently
been almost silent on the institutional and policy
antecedents of the incidence and nature (i.e., whether
productive or destructive) of entrepreneurship
(Baumol, 1990; Foss & Klein, 2012; Zahra & Wright,
2011). For example, Bjgrnskov and Foss (2008) pointed
out that the classical writers on entrepreneurship in
economics—notably, Schumpeter (1911), Knight
(1921), von Mises (1949), Kirzner (1973), and Casson
(1982)—discussed the antecedents of entrepreneur-
ship rather sparsely, concentrating on personal char-
acteristics or simply the lure of profit.> The main
reason is arguably that the classical entrepreneurship
scholars—who were virtually all economists—were
taken up with defining the entrepreneurship construct
and its role in economic theory. This has not always
been appreciated in management research. Thus, Foss
and Klein (2012, in press) pointed to the irony in the
fact that although the work of Kirzner (1973, 1997) is
heavily cited in recent management research on
entrepreneurship, and ostensibly supplies key in-
sights for an important contemporary approach to
entrepreneurship in management (Shane, 2000), he
deliberately does not offer any psychological or
other detail on the entrepreneur. Instead, Kirzner’s
interest is almost solely in the consequences of
entrepreneurship—the process of market equilibra-
tion. Since disequilibrium means that unexploited
profit opportunities exist, positing the existence of
a particular human faculty (albeit one that may be
asymmetrically distributed)}—namely, the “alertness”
to hitherto unrecognized opportunities for profit—
provides the basis for a theory of equilibration.

Some Recent Economics Work on
Entrepreneurship

Kirzner and the rest of the classical entrepreneur-
ship scholars concentrate on the functions of entre-
preneurship (Klein, 2008), whether equilibrating
(Kirzner, 1973), disrupting (Schumpeter, 1911), or
creating (Casson, 1982) markets or forming new
firms (Knight, 1921). Klein (2008) contrasted this
with the tendency in recent labor economics and the
economics of entrepreneurship to conceptualize en-
trepreneurship as an occupational choice—that is,
a choice between being an employee and being self-
employed (Kihlstrom & Laffont, 1979; Lucas, 1978;

* Schumpeter (1911) does point to technology and fi-
nance as antecedents, and von Mises (1949) discusses the
role of regulation as a factor that hampers the exercise of
the entrepreneurial function.

Parker, 2005).° Both views, however, imply that
there are aggregate consequences of entrepreneurs
starting firms to help them realize the opportunities
they perceive (Holmes & Schmitz, 1990), and that in
doing this entrepreneurs appear as “portfolio” or
“serial” entrepreneurs (Parker, 2005; Westhead &
Wright, 1998). And yet, it is only rather recently that
economists have begun to systematically model and
measure the economy-level consequences of entre-
preneurship (cf. Bjgrnskov & Foss, 2013), beginning
with Baumol (1990, 1993), Schmitz (1989), and
Aghion and Howitt (1992). Baumol (1990) basically
assumed that the supply of entrepreneurship in an
economy is a constant, but then argued that out-
comes may differ dramatically depending on which
kind of entrepreneurial activity—productive, un-
productive, or destructive—the institutional matrix
incentivizes. In Baumol’s conceptualization of the
role of entrepreneurs, institutions and policies thus
affect the productivity of entrepreneurial activity
instead of the supply of it.

Schmitz (1989) and Aghion and Howitt (1992)
built on Schumpeterian foundations and in different
ways endogenized entrepreneurial activity, which
then aggregates up to economy-wide growth. Entre-
preneurship has also been included in models that
are based on the so-called “endogenous” or “new”
growth theory (e.g., Erken et al., 2008; Romer, 1990).*
In general, economists have increasingly modeled
entrepreneurship as the mechanism that picks and
implements process innovations (that improve pro-
ductivity) and product innovations (that expand
choice options) that may drive growth (e.g., Acs,
Braunerhjelm, Audretsch, & Carlsson, 2009; Agarwal,
Audretsch, & Sarkar, 2010; Aghion & Howitt, 1998a;
Wennekers & Thurik, 1999). For example, akin to
Schumpeter (1911), Audretsch et al. (2006) and Acs
et al. (2004) suggested that entrepreneurs search
within the available knowledge stock and pick
“knowledge bits” that may give rise to new products
or processes. This conceptualization links directly to

® The occupational choice conceptualization of entre-
preneurship associates it strictly with self-employment
and the formation of new firms. Given the importance of
start-ups for the overall dynamism of the economy (Storey,
1994), this is a conceptualization that makes sense. How-
ever, it neglects wider views of entrepreneurship, such as
the view that it is a type of behavior that can also be exer-
cised by established firms (Foss & Lyngsie, 2014).

* Still, “entrepreneur” does not appear in the index of
Aghion and Howitt’s (1998b) magisterial textbook on en-
dogenous growth theory.
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institutional and policy concerns, as it supplies a ra-
tionale for public R&D policies (see also Zahra &
Wright, 2011).

In all, however, it would be an exaggeration to say
that entrepreneurship features prominently in the
literature on the economics of growth. For example,
Temple’s (1999) overview of empirical work on growth
does not mention entrepreneurship at all. A number
of more recent publications do in fact empirically
link entrepreneurship and growth (e.g., Audretsch,
Keilbach, & Lehmann, 2006; van Stel, 2006), but it re-
mains fair to say that, first, such recent work is not part
of mainstream growth economics, and second,
this mainstream still—even in spite of Aghion and
Howitt’s (1992) work—remains relatively uninterested
in exploring the role of entrepreneurship in the growth
process.5 Thus, interest in mainstream economics in
linking growth and entrepreneurship seems to be lo-
cated either in a very specific, mainly formal, approach
that is based on Aghion and Howitt (1992, 1998a) and
Aghion, Akcigit, and Howitt (2014), in Baumol’s work
(1990, 1993), or in more popular writing (e.g., Baumol,
Litan, & Schramm, 2007).

The Entrepreneurship Research Gap: Lack of Data
and Constraining Assumptions

There are many reasons for the relative lack of
systematic inquiry into the (multilevel) antecedents
and consequences of entrepreneurship in social sci-
ence and management research. The first is a basic
issue of data availability: Successfully conducting
multilevel quantitative empirics requires quality
data that allow for sufficient variation at the relevant
levels. Such data have only very recently been made
available: The first dataset (the Global Entrepre-
neurship Monitor dataset) that allows for such
comparisons was first made available as late as 1999.
Data that allow for measuring institutional and eco-
nomic policy go somewhat further back in time;
serious empirical cross-country work that links
economic growth to such data can be dated to Barro
(1991).

The second reason is that most social science
for a long time simply took little interest in the

®In the most recent Handbook of Economic Growth
(Aghion & Durlauf, 2015), unlike previous handbooks, en-
trepreneurship is covered in two chapters. However, both
chapters develop formal mathematical growth models on
Schumpeterian foundations. These models and the ante-
cedent chapters in the handbook are conceptually entirely
unconnected to the chapters on institutions.

entrepreneur. Beginning with Hayek (1945) and von
Mises (1949), many have argued that the advent and
dominance of the formal/mathematical mode of dis-
course in economics, with its attendant assumptions
about information and equilibrium that became
dominant after World War II, meant that the entre-
preneur got squeezed out of economics entirely
(e.g., Bianchi & Henrekson, 2005; Kirzner, 1973). The
argument is that the use of functional forms, mathe-
matical constants, full information assumptions, and
equilibrium reasoning leaves little room for creative
entrepreneurial acts that transcend given means—
ends frameworks and exploit pockets of ignorance
in the market (Cosgel, 1996; Kirzner, 1973, 1997).
However, the problem is not mathematization/
formalization as such—a number of formal models of
the entrepreneurial function and its market-level
outcomes indeed exist (e.g., Kaul, 2013; Littlechild &
Owen, 1980; Yates, 2000)—but rather the assump-
tions about information and/or risk and uncertainty
that are fed into formal economics models. In par-
ticular, Knightian uncertainty—situations central to
entrepreneurial activity where agents make decisions
based on an unknown distribution of the outcomes
(Foss & Klein, 2012)—is very difficult to incorporate
into the type of formal mathematical modeling that is
central to modern growth theory.

Other social sciences, such as sociology and polit-
ical science, have traditionally taken even less in-
terest than economics in the entrepreneur.® However,
within the past decade or so, scholars working from
a sociology perspective have increasingly taken an
interest in the entrepreneur and the consequences of
entrepreneurship, as witnessed by recent work that
has built on the concept of “institutional entrepre-
neurship” (DiMaggio, 1988; cf. Pacheco et al., 2010).
This literature focuses on how actors can deploy
resources, investments, and actions to deliberately
create or change institutional arrangements in such
a way that their interests are furthered, for example,
by engaging in creative ways of rent-seeking (e.g.,
lobbying) relative to political decision makers. As
such, it is closely related to the concepts of rent-
seeking and lobbyism as analyzed in public choice
and political economy for half a century (cf. Baumol,
1990; Munger, 2008; Henrekson & Sanandaji, 2010).

Of course, management research has been explic-
itly concerned with entrepreneurship for more than
several decades. Yet for a long time the study of

® The work of Howard Aldrich stands out as an excep-
tion; see Aldrich (2011) for a collection of his sociology on
entrepreneurship over several decades.
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entrepreneurship remained synonymous with the
study of small firms and even family firms (Foss &
Klein, 2012), and the idea of the study of entrepre-
neurship as sui generis arguably did not gain wide-
spread acceptance until the 1980s (e.g., the Journal of
Business Venturing was founded in 1985). Clearly
articulated research programs have appeared rather
recently. The opportunity discovery stream of re-
search associated most directly with Scott Shane
(Shane, 2000; Shane & Venkataraman, 2000) repre-
sents perhaps the first major distinct program in
management entrepreneurship research. To date,
most management entrepreneurship research has
also been largely micro in the sense that macro an-
tecedents and outcomes of entrepreneurship have
not been examined.”

Institutions, Entrepreneurship, and Economic
Outcomes: Levels and Links

In spite of the above challenges related to data
availability and theoretical assumptions, a small
literature has begun to explore the links between
institutions and economic policy (antecedents), en-
trepreneurship, and aggregate outcomes, notably
economic growth. To get a basic grip on those links,
consider the so-called “Coleman bathtub” (Coleman,
1990) depicted in Figure 1. This will also serve as
a diagnostic tool that will help us identify a number
of key gaps in the extant literature.

The diagram is a basic two-level (micro—macro)
structure that depicts inter-level relations as causal,
and asserts that all macro-to-macro links are in ac-
tuality mediated by links that involve the micro level
(the underlying argument is that no causal mecha-
nisms unfold entirely on the macro level). Thus, there
is a causal link from the matrix of incentives repre-
sented by institutions and economic policies repre-
sented by the node in the upper left corner of the
diagram (macro) to the conditions of entrepreneur-
ship, represented by the lower left node (micro). Such
conditions include typical economic constraints
and enablers, such as prices and personal wealth
(Henrekson, 2005), that directly influence entrepre-
neurial decision making (i.e., arrow 2 in Figure 1).

"This depends somewhat on where one locates
“macro.” If networks, organizational structures, etc., are
seen as “macro,” then a considerable amount of work has
been done on this. However, if “macro” is considered the
national or state level (as in this paper), the claim holds
true.

FIGURE 1
Illustrating Links Between Institutions/Policies,
Entrepreneurship, and Outcomes

Institutions/ Entrepreneurial
economic policy a outcomes
___________________________________ >
1 3
2 .
Conditions of Entrepreneurial
entrepreneurial action

action

However, as sociological institutionalism sug-
gests, institutions are not just more or less explicitly
designed external constraints on actions, as in
North’s (1990, p. 3) definition of institutions as the
“humanly devised constraints” on action. Institu-
tions are also emergent (Hayek, 1973). They transmit
values and influence cognition by providing shared
cognitive categories (e.g., how risk is perceived and
evaluated) and norms (e.g., how acceptable it is to
break norms, be competitive, etc.) that are in-
ternalized by actors (Denzau & North, 1994; Scott,
1995) and that may influence the conditions of en-
trepreneurial action, as the actors see these (Pacheco
et al., 2010).® As Shepherd (2011) suggested, a pos-
sible bridge between the institutional and the indi-
vidual level (i.e., arrow 1) is represented by work on
identity and categorization (e.g., Tajfel & Turner,
1979), institutions supplying basic identities and
categories that, when internalized by entrepreneur-
ial decision makers, influence entrepreneurial de-
cisions (arrow 2).

Thus, the conditions depicted in the lower left
node of Figure 1 give rise to entrepreneurial actions
(the lower right node), such as the establishment of
new firms or the recognition and exploitation of op-
portunities by existing firms (micro) that aggregate
up to economy-wide outcomes, such as “churn” or
economy-wide changes in productivity (macro)
(i.e., arrows 1, 2, and 3). Fine-grained analysis of ar-
row 2 makes it clear that entrepreneurs may react

®In a relevant study of the interplay of institutions and
venture capitalist behaviors in three countries, Zacharakis,
McMullen, and Shepherd (2007) examined how percep-
tions of institutions (notably the law) influence the in-
formation venture capitalists attend to when making
investment decisions, and documented the relevant cross-
country variation.
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differently to these conditions (McMullen & Shepherd,
2006) depending on their level and kind of motiva-
tion (e.g., the relative roles of intrinsic and extrinsic
motivation), attitude toward errors, level of prior
knowledge (Shane, 2000), commitment to their
venture, identity, etc. (Shepherd, 2011). These dif-
ferent reactions cause response heterogeneity. In
turn, these reactions complicate the analysis of ar-
row 3 (i.e., aggregation from entrepreneurial de-
cisions and actions to aggregate outcomes) relative to
a situation where entrepreneurs can be taken to be
homogeneous. For example, heterogeneity may exist
with respect to persistence and commitment to
failing enterprises, which introduces evolutionary
(selection) considerations in the analysis of the
aggregation of entrepreneurial actions (Nelson &
Winter, 1982).

In addition, the basic two-level diagram can be
made more complicated in various ways. For exam-
ple, additional levels can be added to it (e.g., the level
of industries, networks, etc.), in effect stacking
“bathtubs” vertically, or, recognizing that institu-
tions and policies are themselves endogenous,
“bathtubs” can be arranged horizontally. For exam-
ple, DiMaggio (1988) and Baumol (1990) argued that
entrepreneurial effort may be directed to influencing
institutions and policies, and the recent literature on
“institutional entrepreneurship” (Garud, Hardy, &
Maguire, 2007; Pacheco et al., 2010) amounts to the
same basic idea. As noted above, this literature
therefore also suggests that entrepreneurial activity
and entrepreneurial problems can affect institu-
tional choices and policy. To the extent that this
occurs and represents the opposite causal influence
than that shown in the figure, it creates a potential
endogeneity problem.

In the next section, we use the diagram to review
the existing empirical literature on the links among
institutions, entrepreneurship, and growth. We do so
because this literature encapsulates previous argu-
ments based on theoretical developments. However,
our gap-finding exercise has implications for both
the empirical and the theoretical literature.

EMPIRICAL WORK ON INSTITUTIONS,
ENTREPRENEURSHIP, AND GROWTH

To identify relevant empirical work on the in-
stitutions, entrepreneurship, and growth nexus, we
did a thorough literature search based on relevant
keywords in the Scopus and Web of Science data-
bases. Our criteria for selecting studies to be covered
were that papers should (1) focus on institutional

characteristics, (2) include formal empirical analysis
beyond simple correlations, and (3) focus on a di-
rectly demonstrated association to entrepreneurial
activity and not only an interpretation consistent
with effects of entrepreneurship. The third re-
quirement means that we excluded several other-
wise highly profiled papers. A recent example is
Acemoglu, Akcigit, and Celik (2014), who built a
theoretical model of innovation within firms and
focused their empirical analysis on CEO age and
characteristics. Their interpretation revolves around
entrepreneurial activity but without including any
direct indicators, which is a typical feature of several
recent studies in both economics and business re-
search.? This resulted in the identification of only 28
studies, including book chapters, that directly ad-
dress the aim of this paper. We summarize these
studies in Appendix Table 1 and discuss the key
contributions below.

Pioneering Studies

Audretsch and Acs (1994) and Audretsch and
Fritsch (1994) conducted pioneering empirical
studies in the stream of entrepreneurship research
addressed here. Focusing on start-ups in West
German regions and across 177 industries, the stud-
ies dealt primarily with convexities in production,
unemployment, and capital costs. While Audretsch
and Acs (1994) also found evidence that start-up
activity was positively influenced by macroeco-
nomic growth (i.e., the macro-to-micro link in
Figure 1), these first studies did not focus on spe-
cific institutions or policies or assess the economic
impact of entrepreneurial activity. They have,
however, been followed by a long string of studies
on the particular characteristics of entrepreneurs
and start-up firms that more explicitly link to
macro-level determinants (see, for example, the over-
views in Freytag and Thurik, 2007, and Shah, Smith,
and Reedy, 2012).

Other studies on the relationships among
institutions/economic policy, entrepreneurship, and
macroeconomic performance have focused on macro
variables only. Such studies are typically cross-country
or use cross-state variation within the United States.
The first empirical studies of how institutions and

? Note that we have also performed searches based on
more recent references to seminal papers in the entrepre-
neurship literature. We have thus found additional papers
by starting with Scott (1995) and Kreftand Sobel (2005) and
working our way forward.
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economic policy influence the country- or state-level
incidence of entrepreneurship are Kreft and Sobel
(2005) for the United States, Ovaska and Sobel (2005)
for transition countries, Bjgrnskov and Foss (2008) for
a larger (though still small) cross-country context (27
countries), and McMullen, Bagby, and Palich (2008) for
a somewhat larger context (37 countries). For concep-
tualizing and measuring the institutional and economic
policy dimension, all four studies focused strongly on
the construct of economic freedom. In this case, “eco-
nomic freedom” is a situation where “individuals are
permitted to choose for themselves and engage in vol-
untary transactions as long as they do not harm the
person or property of others” (Gwartney, Hall, &
Lawson, 2014, p. 11). Accordingly, the focus in this
literature is mainly on the protection of private property
rights, the absence of intrusive regulations, and tax and
transfer differences across countries, although the
concept also includes monetary transparency and in-
dicators of investment and trade policy.

The literature on economic and social conse-
quences of economic freedom is rather large and
growing rapidly. As the comprehensive survey in
Hall and Lawson (2014) showed, almost all papers
showed positive effects on growth, productivity,
employment, and other macroeconomic variables of
economic freedom. However, only four of the 402
studies surveyed by Hall and Lawson (2014) directly
explored any relationship between economic free-
dom and entrepreneurship. These four studies in-
clude Kreft and Sobel (2005), Ovaska and Sobel
(2005), Freytag and Thurik (2007), and Bjgrnskov and
Foss (2008). Incidentally, these studies arrived at
somewhat opposite conclusions. While two found
that low tax levels are likely to reduce entrepre-
neurial activity, Kreft and Sobel concluded that rel-
ative freedom from restrictive labor regulations is
positively associated with entrepreneurial activity
across the United States, while Bjgrnskov and Foss
found that the provision of sound money—low and
stable inflation rates and predictable monetary
policy—is positively correlated with entrepreneur-
ial activity.'

' While not specifically addressing entrepreneurship,
Ciccone and Papaioannou (2007) belong in the group of
pioneering studies. They explored the determinants of
establishment growth, specifically the success of start-ups.
Klapper et al. (2006) likewise focused narrowly on the
creation of limited liability firms. Their main result is that
regulations affecting the time taken to register new busi-
nesses negatively affect entry in industries experiencing
expansionary global demand.

Later Work on Institutions, Policies, and
Entrepreneurship

A subsequent although still quite small literature
develops these themes in more detail. Thus, Nystrom
(2008) reexamined the cross-country evidence in
Bjarnskov and Foss (2008) in a much larger sample of
countries, using panel data and consistently com-
parable self-employment rates instead of survey data
from the Global Entrepreneurship Monitor database.
McMullen et al. (2008) used Heritage Foundation/
Wall Street Journal economic freedom data and
GEM data, regressed “opportunity” and “necessity”
entrepreneurship against measures of economic free-
dom, and found that different freedoms affect entre-
preneurship differently. A series of studies likewise
reexamine themes introduced by the first studies, most
of which are surveyed in Alhorr, Moore, and Payne
(2008), Terjesen, Hessels, and Li (2016), and Arin,
Huang, Minniti, Nandialath, and Reich (2015).

Recent studies have also explored more specific
institutions and policies. For example, Djankov et al.
(2010) explored the effects of effective corporate tax
rates on investment, FDI, and entrepreneurial activ-
ity. They found that the corporate tax rate is partic-
ularly harmful to business entry, while other taxes
also affect domestic and foreign investments in
established companies. Ardagna and Lusardi (2009)
instead focused on how regulations affect the selec-
tion into entrepreneurship, finding a consistently
negative effect of regulations. They nevertheless
also found that tighter regulations imply that female
entrepreneurs start their own businesses (as neces-
sity entrepreneurship) mainly because better em-
ployment opportunities do not exist. Moreover,
individuals with good business skills and entre-
preneurial networks are substantially less likely to
become entrepreneurs when facing stronger regula-
tions. Consistent with Baumol’s (1990) consider-
ations, these results suggest that regulations affect
the productivity of entrepreneurship.

Outcomes of Entrepreneurship

While empirical studies have explored the effect
of different institutions and policies on start-up
propensity, very few studies have sought to directly
estimate or even discuss the aggregate conse-
quences, such as productivity increases, of entre-
preneurship measured as a start-up activity. Part of
the issue probably derives from the well-known
problem of how to measure productivity at the firm,
regional, or national level (Caselli, 2005; Hulten,
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2001). Productivity, or economic efficiency, is in
principle easy to conceptualize by using a Solow
residual (i.e., the unexplained part of economic
performance when the effects of capital, labor, and
other inputs have been accounted for). In practice,
however, any assessment must rest on strong as-
sumptions about, for example, how to measure ed-
ucation properly, whether or not to account for
quality differences in capital, which functional form
to employ, and how to take externalities into account
when moving from the firm level to a regional or
national level. Yet another reason that few studies
seek to directly estimate or even discuss the aggre-
gate consequences of entrepreneurship may be that
most studies so far have simply taken the employ-
ment, productivity, or innovation effects as given,
focusing on how to foster entrepreneurship (e.g.,
Djankov et al., 2010); in other words, their aim is
not to cover all the mechanisms in Figure 1, but only
the top-down ones (i.e., arrow 1).

Anokhin and Wincent (2012) produced one of the
few attempts in the literature to bridge this gap. Using
the GEM data for a sample of 35 countries, they
assessed the effectiveness of what they termed “broad-
strokes policies” aimed at promoting entrepreneur-
ship that affects country innovativeness. They proxied
differences in broad policies by the Heritage Founda-
tion Index of Economic Freedom and a dummy for
corporatist “coordinated market” economies. The
authors found that policies explicitly aimed at pro-
moting entrepreneurship are likely to be misguided
because they suffer from what they call a “Hayekian
design problem”: It is inherently impossible for policy
makers to know ex ante which start-up firms will
succeed and which will not, and broad-strokes poli-
cies will therefore be designed in ways that benefit
existing firms instead of potential start-ups (Hayek,
1948; Munger, 2008). In their search for policy impli-
cations, Anokhin and Wincent (2012) instead recom-
mended more “contingent” public efforts. While such
efforts that are designed to apply only to firms under
very specific circumstances probably alleviate most
rent-seeking problems associated with broad-strokes
policies, they nevertheless suffer from severe in-
formation problems, as most simple, operational
contingencies are likely to be strongly misleading
(cf. Daunfeldt & Halvorsson, 2014).

Among the few studies that have taken on this is-
sue directly, Bjgrnskov and Foss (2012, 2013) instead
focused on the total factor productivity effects of
entrepreneurial activity. Both papers first estimated
the institutional effects on entrepreneurial activity
and found similar results to other papers that

regressed entrepreneurship data against measures of
economic freedom, notably that a big public sector is
harmful to the incidence of entrepreneurship. Sub-
sequently, they estimated the average productivity
consequences of entrepreneurship, finding sub-
stantial productivity increases arising from entre-
preneurship. Interestingly, Bjgrnskov and Foss (2013)
documented that the marginal productivity effects of
entrepreneurship are significantly larger in countries
with large public sectors and high taxes. Although this
may suggest that the public sectors in large welfare
states provide services that are in some way comple-
mentary to entrepreneurship, the authors noted that
the same features directly reduce entrepreneurial ac-
tivity. They therefore preferred the interpretation that
the higher marginal effect is due to the smaller supply
of the activity—that is, a situation consistent with
decreasing marginal productivity gains from entre-
preneurial activity.

SHORTCOMINGS AND OPEN ISSUES I: DATA
AND MEASUREMENT

In an ideal world, scholars would have completely
identified all the variables and mechanisms implied in
Figure 1. While many advances have been made, we
are quite far from this ideal, as indicated by the rela-
tively small amount of empirical research work on an
issue that has often been highlighted by policy makers
as crucially important (OECD, 2015). The shortcom-
ings and open issues are conceptual, theoretical,
methodological, and empirical. However, they are
closely linked, as, for example, data availability may
steer theorizing in one direction rather than another. In
this section, we review and exemplify these problems.

Dependent Variable: Entrepreneurship

A key problem with taking entrepreneurship as
a dependent variable is related to the choice of rele-
vant measures of entrepreneurial activity/decisions/
actions—that is, the lower right node in Figure 1.
Entrepreneurship can be measured in a multitude of
ways, depending on the theoretical perspective. For
example, while labor economists may prefer mea-
suring potentially productive entrepreneurship in
terms of self-employment, other economists may
prefer to measure it as start-up activity. Management
scholars inspired by Kirzner (1973) tend to highlight
the discovery of opportunities, while others inspired
by a more Knightian approach (e.g., Foss & Klein,
2012) may prefer to measure it in terms of the actual
investments dedicated to the pursuit of imagined
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opportunities. Obviously, measures will differ widely
based on these different conceptualizations. In addi-
tion, some economists (Baumol, 1993; Schumpeter,
1939, 1942) and management scholars (Foss & Lyngsie,
2014) have highlighted the ability of established firms
to engage in entrepreneurship and will reject measures
that address only start-up activity."!

Actual measurement is usually a compromise be-
tween the theoretical perspective and available
measures. Most of the studies summarized in
Appendix Table 1 used either survey-based mea-
sures of intending to or being in the process of start-
ing up an enterprise (mostly based on the GEM) or
measures of self-employment, micro-firms (with
fewer than five employees), or start-ups. While such
measurement is consistent with a labor economics
approach that conceptualizes entrepreneurship in
terms of occupational choice (Parker, 2005), it has
difficulties capturing at least two other important
views of entrepreneurship: Kirzner’s (1973, 1997)
view that entrepreneurship can be exercised by
(“poor and penniless”) individuals by means of ar-
bitrage and does not logically require the formation
of a new firm, and the view that entrepreneurship
can be performed by established firms (Baumol,
1993; Foss & Lyngsie, 2014; Schumpeter, 1942).

It is far from clear how the Kirznerian view of en-
trepreneurship can be operationalized and mea-
sured. Some aspects are captured by choosing to
become self-employed; as such, this is captured by
public registers in many countries. However, fleet-
ing, informal arbitrage activities, perhaps taking
place in the gray or black sectors of the economy, are
more likely to escape serious measurement (Antunes
& Cavalcanti, 2007). In addition, Henrekson and
Sanandaji (2014) argued that self-employment mea-
sures also fail to capture the effects of what they term
“high-impact Schumpeterian entrepreneurship”’—
that is, entrepreneurial activity that destroys old
firms but provides great societal benefits.'*

Measuring the entrepreneurial activities of estab-
lished firms remains a challenge (e.g., Decker et al.,

" We refrain from discussing the additional complica-
tions of measuring unproductive and destructive entre-
preneurship (Baumol, 1990). Such activities are well
described in public choice and political economy tradi-
tions, and are mostly equated with a variety of lobby ac-
tivities. Young and Wiseman (2014) made a recent attempt
to separate productive and unproductive entrepreneur-
ship in the United States.

> Their new alternative is to measure the number of
billionaires in each society (Sanandaji & Leeson, 2014).

2014; Foss & Lyngsie, 2014). Patent activity and re-
search and development (R&D) expenditures pro-
vide some of the most widely employed measures,
but neither patents nor R&D expenditures measure
innovation or entrepreneurship per se. Additionally,
as Schumpeter (1911) clarified, entrepreneurship
goes beyond innovation and includes, for example,
discovering new markets, suppliers, market chan-
nels, and organization forms. However, the literature
lacks scales that allow for tapping into entrepre-
neurial outcomes at the firm level. Foss, Lyngsie, and
Zahra (2013) applied a count measure based on
questions to CEO respondents regarding the number
of opportunities they successfully realized in the
previous three years. Apart from obvious problems
of recall bias, such a measure lumps together very
small opportunities with large opportunities. Thus,
a firm that has successfully realized five trivial op-
portunities appears more entrepreneurial than one
that has realized a truly major opportunity. The de-
velopment of valid and reliable measurement scales
of established firm entrepreneurship remains a ma-
jor challenge.

Dependent Variable: Aggregate Outcomes

On the economy level, outcomes can be measured
in many different ways, depending on interests,
context, and data availability (e.g., job creation, firm
growth, innovative entry, innovation activity, and
productivity advances) (Arzeni, 1997; Baptista,
Escéaria, & Madruga, 2008; Capelleras et al. 2007;
Erken, Donselaar, & Thurik, 2008; Klein & Luu, 2003).
In the labor economics, trade studies, and indus-
trial economics fields, large-scale firm-level and
industry-level datasets exist and have been used
extensively by economists and management scholars
alike. However, the use of these data sources in en-
trepreneurship studies remains in its infancy because
new firms often enter datasets only after some period
oftime. Notably, failing start-ups may go unregistered,
and the standard use of small business statistics can
hide very large and consequential differences between
small and young firms (Decker et al., 2014).

Causality

A distinct challenge in the literature is how to
identify and document causality. This is partly a theo-
retical issue and partly an empirical challenge. For
example, entrepreneurship may be both a cause and
a consequence of economic growth. Indeed, Audretsch
and Acs (1994) suggested that entrepreneurship reacts
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positively to economic growth, as a growing economy
offers more opportunity. On the other hand, as high-
lighted by theoretical work (Aghion & Howitt, 1992;
Schumpeter, 1911), recent empirical studies instead
show that entrepreneurial activity affects long-run
growth and productivity—that is, the opposite causal
association (cf. Bjgrnskov & Foss, 2012; Koellinger &
Thurik, 2012).

Causality issues are also manifest in the link be-
tween institutions and entrepreneurship. Thus,
Baumol’s work (1990) and the recent literature on
institutional entrepreneurship (Li, Feng, & Jiang,
2006) suggest that entrepreneurship may not just be
endogenous to institutions; institutions may also be
endogenous to entrepreneurship (Pacheco et al.,
2010). For example, Dean and McMullen (2007) ar-
gued that externality problems and other market
failures may represent entrepreneurial opportuni-
ties. Institutional entrepreneurs may seize such
opportunities by enacting institutions that help in-
ternalize the relevant externalities (what Dean and
McMullen called “sustainable entrepreneurship”).

A different take on the relationship between en-
trepreneurs and institutions is represented by public
choice theory, which implies that established in-
dustries typically form strong and influential lobby
groups that can affect—and in some cases define—
the regulatory framework and specific legislation
(Olson, 1982; Stigler, 1971). A lack of entrepreneur-
ial activity and productivity gains can therefore
easily lead to persistent lobbying for institutional
change to prevent the entry of new and more pro-
ductive or innovative firms (e.g., Baumol, 1990;
Hillman, 1982). Conversely, making a clean break
with special interests and policies can, in principle,
provide substantial impetus for firm creation and
entrepreneurial activity. However, the endogeneity
problem creates a need to find either specific cir-
cumstances in which institutions are not affected by
existing conditions or where other information al-
lows the identification of mono-causal effects.

Omitted-Variable Bias

As in many other fields, such as the literature on
regional and national productivity and development
accounting (Caselli, 2005; Klenow & Rodriguez-
Clare, 1997), the entrepreneurship literature has
not converged on a consensus on what to consider as
a standard or even minimalist empirical specifica-
tion. As such, all studies risk suffering from omitted-
variable bias, which necessitates careful robustness
analysis (cf. Dreher & Gassebner, 2013). Among the

variables that are characteristically omitted in the
studies surveyed in Appendix Table 1 are cultural
features, trade flows and policy, the initial techno-
logical level of the country, factor endowments, and
proxies for the ease of information flows. The type of
robustness studies pioneered in growth studies by
Levine and Renelt (1992) and Sala-i-Martin (1997), in
which researchers expose their main results and
preferred specifications to extensive sets of addi-
tional, potentially influential factors and empirical
alternatives, remain entirely absent in the literature
on entrepreneurship.

Multilevel Designs

Similarly, as noted above, many studies do not bring
micro-data into the analysis even though multilevel
analysis may in many cases be both feasible and de-
sirable. This lacuna is not merely a source of omitted-
variable bias in cross-state and cross-country studies.
As represented in the diagram in Figure 1, the re-
lationships among institutions, entrepreneurship, and
aggregate outcomes are, as a logical matter, multilevel
(Shepherd, 2011). Thus, entrepreneurial conditions
and actions are nested in higher-level entities, such as
nationally defined institutions and policies as well as
international business cycle fluctuations. Yet part of
the challenge of dependable multilevel analysis lies in
the question of when new firms enter official registers
and statistics (Decker et al., 2014); another part rests
in the practical difficulties in separating apparent
short-term success from long-term productive contri-
butions and sustainable business growth (Daunfeldt &
Halvorsson, 2014).

Response Heterogeneity

Regardless of which level of analysis scholars ad-
dress, a specific shortcoming in the literature is an
important assumption that mostly goes undiscussed
(but see McMullen & Shepherd, 2006; Zacharakis
et al., 2007): that studies assume that the responses to
institutional and policy differences are approximately
homogeneous across different types of industries,
businesses, and countries and institutional settings.
Almost all empirical studies therefore merely identify
average treatment effects that can easily hide very
different effects across industries or countries and, in
cases where actual effects are heterogeneous, create
substantial measurement error. Related to the entre-
preneurship literature, studies for example find that
heavy business and credit regulations and poor pro-
tection of private property rights can be a detriment to
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entrepreneurial activity and in particular the growth of
new firms (De Soto, 2000), but more so when small-
scale business owners cannot bribe their way around
these institutional problems (Bologna & Ross, 2015).
Similarly, certain policies and institutions may have
different effects depending on the quality of other
institutions.

Additionally, as shown by Bjgrnskov and Foss
(2013), which is the only paper in Appendix Table 1
that explicitly deals with the heterogeneity problem,
productivity inferences can be misleading if re-
searchers do not know the effects on both the supply
and characteristics of entrepreneurial activity. Find-
ing that certain welfare state policies are positively
associated with the marginal productivity effect of
entrepreneurship may therefore not be evidence of
positive effects of welfare policies, but rather of an
interaction between the effects on the quantity and
quality of entrepreneurial activity. Generous bene-
fits systems and high and progressive taxation
merely drive out the relatively less productive start-
up firms. Such interactions across levels of analysis
and different institutional characteristics remain al-
most entirely absent from the entrepreneurship
literature.

Sample Frames and Data Limitations

A final problem that deserves mention derives from
the fact that despite the impressive growth of data and
data availability, only very few databases provide
specialized information on entrepreneurial activity,
firm growth, and start-ups. Sampling remains a par-
ticular problem of studying new firms and innovative
activity in small or relatively young firms, as sampling
procedures in most cases exclude the smallest, youn-
gest, and hardest-to-find entities. Most studies use ei-
ther survey data from GEM or self-employment rates
across OECD countries, although both survey evi-
dence on stated intentions and a focus on small firms
may be misleading. For example, Decker et al. (2014)
showed that productivity differences in the United
States arise from young firms instead of small firms. As
most young firms are small, what arguably drives en-
trepreneurial productivity effects thus arises from
a subset of self-employed individuals or very small
firms. The real effects of start-ups will therefore be
underestimated when employing the standard ap-
proach in the current literature. However, to distin-
guish between different types of firms, it is necessary
to observe firms from their infancy.

In the context of data on institutions and in-
stitutional characteristics, two problems persist: (1)

the problem of how best to measure institutions, and
in particular how to separate de jure features from de
facto implementation and execution (Voigt, 2013),
and (2) the extent to which institutional details are
known and available to researchers. While data lim-
itations are often treated as a rather mundane prob-
lem, they must be carefully addressed before any of
the other shortcomings of the literature can be
alleviated.

Summing Up

To some extent, the above gaps and shortcomings
reflect the fact that entrepreneurship research in
management has tended to focus on different issues
and different levels of analysis and measurement
than that in economics. Measurement problems and
conceptual issues have often been carefully dealt
with in a number of management studies, but per-
haps remain somewhat less developed in the eco-
nomic part of the field. Conversely, specification
issues and the causality problem are traditionally
particularly salient among economists and have ar-
guably, on average, been more thoroughly addressed
in that part of the literature. Yet other problems are
common for all studies regardless of whether they
originate in management science or economics.
These include a lack of detailed micro-level data
beyond case studies, the interaction between macro-
level institutions and policies and firm-level re-
sponses, and in particular the potentially complex
interactions between different institutions and
policies. The relative absence of studies of the
interactions between macro-level institutions and
policies and firm-level responses also prevent more
detailed work in transmission mechanisms (at the
micro level of Coleman’s bathtub in Figure 1) con-
necting institutions and entrepreneurial outcomes.
Any discussion of optimal institutional and policy
design is out of reach before substantially more is
known about these transmission mechanisms. In the
following section, we argue that extant management
research can contribute important insights to the the-
oretical understanding of these mechanisms.

SHORTCOMINGS AND OPEN ISSUES II:
THEORETICALLY UNDERSTANDING
TRANSMISSION MECHANISMS

Factors in the Growth Process

The understanding of the growth process has tra-
ditionally proceeded on a high level of aggregation
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(i.e., arrow 4 in Figure 1), with little attention being
paid to the micro-aspects of the complex trans-
mission mechanisms between institutions and poli-
cies and economic growth. The growth literature in
economics has traditionally been divided between
scholars who stress the role of capital accumulation
in the growth process (Lucas, 1988) and those who
stress “technology” (Solow, 1956, 1957) and the
many other factors that cannot be understood in
terms of the accumulation of capital and improve-
ment of, or increases in the supply of, human capital
(Bjornskov & Foss, 2013). The latter group of scholars
thinks of the growth process in terms of improve-
ments in “total factor productivity.” This tradition-
ally refers to the output changes that cannot be
ascribed to changes in traditional production factors
(labor, capital, land). There is evidence that the main
factor that accounts for different growth experience
across countries is the difference in total factor pro-
ductivity (Parente & Prescott, 2005).

Entrepreneurial Resource Combination

Discussions of total factor productivity and the
growth process have often highlighted R&D and the
innovations that emerge from R&D (e.g., Romer,
1990). Innovations are, of course, introduced by
firms and also include nonscience-based innova-
tions (e.g., many process and organizational in-
novations). As Foss and Klein (2012) argued, these
processes are entrepreneurial ones; specifically, they
involve experimenting with the combination and
recombination of heterogeneous resources in the
pursuit of profits under uncertainty (Agarwal,
Barney, Foss, & Klein, 2009; Rumelt, 1987). In the
aggregate (i.e., arrow 3 in Figure 1), these processes
lead to the productivity advances and improvements
in resource utilization that are significant parts of
increases in total factor productivity. This suggests
that the resource-based view, which stresses funda-
mental resource heterogeneity, has insights to offer
on the micro-mechanisms of the growth process.
This requires a break with certain aspects of the
production function framework that has dominated
postwar economics. Thus, this framework takes re-
sources to be homogeneous within categories (land,
labor, capital) and assumes that resources are always
combined in the best possible manner. In Olson’s
(1996) words, the traditional framework explicitly
assumes that big bills are not “left on the sidewalk.”"?

'® These words appear in the title of Olson’s 1996 article
in the Journal of Economic Perspectives.

This standard framework has the unfortunate
consequence that it becomes hard to define a mean-
ingful role for the entrepreneur (cf. Agarwal et al,,
2009). In actuality, resources are of course hetero-
geneous (Barney, 1991; Lachmann, 1956), and com-
bining them in the uncertain pursuit of profits
constitutes the essence of enterprise (Foss & Klein,
2012; Knight, 1921). Because of uncertainty and
asymmetric information, the optimal combination
of resources is not a given (as in the economics of
production), but is something that at best can be
approached through managerial processes of re-
source experimentation. Thus, as argued by Foss
and Klein (2012), processes of mergers, divestments,
spin-offs, new firm formation, etc., reallocate re-
sources across firms in response to price signals
and entrepreneurial behaviors, and make the
economy track its (moving) production possibility
frontier (e.g., Foster, Haltiwanger, & Krizan, 2002).

The Role of Institutions

Experimental processes of resource combination
are influenced by institutions and policy (i.e., arrow
1in Figure 1). In general, there is much evidence that
institutions have a strong impact on growth (see, in
particular, Rodrik, Subramanian, & Trebbi, 2004). As
North (1990, p. 6) explained, “The major role of in-
stitutions in a society is to reduce uncertainty by
establishing a stable (but not necessarily efficient)
structure to human interaction. The overall stability
of an institutional framework makes complex ex-
change possible across both time and space.” Such
higher certainty translates into lowered transaction
costs. Specifically, higher certainty means that the
costs of contracting and of protecting property are
lowered, which in turn means that more entrepre-
neurial projects will be undertaken. As Bjgrnskov
and Foss (2013) argued, higher certainty and in-
centives for productive behaviors are particularly
strongly influenced by the extent to which private
property rights are protected, including dimensions
such as generality (i.e., equals are treated equally),
transparency and accountability in public decision
making, and, importantly, an expectation that prop-
erty rights are effectively enforced.

While many social scientists have made similar
points, the ways in which institutions and entre-
preneurial activities are related have seldom been
pinned down with much precision (for some recent
attempts, see Henrekson, 2005). If one accepts the
argument that economic growth is to a large extent
the result of the introduction of new modes of
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organization, ways of better allocating resources to
preferred uses, and so on, the flexibility (i.e., costli-
ness) with which these changes can be made becomes
a central concern (Bjernskov & Foss, 2013). Economic
production theory captures such flexibility with the
notion of the “elasticity of factor substitution” (Klump
& de La Grandville, 2000)."* A high elasticity of sub-
stitution means high factor productivity, as resources
are more easily allocated to highly valued uses. The
elasticity of substitution is not a purely technical pa-
rameter and is endogenous to institutional variables.
Institutions that lower the transaction costs for
searching for contract partners, bargaining, and
monitoring and enforcing contracts, positively in-
fluence the ease, speed, and flexibility with which
resources can be identified, allocated, combined, etc.
by these entrepreneurs. In other words, such in-
stitutions imply that the elasticity of substitution is
high, and hence positively influence total factor
productivity. Low transaction costs result from well-
defined and enforced property rights. Thus, in-
stitutional and political features, such as the quality
of regulations and the judicial system, that directly
influence property rights influence the relationship
between entrepreneurship and total factor produc-
tivity, and therefore growth.

Summing Up

Bjernskov and Foss (2013) made use of arguments
such as the ones above in linking their institutional
measures (mainly “freedom variables” relating to
regulatory quality, the size of government, sound
money, etc., but also measures such as the extent of
foreign trade). However, the theorized mechanisms
remain unobserved in their work. This is significant
because it points to both the lack of theorizing of the
mechanisms that traverse levels and the absence of
appropriately nested data across a sufficient number
of countries (or regions) that can be used to test and
otherwise further theorizing in this domain, as we
pointed out earlier. We are, however, optimistic
concerning progress in this area. First, data relevant
to understanding the mechanics of the growth pro-
cess have increasingly become available, and there is
no reason to think that relevant multilevel datasets
will remain unavailable. Second, theorizing the rel-
evant inter-level mechanisms will, we suggest, re-
quire the integration of the economics of institutions

* This elasticity measures the percentage change in
factor proportions due to a change in marginal rate of
technical substitution.

and growth with management research insight into
entrepreneurship and resource allocation in firms.
As economists increasingly question the traditional
production function view of firms (Williamson,
1985) and as management scholars increasingly
adopt rigorous methods, we are confident that such
a combined enterprise will not only be possible but
will be successful as well.

CONCLUSION

The ultimate purpose of a structured survey of
a literature is to provide an overview that allows
readers to form a sense of the shortcomings of this
literature and how these may be addressed. In other
words, the main question of this paper is what the
literature so far has not addressed and how best to
meet the challenge of moving closer to a real un-
derstanding of the links between institutions, entre-
preneurship, and subsequent economic performance.
In this concluding discussion we further reflect on
some of the major challenges left in the literatures. We
specifically identify five related gaps.

First, as Casson and Wadeson (2007, pp. 239-240)
emphasized, growth is an important political objec-
tive, but “entrepreneurship is most often used to
explain differences between countries (and regions)
in levels of economic activity.” Thus, there is little
emphasis on growth. This may be a consequence
of the relative absence of theoretical development
providing clear guidelines for empirical studies of
the association between growth and entrepreneurial
activity. The line of research started by Aghion and
Howitt (1992) to some extent rises to this challenge
by building from the Schumpeterian concept of
creative destruction (Schumpeter, 1911). However,
the difficulty of modeling creative destruction has
limited its direct applicability, and most of the im-
plications that empirical researchers have drawn
from this tradition have focused on institutional
constraints to growth.

A second but related gap arises as current perfor-
mance (in terms of either economic activity or pro-
ductivity) can be seen as the compounded influence
of entrepreneurship and other influences. Focusing
on current performance instead of growth can there-
fore be very misleading, as it is the result of past
institutions and policies that may not even exist
anymore. Relatedly, as stressed by Bjgrnskov and
Foss (2013), institutions and policies may both
moderate and mediate the effects of entrepreneur-
ship on growth and performance. Several studies
have documented that institutions can affect the
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supply of entrepreneurship, whereas very few stud-
ies have tested whether the impact of entrepreneur-
ial activity is systematically heterogeneous across
different institutions, although this point was origi-
nally stressed in Baumol’s (1990) seminal work. Yet
these studies suggest that one of the mechanisms
connecting good judicial and market institutions to
subsequent growth may be the way these institutions
advance productive entrepreneurship. Theoreti-
cally, the understanding of such institutional com-
plementarities, though highlighted by economics
historians for decades (e.g., Mokyr, 2009; North,
1990), is in its infancy.

A third gap exists because many of the mecha-
nisms hiding in the arrows of Figure 1 are not clearly
theorized. For example, institutions and policies
may influence the incidence of entrepreneurship in
multiple ways, some direct, some more indirect.
Intellectual property rights (IPR) regimes and tax
policies may have very direct effects; for example,
high taxation makes it difficult to accumulate the
savings that may be required for launching a start-up
(Henrekson, 2005), while weak IPR regimes may re-
duce the expected rents from innovative entrepre-
neurship. However, informal institutions such as
generalized trust or social norms may have more
indirect effects (cf. Scott, 1995). Such institutions
reduce the costs of searching for (trustworthy) con-
tracting partners and reduce the costs of bargaining,
monitoring, and enforcing contracts (Ikeda, 2008;
Williamson, 1996). In turn, this increases the aggre-
gate elasticity of substitution of the economy, as we
argued.

Fourth, only very few of the papers we surveyed
deal with the causality issue inherent in assessing
effects of institutions and entrepreneurship, and
more than half do not even mention the problem. To
some extent, this reflects different traditions across
fields, with economics having developed extreme
standards of causal identification in recent decades.
But it also reflects that mechanisms are under-
theorized, such that an otherwise rich theoretical
literature provides only weak guidelines for dealing
with the issue.

Finally, the entrepreneurship literature tends to
suffer from the same problem as other fields that
are taken up with the consequences of institutional
differences. The concept of institutions and in-
stitutional quality is treated very differently, ranging
from a Northian understanding in most of economics
(North, 1990) to a substantially broader concept in
sociology (cf. Scott, 1995) and a generally vague
separation of market and government institutions, as

well as an unclear separation of formal and informal
institutions (Voigt, 2013). Scholars who work on in-
stitutions and entrepreneurship thusrisk engaging in
conceptual stretching, which further exacerbates the
problem of under-theorizing when what is meant by
the very term “institutions” remains unclear and
poorly delineated.

Despite the gaps outlined here, the literature on
entrepreneurship, institutions, and aggregate eco-
nomic performance has made many important
strides. There is very substantial evidence backing
the claim that entrepreneurial activity has positive
long-run economic consequences in terms of wealth,
productivity, and growth. Institutions advance the
level of entrepreneurial activity and may also channel
entrepreneurship in productive, rather than unpro-
ductive, directions. However, exactly which institu-
tional elements are more important for bringing about
these beneficial consequences remains an open
question. As signaled already, we are, nevertheless,
optimistic concerning progress in this area, as high-
quality data increasingly become available and as
social scientists increasingly open up the black boxes
of inter-firm mechanisms, likely in joint research en-
deavors across disciplines and fields.
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