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NOTE FROM
AUTHORS

Entrepreneurship is a key focus area of the Trade & Competitiveness
Global Practice (T&C) of the World Bank Group (WBG).

In September 2015, T&C started the preparation for a new
study on growth entrepreneurship in the developing country
context. This document attempts to summarize the key
arguments and evidence presented in available literature

on the subject. It was prepared as a precursor to the
development of the Project Concept Note (PCN) for the study.

The authors welcome recommendations from readers as to
additional literature that may be available. This review and the
forthcoming study on growth entrepreneurship in the developing
country context is funded by Finland, Norway, and Sweden
through infoDev’s (www.infodev.org) multi-donor trust fund.



O. EXECUTIVE SUMMARY

Worldwide, policymakers have an imperative to enable
growth and employment. Within that equation,
entrepreneurs and early-stage firms have an important role
to play, perhaps particularly so in countries with a nascent
private sector. The importance of entrepreneurship is
recognized by policymakers around the globe, as evidenced
by the plethora of recent initiatives focused on start-up
competitions, one-stop shops for business registration,

and programs for business incubation and acceleration.

However, of the vast numbers of newly created enterprises,
very few succeed. Among those that do, only a small
subset constitute “high-growth” firms that scale

within comparatively short time-frames, creating
disproportionate value in the form of employment and
incomes. It also appears that these firms play a valuable
role in stimulating innovation and competitiveness.

A central question for policymakers is therefore

how to enable a greater number of growth oriented
ventures to emerge and subsequently reach scale.

The World Bank is planning a new study of the role of
growth entrepreneurship in the developing country
context. The literature review provided in this document
attempts to provide an overview of what we know
about 1) the impact of growth entrepreneurship, 2) why
and how high growth firms emerge, and 3) the policy
instruments that enable new ventures to emerge and
grow. This literature review constitutes a background
paper to be used as an input to formulate research
questions and the research design for the upcoming study
on growth entrepreneurship. As the research process
progresses, this literature review will also be updated.

First, a few observations based on the literature review to date:

¢ There is far more information on these topics for
developed countries than for developing countries.
Nevertheless, policy choices and funding allocations
made in low and middle-income economies are often
based on the assumption that trends in high-income
economies (primarily the U.S. and Northern Europe)
also hold true for low and middle-income economies.

¢ A plethora of different definitions are used for the
notion of “growth entrepreneurship,” which not
only makes it difficult to compare conclusions from
different studies, but also complicates our ability to
draw policy implications from the studies available.

e Theoretical frameworks that outline variables linking
entrepreneurship and growth are not well developed.
The study of entrepreneurship draws integrally from
multiple academic disciplines including economics,
management, and psychology. Understanding the
relationship between entrepreneurship and growth
necessarily involves analysis at the level of the individual
entrepreneur, at the level of the firm, and at the level
of institutions and enabling environments. This makes
research in this field a more complex undertaking than
in more established fields of economic research.

Taken together, these facts illustrate that the
entrepreneurship field is relatively new, especially in
the developing country context. A few key takeaways
from the literature are, however, possible:

There are three main frameworks to study growth
entrepreneurship— at the level of the individual
entrepreneur, at the level of the firm, and at level
of institutions and enabling environments.

At the level of the individual entrepreneur, scholars
distinguish between “necessity” entrepreneurs (also
sometimes referred to as “subsistence” entrepreneurs)
and “opportunity” entrepreneurs (also sometimes
referred to as “growth” entrepreneurs, “transformational”
or “innovative” entrepreneurs). There is broad agreement
that these two types of entrepreneurs exist and that

they respond very differently to policy measures. Indeed,
some scholars argue that many entrepreneurial policies
are flawed precisely because they fail to distinguish
between these heterogeneous sets of entrepreneurs.

A body of literature assesses whether successful growth
entrepreneurs have something others do not possess.
For example, typical successful growth entrepreneurs
tend to have high levels of education and work
experience, and are often midcareer professionals in
their late 30s to early 40s. Further, certain psychological
traits such as higher risk tolerance and an internal

locus of control have been found to be characteristics
indicative of successful growth entrepreneurs.

At the firm level, data across multiple countries confirms
that fast-growing firms tend to be young and small,
although other research suggests that growth can be
episodic and that firms of any age or size can experience
short periods of growth.
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Some debate also exists on whether high-growth firms
disproportionately emerge from certain sectors.

At the environmental level, some scholars emphasize
the role of effective institutions, while an emerging
group of researchers refer to the broader notion of an
“entrepreneurial ecosystem.” This is an interwoven

set of characteristics, external to the firm, that

create an environment conducive to firm growth. Its
components include regulatory frameworks, human
capital, access to finance, social networks, and cultural
characteristics. Within this literature, there is debate on
the relative importance of assessing these systems at
sub-national, national, or international levels. One strand
of the literature focuses on the role of agglomeration,
finding that firm innovation and growth are higher
within specific geographical areas or regions where
entrepreneurial activity is concentrated, due to better
availability of infrastructure, opportunities for learning
and imitation, and larger markets for inputs and outputs.

The literature identifies binding constraints that affect
high-growth firms. These relate to market failures

that restrict free flow of knowledge and new ideas,
formation and maintenance of networks and social
capital, and the flow of risk capital toward innovation
activities. Understanding these binding constraints is
essential to design effective policies to address these
constraints and to allow high-growth firms to emerge.

There is some debate on whether or not public
interventions should directly target potential high-
growth firms. For example, one option for public
intervention is to provide early-stage financing directly

to young and growing firms. Alternatively, governments
can work to improve policy frameworks that impact

new ventures early in their life-cycle in a non-targeted
way—such as through reforms to labor laws and social
security regimes, and through the provision of quality
infrastructure. Evaluations of targeted interventions
are limited. With regard to entrepreneurial eco-systems,
some scholars argue that many policy interventions
fail as they address only a part of the ecosystem,
instead of approaching it holistically. On the question

of whether to target potential high-growth firms, the
issue is whether it is indeed possible to identify growth
firms ex ante at all. However, new research using data on
individual and firm-level traits seem to make it possible
to narrow down the pool of potential growth firms.

This review has covered a broad array of literature related
to growth entrepreneurship and the debates over
options for support mechanisms. However, there are
still many open questions, and clearly a need to further
collect data and conduct research and evaluations.

The forthcoming World Bank study on growth
entrepreneurship will be one small contribution

to this agenda. We invite others to join us in

the endeavor to increase the evidence base on
entrepreneurship, thus contributing to developing
countries’ abilities to better harness entrepreneurial
talent to achieve sustainable and equitable growth.
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l. INTRODUCTION

Worldwide, policymakers want to know how they
can best use their resources to spur a thriving
economy—an economy that can compete and
grow, generate jobs, increase incomes, and provide
improved products and services to the population.

They recognize that for economies to thrive, competition,
“churn”, or “dynamism” is needed; where new ventures
emerge and grow and other firms exit. In this context,
attention has recently focused on a small subset of
so-called “high-growth” firms. These firms enter,
innovate, and scale within a comparatively short time-
frame, creating disproportionate value in the form of

employment, income, and improved products or services.

Improving our knowledge and understanding of high-
growth firms in developing countries is critical to
improving effectiveness of interventions to spur job
creation and increase productivity. However, most of
what we understand about growth entrepreneurship
today is based on data from Europe, North America,

and the broader group of upper-income OECD-member
countries, simply because this is where most reliable data
is available. We therefore know far less about growth
entrepreneurship in a developing country context.

The World Bank’s Trade and Competitiveness Global Practice
will contribute to the knowledge base on entrepreneurship
with a study that addresses three core questions:

1. What is the impact of growth entrepreneurship on
economic growth, employment, innovation, productivity,
and economic inclusion in developing countries?

2. Why and how do high-growth businesses emerge? What
firm-level, individual, and environmental characteristics are
common to firms started by entrepreneurs that reached
significant scale within relatively short periods of time?

3. What policy instruments are successful at enabling
growth entrepreneurship? Should policies be focused
on merely creating an environment conducive to
overall entrepreneurial activity, or should they provide
targeted assistance to high-growth firms in particular?

This paper constitutes a summary review of the
literature about each of these questions. It contributes
to the refinement of the research questions, scope, and
methodology of the proposed research product.



Il. AREVIEW OF DEFINITIONS

There is no consensus on the definitions of “growth for both “high-growth firm” and “scale-up”, based in part on
entrepreneurship” or “high-growth firms”. Researchers commonly accepted definitions, and in part on assumptions
use a range of terms, which makes it difficult to draw that can be borne out by analysis of empirical data. An
comparative conclusions across studies. The Flagship overview of terms most commonly used is given below.

methodology paper will propose a more concrete definition

BOX1: DEFINITIONS

Entrepreneurship: The process of starting a business; using a manifest
ability and willingness of individuals, on their own, in teams, within and
outside existing organizations, to perceive and create new economic
opportunities (new products, new production methods, new organizational
schemes, and new product-market combinations) and to introduce their
ideas in the market, in the face of uncertainty and other obstacles, by making
decisions on location, form, and the use of resources and institutions.!

Transformational/Opportunity/Growth Entrepreneur: An entrepreneur who
aims to create large, vibrant businesses that grow much beyond the scope of
an individual’s subsistence needs and provide jobs and income for others.?

Subsistence/Necessity Entrepreneur: A person who engages in
entrepreneurial activity chiefly as a means of providing subsistence income
to himself/herself. Subsistence entrepreneurs typically do not — and do

not aspire to — grow the business to the point of creating employment
opportunities for workers outside of their immediate family.>

High-Growth Entrepreneur: A high-growth entrepreneur leads, founds,

organizes, or runs a business that can be classified as high-growth.

Entrepreneurial Firms: Praag and Versloot,* in a 2007 systematic review
of the literature on the contributions of what they term “entrepreneurial
firms,” defined these as enterprises with less than 100 employees, that are
younger than seven years old, and are new entrants to a particular market.

High-growth/Fast-Growth Business/Gazelle/High-Impact Firms: The
United Kingdom and the OECD defines high-growth businesses as firms
with 10 or more employees who experience average annual growth in
employment or turnover of 20 percent or more over three years. MIT
economist David Birch introduced the term gazelle in the 1980s and defined
it as a firm that has at least $100,000 (roughly $250,000 today) in annual
revenues and sustaining 20 percent annual revenue growth over a four-year
period.® Economist Zoltan Acs expands on the work of Birch’ to introduce
employment growth as a further way to qualify the term gazelle. High-
impact firms are gazelles (as per the definition above) when they have an
employment growth quantifier® of two or more over a four-year period.’
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lll. WHAT IS THE ECONOMIC IMPACT
OF GROWTH NTREPRENEURSHIP?

Alternative theories and research examine the relationship
between growth entrepreneurship and economic growth,
innovation, productivity, and employment creation.

STRUCTURAL TRANSFORMATION AND
PRODUCTIVITY GROWTH

Understanding entrepreneurship, the processes by
which firms enter and exit the market, and in particular,
the nature of expanding firms, is fundamental to

our understanding of the process of structural
transformation, and ultimately, increased productivity.
Structural transformation is the process of reallocating
society’s factors of production across sectors. This

occurs through the contraction and exit of some firms,
which then frees up resources that can be reallocated

to expanding firms. This is in line with Schumpeter’s'
description of capitalism as a process of creative
destruction where novel ideas continuously challenge old
structures, giving rise to structural transformation when
new and successful innovations, products, firms, and
industries arise and obsolete ones decline. In this sense,
we can understand the importance of entrepreneurship
as a main driver of creative destruction—channeled

via firm entry, expansion, contraction, and exit.!!

ECONOMIC GROWTH

Carree and Thurik!2 note a paucity of theoretical
frameworks linking entrepreneurship to conventionally
measured economic growth, notwithstanding the
numerous claims linking the two. They suggest that a
framework connecting entrepreneurial activity to economic
growth should identify the micro-economic foundations of
growth, emphasize the role of knowledge externalities in the
growth process, and identify intermediate linkages from
entrepreneurial activity to economic progress. They propose
that knowledge spillovers facilitate innovation, which

in turn drives growth. The knowledge spillover theory!?
asserts that entrepreneurship contributes to growth by
serving as a mechanism to facilitate knowledge spilling over
from existing activities of incumbent firms or universities

to new and innovative ones. Because it facilitates the

spillover and commercialization of knowledge that might
otherwise have remained dormant and uncommercialized
within the incumbent firm, entrepreneurship has a positive
impact on innovation and subsequently on growth.

Following a distinction introduced by GEM (2006), Acs'*
notes that there are general two types of entrepreneurs:
those that want to exploit a perceived business
opportunity (opportunity entrepreneurs), and those
that are pushed into entrepreneurship because all
other opportunities for work are either absent or
unsatisfactory (necessity entrepreneurs). Along similar
lines, Schoar'® distinguishes between subsistence and
transformational entrepreneurs. Schoar argues that
people engaging in different types of entrepreneurship
are different in nature and respond very differently

to policy changes and economic cycles. In fact, she
argues, many failed entrepreneurial policies are flawed
in that they fail to distinguish between heterogeneous
sets of entrepreneurial actors. In particular, only a
negligible fraction of subsistence entrepreneurs will
transition to transformational entrepreneurs.

lllustrating this point, Mondragon-Velez and Pena-Parga'®
demonstrate that, in Colombia, the flow of unemployed

to self-employed micro-entrepreneurs is eight times
higher than the flow of unemployed to entrepreneurial
business owners (owners of firms that hire other people).
Further, entry into self-employment is often characterized
by a low level of human capital. It is motivated mainly

by a desire to support families. Meanwhile, becoming a
business owner that hires other people (transformational
entrepreneur) is generally characterized by higher levels
of human capital, and higher willingness to take risks.!”

De Mel, McKenzie, and Woodruff'8 find substantial
differences between the two groups of entrepreneurs

in terms of 1Q, willingness to take risks, and the level of
managerial and financial literacy (in Sri Lanka). Adragna and
Lusardi'® find a difference in ambitions and expectations
between the two groups. The distinction between the

two taxonomic types of entrepreneurship can take

many different names, depending on the author. For
instance, Acs?® defines “high-impact entrepreneurship”

as fundamentally distinct from merely the creation of



new firms, per se. High-impact entrepreneurship (HIE),

as per his definition, is innovation-driven and creates
wealth and growth through expansion, and bringing new
inventions to markets. We will return to this fundamental
distinction in the taxonomies of entrepreneurship, and

its implications for policy in subsequent sections.

Given the distinction between types of entrepreneurial
activity, some studies look at the incidences of different
types of entrepreneurship, and their implications. In
general, higher levels of transformational/opportunity
entrepreneurship are typically associated with higher
levels of aggregate economic growth. To this end,
studies that look only at the total entrepreneurial activity
(without distinguishing between transformational versus
subsistence) may not tell us much. For instance, Shane?!
suggests that high levels of total entrepreneurial activity
often signify high levels of necessity entrepreneurs,
which is often not indicative of a successful economy.

A key indicator may be whether or not the type of
entrepreneurial activity being studied encompasses
innovation activities. Van Stel et al.,?? in a study covering 36
countries from the Global Entrepreneurship Monitor (GEM
sources data on entrepreneurship from both developing
and developed countries), find that high levels of total
entrepreneurship is associated with higher economic
growth only in higher-income countries where innovation
is more common. In developing countries, the relationship
between total entrepreneurial activity (of which the vast
amount is based on necessity) and economic growth is
negative. Braunerhjelm et al,? find a positive relationship
between total entrepreneurial activity and economic
growth across 17 OECD countries between 1981 and

2001. Wong et al.,* in their study of 37 GEM countries,

find that only potential high-growth entrepreneurs
(similar to Schoar’s “transformational entrepreneur”)

are positively associated with economic growth, while
other forms of entrepreneurial activity are not.

While necessity entrepreneurs still provide meaningful
sources of employment and income for many poor people
in developing countries, they do not seem to have the
same differential impact on aggregate economic growth
as transformational firms. Further, there is a special set of
high-growth firms that typically pursue innovation as

a path to growth among transformational/opportunity
entrepreneurs. For these reasons, entrepreneurship
literature shows a renewed focus on high-growth firms.

It is also important to note that individuals are not
merely filtered into categories of “subsistence” and

“transformational” entrepreneurs by mere accident. Rather,
the entrenched rules of the game that specify the relative
payoffs to different entrepreneurial activities play a key
role in determining the allocation of entrepreneurship.
More to the point, society’s rules and institutions help
determine whether entrepreneurial activities will be put
toward productive or unproductive directions that can
significantly affect an economy’s productive growth.?

This suggests an important role for policy to adjust the
“rules of the game”, to play an active role in the allocation
of entrepreneurial activity, and thus to potentially
determine the breakdown of entrepreneurial activity toward
either necessity-driven or transformational purposes.

INNOVATION AND CONSUMER CHOICE

Firm-level empirical research supports the notion that
high-growth firms contribute uniquely to product and
process innovation, thus driving productivity gains and
adding value for their economies. Praag and Versloot?¢
conduct a 2007 systematic review of literature on the
contributions of what they term “entrepreneurial firms”
(young and new entrants) to innovation,?” productivity,
and growth in developed countries, focusing on empirical,
quantifiable measures. Their conclusions are that while
large firms may invest more in total dollar value in
innovations, entrepreneurial firms are more innovation-
intensive relative to size and produce innovations
more efficiently. The quality of innovations coming out
of entrepreneurial firms may be higher and levels and
quality of commercialization of innovations are higher
and more radical for entrepreneurial firms than for other
types of firms. In a cross-country review from five OECD
countries, Schreyer?® finds that entrepreneurial firms

are more R&D intensive than the average permanent
firm. Additionally, entrepreneurial firms provide a
relatively large share of a state’s value-added growth
by positively affecting productivity growth.?®

In a review of its investment portfolio of 40 growth-oriented
SMEs across 10 developing countries, SEAF*® suggests that
high-growth firms (HGFs) are important because they
generate business for other companies in the local economy.
Their review asserts that HGFs often start out small and local,
s0, a large part of the cost of their goods sold and capital
expenditures goes to other domestic businesses. This indicates
a powerful economic multiplier effect of the success of just a
few growth-oriented firms. Additionally, they say, HGFs help
serve as market aggregators by purchasing inputs from
micro and small firms, thus serving as a critical link between
smaller suppliers and customers further up the value chain.
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What benefits do high-growth firms provide to their
consumers? Innovations by entrepreneurial firms may
have positive implications by enhancing competition
and diversifying markets, thus ultimately enhancing
consumer choice. Carree and Thurik3! propose the following
framework: in the longer-term, successful fast-growing
new firms promote increased efficiency due to intensified
competition and process innovation and enhance market
demand due to product innovation. This leads to a greater
variety of products and better correspondence to the
diversity of consumer preferences, which has important
implications for consumers in developing countries where
advanced goods and services may not reach remote areas.

EMPLOYMENT

In addition to the contribution of entrepreneurship to
aggregate economic growth, we are interested in how
new firms contribute to overall employment generation.
Several studies in developed countries have found
positive relationships between total entrepreneurial
activity (measured by new firm entry) and overall

job growth. For instance, Acs and Mueller®? find that a

high rate of firm entry in the U.S. is associated with job
growth; Fritsch and Mueller®3 find higher startup rates

are associated with positive employment growth for
agglomerated/high productivity regions;** Baptista and
Preto: find that higher startup rates lead to long-run
employment creation in 30 Portuguese regions; Van Stel

et al.?¢ find that higher startup rates lead to employment
creation in 40 Dutch regions; and Carree and Thurik®’

find that higher startup rates are associated with national
employment growth in the long run for all OECD countries.

However, we return to a distinction between the set of all
firms entering the market at any given point and the special
set of high-performing firms that will eventually grow.
Research shows that only a small set of entering firms will
survive and subsequently grow. Most findings on survival
rates suggest that up to a third of all new firms do not
survive beyond two years.* Therefore, when we speak of
young, small firms, we are talking about a dynamic set of
firms that continually enter and exit the market, all the while
creating and destroying jobs. Newer research from the U.S.
suggests this dynamic of new and young companies being
created and dying in a state of intense competition is
responsible for the gains in net job creation.*

BOX 2: EVIDENCE FOR THE CONTRIBUTION OF HIGH-GROWTH FIRMS
TO EMPLOYMENT IN DEVELOPED VS. DEVELOPING COUNTRIES

THE CONTRIBUTIONS OF HIGH-GROWTH FIRMS
TO EMPLOYMENT IN DEVELOPED COUNTRIES

Much of the research on the contributions of high-
growth firms to employment growth comes from firm-
level data derived from national census and statistical
bureaus. This data is hardest to come by in developing
countries; so, much of our understanding of high-
growth firms comes from developed OECD countries.

In their landmark study, using a 1981 database of 5.6
million firms in the U.S., Birch et al.** find that gazelles
comprise only about 4 percent of all firms, yet create
between 70 and 100 percent of all net new jobs.
Similarly, Acs et al.* find that high-impact gazelles
constitute between 2 and 3 percent of all U.S. private
businesses, depending on the period, but create “almost
all” net new jobs perennially. Data from European
countries seem to indicate similar trends. During 2003
to 2006, 5.4 percent of Finnish private businesses with

more than ten employees created 90 percent of net

new jobs.*® A highly influential NESTA paper from the
United Kingdom estimated that only a “vital 6 percent”
of firms employing more than ten employees accounted
for over half of all jobs created.*” The proportion of the
economy comprising gazelles varies in other European
countries. However, in all countries studied, they
represent only a minority of the firms in the private
sector (3.9 percent of firms are gazelles in Germany,

3.8 percent in Belgium, and 5.4 percent in Norway).*®

THE CONTRIBUTION OF HIGH-GROWTH FIRMS
TO EMPLOYMENT IN DEVELOPING COUNTRIES

We have established that high-growth firms contribute
disproportionately to job creation in developed countries,
but does the same hold good for developing countries?
Similarly, is the number of high-growth firms relative to the
entire universe of firms very small in developing countries?




The net employment effects of the rapid process of entry
and exit (churn) among small, young firms are thought to
be positive overall, at least for developed countries.*

Contrary to traditionally held beliefs that small businesses
create most private sector jobs, newer research that

uses census data from the U.S. and controls for age,

finds that it is young firms and startups that are the
most important sources of net job creation. Early
research by Birch*' established the view that small and
medium enterprises (SMEs) are the major engines of

job creation in the U.S. Decades of SME policy in the

U.S. and other countries are based on this view.

However, newer research by Haltiwanger et al.,*? that uses
the U.S. Census Bureau Business Dynamics Statistics and
Longitudinal Business Database, finds that, once controlling
for age, there is no systematic relationship between firm size
and firm growth. They suggest that because new firms tend
to be small, the finding of a systematic inverse relationship
between firm size and net growth rates in prior analyses

is entirely attributable to the fact that most new firms are
classified in the smallest size classes. The implication for
these findings is that policies that target businesses of a

Are these gazelles as important to the economies

of developing countries as they are for advanced
economies? Unfortunately, there is not nearly as much
data on high-growth entrepreneurship in developing
countries. There is a serious need for further research.
The few studies that do exist suggest an important

role for high-growth firms in developing countries.

Data from developing and middle-income
countries indicate that the percentage of gazelles
in the private sector may, in fact, be higher than
in high-income countries. In Brazil, for example,
high-growth gazelles constituted 8.3 percent of
Brazilian private businesses, and generated 57.4
percent of net new jobs from 2005 to 2008.%° In
Eastern European former Eastern Bloc “transition”
countries, gazelles occupy a substantial proportion
of firms as compared to their Western European
counterparts.®® In a study of 925 Colombian companies
using the WB Enterprise Surveys, high-growth firms

certain size, while ignoring the role of age, will likely have
limited success in improving job creation. They use this as
the basis for recommendations to target policy interventions
to address challenges that young firms and, particularly,
startups face (regulatory challenges and market failures).

The positive effect of firm entry on employment growth
is attributable only to a fraction of the so-called high-
performing firms. Shane® asserts that any given cohort of
firms will never have higher employment levels than when
they are first created. Again, this is related to the fact that a
huge number of those firms created will not survive in the
long term. He suggests that of those surviving firms, about
90 percent will not grow at all, and will be left with the same
number of employees as when they started. Only about 5
to 10 percent of surviving firms will have a larger number
of employees at any point in time after they were created.
Investigating who these so-called “high-growth” firms
(HGFs) are, and what direct contributions to employment
they make, is the focus of the rest of this review.

represented 8 percent of Colombian SMEs in 2010,
but accounted for 45 percent of new job creation."!

The Global Entrepreneurship Monitor conducted a five-
year survey of 70,000 entrepreneurs in over 60 countries—
many of them developing countries—and found that while
only 4 percent of the entrepreneurs were high-growth,
they generated 38 percent of all jobs in the firms that took
part in the survey.>? The data suggest that supporting the
expansion of an existing high-growth SME can create

up to 100 times the number of new jobs as supporting a
new microenterprise or subsistence SME. Also, the jobs
created by growth entrepreneurs tend to pay higher wages
than national averages, and employees report higher levels
of job satisfaction. While supporting the microenterprise
sector can be a useful tool to support the extreme poor

or the bottom 40 percent, it is argued that supporting
high-impact entrepreneurship has larger society-wide
benefits and spillovers, and larger implications for
structural transformation and macro-level growth.
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CONCLUSIONS ON THE LITERATURE
AND NEXT STEPS FOR THE STUDY

The literature generally agrees that, across multiple
countries and geographies, small numbers of firms
contribute to disproportionate amounts of new jobs.
However, this conclusion cannot be confidently drawn
without data from more developing countries. Of particular
interest is whether the findings of Haltiwanger et al. —that
young and small firms are the main drivers of net job
creation—apply equally to developing countries, using
reliable census data. Additionally, there is evidence that
the success of growth-oriented firms has wider economic
benefits beyond contributions to employment growth.
These wider benefits include fostering innovation and
productivity gains, reallocating the factors of production

and driving structural transformation, enhancing
competition, and diversifying markets, all of which
ultimately improve consumer choice. However, much of
this research tends to come from developed countries.

There is a dearth of direct study of HGFs in developing
countries, both in terms of their contributions to
employment, and their economy-wide benefits.
Additionally, several authors note that there are few
theoretical frameworks that link entrepreneurship to
economic growth. More empirical research could be done
on the microeconomic foundations and intermediate inputs
that link the two, particularly for developing countries.



IV. WHY AND HOW DO HIGH-GROWTH
BUSINESSES EMERGE?

In the previous section, we established that high-growth
firms are likely to be very important to net job creation. They
have other economic benefits and tend to make up a small,
but variable, proportion of their countries’ private sector
economies. What, then, are the factors that enable such
firms to emerge? Are there special traits that these firms and
their founders and managers have in common? In analyzing
the conditions for growth entrepreneurship, three strands of
literature converge, based on economics, management, and
psychology. The diagram below presents the three levels

of analysis —individual, firm, and environmental levels — for
both industries and geographies (city, region, or country).

ENTREPRENEURIAL CHARACTERISTICS

Literature that focuses on the individual level attributes
the success of entrepreneurial firms disproportionately
to the characteristics of people, usually the founding
entrepreneur or founding team. Common characteristics

FIGURE 1: AFRAMEWORK FOR ANALYZING THE EMERGENCE

OF ENTREPRENEURSHIP AND ITS IMPACTS

often cited include education levels, work experience,
and gender and also psychological traits of individuals.
Within the venture capital industry, for instance, as
much focus is put on the capacity of the management
team of the firm as on the business itself. Indeed, in
one survey, venture capitalists attributed 65 percent of
failures within their portfolio companies to problems
within the startups’ management teams.>

Education Level: Higher levels of education of the

firm founders tend to predict firm growth. Nichter &
Goldmark®* suggest there is a threshold effect of education
on firm growth patterns. SMEs with highly educated owners
tend to grow more quickly, but a country-specific threshold
must be reached for a firm to experience this growth effect.

Work Experience: Entrepreneurs with more years of work
experience tend to have faster-growing firms. Work
experience tends to help entrepreneurs both directly,
through improving direct knowledge and firm capabilities,
and indirectly, through
networks and contacts.
One study in Kenya found
that entrepreneurs with
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Women-owned firms face significantly more obstacles
than male-owned firms in terms of asymmetrical rights,
obligations, and legal protections. They consequently
grow at slower rates than male-owned firms on average.”’
This could also be because women tend to own firms
that are concentrated in slower growing sectors, often
because of barriers to entry facing females in high-
growth industries. Despite this, women are highly
effective firm owners, with higher levels of labor
productivity on average than male-owned firms,>® and
comparable closure rates to firms owned by men.5°

Age: There is substantial literature on the relation between
age of the individual and the propensity to start new

(and successful) businesses. While the conventional belief
(perhaps due to a few highly publicized cases) is that
entrepreneurship is mostly the province of the very young,
who are presumably unfettered and willing to take risks
and challenge established ways of doing things, the data
suggest otherwise. The consensus of research findings is
that growth entrepreneurship tends to be concentrated
among mid-career individuals, between 35 and 45 years
of age.®® A Kauffman Foundation Firm Survey of nearly
5,000 companies in the U.S. found that the mean and
median age of all entrepreneurs in the survey was 45, and
the age distribution of first-time founders was highest

in the late 30s and early 40s. However, the probability of
starting a business declines after 50. Most of this research
is focused on the U.S. and other developed countries.

Psychological Traits: Locus of control, risk appetite,
motivation, and a desire to learn and network by the
entrepreneur all seem to be related to entrepreneurial
success. Much has been written about the potential
common psychological traits of successful entrepreneurs.
Advances in credit risk methodologies and predictive
behavior take advantage of cutting-edge research in

this field by using known psychological traits to predict
entrepreneurial success or failure. While the efficacy of
predictive behavior methodologies is still uncertain,
some studies have attempted to use rigorous techniques
to identify potential entrepreneurs. One such study®!

in Pakistan concluded that extraversion, risk-taking,

and openness to experience are significantly related to
entrepreneurial intentions among business graduates.
Neither internal nor external locus of control was

found to have a significant impact on entrepreneurial
intentions despite other studies finding so.

However, in a study of entrepreneurial leaders, Ernst and
Young found that successful entrepreneurs combine an
internal locus of control with a willingness to take risks

and seize opportunities, along with passion, persistence,
and an eye for niches and market gaps.®? An internal
locus of control is defined as a belief in the ability of an
individual to control one’s environment and outcomes.
Gallup research recently created the Entrepreneurial
Profile 10 (EP10),%® which is a talents-based assessment
of entrepreneurial ability, based on years of research
of successful entrepreneurs. According to this profile,
the ten traits essential in a successful entrepreneur

are: Business Focus, Confidence, Creative Thinker,
Delegator, Determination, Independent, Knowledge-
Seeker, Promoter, Relationship-Builder, and Risk-Taker.

There is debate in this literature about which of
these traits associated with growth entrepreneurship
are people born with, and which traits can be
learned. This literature has parallels with that on
high-performing athletes; while everyone can learn

a sport and become proficient, only some possess

the potential to become competitive at a national or
international level. Also, among those that do have
potential, those who have access to know-how and
networks outperform compared to those that do not.

Venture capital investors in developed economies have
long used an individual lens to assess opportunity and
risk. They consistently attribute a high proportion of
failures to issues within the management team. However,
it is not clear if investors in developing countries would
see the same rationale for failure in their portfolios,

or if firm-level factors or aspects of the business-
enabling environment play a more prominent role.

FIRM CHARACTERISTICS

Several firm-level characteristics are analyzed in the literature.
These most commonly relate to age of the firm, size of the
firm, and the sector within which the firm is operating.

Firm Age: The discussion of firm age and growth potential
is typically motivated by research from the U.S., which
suggests that job creation comes mostly from young firms
and startups. The Kauffman Foundation analyzed data from
the U.S. Census Bureau and examined net new job creation
in terms of firm age rather than size. They find that nearly all
net job creation since 1980 has occurred in firms less than
five years old, and that, without startups, net job creation for
the American economy would have been negative in all but
a handful of those years.** They find that, in general, the net
addition of jobs from year to year comes from three sources:
startups, young firms (ages one to five), and the largest and
oldest companies.



This produces somewhat of a barbell effect, with job creation
occurring at the youngest and oldest ends of the firm age
spectrum, and low job creation occurring in between.®

The assertion that high-growth firms are typically young
firms in the U.S. is corroborated by data from some
developing countries. Studies in both Latin American and
Africa show that young, small firms are more likely to show
high rates of growth, as compared with older firms of similar
size and sector.%® An Inter-American Development Bank study
revealed that firms tend to go through their major expansion
periods in their third year of operation (on average).®” Other
studies from developing countries indicate that the average
growth rate of firms decreases with age.®® A postulated
reason for this is that firms tend to either grow quickly at first,
or exit the market, and then level off their growth paths once
they reach the optimal size for their sector and geography.

Aga et al.%®? use the World Bank Enterprise Surveys to
investigate the role of age and size on firm employment
growth for developing countries. They find that a small
number of young and small firms are the most dynamic

in terms of adding jobs, on net. This is mostly consistent
with the findings of Haltiwanger et al. in the U.S., and
Eslava and Haltiwanger in Colombia.” In looking at
geographic breakdowns of job creation in regions of India,
Ghani et al.”" find that job growth is predicted by higher
concentrations of new and young establishments.

There is debate, however, whether high-growth firms
are always young. Acs et al.’”? look at “high-impact” firms
(firms with significant revenue growth and expanding
employment) and find that they are in fact relatively

old, with an average age of 25 and almost 95 percent of
them being older than five years. Brown et al.”® look at
the “vital 6 percent” of high-growth firms in the United
Kingdom and find that, in fact, there is no correlation
between a growth firm and either age, size, or sector.

Firm Size: Some empirical studies covering the developing
world find that smaller firms grow faster than larger firms,
which is contrary to Gibrat’s Law.”* However, there is some
debate on whether this holds good for all countries. In a
study of OECD countries, Schreyer’ finds that large firms
play an important role for job creators among high-growth
firms. In their attempt to debunk certain myths regarding
the profile of HGFs, Brown et al.”® suggest the majority of
HGFs are in fact larger than previously believed. This is

an important debate around the role of firm size and
growth rates, and one that deserves attention through
future research, especially in developing countries.

Sector: High-growth firms can be found across many
disparate sectors in the economy. Despite the excitement
in many policy circles over the high-tech sectors, Brown et
al.”” caution against such a focus as a predictor of growth.
They argue that HGFs are not necessarily synonymous
with high-tech firms and that there is, in fact, a broad
sectoral heterogeneity to HGFs in general. Research focused
specifically on technology-based HGFs in the United
Kingdom, for example, found that only around 15 percent
of HGFs operate in technology sectors.”® The authors argue
that policymakers should be cautious toward policies

and sectoral promotion schemes that expect fast growth
resulting exclusively from IP or new technology innovations.

The Kauffman Foundation argues, however, that we can
look to particular high-growth sectors over the past
decade to identify potential high-growth firms. In the
U.S., the information technology sector, along with retail,
healthcare, accommodation, food services, professional,
scientific, and technical services have shown strong job
creation, and we can look to these sectors to find high-
growth entrepreneurs. In OECD countries, studies find that
high-growth firms tend to exist in all industries, but that
they are relatively more frequent in knowledge-intensive
service industries and in education and healthcare.”

Other Firm Characteristics: Additional firm characteristics
that are thought to contribute to firm growth are

foreign ownership,® engagement in export activities,®'
and offering workers formal job training.t2 There are

a number of country-specific studies that look into

these features of firms as being correlated with periods
of high-growth, but more research could be done on
validating these findings across countries and regions.

ENVIRONMENTAL CHARACTERISTICS

Successful entrepreneurs, who lead HGFs, thrive in
environments with multiple factors working together to
form an entrepreneurial ecosystem. The entrepreneurship
ecosystem necessary for cultivating entrepreneurs
comprises conducive policy, markets, capital, human skills,
culture, and support mechanisms coming together to
provide an enabling environment.?® Studies that evaluate
the binding constraints to growth for potential HGFs, tend
to find multiple interconnected factors, which combine to
either create or limit a successful entrepreneurial ecosystem.
For example, a study® that looks at constraints to potential
HGFs in the United Kingdom identified several key binding
constraints to growth. Among them, obtaining long-term
risk capital, access to insurance, skill shortages in potential
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employees, overly burdensome labor regulations that limit
their ability to hire workers under flexible conditions, lack of
managerial skills, and the availability and cost of premises.

The OECD’s diagnostic framework defines an
entrepreneurial ecosystem as a set of interconnected
entrepreneurial actors, entrepreneurial organizations,
institutions, and processes that formally and

informally coalesce to connect, mediate, and govern
the performance within the local entrepreneurial
environment.® Similarly, ANDE's review of the various
measures, definitions, and diagnostics of entrepreneurial
ecosystems found that they all take a multidimensional
approach to measurement, taking into account the
various domains that can affect entrepreneurship in
aregion and how they interact with each other.

Which elements of an entrepreneurial ecosystem
matter most for entrepreneurial outcomes is a matter
of some debate. Below is a brief discussion of the various
elements that are thought to compose an entrepreneurial
ecosystem. There is continued debate on which of

these inputs should be prioritized by policymakers

and which matter most to a successful ecosystem:

Regulatory frameworks: Governmental regulation is

an important aspect of any vibrant private sector, but
overly burdensome regulatory frameworks often
serve as binding constraints to firm growth. There

is strong evidence that a heavy regulatory burden
negatively impacts the rate of new firm entry.8” While
small and informal firms are often able to function by
circumventing government regulations and taxation,
they risk becoming more visible as they grow; therefore
high-growth firms tend to be formal enterprises.

Contracts with governments and large international
buyers are often off-limits for informal firms, due to

legal documentation requirements. Because of this,
informal small firms tend to grow more slowly than
formal firms.8 An econometric study in Cote D'lvoire®®
corroborated this, finding that formal status has a positive
effect on firm growth, even after controlling for firm

size, age, and efficiency. This poses significant barriers

to growth for many firms in developing countries, as

the vast majority of these firms tend to be informal.?

Other aspects of the so-called “business-enabling
environment” for which regulation is a significant
determinant, include the tax system, property rights
enforcement, access to external finance, bankruptcy
regulation, and labor and tax regulation. A review of the

impact of the business environment on SME entry found
that a thriving and vibrant SME sector (characterized by a
high rate of entry of new and innovative entrepreneurial
firms and exit of less successful ones) is associated

with environments that promote ease of entry and

exit due to a low administrative burden, have sound
contract enforcement mechanisms, effective property
rights registration procedures, strong creditors’ rights
protections, low tax burden on new and small firms, and
more flexible labor markets.! The study used SME data
from 99 countries spanning from high to low incomes.

Human capital: A well-functioning entrepreneurial
ecosystem has ample availability of human capital in
the form of skilled employees and managers. A growing
evidence base points to the differential impacts of
managerial capacity and management practices on firm
growth. For example, in Mexico, a randomized experiment
found that consulting services to SMEs generated an 80
percent increase in sales and a 120 percent increase in
profits.*? Evaluation findings®? from European programs
that provide subsidized advice to HGFs find a modest sales
growth effect for smaller firms in the sample. Endeavor
Insight conducted surveys of more than 1,000 leaders

at entrepreneurial companies in Uganda and Kenya®*

to identify factors that helped their companies grow.
Interestingly, the respondents rarely mentioned regulatory
frameworks and taxes as a major constraint to growth.
Instead, entrepreneurs in both countries highlighted

the importance of human capital increases (including
management and technical training) as a significant need.

Startups may, in fact, be more dependent on human
capital than incumbent firms. Cardon®s explains that
startups may require specific expertise and highly-skilled
workers more than incumbent firms, because they often
lack other resources such as capital, resources, and access
to finance. In this sense, the human capital contained
within the founders and workers of a startup is often its
greatest asset. A study®® of 338 Italian new technology-
based firms from 1995 to 2008 measured the long-term
effects of the founders’ initial human capital at the time of
firm start up. It found a positive and significant presence
of an “entrepreneurial imprinting effect” exerted by
founders’ levels of human capital on venture growth.

Access to Finance: Access to finance is a key feature of an
entrepreneurial ecosystem and one that is often lacking
for small and new firms in developing countries. A wide
body of literature suggests that small firms have more
difficulty accessing finance than larger firms.°” However

in their review of the literature, Nichter and Goldmark



conclude that access to finance may be necessary for
small firm growth, but not enough by itself. A randomized
study of 225 SMEs producing garments in Nairobi, Kenya,
explicitly tested the link between access to finance and
firm growth and found mixed results. A few cross-country
studies that use the World Bank Enterprise Survey (WBES)
data find that alleviation of credit constraints can lead to
improved firm performance and employment growth.?® A
study in Romania® found that access to external finance
increases the growth of both employment and sales
among small firms. Ongoing research'® by DECFP-IFC
uses firm-level data (Orbis and WBES data) to analyze how
access to finance affects firm employment growth and,

in particular, investigates whether there is a differential
impact for microenterprises and SMEs. Preliminary results
suggest that there is a strong positive correlation between
firm financing and the rate of employment growth and
that there is a 70 percent greater effect for SMEs than for
large firms. Whether or not prior access to bank finance is
a predictor of firm success is something that is debated.

Access to finance for innovation is often a product of

the overall business environment. A study'" in Bolivia
pinpoints the effect that macroeconomic volatility may

have on investment for growth entrepreneurs. The study
looked at how binding constraints vary across different firm
categories (such as firm size, or growth trajectory), and found
that larger firms or firms with higher growth potential were
affected more directly by the overall business environment,
as their growth is tied closely with investment, which is in
turn is determined by overall economic volatility. In more
volatile economies, savings and investment are reduced.'??
Indeed, some claim that one of the biggest market failures
for potential HGFs in developing countries is related to the
difficulties in financing innovation, as these firms often rely
on innovation-intensive growth. Innovation implies uncertain
rewards. Innovation risks tend to be exacerbated in the
context of developing countries, where the path to scale is
more volatile, and capital is more reluctant to get involved.'®

Of particular note is the role played by informational
asymmetries in restricting access to finance for small and
yound firms. Financial sector infrastructure reforms are
designed to reduce such informational frictions. Several
studies have investigated the effect on firm performance of
implementation of financial sector infrastructure reforms.
This research has found that reforms help increase SME
access to finance and lower interest rates,'%* mitigate
negative effects of low bank competition within countries,
reduce collateral required to secure loans, increase

lending collateralized by moveable assets, and boost firm
performance in areas such as sales and employment 1%

Social Networks and Access to Markets: A key feature of
a successful entrepreneurial ecosystem is the ability
of an entrepreneur to access markets, both global
and domestic. Having an extensive social network is

an asset that can facilitate an entrepreneur’s access to
markets.1°¢ Many studies across countries and industries
confirm the notion that growth entrepreneurs tend

to come from close-knit communities, agglomerated
networks, and distinct ethnic communities that

control modes of production for certain sectors.!%’
Clusters (geographic and sectoral agglomerations of
enterprises) may also facilitate small firm growth by
enhancing horizontal, as well as vertical, linkages.1%®

Of particular note are the effects of so-called
agglomeration economies, or businesses that cluster
together in specific geographic areas, usually cities.
The positive effects on firm innovation and growth

due to agglomeration are due to a better availability of
infrastructure, more opportunities for learning, imitation
through labor turnover and interaction with suppliers,
and larger markets for skilled labor, raw materials, and
output.'” The regional dimension of high-growth firms
should not be understated—in fact, this is seemingly

the only characteristic of high-growth firms where there
appears to be widespread agreement. These networks

of firms feature a high degree of specialization and tend
to benefit from spillovers due to geographical proximity
and are found across countries and industries. For
example, Silicon Valley for high-tech or the textile industry
in Northern Italy. There are, in fact, a small number of
regions in most industrialized countries that stand out
with a much higher share of fast-growing firms than their
numbers in the overall number of firms would suggest.!1

Culture: Culture, defined as the underlying system

of values particular to a specific group or society, is
thought to shape the development of personality
traits and may motivate individuals in a society to
engage, or not engage, in certain behaviors. Thus, a
culture that encourages entrepreneurial activity through
its selection of values is a feature of the entrepreneurial
ecosystem. A cross-country study' using 1,800 survey
responses in nine countries found a relationship between
Hofstede’s"? culture dimensions and the prevalence of
entrepreneurial potential. In particular, the study found
that entrepreneurial orientation (an internal locus of
control combined with a propensity toward innovation)
is more likely to appear in individualistic, low-uncertainty
avoidance cultures than in collectivistic, high-uncertainty
avoidance cultures. Future research is recommended to
investigate links between other aspects of entrepreneurial
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behavior and other contextual factors, such as education
systems, political economy, and stages of development.

Doepke and Zilibotti' argue that the drivers of economic
growth are related to preference formation and the
transmission process of families. Also, the existing
distribution of preferences in the population determines
the potential for economic growth, chiefly through the
likelihood of individuals’ pursuit of entrepreneurship.
They show that fast-growing countries have larger

shares of the population exhibiting preferences
conducive to innovative activities. Finally, a cross-
country study'“ that combines national-level culture
measures from the Schwartz Values Survey, and data
from GEM Surveys, evaluated the moderating effect of
national culture on national entrepreneurship-enabling
institutions, such as the presence of informal finance, and
entrepreneurship education. The study found that the
effect of investment capital on entrepreneurial entry was
weaker in more hierarchical and conservative cultures.

NEXT STEPS FOR THE STUDY

Much more can be learned about the characteristics of
HGFs in developing countries and the nature of their
growth trajectories. The studies referenced above seem

to point toward some picture of what high-growth firms
might look like, where they are concentrated, and what
characterizes the environments that promote their growth.
However, there is no widespread agreement on these
claims. The literature is conflicted on a model for the nature
of HGFs, and, in fact, there appears to be a great amount

of heterogeneity in terms of firm performance and firm
dispersion. This study will, therefore, aim to increase the
evidence base available to clarify what the determining
factors are for a high-growth firm to emerge and grow, with
a particular focus on evidence for developing countries.



V. WHAT POLICY INSTRUMENTS
ARE EFFECTIVE AT ENABLING
HIGH-GROWTH BUSINESSES?

THE RATIONALE FOR
PUBLIC INTERVENTION

The rationale for public intervention in private markets is
often justified by way of explaining binding constraints

on firms, and how public intervention can alleviate those
constraints. The binding constraints to firm growth differ
considerably between transformational and subsistence
entrepreneurs. Many authors approach the discussion of
market failures for HGFs by anchoring it in the economics
literature that looks at binding constraints to firm growth.">
Whereas subsistence entrepreneurs may be limited by
access to short-term credit or burdensome business startup
regimes, transformational entrepreneurs with aspirations
for growth most likely face constraints in the regulation

of labor and product markets, access to longer-term risk
capital, and overall macroeconomic stability.""® Constraints
that affect high-growth firms and innovation activities, in
particular, tend to relate to market failures that restrict the
free flow of knowledge and new ideas, the formation

of and maintenance of networks and social capital, and
the flow of risk capital that can be used for innovation."”

The first source of market failures referred to in the
literature involves network externalities,''* which occur
when a firm’s value is conditional on the geographic
proximity of complementary firms, institutions, and
individuals. Thus regional or geographic platforms, which
attempt to foster entrepreneurial networks that promote
knowledge spillovers are often pursued as policy. This
relates to the “entrepreneurial ecosystem” approach.

The second source of market failure focuses on knowledge
externalities. Knowledge is typically taken to be a public
good. Because local conditions may determine a firm's or an
individual’s ability to access knowledge, it is thought that
public policy can play a direct role in promoting investments
in knowledge, which can provide the basis for spurring
entrepreneurial firms into becoming high-growth firms.

The third source of market failures involves the
demonstration effect emanating from knowledge-

based entrepreneurial activity. Nascent entrepreneurs
that have the opportunity to observe other successful
firms and prove the viability of certain technologies
typically have an advantage over other firms in regions
or countries that do not have this demonstration
effect. The demonstration effect should induce
subsequent knowledge-based entrepreneurship, and
thus areas that lack demonstrable success stories may
remain difficult environments for aspiring HGFs.

INTERVENTIONS AND POLICIES TO
PROMOTE AND SUPPORT HGFS

There is debate on whether firms should be directly
targeted, or whether policy should focus on improving
framework conditions. The literature is unsettled on
which approach is better: targeting specific firms or
focusing on macro policies that enhance competition
and alleviate constraints produced by market failures?

Policies that stimulate growth entrepreneurship and
innovation should acknowledge the distinction between
transformational and subsistence entrepreneurship

and target their approaches accordingly. As discussed in
Chapter Il of this report, Schoar® and others have identified
the fundamental distinction between subsistence/necessity
and transformational/opportunity entrepreneurs. Yet, many
researchers note that the vast majority of entrepreneurship
policies in developing countries has failed to make this
distinction, and thus has failed to target properly the right
group of firms. Instead, much of entrepreneurship policy

is aimed at supporting broad-based entrepreneurship and
firm startup, which has little implications for employment
growth, innovation, and structural transformation.” As
Shane and others argue, merely encouraging creation of
new startups will not transform stagnated economies.

Autio et al."' examined policy measures from nine
developing countries and determined that, although
the importance of high-growth entrepreneurs has been
widely established, in an overwhelming number of
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cases government policies still tend to focus on broad-
based entrepreneurship, without targeting innovation
activities or growth-oriented firms. In fact, in many
developing countries, the financial infrastructure and
accompanying policy environment is better equipped to
provide micro financing to small, unproductive subsistence
firms, which creates bottlenecks for transformational
entrepreneurs, and produces the unintended consequences
of promoting unproductive entrepreneurship.' Thus,
governments should distinguish between policies that
support all entrepreneurship on the one hand, and

policies that support the creation and maintenance

of high-growth, innovative firms on the other.'?®

As discussed in the previous sub-section, many market
failures that constrain the innovation activities of potential
HGFs relate to problems in the business environment.
Perhaps the biggest one is a lack of access to expansion
capital, which, for potential HGFs in particular, requires

the expansion of institutions that facilitate the growth

of venture capital and private equity. Much research has
established that vehicles that extend entrepreneurial
finance to small but growing firms are successful at both
rationing credit (and selecting successful firms), and

at helping firms to grow. For instance, Kerr at al.'** use
datasets from groups of angel investors in the U.S. and
employ a regression discontinuity approach to evaluate the
impact of angel financing on firm growth, finding that the
extension of entrepreneurial capital is associated with a 20
to 25 percent higher likelihood of firm survival after four
years and a 16 to 19 percent increase in the likelihood of
eventually expanding to at least 75 employees. Thus, there
is an argument that governmental policy should be focused
on freeing up private capital to reach potential HGFs.

Policy that supports high-growth potential,
transformational firms should include elements of
entrepreneurship policy, SME support frameworks,
and innovation policy. Wong'?* terms the confluence of
these different sets of policy, “innovative entrepreneurship
policy” (IEP). IEP is geared specifically to supporting the
growth of HGFs and differs from broad-based SME policy
in a number of respects. While SME policy is mainly about
firm survival, IEP should focus on the growth of a few
select firms; while SME policy tends to look at the firm as
the principle unit of analysis, IEP will look equally at the
firm, and the individual “transformational” entrepreneur;
while SME policy is primarily concerned with leveling the
playing field for small firms vis-a-vis large firms, reducing
red tape, and improving productivity, IEP is concerned
with overcoming distinct market failures at early points

in the firm’s lifecycle, developing missing parts of the

ecosystem (mainly related to access to capital), and places
a special emphasis on innovation over productivity.

This will often entail governments playing an active role
in forming strong links between universities and the
private sector, providing subsidies for R&D investments for
targeted firms, where appropriate, developing specialized
investor capabilities (for example, governmental support
to angel and VC investor communities), and labor

market and education policies that specifically aim to
increase the supply and quality of entrepreneurs. Some
examples of concrete governmental policies that are
successful at implementing IEP are national recognition
awards for innovative entrepreneurs (Singapore),
government policies to promote innovation and R&D at
universities (U.S. Bayh-Dole Act, U.S. SBIR Program), co-
investment schemes (Taiwan, Singapore), and reducing
restrictive immigration policies (Chile, Singapore).

Government policy can play an active role in establishing
a successful entrepreneurial ecosystem. However it must
take a holistic view of the ecosystem. As an advocate for
the “entrepreneurship ecosystem” approach to supporting
HGFs, Isenberg'® argues that many governmental efforts
go wrong in that they address only one or two elements

of the ecosystem. However, the entrepreneurship
ecosystem consists of a set of many elements that interact
in complex ways, and thus broad-based government
support should reflect this. He puts forth some suggestions
to create an entrepreneurship ecosystem. They include,
among others, (i) shaping the ecosystem around local
conditions and culture, (ii) avoiding directing resources

to only high-technology sectors, but acknowledging that
empirical research shows that the majority of HGFs are not
primarily tech-driven, (iii) tackling cultural change when
necessary, (iv) avoiding over-engineering clusters, but
helping them to grow organically, (v) meting out money

to new ventures carefully, and recognizing that many
incubators do not produced successes, and (vi) reforming
legal, bureaucratic, and regulatory frameworks, without
over-emphasizing reforms, and without assuming that
these are enough to establish a successful entrepreneurial
ecosystem. The reforms that have the most positive
impact on venture creation are decriminalizing
bankruptcy, shielding shareholders from creditors, and
allowing failed entrepreneurs to quickly start over.

Governments have an important role in establishing the
proper institutions to help spur the growth of potential
HGFs. Schreyer'” argues that governments should focus
on so-called “framework conditions” that have impact on
firms at early stages of the lifecycle. These include policies



such as rules and regulations that influence the cost of
hiring the first employee, the protection of intellectual
property rights for young and innovative firms, reducing
administrative impediments to firm startup, and economic
incentives such as reducing the negative consequences

of exiting and firm failure. Other framework conditions
that are important to foster firm growth put forward by
Schreyer include doing away with indirect tax regimes
favoring small enterprises (that can create perverse
incentives for firms to remain small), focus on upgrading
and making available quality infrastructure such as

power, roads, and transportation, upgrade knowledge
infrastructure by incentivizing the private sector to
increase R&D expenditures, and promote policies that help
channel early stage risk capital to innovative activity.'?®

Henrekson and Johannsson'® argue that the most
governments can (and should do) is eliminate policies that
disadvantage potential HGFs, such as centralized wage-
setting institutions, employment protection legislation, and
institutions that reduce the incentives for VC investment
(such as high capital gains taxes). Positive things that
governments can do include implementing strong social
security and social insurance systems, which can provide
income security during periods of uncertainty for both
entrepreneurs and new employees in entrepreneurial firms.

For this reason, efforts to promote innovation finance
are also common, either through direct provision of
capital, or by improving framework conditions and
promoting crowding-in of private capital. Examples
of this include co-investment vehicles, formation of
angel investor networks, and the development of

VC funds designed specifically for firms that pursue
innovation activities in developing countries.

METHODOLOGIES TO IDENTIFY
POTENTIAL HIGH GROWTH FIRMS AND
ENTREPRENEURS EX-ANTE

Given the heterogeneous nature of HGFs, there is
debate in the literature around whether or not potential
HGFs can be identified ex-ante. Many researchers argue
that, as HGFs are heterogeneous in their characteristics
and lack persistence in their growth levels, there are
serious difficulties in predicting which firms will grow,
making them unlikely to be vehicles for targeted public
policy. Therefore, goes this line of thinking, policies
should not target specific firms, but rather should

target institutional reforms geared toward the broader
business environment to foster high-growth firms. On

the other side of the debate is the argument that, while
there is no set of universal characteristics that allow us
to predict effectively which firms will grow, we can still
make some basic predictions regarding firm success and
outcomes. Particularly, for firms or individuals that have
already demonstrated some moderate success in early
stages, or based on what we know from actual HGFs.

Coad et al.*? express doubt over the methodologies
available to define and select HGFs, and highlight the
controversies surrounding the policy implications of
available research. They argue that in many cross-country
studies, firm growth appears to be random or at least
episodic in nature, and therefore not predictable. Thus, the
available evidence is not encouraging for policymakers to
target HGFs to promote future firm growth. Instead, they
argue that more encouraging results come from research
that supports a relationship between business dynamism
and institutional elements of the business environment—
such as financial development, banking competition, and
institutions that foster better contract enforcement.

Despite the evidence that HGFs are indeed heterogeneous
and thus difficult to predict ex-ante, there are some new
testable models to predict firm growth. For instance,

the Lussier 15 variable business success versus failure
model™! stands out in its accuracy and has been tested

and validated in different parts of the world. The model
predicts business success or failure (not growth, but survival)
by identifying 15 variables relating to the entrepreneur’s
level of experience and training, the extent of business
planning, and certain firm characteristics such as structure,
age, and size. A study'? that tested the model on Israeli
SMEs found that small businesses can increase their chances
of success and subsequent growth if they have adequate
capital, maintain good records and financial control, have
management experience, have specific plans, make use

of professional advice, and have good economic timing.

Brown et al.”*3, find that HGFs in the United Kingdom
are heterogeneous and do not fit any pre-determined
mold in terms of sector, age, or size. However, they do
not abandon the idea of being able to predict the high
growth potential of these firms. While they doubt that a
strong predictive capacity exists that can precisely spot
firms that will go through a period of high growth, they
argue that some firms may display “early signs”, and thus
targeting them can be justified. They argue that instead
of promoting new startup creation via institutional
reforms, “potential” HGFs can and should be sourced
from existing SMEs that display early signs of success.
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Such early signs include a short-term period (over the course
of one year, for example) of above average growth (between
10 to 30 percent revenues). While short-term growth does
not qualify as “high-growth” by definition, it could be a
predictor of future success. Additionally, certain qualitative
measures could be used, such as assessing companies for
recent organization changes, adopting a new business
model, seeking access to growth capital rather than working
capital, seeking support for internationalization (not just
exporting), and recent increasing of staff numbers.

A promising new focus area to identify potential HGFs is
through the lens of the individual entrepreneur. Gallup,
through its EP10 Entrepreneurial Profile Assessment, has
developed a means to identify the top ten personality
traits most associated with entrepreneurial behavior and
outcomes. Its research indicates that, when applied across
a nationally representative sample, only 2 percent of test-
takers show high levels of entrepreneurial talent, and only
0.5 percent show exceptional talent. Its assessment claims
that those identified as having exceptional talent are 24
times more likely to find entrepreneurial success, and there
isa 1in 20 chance of identifying a successful entrepreneur
through its system, versus a 1 in 100 chance through the
general population. Gallup’s program is being piloted with
high schoolers in Costa Rica to test their predictive model of
entrepreneurial talent,*® and should it be successful, could
greatly add to our understanding of predictive models.

New research on business plan competitions, in particular,
in combination with expert panels, suggests that these
methods show a lot of promise in being able to effectively
predict growth. A recent World Bank experimental study™>
in Nigeria showed that a business plan competition was
successful at identifying entrepreneurs with the potential

to use large amounts of capital. Through the use of

capital, they were able to generate enterprises that hire
employees and exhibit rapid growth. The study estimated

a real return to capital of approximately 1.5 percent per
month on the grants given through the competition and
was the first study to provide experimental evidence of

how business plan competitions can spur the growth of
firms. Recent experimental evidence from both Ghana

and Sri Lanka suggests that both survey scores and

panel experts are reasonably able to predict firm growth.
While survey scores are reasonably predictive of what

the panel might say about a particular business idea, the
panel scores tend to add to the predictive power.3¢

The composition of the expert panels, and their ability to
meet entrepreneurs face-to-face is an important component
of the success of a competition’s predictive ability.

A World Bank advisory program®™” in Poland recently
tested a new model of entrepreneurship development
using competitions that include face-to-face interviews
with expert panels as a means to identify potential high-
growth firms (termed “Champions” in the study). Initial
findings suggest that interviewing potential entrepreneurs
in person is a fundamental aspect of the competition’s
predictive capacity, as there are many things that are only
learned via face-to-face contact, such as the person’s
motivation, willingness to learn, ability to network, open-
mindedness, and understanding of the general industry in
which he or she operates (all of which are characteristics
of these so-called “champions”). Another key aspect of the
program is that the panels are composed of a combination
of policy experts, and experts from the financial industry,
such as venture capital or private equity investors.

Many programs suffer because they do not include the
judgments of professional investors. These investors have
key skills that help to predict the viability of a business
idea and the entrepreneurial qualities of a firm's leader.

NEXT STEPS FOR THE FLAGSHIP

This flagship study can help clarify current debates by
properly defining growth entrepreneurship policy as
distinct from broad-based entrepreneurship policy
and SME policy, and by elaborating the different
growth entrepreneurship instruments available to
policymakers. The “menu of policy options”, found

in the Annex of this document, is a first attempt at
classifying the range of instruments currently available.

To the extent possible given the limits of time and resources,
the Flagship study will seek to assess the effectiveness
of the full array of policies widely hypothesized to have
first-order impacts on the emergence and subsequent
viability of high-growth firms. These include not only
government initiatives aimed at improving entrepreneurs’
access to capital, markets, knowledge, and workforce
talent, but also competition policy, regulatory policy,

and procurement policy. These policies, along with
others such as innovation policy and skill development,
are generally “horizontal” or economy-wide. In addition,
there can be spatial approaches (special economic zones
etc.), which provide a strong entrepreneurial ecosystem/
culture. There can also be firm-level interventions

given that, for example, management upgrading is not
automatic and requires cultivation (Bloom et al., 2013).
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