BUSINESS CREATION 7 the
UNITED STATES: ENTRY,
STARTUP ACTIVITIES, and the
LAUNCH of NEW VENTURES

New businesses are significant contributors to the growth and productivity
of the U.S. economy. Their importance warrants ongoing research efforts
to develop relevant data sources with which to explore the dynamics of the
business creation process." While a number of datasets are representative of
the U.S. business population, only one—the Panel Study of Entrepreneurial
Dynamics (PSED)—defines a nationally representative sample of entrepre-
neurs who are in the process of starting a new business. This dataset permits
detailed analysis of specific stages of the business creation process from the
entrepreneur’s initial idea to the successful creation of a functioning new busi-
ness. It permits measurement of the elusive concept of “entrepreneurship” in
terms of new firm creation—an accepted feature of most working definitions
of entrepreneurship.

Significant research analyzing the business creation process has been based
on the PSED dataset. Results of this research indicate that the extent of busi-
ness creation in the United States is enormous. In 2005, more than 12 million
individuals were involved in starting more than 7 million ventures. In addi-
tion, the factors affecting entrepreneurial behavior have been found to be more
complex than previously thought. Socio-demographic factors including age,
gender, and ethnic background appear to have a major impact on who is entre-

preneurial and participates in the business creation process. Individuals and

1 'This chapter was prepared by Paul D. Reynolds, Florida International University, and Richard T.
Curtin, University of Michigan, both co-principal investigators on the first and second Panel Studies
of Entrepreneurial Dynamics (PSED I and II). The PSED I project was sponsored by the 34 member
units of the Entrepreneurial Research Consortium, which included the U.S. Small Business Adminis-
tration (SBA) Office of Advocacy, two National Science Foundation grants (9809841 and 9905255),
and the Ewing Marion Kauffman Foundation; the primary sponsor of PSED II was the Kauffman
Foundation with funding from the Office of Advocacy. Analysis and interpretation are those of the
authors and not of the SBA Office of Advocacy.
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teams develop and implement new firms with diverse procedures. Existing evi-
dence indicates there is no one way to successfully start and grow a new firm.

Research on factors associated with success of a new firm startup sug-
gests that personal background and socio-demographic attributes of individual
entrepreneurs or entrepreneurs who work in teams have much less to do with
business success than what these entrepreneurs actually accomplish in the early
phases of the business creation process. The creativity and hard work of the
entrepreneurs in the early phases, rather than their personal backgrounds, are
key to successfully creating a viable new firm. According to one estimate, the
amount of uncompensated time entrepreneurs devote to starting new firms
is enormous—7.7 billion hours in 1999 and 9.9 billion hours in 2005. These
hours equaled 2.1 percent of total paid work in the United States in 1999 and
2.7 percent in 2005. This entrepreneurial activity is equal to almost one-half of
the work hours for all U.S. self-employed workers for those years (20 billion
hours in 1999 and 18 billion hours in 2005).

The time required for an entrepreneur to start a business varies widely.
Only one-third of entrepreneurs will actually have a working business within
the first six years. Over the same period, another one-third of these nascent
entrepreneurs will disengage. Yet another one-third of these entrepreneurs
will not have gotten past the earliest stages of the firm creation process in
six years.

Prior analyses of new firm creation suggest that U.S. business creation
activity has been stable over the past several decades. Entrepreneurship has
been an integral part of American economic life and a viable personal career
option. While the United States retains its status as a premier location for
entrepreneurship activity, new firm creation and innovation, there is evidence
of growing global competition. For example, international comparisons indi-
cate a significant increase in entrepreneurship and new firm creation in Asia—
particularly related to growth-oriented new ventures. If the United States is to
retain its competitive position, various approaches will be needed to facilitate
entrepreneurship and new firm creation. These include enhancing the skills
of individuals and teams of entrepreneurs and helping these innovators move
beyond the early stages of a business idea to the implementation of a profitable
new business.
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Business creation began to attract attention in the sixteenth century, when a
cadre of observers began to write about social and economic phenomena. It
was noticed that some individuals specialized in organizing the resources—
money, people, suitable locations—for a new venture or initiative. This led
to the creation of the concept of an "entrepreneur,” or someone who engages
in “entrepreneurial” activities. The amount of writing about entrepreneurship
expanded considerably in the latter part of the twentieth century, reflecting
widespread recognition of many contributions from entrepreneurial initiatives.
Despite the substantial increase in attention from scholars and policymakers,
detailed research on the entrepreneurial process itself has been modest. This
gap has reflected both the amorphous nature of entrepreneurship and the lack
of procedures for producing representative samples of entrepreneurs to scien-
tifically investigate the business creation process.

This chapter describes the first systematic studies of business creation that
utilize samples representative of the U.S. population of nascent entrepreneurs.
'The Panel Study of Entrepreneurial Dynamics (PSED) research program pro-
vides—for the first time—a detailed description of how modern entrepreneurs
create new businesses. While this unique national resource is relatively new,
the research program has been widely imitated and has generated considerable
analysis,? which has substantial implications for practitioners and policymak-
ers. This overview summarizes the justification for the research program,® the

methodological protocol, and a selection of the major findings.*

Few concepts are more ambiguous than “entrepreneurship.” The French
word “entrepreneur” originally described an individual “who unites all
means of production and who finds in the value of the products ... the

2 An extensive and useful summary of the analysis based on PSED-based studies is found in Davidsson, 2006.

3 Major sources for this review include Reynolds, 2000; Gartner, et al., 2004; Reynolds, 2007; and
Reynolds and Curtin, 2008. Full details and datasets related to the research program are available on
the project website, http://www.psed.isr.umich.edu.

4 As of December 2007, nine dissertations and theses, seven books and monographs, 45 peer-reviewed
journal articles, eight book chapters, and five dozen conference presentations had utilized the PSED
datasets; the current bibliography of PSED-based scholarly works is available on the project website,
http://www.psed.isr.umich.edu.
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reestablishment of the entire capital he employs, and the value of the
wages, the interest, and rent which he pays, as well as profits belonging
to himself.”” In other words, the entrepreneur is the person or team that
establishes a venture. Early English translators did not know whether to
use the term “undertaker” or “adventurer” to describe such individuals. The
entrepreneurial concept reflects the idea of opportunity recognition and
success as a coordinator and administrator but does not necessarily imply
creating something new or innovative. It does imply that the entrepreneur
bears some risk or uncertainty,® including excessive optimism about the
extent of a business opportunity.

'The idea that entrepreneurship is a positive contribution to economic adap-
tation and change was conveyed by the idea of “creative destruction.” It was
suggested that the creation of new productive activities led to the beneficial
replacement of existing firms, displacing them with firms that provided new
goods and services or that used new productive mechanisms to provide estab-
lished commodities more efficiently. Some now consider “innovative entrepre-
neurship” as the only form worthy of serious attention;® others have suggested
that only those few new firms receiving venture capital support, about 200
each year, make significant contributions.” Identifying the level of innovation
or impact on markets that is to be considered “real” entrepreneurship has not
been resolved conceptually or operationally.

Another trend has been to focus on “opportunity recognition,” or how
entrepreneurs identify markets for new goods and services.!® It has been sug-
gested that opportunity recognition should be the central feature of entre-
preneurial research.” Opportunities, however, are difficult to recognize until
they have already been exploited. It is even harder to classify the quality of an
opportunity. A new venture that grows quickly may be exploiting a “major
opportunity,” and therefore may be labeled “entrepreneurial.” The concept of

entrepreneurship can be applied to an active participant in any market, such

Say, 1816.
Cantillon, 1730; Knight, 1921.

N o

Schumpeter, 1934.

8  Baumol, Litan, and Schramm, 2007.
9  Shane, 2008, 162.

10 Penrose, 1959; Kirzner, 1979.

11 Shane and Venkataranam, 2001.

168



as managers in commercial firms, now referred to as “intrapreneurs,” or even
administrators or officials in government organizations or not-for-profits,
often referred to as “social entrepreneurs.”

Perhaps the idea that entrepreneurs have unique dispositions or personali-
ties has derived from observations that individuals who organize inputs to cre-
ate a new good or service often seem very focused and driven.'? Many think that
entrepreneurs have a need for achievement® or a preference for risk.’ However,
research efforts to define an “entrepreneurial personality” have found few stable
empirical relationships (stylized facts or empirical generalizations).!

Individuals generally experience major life events—marriage, occupational
choice—within a social network or group. Similarly, creating a new firm is gen-
erally done in a network of social relationships.’® Therefore, entrepreneurship
can be considered a social phenomenon as much as an individual career choice.

Intrinsic to all conceptions of entrepreneurship is the idea that some type
of new business venture is created, whether through part-time self-employ-
ment or a substantial organization involving hundreds. A key question that
follows relates to the types of individual behavior that lead to the creation of
these new ventures.

Why is firm creation important? Most significant is that new ventures replen-
ish and maintain the population of operating firms, which in turn power the
U.S. economy. The annual increase in U.S. employer firms has averaged 1.0
per 100 existing firms from 1990 through 2006. This reflects an average birth
rate of 10.8 births per 100 firms, less an annual firm death rate of 9.8 per 100
firms.”” By 2006 more than 600,000 new employer firms were being added to

12 Kets de Vries, 1985.

13 McClelland, 1961.

14 Knight, 1921.

15 Gartner, 1988.

16 Aldrich, 2005; Reynolds, 1991; Thornton, 1999.

17 Employer firm counts for 1989 through 2006 from U.S. Small Business Administration, 2007, Table
A.1 and employer firm births and deaths from Table A.2. Birth and death rates used total employer
firms in the previous year as the base.
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the economy each year—one for every 200 employed persons. New firm cre-
ation is central to economic growth in the United States.

Firm creation has important economic implications. First, new firms
have generated new sectors or markets—from automobiles to computers to
consumer services. The emergence of new sectors reflects a flurry of new
firm creation.'®

Second, initial assessments of the impacts of entrepreneurship and new
firm creation focused on net job gains by size' which led to substantial con-
troversy over the impacts of small versus large firms.? The most recent evi-
dence indicates that new independent firms are the source of half of all net
job creation; the other half is accounted for by new branches and subsidiaries,
reflecting expansions of existing firms. In fact, the net job creation of all firms,
branches, and establishments more than a year old is negative. After one year,
losses from contractions and discontinued firms are greater than the job gains
from expansions.”

'Third, longitudinal datasets on U.S. firms have made it possible to estimate
the labor productivity of new, existing, and discontinuing businesses. It turns
out that new firms have the highest labor productivity and are responsible for
a major share of increases in sector productivity. While this varies by sector—
new firms are responsible for almost 100 percent of the productivity gains in
retail and perhaps 30 percent in manufacturing—new firms are critical to the
efficient production of goods ** and displace less efficient existing firms.

Fourth, new and small firms are a major source of technical and market
innovations. One effort to track the source of technical innovation by firm size
found that small firms produced one-half of new innovations.”® Small firms are
also a major source of market changes.**

Fifth, researchers have investigated the relationship between measures of
new firm creation and national and regional economic growth. There is consis-
tent evidence of a modest positive association between the level of new entries

18 Hannan and Freeman, 1989; Carroll and Hannan, 2000; Klepper, 2002.

19 Armington and Odle, 1982; Birch, 1997, 1981; Schreyer, 1966.

20 Brown, Medoft, and Hamilton, 1990; Davis, Haltiwanger, and Schuh, 1996.

21 Acs and Armington, 2004.

22 Foster, Haltiwanger, and Krizan, 2002; Foster, Haltiwanger, and Syverson, 2005.
23 Audretsch, 1995.

24 Baumol, 2005.
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or firm births in regions or countries, and economic growth in subsequent
periods. While the causal mechanisms have yet to be clarified, the association
is a robust finding.”

There is also evidence that entrepreneurs have higher job satisfaction than
those working for others.?® The capacity to create a business is an important
career goal for a substantial number of those in the work force. Estimates from
the PSED samples suggest that in 2006 about 12.6 million U.S. nascent entre-
preneurs were involved in about 7.4 million nascent enterprises?—more than
the number of people who marry or become parents annually. By the time they
reach retirement, almost half of all men in the work force will have a period of
self-employment.?®

Finally, new firm creation is a major mechanism for immigrants to inte-
grate themselves into the economy.?” It is also a major route to enhanced eco-
nomic status for many, including women and minorities who may find limited
advancement opportunity in their jobs.*

What data resources are currently available to analyze the firm creation pro-
cess in the U.S. economy? A panel of experts convened to report on this issue
for the National Academy of Sciences recently completed a study of busi-
ness dynamics.*! A summary of their business dynamics conceptual framework
is presented in Appendix 7A as Figure 7A.1. The presentation is organized
around two major business phenomena: the business entity’s life course and
the work career of typical individuals.

'This framework posits that two major processes lead to the conception of a
new business. One process involves individuals shifting into the startup mode

after a work career as employees holding jobs; the other involves individuals

25 Acs and Armington, 2006; Audretsch, Keilbach, & Lehmann, 2006; van Stel and Thurik, 2004.
26 Blanchflower and Oswald, 1998.

27 Reynolds and Curtin, 2008, 172.

28 Reynolds and White, 1995, 5.

29 Aldrich and Waldinger, 1990; Light and Bonacich, 1988; Portes and Rumbaut, 2006.

30 Reynolds, Carter, Gartner, and Greene, 2004.

31 Haltiwanger, Lynch, and Mackie, 2007.
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initiating new firms as part of current job requirements, representing a startup
sponsored by an existing firm.

'The major purpose of the conceptual framework is to identify existing
datasets for research on business and career dynamics. A total of 26 different
datasets were identified as relevant to some aspect of firm creation and busi-
ness dynamics; they are listed at the bottom of Figure 7A.1. Only one dataset,
the Panel Study of Entrepreneurial Dynamics (PSED), provides information
based on a representative national sample that permits detailed analysis of the
firm creation process. The PSED provides data describing the startup phase of
the business dynamic processes. A wide range of issues can be addressed about

both entrepreneurial activity and business dynamics, for example:

Entrepreneurial Actim'ty

* Who gets involved in creating a new business?
* How many nascent entrepreneurs/nascent enterprises exist?
* What do nascent entrepreneurs do to create a new firm?

* How long does it take to reach a resolution—a new firm or disengage-

ment—after entry into the startup process?

* What is the social cost, in terms of sweat equity and personal invest-

ments, associated with the firm creation process?
* How many individuals must implement how many firms to create one

firm with substantial growth potential?

Business Dynamics

*To what extent are new firms based on advances in technology and

science?

* What proportion of nascent enterprises complete the process to become

a new firm?

* What is unique about nascent enterprises that become new businesses,

compared with those that do not make the firm birth transition?
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* What is unique about the new firms expecting to have a substantial

growth trajectory after launch?

* How do the startup procedures and strategies affect the trajectory of

firms once they are launched?

All of these issues have great relevance for efforts to promote new firm
creation and improve the efficiency of the process. Without information on
these issues, policies designed to increase the level of entrepreneurial activity

could be ineftective or counterproductive.

Serious analysis of the firm creation process has been complicated by the lack of
representative samples of nascent entrepreneurs, individuals actively involved
in business creation. A number of proxy measures have been employed, with
mixed results. These have included measures of self-employment,* new busi-
ness registrations,”® and new participants in markets (or market entry).**
Another strategy has been to utilize samples of convenience. None are fully
satisfactory as indicators of the entrepreneurial or business creation process
and data for these measures do not allow an adequate representation of busi-
ness creation activity.

Self-employment is widely available as a measure of labor force activity; it
generally refers to a person working on their own account, full- or part-time,
without any employees. In a sense, the self-employed represent the smallest pos-
sible business venture. Most are established, some are new. In some U.S. datasets
a person managing such a business that has formally incorporated is considered
a manager, even though there may be no employees—hence the distinctions
between the unincorporated and incorporated self-employed.* Self-employment
is often considered a “labor force activity” option, like full-time work, or being

disabled or retired. As a choice offered for selection as “the” primary labor force

32 See examples of research on self-employment in Blanchflower, 2000; Evans and Leighton, 1989; Le,
1999; and Parker, 2004.

33 Spletzer et al, 2004; U.S. Small Business Administratin, 2004; or the Dun and Bradstreet Dun’s Mar-
ket Ideitifier files.

34 Orr, 1974; Geroski, 1995.
35 U.S. Department of Commerce, 2002, 4-5.

173



activity, self-employment does not capture individuals pursuing new firm cre-
ation while they have other established job or work responsibilities.

One assessment has been designed to capture those in the process of
becoming self-employed.*® Using the panel nature of the Current Population
Survey samples, those individuals that change status from no self-employed
work to more than 15 hours a week in self-employment in two consecutive
monthly interviews are considered “entrepreneurial’—but only for that month.
While this captures some aspects of a transition into self-employment, the lack
of information on the nature of the new business activity or any other form
of business creation suggests it may capture only a narrow aspect of the busi-
ness creation process. The procedure also excludes individuals pursuing firm
creation while they are employed or considered self-employed—more than 80
percent of those involved in firm creation.

Much research has been based on capturing new additions to an existing
registry of firms, such as state lists of new incorporation filings, new employee
establishments in the Bureau of Labor Statistics unemployment insurance data
files,*” new employer firms filing federal Social Security payments for the first
time,*® or new listings in the Dun and Bradstreet credit rating files.’” In these
examples it is possible to track the presence and scope of new ventures after
they are incorporated into the registry, but there is little information about the
point in the business creation process when they were incorporated into the
registry, what preceded the registry listing, or the nature of startup initiatives
that were abandoned prior to incorporation into the registry.

Perhaps equally significant, a new registry listing is triggered by events that
can have a tangential relationship to the economic activity of the new business.
Not all new incorporated businesses are active producers of goods or services
or active as buyers of goods, services, supplies, labor, equipment, and the like.
Those filing state unemployment insurance or federal Social Security payments
for the first time may have employees, but they may not be selling goods or ser-
vices and may never become profitable businesses. A new listing in the Dun and
Bradstreet files may reflect a new venture that is purchasing goods or services,

36 Fairlie, 2006.
37 Business Employment Dynamics (BED); Haltiwanger, Lynch, and Mackie, 2007, 160.

38 See, for example, the Business Information Tracking Series (BITS); Haltiwanger, Lynch, and Mack-
ie, 2007, 174.

39 Dun’s Market Identifier files, Haltiwanger, Lynch, and Mackie, 2007, 160.
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but may not have any sales or revenue and would not be considered an operating
business. A registry listing is not directly related to active participation in the
economy as either a buyer or seller or functioning as a profitable firm.

In brief, reports of self-employment, entry into self-employment, or a new
listing in a business registry, have an ambiguous relationship to the presence
of a functioning business activity. One primary reason for the development of
the PSED research protocol was to provide a more complete description of
the business creation process from conception to profitable operation, using
a research design that would identify that point in the process when the new
ventures would be incorporated in the major business registries.

Two strategies are widely employed for developing samples of various
populations of firms. One is to identify a population of firms—based on their
economic sector or organizational type—and utilize procedures to attempt to
identify them all using historical records to determine evidence of an initial
startup.”’ This may be done by examining historical records to locate the first
evidence of the presence of a startup effort or some activity related to the start-
up.” While a complete census of new entities ensures that inferences to the
population are appropriate, it is not clear how this unique population might
represent new firms in all economic sectors.

Another strategy for developing a sample simply uses available lists of
firms that might be considered new, with no analysis of historical records
and therefore little concern for how these entities enter into the listings. This
includes the Inc. magazine list of 500 high-growth new businesses,* the files
of a university technology transfer office,” applications for financing submitted
to a venture capital firm,* or even new entries in the phone book yellow page
listings.* In such cases the population represented by the sample is a complete
mystery, and how to extrapolate the findings beyond the sample is unknown.

Retrospective accounts of extremely successful new ventures—such as Federal

40 'This has been popular in studies of organizational population ecology (Hannan and Freeman, 1977;
Caroll and Hannan, 2000) or industry studies (Klepper, 2002).

41 'This might be using lists of new incorporations (Eeisenhardt and Schoonhoven, 1990; Schoonhoven
and Eisenhardt, 1990) or first use of critical technology (Zucker, Darby, and Brewer, 1998).

42 Bhide, 2000.

43 Roberts, 1991.

44 Kaplan, Sensoy, and Stromberg, 2005.
45 Shapero and Giglierano, 1982.
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Express, Microsoft, or Wal-Mart—can be fascinating,* but the absence of
any information on a comparison group of unsuccessful firms limits inferences
about the basis for their success.

Neither strategy allows a reasonable extrapolation from the samples to the
total U.S. population of nascent entrepreneurs or nascent enterprises.

From inception, the PSED research protocol was designed to create rep-
resentative samples of all new firm creation, to provide confidence that the
samples would represent all sectors, and to facilitate extrapolation to the total

population of U.S. nascent enterprises or businesses in creation.

'The major objectives of this research program are to (1) provide a comprehen-
sive, objective description of the business creation process, and (2) assemble data
that can facilitate theory development and hypothesis testing regarding new firm
creation. The research design is based on the assumption that the major elements
affecting the emergence of a new firm are not the direct result of macroeconomic
conditions, the availability of government programs, the entrepreneurial climate,
the presence of friendly financial institutions, supportive family and friends, or
speeches by politicians. The impact of all these contextual factors is assumed to
be mediated by the direct actions taken by individuals.

People create new firms. The PSED research program is a study of who
they are, how they react to their personal and work career context, and what
they do to implement a new business.

The research requires precise operational definitions of the major fea-
tures of this process, including measures that capture the critical transition
points from one phase to another. This framework reflects a general view
of the firm creation process (Figure 7.1) and assumes that individuals pass
through the first phase when they begin to take some action to create a new
firm. These actions may have been taken on their own behalf or as part of
their job at an existing firm. Thus, nascent entrepreneurs are drawn from the
adult population as independent nascent entrepreneurs or from an existing
business as “nascent intrapreneurs.” There are two potential second stages:

« . » « - »
new firm creation” or “disengagement.

46 Trimble, 1993 (Federal Express); Ichbiah and Knepper, 1991 (Microsoft) ; and Vance and Scott, 1994
(Wal-Mart).
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Business Life Course, Context and Transitions
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A new firm is defined as a profitable business venture that offers goods or
services in the market. Following birth, these entities pass through phase two,
where young firms become established firms, and eventually to a final phase
as their economic usefulness declines and they terminate. The alternative for
nascent entrepreneurs is disengagement from the startup process. A substantial
proportion of entrepreneurs, however, seem to be involved in a third option:
they remain in the startup process for a long period of time, never achieving
a clear resolution. The firm creation process occurs in a social, political, eco-
nomic, and historical context.

At conception, a new firm, in the PSED paradigm, is one that has begun
to show profits (operationally defined as positive monthly cash flow for three
or more months). Much analysis in economics and elsewhere focuses on
markets.”” From another perspective, this leads to defining a new business as
an active participant in a market, whether or not it is profitable.”® A number
of well-known, successful businesses were active for long periods of time
before they actually became profitable, such as Amazon.com, or USA Today.

Nascent enterprises that are active participants in markets as buyers of goods

47 Haltiwanger, Lynch, and Mackie, 2007, 32.

48 Markets are exchanges between buyers and sellers; a new participant, either as a buyer or seller, is of
considerable interest. A new participant may affect the quantity or price of transactions. Whether or not
the new participant (a person, household, or new business venture) is financially solvent is irrelevant.
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and services can be identified in the dataset, but the conceptual and opera-
tional criteria for a “new firm birth” are related to profitability.

'The U.S. Panel Study of Entrepreneurial Dynamics (PSED) research program
consists of two longitudinal projects. PSED I was based on a representative
sample of nascent entrepreneurs identified in 1998-2000 and contacted again
three times over the following four years. PSED II is based on a representative
sample of nascent entrepreneurs identified in late 2005 and early 2006 with
follow-ups at 12 and 24 months.*® Although there is a six-year lag between
the screenings to select the nascent entrepreneur cohorts in these two projects,
the research procedures were almost identical. The basic design is summarized
in Table 7.1.

'The procedure, discussed in more detail in the appendix, has three stages.
The first is screening a representative sample of adults to locate those that
could be considered candidate nascent entrepreneurs. Those that met certain
criteria—considered themselves to be creating new businesses, had been active
in the past 12 months, expected to own part of the new firm, and the new ven-
ture was not yet a profitable business—were eligible for the second stage. This
involved a detailed phone interview that averaged 60 minutes in length. Those
in the 1999 cohort were also asked to complete a 12-page self-administered
questionnaire; three out of four in this cohort provided this additional infor-
mation. The third stage was follow-up phone interviews, which also averaged
60 minutes in length. These follow-up interviews involved different sets of
questions for those who reported that the new firm had been established, those
still working on the startup, and those who had disengaged from the effort.

The results of this effort are comprehensive descriptions of a wide range of
characteristics of the startup teams and activities pursued in the business cre-
ation process. The 1999 dataset, which involved the screening, initial detailed
interview, and three follow-up interviews, has 5,000 variables. The 2005 data-

set is similar in scope and size.

49 'There is a considerable amount of information on the research design in the public domain; a good
introduction is provided in Reynolds, 2000; Gartner, et al., 2004; and on the project website, www
psed.isr.umich.edu.

50 The 24-month follow-up data for the PSED II cohort was to be available in summer 2008.
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Overview of Project Design: PSED | and Il

PSED | PSED Il
3::;1?i:‘:;i::i:“l’vrﬁe“ing’ July1998 to Jan 2000 Oct 2005 to Jan 2006
Time lag to
Interview 2 14 months 12 months
Interview 3 27 months 24 months
Interview 4 40 months Not available
e 62612 31,845
Interview 1 830 1,214
Interview 2 501 972
Interview 3 511 To have been completed 2008
Interview 4 533 None planned at this time
Screening interview length 2 minutes 2 minutes
Detailed interview 1, phone 60 minutes 60 minutes
Detailed interview 1, mail 12 pages None
Detailed interview 2, phone 60 minutes 60 minutes
Detailed interview 2, mail 8 pages None
Detailed interview 3, phone 60 minutes 60 minutes
Detailed interview 3, mail 8 pages None
Detailed interview 4, phone 60 minutes NA
Detailed interview 4, mail 8 pages NA
Phone interview payments $25 $25
Mail questionnaire payments $25 Not applicable

No other comprehensive portrayal of business creation by a nationally rep-
resentative sample of U.S. nascent entrepreneurs currently exists.

At any one time, many people are actively trying to start a new business ven-
ture. These are individuals who not only express an interest, but report actual
activity to start a new firm. In 1999 for each 100 persons between 18 and
74, about 5.62 qualified as nascent entrepreneurs; by 2005 this number had
increased to 5.96 per 100. This represented about 10.7 million persons in 1999
and 12.1 million in 2005, an increase of 1.4 million. Based on these samples,
this increase is not statistically significant. Most of this increase—55 percent
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of the total count—is attributable to an increase in the population of 25- to
44-year-olds most likely to pursue business creation. A smaller proportion, 42
percent, reflects an increase in the “tendency to pursue” a new venture; about 3
percent is an interaction effect between these two influences.”!

'The most important demographic factors that affect participation in startup
activity are age and gender. The prevalence data—numbers per 100 persons—
for both genders and for six age categories show overall patterns remarkably
similar for the two cohorts in 1999 and 2005 (Figure 7.2).5* Only two differ-
ences are statistically significant—the 2005 increase for men 25-34 years of
age and the 2005 decrease for women 65-74 years of age. These interactions
between age and gender have been evident in a number of other recent samples
of U.S. nascent entrepreneurs.*®

'The estimate of the total number of persons is provided in Figure 7.3. The
patterns are quite similar to those for prevalence rates in Figure 7.2, but the
vertical bars represent the total number of individuals involved in a business
startup. The gender ratios are remarkably similar: about 6.1 million men and
4.5 million women were involved in 1999; for 2005 it was about 8.0 million
men and 4.6 million women. Most of the increase in total business startup
activity is associated with greater numbers of male entrepreneurs.

Because of small sample sizes, comparisons of racial and ethnic backgrounds
are restricted to Whites, African Americans, and Hispanics. Unfortunately, a
change in the procedures to determine ethnic background between 1999 and 2005
reduces the potential for analyzing Hispanic entrepreneurs.** The differences in the
prevalence rates of nascent entrepreneurship, by gender, are presented in Figure
7.4. In each cohort, 1999 and 2005, African-American men were more likely to be
involved in business creation than White men and the differences are statistically

significant.” Hispanic men were intermediate between the other two categories,

51 Reynolds and Curtin, 2008, 174.

52 Because of the differences in the number and wording of the screening interview items for the 1999
and 2005 cohorts, adjustments are made to estimate the 1999 values as if the 2005 research procedures
were employed. These are detailed in Reynolds, 2008.

53 Reynolds, 2007a; Fairlie, 2006.

54 The major change, introduced in the 2000 decennial census, allowed individuals to self-identify as
having a mixed or diverse ethnic background. As a consequence, the proportion of respondents in a
“mixed” or “other” category substantially increased, accompanied by a reduction in the proportion in
the Hispanic category and, to a lesser extent, the African-American category. There seem to be mini-
mal effects on the proportion in the White category.

55 Comparing the samples with a standard T-test and using the 0.05 level of statistical significance.
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Nascent Entrepreneur Prevalence, by Gender and Age, 1999, 2005
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although the differences are not statistically significant. Both African-American
and Hispanic women have similar and statistically significant higher prevalence
rates than White women.

Because most of the U.S. population is White, the estimates of the total
counts of participants in Figure 7.5 have quite a different pattern. White men
and women are by far the majority of those involved in nascent enterprises; 78
percent of the active nascent entrepreneurs in 1999 and 80 percent in 2005.

There is much discussion of the relationship between access to capital and
participation in entrepreneurship. The positive impact of greater access to financial

resources, the “liquidity effect,” on participation in entrepreneurship is a common
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Nascent Entrepreneur Prevalence, by Gender and Ethnicity,1999, 2005
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theme.*® One indicator of access to wealth is annual household income. The rela-
tionship, for men and women, is provided in Figure 7.6. The 1999 values have
been adjusted using the Consumer Price Index to match 2005 values. This com-
parison shows a modest impact, with men from the highest income households

at a higher level of participation and women from the lowest income households

56 Dunn and Holtz-Eakin, 2000; Le, 1999.
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Nascent Entrepreneur Prevalence, by Gender and Household Income,1999, 2005
(income figures in thousands of dollars)
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with a slightly lower level of participation. When these different subsamples are
compared, however, none of these differences are statistically significant.’’

'The relationship between educational attainment and participation in firm
creation is presented by gender in Figure 7.7. There is little variation among
the men and none of the differences are statistically significant. Among the
women, however, those who had not finished high school or had not gone
beyond high school were much less likely to participate in the startup process;
these differences are statistically significant.

'The data show that when both household income and educational attain-
ment are taken into account, women from low-income households with little
education are half as likely (3 per 100) to be involved in new firm creation
as other women (6 per 100). The difference is clearly statistically significant
tor both the 1999 and 2005 cohorts. Women with both disadvantages are
clearly not involved in the entrepreneurial process; no such interaction effect
is present for men.

57 An extensive analysis of the 1999 cohort, comparing them to a comparison group identified at the
same time, found that household net worth, once a variety of other factors were taken into account,
had little impact on the propensity to participate in firm creation, Crosa, Aldrich, and Keister, 2002;
Kim, Aldrich, and Keister, 2003. There may be a liquidity effect, but it clearly is not a major factor
affecting the decision to participate in business creation.
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Nascent Entrepreneur Prevalence, by Gender and Education,1999, 2005
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While many factors are associated with a greater tendency to become involved
in the firm creation process, comparing the relative importance of the different
variables helps to provide a more precise portrait of potential nascent entrepre-
neurs. The research design for the 1999 cohort included a comparison group,
a representative sample of U.S. adults not involved in business creation, which
allowed for two types of comparisons with nascent entrepreneurs.

An analysis of the transition into startup involved comparisons with the
65,000 cases in the screening sample: 11 socio-demographic characteristics
and aspects of the regional context could be considered in the comparisons.
Another analysis involved direct comparison with the comparison group,
who provided data in phone interviews and mail questionnaires almost iden-
tical to that provided by the nascent entrepreneurs; these 65 variables cov-
ered a wide range of current social information, work life context, business
background, and experience data, as well as information about various traits,
attitudes, and orientations.

Several analyses were employed in an attempt to determine the relative
importance of different factors in the decision to participate in the firm
creation process. It appeared that five socio-demographic factors enhanced

participation in firm creation. Active participants were more likely to be:

58 'This material based on Reynolds, 2007b, 42-54.
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* 24-54 years old

* men

* full- or part-time workers or self-employed
* African Americans and Hispanics

* high school graduates

A number of other factors seemed to have limited influence, depending on
the situation, context, or alternatives for the person:

* household income (not poor)

* household net worth (very low or very high)

* recent population growth in local community (increase in demand)

* greater management and administrative experience and training

* positive impressions and encouragement from family and friends

* strong expectations for and commitment to an entrepreneurial career

The assessments of a wide range of personal attributes, attitudes, and
perceptions were inconclusive. None were related to a negative impact
on the decision to enter the startup process, but most had no statistically
significant impact.

The life course stage, the immediate economic context, and the back-
ground of the individual affect the decision to pursue business creation.
While some are more likely to become involved than others, there is no
segment of society—no category of individuals—that is unrepresented
among nascent entrepreneurs.

A detailed profile of nascent entrepreneurs—individuals actively involved in
trying to start a new business venture—is possible from the PSED cohorts
identified in 1999 and 2005.* These descriptions represent the 10-12 million

59 Based on Reynolds and Curtin, 2008, 181-202.
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Nascent Entrepreneurs: Gender, Age, and Ethnic Background

Men

Women

Total

18-24 years old
25-34 years old
35-44 years old
45-54 years old
55-or more years old
Total

Men

18-24 years old
25-34 years old
35-44 years old
45-54 years old
55-or more years old
Women

18-24 years old
25-34 years old
35-44 years old
45-54 years old

55 or more years old

Total

Percent
62.1
37.9
100.0
12.2
29.1
28.0
20.3
10.3
99.9

8.8
18.4
16.3
12.2

6.5

3.4
10.7
1.7

8.1

3.8
99.9

White
African American
Hispanic

Mixed/other

Total

Men

White

African American
Hispanic

: Mixed/other

Women

White

African American
Hispanic
Mixed/other

Total

Percent

69.5
14.8
7.0
8.6

99.9

42.3
8.5
4.9
6.3

27.2
6.4
2.2
2.3

100.1

persons who were actively trying to start a business at the time the cohorts

were identified. An extensive analysis has found very little difference between

the two cohorts, so they have been combined for this presentation.®® Data are

presented separately if there is a gender difference. These patterns describe the

character of those active in the process itself. Table 7.2 provides basic socio-

demographic data on gender, age, and ethnic background.

For example, among active nascent entrepreneurs, 62 percent are men

and 38 percent are women. Those aged 25 to 44, combining two age categories, are

60 The comparisons involve only those 1,972 considered confirmed active nascent entrepreneurs, 824
from the 1999 cohort and 1,148 from the 2005 cohort. This excluded those individuals completing
the first detailed interview who seemed to be reactivating a former business established prior to the
screening interviews, Reynolds and Curtin, 2008, 169.
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Nascent Entrepreneurs: Marital Status and Household Structure

Percent Percent
Men
Never married 18.3
Married/living as 35.1
Divorced/separated 8.0
Widowed 0.9
Women
Never married 7.2
Married/living as 24.3
Divorced/separated 5.5
Widowed 0.8
Total 100.1
Men Men
1 adult 13.5 No children 32.4
2 adults 34.0 1 child 10.8
3 adults 10.0 2 children 10.4
4-10 adults 4.6 3-8 children 7.6
Women Women
1 adult 7.9 No children 16.1
2 adults 22.6 1 child 7.9
3 adults 4.6 2 children 7.5
4-10 adults 2.7 3-8 children 6.3
Total 99.9 Total 99.0

57 percent of the active nascent entrepreneurs. The age pattern is similar for both
men and women, with slightly fewer women under 24 or over 54 years of age.

Almost seven in ten are White and about one in six are African American,
the remainder are about evenly divided between Hispanics and those with
mixed or other ethnic backgrounds.

'The home and family context of nascent entrepreneurs seems quite con-
ventional, based on the patterns in Table 7.3. More than half, 59 percent,
are married or living as if married, almost one in five are men who have never
married; only 8 percent are women who have never married. Very few—
tewer than 2 percent—are widowed, but about 14 percent report they are

divorced or separated.
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Nascent Entrepreneurs: Family Immigration and Residential Tenure

Percent

Nascent and both parents U.S. born 85.1
Nascent born in United States; one or both parents born outside 8.3
Nascent born outside United States; one or both parents U.S. born 1.2
Nascent and both parents born outside United States 5.4
Total 100.0
:\es;i::,‘(’:d Percent Yeairns :t‘;i(e‘ Percent Year;\'h’g{ Percent
0-1 9.8 0-1 4.7 0-1 0.5
2-9 30.4 2-9 17.3 2-9 1.7
10-29 39.8 10-29 415 10-29 29.6
30+ 20.1 30+ 36.5 30+ 68.2
Total 100.1 Total 100.0 Total 100.0

About one in five are living alone, but 80 percent share a household with
other adults. About three in five (34 percent are men and 23 percent are
women) are in a two-adult household. Half, mostly men, have no children in
their household, but 30 percent who are men and 20 percent who are women
report having a household with one or more persons under 18 years of age.

While immigrants that start new businesses are often highly visible, they are
very much the minority among the nascent entrepreneurs (7uble 7.4). Nascent
entrepreneurs reporting they and both parents were born within the United
States are 85 percent of the cohorts; about 5 percent report they and both parents
were born outside the United States. About 8 percent report they were born in
the United States and one or both parents were born outside; a very small pro-
portion, 1 percent, were born outside the United States to U.S.-born parents.

Equally important, 60 percent have lived for 10 or more years in their
county and almost 80 percent for more than 10 years in their state of resi-
dence. This is not a highly mobile population that moves into a community
and immediately begins to launch a new firm. Most new firms are started by
those well established in their communities.

The educational and financial resources of nascent entrepreneurs are pre-
sented in Table 7.5. There is a gender difference with respect to educational
attainment, but none related to annual household income or net worth. Two-
thirds of the nascent entrepreneurs have not completed college or obtained
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Nascent Entrepreneurs: Educational Attainment, Household Finances

Education Percent Percent
Men

Up to high school degree 16.3

Post-high school, pre-college degree 24.8

College degree 12.6

Graduate experience 8.5
Women

Up to high school degree 7.4

Post-high school, pre-college degree 16.2

College degree 9.2

Graduate experience 5.0
Total 100.0
Household yearly inome Household net worth
0 - $20,000 12.0 Negative 15.9
$21,000 - $40,000 24.0 $1,000 - $25,000 18.3
$41,000 - $60,000 24.2  $26,000 - $100,000 23.5
$61,000 - $80,000 15.3  $101,000 - $200,000 14.5
$81,000 - $100,000 9.7 $201,000 - $500,000 15.9
$101,000 -$150,000 9.0 $501,000 - $1 million 6.6
$151,000 or more 5.8 $1 million or more 5.3
Total 100.0 Total 100.0

graduate experiences. About one in four have not gone beyond high school;
this group is dominated by men, reflecting the pattern discussed in the previ-
ous section. Women with little education are very unlikely to get involved.
'The relationship of access to household financial resources is quite straight-
forward.®! Those from every possible situation are well represented, except per-
haps those from the very highest income levels—annual income in excess of
$150,000 or household net worth of over $1 million. Remarkably, one in six
of those engaged in business creation report either zero or negative household

net worth.

61 The interviewers had considerable success in obtaining details on household finances at the end of the
60-minute phone interviews. More than 95 percent were willing and able to answer questions related
to annual household income or current net worth; the net worth assessment involved eight detailed
questions about assets and debts. For comparisons related to household finances, changes in the Con-
sumer Price Index (CPI) were used to adjust all 1999 values to 2005 equivalents.
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Nascent Entrepreneurs: Labor Force Participation and Work Experiences

Percent Percent
Men Men

Working 47.4 Other startups - none 36.1
Not working 14.6 Other startups - one 11.6
Other startups — 2-4 12.0
Other startups — 5-60 2.4

Women Women
Working 25.3 Other startups - none 22.8
Not working 12.6 Other startups - one 8.1
Other startups — 2-4 6.3
Other startups — 5-60 0.7
Total 99.9 Total 100.0

Men Men

No manager experience 8.6 No same industry 12.9
Managers 1-5 years 22.7 Same industry 1-5 years 18.7
Managers 6-14 years 15.6 Same industry 6-14 years 14.3
Managers 15-up years 15.1 Same industry 15-up years 16.3

Women Women
No manager experience 5.2 No same industry 10.8
Managers 1-5 years 15.2 Same industry 1-5 years 12.9
Managers 6-14 years 10.6 Same industry 6-14 years 7.0
Managers 15-up years 7.0 Same industry 15-up years 7.0
Total 100.0 Total 99.9

The labor force activity of the nascent entrepreneurs is presented in the

top of Table 7.6. More than seven in ten report they are working—full-time,

part-time, self-employed, or managing a business—while they are involved in

the startup effort. Considerable effort is made during the interview to separate

these other work activities from the efforts to create a new firm.

More than 85 percent report some managerial experience and more than

75 percent report work experience in the industry in which the nascent enter-

prise will compete. On the other hand, six in ten report this is their first startup

effort and for two in ten it is the second. About 3 percent report participation

in more than four other startups. On all measures of work experience, more

men are more experienced than women.
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Nascent Entrepreneurs: Contextual Motivation and Growth Aspirations

Men Percent Men Percent
Opportunity 51.8 Growth-oriented 15.4
Necessity 9.7 Comfortable size 46.7

Women Women
Opportunity 34.5 Growth-oriented 6.6
Necessity 4.0 Comfortable size 31.3

Total 100.0 Total 100.0

A number of variables are related to the contextual motivation of
the nascent entrepreneurs, as well as their objectives in pursing the new
venture. When asked if they are voluntarily pursing a promising business
opportunity or engaged because they have no better choices for work, men
and women respond slightly differently. As shown in Table 7.7, 86 percent
report they are voluntarily pursuing an opportunity (52 percent are men
and 34 percent women). Among the 14 percent that are involved out of
necessity, 10 percent are men and 4 percent are women; women are less
likely to be necessity entrepreneurs.

In contrast, when asked about aspirations for the growth of the new ven-
ture, 15 percent are men who want to maximize growth; women who want to
maximize growth are 7 percent of the nascent entrepreneurs. About 47 percent
of the nascent entrepreneurs are men “who want a new firm of a comfortable
size to manage;” 31 percent are women with the same aspiration. The personal
aspirations for participating in the startup effort were assessed with a set of
variables that can be organized to create four scales:

* Autonomy, reflecting the desire for freedom to adopt work activities and

for flexibility in personal and family life (2 items, Alpha = 0.64).

* Wealth, reflecting the importance of larger personal income, financial

security, and greater wealth (3 items, Alpha = 0.79).

* Achievement, reflecting the importance of higher status, recognition,
development of new business ideas, fulfilling a personal vision, and an
ability to influence an organization (5 items, Alpha = 0.76).

62 Factor analysis was used to develop the four dimensions. For each dimension the number of items and

the reliability as measured by Chronbach’s Alpha are provided in parentheses.
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Nascent Entrepreneurs: Intrinsic Motivation by Gender

Men: autonomy
Men: wealth
Men: achievement

Men: respect

Women: autonomy
Women: wealth
Women: achievement

Women: respect

0 0.5 1 15 2 25 3 35 4 45
Index of emphasis

* Respect, reflecting the importance of following the family tradition, fol-
lowing the example of admired persons, respect from friends, and a busi-
ness for one’s children (4 items, Alpha = 0.69).

The relative importance of these four dimensions of intrinsic motivation
for men and women nascent entrepreneurs is presented in Figure 7.8. As with
any index, the actual numerical values are arbitrary, but the comparisons do
make clear the relative importance assigned to each. The rank order is the same
for both men and women, with small differences in emphasis. Generally, both
men and women seem to become involved with firm creation to gain greater
autonomy and wealth, with less emphasis on achievement and status or to gain
the respect of family and friends. As with almost all work career choices, com-
plex intrinsic motivations are involved in the final decisions.

In summary, the 12 million active nascent entrepreneurs in the United
States in 2005 reflect a number of salient characteristics:

* 'Three in five are men; two in five are women.
* 'Three in five are between 25 and 44 years old; one in ten is 55 or older.

* Seven in ten are White; one in six African American, and one in fourteen

Hispanic.

* One in five are men who have never married; three in five are currently
married or with a significant other.
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* Four in five are in households with one or more other adults.
* Half are in households with one or more children under 18 years of age.

* The large majority, 85 percent, were born in the United States of U.S.-
born parents. One in twenty, 5 percent, was born outside the United

States to parents also born outside the country.

* Nine in ten have lived in their county for more than a year, six in ten for

more than 10 years.

One in four has not gone beyond high school, one in seven has some
graduate experience; two in five have gone beyond high school but not

finished college.

All levels of household income and household net worth are represented
among active nascent entrepreneurs; one in six report zero or negative

net worth.

* The majority, 73 percent, report a full-time or part-time job, self-employ-
ment, or managing a business for another while they are involved in cre-

ating another business venture.

* Almost nine in ten report one or more years of managerial experience;
more than three-fourths have one or more years experience in the same
industry as the new venture. For three in five this is the first startup ini-
tiative; 3 percent report experience on five or more other startups.

One in five seeks maximum growth for the new firm; the remainder want

to manage a firm of comfortable size.

Most, 85 percent, report they are responding to the opportunity to
develop a promising business idea; the remainder are involved because of

a lack of other career options.

* The primary intrinsic attraction of the new firm is the potential for work
autonomy and greater wealth, followed by a potential for achievement

and recognition as well as respect from family and friends.

* While in some ways with respect to involvement in nascent entrepreneur-
ship, women are distinctive—for example, a small percentage have not
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gone beyond high school and there is less interest in the firm’s growth—

for most comparisons women are very similar to men.

The 12 million nascent entrepreneurs, then, appear as a cross-section of
those in the prime years of their work career. No major segments seem to be

excluded; some segments—younger men—are more involved than others.

Given that 12 million nascent entrepreneurs were trying to implement 7.4
million nascent enterprises in 2005, what types of business ventures were these
nascent entrepreneurs creating? Perhaps the most fundamental is the industry
or economic sector; the distributions in these representative samples are com-
pared to two national censuses of business ventures in Table 7.8.

One comparison is based on 20 million nonemployer firms—those that
file a Schedule C with their annual federal tax return. The other comparison is
5.7 million employer firms—those businesses with employees that file federal
Social Security payments; those with multiple locations were consolidated into
one enterprise for this assessment.

'The most important feature of this comparison is the presence of almost
every industry sector in the nascent enterprise cohorts. Only utilities, which are
less than 0.1 percent of the two comparison groups, are not represented. The
small differences in emphasis in some economic sectors—more agriculture and
retail trade and fewer construction and health and social services—may reflect
sampling variation or differences in emphasis among nascent entrepreneurs.
There is no question that the PSED cohorts represent the wide range of eco-
nomic activity found in the U.S. economy.

Other basic features of the nascent enterprises are presented in Table 7.9.
More than 80 percent would be considered independent startups, without ties
to any existing businesses. A small percentage involve the takeover of an exist-
ing business, which may or may not be profitable. The development of a fran-
chise or participation in multilevel marketing—an Amway distributor would
be an example—account for less than 8 percent. Existing businesses sponsor a

small proportion, about 6.5 percent, of nascent enterprises.

63 Based on material in Reynolds and Curtin, 2008, 203-221. Because of small differences between the
two cohorts, data have been combined for most analyses.
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Nascent Enterprises: Economic Sector and National Comparisons (percent except as

noted)

NAICS U.S. non- u.s.
code PSED emp!oyer emp!oyer
firms' firms?

Year data collected 1999, 2005 2004 2004

Number of cases (weighted for PSED) 1,974 19,523,741 5,657,774

11 Agriculture, forestry, fishing, and hunting 815) 1.2 0.4
21 Mining 0.1 0.5 0.3
22 Utilities 0.0 0.1 0.1
23 Construction 9.0 122 12.6
31-33 Manufacturing 5.6 1.6 4.9
42 Wholesale trade 3.9 2.0 5.7
44-45 Retail trade 19.4 9.7 12.4
48-49 Transportation and warehousing 2.1 4.7 2.8
51 Information 52 1.5 1.3
52 Finance and insurance 2.7 3.7 4.2
53 Real estate and rental and leasing 4.1 1.4 4.8
54 Z’gr)j%sessional, scientific, and technical 157 14.0 104
55 'I\D/:?Sr;gement of companies and enter- 0.1 0.0 0.4
s pnestathe g swpportana st
61 Educational services 1.9 2.1 1.2
62 Health care and social assistance 4.7 8.2 9.9
71 Arts, entertainment, and recreation 4.0 4.7 1.9
72 Accomodation and food services 4.9 1.4 7.6
81 Consumer services 10.6 14.3 11.3
92 Public administration 0.2 0.0 0.0
99 Unclassified 0.8 0.0 0.7
Totals 100.0 100.0 99.9

"U.S.Small Business Administration, (2007), 307, total count based on row count sum.

2U.S. Small Business Administration (2007), 307.
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Nascent Enterprises: Nature, Legal Form, and Locations and Customers

Percent
Nature of nascent enterprise
Independent startup 82.7
Purchase, takeover of an existing business 2.8
Franchise 2.3
Multi-level marketing 5.1
Sponsored by an existing business 6.5
Other 0.6
Total 100.0
Legal form (1999 expected; 2005 current)
Sole proprietorship 42.0
Partnership: general 11.9
Partnership: limited 4.2
Corporation: limited liability 7.5
Corporation: subchapter S corporation 5.3
Corporation: C corporation 5.0
Not yet determined, other 241
Total 100.0
Location of nascent enterprise
Personal residence 52.5
Existing business site 7.5
Location dedicated to this business 11.1
Not needed yet 27.7
Mixed, other 1.3
Total 100.0

A variety of legal forms are represented. Two in five are sole proprietor-
ships at the time of the first interview; about 16 percent are some form of
partnership; about one in five have a corporate form; and for one-quarter the
matter has not been settled.

More than half have established themselves in a personal residence, per-
haps in the garage; more than one-quarter have not progressed to the point
of needing a location; and the remainder have a dedicated site or are sharing
facilities with another business.
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Nascent Enterprises: Customer Locations, Market Impact, and Technology

Percent
Expected customer locations
Local customers 60.3
Regional customers 211
National customers 16.1
International customers 3.1
Total 100.0
Market impact (2005 only)
Major impact on market structure 4.7
Moderate impact on market structure 5.1
Little impact on market structure 38.1
No impact on market structure 52.0
Total 99.9
Technological emphasis
High technology focus 5.7
Moderate technology focus 17.7
Little technology focus 30.2
No technology focus 46.4
Total 100.0

The nature of the customer base and the business activity vary considerably
(Table 7.10). They collectively expect 60 percent of their customers to be local and
21 percent regional, within a hundred miles of their location. National customers
are expected to be 16 percent; 3 percent are expected to be international. A very
small number, seven of 2,000, expect all their customers to be international.

An index of market impact is based on three questions about competi-
tion, customer knowledge of their product or service, and the unique nature of
the production procedures or products.®* The result suggests that about one in
twenty might be expected to have a major impact on the market. Nine in ten
will be replicating existing business activity. Less than one in ten consider their

new ventures to fill the “creative” role in “creative destruction.”

64 Based on an index developed by Samuelsson, 2004; this module was included only in the 2005 inter-

view schedule.
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Nascent Enterprise Size Expectations and Anticipated Growth Rates (percent except
as noted)

Jobs . . Annual sales ) "
anticipated First year Fifth year anticipated First year Fifth year
Average . 6.3 18.1 Average (thouands of 300 880
number of jobs dollars)
None 44.2 27.4  Up to $50,000 56.6 29.8
1-5 jobs 39.0 36.6 $50,000 - $100,000 18.6 20.0
6-10 jobs 8.8 14.2  $100,000 - $500,000 17.0 29.7
11-25 jobs 5.6 12.5 $500,000 - $1,000,000 3.8 7.3
26-100 jobs 1.9 6.7 $1,000,000 - $5,000,000 2.6 9.2
180 eles 06 2.6 $5,000,000 and up 15 40
and up
Total 100.0 10.0 Total 100.0 10.0
Growth Average Average Average Averaqe
i : sales in
expectations: annual number Growth expectations: annual car5
Jobs in growth of jobs in Sales in first year growth h y
first year (percent) year 5 (percent) (thousnds
of dollars)
None 227 2.0 Up to $50,000 118 132
1-5 jobs 57 10.2  $50,000 - $100, 000 71 409
6-10 jobs 57 37.3 $100,000 - $500,000 85 1,301
11-25 jobs 46 57.6  $500,000 - $1,000,000 106 4,825
26-100 jobs 83 285.5 $1,000,000 - $5,000,000 77 9,323
100 and up 27 579.2  $5,000,000 and up 14 15,565
All firms 135 % 18.1  Allfirms 102 880

Three variables—related to current technology, spending on research and
development, and the owner’s judgment about the technological focus—are used
to create a technology focus index. About one in twenty might be considered
high technology; almost half have no focus on new techniques or products.

While all the data on the nascent enterprises were gathered during the ges-
tation or business creation phase before the ventures were operating firms, the
nascent entrepreneurs were asked about their expectations regarding employment
and sales in the first and fifth years of operation (7able 7.11).% These nascent entre-
preneurs expect to have, on average, six employees and $300,000 in sales in the first

year and 18 employees and $880,000 in sales by the fifth year.

65 All the sales data for 1999 have been converted, using the Consumer Price Index, to 2005 values.
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There is, as is to be expected, substantial diversity among the nascent enter-
prises. By the fifth year about a quarter never expects to have employees and
about three in ten expect annual sales to be less than $50,000 per year. At the
other extreme, by the fifth year about one in forty expects to have more than 100
employees and one in twenty expects annual sales in excess of $5 million. The
aggregate impact of these 7 million nascent enterprises is affected in a major way
by the fact that only about one-third will become operating firms.

The lower part of Table 7.11 presents the expected annual growth rates in
jobs and sales. These tend to be higher for those nascent enterprises with more
modest projections for the first year, as they are starting from a smaller base.
Nonetheless, the anticipated annual growth rates are in excess of 100 percent
per year for all firms.

'The nature of the startup teams is presented in Table 7.12, complicated
by the small proportion, 3 percent, where a financial institution or another
business—a legal or juristic entity—will share in the ownership of the new
firm. Slightly more than half will have a single natural person as the owner;
the average size of the ownership group is about 1.7. The average distribu-
tion for all team members by gender, age, and ethnic background is also
presented; it is remarkably similar to that for the responding nascent entre-
preneur (see Tuble 7.2).

'The bottom of Table 7.12 indicates the extent of expected family owner-
ship of the nascent enterprise. Half are to be owned by one person,® which
may or may not be considered a “family initiative.” Married couples expect to
own 22 percent of the nascent enterprises; for another 7 percent the members
of the same family or kinship group will own 50 percent or more of the new
firm. For the remaining 19 percent, the firm will be owned by a startup team
not dominated by a single family or kinship group.

In summary, the nascent enterprises have a number of salient features:

* The enterprises represent all sectors of the economy, with a distribution
similar to that of existing firms.

* The majority, more than 80 percent, are independent startups; a small

proportion, 6.5 percent, are sponsored by existing businesses.

66 Some researchers assume that one-person businesses require substantial support from family members
and should be considered family-based enterprises.
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Nascent Enterprise, Size, and Composition of the Startup Teams

All owners (percent)

Natural persons

Juristic owners

(percent) (percent)
éfvggi‘g;gumber 1.73 1.68 0.04
None 0.0 0.0 97.2
One 50.0 51.6 2.0
Two 36.1 35.8 0.4
Three 7.0 6.8 0.3
Four 4.8 4.3 0.2
Five or more 2.0 1.5 0.0
100.0 100.0 100.1
Average number Percent of all
Men 1.05 62.5
Women 0.63 38.5
Total 1.68 100.0
18-24 years old 0.30 18.0
25-34 years old 0.48 28.7
35-44 years old 0.46 27.5
45-54 years old 0.34 20.3
55 or more years old 0.19 114
Total 1.67 100.0
White 1.18 70.7
African American 0.24 14.4
Hispanic 0.10 6.0
Other/mixed 0.15 9.0
Total 1.67 100.1
Firm ownership structure
Sole proprietorship 51.5
Spousal pair 22.0
Family, kin own 50 71
percent or more
Total 100.0
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* 'The largest proportions, 42 percent, are sole proprietorships; 18 percent
are corporations, and 16 percent are partnerships; for 24 percent the legal
form has not been determined.

* More than half are operating out of a personal residence, 19 percent at
a business site, and no special location is required for 28 percent at the
first interview.

* The majority of the customers, 60 percent, are expected to be local, with

21 percent regional, 16 percent national, and 3 percent international.

* Only one in ten expects to have a moderate or major impact on the nature
of the markets.

* About one in twenty has a major focus on new technology.

* 'The average expected size is 18 employees five years after the birth of the new
firm; about one-fourth never expect to have employees; 3 percent expect to
have 100 or more employees five years after the birth of the firm.

* Average annual sales expected in the fifth year total $880,000; three in
ten expect sales to remain under $50,000 per year and 4 percent expect
sales to exceed $5 million a year.

* 'The actual average size of the startup team is 1.7 persons.

* About 62 percent of team members are men, 38 percent women; 56 per-
cent are between 25 and 44 years old; 70 percent are White, 14 percent
African American, and 6 percent Hispanic.

* Half of the nascent enterprises have one owner. One in five is owned by
a spousal team, 7 percent by a family-related team, and 19 percent by a
team with no family relationships.

There is great variety among the nascent enterprises, as might be
expected from a sample of startup efforts reflecting a common phenomenon

in a diverse economy.
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Individuals and teams working to implement a new firm do many things. Of
considerable interest are both the startup activities and the amount of time and
money involved in creating new ventures. The PSED project provides unique
and detailed information on both.

'The procedure used to capture information about these startup activities
was similar for both the 1999 and 2005 cohorts. The nascent entrepreneur
would be asked if a given activity—such as developing a legal form or seeking
external financial support—had been implemented. If they said it had, they
were asked the month and year the effort began. The 1999 cohort was asked
about 26 different activities associated with starting a new firm; a slightly dif-
terent list of 34 activities was presented to the 2005 cohort. Eighteen activities
were included in both lists.

'The average number of activities reported in the first interview was similar
for the two cohorts, 7.2 in 1999 and 8.8 in 2005 (7able 7.13). The distribution
is slightly different. Despite the larger number of activities in the 2005 inter-
view, somewhat fewer reported 9 or more activities, 32.0 percent versus 49.6
percent for the 1999 cohort.

'The activities of the two cohorts given in the first detailed interview are rank-
ordered by frequency of mention (7uble 7.14). Perhaps it is no surprise that “serious
thought” about the startup is the most common activity, reported by every nascent
entrepreneur in 1999 and all but a dozen (1 percent) in 2005. The emphasis on the
other activities ranges from 81 percent reporting they had “invested their own money
in the startup” to 3 percent reporting “positive monthly cash flow, but for less than
three months.” Other activities of note are work on a business plan, reported by 55
percent, and “devoting full time to the startup,” reported by 30 percent.®’

In the follow-up interview, the nascent entrepreneur is asked to update this
profile of activities; any activity not reported as initiated in a prior interview is once
again presented for an assessment. This provides a comprehensive overview of both
the startup activities initiated and the sequence in which they are pursued.

Information from the first detailed interview on the inclusion of these
nascent enterprises in established registries is shown for four registration
activities for the 1999 cohort and six for 2005 (7able 7.15). Some registrations

67 An extensive analysis of business plan preparation, based on the data from the 1999 cohort, was pro-
vided in The Small Business Economy: A Report to the President 2007 (Gartner and Liao, 2007).
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Nascent Enterprise Team: Startup Activities Distribution (percent except as noted)

Startup Activities 1999 2005
Total number of activities included on the interview schedule 26 34
Average number reported on the first interview 7.2 8.8

Number of activities reported

1-4 12.5 30.0
5-8 37.9 38.0
9-10 18.3 16.1
10-20 31.3 16.9

100.0 100.0

occur more frequently than others. Acquiring a federal Employer Identification
Number (EIN) costs nothing and requires no major commitment; it is reported
by 18 percent. An initial federal income tax return is reported by 15 percent;
this could be a profit or loss. Registration of a fictitious or “doing business as”
(DBA) name and the initial federal Social Security payment have about the
same prevalence (11 percent) which is twice as often as initial payment of state
unemployment insurance.®®

As the month and year these various events occurred are obtained in the
interview, the dates are used to explore the sequence of activity. The diversity
is striking: virtually every activity is reported as occurring first in the sequence
by at least one nascent entrepreneur.

How much time and money do the startup teams invest in the nascent
enterprises? A preliminary estimate of hours and funds is based on reports of
contributions from all team members from the initiation of the startup to the
first detailed interview (Table 7.16).

'The variation in these sweat equity investments reflects, in part, the con-
siderable range in time between conception of the business startup and the
first detailed interview. The range is from less than one month to 114 months,
almost 10 years, with an average of 18 months and a median of 12 months.

68 Knowledge of inclusion in the last registry, the Dun and Bradstreet (D&B) credit rating files, is com-
plicated by procedures Dun & Bradstreet has developed to include a new listing without the awareness
of the principals. The level of inclusion in D&B files may be greater than the 3 percent reflected here,
but that cannot be determined from interviews with the nascent enterprise startup team.

69 The 1999 amounts have been converted to 2005 dollars using the Consumer Price Index to adjust
for inflation.
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Nascent Enterprise: Startup Activities Initiated (percent)

Startup Activity 1999 2005 Average
Serious thought given to the startup 100 99 100
Actually invested own money in the startup 87 75 81
Began saving money to invest in the startup 69 - 69
[E)Ss)gdaSCSesvsrl\c/?E;nent of model, prototype of 79 53 66
Began talking to customers — 66 66
Began defining market for product, service 86 40 63
Organized startup team 58 — 58
First use of physical space — 57 57
Purchased materials, supplies, inventory, components 70 43 57
Initiated business plan 61 48 55
Began to collect information on competitors — 49 49
Purchased or leased a capital asset 52 41 47
Began to promote the good or service 56 36 46
Received income from sales of goods or services 40 47 44
Took classes, seminars to prepare for startup 41 = 41
Determined regulatory requirements - 39 39
Opened a bank account for the startup 35 29 32
Established phone book or Internet listing 17 44 31
Developed financial projections 37 25 31
Arranged for child care, household help 31 - 31
Began to devote full time to the startup 31 29 30
Established supplier credit 34 19 27
Legal form of business registered — 26 26
Sought external funding for the startup 23 13 18
Hired an accountant = 17 17
Liability insurance obtained for startup — 14 14
Established dedicated phone line for the business 14 — 14
Initiated patent, copyright, trademark protection 20 4 12
Hired a lawyer — 12 12
Hired an employee 14 7 11
Received first outside funding - 9 9
Joined a trade association — 7 7
Proprietary technology fully developed - 5 5
Initial positive monthly cash flow 2 3 3
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Nascent Enterprise: Inclusion in Business Registries (percent)

Business registration activity 1999 2005 Average
Acquired federal employer identification number (EIN) — 18 18
Filed initial federal tax return 17 12 15
Filed for fictitious name (DBA) — 11 11
Paid initial federal social security payment 13 9 11

Paid initial state unemployment insurance payment

Know that Dun and Bradstreet established listing 3 3 3

Nascent Enterprise Team: Initial Investments in Time and Money (percent except

as noted)

Total Team Time Hours Total Team Money Money
Average number of hours 1,471  Average amount (dollars) 10,734
Median number of hours 400 Median amount (dollars) 2,930
Hours Percent Amounts Percent
Up to 50 19.1  Nothing 19.2
51 to 250 23.7 Upto $1,000 1741
251 to 500 12.9 $,1001 to $2,500 13.1
501 to 1,000 13.6  $2,501 to $10,000 23.5
1,001 to 2,000 11.3  $ 10,001 to $20,000 8.9
2,001 or more 19.5 $20,001 to $50,000 8.7
$50,001 to $100,000 4.3

$100,001 or more 5.3

Total 100.0 Total 100.0

Note: Data for period from conception to completion of first detailed interview.

Even so, the amount of time committed to startup investments is of inter-
est: the average time is about 1,471 hours, or about 37 weeks of work at 40
hours a week. One in five has absorbed more than 2,000 hours of contribu-
tions, a full year of 40-hour work weeks. The financial support from the startup
team is even more varied: while the average is a little over $10,000 and the
median is about $3,000, for one in twenty it is over $100,000. At the opposite
extreme are the one in five nascent enterprises who have—at the time of the

first interview—received no financial contributions from the startup team.
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'The diversity in the startup activities, the personal time contributed to the
startup, and the personal financial investment make clear that a cross-sectional
sample of nascent enterprises captures initiatives at many different stages of
the entrepreneurial process. Some are just beginning and others have been
working on the new venture for years. It should not be a surprise to discover
considerable variation in the number and nature of startup activities reported
in the first interview or the amounts of time and money contributed to the
nascent enterprises by the startup teams. Detailed analysis cannot be com-
pleted until several follow-up interviews have been completed. Data from a
sequence of follow-up interviews can be used to provide more precise descrip-
tions of the gestation window, the sequence of startup activities, and the total

investments in the firm creation process.

Following entry into the startup process, there are several possible outcomes.
'The nascent entrepreneurs may succeed in founding a new firm, they may
disengage, or they may continue to work on the startup activity. Experience
with the 1999 cohort indicated that more precise measures of the alterna-
tives would produce more reliable results. ‘The major difference was related
to determining the presence of a new firm. For the 1999 cohort, nascent
entrepreneurs who claimed to have implemented a new firm were taken at
their word; for the 2005 cohort the implementation of a new firm was based
on reports of positive monthly cash flow covering all expenses and salaries
for three or more months. Disengagement for the 1999 cohort was based on
their personal assessment; for 2005 those classified as disengaged expected
to spend less than 80 hours on the initiative in the next six months, did not
consider it a major career focus, and considered themselves disengaged from
the initiative.

A second issue is the complication associated with determining the
moment of conception, or of entering the startup process.”” Reliable measures

70 The first step involves excluding those who reported positive monthly cash flow from more than three
months at a time prior to the initial interview. Following this, attention shifts to those nascent enter-
prises where more than two startup activities have been reported, with an emphasis on two initiated
within a 12-month period. The earliest of these two is considered the conception date, the beginning
of the startup process. See Reynolds, 2007b, 118.
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Startup Outcomes: First Follow-up and Time Since Conception (percent)

1999 cohort 2005 cohort Average

Based only on first follow-up'

48 months after entry New firm implemented 22.8 11.8 17.3
Startup continues 56.6 68.1 62.4

Disengagement 20.6 20.1 20.4

100.0 100.0 100.1

Based on first, second, and third follow-up?

12 months after entry New firm implemented 8.8
Startup continues 86.8

Disengagement 4.5

100.1

48 months after entry New firm implemented 27.9
Startup continues 44.0

Disengagement 28.0

100.0

72 months after entry New firm implemented 31.9
Startup continues 32.9

Disengagement 35.2

100.0

120 months after entry New firm implemented 33.6
Startup continues 29.0

Disengagement 37.4

100.0

1 Data based on Reynolds and Curtin (2008), Fig. 6.1, 6.2, 225-226.
2 Data based on Reynolds (2007), Fig 5.1, 56.

of the date of conception require several follow-up interviews; the procedures
developed for the 1999 cohort are the best available at this time.

'The outcome status for the two cohorts is presented in two ways in Table
7.17. The top rows reflect the outcome measures based on data only from the
first follow-up interview for the two cohorts. For this analysis, firm conception
and outcome are based only on data from the first two interviews. The differ-
ence in reports of new firms probably reflects the different criteria for accepting
a new firm. The average for the two cohorts suggests that about one in six have
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a new firm, one in five have disengaged, and the remainder, a little less than
two-thirds, are still active in the startup process.

'The four sets of rows in the bottom of Table 7.17 present the outcome
measures at 12, 48, 72, and 120 months following conception for the 1999
cohort, where the dates of conception and outcomes are based on four waves of
data collection. The patterns over time are of some interest: at 12 months after
conception 9 percent reported a new firm, compared with 28 percent at 48
months, 32 percent at 72 months, and 34 percent at 120 months. A substantial
proportion, three in ten, are still engaged in the startup process at 120 months,
10 years after beginning the firm creation process.

A comprehensive analysis involved cleaning and documenting all four
waves of data collection from the 1999 cohort. The consolidated data file was
reorganized to create a “startup timeline” for each case.”” This was required
because the screening activity itself identified nascent enterprises at an arbi-
trary point in the startup process: some were selected months after the effort
began and others many years into the startup process. The primary result is
summarized in Figure 7.9, which indicates the status of each eligible case in
the 10 years following entry into the startup process.

'The initial bar indicates that 100 percent are active in the startup process at
time zero (conception) and after one month 1 percent have quit and 2 percent
report a going business. All 24 periods up to the end of year six cover three-
month intervals; the last three are 12 months long. After 10 years, 37 percent
report they have left the process, 34 percent report a going business, 28 percent
are still active in the startup effort, and 1 percent are not currently active (inac-
tive startup) but will not admit that they have completely given up.

How long does the startup process last? It is clear that for some it can take
decades. It is possible, however, to track the time involved in the process by
those who leave, either by starting a new firm or disengaging from the process
by the end of the sixth year. The time from the first startup activities, or con-
ception, to the date when a person reported having started a business or having
disengaged from the effort is presented in Figure 7.10. Status at the end of the
sixth year is used to classify the outcomes, new firms, and quits 72 months into
the process.

There is a clear difference in the two processes. In the first six months,
for example, 18 percent of the new firms are created but only 2 percent of

71 'This procedure is discussed in some detail in Reynolds, 2007b, 118-121.

208



Figure 7.9 Startup Transitions, by Time since Conception

100 7
90 4
80 4
8 704
£
S 60 A
2]
S 504
)
& 40 4
@
o 30
&
20 4
10 4
0 4
LD oM O N QO AN N O AN N O AN MO AN DO AN N NN
9§§£‘EQQQTQQQ‘:QQQ‘:QQQ‘:QQQTQQQ‘:'i‘—'—
COQILO ™~ — — ~— ~— o o o (8] [fo I e} N~
e A (A A I e e e e (R R
Qe - Qe e - 9 99 - Q9 Q QT Q9 999 «- Q09 Q
- - - — N N N N O M 0O ®0O 3§ T T 00000 0 O O~ 0 0
Time since conception (years:months)
W Active startup W Inactive startup M Going business W Leave process

Figure 7.10 Time from Conception to Transition: New Firm Birth or Disengagement
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those who disengage have quit. The median time for a new firm birth is 19-24
months, but it is 25-30 months for disengagement. By 36 months, 75 percent
of the new firms are created, but it takes 42 months for 75 percent of those
who quit to actually disengage. By 48 months after entry, the percentages are
similar: 10 percent of the startups and 10 percent of the disengagements take
more than four years.

At this time, the most complete portrayal of the transition timeline is avail-
able for the 1999 cohort; detailed data for the 2005 cohort must wait until the
phenomena play out and more follow-ups are completed. Perhaps the most
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striking feature of this portrayal is the large proportion that take a long time
to complete a transition; after seven years, one-third are still actively working
on the startup; after 10 years, nearly one in three are still in the startup phase.
While it appears that a substantial proportion can reach an early resolution—
half that launch a new firm or disengage seem to do so within a couple of
years—a large number require more years to reach closure. Six years after entry
into the startup process, about one-third have launched new firms, one-third

have quit, and one-third are still working on the startup.

A detailed assessment of the nascent enterprises that appear to complete the
transition to a new firm was completed with the 1999 cohort. This was made
possible by follow-up data on 648 cases out of 830 considered recent active
nascent entrepreneurs. The analysis focused on comparing 200 nascent enter-
prises that were operating new firms within 72 months after entering the
startup process with 468 nascent enterprises that had discontinued operation
or involved entrepreneurs who continued to work on the startup.”

'The comparative analysis included more than 130 independent variables.
'The majority were based on various items and multi-item scales developed
by the consortium of scholars who implemented the PSED 1 project, the
1999 cohort, through their participation in the Entrepreneurial Research

Consortium.” These variables can be classified into seven major categories:
* socio-demographic background (13 measures)
* current social and work life context (13 measures)
* personal traits, orientation, and attitudes (35 measures)
* business background and experience (20 measures)
* business and economic context (10 measures)
* business activity and investments (30 measures)

* ambient (host) community (7 measures)

72 This analysis is presented in detail in Reynolds, 2007b, 58-85 and 134-153.

73 'They are summarized in detail in Gartner, et al. (2004), The handbook of entrepreneurial dynamics.
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An additional six indices were developed utilizing factor analysis to deter-

mine sets of 23 activities that seemed to occur together:"*

* business presence: focuses on formal registration, full-time work on the

startup, hiring of employees (5 items, 0.72)

* production implementation: focuses on acquiring inputs, use of major

assets, sales of the product or service (6 items, 0.72)

* organizational, financial structure: focuses on mobilizing individuals,

planning, acquiring outside financing (4 items, 0.59)

* personal planning: thinking about the new business, defining business

opportunities, investing own money (3 items; 0.54)

* personal preparation: preparing for participation by taking classes, sav-
ing money, arranging for childcare or household help (3 items; 0.36)

* task or product emphasis: focuses on developing the product or service

and acquiring intellectual property rights (2 items; Alpha = 0.25)

These six measures of startup activity appeared to have a much stronger
relationship to successful implementation of a new firm than any of the
other factors.

Several primary factors seemed to affect the transition from a nascent

enterprise to a new firm:
* activity emphasizing production of good or service
* activity emphasizing a presence for the new venture
* nascent entrepreneur business experience, particularly in the same industry
* activity emphasizing development of organizational, financial structures
* startup team financial commitments

* intense rate of time and financial investments by the startup team, time
and temporal compression of startup activities

74 Chronbach’s alpha values computed at the second year, from Reynolds, 2007b, 155.
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A number of secondary factors seemed to have some impact:

* Jocated in less urbanized, more rural areas

* selected personal traits
* locus of control
* response to pressure by doing better, not difterently
* economic sophistication
* social confidence

* ethnic background
* Whites, Hispanics more successful

It should be noted that neither the nascent entrepreneur’s gender nor age
at entry into the process had a statistically significant relation to the outcome—
the birth of a new firm. Ethnic background had a very modest impact. The
unexpected outcome is that major factors associated with entry into the startup
process—age, gender, ethnic background—have almost no eftect on a success-
tul completion of the startup process resulting in a new firm.

'The major factors associated with completion of the startup process with a
new firm were related to the types of startup activities as well as the intensity of
the investments made by the startup team. Teams that were very active in the
startup and invested substantial personal effort and capital were more success-
tul in implementing a new firm. Prior experience in the startup industry also
seemed to have a positive impact. There was some evidence of more success
by entrepreneurs outside urban areas, where there would be less competition.
Some personal traits had positive impacts. Whites or Hispanics were slightly
more likely to report a new firm than African Americans; African Americans
were more likely to report they were still working on the startup. The propor-
tion of entrepreneurs that had quit was the same for all ethnic groups.

But the major message is the absence of any statistically significant associa-
tion of the birth of a new firm with 120 variables representing the personal
situations, orientations, or motivations of the entrepreneurs—to say nothing
of the competitive strategy or planning of the business. The major result is

quite straightforward. Success at implementing a business reflects what was
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done in the startup process, not the attributes of the nascent entrepreneurs. I#
is what an entrepreneur does, not who the entrepreneur is, that counts.

'This would suggest that the most effective way to increase the proportions
of successful transitions may be to enhance the skills and training of the startup
teams—to enhance their capacity to be entrepreneurs, not simply to enhance

their desire to start businesses with motivational speeches.

What is the social cost of business creation activity—the startup sector?
Millions of individuals are trying to create new firms, and each nascent enter-
prise receives considerable informal investment in time and capital from the
startup teams. It would be of some interest to have an estimate of the total
amount of this investment and relate this cost to the outcomes of the pro-
cess. In other words, how much of this “sweat equity”—volunteer time and
capital—is associated with a successful firm launch and how much represents
costs that may never be recovered?

A number of key adjustments and assumptions were required to use the
PSED data to estimate the cost.” The result is a harmonized initial estimate of
the average annual informal investment in nascent enterprises, by outcome.

Selected features are presented in Table 7.18. The first set of rows pres-
ents the estimates of the outcome at 48 months, where there is a considerable
difference between the two cohorts in terms of the transition to a new firm.
For the 1999 cohort, where the criterion was the judgment of the respond-
ing nascent entrepreneur, 23 percent report a new firm at 48 months after
entry into the process. For the 2005 cohort, where a more precise criterion
of three months of positive cash flow was utilized, 12 percent are considered
new firms at 48 months. The second set of rows provides estimates of the time
between entry into the process, conception, and the initial detailed interview.

75 'The following adjustments were made: All analysis was completed separately for the 1999 and 2005
cohort, to retain any evidence of changes over these two time periods. Procedures to develop harmo-
nized timelines for the 1999 and 2005 cohorts, based only on the detailed first interview and initial
follow-up interview were used to determine the date of conception—entry into the startup process—
for all nascent entrepreneurs. The total hours and funds committed by all members of the startup
teams from conception to the first detailed interview were computed for the 1999 and 2005 cohorts.
To minimize the effects of the extreme cases, extremely high values were reset to three standard devia-
tions above the mean. All 1999 dollars were converted to 2005 values using the Consumer Price Index.
These procedures and estimates are discussed in more detail in Reynolds and Curtin, 2008, Chapter 7
and Appendix C.
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Average Informal Investments by Startup Process Outcome, 1999, 2005

New firm Disengage co::ii:\:t.l:'; outcomﬁg

First follow-up outcomes (percent)

1999 22.8 20.% 56.7 100.0

2005 11.8 20.2 68.0 100.0
Conception to first interview
(months)

1999 19.7 12.0 22.6 —

2005 15.5 10.1 18.4 —
Annual team time (average hours)

1999 1,650 943 1,631 1,494

2005 1,248 1,193 1,858 1,652
Annual team money (average dollars)

1999 15,854 10,161 11,007 11,936

2005 14,234 9,264 11,657 11,478

Note: 1999 financial amounts converted to 2005 dollars with the Consumer Price Index.

'The shorter times for the 2005 cohort may reflect improvement in procedures
to complete the detailed interviews with nascent entrepreneurs once they were
identified in the screening interviews.

Even with these differences, the total amounts of time and money infor-
mally invested in the startups are quite similar. The average time for all out-
comes was about 1,500 hours for the 1999 cohort and 1,650 for the 2005
cohort. The average funding totaled about $12,000 for the 1999 cohort and
$11,500 for the 2005 cohort. This similarity suggests that this level of resource
commitment may be a stable phenomenon.

The relationship of the average informal investment to the different out-
comes varied by type of investment. The amount of time devoted to the nascent
enterprises, about 1,500 hours, is lower for those who have disengaged. It is
higher for those who report a new firm or continuation of the startup, with
some differences between cohorts. The amount of funds devoted by the startup
teams, about $14,000, is somewhat larger for the startups that become new
firms; there is not much difference in costs between those that report disen-

gagement and continuation of the startup effort.
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Aggregate Startup Team Informal Contributions to Nascent Enterprises by Initial
Outcome, 1999, 2005
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Converting these case estimates to aggregate annual contributions for the
entire population of nascent enterprise efforts involves additional adjustments and
assumptions. These all have the effect of creating more conservative estimates.’

Following these adjustments, the point estimate of 1999 nascent enter-
prises was 5.5 million and for 2005 it was 6.0 million nascent enterprises.

The estimated cost—i.e., amount of time and money invested annually by
the startup teams is presented in Figure 7.11. The figures are in millions for
both time (hours) and funds (dollars). The similarity between the two cohorts
is encouraging. The total time is approximately 7.7 billion hours for 1999 and
9.9 billion hours for 2005. The total informal financial contribution is $65.7
billion in 1999 and $68.6 billion in 2005.

Does this represent a significant amount? After all, the U.S. economy is
large. Hours contributed to nascent enterprises can be compared to annual

76 'The following adjustments were made:As the time from conception to the first detailed interview was
greater than one year for most outcomes, this period was converted to an annual amount for each
outcome for each cohort. To restrict the estimate to those nascent entrepreneurs who seemed most
serious about creating a new firm, the counts were adjusted to include only recent active nascent entre-
preneurs, those for whom entry into the process occurred less than 10 years before the detailed inter-
view; this was 90 percent of the 1999 cohort and 78 percent of the 2005 cohort. The average number
of persons on the startup teams was used to adjust the population estimates of nascent entrepreneurs
to estimates of the number of nascent enterprises; this was 1.75 for the 1999 cohort and 1.65 for the
2005 cohort.

215



hours worked in the United States.”” Based on the number of employed per-
sons and the average hours worked for 50 weeks in a year, the totals for hours
worked in the United States were 253 billion in 1999 and 267 billion in 2005.
'The amount of uncompensated time devoted to nascent enterprises is 2.1 per-
cent of the paid work total for 1999 and 2.7 percent for 2005. This nascent
enterprise total is close to one-half of the total work of self-employed work-
ers—20 billion hours in 1999 and 18 billion hours in 2005.

Comparisons of the informal funding of these enterprises to other bench-
marks are less precise. The amount of venture capital funding to seed and
startup firms was about $3.7 billion in 1999 at the peak of the dot-com boom,
and $0.8 billion in 2005, a more normal period.” The total number of firms
receiving venture capital support was less than 3,000 in 1999 and less than
2,000 in 2005. Hence, this informal financial support for nascent enterprises
was 18 times ($65.7 billion/$3.7 billion) to 86 times ($68.6 billion/$0.8 billion)
greater than venture capital support for startups over the same period. This
would suggest that informal investment by startup teams in nascent enterprises
is a significant unrecognized investment in the U.S. economy.

Perhaps more dramatic are the clear differences between these informal
investments and the outcomes. Averaging across the two cohorts, 16 percent of
the time is invested in nascent enterprises that appear to be new firms, 15 percent
in those that have been discontinued, and 68 percent in those that continue in
the startup mode. The ratios for informal financial investments are similar, with
22 percent invested in startups that become new firms, 17 percent that are dis-
continued, and 62 percent in those continuing in the startup process.

More information would be very helpful. It takes more than five years for
most nascent enterprises to complete the transition to a new firm: the comple-
tion of more follow-ups with the 2005 cohort will make possible more precise
information on the total social investment. But even taking this into consider-
ation, it is striking that most time and funding invested in nascent enterprises
is not associated with the creation of an operating new firm. Most costs are
borne by startup teams—and their families—who do not receive the benefits
of a viable new firm.

77 Data on the number of persons active in employment, including the self-employed, and hours worked
for 1999 are from Tables 656 and 658 of The statistical abstract of the United States (2000). For 2005
they are from Tables 587 and 588 from the U.S. Bureau of Labor Statistics, Employment and earnings,
January 2006: www.bls.gov/cps/home.htm.

78 National Venture Capital Association yearbook, 2007.
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There is little question that new firms are major contributors to the econ-
omy and generate careers and employment for many. Naturally, these benefits
have costs in both the time and financial resources devoted to the nascent
enterprises by the startup teams. The benefit-cost ratio would improve if
the costs borne by the startup teams—and their friends and families—were
reduced. This could be done by providing training and assistance that would
improve the success rate—so more nascent enterprises actually became viable
new firms. Such training might also help entrepreneurs to more readily deter-
mine when an enterprise is not viable, thereby reducing their investment of
time and financial capital.

In contrast to the serious startups, there are startups that may be defined as
“recreational” where some entrepreneurs view the startup process as a perma-
nent hobby. These activities are unlikely to be a serious policy concern.

Given intense global competition and the desire to strengthen national eco-
nomic growth, there is considerable interest in the relative entrepreneurial
capacity of the United States.” It is possible to compare the prevalence of new
firm creation with other countries, facilitated by the widespread adoption of
the screening procedures developed for the 1999 cohort, PSED 1.5 The Global
Entrepreneurship Monitor (GEM) research design was a modified version of
the PSED I procedure. As of 2008, it has been implemented in 50 countries,
in some for as many as 10 annual surveys. While the actual procedures to locate
individuals active in firm creation are very similar, there is less detail on the
nascent enterprises and new ventures than in the PSED. Even so, it is possible
to develop some preliminary comparisons.

'The major measure of firm creation activity combines counts of those in
the startup phase working with nascent ventures with counts of new firms
up to 42 months old. This measure, the total entrepreneurial activity or
TEA index (also called the early-stage index) allows for comparisons across

countries and regions. Because of differences in the adult sample of these

79 Council on Competitiveness, 2007; Schramm, 2006.
80 Reynolds, Bosma, Autio and others, 2005.

217



population surveys, the population base includes adults 18 to 64 years of
age; all U.S. data have been adjusted to this base for this assessment.®!

A comparison of six regions and countries is presented in Figures 7.12
and 7.13; they include large Asian countries (India, China), the United States,
Latin American countries (Mexico, Brazil, and Argentina), Western Europe
(Belgium, Denmark, Finland, Germany, Ireland, Italy, Netherlands, Norway,
Spain, Sweden, Switzerland, and the United Kingdom), Canada, and Japan.
Figure 7.12 indicates the prevalence rate (the line) and estimated total counts
(the bars) of TEA-active individuals in these regions. Because of the signifi-
cant differences in total counts, the bars are scaled logarithmically, as indicated
on the left of the figure. While the prevalence rate for India and China, at
about 15 per 100, is slightly higher than that of the United States, at about 11,
the number of individuals involved, at 200 million, is 10 times the 20 million
for the United States. The counts for the three Latin American countries at 26
million are similar to the U.S. counts; Western Europe’s entrepreneurial count
at 11 million is considerably lower. Canada and Japan, each at about 2 million,
are similar, even though Japan has four times as many people.

'The respondents in these surveys, whether they are reporting on a nascent
enterprise or a young business, are asked about their growth aspirations and
their expectations of firm size in five years. This allows the identification of
those who anticipate having more than 20 employees in five years. The preva-
lence rates and estimated counts for these high-growth firms are displayed in
Figure 7.13.82

The high growth TEA prevalence rates for the United States, 1.5 per 100,
are the highest in the chart, and translate into about 3 million individuals.
India and China have slightly lower prevalence rates, about 1.0 per 100, but
15 million high-growth-oriented TEA entrepreneurs, five times the number
of the United States. The high-growth prevalence rates and counts for all other
areas are somewhat lower than those of the United States. For Latin America
and Western Europe, the estimated counts are slightly more than 1 million,
for Canada about 300,000, and for Japan about 100,000.

This assessment would suggest that the United States is more than hold-
ing its own with respect to the emergence of growth-oriented entrepreneurs.

There is little current threat from Japan, Western Europe, or Latin America.

81 Reynolds, Bygrave, Autio, and others, 2004.
82 Autio, 2007, Table 3.
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Figure 7.12 Global Comparisons: Total TEA Index Prevalence and Counts
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On the other hand, the large size of the population and the high participa-
tion rates in developing Asian countries suggest this is no time for compla-
cency. The level of activity in other developing Asian countries—Indonesia,
Philippines, Vietnam, Thailand, Malaysia—could increase the counts for this
region by at least one-third. Efforts should be made to sustain the current U.S.
competitive advantage as a source of new firms, particularly those oriented
toward high growth.
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'The PSED research program has made major contributions to understanding
the process of business creation. By focusing on the individuals who take the
initiative to develop new ventures, and locating them with procedures that are
independent of all other mechanisms for developing lists of business activity,
the PSED provides a completely independent source of information about the
entrepreneurial process. The only biases in the procedure are those inherent
in any survey designed to identify a representative sample of adults, and the
methodology employed is “state of the art.” In addition, the PSED datasets
have a significant correspondence with other data developed to represent the
process of business creation (see Appendix 7C). The cohorts selected in 1999
and 2005 can be used to estimate the number of nascent entrepreneurs and
nascent enterprises in the U.S. population.

A number of findings from this research program have major implications
for the study of business creation:

* The scope of activity is considerable, with 12 million people trying to
create more than 7 million new businesses in 2005.

* The major factors affecting participation in new firm creation seem to
reflect the background and situation of the individual—age, gender, sup-
portive context.

* All segments of the population are involved—regardless of age, gender,
ethnic background, educational attainment, financial resources. Those
with some attributes are more likely to be involved—men, early-career
adults—but no groups are excluded.

* Half of the nascent enterprises reflect self-employment, 30 percent a
spousal pair or a family initiative, and 20 percent a group organized solely
to create a new venture. These latter teams organized around business
objectives tend to be more growth-oriented.

* The nascent enterprises are a mirror image of existing businesses in their

industry sectors; they are just as diverse as existing firms.

* There is considerable diversity in the startup patterns. While some entre-

preneurs have new firms operating in a matter of months, it takes four
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years for the majority of nascent enterprises to achieve an operational
resolution, and even then a full two-fifths are continuing in the startup

mode. By six years, two-thirds have achieved an operational resolution.

* The major factors affecting success in completing the startup process with
a new business are related to what is actually done to implement a new
firm and the work experience of the individual, particularly experience
relevant to the industry of the startup. Personal attributes and charac-
teristics have little influence. Success reflects what nascent entrepreneurs

do, not who they are.

This research program has implications for a variety of audiences, includ-

ing researchers, practitioners, and policymakers.

Implications for Research

As a resource for scholars, the PSED datasets provide a description of the firm
creation process from the conception through the birth of a new firm. There
is also a substantial amount of information on the stages of this and related
processes. The data may be used to explore the applicability and relative impact
of a wide range of theories, models, or hypotheses regarding the firm creation
process. Numerous indicators are available to measure various aspects of these
nascent enterprises. This makes it possible to directly test different theories of
firm creation. Before the availability of the PSED datasets, it was not possible
to analyze the impact of a wide range of factors on the firm’s startup processes.
In addition, as both the 1999 and 2005 cohorts are nationally representative
samples, inferences to the U.S. population are possible.

Analysis of the data uncovered two unexpected features of the firm creation
phenomenon. First was the complexity and diversity of the process. Many fac-
tors affect business creation. Identifying the key causal mechanisms will take
considerable effort by entrepreneurship scholars. Second was the extensive
time required for most nascent enterprises to reach a resolution. This means
that unless follow-up interviews are completed for four to six years after the
cohorts are screened and the initial interviews are completed, a great deal of
information will be lost regarding the outcome for a substantial proportion of
new firms. Research on the impact of the startup process on the growth and
survival of the new firms will require additional data collection, perhaps for up

to 10 years or more.
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'The techniques required to create common timelines for each new venture,
compensating for the fact that the screening identifies nascent enterprises at
different stages of development, are not routine, but these procedures are in
the public domain and they dramatically change the character and descriptions

of the startup process.

I mplications for Practitioners—Nascent E. ntrepreneurs

Two implications for practitioners seem significant. First, people from all seg-
ments of society are active in business creation; anyone who gets involved will
have a great deal of company. Second, the most important factors associated
with successful completion of the process with a new firm are related to know-
ing the industry and aggressively pursuing the opportunity. Individual back-
ground and personal attributes are much less significant.

What entrepreneurs do is much more important than who they are.
'That does not mean that it is easy to start a business. It is reasonable to
expect the startup process to require the equivalent of one year of full-time
work and tens of thousands of dollars. Most of those who implement a new
firm seem to work on the project with considerable intensity—doing many
things and investing a great deal of time and money in a relatively short
period of time. It would appear that those who discover that the business
opportunity is not viable and quickly disengage from the process also make
intense investments in the startup process—and get an early answer to the
question of viability. They soon discover that the opportunity is not there
and move on to other alternatives.

So what is the bottom line for aspiring entrepreneurs? Know what you are

doing and do it.

Implications for Policy
Many of the policy implications are related to the image of the business cre-

ation process in the United States:

* Participation in business creation, as a personal career choice, is a very
stable phenomenon: policy initiatives are not likely to make major

changes in the level of activity.
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* It takes many nascent enterprises to create new firms. In a given year, for
example, 12 million nascent entrepreneurs are trying to start 7.4 million

nascent enterprises that will eventually become 600,000 employer firms.

Half of the nascent enterprises reflect team efforts; one in five nascent
enterprises reflects the efforts of a team assembled solely for the purpose

of creating a new venture.

Nascent entrepreneurs, individually or as teams, contribute substantial
resources, voluntarily and informally, to startups—as much as 2 to 3 per-
cent of the total time invested in paid work and $60 billion per year in
informal financial contributions. Most of the investments are made by
individuals who will not implement new firms and will not personally

benefit from this investment.

Efforts to improve the process might focus on improved training and
knowledge for the nascent entrepreneurs.®® There is no shortage of per-
sons willing to devote substantial effort to creating a new firm; the most
effective way to increase the probability of success may to provide training
and managerial assistance to active nascent entrepreneurs. This should
not, however, take the form of specialized training in entrepreneurship
alone. Entrepreneurship training should augment training for all types
of crafts, occupations, vocations, and professions. Most firms are started
by those who have not completed college. Substantive training and edu-
cation creates a fuller understanding of future customers, markets, and
industry practices—information that can lead to the identification of
opportunities. Having the skills and information needed to implement
a new firm will facilitate developing new ventures that reflect emerging
business opportunities.

'The United States is a major source of the world’s new firms, both firms
that produce traditional goods and services for local consumption and
those designed for high growth. It is evident that there is a substantial

competitive threat from Asia. This is not a good time to be complacent

83 An extensive discussion of educational efforts associated with entrepreneurship is provided in Weaver,
Dickson, and Solomon (2006), Chapter 5 of The small business economy: A report to the president for data
year 2006.
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about the role of new firm creation in the United States and the potential

of new firms to increase U.S. global competitiveness.

These implications reflect the systematic study of the firm creation process,
focusing on the persons and teams that take action to organize and establish

new ventures.

Future PSED Research Project Applications

Resources at the national, state, and local level devoted to facilitating entre-
preneurship are enormous—in the tens of billions of dollars. However, these
efforts could be more efficient and effective with improved understanding of
the business creation process. The type of information assembled by the PSED
research program provides a unique resource for informing policy discussions.
Two initiatives, with modest costs compared to the current program invest-
ments, are under way:

* The PSED II project, the source of data on the 2005 cohort, has just com-
pleted the third wave of data collection with the 24-month follow-up.
Low-cost annual follow-up for five or more years would provide more
precision on the ultimate resolution for a larger proportion of nascent
enterprises and allow for tracking the growth and survival of the new
firms identified in the early follow-up interviews. No scientific descrip-

tions of these early stages of the business life course currently exist.

'The Current Population Survey completes 50,000 interviews each month
to determine the labor force activity of the U.S. population. The PSED
screening procedures—which have been thoroughly field-tested in the
United States and 50 other countries—take less than two minutes, on
average, to locate active nascent entrepreneurs. If this screening were
incorporated into the CPS it would provide precise monthly data on
business creation activity in the United States. This would facilitate, in a
major way, tracking this critical feature of business dynamics in the U.S.
economy.

As a research innovation, the PSED research protocol has been successful
beyond expectations. It is now developed to the point of providing systematic
reliable information on the early stages of business dynamics, information of

great value in tracking and guiding the development of the U.S. economy.
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A panel of experts convened to report for the National Academy of Sciences
recently completed a study of business dynamics.®* A summary of their busi-
ness dynamics conceptual framework is presented as Figure 7A.1. The pre-
sentation is organized around two major business phenomena: the business
entity’s life course and the work career of typical individuals.

'This framework posits that two major processes lead to the conception of a
new business. One process involves individuals shifting into the startup mode
after a work career as employees holding jobs; the other involves individuals
initiating new firms as part of current job requirements, representing a startup
sponsored by an existing firm.

'The major purpose of the conceptual framework is to identify existing data-
sets for research on business and career dynamics. A total of 26 different datasets
were identified as relevant to some aspect of firm creation and business dynam-
ics; they are listed at the bottom of Figure 7A.1.% Fifteen of the 26 provide for
cross-sectional information about existing firms at a point in time, but without
any capacity for tracking the firms over time (1-3, 5-10, 14, 16,18-20, 22, 24).
Seven provide for longitudinal analyses of existing firms, once they are included
in an existing firm registry, such as the unemployment insurance files maintained
by the Bureau of Labor Statistics, the Longitudinal Business Database main-
tained by the U.S. Bureau of the Census, or a sample drawn from the Dun and
Bradstreet data files (4, 11-13, 15, 17, 23). Three track the labor force activities
of persons, either as individuals or as members of households, but the focus is on
the nature of the jobs they may hold and shifts between jobs over the life course.
Other than reports of “self-employment,” there is little attention to creating
new businesses, and the description of the self-employment activity is brief and
basic (6, 25, 26). One, the Global Entrepreneurship Monitor, provides annual
comparisons of national measures of firm creation activities, but does not track
nascent enterprises over time (22).

84 Haltiwanger, Lynch, and Mackie, 2007.

85 Details on the nature, sources, and access to these datasets are provided in Haltiwanger, Lynch, and
Mackie, 2007, 158-171.
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U.S. Business Dynamics and Available Datasets
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Key to Numbered Datasets

14 Dun & Bradstreet Duns Market Identifier File

NSF (U.S. Census) Longitudinal
Research Database

SBA Statistics of U.S. Business

1 BLS, Business Establishment List

BLS, Quarterly Census of Employment

and Wages e

16
17

BLS, Current Employment Statistics
BLS, Business Employment Dynamics Business Information Tracking Series (BITS)

3
4
5) BLS, American Time Use Survey
6
7

18 FRB Survey of Small Business Finances
BLS-Census: Current Population Surveys 19 IRS Survey of Income
U.S. Census Business Register 20 Standard & Poor’s Compustat

Kauffman Foundation Panel Study of Entre-

21 preneurial Dynamics (University of Michigan)

8 U.S. Census Company Organization Survey

Kauffman Foundation and Others: The

22 Global Entrepreneurship Monitor (GEM)

9 U.S. Census, Economic Census

10 U.S. Census, Survey of Business Owners 23 Kauffman Firm Survey (Mathematica)

11 UliS, OEmErB Leng el ZUEhEss 24 Kauffman Financial and Business Databases
Database

12 U.S. Census Integrated Longitudinal o5 National Longitudinal Survey of Youth
Business Database (BLS, conducted by Ohio State/NORC)

13 U.S. Census Longitudinal o6 Panel Study of Income Dynamics

Employer-Household Dynamics

(U Michigan)

BLS = Bureau of Labor Statistics

IRS = Internal Revenue Service

NORC = National Opinion Research Center, Affiliated with the University of Chicago

NSF = National Science Foundation

SBA = Small Business Administration

From Table 4.1, page 68, from Haltiwanger, Lynch, and Mackie, 2007.
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'The research procedure consists of three phases. The first was the identification
of a representative sample of those actively involved in the new firm creation
process, the nascent entrepreneurs. They were identified from phone inter-
views completed with adults from a representative sample of households that
met four criteria: 1) they considered themselves involved in the firm creation
process, 2) they had engaged in some startup activity in the past 12 months, 3)
they expected to own all or part of the new firm, and 4) the initiative had not
progressed to the point that it could be considered an operating business. About
87 percent of those identified in the screening as active nascent entrepreneurs
agreed to participate in the study.® For both projects the initial screening was
completed by a commercial survey firm (Market Facts for PSED I; Opinion
Research Corporation for PSED 1I). The detailed data were collected by sur-
vey operations located in academic institutions (The University of Wisconsin
Survey Research Laboratory for the initial and first follow-ups for PSED I; the
University of Michigan Institute for Social Research for the second and third
follow-ups for PSED I and all detailed interviews for PSED II).

'These volunteers were then contacted for the second phase, a detailed inter-
view. About 60 percent completed the initial 60-minute phone interview;’ it
covered a wide range of topics related to the initiation of a new firm.

The third phase consisted of the annual follow-up interviews.

The content of the interview schedules was similar for the two projects,
the modules for PSED II are presented in Table 7B.1. PSED I is similar but

covered more topics by utilizing both phone and mail data collection.

86 It should be noted that the low yield of nascent entrepreneurs in PSED I—-830 following screening of
more than 60,000 individuals—reflected a procedure designed to increase the number of women and
minorities in the nascent entrepreneur cohort. A large number of White male active nascent entrepre-
neurs was identified in the screening but not included in the cohort in order to focus available resources
on women and minorities. If resources had allowed the inclusion of all active nascent entrepreneurs
identified in the PSED I screening, this cohort would have been three times larger.

87 Table A.3, 464, of Gartner, et al, 2004. Handbook of entrepreneurial dynamics. Thousand Oaks, CA: Sage.
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Overview of PSED Il Interview Schedule Modules

Topic Modules Screening Wave A WaveB'2? WaveC'?2
Screening questions All

Assessment of criteria for nascent entrepreneur All

Socio-demographic All

A.1: Why involved, business opportunity

(open ended) Al

A.2: Confirm same business activity All All
A.3: Determine status: new firm, quit, continue All All
B: Type of business, location All NF,SU NF,SU
C: Legal form All All All
D: Startup activities All All All
E.1: Startup finances, entry into firm registries 2 All All All
E.2: Confirm quit, exit interview Quits Quits
F: Orientations toward competition All NF NF
G: Owners, key nonowners, & helpers inventory All NF,SU NF,SU
H: Owner demographics All NF,SU NF,SU
J: Relationships among owners All NF,SU NF,SU
K: Juristic (legal entity) owners All NF,SU NF,SU
M: Key non-owner demographics All NF,SU NF,SU
N: Helper demographics All NF,SU NF,SU
P: Community resources, support for new firms All NF NF
Q: Informal startup financial support All NF,SU NF,SU
\Ij/:o Ir_tigal entity startup investments, debts, net Al NF.SU NF.SU
S: Competitive strategy and target markets All NF NF
T: Growth expectations All NF NF
U.1: Respondent’s motivation All

U.2: Employment structure © NF NF
V.1: Expense structure: summary 3 NF

V.2: Expense structure: detailed ® NF
X: Respondent’s career background All SuU SuU
Y: Respondent’s self-descriptions All

Z: Respondent & household socio-demographics All NF,SU NF,SU

1 After wave A, modules are provided to all respondents, only those that quit, or those with a new firm (NF),
or still active in the startup process (SU).

2 After initial interview, modules are repeated to capture changes or new information about the activity or
details on the current status.

3 Based on Kauffman Firm Survey interview schedule (Mathematica Policy Research, 2007).
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Nascent Entrepreneurs by Business Criteria and Recent Startup Activity

PSED | PSED Il
Screening period 1998-2000 2005-2006
Screened sample 62,612 31,845
Candidate nascent entrepreneurs (2-criteria) 3,592
Candidate nascent entrepreneurs (3-criteria) 1,671
Active nascent entrepreneurs 830 1,214
Confirmed active nascent entrepreneurs 824 1,148
Recent confirmed active nascent entrepreneurs 747 947

The screening phase, represented by the screening column, provides a
small amount of socio-demographic data on all individuals involved in the
screening; this is useful for assessing some factors affecting the decision to
enter the startup process.

The first detailed interview, presented in the Wave A column in Table
7B.1, includes information on the nature of the business, startup activities
implemented on behalf of the new firm, incorporation into business reg-
istries, the nature of the startup team and helping networks, sources and
amounts of financial support, evaluations of the immediate context, com-
petitive strategy, and growth expectations, along with details of the motiva-
tions, perspectives, self-descriptions, background, and family context of the
responding nascent entrepreneur.

The third phase involved the follow-up phone interviews, also about 60
minutes long. In PSED I the follow-ups were also supplemented by a mail
questionnaire. The time lag between interviews for PSED I was about 14
months; for PSED II careful scheduling has allowed the initial contact for the
first follow-up to occur 52 weeks following completion of the initial detailed
interview, the second follow-up at 104 weeks, and so forth. The topics of the
interview are listed in the “Wave B” column in Table 7B.1 and vary depending
on the status of the initiative at the time of the follow-up. Nascent entrepre-
neurs who report they have disengaged from the initiative (quit) receive a few
questions about startup activity and a few about the reasons for their decision.
All others receive most of the same interview schedule provided in the first
interview, which provides them with a chance to update their case file with
reports of new activity or changes in the startup team or financial structure.
'They do not receive most of the modules related to enduring features of the
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responding nascent entrepreneur (self-descriptions, family background, etc.)
covered in the first interview.

After the first follow-up those who reported they were managing a new
firm for a full year are provided with some additional modules in Wave C.
‘These cover the nature of the cost structure that can be used to estimate labor
productivity. These modules, as well as those related to the organizational
structure of the firm, have been designed to facilitate comparison with simi-
lar modules in the panel study of new businesses sponsored by the Kauffman
Foundation.® Details about the procedures, interview schedules, and ques-
tionnaires are available on the PSED website and in other documentation.®

'This research design has been the model for similar projects completed or
under way in Argentina, Australia, Canada, Greece, The Netherlands, Norway,
Sweden, and the United Kingdom.” The screening procedure was the basis for
the procedures adopted for the cross-national assessment of entrepreneurial
activity in the Global Entrepreneurship Monitor (GEM) research program.”

Each stage of data collection provides additional information about
the individuals and their business creation activity. This allows more pre-
cise definition of their status at the time of the first interview. 7uble 7B.2
indicates the adjustments to the sample as more information was obtained
from the respondents.

'The attrition from candidate nascent entrepreneurs reflects both a selection
of respondents for focus and the loss of the individuals who did not wish to
participate or could not be located for more detailed interviews. The number of
active nascent entrepreneurs—=830 from PSED I and 1,214 from PSED II—is
reduced somewhat when those who appear to have periods of profitable opera-
tion prior to the first interview are excluded; many of these were reactivating
dormant businesses. The sample of confirmed active nascent entrepreneurs was

88 Haltiwanger, Lynch, and Mackie, 2007, 138-139; Mathematica Policy Research, 2007.

89 Details of the PSED I project are to be found in Reynolds, 2007b, and the three appendices of Gart-
ner, et al., 2004. All interview schedules, codebooks, and datasets for the two projects are available at
www.psed.isr.umich.edu..

90 Australia began implementing the Comprehensive Australian Study of Entrepreneurial Emergence
(CAUSEE) in 2007 (http://www.causee.qut.edu.au). Other projects reports are available for Argen-
tina (de Rearte, Lanari, and Atucha, 1998), Canada (Menzies, Gasse, Diochon, and Garand, 2002;
Diochon, Menzis, and Gasse, 2007), the Netherlands (van Gelderen, 2000), Norway (Alsos & Kolv-
ereid, 1998), and Sweden (Delmar and Davidsson, 2000).

91 Considerable detail about the procedures is available (Reynolds, Bosma, Autio, and others, 2005) as
well as multiple examples of the resulting cross-national comparisons (Reynolds, Bygrave, Autio, and
others, 2004).
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then reduced to 824 for PSED I and 1,148 for PSED II. Further analyses of
reported startup activities identify those who initiated startups more than 10
years before the initial detailed interview. The cohorts of nascent entrepreneurs
are reduced to 747 for PSED I and 947 for PSED II when only “recent” con-
firmed active nascent entrepreneurs are included.

The procedure is designed to provide a representative sample of individu-
als involved in business creation, identified as nascent entrepreneurs. With
one caveat, it may be considered a representative sample of nascent enterprises
or firms in gestation. Any nascent enterprise implemented by more than one
nascent entrepreneur is more likely to be included in the cohort. As a result,
it the sample is considered to represent nascent enterprises, it should be rec-
ognized as including an overrepresentation of team efforts. Nascent entrepre-
neurs with more than one person on the startup team have a higher probability
of being represented in a sample based on identifying nascent entrepreneurs.’?
It is assumed that the practical effect of this issue is negligible for the following
analysis and no adjustment for a potential oversample of team initiatives has
been implemented.

While the respondents devoted a substantial amount of time to complet-
ing the interviews, very few, 1 percent in PSED I and 2 percent in PSED 1II,
report less interest in the startup by virtue of participation. Most, 61 percent in
both cohorts, reported their interest in the startup increased upon completion
of the initial interview; the remainder, 37-38 percent, indicated no change in
their commitment to the startup initiative. This strong interest is one reason
for the high cooperation reflected in item response rates and completion of the

tollow-up interviews.

92 Davidsson, 2004.
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Many of the patterns found in the PSED datasets are, to say the least, unex-
pected. Is it possible that the populations represented by these samples are so
unique and distinctive as to have no relationship to other measures of new firm
creation? Two types of comparisons would suggest that the PSED research pro-
tocol—locating nascent enterprises based on a representative sample of adults—
is identifying entities that are captured at a later stage by other procedures.

One comparison involves estimating, with the PSED-type datasets, those
cases that are likely to be captured by other procedures. A detailed compari-
son of the 1999 cohort of nascent enterprises with counts of new employer
firms reported by the U.S. Small Business Administration’s (SBA) Office of
Advocacy involved adjustments for the average size of the startup team, reports
that the nascent enterprise has filed their first FICA payment, and adjustments
for nascent enterprises missed because of limited callbacks to complete screen-
ing interviews. Once these adjustments were made, the 95 percent confidence
interval of predicted new employer firm listings was from 475,000 to 669,000,
with a point estimate of 565,000. This was very close to the three-year average
of 581,000 new employer firms reported by the SBA for the same period.”

The dataset assembled for the Global Entrepreneurship Monitor pro-
gram to locate nascent and new enterprises was adjusted to facilitate com-
parisons with annual counts of new businesses based on administrative data
for 13 countries.” In seven countries, the 95 percent confidence intervals of
the survey-based predictions encompassed the administrative counts; in two,
the 90 percent confidence interval would encompass the administrative record
counts; and in four, the administrative records were based on rather unusual
procedures that precluded precise comparisons. In the United Kingdom, for
example, new firms are identified on the basis of annual sales above the thresh-
old for liability for a value-added tax; these tax data were not obtained in the
GEM interviews. Given the small sample sizes in the GEM annual surveys—

93 Detailed analysis presented in Reynolds, 2004, 254-257; as the screening for the 1999 cohort was
completed over the 1998-2000 period, the three-year average of new registration counts was used in
the comparison.

94 Reynolds, Bosma, Autio, and others, 2005, Table IX.
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generally 2,000—this is rather strong evidence that the survey-identified new
ventures represent the same populations as the administrative datasets.

Various time series reflecting business creation in the United States offer a
second category of sources for comparison. Between the PSED research pro-
gram, the GEM research program, and some special studies, 134 independent
samples of the adult population have been developed to estimate the preva-
lence of nascent entrepreneurs. When adjustments are made to compensate for
differences in item wording, the prevalence rate over the 1998-2006 period for
the United States was from 5 to 6 per 100 adults, with no statistically signifi-
cant differences between years.”

Three other measures of activity related to new firm creation—monthly
increases in efforts to become self-employed, new establishments making state
unemployment insurance payments for the first time, and new firms making
tederal Social Security payments for the first time—can be converted to preva-
lence rates using the adult population as a base. Time series based on all three
of these large-scale surveys and censuses indicate no changes over the past
decade or more (one series began in 1990).% The temporal trend is identical for
all four measures—the prevalence rate in terms of the adult population is flat.

If the household-based survey measures of firm creation can be used to
predict annual counts in administrative records and if the temporal trends in
the United States are identical for the PSED and three other measures of new
firm creation, the PSED protocol is probably capturing the same business cre-
ation phenomena as these other measures. It may never be possible to know
what is really going on, but when four different measurement techniques have
the same patterns, it increases confidence that all procedures are reflections of

the same phenomena.

95 Reynolds, 2008.

96 Fairlie, 2006; Spletzer, et al, 2004; U.S. Small Business Administration, 2007; summarized in Reyn-
olds (2008), Figure 8.
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