Entrepreneurship
in Latin America

Authorized

1 ]
\ CTE

Public Disclosure

Authorized

Public Disclosure

N



WB456286
Typewritten Text
83153


Entrepreneurship in
Latin America






Entrepreneurship
in Latin America

A STEP UP THE SOCIAL LADDER?

Edited by

Eduardo Lora and Francesca Castellani

A COPUBLICATION OF THE INTER-AMERICAN
DEVELOPMENT BANK AND THE WORLD BANK



© 2014 Inter-American Development Bank
1300 New York Avenue, NW
Washington, DC 20577

Telephone: 202-623-1000

Internet: www.iadb.org

E-mail: res@iadb.org

1234 17161514

A copublication of the Inter-American Development Bank and The World Bank.

The Inter-American Development Bank The World Bank
1300 New York Avenue, NW 1818 H Street, NW
Washington, DC 20577 Washington, DC 20433

The findings, interpretations, and conclusions expressed in this work do not necessarily reflect the
views of the Inter-American Development Bank or its Board of Governors; The World Bank or its
Board of Executive Directors; or the governments they represent.

The Inter-American Development Bank and The World Bank do not guarantee the accuracy of the
data included in this work. The boundaries, colors, denominations, and other information shown
on any map in this work do not imply any judgment on the part of the Inter-American Develop-
ment Bank or The World Bank concerning the legal status of any territory or the endorsement or
acceptance of such boundaries.

Rights and Permissions

The material in this work is subject to copyright. Because The Inter-American Development Bank
and The World Bank encourage dissemination of their knowledge, this work may be reproduced,
in whole or in part, for noncommercial purposes as long as full attribution to this work is given.

For permission to reproduce any part of this work for commercial purposes, please send a request
with complete information to the Copyright Clearance Center Inc., 222 Rosewood Drive, Danvers,
MA 01923, USA; telephone: 978-750-8400; fax: 978-750-4470; Internet: www.copyright.com.

All other queries on rights and licenses, including subsidiary rights, should be addressed to the Office
of the Publisher, The World Bank, 1818 H Street NW, Washington, DC 20433, USA; fax: 202-522-
2422; e-mail: pubrights@worldbank.org.

ISBN (paper): 978-1-4648-0008-5
ISBN (electronic): 978-1-4648-0009-2
DOLI: 10.1596/978-1-4648-0008-5

Library of Congress Cataloging-in-Publication Data has been requested.

Cover design: Bill Pragluski, Critical Stages LLC


www.iadb.org
www.copyright.com

Latin American
Development Forum Series

This series was created in 2003 to promote debate, disseminate informa-
tion and analysis, and convey the excitement and complexity of the most
topical issues in economic and social development in Latin America and
the Caribbean. It is sponsored by the Inter-American Development Bank,
the United Nations Economic Commission for Latin America and the
Caribbean, and the World Bank. The manuscripts chosen for publication
represent the highest quality in each institution’s research and activity out-
put and have been selected for their relevance to the academic community,
policy makers, researchers, and interested readers.

Advisory Committee Members

Alicia Barcena Ibarra, Executive Secretary, Economic Commission for
Latin America and the Caribbean, United Nations

Inés Bustillo, Director, Washington Office, Economic Commission for
Latin America and the Caribbean, United Nations

Augusto de la Torre, Chief Economist, Latin America and the Caribbean
Region, World Bank

Daniel Lederman, Deputy Chief Economist, Latin America and the Carib-
bean Region, World Bank

Santiago Levy, Vice President for Sectors and Knowledge, Inter-American
Development Bank

Roberto Rigobon, President, Latin American and Caribbean Economic
Association

José Juan Ruiz, Chief Economist and Manager of the Research Depart-
ment, Inter-American Development Bank

Ernesto Talvi, Director, Brookings Global-CERES Economic and Social
Policy in Latin America Initiative

Andrés Velasco, Cieplan, Chile






Titles in the Latin American
Development Forum Series

Entrepreneurship in Latin America: A Step Up the Social Ladder? (2014)
by Eduardo Lora and Francesca Castellani, editors

Emerging Issues in Financial Development: Lessons from Latin America
(2014) by Tatiana Didier and Sergio L. Schmukler, editors

New Century, Old Disparities: Gaps in Ethnic and Gender Earnings in
Latin America and the Caribbean (2012) by Hugo Nopo

Does What You Export Matter? In Search of Empirical Guidance for
Industrial Policies (2012) by Daniel Lederman and William F. Maloney

From Right to Reality: Incentives, Labor Markets, and the Challenge of
Achieving Universal Social Protection in Latin America and the Caribbean
(2012) by Helena Ribe, David Robalino, and Ian Walker

Breeding Latin American Tigers: Operational Principles for Rebabilitating
Industrial Policies (2011) by Robert Devlin and Graciela Moguillansky

New Policies for Mandatory Defined Contribution Pensions: Indus-
trial Organization Models and Investment Products (2010) by Gregorio
Impavido, Esperanza Lasagabaster, and Manuel Garcia-Huitrén

The Quality of Life in Latin American Cities: Markets and Perception
(2010) by Eduardo Lora, Andrew Powell, Bernard M. S. van Praag, and
Pablo Sanguinetti, editors

Discrimination in Latin America: An Economic Perspective (2010) by
Hugo Nopo, Alberto Chong, and Andrea Moro, editors

The Promise of Early Childhood Development in Latin America and the
Caribbean (2010) by Emiliana Vegas and Lucrecia Santibafiez

Job Creation in Latin America and the Caribbean: Trends and Policy
Challenges (2009) by Carmen Pagés, Gaélle Pierre, and Stefano Scarpetta

China’s and India’s Challenge to Latin America: Opportunity or Threat?
(2009) by Daniel Lederman, Marcelo Olarreaga, and Guillermo E. Perry,
editors

vii



viii TITLES IN THE LATIN AMERICAN DEVELOPMENT FORUM SERIES

Does the Investment Climate Matter? Microeconomic Foundations of
Growth in Latin America (2009) by Pablo Fajnzylber, Jose Luis Guasch,
and J. Humberto Lopez, editors

Measuring Inequality of Opportunities in Latin America and the Carib-
bean (2009) by Ricardo de Paes Barros, Francisco H. G. Ferreira, José R.
Molinas Vega, and Jaime Saavedra Chanduvi

The Impact of Private Sector Participation in Infrastructure: Lights,
Shadows, and the Road Abead (2008) by Luis Andres, Jose Luis Guasch,
Thomas Haven, and Vivien Foster

Remittances and Development: Lessons from Latin America (2008) by
Pablo Fajnzylber and J. Humberto Lépez, editors

Fiscal Policy, Stabilization, and Growth: Prudence or Abstinence? (2007)

by Guillermo Perry, Luis Servén, and Rodrigo Suesctn, editors

Raising Student Learning in Latin America: Challenges for the 21st Cen-
tury (2007) by Emiliana Vegas and Jenny Petrow

Investor Protection and Corporate Governance: Firm-level Evidence
Across Latin America (2007) by Alberto Chong and Florencio Lopez-de-
Silanes, editors

Natural Resources: Neither Curse nor Destiny (2007) by Daniel Leder-
man and William F. Maloney, editors

The State of State Reform in Latin America (2006) by Eduardo Lora, editor
Emerging Capital Markets and Globalization: The Latin American Expe-
rience (2006) by Augusto de la Torre and Sergio L. Schmukler

Beyond Survival: Protecting Households from Health Shocks in Latin
America (2006) by Cristian C. Baeza and Truman G. Packard

Beyond Reforms: Structural Dynamics and Macroeconomic Vulnerability
(20035) by José Antonio Ocampo, editor

Privatization in Latin America: Myths and Reality (2005) by Alberto
Chong and Florencio Lopez-de-Silanes, editors

Keeping the Promise of Social Security in Latin America (2004) by Inder-
mit S. Gill, Truman G. Packard, and Juan Yermo

Lessons from NAFTA: For Latin America and the Caribbean (2004) by
Daniel Lederman, William F. Maloney, and Luis Servén

The Limits of Stabilization: Infrastructure, Public Deficits, and Growth in
Latin America (2003) by William Easterly and Luis Servén, editors
Globalization and Development: A Latin American and Caribbean Per-
spective (2003) by José Antonio Ocampo and Juan Martin, editors

Is Geography Destiny? Lessons from Latin America (2003) by John Luke
Gallup, Alejandro Gaviria, and Eduardo Lora



About the Authors

Editors

Eduardo Lora

Independent Consultant, former Chief Economist of the Inter-American
Development Bank

e-mail: eduardo.a.lora@gmail.com

Francesca Castellani

Lead Economist, Andean Countries Department, Inter-American Develop-
ment Bank

e-mail: francescac@iadb.org

Chapters 1 and 2

Andrés Solimano
Independent Consultant
e-mail: asolimano@gmail.com

Chapter 3

Hugo D. Kantis

Director, Entrepreneurial Development Programme (PRODEM)

Institute of Industry, Universidad Nacional de General Sarmiento, Buenos
Aires, Argentina

e-mail: hkantis@ungs.edu.ar

Juan S. Federico

Researcher and Lecturer, Entrepreneurial Development Programme
(PRODEM), Institute of Industry, Universidad Nacional de General
Sarmiento, Buenos Aires, Argentina

e-mail: jfederic@ungs.edu.ar

Luis A. Trajtenberg

Assistant Professor of Statistics and Econometrics II, Facultad de Ciencias
Econémicas, Universidad de Buenos Aires, Buenos Aires, Argentina
e-mail: trajtenberg@economicas.uba.ar



X ABOUT THE AUTHORS

Chapter 4

Viviana Vélez-Grajales
Inter-American Development Bank
e-mail: vivianav@iadb.org

Roberto Vélez-Grajales
Centro de Estudios Espinosa Yglesias, México DF, 01040
e-mail: rvelezg@ceey.org.mx

Chapter 5

José Anchorena

Coordinator of Economic Development Section, Fundaciéon Pensar,
Buenos Aires, Argentina

e-mail: janchorena@fundacionpensar.org

Lucas Ronconi

Researcher, Center for Social Research and Action (CIAS), Buenos Aires,
Argentina

e-mail: ronconilucas@gmail.com

Chapter 6

Xavier Ordeniana

Professor, ESPAE Graduate School of Management, Escuela Superior Poli-
técnica del Litoral, Guayaquil, Ecuador

e-mail: xordenan@espol.edu.ec

Elizabeth Arteaga

Professor, ESPAE Graduate School of Management, Escuela Superior Poli-
técnica del Litoral, Guayaquil, Ecuador

e-mail: marteaga@espol.edu.ec



Contents

Foreword
Acknowledgments
Abbreviations

PART I: OVERVIEW

1 OVERVIEW AND PoLiCcYy IMPLICATIONS
Andrés Solimano

2 ENTREPRENEURSHIP, THE MIDDLE CLASS, AND SOCIAL
MoBsiLITY: AN OVERVIEW OF LITERATURE
Andrés Solimano

PART II: INTERNATIONAL COMPARISONS AND
COUNTRY STUDIES

3 MipDLE-CLASS ENTREPRENEURS AND THEIR FIRMS:
A REGIONAL VIEW AND INTERNATIONAL COMPARISON
Hugo D. Kantis, Juan S. Federico, and Luis A. Trajtenberg

4 Tue ROLE OF ENTREPRENEURSHIP IN PROMOTING
INTERGENERATIONAL SOCIAL MOBILITY IN MEXICO
Viviana Vélez-Grajales and Roberto Vélez-Grajales

S ENTREPRENEURSHIP, ENTREPRENEURIAL VALUES, AND
PusLic PoLICY IN ARGENTINA
José Anchorena and Lucas Ronconi

6 THE EFrecT OF SociaL CAPITAL ON MIDDLE-CLASS
ENTREPRENEURSHIP IN ECUADOR
Xavier Orderiana and Elizabeth Arteaga

Index

XVil

Xix

XX

17

51

53

81

105

149

173

xi



xii CONTENTS

Boxes

2.1 Measuring Entrepreneurship 22

2.2 Entrepreneurship and Social Mobility: Empirical
Possibilities 37

FIGURES

4.1 Occupational Distribution of Male Workers Ages

24-65 in Mexico, 2005-12 84
4.2 Type of Employment of the Sample in Mexico, 2006 85
4.3 Mean Monthly Household Income of Sample in

Mexico, 2006 85
4.4 Class Distribution of the Entire Sample in Mexico, 2006 86
4.5 Proportion of Entrepreneurs in Each Income Class in

the Sample in Mexico, 2006 86
4.6 Proportion of Respondents with Upward or Downward

Mobility with Respect to Parents’ Position, 2006 88
4.7 Income of Entrepreneurs Compared to

Non-Entrepreneurs in Mexico, 2006 96

4.8 Income of Self-Employed Compared to
Workers Who Are Not Self-Employed

in Mexico, 2006 97
5.1 Schooling Distribution in Argentina, by Occupational

Status and Type of Worker, 2010 110
5.2 Income Distribution in Argentina, by Occupational

Status and Type of Worker, 2010 110
5.3 Income Distribution in Argentina, by Type of

Entrepreneur, 2010 111
5.4 Entrepreneurship as a Share of the Economically

Active Population in Argentina, 1974-2011 113

5.5 Types of Entrepreneurship as a Share of the
Economically Active Population in Argentina,

1974-2011 113
5.6 Distribution of Entrepreneurs in Argentina, by

Parental Wealth, 1997 115
5.7 Proportion of Entrepreneurs and Non-entrepreneurs

Worldwide Indicating That the Value of
Independence Is Important for Children to Learn at

Home, 2005-07 120
5.8 Public Employment and Entrepreneurship in 32 Urban
Agglomerates in Argentina, 2003-10 (Average) 130

6.1 Key Skills of Entrepreneurs in Ecuador, by Social
Class, 2011 159



CONTENTS x1ii

6.2

TABLES
B2.1.1
3.1

3.2

3.3

3.4

3.5

3.6

3.7

3.8

3.9

3.10

3.11

3.12

3.13

3.14

3.15

3.16

4.1

4.2

Funding Sources for Entrepreneurs in Ecuador,

by Social Class, 2011 164
Definitions Employed in this Book 22
Composition of the Sample, by Social Class, 2004 58
Dynamic New Firms, by Social Class of the Founder,
International Comparison, 2004 58
Occupation of the Founder’s Father, by Social Class,
Latin American Sample, 2004 59
Previous Occupation of Entrepreneurs, Interregional
Comparison, 2004 60

Context Where Entrepreneurs Acquired the Desire
to Become an Entrepreneur, by Social Class, Latin

American Sample, 2004 61
Role Models of Entrepreneurs, Interregional

Comparison, 2004 62
Main Learning Context of Entrepreneurs, by Social

Class, Latin American Sample, 2004 63
Networks Accessed by Entrepreneurs, by Social Class,

Latin American Sample, 2004 65
Evaluation Process and Criteria Used by Entrepreneurs,

by Social Class, Latin American Sample, 2004 65
Sources of Finance Accessed by Entrepreneurs, by

Social Class, Latin American Sample, 2004 66
Sources of Finance Accessed by Entrepreneurs,

Interregional Comparison, 2004 67

Mean Employment Size of Firms during the First Few
Years of Operation, by Social Class, Latin American

Sample, 2004 69
Mean Employment Size of Firms during the First Few
Years of Operation, Interregional Comparison, 2004 70

Main Problems Faced during the First Few
Years of Operation, by Social Class, Latin American

Sample, 2004 71
Main Problems Faced during the First Few Years of
Operation, Interregional Comparison, 2004 71
Use of Networks to Solve Initial Problems, Interregional
Comparison, 2004 72
Intergenerational Asset Persistence in Mexico, by Birth
Cohort, 2006 91

Probability of Being an Entrepreneur, an Employee, or
Self-Employed in Mexico, 2006 93



Xiv

5.1

5.2

5.3

54

5.5

5.6

5.7

5.8
5.9

5.10

5.12

5.13

5.14

SA1

SA2

5A.3

6.1

6.2

6.3

6.4

CONTENTS

Relationship between Parental Wealth and Current

Occupation in Argentina, 1997 116
Relationship between Parental Occupation and Current
Occupation in Argentina, 1997 116
Human Capital and Productivity of Entrepreneurs in
Argentina, by Parental Wealth, 1997 117

Share of Respondents Worldwide Saying That
Entrepreneurial Value Is Important for Children to

Learn at Home, 2005-07 119
Societal Values in Argentina, Other Latin American
Countries, and Australia and New Zealand, 2005-07 121
Reasons for Not Registering a Business in

Argentina, 2010 124
Most Important Factor Motivating the Decision to

Register in Argentina, 2010 124
Access to Financial Instruments, 2010 124
Innovation and Rent Seeking among Formal Firms in
Argentina, 2010 125
Major Obstacles for Registered Firms

in Argentina, 2010 127
Biggest Obstacle for Unregistered Firms

in Argentina, 2010 127
Public Employment per Capita in Argentina, by Urban
Agglomerate, 2010 129
Effect of Public Employment on the Quantity of
Entrepreneurship in Argentina, 2003-10 132
Effect of Public Employment on the Quality of
Entrepreneurship in Argentina, 2003-10 135

Characteristics of the Workforce in Argentina, 2010,

and in Greater Buenos Aires, Fourth Quarter of 2005 137
Characteristics of Necessity and Opportunity

Entrepreneurs in Greater Buenos Aires,

Fourth Quarter of 2005 140
Characteristics of Formal and Informal Entrepreneurs

in Greater Buenos Aires, Fourth Quarter of 2005 141
External Factors That Hinder the Entrepreneurial

Process in Ecuador, by Social Class, 2011 160
Internal Factors That Hinder the Entrepreneurial

Process in Ecuador, by Social Class, 2011 161
Sources of Support to Solve Problems in Ecuador, by

Social Class, 2011 162

Sources of Education about Starting and Managing a
Business in Ecuador, by Social Class, 2011 163



CONTENTS

6.5

6.6

6.7

6.8

Initial Investment in Ecuador, by Sector and
Social Class, 2011

Logistic Regression Model: Dynamic Business
in Ecuador, 2011

Logistic Regression Model: Upward Mobility of
Entrepreneurs in Ecuador, 2011

Matrix for Intergenerational Transition in
Ecuador, 2011

Xv

164

165

167

167






Foreword

Decades of policies to support micro and small enterprises as a means of
boosting incomes and promoting social mobility in Latin America have
raised more questions than answers: Do Latin American entrepreneurs
ascend in the income rankings faster than non-entrepreneurs of their own
generation? Do current generations experience more barriers to social
mobility than previous generations? Do entrepreneurs from different
social origins face different prospects for mobility? Should public policy
promote entrepreneurial activity in order to increase social mobility and
further the possibilities of advancement for the lower classes?

Entrepreneurship is often seen as a vehicle for upward social mobil-
ity, especially for the middle class. Countries strive to support a vigorous
middle class under the assumption that middle-class values and attitudes
are often conducive to investing and innovating. However, the alleged
entrepreneurial spirit of the middle classes is debatable and in apparent
contradiction to the fact that more entrepreneurs come from the upper
classes.

Similarly, although public policies often encourage entrepreneurship as
a means of creating employment and promoting growth, the effectiveness
of such policies is far from proven. This is especially true in developing
countries, where entrepreneurship may be the only recourse for many
workers facing labor markets characterized by high informality. In these
countries, some of the observed entrepreneurship may be a response to
taxes on formal employment and implicit subsidies to informal activity.
A proliferation of (mostly small) firms may be interpreted as a sign of
“strong entrepreneurship,” but may only reflect deep distortions that
misallocate resources and induce productivity losses.

Entrepreneurship in Latin America: A Step Up the Social Ladder?
addresses these questions by combining the literature on entrepreneurship
and new developments in the analysis of the middle class and social mobil-
ity. Several country studies portray a kind of entrepreneurship that bears
little resemblance to the Schumpeterian hero who contributes to growth
and development. The book paints a picture of a small and heterogeneous
group that, though more mobile than employees, faces higher income
volatility.

xvii



Xviii FOREWORD

This analysis provides interesting insights into the limits of policies
to promote entrepreneurship as a vehicle for social mobility across het-
erogeneous segments of society. Promoting entrepreneurship may be a
way to foster job creation and innovation for social mobility, but it may
also induce into entrepreneurial occupations many people who could be
employed more productively as salaried workers in formal firms.

The dilemma in designing policies to promote social mobility and reduce
inequality is whether to focus on policies that benefit specific sociodemo-
graphic groups or on policies that facilitate mobility in general. The book
argues for a level playing field for lower- and middle-class entrepreneurs,
but defends the need to combine more general policies to facilitate firm
creation and growth, such as reducing the costs of doing business, improv-
ing the functioning of labor and credit markets, and strengthening social
capital.

This book will be very useful to policy makers committed to encourag-
ing social mobility and will provide a realistic assessment of how far that
objective can be reached by promoting entrepreneurship.

Santiago Levy

Vice President, Sectors and Knowledge
Inter-American Development Bank
August 2013
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Overview and Policy Implications

Andrés Solimano

Entrepreneurship is a critical process in a dynamic capitalist economy. It
generates new productive capacities, processes, and goods; promotes inno-
vation; and fosters employment creation, growth, and development. At
the same time, distorted patterns of entrepreneurship can lead to resource
misallocation and low productivity.

Entrepreneurship is an important and fascinating topic. It cuts across
many disciplines, including psychology, the theory of production, labor
economics, talent economics, risk theory, and public policy. The proto-
typical view depicts entrepreneurs as ambitious, competitive, creative,
independent-minded individuals with the courage to undertake new
endeavors in uncertain contexts: the ideal of competitive capitalism.
Business school literature focuses on complex practical themes, such as
the objectives and skills of the entrepreneur, the core strengths of the
firm, the devising of strategic and business plans, and the discovery of
opportunities, market niches, and financing possibilities.

From a public policy perspective, it is desirable that entrepreneurs
come not only from rich elites but also from middle-class and low-income
groups, creating broader opportunities to realize the hidden productive
potential of individuals at all levels of society. The promotion of entrepre-
neurship is envisaged as a way to foster upward social mobility and boost
economic dynamism and productive transformation.

However, entrepreneurial traits—such as a propensity to envision
opportunities, mobilize resources, take risks, and innovate—are not widely
distributed in the general population. Entrepreneurs as a group represent
a small proportion of the economically active population, although the
impact of successful entrepreneurship can be quite large.
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Historically, the middle class was a main source of entrepreneurship
in the development of capitalism in England and other countries. Landed
aristocracies in decline gave way to an up-and-coming segment of the
entrepreneurial middle class centered in urban areas. In contemporary
times, major breakthroughs in technological innovations with large
market potential (such as the development of software and emblematic
products such as Google and Facebook) have been carried out by young,
educated individuals operating independently in small-scale firms. The
extent to which this largely spontaneous process can be replicated in dif-
ferent places and contexts remains an open question.

At the same time, these success stories coexist with a very different kind
of entrepreneurship that is widespread in Latin America and other parts of
the developing world. “Necessity entrepreneurs” launch their own business
not by choice, but by necessity: the need to earn a living when other options,
such as wage employment, are lacking. They often operate in the informal
sector. Their ventures have low levels of technology and earn a rate of return
equivalent to that of a relatively modest salaried job, but entrepreneurs face
more risks than employees in the formal sector. The distance between the
idealized bold, innovative, and daunting entrepreneur described by econo-
mist and political scientist Joseph Schumpeter! and the numerous modest
entrepreneurs of the developing world is striking. In practice, entrepreneur-
ship is a very heterogeneous segment of the economy, and entrepreneurs are
a heterogeneous segment of the population. This makes the support of entre-
preneurship and entrepreneurs a potentially elusive target of public policy.

Public policies, if properly designed, should aim to exploit synergies
between educational capabilities, family background in households with
an entrepreneurial tradition, and the quest for independence and a drive
to undertake productive projects. Many policy makers around the world
are also driven by the goal of promoting a growing middle class, which
is viewed as a source of political moderation, social stability, and, as this
book will show, entrepreneurial capacities and the associated upward
social mobility. For these reasons, public policies in Latin America and
elsewhere that seek to promote entrepreneurship should aim to engage the
middle class and the lower parts of the income distribution.

Overview of the Book

This book looks at the potential but also the limits of policies to promote
entrepreneurship as a main vehicle for social mobility across broad social
segments of society as well as steps to remove the resource constraints
that hamper entrepreneurship in areas such as credit markets and educa-
tion. This volume assesses the relevant literature on entrepreneurship and
connects it with new developments in the analysis of the middle class and
social mobility.



OVERVIEW AND POLICY IMPLICATIONS S

Chapter 2 undertakes a review of the economic literature on entre-
preneurship and relates it to the economic and sociological literature on
middle class and social mobility. Andrés Solimano examines some main
theories of entrepreneurship and evaluates their relevance and validity
for promoting growth, development, and social mobility. The underlying
focus is the Latin American and Caribbean region, although some of the
issues can be of more general validity for both advanced and developing
countries.

Chapter 3 describes Latin American middle-class entrepreneurs and
their firms. Hugo Kantis, Juan Federico, and Luis Trajtenberg draw from
surveys designed to study the entrepreneurial process of dynamic new
ventures in selected Latin American countries (Argentina, Brazil, Chile,
Ecuador, El Salvador, Mexico, and Peru) as well as selected countries
from other regions (East Asia and Mediterranean Europe). Although the
samples are small and not representative of the entire population of entre-
preneurs, the surveys provide many insights into the circumstances and
conditions affecting middle-class entrepreneurship.

From the outset, Latin American middle-class entrepreneurs have fewer
resources and skills than upper-class entrepreneurs, who tend to have had
more exposure to business experience at an early stage, from both their
parents and families and their university education. Likewise, in comparison
with middle-class entrepreneurs from other regions, Latin American middle-
class entrepreneurs are less exposed to the business world and to entrepre-
neurial role models. As a result of their lack of exposure, they tend to rely
on a support network that is poorly qualified for entrepreneurial activities.
Moreover, start-up financing is more difficult to obtain in Latin America.
This adds to the lack of dynamism exhibited by firms created by middle-
class entrepreneurs in Latin America compared to those in other regions.

The role played by entrepreneurship in fostering intergenerational
social and economic mobility is the topic of chapter 4, by Viviana Vélez-
Grajales and Roberto Vélez-Grajales. They concentrate on Mexico, draw-
ing on the Mexican Social Mobility Survey 2006. Although it is not a
longitudinal survey, it provides information about the social origins and
living conditions of the parents of the respondents. On this basis, the study
constructs wealth measures to assess social and economic mobility across
generations and wealth persistence over time.

The authors conduct three main exercises. First, they analyze whether
entrepreneurs experienced greater upward social mobility than the self-
employed or employees. Second, they use discrete-choice econometric
(probit) models to identify whether certain characteristics are the main
determinants of the decision to become an entrepreneur. Third, they esti-
mate the effect of entrepreneurial activity on income, using the propensity
score matching method.

The results support the hypothesis that entrepreneurs have more
options for upward social mobility than employees and the self-employed.
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However, this result is conditional on the socioeconomic characteristics of
the parents. It is more difficult for entrepreneurs from lower-class fami-
lies to move up the socioeconomic ladder than for entrepreneurs from
middle- or upper-class families. In addition, the probability of becoming
an entrepreneur increases when the respondent’s father was also an entre-
preneur (there is a strong role model effect). Father’s occupation turns out
to be a more important explanatory factor than initial wealth or educa-
tion. Thus a family-transmission effect of occupational values (to become
an entrepreneur) seems to be operating. Finally, the authors find that the
mean effect of entrepreneurial activity on income is positive and larger
for entrepreneurs with parents from the extremes of the income spectrum:
either the lower or the upper class.

The role of values in shaping the choice of becoming an entrepreneur
is further pursued in chapter 5, by José Anchorena and Lucas Ronconi.
The chapter presents a rich collection of facts and statistical analysis
about entrepreneurship in Argentina. As in Mexico, the probability of
becoming an entrepreneur is substantially higher for individuals raised
in families headed by entrepreneurs: more specifically, the probability is
15.8 percentage points higher if the parents were owners of a firm, while
it is only between 1.5 and 6.3 percentage points higher if the parents
were rich.

Since this result suggests that family values are more important than
parental wealth in the choice of entrepreneurship, the authors analyze the
extent to which Argentine society supports entrepreneurial values. For
that purpose, they use the World Values Survey, a data set with more than
50,000 interviews in more than 50 countries. A main question investigates
“qualities that children can be encouraged to learn at home.” Respondents
can choose up to 5 of 10 alternatives: independence, hard work, feeling of
responsibility, imagination, tolerance and respect for other people, thrift
(saving money and things), determination and perseverance, religious
faith, unselfishness, and obedience. The authors compare the set of values
prevalent in Argentina with those in other countries in Latin America
(Brazil, Chile, Colombia, Mexico, Peru, and Uruguay) and resource-rich
nations such as Australia and New Zealand. They find that Argentine
society has values better aligned with entrepreneurship than the rest of
Latin America. According to the authors, Argentine society promotes
seven values supportive of entrepreneurship: higher responsibility, higher
tolerance or respect, higher independence, lower obedience, lower reli-
gious faith, lower thriftiness, and higher imagination. However, while
Argentine society may promote entrepreneurial values, it does so less than
some successful economies that are abundant in natural resources, such as
Australia and New Zealand.

Anchorena and Ronconi note that the share of entrepreneurs in the
economically active population in Argentina decreased from a peak of
13 percent between 1989 and 1992 period to a historic low of about



OVERVIEW AND POLICY IMPLICATIONS 7

8 percent in 2011. They hypothesize that this may be partly due to pub-
lic employment policies that have attracted potential entrepreneurs to
bureaucratic positions in government, especially during the 2000s. To
test this hypothesis, they assess the statistical relationship between public
employment and entrepreneurship across 32 urban areas between 2003
and 2010. They conclude that the increase in public employment (0.9 per-
cent of the economically active population) is responsible for a reduction
of approximately 6 percent in the initial stock of entrepreneurs, implying
a large crowding-out effect. Public employment crowds out entrepreneurs
who are somewhere in the middle of the “quality” spectrum—that is, not
the most or the least dynamic entrepreneurs, but people who would have
started a small and informal firm and eventually would have hired some
workers, were it not for public employment.

While family background and values strongly influence the decision
to be an entrepreneur, support networks are essential for the survival
and growth of very young entrepreneurial projects. In chapter 6, Xavier
Ordeniana and Elizabeth Arteaga explore the role that social capital
plays in the dynamism of firms in Ecuador. They use data from their
own survey of entrepreneurs, combined with secondary data from several
official sources, as well as from opinion surveys conducted by private
organizations.

While the problems facing upper- and middle-class entrepreneurs are
remarkably similar, the resources accessed to solve them are not. Although
Ecuadorian entrepreneurs in general are supported by relatively weak
networks, middle-class entrepreneurs resort to external support more
than upper-class entrepreneurs (60 and 49 percent, respectively) and rely
substantially more than their upper-class peers on a variety of resources,
including friends and family, suppliers and customers, other entrepre-
neurs, business associations, and universities. Upper-class entrepreneurs
make more use of two sources: work colleagues and consultants. But most
of the resources used by entrepreneurs seem to make little difference in the
outcomes of their business. Only those resources associated with a close
network of support (friends, family, and colleagues) increase the probabil-
ity that a nascent firm will become dynamic.

Public Policy Implications

The research contained in this book has important implications for public
policies that seek to promote entrepreneurship in society. A set of reason-
ably well-designed public policies should answer the difficult question
of what exactly should be promoted. Is it productive entrepreneurship,
personal economic autonomy, business creation and consolidation, econo-
mywide growth, innovation, employment generation, or a combination of
all these factors?
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Making Trade-offs

Two critical characteristics of entrepreneurial activity documented in this
book matter when formulating public policies to promote entrepreneur-
ship. The first is the relatively small numbers of entrepreneurs in the
economically active population. (Of course, the impact of this minority
activity can be high.) The second is the heterogeneity of entrepreneurial
activity.

As mentioned, entrepreneurial traits—such as a propensity to envision
opportunities, mobilize resources, take risks, and innovate—are not widely
distributed in the population at-large. Therefore, pro-entrepreneurial
policies will not be mass policies, in spite of their apparent objective of cre-
ating a majority of entrepreneurs in the population and extending the reach
of “popular capitalism” to the middle and lower classes. The wide range
of entrepreneurship, including a small group of large-scale entrepreneurs
with access to credit, technology, and market and innovative capacities and
a much larger group of small and medium entrepreneurs and micro “neces-
sity entrepreneurs” with much less access to these capabilities, makes the
targeted segment—the entrepreneur—potentially diffuse, elusive, and very
heterogeneous.

These considerations highlight the various trade-offs implicit in the
objectives of policies that aim to promote entrepreneurship. For example,
entrepreneurial policies that seek to promote economic autonomy, employ-
ment, and income generation may collide with entrepreneurial policies
that aim to promote objectives such as innovative capabilities, new prod-
ucts, new technologies, and economywide economic growth. The first type
of policies seek to support micro, small, and medium entrepreneurship
in activities that have low technological sophistication but a capacity to
generate employment and to provide the means of economic survival for
those who are out of the reach of social protection policies. The second
set of policies may support technological entrepreneurs and larger-scale
entrepreneurship.

Should public policy tilt toward middle- and lower-class entrepreneur-
ship, making the social origin of the entrepreneur a valid criterion for
entrepreneurial policy? Some argue that promoting middle-class entre-
preneurial policy can ultimately be a misguided policy. A similar argu-
ment could be extended to policies oriented to promote lower-class
entrepreneurship.

The arguments against directly promoting lower- and middle-class
entrepreneurship can be evaluated on at least two accounts. First, foster-
ing entrepreneurship in the middle- and lower-income segments of society
may be a compensatory policy that helps to level the playing field of
general entrepreneurship in view of the fact that entrepreneurs who do
not come from high-income families often start from disadvantageous
conditions with respect to resources such as education, parental support,
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role models, and financing. Policies must ensure that an entrepreneur’s
functioning and capabilities (in Amartya Sen’s sense)” are turned into
actual realizations by providing supportive factors such as training and
financing.

Second, public policy can help to democratize entrepreneurship when
markets are dominated by a few big players that impede the entry and
competition of small and middle-size participants through de facto bar-
riers, such as their superior access to funding, economies of scale, better
technologies, and greater capacities to lobby policy makers.

Establishing Clear Guidelines and Operational Criteria for
Sound Policy

Once an agreement is reached on the need to have some entrepreneurial
policy that cuts across individuals from different social classes and ethnic
backgrounds—and does not cater only to entrenched, upper-class entre-
preneurial elites—it is important to develop clear guidelines and opera-
tional criteria to design and evaluate the type of entrepreneurship that is
desired. Reasonable criteria for such entrepreneurial policy can include the
contribution of entrepreneurship to firm creation, productivity, innova-
tion, employment generation, lower- and middle-class incomes, resource
mobilization, and export orientation.

Building on Role Models

The studies on Argentina, Ecuador, and Mexico included in this book
suggest that policies should take into account and exploit the importance
of role models for encouraging entrepreneurship. These role models often
come from parents, but they also may come from outside the family.
Dynamic entrepreneurs like Bill Gates and Steve Jobs, to name just two,
are role models for new generations of entrepreneurs.

Lowering the Costs of Doing Business

In recent years, the concepts of the “cost and ease of doing business”
have been advanced and empirically assessed to consider obstacles to
entrepreneurship and business creation and consolidation. This line of
work highlights the importance of investment climate and regulations as
a key set of considerations for investment and entrepreneurship. Since
2003, the World Bank Group has been publishing an annual report called
Doing Business that surveys a vast array of countries spanning a wide
range of income levels per capita and stages of development. In 2011 the
report included 182 countries (World Bank 2010). The report gauges
measures such as time, number, and costs devoted to complying with



10 ENTREPRENEURSHIP IN LATIN AMERICA

regulations and focuses on variables such as the requirements for starting
a business, dealing with construction permits, employing workers, reg-
istering property, getting credit, protecting investors, paying taxes, trad-
ing across borders, enforcing contracts, closing a business, and getting
electricity.

In general, the rankings on ease of doing business are closely correlated
with a country’s income per capita. Typically, these rankings are led by
high-income Organisation for Economic Co-operation and Development
(OECD) nations and trailed by South Asian countries, followed by Sub-
Saharan African economies. The countries in the Latin American and
Caribbean region are often in the lower middle of the ranking. The report
also regularly updates progress made by countries in reducing red tape and
simplifying regulations. These reforms take place in very different coun-
tries, without a clear pattern related to level of development.

The studies in this book confirm that red tape and bureaucracy are cer-
tainly external obstacles to entrepreneurship—although they are not the
full story. Reforms in some Latin American countries to make it easier to
create a firm are a step in the right direction. Reducing the time and cost
of legally incorporating a firm will favor the creation of new enterprises.
In several Latin American countries, the cost of closing a firm and going
out of business is often high due to the stringent bureaucratic procedures
to stop a firm from operating. Policy makers must keep in mind that when
the costs of exit are high, the entry of firms is also penalized. Impeding
the process of creating and closing a firm can be harmful to entrepreneur-
ship. Bankruptcy procedures should be reviewed. The high pecuniary and
legal costs of bankruptcy procedures that prevail in several countries in
the region tend to impede the reallocation of resources after a business
has failed. In addition, the social stigma of bankruptcy seems higher in the
Latin American culture than in Anglo-Saxon cultures. Programs aimed
at easing the registration and formalization of small firms may not just
facilitate entrepreneurship but also raise the effectiveness of economic and
social programs in general.?

Building Entrepreneurial Capacities

The studies in this book, as well as the literature surveyed in chapter 2,
show that an important obstacle to entrepreneurship is a shortage of
capacities among many entrepreneurs and managers to manage human
resources, technology, and cash flows properly. These obstacles are par-
ticularly acute for middle- and lower-class entrepreneurs. Although, as
chapter 6 on Ecuador shows, middle-class entrepreneurs may have better
access to a variety of forms of social capital than their upper-class entre-
preneurs, the effectiveness of that support is far from guaranteed. This
finding suggests the need to level the playing field by designing entrepre-
neurial policies oriented to help entrepreneurs to strengthen their firm’s
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internal capacity to manage the enterprise. Furthermore, it may call for
further efforts to make postsecondary education not only more accessible
but also more relevant.

The role of education and training in nurturing entrepreneurship is an
important but largely unresolved topic. Developing the skills needed to be
an entrepreneur through the education system may help to compensate for
disadvantages associated with social origin at the beginning of the entre-
preneurial career. However, in many developing countries, access to the
education system is strongly correlated with the socioeconomic level of the
student. Without reform, the education system will tend to perpetuate—
rather than correct—existing inequalities of income and wealth and is
unlikely to contribute to democratizing entrepreneurship.

If university-level training in entrepreneurship is pursued, then it is
important to engage public universities in this effort, since middle- and
low-income students are more likely to attend public universities than
private universities. Universities in Europe and North America have been
increasingly promoting courses and master’s programs oriented to nurture
and provide tools for effective entrepreneurship. These programs seek to
differentiate themselves from the standard master’s in business adminis-
tration degrees that are oriented to produce managers and not necessarily
entrepreneurs. This trend has started to spread to Latin America, with a
proliferation of short courses and diplomas catered to fostering el empren-
dimiento (entrepreneurship) as the new mantra for growth and develop-
ment. It is important to ensure that training and education efforts are in
line with the vocation and interests of the students and that appropriate
systems for detecting and nurturing entrepreneurial traits are developed.

Beyond the formal education system, small business assistance pro-
grams and active labor market programs (which may or may not be run
by government entities) often include training components aimed at devel-
oping the skills of potential entrepreneurs who may have previous labor
market experience but insufficient formal education. Unfortunately, there
is a dearth of knowledge on how to design effective training programs in
this context, given the diversity of experiences and the lack of experimen-
tal design for evaluating them.*

Improving Financing

Beyond education and training, it is important to consider carefully what
empirical studies indicate are the main constraints and obstacles facing
entrepreneurs, particularly those with a middle-class and lower-class fam-
ily background. The lack of financing is an almost perennial obstacle that
faces entrepreneurs who do not come from an upper-class background as
well as the children of the affluent who do not automatically inherit the
wealth and contacts of their parents. Many funding schemes offered by
public banks and second-tier commercial banks are far from a resounding
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success in Latin America and other parts of the world. Nonetheless, some
positive examples exist, and lessons from success and failure should be
considered to improve financing options. Public policy can focus on secur-
ing external financing for the firm and connecting demand and supply in
the credit market. Policies to monitor the cost of credit in markets and
address the lack of financial education that many poor and middle-income
entrepreneurs face are essential in markets plagued by asymmetrical infor-
mation and unethical lending practices.

Strengthening Management within Firms

Studies also show that deficits in attracting and managing human
resources, securing clients, managing new technologies, and improving
accounting and financial management are all internal factors that impede
entrepreneurship.

Improving Networks

Studies also identify the growing importance played by networks and fam-
ily, friends, and community institutions in overcoming these obstacles and
paving the way for sound and vibrant entrepreneurship at all social levels.
Promoting social capital and facilitating communication and networking
can have a significant payoff.

Topics for Further Research

Since the study of entrepreneurship cuts across different fields of knowl-
edge, expanding the interdisciplinary vistas of the topic can be rewarding.
Inviting dialogue and joint research among business experts, economists,
psychologists, venture capitalists, talent specialists, and experts in the
labor market and industrial relations could yield important insights.
Basic issues such as the definition and measurement of entrepreneur-
ship and the middle class need work. The use of proxies such as measures
of ownership, self-employment, size of the firm, and business creation
to gauge entrepreneurship demonstrates that the topic is still in an early
phase from an empirical viewpoint.’ In turn, the lack of longitudinal stud-
ies in Latin America for tracking the family and occupational history of
individuals over long periods of time limits the study of entrepreneurship
in Latin America and other developing regions. The studies in this book
feature empirical methods that overcome this lack of longitudinal data.
More research is needed in areas such as the values of the entrepre-
neur. The classic depiction of a frugal individual willing to postpone
consumption and endure sacrifices to make his or her vision of a busi-
ness a reality may remain valid, but the role of sophisticated capital
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markets and family inheritances changes the picture somewhat. Another
area for more analysis is to compare the role of generalization and
the capacity to multitask with the role of specialization and technical
knowledge.

The theme of how to manage risk and embark on productive ventures
in uncertain contexts remains a critical topic. More work is needed in
understanding and measuring the intergenerational transmission of values
at the family level, given the importance of parental and family roles
in the propensity for entrepreneurship. It is also important to study the
importance of role models outside the family in shaping entrepreneurship.

Understanding the gender component of entrepreneurship is an impor-
tant emerging subject. Entrepreneurship is strongly biased toward males
in Latin America. The influence of family factors, exclusion patterns, and
female participation rates in the labor force in shaping the role of women
in entrepreneurial activities needs to be better understood.

More work is needed on occupational dynamics and their impact on
social mobility. A sequence of employee first and entrepreneurship later
often prevails, with a switch from employee status to entrepreneurial sta-
tus sometime between the ages of the late 30s and early 40s. More needs to
be known about how robust this age threshold is to changes in occupation
over time and in different places. The influence of age on the ability to take
risks is an interesting but largely neglected topic. A similar question can be
asked about the influence of class and ethnic background on the tolerance
for risk taking and entrepreneurship.

The growing importance of information technology in business man-
agement and the importance of networks for gathering a client base and
recruiting human resources are new areas of investigation.

The influence of cities, location, and international mobility of talent
on entrepreneurship is a critical topic. Most entrepreneurial activity takes
place in cities, rather than in isolated places, but there are important
differences in entrepreneurial concentrations across cities of relatively
similar size. The concepts of “ecosystems,” “bottom-up innovation,” and
“clustering” in the literature all indicate the importance of favorable con-
texts, interdependence, location, decentralization, and spontaneity in the
entrepreneurial function. The role of the consumer base, access to human
resources, availability of inputs, and supply of entrepreneurial capacities
are all dimensions in the growth of cities that point to a dynamic, mutually
causal interaction between cities and entrepreneurship.

The international mobility of talent is a critical feature of globalization,
and part of this pool of talent engages in entrepreneurial activities (see
Solimano 2008). International differences in regulatory policies, ease of
doing business, immigration regimes, availability of credit and venture cap-
ital, and growth prospects are all factors that affect the international allo-
cation of entrepreneurship among nations. The role of the Latin American
region in this new landscape is an important topic for further research.
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Notes

1. Schumpeter ([1911, 1934] 1989, [1949] 2000). For more on his views, see
chapter 2 of this volume.

2. Sen (19835). Sen’s capability approach focuses on what individuals are able
to do. The emphasis is not only on how human beings function but also on their
ability—that is, the practical choice—to function in important ways if they so wish.
The approach emphasizes functional capabilities, including the ability to engage in
economic transactions.

3. An anonymous referee pointed out that, in Brazil, the Brasileiro de Apoio
as Micro e Pequenas Empresas (SEBRAE) initiative called Emprendedor Individual
(Individual Entrepreneur), which started in 2009, has formalized more than
2.5 million microentrepreneurs in three years.

4. These programs are found in the United States and many European countries
as well as in the developing world. Partly as a result of data limitations and the lack
of experimental design in program evaluations, few studies for the United States are
able to identify any causal relation between small business assistance programs and
business creation or other outcomes (Sanders 2002; Gu, Karoly, and Zissimopoulos
2008). A revision by the World Bank of 13 evaluations of microenterprise and self-
employment assistance programs (most of which included a training component)
concludes, “These programs can provide effective support for the small minority of
unemployed workers who are interested in starting their own business. However ...
some evaluations show negative or insignificant effects ... Much more evaluation
needs to be taken to understand the impacts of [these] programs ... particularly
in the case of transition and developing countries” (Betcherman, Olivas, and Dar
2004). More specific evidence for Romania indicates that self-employment and
small business assistance programs help to improve participants’ economic out-
comes (Rodriguez-Planas 2010; Rodriguez-Planas and Jacob 2010). Although these
programs seem to foster upward mobility, they also “cream off” the most qualified
candidates, implying that their ability to level the playing field is somewhat limited.

5. See discussion in chapter 2, especially box 2.1.
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Entrepreneurship, the Middle
Class, and Social Mobility:
An Overview of Literature

Andrés Solimano

Studies on entrepreneurship, the middle class, and social mobility often
run in quite separate directions. Entrepreneurship is seen as a dynamic
process of business creation and destruction and is therefore linked to the
process of economic growth. However, entrepreneurship has not always
been given a central role in economic analysis that is dominated by theo-
ries of the production process. Instead, the main role has been given to
the mechanical accumulation of capital and labor, with little attention
to the fundamental entrepreneurial process of organizing production,
envisioning opportunities, mobilizing factors of production, and linking
them with credit and product markets—all in a context of uncertainty
and risk.

The literature on the middle class has often remained in the realm of
sociological approaches more concerned with issues of social identity and
class differentiation. Links with entrepreneurship and economic growth
have been largely neglected.

Social mobility is also a critical and dynamic process for promoting
equality of opportunity, reducing inequality, and advancing progress up
the economic ladder from one generation to the next. Yet the literature
on social mobility is scant. Integrating these various strands of thought is
needed not only to improve analysis, but also to improve public policy.
New avenues of thought are required to identify novel economic and social
mechanisms to spur economic dynamism and social equity. Economists
are rediscovering some alleged virtues of the middle class as a source of

17
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entrepreneurship, a particular set of values, consumer power, and socio-
political stability. These propositions need proper empirical verification,
using a variety of methods such as econometric testing, historical evidence,
and country and micro case studies.

More needs to be known about the nature and characteristics of entre-
preneurs and the determinants of the choice of becoming an entrepreneur,
the extent to which entrepreneurship advances social mobility, and the
influences of family background, education and values, risk taking, and
occupational choice in shaping entrepreneurship. This chapter reviews the
main issues and accompanying literature on the subject of the middle class,
entrepreneurship, and social mobility, with an eye toward their relevance
for public policy in the Latin American region.

Entrepreneurship

The word “entrepreneur” comes from the French verb “to undertake” and
was first used by Richard Cantillon in the eighteenth century. Cantillon
was an early writer on the functions of the entrepreneur as an agent who
deals with risk in business and production. In the nineteenth century,
British philosopher and political economist John Stuart Mill and French
economist and businessman Jean Baptiste Say, influenced by Cantillon,
elaborated on the role of the entrepreneur as an organizer of new busi-
ness, bearing risk and exerting control of the production process. German
philosopher and social revolutionary Karl Marx developed a theory of
the “capitalist” (in some sense, the equivalent of the entrepreneur), stress-
ing the role of capitalists as a new class that revolutionizes the modes of
production—and social relations along the way. Marx highlighted the
function of the capitalist factory system in combining technology and the
use of wage labor to attain profits, which could be reinvested in the search
for more profits. The discussion that follows briefly examines how differ-
ent schools of thought and thinkers have viewed entrepreneurs and their
main role in the economic process.

Neoclassical Theory of Production: Is There a Role for
the Entrepreneur?

The theory of the entrepreneur is a complex subject in economic theory.
In neoclassical economics, production and growth follow from a produc-
tion function (whose origin is rarely discussed) that offers managers,
entrepreneurs, and administrators a blueprint of economically efficient
combinations of factors of production such as labor, capital, and tech-
nology to produce goods and services. The production function, how-
ever, is ultimately a “black box.” The question of who leads, monitors,
and carries out the process of organizing production, hiring labor, and
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combining it with capital according to a blueprint of technologies is
absent or hidden. The role of the entrepreneur as an organizer and coordi-
nator of the production process and a link with goods and credit markets
is not present in the production function framework. (That is, a variable
E—say, for entrepreneur—is not a factor of production). The preferences,
skills, attitudes, and capabilities of such an organizer of production, the
entrepreneur, is absent from the model.

The Entrepreneur According to Joseph Schumpeter and
Frank Knight

The main theoretician of the entrepreneur in the twentieth century was the
Austrian American economist and political scientist Joseph Schumpeter.
The American economist Frank Knight also offered important insights on
the subject. Schumpeter developed a theory of the entrepreneur based on
a mix of direct observation, psychological theory, and economic analysis.
In his theory, the entrepreneur has a talent for combining capital and
labor and for entertaining a vision of opportunities and the prospects
for profits (see Schumpeter [1911, 1934] 1989). The critical role of the
entrepreneur is making innovations such as introducing a new good
or a new line of production or opening a market in a process of “cre-
ative destruction” in which new technologies and ways of doing business
replace the old ones. Schumpeter emphasized the peculiarities that make
the entrepreneur different from the manager, the pure inventor, and the
owner of capital: the capacity to undertake new decisions in the unchar-
tered waters of new activities, under conditions of uncertainty and risk.
A “developing” economy, in Schumpeter’s terms, is one that jumps from
one “circular flow” (equilibrium) to another driven by innovations. An
economy may be growing but is not developing if it stays in the same
(stationary) circular flow using the same technology and organization:
recall that Schumpeter’s classic 1911 book was called The Theory of
Economic Development.

Frank Knight, in turn, influenced both by the Austrian School of
Economics of Menger, Von Mises, Bohm-Bawerk, and Hayek and by neo-
classical theory, linked entrepreneurship and profits with risk and uncer-
tainty. He stressed the role of the entrepreneur and the manager as being
to organize production when the productivity of workers is unknown
and other contingencies relevant in production cannot be ascribed precise
probabilities, chiefly because of the presence of “uncertainty.” For Knight,
profit was the remuneration of risk taking, a different category than the
return on capital invested in the firm. Some interpretations of Knight
also emphasize that the entrepreneur needs the residual property right
(as owner) to exercise the function of “specializing in judgment, common
sense, and intuition as vehicles to carry productive decisions in a world of
uncertainty” (Langlois and Cosgel 1993, 460).
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Keynes’s Volatile Investors

The British economist John Maynard Keynes was interested in the
psychology of the “investor”—both in financial assets and in physical
production—as well as the context under which the investor undertakes
investment decisions. Keynes did not share Schumpeter’s almost romantic
view of the entrepreneur as the “hero of capitalism,” who, against all
odds, carries forward his vision of innovation and productive creativity.
Keynes did share with Knight (and Schumpeter) an awareness of the com-
plications that the effects of intrinsic uncertainty introduce to rational eco-
nomic calculation.! However, he depicted the investor-capitalist of the real
world more as a “casino player”: a bit of a gambler, rather than a hard-
working Puritan who would delay gratification (sacrifice consumption)
in favor of capital accumulation. Keynes coined the expression “animal
spirits” to denote human behavior driven by something more than enlight-
ened values and a rational calculation of pecuniary costs and benefits. The
original passage by Keynes (1936, 161-62) reads as follows:

Even apart from the instability due to speculation, there is the in-
stability due to the characteristic of human nature that a large pro-
portion of our positive activities depend on spontaneous optimism
rather than mathematical expectations, whether moral or hedonistic
or economic. Most, probably, of our decisions to do something posi-
tive, the full consequences of which will be drawn out over many
days to come, can only be taken as the result of animal spirits—a
spontaneous urge to action rather than inaction, and not as the out-
come of a weighted average of quantitative benefits multiplied by
quantitative probabilities. Thus, if animal spirits are dimmed and
spontaneous optimism falters, leaving us to depend on nothing but
a mathematical expectation, enterprise will fade and die.

This quote conveys two important features often ascribed to entrepre-
neurs: an urge to action rather than inaction and the role of optimism.
Keynes also stressed the point that investors are affected by herd behavior,
interdependent expectations, and changes of mood and perceptions that
lead to waves of optimism, euphoria, and manias, followed by periods
of pessimism and depression—all of which generates sharp business and
financial cycles.

The Choice to Be an Entrepreneur

There is consensus that the psychology of the entrepreneur is different
from that of the employee. The wage earner is supposed to be more risk
averse than the entrepreneur and has a lower quest for independence than
the entrepreneur and the self-employed. To achieve long-run economic
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success, it is not clear that the entrepreneur is a superior choice. A well-
educated, adept employee who can make a career in a corporation (or
move from one corporation to another) can reach a senior managerial
position that can be well remunerated and rewarding from a professional
viewpoint. In contrast, entrepreneurship is risky and not at all guaranteed
to succeed. In addition, pursuing an entrepreneurial career may have a
component of irreversibility that prevents entrepreneurs from returning to
the position of an employee; eventually, entrepreneurial paths may erode
certain capacities, such as developing reporting capacities and exercising
tolerance and patience for collective decision making, that are required for
successfully holding an employee position.?

As discussed below, empirical evidence indicates that for many indi-
viduals the choice of entrepreneurship comes after being an employee for a
while—the reverse seems to occur less frequently.? Choice-theoretic mod-
els derive rules of occupational choice depending on risk preference and
other parameters, including wage-to-profit ratios. Some authors have tried
to make endogenous the formation of preferences such as the propensity
to save, the preference for leisure and work, and the tolerance for and even
love of risk taking. The mechanism for preference formation stems from
the efforts of parents to instill their own values in their children.* In fact,
the probability of becoming an entrepreneur is higher in families in which
parents are (or have been) entrepreneurs than in households without an
entrepreneurial background.

The relationship between endowments of human capital and entre-
preneurship is also an interesting subject and not always obvious.
Entrepreneurs are not necessarily people with a high stock of formal edu-
cation (who hold a Ph.D. or a master’s degree), such as the scientist, the
expert, or the intellectual, who is usually identified with “human capital.”
Empirical studies confirm this assertion. Along these lines, Lazear (2004)
puts forward the “balanced skills hypothesis” of the entrepreneur and
tests it empirically. The basic notion is that entrepreneurs possess a varied
skill set in areas such as management, interpersonal interaction, and a
capacity to deal with financial and technical problems, while employees
and professionals are “specialists.” Using longitudinal data of top univer-
sities in the United States comprising study and employment stories of the
same individuals over time, Lazear finds that those who choose a greater
variety of subjects in graduate school and also have a more varied occu-
pational experience have a higher propensity to become entrepreneurs
than individuals who choose more specialized educational strategies and
employment experiences. See box 2.1.

Entrepreneurship and Family Background

The previous discussion underlines the role of family background,
risk attitudes, education levels, and preferences for understanding



22 ENTREPRENEURSHIP IN LATIN AMERICA

Box 2.1 Measuring Entrepreneurship

There are three main ways of measuring entrepreneurship:

o Self-employment with hired workers. Self-employment simply mea-
sures the share of people who lead their own firm. The statistics of
the economically active population typically distinguish between
owners and managers, employees, and self-employed.

® Business creation. This measure focuses on new business creation.
The World Bank Group Entrepreneurship Snapshots (WBGES), in
particular, focuses on new business creation in the formal sector. It
measures the number of newly registered firms in a given year as a
share of the total number of firms registered. Registered firms are
legal entities that can incur debts with the banking system, pay taxes,
and undertake legal transactions with other firms and the state.

o The stage of business development. This approach sees entrepreneur-
ship as a dynamic process and focuses on the stages of the process
of business creation, development, and consolidation. The Global
Entrepreneurship Monitor (GEM) uses this measure, focusing on early-
stage entrepreneurial activity regardless of formal registration. The
approach distinguishes between nascent entrepreneurship and baby
entrepreneurship; the latter is counted as the proportion of the adult
population that has been operating a business for less than 42 months.

Each of these approaches has some drawbacks. On the one hand, the
WBGES may underestimate actual entrepreneurial activity by excluding
informal sector entrepreneurship. On the other hand, the GEM method
may overestimate new business creation, since nascent firms may not
materialize and may vanish from the market.

In this book, the chapters adopt different definitions according to a coun-
try’s characteristics as shown in table B2.1.1.2

Table B2.1.1 Definitions Employed in this Book

Type of worker Term used in a chapter (if different)
Independent

Employer Entrepreneur (chapter 4)
Employer-entrepreneur Entrepreneur (chapter 5)

Self-employed

Self-employed entrepreneur Entrepreneur (chapter 5)
Pure self-employed

Employee

a. The author thanks an anonymous referee for suggesting this table.
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the formation and development of entrepreneurship. Dynastic models
tend to see persistence across generations of fathers (and mothers) and
sons (and daughters) regarding patience, time preference, demand for lei-
sure, and attitude toward work. According to these models, the parents’
propensity to be entrepreneurial tends to be inherited, to some degree, by
their children, who also seek to be entrepreneurs.’ An additional hypoth-
esis is that the children of managers of big corporations are less likely to
become entrepreneurs than the children of the owners of small firms (see
Glaeser, Rosenthal, and Strange 2009). This interesting twist underscores
the importance of small-scale firms in promoting entrepreneurship.

An empirical study by Wadhwa et al. (2009) sheds some light on these
issues. The report, based on a survey of 549 company founders mainly
in the technology sector in the United States (computer and electronics,
defense, health care, and services sector), finds that a majority of founders
of new companies (71 percent) are of middle-class background,® with a
very small percentage (less than 1 percent) coming from extremely wealthy
or extremely poor backgrounds. In addition, the average age for starting a
business is 40. Most company founders have high levels of education (over
95 percent have a bachelor’s degree and 47 percent have a more advanced
degree). Their academic performance puts them among the top 30 percent in
high school and college (with better academic performance in high school).
Company founders (entrepreneurs) generally do not initiate a start-up right
after graduating from college. They generally have previous work experience
as an employee (around six years), suggesting that the choice between being
an employee or becoming an entrepreneur may be sequential in time. Finally,
slightly more than half of them are the first to initiate a business in their fam-
ily, and their motivation to become an entrepreneur reflects a combination
of aspirations of building wealth, commercializing an idea, being their own
boss, and, when relevant, continuing a family tradition of entrepreneurship.

International Mobility of Entrepreneurs

From an international perspective, entrepreneurs can transfer their innova-
tive and wealth-creating capacities from one country to another. Historically,
the immigration of people with entrepreneurial capacities and a favorable
attitude toward risk taking contributed to business creation, resource mobi-
lization, colonization, and innovation—all factors that supported economic
growth in countries of destination. In the U.S. and European economies of
the nineteenth and early twentieth centuries, successful entrepreneurs (and
bankers)—such as Mellon, Vanderbilt, Carnegie, Rockefeller, and, more
prominently, the famous banking dynasty of the Rothschilds, with opera-
tions in London, Paris, Zurich, and other financial centers—were foreign
born or first descendants of immigrants. In Latin America, Argentina was
the main recipient of migrants with entrepreneurial skills in the late nine-
teenth century and early decades of the twentieth century. This country
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relied both on net immigration (entrepreneurs and working class), primarily
from Spain and Italy, and on capital, from England and Germany, for its
economic development, using both to mobilize its vast natural resources. In
turn, the Chinese diaspora has been an important source of entrepreneurs
in South and East Asia, as have Palestine and the Syrian Arab Republic in
South America. More recently, in the late twentieth and early twenty-first
centuries, entrepreneurial emigrants from China; India; Israel; and Taiwan,
China, have provided human resources to support the creation of high-tech-
nology industries in hardware and software in Silicon Valley in the United
States and to connect them with technological industries in their home
countries. These foreign-born entrepreneurs, many of whom came to study
in the United States and Europe before becoming entrepreneurs, have played
a critical role, both in the receiving and in the home country, in transferring
entrepreneurial talent, market connections, and new products and technolo-
gies among distant economies. Their location and mobility have helped to
develop technological industries in developing nations that have tradition-
ally been importers of high-tech goods (see Saxenian 2006; Solimano 2008).

Heterogeneity, Firm Size, Credit Constraints, and
Entrepreneurship

Entrepreneurs in Latin America and other developing regions often oper-
ate under highly differentiated productive structures. This heterogeneity
is reflected in significant differences between microenterprises, small and
medium enterprises (SMEs), and large firms in terms of capital inten-
sity, employment generation, technology development, credit access, and
export orientation. The SMEs are often viewed as important sources of
employment creation, but not necessarily of technological development.
This view can be challenged by the experience of the United States. The
U.S. Small Business Administration reports that small firms innovate more
than large firms and have a higher percentage of patents per employee
than big companies; in turn, younger firms are more likely to have more
patents per employee than older firms (Wadhwa et al. 2009).
Entrepreneurs are highly heterogeneous. The entrepreneurial profile of
Bill Gates or Michael Bloomberg is certainly different from that of an owner
of a hot dog stand in the United States or a small shop in a developing
country. Large-scale entrepreneurs with capacities to mobilize capital and
technology can have a different impact on economic activity than small
entrepreneurs. The urban economist Edward Glaeser (2007) makes the sim-
ple but important point that the number of firms in an industry or a city is an
important consideration for assessing levels of entrepreneurship (and capac-
ity for employment growth as well). If a given level of employment is dis-
tributed among a larger number of firms, then the number of firm leaders or
entrepreneurs per worker must be higher. This suggests that countries with
relatively larger SME sectors must have a higher degree of entrepreneurship.
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An interesting empirical result in the regressions reported in Glaeser (2007)
is the negative relationship between the average size of firms and employment
growth. This result is statistically significant for a sample of 533 firms in the
United States. It is common to think of an inverse relation between firm size
and employment levels, but the regressions also identify the relation in terms
of employment growth. The study, and other empirical work, indicates that
entrepreneurship and employment growth seem to go hand in hand.

An important difference between large and small companies is the nature
of the restrictions they face. The financial markets generally operate with
asymmetric information between credit suppliers and loan applicants as
to their repayment capacity and the economic viability of companies. This
point was raised years ago in a seminal paper by Stiglitz and Weiss (1981),
which showed that increasing the cost of credit (raising interest rates) could
be an inefficient mechanism for sorting out good and bad debtors.

The balance sheet and financial information of smaller companies are
usually less developed and systematized than those of larger companies.
This lack of information inhibits banks from making loans to smaller
companies and encourages them to concentrate on a portfolio of larger
companies. Another factor along these lines is the size of credit operations.
If banks want to serve small and medium companies, they must reduce
the size of their loans: they must divide the fixed costs of collecting infor-
mation and analyzing clients among numerous smaller operations. This
makes it less profitable for banks to extend credit to smaller companies.

The result is often a chronic lack of access to working capital and
investment funding for SMEs. Small entrepreneurs must face this hurdle,
which tends to discourage entrepreneurial activity. In addition, they often
face other handicaps, including disadvantages in accessing inputs, delays
in receiving payment from providers of inputs and buyers of final prod-
ucts, lower technological development, and more time spent dealing with
the bureaucracy to obtain permits and licenses. To top it off, their manage-
rial capacities are often limited.

The Social Origins of the Entrepreneur and
the Middle Class

Business and economic historians have highlighted the middle-class ori-
gins of the entrepreneur in the historical context of nineteenth-century
capitalism in England. The emerging middle class or “bourgeoisie” was
seen as different from the landed aristocracy who lived off the rent on land
holdings. The new entrepreneurial class was interested in making profits
in industrial production organized around the capitalist factory, using
wage laborers rather than craftsmen (as before the Industrial Revolution).
The social origin of the entrepreneur in nascent capitalism came more
from the middle class than from the aristocracy or landed elite.
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The tradition of tracing the social class origin of the entrepreneur has been
largely lost in economic analysis.” Nonetheless, interest seems to be grow-
ing in reappraising the social background of entrepreneurs, using broader
definitions of the middle and lower classes in the context of developing
countries and emerging economies, including the Latin American region.

In Latin America, “necessity entrepreneurship” is widespread. People
who cannot find a job as an employee or worker in the formal sector of
the economy choose to engage in independent “entrepreneurial” activi-
ties as a strategy of economic survival rather than as a rational choice
among alternative occupations. These people often come from the lower
segments of the middle class; many others are poor. They often operate
in a context of informality. This issue is discussed further later in this and
the next chapter.

With regard to social class, entrepreneurs may come from the eco-
nomic elites, from the middle class, and from the lower class and the poor.
This underscores the heterogeneity in their scale of operations, family
background, education levels, wealth, values, and attitudes. A critical
question is the extent to which class background affects the decision—or
the necessity—to become an entrepreneur. In turn, defining a social class
is not an easy matter. Karl Marx, for example, defined social classes in
terms of the relation of people to the “modes of production,” a concept
that entailed social relations, technology, and patterns of ownership of
the means of production (feudalism, capitalism, and socialism are all
economic systems and modes of production).®

Max Weber, writing in early twentieth century, shared Marx’s notion
that social classes were important and determined largely by their role
in production and the ownership of productive assets. However, Weber
created a more complex concept of social class, in which prestige, status,
occupation, and mobility played an important role. For Weber, social class
was the main determinant of individuals’ “life chances”: their capacity to
enjoy a good, secure, prestigious, and enjoyable lifestyle or, in contrast, a
life of hardship, insecurity, and anonymity.

Modern analysis of stratification and social class (see Gilbert 2008) is
eclectic and uses the insights of Marx, Weber, and others. Stratification
and class analysis tends to use a multivariable approach in which income,
occupation, education level, status and prestige, values, worldview, and
lifestyle are used to define social classes.

The Middle Class: The Economic Perspective

For a long time, economists had forgotten and even dismissed class analy-
sis. However, the last decade witnessed a resurgence of interest in the sub-
ject and renewed vitality in analysis of the middle class. The Massachusetts
Institute of Technology (MIT) economist Lester Thurow, in the mid-1970s,
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did somewhat pioneering work on the middle class in the context of the
U.S. economy. At that time, the U.S. economy was hit by a combination of
higher inflation and supply shocks (stagflation) that squeezed the prospects
of a rising middle class accustomed to steady prosperity in the three decades
following the end of World War II. Thurow stressed the importance for cap-
italism and democracy of having a strong middle class. He cautioned that
the rise of lower-paying jobs in the United States was a sign of economic
polarization and that the eventual shrinking of the middle class would have
adverse consequences for social cohesion. These trends were reinforced
in subsequent decades by higher inequality, stagnant median wages, and
middle-class indebtedness. Thurow used an income metric and defined
middle class as persons between 75 and 125 percent of median income.

In the early 2000s, Thurow’s arguments were taken up in the context of
international development by Birdsall, Graham, and Pettinato (2000) and
by Easterly (2001). Later in the decade, Solimano (2009), using a sample
of 130 countries, looked at cross-country correlations between the relative
size of the middle class and variables such as income per capita, inequality
(measured by the Gini coefficient), size of the state, share of SMEs, and an
index of democracy.’

Easterly (2001), basing his conclusions on panel regressions, argues
for a “middle class consensus” showing that a higher share of income for
the middle class (and lower ethnic polarization) are empirically associated
with higher income, higher growth, more education, and other favorable
development outcomes. According to Easterly, countries with a middle-
class consensus are “fortunate societies” because they have “higher levels
of human and infrastructure capital accumulation” (Easterly 2001, 24).
Such countries also “have a higher level of income and growth.... And
because they have more human capital and infrastructure accumulation,
they have better national economic policies, more democracy, less politi-
cal instability, more ‘modern’ sector structure, and more urbanization”
(Easterly 2001, 29).

A caveat here is the need not to jump from correlation to causality.
While it is a well-established empirical fact that advanced economies with
higher per capita incomes and good levels of social cohesion also have
a large middle class, it does not necessarily follow that the middle class
causes these positive outcomes (see Solimano 2009).

Entrepreneurial and Other Roles of the Middle Class
in the Development Process

The new interest in the middle class is closely linked to the contribution
that the middle class can make to the development process, public policy,
and the stability of democracy. At least three roles of the middle class are
evident. The first highlights entrepreneurial capacities.
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The Middle Class as a Source of Various Types of
Entrepreneurs (Supply Side)

As mentioned, the identification of the middle class as a source of entrepre-
neurial activities has an historical root. Before the Industrial Revolution in
England, the dominant landed aristocracy was considered as a low-saving,
low-investing segment of the population who preferred leisure to hard
work, risk taking, and entrepreneurship (see the summary of these views
in Doepke and Zilibotti 2008).

A somewhat similar theme, in the American context of the late nine-
teenth century, was developed by Thorsten Veblen in The Theory of
the Leisure Class (1899). Veblen stressed the propensity of economic
elites to prefer conspicuous consumption and leisure over hard work
and savings. In that sense, the leisure class was not an entrepreneurial
class. Max Weber ([1905] 2001) noted the influence of an emerging
capitalist class influenced by a Protestant ethic more oriented to saving
(a lower time preference), hard work, and a willingness to take risks.
This new entrepreneurial middle class, in his view, tolerated delayed
gratification in order to save and accumulate capital, earn profits, and
ascend in the social hierarchy. This new set of values—the “spirit of
capitalism”—would be embedded in the patterns of behavior of this new
bourgeoisie. In modern times, with developed capital markets and avail-
able credit, in principle, entrepreneurs would not need to be strong savers
to finance their productive ventures with their own resources. However,
the presumed efficiency of modern capital markets to offer credit to all
who need it must be qualified. Small and medium entrepreneurs often
face much tighter credit constraints than large firms and well-connected,
large-scale entrepreneurs. The rise of the venture capital industry has
somewhat filled this gap for start-ups, a niche that commercial banks are
reluctant to enter.!”

The identification of the middle class with (idealized?) entrepreneurial
values of thriftiness, hard work, and delayed gratification must be quali-
fied,!! as the “middle class” is a heterogeneous segment of the population
that includes individuals with different values within the same class. For
example, the middle class contains several occupational categories, such as
entrepreneurs, self-employed, and employees. Members of each category
have different attitudes and preferences toward risk.'? In addition, within
the entrepreneurial segment of the middle class, two kinds of entrepreneurs
coexist: “opportunity entrepreneurs” and “necessity entrepreneurs.”

An empirical study of 13 low- to middle-income countries provides
evidence of the pervasiveness of necessity entrepreneurs in the develop-
ing world (Banerjee and Duflo 2008). The typical middle-class entrepre-
neur in the sample has one employee (at most three employees, in some
cases). Their stores, or “firms,” have minimal productive assets such as
machines and equipment. Their business activities occur at very low levels
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of technological intensity. In interpreting these findings, it should be noted
that the sample is dominated by low-income countries with large infor-
mal sectors. Moreover, the definition of middle-class individuals, which
is in the low range (those earning between $2 and $10 a day), is highly
likely to include people in poverty and therefore captures mostly necessity
entrepreneurs.

The Middle Class as a Source of Consumer Power
(Demand Side)

The argument here is that a strong middle class with growing purchas-
ing power can be a source of steady increases in aggregate demand for
goods and services of companies and also help the country to avoid reces-
sionary trends and keep the economy at or near full capacity (Solimano
and Gutierrez 2008). The marginal propensity of the middle class to
consume may be higher than the propensity of the rich (although lower
than that of the poor). Moreover, the middle class can be an important
source of demand for education, health services, housing, durable goods,
entertainment, and other goods and services.!3

The notion of the middle class as an economically robust and solid
social segment must be qualified, however. Middle-class people and fami-
lies often rely on debt to finance the acquisition of housing, durables
goods, university education, and so on; therefore, middle-class expendi-
ture is vulnerable to real and financial shocks that may force middle-class
consumers to cut consumption in the wake of adverse shocks. Typically,
middle-class families depend on jobs as their main source of income.
A recession or a financial crisis is bound to affect them significantly.

The Middle Class as a Stabilizing Segment in Society
(Political Economy Argument)

The argument here is that a large and consolidated middle class brings a
moderate political center and that this reinforces economic and political
stability. In contrast, unequal societies that are economically polarized with
strong elites, a weak and frustrated middle class, and a disenfranchised
group of poor people may be attracted by authoritarianism and populism,
which are inimical trends for a stable democracy. High inequality tends
to be correlated with social conflict, authoritarian cycles, populism, and
recurrent economic crises in Latin America (see Smith 2005; Solimano
2006). Easterly (2001) shows that, for a large sample of developing coun-
tries, a higher share of income going to the middle class (along with lower
ethnic polarization) is empirically associated with higher income, higher
growth, more education, and other favorable outcomes.

Econometric evidence may not be enough to settle the issue, however.
The behavior of the middle class during political crises in Latin America
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and Europe in the first half of the twentieth century suggests a more
nuanced relation between the middle class and democracy. Authoritarian
experiences in Latin America, such as the military coups of the 1960s,
1970s, and 1980s, do not render convincing support for the hypothesis
that the middle class is always and everywhere a staunch guardian of
democracy. The authoritarian regimes that governed Argentina, Brazil,
Chile, and Uruguay at different times in those decades had different degrees
of support from the middle classes, apparently pleased that military rule
was “restoring order” in societies affected by mass movements pushing
to redistribute economic and political power from the elites. Further back
in history, the regimes of Mussolini in Italy and Hitler in Germany in
the 1920s and 1930s were popular among wide circles of the Italian and
German middle classes frightened by the economic insecurity, unemploy-
ment, and rise of left-wing political movements that affected Italy and the
Weimer Republic after the Great War.!*

Alternative Definitions of the Middle Class

Researchers have used a range of definitions and measurements in discus-
sions about what constitutes a middle class in any one country, whether in
advanced capitalist economies or in the developing world. The literature
concurs that defining and measuring a “middle class” are tasks subject to
caveats and ambiguities. Economists tend to prefer an income-based (or
consumption-based) definition of the middle class. Sociologists also use
definitions of occupations and asset ownership, values, attitudes toward
risk, and aspirations to achieve upward social mobility or conformity to
a certain status quo.'’

Definitions Based on Income and Consumption

Relative definitions—based on the middle range of national income
distributions—make the lower and upper boundaries country specific (that
is, they associate the middle class with median income). Thurow (1987)
defines middle class as the group with incomes lying between 75 and
125 percent of the median income, as do Birdsall, Graham, and Pettinato
(2000) for developing countries. Davies and Huston (1992) use the 50-150
percent thresholds, as do Castellani and Parent (2011) and OECD (2011).
Easterly (2001) defines the middle class as those households in the sec-
ond, third, and fourth quintiles (twentieth to eightieth deciles). Solimano
(2009) adopts a definition of the middle class encompassing the third to
ninth deciles, distinguishing between a lower-middle class (third to sixth
deciles) and an upper-middle class (seventh to ninth deciles).'®

Absolute definitions of middle class assume fixed (that is, absolute)
income ranges adjusted for purchasing power parity (PPP)—that is,
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correcting for differences in purchasing power across countries.
Among absolute measures, Milanovic and Yitzhaki (2002) take aver-
age incomes of Brazil and Italy as the respective floor and ceiling. This
translates into roughly $12-$50 per person a day (PPP in 2000 dol-
lars). Banerjee and Duflo (2008) apply the concept to several develop-
ing countries and use consumption ranges between $2 and $10 a day
(roughly between $800 and $3,600 a year). Ravallion (2009) adopts
income ranges of between $2 and $13 a day at 2005 PPP prices, as $2 a
day is a commonly accepted definition of the poverty line in developing
countries; people above this line are “middle class” in the sense that they
have moved out of poverty. Kharas and Gertz (2010) focus on expen-
diture in the range of $10-$100 a day, as do Cardenas, Kharas, and
Henao (2011). Birdsall (2010) uses a mixed definition of income from
$10 a day up to the ninetieth percentile. More recently, Ferreira et al.
(2013) propose daily income between $10 and $50 (PPP in 2005 dol-
lars), following Lopez-Calva and Ortiz-Judrez (2011). Birdsall (2013)
also uses this definition.

Beyond actual income or expenditure, there are subjective defini-
tions of the middle class. In a subjective definition, people are asked
for their perceived position on a wealth scale (ranging from 1 to 10).
Respondents are then classified into three subjective social classes: poor,
middle class, and rich, using the relative size of the objective classes as
a reference (Lora and Fajardo forthcoming). Empirical estimates of the
middle class in Latin America (16 countries) using objective and subjec-
tive definitions and the 2007 World Gallup Survey produce a variety of
values.!”

As one might expect, the size of the middle class varies according to the
definition (relative or absolute) employed. In the case of Latin America,
literature provides estimates for countries as well as for the entire region.
Cardenas, Kharas, and Henao (2011) estimate the Latin American mid-
dle class at 36 percent (daily expenditures between $10 and $100 per
person in PPP terms). Castellani and Parent (2011), using national house-
hold data, find that the Latin American middle class ranges between
35 and 50 percent, when employing a definition of 50-150 percent of
median income, and between 55 and 75 percent, when employing a
definition of $2-$20 PPP per day.'® Lora and Fajardo (forthcoming),
using the 2007 Gallup World Poll and the definition of 50-150 percent
of median income, find that the size ranges between 40 and 60 percent
of the population (between $2-$10 PPP a day and $2-$13 PPP a day).
In the countries studied by Birdsall (2013), the middle class accounts
for 15 to 35 percent of the population ($10 to $100 a person in PPP
terms). According to Ferreira et al. (2013), using household surveys and
the $10-$50 PPP a day definition, the size of the middle class in Latin
America and the Caribbean reached 152 million or 30 percent of the
continent’s population.
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Definitions Based on Occupation and Source of Income

One body of literature—exemplified by Dennis Gilbert, a sociologist
widely regarded as the expert on class structure in the United States—
associates classes with job positions (occupations) in the economic system
and sources of income (income-bearing property, job earnings, and gov-
ernment transfers). In The American Class Structure in an Age of Growing
Inequality, Gilbert (2008) defines middle class as the “majority” class.
His taxonomy of the six social classes is as follows: (a) a capitalist class,
in which people obtain their income from profits and the return on pro-
ductive and financial assets; (b) an upper-middle class of college-trained
professionals and managers; (c) a middle class, whose members have sig-
nificant skills and perform varied tasks, under loose supervision (lower
managers, semiprofessionals, nonretail sales workers, craftsmen); (d) a
working class, consisting of less skilled workers than the middle class who
work at routinized and supervised manual and clerical jobs; (e) a poor
working class of people employed at low-skill jobs, often at marginal firms
(laborers, service workers, and low-paid operatives); and (f) an underclass
of unemployed and part-time workers who depend on government trans-
fers. Gilbert then aggregates these six classes into a three-class scheme:
(a) a privileged class (composed of capitalists and the upper-middle class),
(b) a majority class (composed of the middle and working class), and
(c) a lower class (formed by the working poor and the underclass)."’

The three-class classification of Gilbert is not very different from the
rich, middle class, and poor classification often used in income- and
consumption-based definitions of social classes. Gilbert’s majority class
comprises 60 percent of the population. Gilbert’s approach puts more
emphasis on the gualitative characteristics of jobs and sources of income
than on total incomes.

The Values of the Middle Class and the Values of the
Entrepreneur

A social class is not just a statistical abstraction concocted by economists
or sociologists. In the real world, its members hold certain values, atti-
tudes, and aspirations and play a certain political and economic role in
society.

The popular notion of “middle-class values” points to a social seg-
ment that attaches great importance to economic and political stability,
safety, a solid job, moderate political views, and a capacity to progress
economically, educate their children, and own a house. The values of the
entrepreneur are subject to some dispute. Max Weber stressed a capacity
for delayed gratification, thriftiness, and hard work, connected to the
Protestant ethic. Schumpeter emphasized the resilience of the entrepreneur
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and his or her innovative capacities. Keynes viewed the investor (entrepre-
neur) as dealing chiefly with the intricacies of uncertainty and having fea-
tures of a “gambler.” Business schools nowadays stress various features,
such as resilience, innovative capacity, and vision. Implicitly, they draw
their views of the entrepreneur from a thinker on the subject rather than
from practice-based knowledge. Empirical evidence reviewed in the next
section provides new insights on the subject.

Various theories have been formulated about the origin of values and
culture and their causal relations with the economic system. Neoclassical
economics considers values, tastes, and culture as exogenous variables
that are generally constant or, at best, change very slowly over time. Max
Weber ([1905]2001) highlighted the importance of religion, especially the
Protestant work ethic, which rewards saving, working, and accumulating
wealth and so facilitates the spread of capitalism. Capitalism needs a value
structure that will support capital accumulation, technological change,
and accelerated social mobility. These values are different from those
prevailing in the feudal order based on the divine origin of authority and
tradition. In Max Weber’s view, the implicit causality goes from values
(affected by religious preferences) to the economic system. However, this is
not the only line of causation. Mutual interaction is also possible between
values and culture and the material base of society.

Karl Marx ([1848] 1979)—in his effort to contest Hegelian idealistic
philosophy that prevailed in the early to middle nineteenth century—
stressed the role of the economic structure, modes of production, and the
concomitant supportive social relations in shaping ideas, beliefs, values,
and ideology in society.?? Thus Marx postulated a different line of causal-
ity (although his analysis did not mention this term) than Max Weber.?!

The Italian theorist and political activist Antonio Gramsci developed
the concept of “cultural hegemony” (see Forgacs 1988). This concept
refers to the prevalence and acceptance in the population of the beliefs,
values, and ideas of the dominant social classes. Once these values and
perceptions are shared by the population at-large (various social classes),
they become “common sense” for society. In turn, this common sense
helps to maintain the legitimacy of the economic and social system.
Ideas and culture could be even more important for maintaining and
cementing social orders than traditional forms of political power based
on coercion. A variant of this thesis was developed by the MIT profes-
sor and father of modern linguistics Noam Chomsky, who coined the
concept of the “manufacturing of consent” as the action of the media
and education to legitimize certain values (chief among them the profit
motive) in a capitalist society. According to Chomsky, mass media are
effective and powerful ideological institutions that carry out a system-
supportive propaganda function by relying on market forces, internal-
ized assumptions, and self-censorship, without overt coercion (Chomsky
and Herman 1988, 306).
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An important question in the literature on culture, values, and social
structures is the extent to which they are class dependent. If values are
“class dependent,” the values of the middle class may not necessarily
coincide with the values of the rich or the values of the poor.?? An addi-
tional question concerns the extent to which the values of the middle class
overlap with the values of the entrepreneur. Of course, one first needs to
know what the values of these two segments are. Weber’s cultural story of
the “spirit of capitalism™ is, certainly, class dependent: the old elite (landed
aristocracy and the “old rich”) had different values from the new middle
class regarding delayed gratification, leisure, the work ethic, and thrift.

Another possibility, in line with theories of cultural hegemony, is that the
values of the “dominant social class”?? become shared values in the rest of
society through the construction of a common sense shared by wide seg-
ments of society. The concept of “cultural homogeneity” (along the lines of
Gramsci) would be equivalent to the hypothesis that the middle class (or the
poor) lack particularism in values, a recent idea advanced in the literature.

Empirical Verification

Recently, several attempts have been made to use large international panel
data sets to assess the values of the middle class and test their degree
of particularism (or the lack of it).?* These studies use, respectively,
the World Values Survey (around 80 countries and several years) and
Ecosocial, a value survey applied to seven Latin American countries. The
results obtained in these studies are based on (subjective) survey responses.
People are classified into different social strata or classes according to
various criteria such as (subjective) self-perception and (objective) income
and expenditure measures. These studies look at the type of values held by
middle-class individuals and the degree to which these values are shared
(or not) by the rich and the poor. If the values of the middle class differ
from the values of the rich and poor, then one can talk about “middle-
class particularism.” The World Value Survey identifies “values” that are
correlated with variables such as economic growth and accountability and
includes questions about market competition, gender equality, upward
mobility, trust in others, trust in institutions, social tolerance, nationalism,
political activism, and adaptation of technology.

An Asian Development Bank study by Amoranto, Chun, and Deolalikar
(2010) shows significant regional variations in values. In addition, respon-
dents from member-countries of the Organisation of Economic Co-operation
and Development (OECD) are found to be more liberal in some values than
respondents from developing countries. In addition, this study shows that the
middle class has a higher degree of political activism than the rich or the poor.

A Center for Global Development study by Lopez-Calva, Rigolini,
and Torche (2012) finds no support for the hypothesis of “middle-class
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particularism”—that is, no statistically systematic differences are detected
in values between the middle class and the upper and lower classes. Middle-
class values seem to be dictated by moderation and lie between those of
the poor and the rich. Lépez-Calva, Rigolini, and Torche (2012) also
find evidence of large cross-country and regional differences in responses
about values, in line with the findings of Amoranto, Chun, and Deolalikar
(2010). This may reflect underlying cultural attitudes that may have a
strong country, historical, and religious bias. Their paper also shows that
income is a reasonably good predictor of social and political orientation.
This new empirical work on class and values advances a complex and
difficult topic, but the results should be taken as tentative and suggestive,
not definitive. What are considered as “values” in these studies could also
reflect “opinions” of individuals. These opinions on different topics tend
to have more short-term variation than values that are more “structural”
and change only slowly over time. In addition, the presence of mutual
causation between social class and values should not be ruled out.

Growth, Inequality, and the Middle Class

Recent economic literature has highlighted the positive effects of economic
growth on the formation of an ample middle class. The rise of a new middle
class in China and India, as well as in Latin America and even Sub-Saharan
Africa—areas that have experienced respectable growth in recent years
(or decades)—is shown as evidence of the positive effect of growth on the
middle class, as growth pulls people out of poverty. However, economic
growth is not all that is needed to have a strong and well-consolidated
middle class. The level of inequality also matters. In an empirical cross-
section study of 130 countries, Solimano (2009) shows a strong negative
association between the (income) Gini coefficient and the relative size of
the middle class. The effect of economic growth on expanding the size
of the middle class could be at least partly offset by inequality. The rise
of inequality in China and India conspires against a stable middle class.

A statistically growing middle class—measured by income or
expenditure—does not imply, per se, that the middle class has significant
influence on the process of policy making in society or that it is finan-
cially sound enough to deal with a variety of contingencies such as health,
financial, and employment shocks and natural disasters (Lopez-Calva and
Ortiz-Juarez 2011).

A broader concept is that of empowerment. This concept refers to the
capacity of individuals to exercise their economic, social, and political
rights, have voice and vote in the democratic process, and exert a reason-
able degree of influence in the public policy process. A growing middle
class composed of individuals who exert consumer power is not necessar-
ily equivalent to a middle class composed of individuals who assert their
citizenship and hold authorities accountable.
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The Effects of Vulnerability on the Middle Class

A framework for identifying and measuring potential sources of vulner-
ability and fragility of the middle class (and other social classes) has been
prepared at Yale University (supported by the Rockefeller Foundation).??
The Economic Security Index (ESI) focuses on three dimensions: (a) the
labor market (loss of employment and fall in wages); (b) financial markets
(over-indebtedness and the tightening of credit); and (c) health shocks such
as catastrophic illnesses, injuries, disabilities, and death. The index seeks to
ascertain the impact on individuals and households of a variety of unset-
tling events, such as recessions, unemployment, tight credit, high debt, and
low financial protection for dealing with adverse health contingencies.

Economic insecurity affects all social classes, but its impact is higher
on the poor and the middle class than on the upper class, since these two
large segments of the population are less protected from adverse shocks.
The ESI shows that, in the last quarter of century, the degree of overall
economic insecurity (across all social classes) has increased in the United
States. Moreover, the Great Recession of 2008-09 further exacerbated
it.2® As discussed, “the squeeze on the middle class” was already ongoing
in the 1980s, 1990s, and 2000s. Moreover, the fall in private household
savings since the 1990s and the rise of household debt are evidence of
financial vulnerability of the middle class.

In a recent empirical analysis of the vulnerability of the middle class
in Latin America, Lopez-Calva and Ortiz-Judrez (2011) focus on Chile,
Mexico, and Peru. The study identifies a relative threshold of 60 percent of
the income distribution and proposes defining the middle class as persons
having $10 to $50 PPP a day in 2005 dollars. This is a much more reason-
able threshold for defining the middle class than those offered in other
studies, which are not suitable for studying the behavior of this segment
in upper-middle-income countries (low thresholds tend to include many
households living in poverty). The study also makes the relevant point that
not all people who are above the poverty line are middle class. Those in the
vicinity of the poverty line are very vulnerable to fall into poverty and should
not be considered as middle class, according to this study. The authors docu-
ment an increase in the absolute number of households in the middle class
between 1992 and 2000 in Chile, Mexico, and Peru and show a lower prob-
ability of falling into poverty in the late 2000s compared to the late 1990s.2”

Social Mobility

Social mobility indicates the efficiency of the economic system to reward
individuals who work hard and succeed in their productive or intellectual
endeavors. In addition, social mobility is relevant for income distribu-
tion and for social integration. Milton Friedman, a strong believer in the
capacity of competitive capitalism to reward ingenuity and effort properly,
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distinguished between temporary, short-run differences in incomes and
long-run differences in income status in his famous book Capitalism and
Freedom (Friedman 1962, 170-71). He compared a “dynamic society,”
in which individuals and families move up (and down) the income lad-
der, with a “static society,” with great rigidities and lower mobility. The
dynamic society with high social mobility would be less socially unequal
in a longer-term sense. Free-enterprise capitalism would be such a dynamic
society, according to Friedman.

Entrepreneurship is an important component of capitalism. Successful
entrepreneurship can foster upward social mobility, which takes place
when the entrepreneur succeeds and makes good, sustained profits.
Conversely, this mobility can be downward if the entrepreneur fails and
descends into debt or goes bankrupt.

However, entrepreneurship is only one mechanism for social mobility.
In general, an individual can choose from among four such mechanisms:
entrepreneurship, work as an employee, education, and independent activ-
ities and self-employment.

The choice between these vehicles of mobility depends on several consid-
erations. Some of them are discussed in this chapter and the next one (see
also box 2.2). These choices are not necessarily substitutes for one another:
they may well be sequential. Education is often a prerequisite for broader
occupational choices, including entrepreneurship. The empirical evidence
suggests that people often choose first to be employees and, after acquir-
ing enough experience and knowledge, decide to become entrepreneurs or
to be independently self-employed. However, this is not always the case.

Box 2.2 Entrepreneurship and Social Mobility:
Empirical Possibilities

Most of the country studies used in this project analyze both short-term
(intragenerational) mobility and medium- to long-term (intergenera-
tional) mobility. For that purpose, they use at least one of the following
empirical methods to gauge mobility.

Taking a time-dependence approach, econometric studies of mobility
make a distinction between unconditional and conditional mobility (or
convergence). Typically in a simple regression framework of unconditional
convergence in which current income, y(2), is regressed against lagged
income, y(t-1), and a random term, the coefficient of lagged income
lies in the interval [0-1]. In the case of full income convergence, say,
y(t) = y(¢-1) (lack of social mobility), the coefficient of y(¢-1) would be
equal to 1. A coefficient of 0 would mean a lack of persistence in incomes

(continued next page)
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Box 2.2 Entrepreneurship and Social Mobility:
Empirical Possibilities (continued)

and thus a high degree of income mobility: past incomes would have no
effect in predicting current incomes. Conditional convergence adds to the
regression a set of determinants of current income (age, human capital,
asset ownership, productivity, and so on). So income convergence is con-
ditional on the variables determining income.

Positional mobility analyzes the degree to which an individual’s posi-
tion in the income distribution in the past determines his or her posi-
tion in the present; this is a natural complement to an analysis of time
dependence. In this approach, origin-destination transition matrixes typi-
cally are constructed (estimated) to analyze the transition between social
classes or income levels across individuals.

In the absence of such longitudinal studies, which is the case in the
Latin American region, two empirical methodologies can be used to
assess mobility.

The pseudo-panel approach, originally developed in Deaton (1985),
applies the convergence methodology by constructing pseudo-panels
using a series of repeated cross-sections. A pseudo-panel, an indirect
method (when longitudinal data are not available), yields synthetic obser-
vations obtained from averaging the observations of groups of individuals
(usually called cohorts) with similar time-invariant characteristics in a
sequence of repeated cross-sectional data sets.

The Social Mobility Index (SMI) approach, initially developed by Beh-
rman, Birdsall, and Székely (1999), provides a way of measuring social
mobility in the absence of data following the same individuals through
time. Surveys using the SMI approach ask respondents to self-assess the
wealth and income of their parents as an indirect or subjective measure of
the intergenerational transmission of educational attainment. For a family
with children, the SMI calculates an indicator of future opportunities for
them. The basic notion in this methodology is that if family background
(parents’ education and income) is important in determining opportuni-
ties for children, then social differences tend to be perpetuated over time.
Then social mobility can be enhanced, and the education system can func-
tion as an equalizing device allowing for greater social mobility.

Super-star entrepreneurs such as Bill Gates (Microsoft), Sergei Brin and
Larry Page (Google), Steve Jobs (Apple), and Mark Zuckerberg (Facebook)
all decided at some point to suspend or abandon their studies and turn to
entrepreneurial endeavors, with great success. Of course, many dropouts
from college do not succeed. Many studies of entrepreneurship and its
merits suffer from some degree of selection bias, as they do not include the
stories of failure.
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Analyses of social mobility make a further distinction between short-
term mobility and long-term mobility. A related distinction is between
intragenerational and intergenerational mobility.

Intergenerational mobility refers to the correlation in economic and
financial outcomes between parents and children.?® It is an important
measure of the degree of equality of opportunity (or lack of it). A society
with a high degree of intergenerational mobility is one in which the cor-
relation between the economic fortunes of parents and children is low.
Conversely, intergenerational mobility is low when that correlation is
high. This correlation refers to economic and financial considerations.
Inherited genetic attributes, the transmission of values, and socialization
are all important factors in society, and families play a critical role in them.

Variables identified to measure intergenerational mobility are the level
of occupation, income, or wealth of the son compared to the occupa-
tion, income, or wealth of the father.?” In general, transition matrixes (of
income, occupation, or education) tend to show that the father’s occu-
pation (income and wealth) is a good predictor of the son’s occupation
(income and wealth), but this prediction often has a range of variation.
There can be upward mobility (sons doing better than fathers), downward
mobility (sons doing worse than fathers), or no mobility.

A mobile society is one in which the tendency is toward upward mobility
over time. Empirically, this is not simple to measure unless longitudinal data
on various measures of economic performance are available for the same
individuals and cohorts over time.3° Some studies have found a greater influ-
ence of parental economic conditions on children’s outcomes in the United
States and the United Kingdom (two industrial countries with relatively
higher income Ginis) than in the more egalitarian Sweden (see Torche 2009).

The degree of intergenerational mobility in the Latin American countries
varies from country to country. For Chile, the evidence shows increased
intergenerational mobility in the middle and lower classes, but closed pat-
terns of mobility in the top decile (Torche 2009). This is consistent with
a high concentration of income and wealth at the top, but a more even
distribution of income for the bottom 90 percentiles. Studies for Brazil
find that family background plays an important role in explaining over-
all earnings inequality (Bourguignon, Ferreira, and Menendez 2007). In
Mexico, a changing occupational structure has led to greater opportunities
for social mobility in the last four decades or so, but family background
continues to play an important role in the economic possibilities of chil-
dren. In general, the evidence for Latin America, drawn mainly from cross-
sectional surveys, including retrospective information about social origins
and economic characteristics of parents, points in the direction of strong
mechanisms of transmission of inequality of wealth and status across gen-
erations, but not necessarily reproduction of poverty (see Torche 2009).

The transition from an agrarian to an industrial society reduced the rela-
tive importance of low-wage jobs in agriculture and increased the share of
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higher-paid jobs in the industrial sector. This led to social mobility from
rural to urban areas, leading to improved productivity and higher earnings.
However, this mobility also entailed some costs and dislocations (stress,
less time devoted to family life, and hardship associated with urban life in
crowded cities). Social mobility is not always equivalent to improved welfare.

The industrial society gave way to a post-industrial society, also called
the “knowledge economy,” the “service economy,” or simply the “new
economy.” This transition entailed profound changes in the occupation
structure (decline in the share of manufacturing jobs and increase in the
share of service and tertiary occupations).’! It also affected the nature of
the middle class and the patterns of entrepreneurship (both opportunity
and necessity entrepreneurship) and created new dynamics of upward
and downward social mobility. The financial sector, technological entre-
preneurs, and big corporations are the big winners in the new economy.
A new middle- and upper-middle class has been created around these
sectors, as technological entrepreneurs come from the middle class and
a plethora of managers, professionals, and financial and technological
experts linked to the newly dynamic industries has developed.

The knowledge economy puts a premium on individuals with high
education levels, special skills, and marketable knowledge. Still, many jobs
in the new economy are far from the glamorous high-prestige jobs of well-
paid lawyers, financial experts, engineers, technical experts, and others.
In contrast, many new jobs are in the services sector, such as retail trade,
food services, cleaning, and so on, with relatively modest remuneration.

There seems to be a tendency toward internal differentiation in the
middle class. Successful opportunity entrepreneurs, professionals, experts,
and managers have tended to move up in the income, occupation, and
wealth ladders. For them, social mobility works, and they become the
upper strata of the middle class (or the lower strata of the wealthy class).
Mid-level managers, office workers, clerical workers, and salespersons
are also members of the middle class, but their economic fortunes are
considerably lower.

A relevant question concerns the extent to which choosing to be an
entrepreneur improves the chances for upward social mobility compared
with choosing to be an employee. The distribution of payoffs for an entre-
preneur may have a larger mean, but also greater variance. In contrast, the
mean income (salary) of the employee may be lower, but the variance is
also lower. For necessity entrepreneurs, mean income is very similar to the
salary of a worker with comparable educational background and skills,
but the variability of incomes tends to be higher.

The best strategy to improve the prospects of upward social mobility
will depend on an individual’s preferences for risk as well as the market for
those careers he or she faces, in addition to good luck and other random
factors. If an individual enters a big corporation (but not necessarily an
SME), stays there for a sufficient time, and performs well, his or her chances
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of upward mobility within the firm may be higher than if he or she chooses
a more volatile occupation path involving entrepreneurial activities.

Recent evidence from several Latin American countries reveals that,
while only a very small proportion of the population can be regarded as
entrepreneurs, entrepreneurship is a vehicle for increased social mobility.
Hernani-Limarino, Eid, and Villarroel (2012), using various approaches
such as estimating the parameters of time-dependence equations, posi-
tional transition matrixes, and steady-state class distributions as equaliz-
ers of long-run incomes, find that the degree of social mobility depends on
the type of entrepreneurs. For them, opportunity entrepreneurs (defined as
those who use hired labor in production) experience higher mobility than
both self-employed workers and paid employees (formal and informal).3?
In addition, they find that employers are significantly more likely to move
upward in both labor and overall income distributions and much more
likely to end up in the upper-income class relative to other types of self-
employed workers and even relative to paid employees.?3

According to Mejia and Meléndez (forthcoming),>* entrepreneurship
in Colombia is scarce and socially segmented: it is more frequent in the
upper class than in the middle or lower classes. In turn, middle-class
entrepreneurs are, on average, better off than middle-class employees
with similar characteristics. Nevertheless, there are significant differences
between middle-class and upper-class entrepreneurs regarding schooling
attainment, the size of the businesses they run, and their outcomes. While
entrepreneurs appear to have more intergenerational income mobility
(lower income persistence) than the average worker, the study fails to
find “middle-class particularism™ in entrepreneurship. In other words, the
mobility of middle-class entrepreneurs is not systematically higher than
the mobility of lower- and upper-class entrepreneurs. Therefore, social
mobility in Colombia seems to be associated with entrepreneurship in
general, irrespective of the social origin of the entrepreneur.

Gandelman and Robano (forthcoming) point to the decline in intergen-
erational social mobility between 1982 and 2010 as a proximate cause of
increased social segmentation and inequality in Uruguay. Looking at inter-
generational mobility measured as the relationship between the parents’
schooling and income and the children’s schooling, they find a strong persis-
tence in the education levels of different generations reducing the degree of
social mobility, particularly for disadvantaged individuals in society. Family
background variables play a small role in determining schooling outcomes
for families of entrepreneurs and for middle-income families. According to
Gandelman and Robano, the public school system in Uruguay successfully
provides primary education for everybody and, to a lesser extent, the first
years of secondary school. Nevertheless, there are important differences
in the quality of education for children of opportunity entrepreneurs and
the middle class. Finally, the study argues that entrepreneurship is indeed a
channel for higher intergenerational social mobility.>*
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Conclusion

This review of issues and the literature highlights the importance but also
the complexity of entrepreneurship, the middle class, and social mobility.
Entrepreneurship is an intricate topic. Heterogeneity of entrepreneurs is
extensive, and competing theories about the nature and motivations of
the entrepreneur are difficult to reconcile. The historical record, casual
evidence, and empirical research indicate that the middle class has been a
source of entrepreneurship (of various kinds) in the nascent capitalism of
the eighteenth and nineteenth centuries and in the last wave of technologi-
cal entrepreneurship of the late twentieth and early twenty-first century.
The nature of entrepreneurship has varied through time and space, and
its determinants involve a complex interaction of family background,
quest for independence, education, desire to accumulate wealth, need for
economic survival, ingenuity, and risk-taking capacities. Heterogeneity is
evident when comparing entrepreneurship in developing countries, which
is dominated largely by necessity entrepreneurs, with entrepreneurship in
advanced economies, which is dominated by technological entrepreneurs
of middle-class background. In Latin America, opportunity entrepreneurs
can play a valuable role in promoting growth and creating employment.
Still, necessity entrepreneurship in the developing world is largely a mech-
anism that enables lower-middle-class households and the poor to cope
with informality, scarce jobs in middle- and lower-end occupations, and
public sector regulations and taxation.

The international mobility of entrepreneurs is a growing trend that
has the potential to increase the presence of developing countries in the
technological sector and to transfer contacts, market information, skills,
and knowledge. This is an emerging subject, although one that is, com-
paratively, little studied so far.

In the case of Latin America, recent studies show that a very small pro-
portion of the population can be regarded as entrepreneurs, taking into
account different definitions. Entrepreneurs generally represent less than
10 percent of the economically active population, ranging from 3.5 percent
in Colombia (Mejia and Meléndez forthcoming) to 5 percent in Uruguay
(Gandelman and Robano forthcoming) and 8 percent in Argentina (chap-
ter §) and Mexico (chapter 4).3¢ For Bolivia and Ecuador, entrepreneurial
activity is concentrated in microenterprises, and necessity entrepreneur-
ship is often the dominant type of entrepreneurship (Hernani-Limarino,
Eid, and Villarroel 2012 and chapter 6 of this volume).

Middle-class entrepreneurs tend to be male and middle-aged and to
have completed secondary and often tertiary education. They also tend
to come from families in which a parent is or was an entrepreneur, high-
lighting the importance of role models in this activity. In fact, the occupa-
tional choice of the father or mother is more important in the decision to
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become an entrepreneur than the parents’ wealth, income, or education,
although these variables tend to be correlated. Middle-class entrepreneur-
ship tends to be dominant, in part because this is the majority class in soci-
ety. However, as a percentage of each social class, entrepreneurship tends
to be higher in the upper class, followed by the middle and lower class.
Entrepreneurs concentrate in the segment of microenterprises; productive
units with less than five employees predominate. Social mobility is greater
for entrepreneurs than for employees and the self-employed, but it is not
always upward. Average incomes are also higher for entrepreneurs than
for employees and self-employed, but the variance in incomes is greater.
Opportunity entrepreneurship tends to be procyclical: it increases in boom
periods and falls in recessions, downturns, and crisis situations. The values
of the entrepreneur are a topic of some controversy. Positive qualities such
as hard work, responsibility, imagination, and tolerance are common to
success in any activity, not only in entrepreneurship.

Analysis of the middle class is a complex subject. At an analytical level,
the concept and definition of “middle class” is still not a settled issue.
Understanding the relationship between the middle class and entrepre-
neurship requires further research. The middle class is certainly a source of
consumer power in a growing economy, but its apparent tendency to rely
on debt to finance durable consumption, pay education fees, and acquire
housing makes it vulnerable to financial shocks, recessions, unemploy-
ment, and health events. The potential contribution of the middle class
to the stability of democracy is a theme in the literature on the middle
class. Claims of a pro-democracy middle class seem to be broadly sup-
ported by recent surveys of values. However, contemporary and historical
experiences of Latin America in the 1970s and 1980s and Europe in the
1920s and 1930s show that the middle classes may support authoritarian
regimes.

Upward social mobility is a desired feature for economic progress in
any dynamic society and is viewed as an antidote to entrenched inequality
of social origin and institutional rigidities. However, the mechanisms for
middle-class mobility vary widely. Mobility can be achieved in various
ways, such as engaging in entrepreneurial activities or choosing to be an
employee (the “intrapreneurial” option) or to be self-employed.

The public policy implications of the literature reviewed raise a range
of issues, including the potential, but also the limits, to promoting entre-
preneurship as a large-scale policy; the perennial theme of how to ease
obstacles to and restrictions on the latent entrepreneurial potential of
individuals facing constraints in access to credit, education, technology,
and markets; and the ability of policies to promote small- and medium-
scale entrepreneurship that creates new jobs, enhances social mobility,
and generates income in face of the power and influence of big corpora-
tions, conglomerates, and economic elites that pressure governments to
limit competition, making it difficult for new actors to enter the market.
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Notes

1. See Knight’s classic book, Risk, Uncertainty, and Profit (1921).

2. 1thank Jorge Rosenblut for making this point.

3. Some individuals start as entrepreneurs at the beginning of their economi-
cally active life, like the new wave of technology entrepreneurs, including Steve
Jobs, Bill Gates, and Mark Zuckerberg.

4. See Doepke and Zilibotti (2008) and the references on the cultural trans-
mission of values contained in that work.

5. Determining the degree of persistence in entrepreneurship through different
cohorts and generations is an empirical task.

6. Wadhwa et al. (2009) define “middle class” according to the six-class defi-
nition of Gilbert (2008).

7. The most influential figures in the analysis of social classes were Karl Marx
(1818-83) and Max Weber (1864-1920). However, important contributions to
the analysis of society, elites, and classes were also made by Vilfredo Pareto (1848-
1923), Gaetano Mosca (1858-1941), and Thorsten Veblen (1857-1929). The
“Italian School” (with Vilfredo Pareto and Gaetano Mosca as the main exponents)
held a merit-oriented view of elites, their dynamics, and their interactions with
other social classes, although it did not specifically link elites with entrepreneurial
activity (see Mosca 1939; Pareto [1901] 1991). Veblen, in turn, focused on the
business elite and the importance of symbolic (conspicuous) consumption and a
culture of leisure for signaling prosperity and abundance in America’s Gilded Age.

8. Social classes also develop views of the world or ideologies about their place
in society and the economic process. Marx, who wrote in the middle of the nineteenth
century at the peak of the Industrial Revolution, stressed two classes: the bourgeoisie
(capitalists), who own the means of production and control wealth, shape institu-
tions, and control political power, and proletarians, who own their own labor power
and are disenfranchised. In this view, the dynamics of social change and the trans-
formation of society came from class conflict and were viewed as an engine of long-
term change. According to Marx, capitalism would lead to increasing polarization
and social differentiation. He dismissed the idea of a “permanent middle class” and
portrayed the “petit bourgeoisie”—our equivalent of the middle class—as essentially
averse to social change due to their interest in protecting their assets and social posi-
tion in society, even though they are not in the highest echelons of the social hierarchy.

9. The study finds a nonlinear relation between income per capita and size of
the middle class and inequality and a strong inverse relation between inequality and
size of the middle class. The rest of the variables show a milder relation with the
middle class, according to the available data.

10. See the Latin American Private Equity and Venture Capital Association
(LAVC) for scores on the availability of capital in Latin America. http://lavca.org/.

11. The implicit theory is that different social classes have distinct values and
cultural traits (the class-value specificity hypothesis).

12. Middle-class individuals who are employees tend to prefer a steady and
more stable flow of income (salary) than to face potentially more profitable but
also more risky income- profit profiles associated with entrepreneurial activities.
As a result, middle-class individuals who are employees often work in the public
sector as clerical workers, mid-level staff, and executives of ministries and public
agencies. A similar logic could be extended to middle-class individuals who are
employees of firms and corporations in the private sector.

13. Banerjee and Duflo (2008) find that as the share devoted to food falls and
income rises, middle-class people spend more on entertainment, education, health
care, and home improvement.
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14. See Hobsbawm (2002) and Frieden (2006) for good historical accounts of
those periods in Europe.

15. While income-based definitions might enjoy higher analytical rigor than
subjective concepts, they are also debatable. Absolute thresholds might be arbitrary
when applied to heterogeneous development levels and may fall short of account-
ing for country-specific features. Conversely, relative definitions might provide less
homogeneous boundaries, as they are country tailored.

16. This distinction could be useful for understanding the dynamics of the middle
class: the lower-middle class may become poor in the event of an adverse shock, while
the upper-middle class may become rich under certain favorable economic conditions.

17. For Latin America, using absolute definitions, between 58 and 66 percent
of the population is identified as middle class. Using relative definitions, around
60 percent of the population is middle class. Estimates based on a percentage of the
median income yield a middle class of 42 percent. With mixed measures, the size of
the middle class drops to 22 percent. It is apparent that the size of the middle class
is very sensitive to the empirical definition used.

18. They also consider $2-$10 a day and $2-$13 a day for countries like Peru
and Colombia. See Castellani, Parent, and Zenteno (2013).

19. Gilbert (2008) calculates typical annual household income levels for the
United States as follows: $2 million for the capitalist class and $150,000 for
the upper-middle class (the privileged class, the top 15 percent of the popula-
tion); $70,000 for the middle class and $40,000 for the working class (the middle
60 percent of the population); $25,000 for the working poor and $15,000 for the
underclass (the lower class, the bottom 25 percent of the population).

20. For a philosophically oriented treatment of the issue, see Wolff (2003). For
an economist’s perspective, see Foley (2006).

21. In his study of capitalism, Marx highlighted the “commoditization” of
human work under conditions of wage labor and the creation of a market for
labor power in which the typical worker has little or no control whatsoever of the
production process—very different from the craft of the skilled artisan under previ-
ous, precapitalist economic formations. Karl Marx also emphasized the alienation
of work in the factory system (see Hobsbawm 2011).

22. The concept of “rich” has varied over time (from landed aristocracy to new
bourgeoisie to leisure class).

23. The concept includes the ruling elites, which are different from the entre-
preneurial class.

24. These empirical studies include Amoranto, Chun, and Deolalikan (2010) at
the Asian Development Bank and Lopez-Calva, Rigolini, and Torche (2012) at the
Center for Global Development.

25. See http://www.economicsecurityindex.org.

26. According to ESI calculations, one in five Americans experienced a decline
of more than 25 percent of household income between 2008 and 2010, without
having the financial resources to cope with this decline.

27. See also OECD (2011) for a discussion.

28. In the sociological tradition, the degree of social mobility is linked to the
productive and occupational structure of the society as well as the educational
background, social connections, and social class of the individual.

29. Torche (2009) provides a very useful overview of empirical studies of inter-
generational mobility for Latin America and other developing countries.

30. Empirical studies have developed a variety of indexes of social mobility
based on rank ordering, time-independence, positional movement, share movement,
and nondirectional and directional income movement (see Fields 2010). Most of
these measures tend to study social mobility using current (single-year) income as a
measure comparing an initial and final year. As Fields (2010) shows, the equalization
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of long-term income is a very different concept from the equalization of single-year
income. Fields develops a class of axiomatic statistical measures to study equaliza-
tion (or the lack of it) of long-term income compared to a base year. When these
measures are applied to the United States, he finds a tendency to equalization of
long-term income for men in the 1970s, but not in the 1980s and 1990s. He observes
that tendency in France since the 1960s. A similar interest in studying mobility in
connection with long-run income distribution is shared by inequality experts such
as Atkinson, Bourguignon, and Morrison (1992) and Shorrocks (1978).

31. In the United States, the transition from an agrarian to an industrial society
took place between about 1870 (after the Civil War) and the 1930s. The transition
to a post-industrial society started in the 1970s. The 1990s and 2000s were consid-
ered high points of the knowledge economy, new economy, or finance-dominated
economy.

32. Formal workers are those who contribute to social security.

33. The segment of entrepreneurs (employers) is small in Bolivia (as well as
in other countries) as a proportion of the working population. Therefore, their
higher potential for social mobility may not trickle down to larger segments of the
population, such as independent self-employed workers and paid employees, who
constitute the majority of the economically active population.

34. The study uses microeconomic data about individuals and their parents’
education collected by household surveys at the national level for 1997, 2003,
2008, and 2010.

35. This finding might be connected with the migration process to Uruguay.
There are abundant examples of migrants who were scarcely educated but had tre-
mendous creative drive that helped them to progress, ascend socially, and provide
better living conditions for their descendants.

36. In Argentina, the percentage of entrepreneurs in the economically active
population increased between 1974 and 1980, from around 10 percent to 13 per-
cent, followed by a decade of relative stability in entrepreneurial activity, ending in
an (unexpected) high peak in the hyperinflation years of 1989-92. This increase
in entrepreneurial activity is surprising (unless it is dominated by necessity entre-
preneurship). As is well known, the second half of the 1970s and early 1980s in
Argentina was a period of high inflation, failed stabilization, erratic policies, and
autocratic rule, all (or most) elements that are expected to penalize (productive)
entrepreneurship. From then on, the measure of entrepreneurship has declined, from
almost 13 percent to near 8 percent in 2011. This trend started in the early 1990s,
a period of high inflation followed by stabilization, the convertibility plan, and pro-
market policies. That drift continued in the 2000s with more heterodox economic
policies. Bukstein and Gandelman (forthcoming) report a similar finding in Uruguay.
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Middle-Class Entrepreneurs and
Their Firms: A Regional View and
International Comparison

Hugo D. Kantis, Juan S. Federico, and
Luis A. Trajtenberg

In the last decade, interest has grown in the role of the middle class as an
engine of growth and social stability in Latin America. The proportion of
middle-class households in Latin America has grown steadily since the late
1990s (Franco, Hopenhayn, and Leon 2011). Moreover, there are solid
grounds to affirm that a stronger and more stable middle class will con-
tribute to higher incomes, higher growth, and more education (Banerjee
and Duflo 2008; Birdsall, Graham, and Pettinato 2000; Easterly 2001,
2002; Torche and Lopez-Calva forthcoming).

Within this context, the Research Department at the Inter-American
Development Bank (IDB) organized a project to study the relationship
between entrepreneurship and social mobility, in particular, the role of
the middle class (Lora and Castellani 2011). A paper written as part of
that project explores this relationship using household surveys (Kantis,
Federico, and Trajtenberg 2011). It suggests that entrepreneurship, espe-
cially middle-class entrepreneurship, could be a vehicle for social mobil-
ity, given the importance of capabilities and resources that are present in
higher proportions in the middle class than in the lower classes.

However, the results are less conclusive than expected. One possible
reason may be that entrepreneurs are defined generically and grouped
with business owners in general. Household survey data do not allow for
a more detailed differentiation inside this generic occupational category.
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Therefore, the study is not able to differentiate between different types of
entrepreneurs: namely, those owning a microenterprise or a vibrant small
business and those managing a high-growth young firm.

Today, it is widely recognized that most businesses in Latin America
are micro and small enterprises. In addition, the business landscape is
dominated by “necessity entrepreneurs”: individuals motivated by finan-
cial need to set up a new business (Kelley, Bosma, and Amoros 2010).
This kind of entrepreneurship is not always associated with dynamism
and wealth creation (Schoar 2010). As shown by Kantis, Federico, and
Trajtenberg (2011), most micro and small enterprises show low growth
potential and thus have little impact at the macro level on innovation,
diversification, dynamism, and structural change. In aggregate terms,
however, they do have a great impact on employment.

Furthermore, as Kantis, Moori Koening, and Angelelli (2005) indicate,
middle-class entrepreneurs create the vast majority of dynamic new firms
in Latin America. Dynamic new firms contribute decisively to employ-
ment creation as well as economic diversification.! Thus it is important to
understand the entrepreneurial process they have followed and the vari-
ables affecting it in order to design policy interventions aimed at increasing
the number of middle-class entrepreneurs and creating a favorable climate
for their businesses to grow.

Based on a data set obtained by combining data from two research
projects—Entrepreneurship in Emerging Economies (Kantis, Ishida,
and Komori 2002) and Developing Entrepreneurship: Experience in
Latin America and Worldwide (Kantis, Moori Koening, and Angelelli
2005)—this study sheds light on the main characteristics of Latin
American middle-class entrepreneurs, their firms, and their venture
creation process.

Entrepreneurship and the Entrepreneurial Process in
Latin America: Some Concepts and Evidence

Compared to other regions, Latin America still has several cultural, social,
and economic factors that adversely affect the entrepreneurial context
(Kantis, Moori Koening, and Angelelli 2005). One is the limited number
of growth-oriented and innovative ventures. Most newly established busi-
nesses are microenterprises with expectations of lower growth and hence
little impact at the macro level (Kelley, Bosma, and Amoros 2010). As
Kantis and colleagues (Kantis, Ishida, and Komori 2002; Kantis, Moori
Koening, and Angelelli 2005) show, the entrepreneurial process considers
business creation as a continuum of events and stages influenced by mul-
tiple cultural, social, and economic variables, such as factor market condi-
tions and industry structure. A systemic approach is needed to understand
this process.
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Broadly defined, the entrepreneurial process starts with the gestation
stage, when the entrepreneurial vocation, the motivation to be an entre-
preneur, and the main entrepreneurial capabilities are acquired, the busi-
ness idea is identified, and the project is designed. Since this implies a
process of building competencies, it is important to explore the role of the
family, prior work experience, and educational system as learning contexts
(see, for example, Gimeno et al. 1997; Colombo and Grilli 2005).

The second stage is the launching or start-up stage, which includes
the final evaluation of the project, as well as steps to access and organize
the resources needed to start the business. At this stage, the focus is on the
sources that entrepreneurs use to access information and other resources
required to launch the venture. Since access to financing tends to be an
obstacle for entrepreneurs, the role of networks can be important.

The launching stage is followed by the early development stage. This
stage is characterized by market entry and efforts to address the opera-
tional problems faced by new firms in interacting with customers and
suppliers (Garnsey 1998; Veciana 2005).

This recognition of the stages of the entrepreneurial process suggests
that research about entrepreneurship should concentrate not only on the
individual behavior of entrepreneurs, but also on the economic and social
structure (including social fragmentation and importance of the middle
class) that could influence the development of “human entrepreneurial
capital” in a society.

Despite significant heterogeneity among Latin American countries, sev-
eral common features affect the demand for and supply of entrepreneur-
ship in this region. In general, the risk propensity of the population is
rather low (Hofstede, Hofstede, and Minkov 2010).> Human capital and
the general educational level are also low, which constrains the supply of
entrepreneurs (UNDP 2010).° In addition, Latin American societies tend
to be highly fragmented. With the exception of a few countries, the middle
class has emerged only in the last decade. In addition, the culture tends to
be hierarchical, affecting the number and quality of contacts that are rela-
tively accessible to individuals (the so-called social capital platform) and
that either facilitate or inhibit networking. This feature imposes significant
restrictions on access to business networks and resources.* All of these
characteristics constrain the development of dynamic entrepreneurship in
the region (Kantis, Moori Koening, and Angelelli 2005).

Moreover, the structure and strategies of Latin American firms are not
conducive to entrepreneurship. Many firms are reluctant to take on risk
and to innovate. Investment in research and development (R&D) by firms
is lower in Latin America than in more advanced economies (UNESCO
2010). As a whole, the Latin American business sector is less likely to
encourage the creation of new, innovative firms or the emergence of cor-
porate ventures (Kantis and Drucaroff 2009). In the same vein, according
to the Global Competitiveness Report, the Latin American business sector
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is perceived as less sophisticated and less innovative than the European
and East Asian business sectors. This also affects the demand for innova-
tive entrepreneurial firms (WEF 2010).°

Despite the strong economic growth that most Latin American countries
have experienced in recent years, consumption patterns may also inhibit
the emergence of innovative and dynamic new ventures. Consumers in
Latin America are perceived to be more oriented to price than to quality
than consumers in more developed countries, which may result in less
sophisticated buyers (WEF 2010).

In addition, cultural, social, and other structural factors increase trans-
action costs in Latin American economies. For instance, red tape and
inefficiencies in certain factor markets, such as labor, information, and
finance, impose barriers to entrepreneurs willing to start and run a new
venture. Today, despite efforts to reduce the costs of transacting, most
Latin American countries remain at the bottom of the ranking on ease of
doing business (World Bank 2010).

Access to financial resources constitutes a significant barrier in most
Latin American countries. The business environment for private equity and
venture capital is still underdeveloped, according to the Latin American
Private Equity and Venture Capital Association (LAVCA 2010).

Finally, organizations that provide assistance and training to entrepre-
neurs tend to be financially and technically weak. They do not provide
systemic support (Kantis 2010) and do not reach a critical mass of entre-
preneurs. The number of entrepreneurs trained and projects undertaken is
too small to generate a noticeable impact. Moreover, the services provided
to entrepreneurs and their projects are often poor quality.

In summary, structural factors in Latin American countries are not con-
ducive to dynamic entrepreneurship that contributes to economic growth,
industry diversification, or income mobility. Previous research has con-
firmed the importance of the middle class for the creation of dynamic new
firms, but very little is known about their characteristics, their entrepre-
neurial processes, or how they differ from firms created by individuals
from other social classes. Those issues, among others, constitute the main
research questions that guided this study.

Data Set and Sample Description

The statistical information for this study was obtained by combining data
sets from two research projects: Entrepreneurship in Emerging Economies
(Kantis, Ishida, and Komori 2002) and Developing Entrepreneurship:
Experience in Latin America and Worldwide (Kantis, Moori Koening,
and Angelelli 2005). The new data set includes information about entre-
preneurs’ origins, firm characteristics, and the venture creation process
in seven Latin American countries (Argentina, Brazil, Chile, Ecuador,
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El Salvador, Mexico, and Peru) and four comparator economies from
other regions: two from East Asia (the Republic of Korea and Taiwan,
China) and two from Mediterranean Europe (Italy and Spain). For meth-
odological details, see the annex.

After controlling for missing and invalid observations, 1,074 entrepre-
neurs were included in the regional database. Just over half (54.5 percent)
belong to the middle class, 27 percent belong to the lower class, and 18.5
percent belong to the upper class.® The definitions of social class are
based on interviewees’ self-perceptions about the social origins of their
household.” As Pressman (2007) notes, people tend to over- or underesti-
mate their position; therefore, these definitions must be interpreted with
caution. To minimize this problem, social origin was grouped by joining
adjacent categories into three groups: (a) upper class and upper-middle
class (upper class); (b) middle class; and (c) lower-middle class and lower
class (lower class).

Since the database used in this study was designed to study the entre-
preneurial process of dynamic new ventures, some limitations arose, espe-
cially when using it for analysis at the country level. These problems
were related to the limited number of observations of upper-class entre-
preneurs in some countries. For example, in Argentina and Mexico, this
number was almost the minimum required for conducting the statistical
tests (z-test) applied in this research. Therefore, in these cases, the results
should be interpreted with caution. In Brazil and El Salvador, the number
of observations of upper-class entrepreneurs was not large enough to per-
form any statistical tests. Therefore, the results for these countries are not
reported in the country-level analysis. The composition of the sample is
described in table 3.1.

Another characteristic of this database is that it is biased toward
dynamic new ventures, defined as young firms (between 3 and 10 years
old) with more than 15 employees when the survey was done. Almost
60 percent of the sample consists of dynamic new firms. Therefore, some
caution should be used when analyzing the results, since the firms included
in this study are not representative of the general entrepreneurial popula-
tion, which consists mainly of microenterprises and necessity-based busi-
nesses; rather they are representative of relatively dynamic firms.

As table 3.2 illustrates, the middle class plays an important role as an
incubator of dynamic new ventures in Latin America. This role is even
greater in European countries such as Italy and, to a lesser extent, Spain.

Characteristics of Middle-Class Entrepreneurs

This section describes middle-class entrepreneurs in Latin America by
looking at their age and family characteristics, educational and work expe-
rience, entrepreneurial vocation and motivation, and learning contexts.®



58 ENTREPRENEURSHIP IN LATIN AMERICA

Table 3.1 Composition of the Sample, by Social Class, 2004

Upper class  Middle class Lower class Total
Economy N Y% N %o N % N %o
Argentina 25 16 97 62 35 22 1§57 100
Brazil 11 7 77 48 72 45 160 100
Chile 49 24 107 53 47 23 203 100
Ecuador 44 23 109 58 34 18 187 100
El Salvador 10 12 40 47 35 41 85 100
Mexico 27 19 81 57 33 23 141 100
Peru 33 23 74 52 34 24 141 100
Latin America 199 18 585 54 290 27 1,074 100
Korea, Rep. 52 26 80 40 70 34 202 100
Taiwan, China 20 9 47 23 144 68 211 100
Italy 14 10 103 70 30 20 147 100
Spain 19 13 82 57 42 30 143 100

Source: Based on the IDB database.
Note: N = number.

Table 3.2 Dynamic New Firms, by Social Class of the Founder,
International Comparison, 2004

Upper class  Middle class  Lower class Total
Economy N % N % N % N %
Argentina 17 16.5 63 612 23 223 103 100
Brazil 7 6.2 353 469 53 469 113 100
Chile 25 225 6l 55.0 25 225 111 100
Ecuador 22 24.7 49 551 18 202 89 100
El Salvador 7 19.7 19 48.7 13 333 39 100
Mexico 25 23.8 54 514 26 24.8 105 100
Peru 22 253 41 471 24 27.6 87 100
Latin America 125  19.3 340 52.6 182 281 647 100
Korea, Rep. 42 269 64 41.0 50 321 156 100
Taiwan, China 20 11.3 37  20.6 122 68.1 179 100
Italy 1 11.2 72 73.4 15 15.4 98 100
Spain 13 129 58 574 30 29.7 101 100

Source: Based on the IDB database.
Note: N = number.
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Age and Family

In general, Latin American entrepreneurs launch their first ventures when
they are around 30 years old (31.3 years old, on average), but they begin
exploring the idea of being an entrepreneur a few years earlier (when they
are 27 years old, on average). However, entrepreneurs from the wealthiest
social class tend to start their entrepreneurial process at an earlier age. On
average, they create their first venture when they are 29 years old, and they
begin to consider doing so when they are 25 years old.

This result could be related to the earlier exposure of more affluent
families to the business experience.” Half of all middle-class entrepreneurs
in Latin America come from families where the father used to work as
an employee or independently (he was self-employed or an independent
professional); see table 3.3.

One-third of the entrepreneurs (32.8 percent) have fathers who them-
selves were entrepreneurs or were executives or managers. However, this
proportion is significantly higher in the upper class (63 percent) than in
the middle class (33 percent). In other words, the families of middle-class
entrepreneurs are less exposed to the business world than the more afflu-
ent ones. This feature is even more pronounced in the lower social class,
where only 13 percent of the sample entrepreneurs have a father who was
an entrepreneur or an executive.'?

Education and Work Experience

Most middle-class entrepreneurs are well educated. Two out of three
(67 percent) are university graduates or have graduate or professional

Table 3.3 Occupation of the Founder’s Father, by Social Class,
Latin American Sample, 2004

(percent)

Father’s occupation Upper class Middle class Lower class
Entrepreneur 49%* 26 13%*
Executive or manager 14%* 6 0%*
Subtotal 63+ % 33 13+
Self-employed or independent 20 25 26
Employee 15%% 31 3%
Other 2% 11 99
Total 100 100 100

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that differences
are calculated for the upper class and lower class with respect to the middle class.

Significance level: ** = § percent.
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education. But this proportion is smaller than in the more affluent class,
where 78 percent have a university degree or more education. Conversely,
entrepreneurs from the lower social class are less educated (45 percent).'!

Before they created their current venture, middle-class entrepreneurs
worked as employees (57 percent), mostly in small and medium enterprises
(SMEs; 31 percent); see table 3.4. Having prior experience as an entrepre-
neur is less common among middle-class entrepreneurs than among the
wealthiest class (43 percent and 50 percent, respectively).'? This is not the
case among European middle-class entrepreneurs, who have more prior
business experience.

Entrepreneurial Vocation and Motivation

In Latin American countries, most middle-class entrepreneurs acquire
the desire to become entrepreneurs (business motivation) on the job (50
percent), followed by the family environment (38 percent); see table 3.5.
The influence of the family is significantly lower among middle-class than
among upper-class entrepreneurs (38 percent and 48 percent, respectively).
However, the contribution of work experience is significantly greater for
middle-class entrepreneurs. The role of the university in shaping the desire
to be an entrepreneur is also much less significant in middle-class than in
upper-class entrepreneurs (14 percent and 19 percent, respectively). In
summary, family context and the university are more important for the
upper class than for the middle class.

The role of the university and the family context in the acquisition
of an entrepreneurial vocation is even smaller in the poorest classes
(8 percent and 29 percent, respectively). This coincides with the fact that

Table 3.4 Previous Occupation of Entrepreneurs, Interregional
Comparison, 2004

(percent)
Latin Korea, Taiwan,

Previous occupation America  Rep. China Spain Italy
Employee in an SME 31 47%* 25 30 23
Employee in a large firm 26 20 55%% 17 7**
Subtotal 57 67% 81** 47 30%*
Entrepreneur 34 28 6%* 49%*% 55%%
Other 9 5 13 4 15%*
Total 100 100 100 100 100

Source: Based on the IDB database.

Note: Only data from middle-class entrepreneurs are reported. SME = small and
medium enterprise.

Significance level: * = 10 percent, ** = § percent.
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Table 3.5 Context Where Entrepreneurs Acquired the Desire
to Become an Entrepreneur, by Social Class, Latin American
Sample, 2004

(percent)

Context Upper class Middle class  Lower class
University 19 14 g
Previous work experience 43 50 53
Family 48%% 38 29t

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that dif-
ferences are calculated for the upper class and lower class with respect to the middle
class. Data add up to more than 100 percent because respondents could cite multiple
answers.

Significance level: ** = § percent.

the lowest proportion of university graduates is found among the least
affluent segments. Likewise, fewer lower-class families have experience
with the business world.!3

Entrepreneurs were asked about their main motivations for starting a
business, using a set of options that appear in the literature (Kantis, Moori
Koening, and Angelelli 2005). Middle-class entrepreneurs mentioned not
just one factor but a set of motives, including positive economic factors
as well as noneconomic ones. The top five motives for middle-class entre-
preneurs in Latin America are self-realization (87 percent), the desire to
apply their knowledge (81 percent), the desire to improve their income
(76 percent), the desire to be independent (60 percent), and the desire to
contribute to society (59 percent). Although these motives are important
for entrepreneurs from all social classes, some differences are evident in the
regional database. For instance, following in the family tradition appears
more frequently as a motive among the wealthiest than among middle-
class entrepreneurs (13 percent and 18 percent, respectively).'* Similarly,
family role models are more important for wealthy entrepreneurs than for
middle-class entrepreneurs.!® Negative reasons, such as unemployment
or the impossibility of continuing one’s studies, are not common motives
for starting a business in general, although they are more frequent among
lower-class entrepreneurs.'®

The importance of having positive role models in motivating new entre-
preneurial vocations is significantly higher in Korea and Taiwan, China,
than in Latin America. Such role models go beyond the family to include
the positive influence of friends and acquaintances from the same city. The
mass media also plays an important role in creating and disseminating
entrepreneurial role models (see table 3.6).
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Table 3.6 Role Models of Entrepreneurs, Interregional
Comparison, 2004

(percent)
Latin Korea, Taiwan,

Role model America Rep. China  Spain  Italy
Family 17 47%* 17 10 17
Friends 9 40** 38 11 13
Acquaintances from the 9 57%* 21%* 11 13

same city
The media 8 42+ 60%* 13 12

Source: Based on the IDB database.

Note: Only data from middle-class entrepreneurs are reported. Data add up to
more than 100 percent because respondents could cite multiple answers.

Significance level: ** = 5 percent.

Main Learning Contexts

In most countries, the family context is more relevant for upper-class than
for middle-class entrepreneurs, particularly with respect to the acquisition
of negotiation skills. This contribution is consistently less important for
lower-class entrepreneurs, especially for the acquisition of problem-solving
and social skills.!” Beyond the specific form it assumes in each country,
the contribution of work experience to the acquisition of entrepreneurial
skills tends to be greater among middle-class entrepreneurs than among
the wealthiest entrepreneurs in the database. As table 3.7 shows, this is
particularly true with respect to social skills, risk tolerance, negotiation,
teamwork, creativity, marketing, hard work, and planning.'®

Finally, universities play a larger role for the more affluent segments than
for the middle class, particularly in acquiring managerial capabilities such
as marketing, administration, planning, and even technical knowledge.
This result could be related to the prevalence of entrepreneurship courses in
private universities, where the presence of upper-class students is higher.!”

In summary, middle-class entrepreneurs tend to be young employees from
small and large firms and to be university graduates. However, they tend to
start their entrepreneurial process later and are less exposed to prior business
experience than upper-class entrepreneurs, who consistently tend to accumu-
late more entrepreneurial experience before launching their own business.

The influence of entrepreneurial role models in Latin America is more
important for the upper class than for the middle class. This contrasts with
East Asian countries, where the influence of entrepreneurial role models is
strong for the middle class as well.

Differences in learning context are also apparent. While middle-class
entrepreneurs who were formerly employees or professionals tend to
acquire their business motivation and most of their entrepreneurial skills
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on the job, the more affluent segments have an advantage because of
their higher exposure to and links with the business world provided by
their families. In addition, universities play a greater role as learning
platforms among upper-class entrepreneurs than among middle- and
lower-class entrepreneurs. This finding suggests that universities could
play a significant role in fostering entrepreneurial motivation and devel-
oping entrepreneurial skills, given that two out of three middle-class
entrepreneurs are university graduates.

The Entrepreneurial Process and Firm Characteristics

The gap in time from the moment the business idea is conceived until the
first venture is created is longer in Latin American countries (4.4 years in
Latin America on average) than in the comparators (1.5 years in Korea;
2.4 years in Taiwan, China; and 3.4 years in Italy and Spain). This fact
points to possible differences in personal skills and accumulated contacts,
but also to the existence of important economic, regulatory, and moti-
vational contrasts between the two contexts. Those differences could be
affecting the gap between motivation and firm creation. As argued in
previous studies, this could reveal the existence of more “entrepreneur-
friendly” environments in those countries than in Latin America. Some
key factors—such as culture (for instance, role models), industry structure,
networks, and financing—encourage entrepreneurship in those regions
(Kantis, Moori Koening, and Angelelli 2005). This section analyzes some
of the factors affecting this process and their implications.

From Business Idea to Start-up

Middle-class entrepreneurs tend to develop their business ideas by using the
information they have acquired on previous jobs (75 percent) or through
networking (76 percent). Although networking is an important source
of information to identify and validate business ideas in all social classes,
upper-class entrepreneurs tend to have more contacts than middle-class
entrepreneurs with other SME owners (49 percent and 42 percent, respec-
tively) and with professionals (44 percent and 39 percent, respectively);
see table 3.8. Entrepreneurs from the lowest social classes tend to interact
mostly with other employees. These results suggest that social origins affect
the quality of the networks accessed by entrepreneurs.?’

Beyond the particularities observed in each country, the higher the
social origins of the entrepreneur, the more frequent is the use of profes-
sional tools to evaluate the decision to start a business. As table 3.9 illus-
trates, this fact is evident in the development of business plans, cash-flow
analysis, and the estimation of payback periods, sales and operational
costs, and personal opportunity costs.
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Table 3.8 Networks Accessed by Entrepreneurs, by Social Class,
Latin American Sample, 2004

(percent)

Network accessed Upper class Middle class Lower class
Executive from a large firm 42 33 31

SME owner 49%* 42 41
Professional 44%* 39 29%*
Bank officer 2% 2 1
Member of a public institution 4 5 2%%
Employee 17 24 38%*

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that differ-
ences are calculated for the upper class and lower class with respect to the middle class.
Data add up to more than 100 percent because respondents could cite multiple answers.
SME = small and medium enterprise.

Significance level: ** = 5 percent.

Table 3.9 Evaluation Process and Criteria Used by Entrepreneurs,
by Social Class, Latin American Sample, 2004

(percent)

Upper  Middle Lower
Evaluation criteria class class class
Business plan development 66** 51 39%*
Cash-flow analysis 62%* 50 36%*
Internal rate of return estimation 46 41 27%*
Payback period estimation 61** 50 36%*
Sales and costs estimation 87+* 75 68**
Opportunity cost estimation 71%* 60 §2%%

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that differences
are calculated for the upper class and lower class with respect to the middle class. Data
add up to more than 100 percent because respondents could cite multiple answers.

Significance level: ** = 5 percent.

Sources of Finance

Regardless of social origin, most entrepreneurs in Latin America (around
80 percent) finance their start-up mainly with personal savings (see
table 3.10). However, distinct social segments have distinct capacity to
generate savings. Moreover, differences in the availability of finance tend
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Table 3.10 Sources of Finance Accessed by Entrepreneurs,
by Social Class, Latin American Sample, 2004

(percent)
Source of finance Upper class ~ Middle class Lower class
Personal savings 83 79 79
Family and friends 28 25 21
Private external sources 39%* 30 25
Private banks 32%* 26 23
Venture capital 9 7 4%
Public support 1 7 4
Bootstrapping 48 53 58

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that differ-
ences are calculated between the upper class and lower class with respect to the middle
class. Data add up to more than 100 percent, and components of an item add up to
more than the total of the item, because respondents could cite multiple answers.

Significance level: * = 10 percent, ** = § percent.

to be accentuated by differences in the degree of access to external sources
of funds.

Moreover, in Latin America, access to private external sources of
financing, such as bank loans and private investors, is more common
among more affluent entrepreneurs (39 percent) than among middle-class
entrepreneurs (30 percent) or lower-class entrepreneurs (25 percent).
To compensate for this situation, lower-class entrepreneurs tend to use
bootstrapping measures, such as purchasing secondhand equipment and
obtaining cash advances from clients. Public support is rarely used by any
social class.

Middle-class entrepreneurs in other regions are less constrained with
respect to financing a start-up than their counterparts in Latin America
(see table 3.11). Although personal savings continue to be the main source
of financing in all regions, the degree of access to external financing is
lower in Latin America, providing a weaker platform for start-ups. In
Italy, Spain, and Korea, middle-class entrepreneurs use private banks sig-
nificantly more than they do in either Latin America or Taiwan, China.
In East Asia, principally in Taiwan, China, they use risk capital (both
formal and informal) more frequently than in other areas. Public financial
support also tends to be higher outside of Latin America.

The relative lack of access to external funds adversely affects new firms in
Latin America. Both middle-class and lower-class entrepreneurs may have
to adjust their original projects to make them feasible. This implies starting
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Table 3.11 Sources of Finance Accessed by Entrepreneurs,
Interregional Comparison, 2004

(percent)

Latin Korea, Taiwan,
Source America  Rep. China Spain Italy
Personal savings 79 62%* 68** 84 79
Family and friends 25 25 66%*  11%** 47
Private banks 26 42%* 25 447 51
Venture capital 7 12%% 25%% 5 4
Public financial support 7 15 4 11%% 17%%
Bootstrapping 53 30%* 40** 56 23%*

Source: Based on the IDB database.

Note: Only data from middle-class entrepreneurs are reported. Data add up to
more than 100 percent because respondents could cite multiple answers.

Significance level: ** = § percent.

smaller (65 percent), or with a lower level of technology (59 percent), or
later than desirable to be competitive (41 percent). They also make greater
efforts to obtain support from suppliers or new partners (60 percent).

The consequences of not having access to external financing also vary
among regions. European entrepreneurs tend to be less affected by the
lack of external funding. One out of four Italian entrepreneurs affirmed
that they did not face significant negative consequences on start-up, while
just 21 percent had to start smaller or later than expected (versus 62
percent in Latin America). Conversely, entrepreneurs tend to rely more
often on third parties to overcome financial shortfalls, especially new
partners, in East Asia than in Latin America (57 percent and 9 percent,
respectively).

To sum up, financing is a clear area where specific policies could help
to level the playing field among entrepreneurs from different social classes.
Middle-class entrepreneurs in Latin America face disadvantages compared
with more affluent entrepreneurs and with middle-class counterparts in
other regions.

Features of Middle-Class Entrepreneurs’ Firms

Most middle-class firms in Latin America are located in large cities
(66 percent). However, relatively more middle-class firms are located in
local areas dominated by SMEs than new firms founded by upper-class
entrepreneurs (34 percent and 22 percent, respectively).?! The existence
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of entrepreneurial networks and “proximity relationships” in these local
areas tends to reduce transaction costs and other barriers to entry for new
firms. This feature introduces a regional dimension into the consideration
of policies to foster middle-class entrepreneurship in Latin America. This
phenomenon is also evident in Italy, where many entrepreneurs (61 per-
cent) are located in areas dominated by SMEs.

The presence of entrepreneurial teams, rather than solo entrepreneurs,
in Latin America is significantly more prominent in firms founded by
middle-class entrepreneurs than in firms founded by lower-class entrepre-
neurs (75 percent and 68 percent, respectively). This trend is even more
pronounced among middle-class entrepreneurs from other regions. In Spain;
Italy; and Taiwan, China, all of the firms surveyed were created by teams.

Middle-class firms in Latin America tend to build their competitive advan-
tage on product differentiation (56 percent). Lower prices and innovation are
much less frequent strategies (27 percent and 38 percent, respectively). But
the most relevant contrast appears in the comparison with firms from other
regions. In Taiwan, China and Spain, firms created by middle-class entrepre-
neurs tend to be more innovative (70 percent and 54 percent, respectively).

Two-thirds (66 percent) of the firms created by middle-class entrepre-
neurs in Latin America tend to operate in conventional manufacturing
industries such as metalworking, furniture, food, and textiles. Middle-
class entrepreneurs are more involved in creating knowledge-based
companies than lower-class entrepreneurs (34 percent and 23 percent,
respectively).?? But their role in creating such firms is less prominent
than in other economies, such as Taiwan, China (where 68 percent of the
firms created by middle-class entrepreneurs are knowledge-based firms).
In other words, although middle-class entrepreneurs contribute to the
creation of knowledge-based firms, they do so less in Latin America than
in other regions of the world.

Most of the young firms surveyed—regardless of social origin or
region—tend to sell their production to other firms. This situation is even
more frequent in East Asia and Mediterranean Europe (91 percent in
both regions versus 80 percent in Latin America). Outsourcing is a less
exploited source of business opportunities in Latin America than else-
where (50 percent in East Asia, 40 percent in Mediterranean Europe, and
24 percent in Latin America). This could reflect the fact that industrial
structure is more fragmented and linkages between large and small firms
are weaker in Latin America than in East Asia and Europe. In other words,
the business environment in Latin America is less advantageous for emerg-
ing firms, which pay a price for being new as well as small.

Young Latin American firms tend to sell their production almost entirely
in their domestic markets (around 80 percent).?® The export coefficient—
among firms that export—tends to be larger for the highest social class.”*
The percentage of young firms that sell part of their output to foreign
markets is significantly higher in other regions.>’
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Initial Investment and Firm Size

Middle-class entrepreneurs in Latin America tend to start with smaller
initial investments than their more affluent counterparts. Almost 85
percent of them begin with less than $100,000 (compared to 75.7 per-
cent of upper-class entrepreneurs). As expected, this percentage is even
higher (92.9 percent) among lower-class entrepreneurs.’® Lower-class
entrepreneurs are more likely to face financial constraints and to down-
size their projects before start-up. Investing large amounts of resources
is less frequent among middle-class entrepreneurs in Latin America than
in East Asia and Europe. In those regions, 1 in 5 entrepreneurs invests
more than $500,000 to launch a venture (as against just 1 in 20 in Latin
America).?’

Employment data confirm some differences among Latin American
firms. Firms created by upper-class entrepreneurs tend to employ around
15 people, while middle-class firms initially employ fewer than 10 peo-
ple.?® Nevertheless, the initial downsizing of middle-class firms does not
imply that entrepreneurs relinquish their ambitions. In fact, early in the
life of their company, they abandon the world of microenterprises to
become SMEs. On average, three years after establishing the firm, they
are employing 16 workers (see table 3.12). Nonetheless, three years after
start-up, firms created by middle-class entrepreneurs remain smaller than
those founded by upper-class entrepreneurs (16 versus 26 employees, on
average).

This contrast is even more pronounced in comparison to firms in Korea
and Taiwan, China (which employ 32 and 37 employees in the third year,
respectively); see table 3.13. This difference is even greater if indirect
employment created through subcontracting—a common feature of the
productive structure of these countries—is taken into account.

Table 3.12 Mean Employment Size of Firms during the First Few
Years of Operation, by Social Class, Latin American Sample,
2004

(number of employees)

Year of operation Upper class Middle class Lower class
First year 14.5%* 9.1 8.0
Third year 26.2%% 16.6 15.2

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that dif-
ferences are calculated for the upper class and lower class with respect to the middle
class.

Significance level: ** = § percent.
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Table 3.13 Mean Employment Size of Firms during the First Few
Years of Operation, Interregional Comparison, 2004
(number of employees)

Year of Latin Taiwan,

operation America Korea, Rep. China Spain Italy
First year 9.1 22.7%* 10.8 8.2 9.2
Third year 16.6 31.7%* 36.8%* 13.8 16.1

Source: Based on the IDB database.
Note: Only data from middle-class entrepreneurs are reported.
Significance level: ** = 5 percent.

Obstacles to Survival and Growth

Once the firm is created, the three main problems faced by middle-class
entrepreneurs in Latin America are hiring qualified employees (62 per-
cent), getting clients (61 percent), and managing cash flow (60 percent);
see table 3.14. These problems are at the top of the list for all social classes.
However, the average number of problems identified is significantly lower
for the more affluent classes. Indeed, upper-class entrepreneurs identify
4.7 initial problems, on average, while middle-class entrepreneurs identify
5.3, and lower-class entrepreneurs identify 5.9.

Compared to upper-class entrepreneurs, middle-class entrepreneurs
tend to face more frequent problems related to securing reliable suppli-
ers, purchasing equipment, and managing the company (see table 3.14).
Entrepreneurs coming from the lower class tend to face more problems
obtaining market information and purchasing equipment and machinery.?’

The main problems facing middle-class entrepreneurs coincide across
regions. However, compared to Latin American entrepreneurs, entrepre-
neurs in Mediterranean Europe tend to face fewer problems (on aver-
age 3.6 in Mediterranean Europe versus 5.3 in Latin America). Looking
at each problem by itself, the proportion of middle-class entrepreneurs
facing each problem is lower in Spain and Italy than in Latin America.
Conversely, East Asian entrepreneurs—mostly Koreans—tend to have
more problems acquiring clients, hiring professional managers, and man-
aging their firms (see table 3.15). This may be a function of the greater
dynamism observed in East Asian firms. Similarly, getting a balanced
cash flow appears to be the main problem mostly for Korean entrepre-
neurs. East Asian entrepreneurs—especially in Taiwan, China—tend to
face fewer problems purchasing machinery and equipment (46 percent in
Latin America versus 25 percent in Taiwan, China). This is a function of
the scarcity of external financing in Latin America.

To overcome these problems, the majority of entrepreneurs (60 percent)
tend to use networks, regardless of their social origins (see table 3.16).
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Table 3.14 Main Problems Faced during the First Few Years of
Operation, by Social Class, Latin American Sample, 2004
(percent)

Upper  Middle  Lower

Problem class class class
Hire qualified employees 62 62 64
Get clients 56 61 67
Attain a balanced cash flow 55 60 65
Get proper suppliers 40%* 48 52
Purchase machinery and equipment 39%* 46 607 *
Adapt products to consumers’ needs 35 41 46
Get market information 36 40 49%*
Manage the firm 32%% 39 41
Attain quality standards 33 35 41
Manage the operations 34 34 39
Manage the relationship with clients 29 34 35
Hire professional managers 18 21 21

Source: Based on the IDB database.

Note: The reference category is always the middle class, which means that dif-
ferences are calculated for the upper class and lower class with respect to the middle
class. Data add up to more than 100 percent because respondents could cite multiple
answers.

Significance level: ** = 5 percent.

Table 3.15 Main Problems Faced during the First Few Years of
Operation, Interregional Comparison, 2004

(percent)
Latin  Korea, Taiwan,
Problem America Rep. China Spain  Italy
Hire qualified employees 62 60 62 55 45%+*
Get clients 61 78%* 0 79%* 58S 59
Attain a balanced cash flow 60 82** 60 40**  36**
Get proper suppliers 48 70%* 57 41 18%*
Purchase machinery and 46 42 25%%  35%F* Q%%
equipment
Adapt products to consumers’ 41 62** 38 35 25%%
needs

(continued next page)
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Table 3.15 (continued)

Latin Korea, Taiwan,

Problem America Rep. China Spain  Italy

Get market information 40 60** 36 17%%  28%*
Manage the firm 39 T2EE SR Q¥ D EF
Attain quality standards 35 62%* 45 28 14%*
Manage the operations 34 62%* 34 12%%  14%*
Manage the relationship with 34 60** 38 18%#% Q3%

customers
Hire professional managers 21 65%*  66*F  12%*  1%*

Source: Based on the IDB database.

Note: Only data from middle-class entrepreneurs are reported. Data add up to
more than 100 percent because respondents could cite multiple answers.

Significance level: ** = 5 percent.

Table 3.16 Use of Networks to Solve Initial Problems,
Interregional Comparison, 2004

(percent)

Latin  Korea Taiwan,
Type of network America Rep.  China  Spain  Italy
Public institutions 12 20% 30 13 10
Chambers and unions 13 12 23* 4** 15
Consultancy firms 10 12 19% 8 21%%
Suppliers and clients 33 67**  §7** 29 16%*
Family and friends 24 15% 45 17 15%
Colleagues 14 40#*  40%* 12 8*
Universities 11 10 32%%* 1% 2%
None of the previous (only 42 17#*  13** 44 48

own efforts)

Source: Based on the IDB database.

Note: Only data from middle-class entrepreneurs are reported. Data add up to
more than 100 percent because respondents could cite multiple answers.

Significance level: * = 10 percent, ** = § percent.

Middle-class entrepreneurs who decide to contact external sources tend to
resort to commercial, institutional, and social networks, in that order.3°
Although the majority of middle-class entrepreneurs tend to rely on
support networks, this strategy is less widespread in Latin America than
in other regions. Many more entrepreneurs rely on themselves to solve
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problems in Latin America (42 percent) than in Korea (17 percent) and
Taiwan, China (13 percent). Commercial networks (suppliers, customers,
and other entrepreneurs) are the most widely used for assistance with
problem solving. Universities and other public institutions are also more
frequently relied on mainly in Taiwan, China. Consulting firms are impor-
tant sources of assistance in overcoming initial problems in Italy.

Conclusions and Policy Implications

Some policy implications emerge from this analysis of the entrepreneurial
process and the early stages of firms founded by middle-class entrepre-
neurs. In general, Latin American middle-class entrepreneurs tend to face
less advantageous conditions for acquiring resources and skills than entre-
preneurs in the more affluent social classes of their own countries. The
latter tend to be exposed to business experience at an earlier age, since they
are more likely to belong to families where the father’s occupation allows
them such contact and since the universities where they study are sounder
platforms for developing capabilities and business contacts.

Likewise, Latin American middle-class entrepreneurs tend to be in a
disadvantaged position when compared to middle-class entrepreneurs
from more developed regions. In Latin America, middle-class entrepre-
neurs are less exposed to the business world and to entrepreneurial role
models. In addition, they tend to rely on a less qualified and less business-
specific support network. Moreover, it is more difficult for them to obtain
start-up financing.

Firms created by Latin American middle-class entrepreneurs are not as
dynamic as those created by the middle class in other regions with regard
to exporting and creating jobs. Because of resource constraints, they must
downsize the business projects they had planned in order to be able to start
them up. In the same vein, Latin American middle-class entrepreneurs
face more problems managing the early stage of the venture than their
European counterparts and have fewer support networks than their Asian
counterparts.

These findings have direct policy implications and offer relevant insights
to the formulation of policies designed to democratize the entrepreneurial
process and strengthen the contributions of middle-class entrepreneurship
to overall economic growth. The recommendations that follow are derived
from the study’s findings.

e [mprove education. Entrepreneurial options and processes to
develop skills should be promoted through the education system at
all levels (starting with primary and secondary school) as a way of
avoiding or reducing the disadvantages associated with social ori-
gins at the beginning of an entrepreneur’s career. At the university
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level, this implies promoting entrepreneurial skills among students
from public institutions, which relatively more middle-class students
attend. This, in turn, implies promoting institutional reforms to
make this change feasible.

o Improve technical assistance. An institutional platform of technical
assistance should be developed to support entrepreneurial projects.
This platform would assist all entrepreneurs, but it could be espe-
cially useful in helping to compensate for the disadvantages that
middle-class entrepreneurs face compared with entrepreneurs from a
higher social class and other regions of the world.

e [mprove networks. Strategies to develop networks for entrepreneurs
should be promoted as another device to overcome possible disad-
vantages that middle-class entrepreneurs face. In particular, global
contacts and closer relationships with SME owners, executives in
large firms, and others in the business world are needed to create
new, dynamic firms.

o Improve financing. Access to financing for entrepreneurs is a key
issue in any effort to equalize opportunities for the middle class to
create and grow their business venture. In particular, entrepreneurial
capital is needed, and mechanisms should be put in place to connect
this financing with the entrepreneurs who need it.

Annex. Methodological Notes

The Inter-American Development Bank (IDB) database used in this study
draws from different research projects focused specifically on new, dynamic
ventures in Latin America (Kantis, Moori Koening, and Angelelli 2005).
To target dynamic young ventures, the study uses the following definitions.

A young business is defined as a firm between 3 and 10 years old. This
threshold period is intended to focus on ventures that have survived the
critical period of early development. The 10-year upper limit serves a dual
purpose. First, it ensures that the focus is on ventures whose dynamism
has been relatively well established. Second, it minimizes the possibility
that the founder might not remember factors that are important to the
research, a lapse that Davidsson, Delmar, and Wiklund (2006) term hind-
sight bias.

A dynamic enterprise is defined as one that has at least 15 employees
and no more than 300 employees at the time of the study. The control
group—that is, the group of less dynamic enterprises—is made up of new
enterprises with no more than 10 employees. In each country, dynamic
enterprises should account for about 70 percent of the enterprises in the
panel. This requirement could introduce a degree of selection bias toward
these kinds of dynamic new ventures, but this bias is not expected to affect
the conclusions about the characteristics of firms created by middle-class
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entrepreneurs. Each country sample is expected to include 150 young
firms. The study does not cover the sizable group of informal microenter-
prises, which represent a significant proportion of Latin American firms.

In order to capture the context of the entrepreneurial process, the same
methodology was applied in each of the various countries and regions
studied, and sectors with distinct profiles were included. By gaining access
to information on the entrepreneurial process in such diverse contexts,
captured using the same methodology, it was possible to identify both the
common aspects of enterprise creation and development and the aspects
that are specific to each environment.

Enterprises from two types of sectors (conventional and knowledge
based) were included. The conventional sector includes manufacturing
firms such as food and beverages, furniture, clothing, and metalwork. The
knowledge-based activities associated with the new communications and
information technologies include software firms as well as Internet-related
services, remote voice and data communications, and other branches of
applied electronics. In addition, firms from two types of localities (metro-
politan areas and local areas with a strong presence of small and medium
enterprises) were studied.

This study included only independent firms. Subsidiaries of large firms
were removed. Firms were selected at random from enterprise directories
and other available information sources, following the previously defined
company profile criteria. In Latin America, where registries of businesses
that list the date of founding are scarce, a considerable effort was under-
taken to create specialized directories of new firms based on information
from sources such as municipalities, business chambers, support institu-
tions, universities, foundations, and previous studies.

As the basis for fieldwork, a common questionnaire was designed and
used for all the countries. The questionnaire was completed during per-
sonal interviews made by qualified interviewers. For consistency, rigorous
quality control measures were implemented in accordance with common
guidelines in all countries. For example, follow-up calls by telephone were
made to ensure that the surveys had been completed by the entrepreneurs
themselves. Inconsistencies or ambiguous responses were rejected when it
was not possible to resolve or clarify them. For a questionnaire to be used
in the study, 90 percent of the answers had to be valid.

The procedures applied for gathering information and the quantitative
techniques used adhered to rigorous methodological criteria. That said,
some limitations of the study were duly taken into account in interpreting
the results. While the definitions adopted for the selection of enterprises
were the same, the sources of information used to identify the firms where
interviews would take place varied somewhat across countries. Gathering
data from various sources made it impossible to estimate the degree of
statistical representativeness with precision. In any event, the sources con-
sulted were quite extensive, with a view to limiting biases. Like many
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growth studies, this sample may suffer from attrition bias: that is, selection
bias may be incurred by including only surviving firms. Nevertheless, this
bias is not as relevant as it might appear to be (Geroski 1995; McPherson
1996; Weiss 1998).

Notes

1. See, for instance, Kantis, Ishida, and Komori (2002); Kantis, Moori Koen-
ing, and Angelelli (2005); Van Praag and Versloot (2007); Henrekson and Johans-
son (2009); Kelley, Bosma, and Amoros (2010).

2. The uncertainty avoidance index is higher in Latin America (85) than in the
rest of emerging countries (for instance, the average of China, the Arab Republic
of Egypt, Hungary, India, Malaysia, Poland, the Russian Federation, South Africa,
Thailand, and Turkey is 64) and in the most developed countries (62).

3. Tertiary education enrollment rates in Latin American countries are half
those of more developed countries and are similar to the average of the emerging
economies—48 percent, 70 percent, and 43 percent, respectively (UNESCO 2010).

4. Income disparity, measured by the average income Gini coefficient, is 50
percent higher in Latin American countries than in the most developed countries
(World Bank 2010). This feature is shared with the rest of the emerging countries.

5. The business sophistication index is 3.85 for Latin American countries,
4.2 for the average of other emerging economies, and 5.08 for the most developed
countries. Additionally, the investment in R&D by firms is 0.1 percent of gross
domestic product (GDP) in Latin American countries, 0.4 percent in emerging
economies, and 1.3 percent in the most developed countries.

6. Since the size of the data set is rather small, the distinctions by country and
subjective classes refer only to differences that are statistically significant and where
the number of observations of the pair country-class is larger than 30.

7. Entrepreneurs had to indicate the social class of the household where they
were born and educated from the following options: low, middle-low, middle,
upper-middle, and high.

8. Although the figures analyzed in this study are not comparable with the
information provided by household surveys—since definitions of social origin and
entrepreneurship are rather different—it is convenient to consider some informa-
tion obtained from such surveys, which include a huge number of observations. For
instance, according to household surveys, employers tend to belong predominantly
to the middle class (for instance, Argentina, 54 percent; Brazil, 60 percent; El Salva-
dor, 46 percent; and Peru, 33 percent), while employees and self-employees belong
predominantly to lower classes (more than two out of three in all of the referred
countries). For a broader descriptive analysis of the entrepreneurial process based
on household surveys, see chapters 4 to 6 of this book.

9. Chile is the only country that shows statistically significant mean differ-
ences in this variable. Chilean middle-class entrepreneurs create their first venture
when they are 33.8 years old and start to think about it when they are 29.7 years
old, on average, while the more affluent Chilean entrepreneurs start their first
venture at 28.8 years old and think of becoming an entrepreneur when they are
25.9 years old. Other countries such as Argentina, Ecuador, and Mexico exhibit a
similar pattern, but no statistically significant mean differences are evident.

10. This regional trend is also found in Argentina, Chile, Ecuador, Mexico, and
Peru. Due to the limited number of observations from the upper classes in Argen-
tina and Mexico, statistics corresponding to these countries should be interpreted
with caution.
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11. At the country level, these differences are statistically significant in Peru
and, to a lesser extent, in Mexico. There are no significant differences between
regions. Most middle-class entrepreneurs are well educated.

12. At the country level, statistically significant differences are evident in Chile
(59 percent in the upper class and 42 percent in the middle class).

13. Ecuador and Mexico show statistically significant differences in the influ-
ence of prior work experience and family context. Argentina also shows this pat-
tern, although the differences are not statistically significant.

14. This is particularly the case in Ecuador, Mexico, and Peru, where statisti-
cally significant differences are evident.

15. At the country level, both Chile and Mexico exhibit statistically significant
differences in this regard.

16. For instance, the impossibility of continuing one’s studies appears to be
relevant in Argentina, Chile, and Mexico, whereas being unemployed is statistically
significant only in Chile.

17. At the country level, the contribution of upper-class entrepreneurs’ fami-
lies to acquiring negotiation skills is significantly higher in Argentina, Ecuador,
and Mexico. Mexican data show significant differences between middle-class and
lower-class entrepreneurs in other entrepreneurial factors, such as marketing,
administration, and hard work.

18. At the country level, some statistically significant differences are evident.
Previous work experience is more prevalent among middle-class than upper-class
entrepreneurs in Argentina (problem solving, administration, and hard work),
Chile (teamwork, planning, communication, and motivation), Ecuador (negotia-
tion), Mexico (marketing and communication), and Peru (technical knowledge).

19. At the country level, the main statistically significant differences are evi-
dent in Argentina (social skills, teamwork, marketing, and motivation), Mexico
(creativity), and Peru (technical knowledge, marketing, administration, hard work,
and communication).

20. At the country level, differences in the composition of networks are evident
in Argentina, Chile, Mexico, and Peru.

21. This characteristic is even more pronounced in Peru, where 36 percent
of middle-class firms are located in local areas (versus 9.1 percent of upper-class
firms).

22. At the country level, statistically significant differences are only reported
in Mexico, where the firms of middle-class entrepreneurs are less likely to be in
technology-based industries than the firms of upper-class entrepreneurs (20 percent
and 41 percent, respectively).

23. Statistically significant differences are found only in Mexico.

24. This is particularly true in Chile and Peru.

25. The mean export coefficient is 25 percent in Latin America, 38 percent in
Italy, 46 percent in Taiwan, China, and 51 percent in Korea.

26. This is particularly noteworthy in Mexico and Peru.

27. This is particularly true in Taiwan, China, where 25 percent of the firms
of middle-class entrepreneurs have invested more than $500,000. In Spain, this
proportion is around 20 percent.

28. This is the case in all of the countries studied except Peru, where the richest
entrepreneurs tend to employ almost 30 people at the beginning (while middle-class
firms employ 11).

29. At the country level, some statistically significant differences are worth
mentioning. In Chile, middle-class entrepreneurs face more problems than those
from the wealthiest class in getting the right suppliers, purchasing equipment and
machinery, and managing operations. In Mexico, difficulty in hiring professional
managers and managing operations is more frequent among middle-class than
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upper-class entrepreneurs. Difficulty in purchasing machinery and equipment is
mentioned more frequently by lower-class entrepreneurs in Brazil, Chile, Ecua-
dor, and El Salvador. These findings may reflect firms’ lack of access to external
financing.

30. At the country level, some differences between middle-class and upper-
class entrepreneurs are evident. In Ecuador, middle-class entrepreneurs tend to
solve their problems by themselves (66 percent) more often than either upper- or
lower-class entrepreneurs (43 percent and 44 percent, respectively). In Chile, they
tend to use the support of their suppliers less often (28 percent and 10 percent,
respectively). They tend to use public institutions less often in Ecuador (10 percent
and 23 percent, respectively) and in Peru (13 percent and 27 percent, respectively).
Finally, they tend to use consultants and consultancy firms less often than upper-
class entrepreneurs in Mexico (6 percent and 22 percent, respectively).
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The Role of Entrepreneurship
in Promoting Intergenerational
Social Mobility in Mexico

Viviana Vélez-Grajales and

Roberto Vélez-Grajales

The degree of upward social mobility—the ability to move from a lower
social class to a higher one—is an important indicator of a society’s
success. It is a sign of equal opportunity among children of families
with different socioeconomic status. Equality of opportunity, in turn,
is necessary to ensure that people’s position in the social hierarchy is
the result of a merit-based competitive process rather than determined
by their socioeconomic origin.! A good indicator of the performance of
redistributive policies is whether individuals’ life achievements depend
more on their talent and effort or more on their physical or socioeco-
nomic characteristics (Vélez-Grajales, Campos-Vazquez, and Fonseca
Godinez 2012).

As Serrano and Torche (2010) contend, social mobility should be pro-
moted for three main reasons: justice, efficiency, and social cohesion.
The argument for justice is normative: individuals should earn what they
deserve, as in a meritocracy. The argument for efficiency is economic:
lack of social mobility creates barriers to an optimal allocation of human
resources. The argument for social cohesion is consensual: social mobility
reduces the probability of social conflict.

This chapter analyzes the role played by entrepreneurship in promoting
social mobility in Mexico. To design policies that might enhance social
mobility across generations, it would be useful to know the extent to
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which family background determines individuals’ occupational choices
and how these choices affect their income. Becoming an entrepreneur
can depend not only on specific individual characteristics such as talent
or effort, but also on factors such as family wealth or membership in a
family of entrepreneurs. If family background affects the probability of
an individual becoming an entrepreneur, public policies should seek to
overcome this barrier.

Mexico presents a good case study. Intergenerational social mobility
is relatively low in Mexico (Cortés, Escobar, and Solis 2007; Serrano
and Torche 2010). Moreover, as Torche (2010) shows, it is significantly
lower at the extreme ends of Mexico’s socioeconomic distribution.” At
the same time entrepreneurial activity is constrained by lack of credit,
which is one reason why Mexican entrepreneurs do not take advantage
of scale economies to increase the added value of their activity. Lecuona
Valenzuela (2009) shows that even though commercial banks allocated
42 percent of their credit portfolios to entrepreneurial activities in 2007,
on average, only 11 percent—amounting to 0.7 percent of gross domestic
product (GDP)—was available to small clients, and almost 80 percent
was concentrated on the 300 major clients of each bank. In this context,
the question is whether entrepreneurial activity is a good vehicle for social
mobility.

This chapter analyzes three areas. First, it characterizes Mexican entre-
preneurs and analyzes whether they experience greater upward social
mobility than the self-employed or employees. Second, it identifies pos-
sible intergenerational determinants of entrepreneurship. Finally, it esti-
mates the effect of entrepreneurial activity on income. For the analysis,
retrospective socioeconomic data are taken from the Mexican Social
Mobility Survey 2006 (MSMS-2006), which is conducted by the Centro
de Estudios Espinosa Yglesias (CEEY). This survey collects current socio-
economic information on respondents and retrospective information on
their parents. The analysis is conducted for two birth cohorts of respon-
dents: 1942-64 and 1965-81.

Results show that entrepreneurial activity is a good vehicle for upward
mobility. The magnitude of increase in entrepreneurs’ social mobility,
however, varies with their individual characteristics and family back-
ground. Results suggest that, although entrepreneurs with lower-income
parents experience upward mobility, they have more difficulty reaching
the top end of the socioeconomic distribution than those with parents
in the middle- or high-income part of the socioeconomic distribution.
Moreover, the individual’s decision to become an entrepreneur is strongly
determined by the father’s occupation; it is not necessarily related to the
individual’s initial wealth or educational attainment. Finally, the mean
effect of entrepreneurial activity on income is positive in general and
relatively larger for individuals with parents at the extreme ends of the
socioeconomic distribution.
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Data Source and Entrepreneurs’ Profile

There is little consensus about what constitutes entrepreneurship.
Scholars have proposed various definitions, which depend largely on
the research questions they seek to answer. Early works concerned with
defining entrepreneurship can be classified into two thematic groups.
The first group looks at the functions of entrepreneurs in the economy.
These include managers of the uncertainties of the market, innova-
tors, risk takers, and coordinators of factors of production. The second
focuses on the characteristics of entrepreneurs as individuals. Behavioral
scientists, among others, have claimed that entrepreneurs possess special
traits that influence their participation in entrepreneurship, such as lead-
ership, and that entrepreneurial characteristics tend to run in families.

More recent studies in empirical economics try to model the decision
to become an entrepreneur and to understand the evolution of small busi-
nesses (Landstrom, Harirchi, and Astrom 2012). Many of them equate
entrepreneurship with self-employment, based on the argument that the
self-employed fulfill one or more of the roles of entrepreneurs in the econ-
omy, such as risk takers. Others consider entrepreneurs to be only those
who employ workers. According to Parker (2004), “The self-employed are
often taken to be individuals who earn no wage or salary but who derive
their income by exercising their profession or business on their own account
and at their own risk. Likewise, partners of an unincorporated business are
usually classified as self-employed. It is sometimes helpful to partition the
self-employed into employers and own-account workers (the latter of which
work alone) or into owners of incorporated or unincorporated businesses.”

In this chapter, we distinguish employers from own-account workers.
Entrepreneurs are individuals who own a business or are partners of a
business and employ workers. Self-employed are own-account workers.
Figure 4.1 shows the occupational distribution of male workers between
24 and 635 years old in Mexico. Since 2005, the proportion of entrepre-
neurs has fluctuated between 6 and 8 percentage points, while that of self-
employed has fluctuated between 20 and 27 percentage points.

The MSMS-2006 is a nationally representative, fully probabilistic,
stratified multistage survey. The sample is representative only for men,
but it also includes a sample of women. The respondents are individuals
between 25 and 64 years old. The most relevant information for the pur-
pose of this chapter concerns the education and employment of respon-
dents and their fathers. Respondents are asked about the characteristics
of their current job, their first job, and their father’s job when they were
14 years old. The survey also asks about the characteristics of respondents’
households and their father’s household.

For our purposes, only those men who completed the interview are
included: 6,312 individuals. Only 8.3 percent are entrepreneurs—that is,
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Figure 4.1 Occupational Distribution of Male Workers
Ages 24-65 in Mexico, 2005-12
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they reported being owners or partners of a business.> Almost 60 percent
of respondents are employees in the private or public sector, and 30 percent
are self-employed. The rest did not report their occupation (figure 4.2).*

On average, the household monthly income for all respondents is
Mex$5,390 (Mexican pesos) or $677 (2005 purchasing power parity
[PPP]).> For entrepreneurs, the mean household monthly income is higher:
Mex$7,300, or $917 (2005 PPP) (figure 4.3).

Socioeconomic classes are defined with regard to household income.
Middle-class individuals are defined as those from households with a daily
income between $10 and $50 (2005 PPP), following L6pez-Calva and
Ortiz-Juarez (2011).° According to this definition, 21 percent of individu-
als are considered lower class, 71 percent are middle class, and 8 percent
are upper class (see figure 4.4).

A total of 7.6 percent of middle-class individuals report being entrepre-
neurs; this figure is 5.7 percent for the lower class and 16.9 percent for the
upper class (see figure 4.5).
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Figure 4.2 Type of Employment of the Sample in Mexico,
2006
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Figure 4.3 Mean Monthly Household Income of Sample in
Mexico, 2006
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Figure 4.4 Class Distribution of the Entire Sample in Mexico,
2006
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Figure 4.5 Proportion of Entrepreneurs in Each Income
Class in the Sample in Mexico, 2006
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Entrepreneurship and Intergenerational Mobility

Social mobility refers to changes in the position of individuals in the social
hierarchy. For this chapter, such changes are measured across generations—
that is, the focus is on changes experienced by individuals in relation to
their parents or intergenerational mobility. Numerous studies support this
kind of analysis (Solon 1992, 2002; Behrman, Gaviria, and Székely 2001;
Mazumder 2005; Jantti et al. 2006).

Social mobility is multidimensional and can be measured by combin-
ing different dimensions of well-being. Torche (2010) argues that follow-
ing such a strategy allows for more accurate identification of differences
across the entire socioeconomic distribution, including the extreme ends.”
Intergenerational mobility is measured here by calculating the inter-
generational persistence of household wealth.® In the long run, wealth
can increase households’ consumption and reduce their vulnerability, as
Torche and Spilerman (2010) argue. Also, wealthier households face fewer
restrictions and can make long-term investments, such as in educating
their children.

To measure wealth, we constructed an index of household assets. An
advantage of using an asset-based index instead of expenditures or income
is that individuals’ wealth is predicted largely by their ability to accumu-
late assets (Sahn and Stifel 2003).°

Indexes are computed for both the household assets of the respondents
and those of their parents.'® Three types of assets are considered: durables,
household characteristics, and access to credit.'! Examples of durables are
cars, televisions, telephones, and books. Household characteristics include
having a toilet, access to hot water, and electricity. Variables associated
with access to credit include ownership of a bank account and ownership
of a credit card. The set of asset variables available in the data is not the
same for respondents and their parents.

Respondents were born over a period of 39 years, from 1942 to 1981.
Because it is probable that the value of assets changed over time, indexes
were estimated separately for two groups of respondents: those who were
born from 1942 to 1964 and those who were born from 1965 to 1981.
Indexes for the parents of each group of respondents were also estimated.'?
Fathers of the second generation of respondents were born, on average,
18 years later than those of the first generation, which is consistent with
the difference of 20 years in the average year of birth between the two
generations of respondents.

Next, the proportions of respondents, or children, who experienced
upward, downward, or no mobility with respect to their parents, were
calculated. Figure 4.6 presents the results for the entire sample and the sub-
sample of entrepreneurs for the two birth cohorts. As shown in the left-side
panel of panel a, for example, 24 percent of respondents in the first bar,
50 percent in the second, and 30 percent in the third did not experience
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relative mobility—that is, respondents stayed in the same quintile as their
parents. In the extremes, 8 percent of respondents with parents in the low-
est quintile moved up to the top quintile of the asset index distribution,
and only 3 percent of respondents with parents in the top quintile moved
down to the lowest quintile.

Comparisons between the subsample of entrepreneurs and the entire
sample indicate that, in general, entrepreneurs experience a higher
degree of upward mobility and a lower degree of downward mobility.
Entrepreneurs born between 1942 and 1964 with parents in the lowest
quintile experienced higher mobility, with 70 percent moving upward
(57 percent to quintiles 2-4 and 13 percent to the top quintile) com-
pared to 64 percent for the entire sample. In contrast, entrepreneurs born
between 1965 and 1981 moved as much as the entire sample, with more
than 50 percent moving to quintiles 24 and around 3 percent moving
to the top quintile. For entrepreneurs with parents in the middle quin-
tiles, the proportion of those moving upward to the top quintile—around
30 percent for both birth cohorts—is almost double that of the entire
sample. The proportion of those moving downward—around 5 percent
for entrepreneurs born between 1942 and 1964 and 9 percent for those
born between 1965 and 1981—is one-third and half that of the whole
sample, respectively. For entrepreneurs with parents in the top quintile,
the proportion of those moving downward to quintiles 2—4 is 33 percent
for both birth cohorts, compared to 45-49 percent for the entire sample.
The proportion for entrepreneurs born between 1942 and 1964 moving
to the lowest quintile—around 6 percent—is double that of the whole
sample. Entrepreneurs of the other birth cohort moved as much as the
whole sample.

To sum up, these results suggest that there are more opportunities
for upward mobility for entrepreneurs, but it is more difficult to reach
the top end of the socioeconomic distribution for those with lower-class
parents than for those with parents from the middle or upper end of the
distribution.

The computed indexes were also used to investigate the intergenera-
tional relationship in terms of assets for parents and children for three
groups of respondents: entrepreneurs, self-employed, and employed. The
intergenerational asset persistence was estimated by running ordinary
least squares model regressions of the respondents’ asset index on the
parents’ asset index. Table 4.1 shows the results of the regressions for
each generation. Simple correlations are presented first, but parental assets
are not the sole determinant of children’s assets; they alone explain only
around 235 to 40 percent of their variation. When controlling for age and
education of respondents, the estimated asset persistence falls and the
regression explains a higher percentage of the variation in children’s assets.

For the generation of respondents born between 1942 and 1964, the
correlation between parents’ wealth and children’s wealth is higher for
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92 ENTREPRENEURSHIP IN LATIN AMERICA

the self-employed than for entrepreneurs and employees. For the genera-
tion of respondents born between 1965 and 1981, entrepreneurs’ wealth
is determined to a higher degree by their parents’ wealth. If the comple-
ment of the intergenerational asset persistence (1 - intergenerational asset
persistence) is used as a measure of mobility, intergenerational mobility
decreased over the years more for entrepreneurs than for the self-employed.

Initial Conditions and Relationship to
Entrepreneurship

The positive relationship between initial household wealth and entrepre-
neurship in industrial countries has been interpreted as evidence of liquid-
ity or credit constraints for entrepreneurship (see Quadrini 1999; Hurst
and Lusardi 2004). Based on data availability, this section investigates the
factors that may be important for becoming an entrepreneur in Mexico,
including parents’ socioeconomic class.

Taking these classes into account, the probability of being an entre-
preneur, self-employed, or an employee is estimated using a multinomial
probit model. To establish causality, predetermined variables are used as
independent variables. These include respondents’ and parents’ educa-
tion, parents’ socioeconomic class defined according to the wealth index,
father’s occupation, and regional variables such as size of the city where
respondents were raised. Wealth variables can be expected to explain to
some extent the ability of some individuals to obtain the capital needed to
become entrepreneurs.

It is interesting to see how the same variables affect different occupa-
tional choices. Table 4.2 shows the marginal effects for selected variables.
Those related to the father’s occupation have the largest marginal effect
on the decision to become an entrepreneur. Having a father who is an
entrepreneur increases the probability of becoming an entrepreneur by
0.1382, compared to having a father who is self-employed. Also, having
a father who worked in a large firm, as opposed to a small or medium
enterprise (SME), increases the probability by 0.0444.'3 An unexpected
finding is that the parents’ socioeconomic class does not significantly
affect an individual’s decision to become an entrepreneur; neither does the
number of years of schooling.'* These results suggest that entrepreneur-
ship in Mexico is strongly determined by the father’s occupation and not
necessarily by the individual’s initial wealth or educational attainment.'?
The sample of entrepreneurs in the analysis includes only individuals who
are still entrepreneurs, not those who failed at entrepreneurial activity.
Therefore, having a father who is an entrepreneur may increase the entre-
preneurship survival or success rate.

For the self-employed and employees, the father’s occupation is the
variable that has the greatest effect on the son’s choice of occupation.
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In both cases, the probability increases at around 0.19 when the father
has the same occupation. Some of the positive determinants of the deci-
sion to become an employee are negative ones for the decision to become
self-employed. For instance, while having worked in a microenterprise as
opposed to an SME for the first job decreases the probability of being an
employee, it increases the probability of being self-employed. Speaking an
indigenous language or belonging to an indigenous group negatively affects
the decision to become an employee, while it positively affects the decision
to be self-employed. Having a father who is an entrepreneur decreases the
probability of becoming self-employed, but not the probability of becom-
ing an employee. It could be that when a family business is established,
next-generation family members have the option of becoming an employee
of the enterprise or another firm within the father’s business network.

Entrepreneurship and Profits

To measure the effect of entrepreneurship on earnings, the income of
entrepreneurs was compared to that of non-entrepreneurs. Because two
outcomes cannot be observed at the same time for a given individual,
mean effects were estimated. The parameter of interest is what in the
evaluation literature is called treatment on the treated.'® The idea is to
pair each treated individual with similar nontreated individuals, so that,
after conditioning for a set of observable characteristics, the income distri-
bution observed for the nontreated individuals can be substituted for the
missing income distribution of the treated individuals. Matching methods
assume that the nontreated outcome is independent of treatment condi-
tional on observable characteristics. In this way, the difference in the mean
values of the income outcomes can be attributable to entrepreneurship.
It is assumed, then, that selectivity in entrepreneurship depends only on
observable characteristics.

The set of observable characteristics used to do the matching includes
individual characteristics that are not affected by the choice of becoming
an entrepreneur, such as age, years of schooling, whether the individual
lived in a city when younger, and years of work experience. It also includes
characteristics of the individual’s parents, such as years of schooling,
socioeconomic class, and whether the father was an entrepreneur, self-
employed, or employed worker.!”

The effects of being an entrepreneur on individual income were
estimated for four groups of individuals: entrepreneurs in general and
entrepreneurs with parents from each socioeconomic class.'® Figure 4.7
presents the estimated impacts.'® For the group of all entrepreneurs, entre-
preneurship increases income by 17 percent. The effect is also positive
when estimations are done for entrepreneurs with parents from different
socioeconomic classes. The effect observed for entrepreneurs with parents
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who belong to the first (lower-class) quintile (47 percent) and the fifth
(upper-class) quintile (29 percent) are higher than those observed for
entrepreneurs with middle-class parents (13 percent).?’

In order to make comparisons, the same exercise was undertaken for the
group who are self-employed (see figure 4.8). In this case, self-employment
increases income by only 1.5 percent. When estimations were done for the
self-employed with parents from different socioeconomic classes, a posi-
tive difference in earnings (8 percent) is evident only for those with parents
in the fifth quintile. Contrary to the case of entrepreneurs, the observed
effect is negative (-14 percent) for the self-employed with parents in the
first quintile and negligible for those with parents in the second to fourth
quintiles.”! However, it cannot be concluded that self-employment leads
to different levels of earnings, except for the self-employed with parents
in the first quintile, because the differences are not statistically significant.

The results suggest that entrepreneurs are more successful than non-
entrepreneurs. The positive effect of entrepreneurial activity on income
suggests that entrepreneurs have distinct characteristics that make them
succeed in entrepreneurial life. This argument is supported by the finding

Figure 4.7 Income of Entrepreneurs Compared to Non-
Entrepreneurs in Mexico, 2006
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Figure 4.8 Income of Self-Employed Compared to Workers
Who Are Not Self-Employed in Mexico, 2006
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that an alternative activity such as self-employment does not seem to have
an impact on income. Assuming that family credit constraints restrict
entrepreneurial entry and that entrepreneurs are equally distributed across
socioeconomic classes, one could further conclude that entrepreneurial
success is affected by entry barriers. The implications of the results are
twofold. On the one hand, the finding that the relative effect on income is
higher for those with parents in the lowest quintile suggests that entrepre-
neurs are successful once barriers to entrepreneurial activities, such as lack
of credit, are eliminated. On the other hand, the finding that the effect on
income is bigger for entrepreneurs with parents in the fifth quintile than
for those with parents in the second to fourth quintiles suggests that the
success or survival rate decreases when entrepreneurs encounter barriers
to entrepreneurial activities, such as lack of credit.

Conclusions

A good indicator for the performance of redistributive policies is that
individuals’ life achievements depend more on their talent and effort and
less on their physical or socioeconomic characteristics, as Vélez-Grajales,
Campos-Vazquez, and Fonseca Godinez (2012) argue. This chapter has
analyzed the role played by entrepreneurship in promoting social mobility
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in Mexico. The study was done within the scope of the intergenerational
social mobility theory—that is, the focus is on the differences in socioeco-
nomic characteristics between individuals and their parents. Within this
retrospective context, socioeconomic characteristics of parents and their
relative position in the social hierarchy were explored as possible determi-
nants of the achievements of adult children (survey respondents) and, in
particular, the achievements of entrepreneurs. The main findings follow.

Entrepreneurs have higher incomes than non-entrepreneurs. Data from
the MSMS-2006 show that monthly income is 35 percent higher for entre-
preneurs than for non-entrepreneurs. However, only 8.3 percent of male
individuals in the sample are entrepreneurs.

Entrepreneurs have more options for upward mobility. The intergen-
erational transition matrixes for the asset indexes of respondents and their
parents suggest that entrepreneurs have more options for upward mobility
than other workers. However, for entrepreneurs with lower-class parents,
it is more difficult to move to the top quintile. Results of the econometric
analysis suggest that, as opposed to self-employed and employed individu-
als, the wealth of entrepreneurs is determined to a higher degree by their
parents’ wealth, at least for the younger generation (those born between
1965 and 1981).

The father’s occupation is an important determinant of the son’s likeli-
hood of becoming an entrepreneur. Estimates of the determinants of the deci-
sion to become an entrepreneur show that the probability of becoming an
entrepreneur increases when the respondent’s father was an entrepreneur. In
addition, the probability of becoming an entrepreneur is higher for a respon-
dent whose father worked in a large firm as opposed to an SME or a micro-
enterprise. These results suggest that, in Mexico, the decision to become an
entrepreneur is strongly determined by the father’s occupation and not neces-
sarily by the individual’s initial wealth or educational attainment.

Entrepreneurs with parents in the high or low ends of the income distri-
bution have bigger gains in income. Estimates of the mean effect of entre-
preneurial activity on income using the propensity score matching method
suggest that entrepreneurship increases income by 17 percent overall for
the group of all entrepreneurs. When the exercise is broken down by socio-
economic class, the effects observed for entrepreneurs with parents in the
extreme quintiles (the first and fifth quintiles) are significantly higher than
those observed for entrepreneurs with middle-class parents.

Some policy lessons can be obtained from these results. First, earnings
are higher for entrepreneurs than for non-entrepreneurs. However, if the
rate of entrepreneurship is close to the reported 8.3 percent, the size of
public programs intended to consolidate or create enterprises should be
designed and targeted accordingly. They should not be mass programs.

Second, entrepreneurship can be a good vehicle for social mobility.
However, entry barriers to entrepreneurial activities remain and should be
identified and eliminated.
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Finally, the estimated effects of entrepreneurial activity on income also
suggest that entrepreneurs are exceptional individuals, or outliers. This
result supports the necessity of designing well-focused public programs to
support entrepreneurship.

The analysis has some limitations. The most important one is that it is
not possible to identify all entrepreneurs who were engaged in entrepre-
neurial activities before the survey was conducted. Therefore, the results
might be biased toward successful entrepreneurs. Further analysis should
be done to derive policy implications. For example, it is important to ana-
lyze whether credit constraints limit the options to increase the number of
successful entrepreneurs. In any case, not all individuals have the potential
to become entrepreneurs, just as not all individuals have the potential to
become professional piano players or professional baseball players.

Notes

1. Following the capabilities approach proposed by Sen (1985, 1987), equal-
ity of opportunity should be measured in terms of effective freedom—that is, the
available options. However, equality of opportunity does not assure equality of
results (UNDP 2010).

2. Torche (2010) estimates a multidimensional index of intergenerational
well-being using information from the Mexican Social Mobility Survey 2006.
Results show that around 50 percent of male Mexican household heads with
parents in the lowest quintile stayed in the same quintile. Moreover, only 4 percent
reached the top quintile. In contrast, no household heads with parents in the top
quintile fell to the lowest one.

3. This percentage is slightly higher than the one obtained with the Encuesta
Nacional de Ocupacion y Empleo because the sample for our analysis contains a
higher proportion of heads of household.

4. On average, men in the sample used for the analysis are 42 years old,
with a standard deviation of 11 years. More than 90 percent of them are heads of
household, 6 percent are a son of the head of household, and the rest are deemed
other relatives. On average, they have eight years of schooling, which corresponds
to the second year of junior high school, and 77 percent completed primary school.
More than 2 percent reported being unemployed, and more than 3 percent reported
being retired. Those with a job are distributed in the following seven sectors of the
economy: services (19 percent); industry (19 percent); trade (18 percent); agricul-
ture (12 percent); other services, such as automotive services and domestic repairs
(12 percent); construction (11 percent); and transport (8 percent).

5. The 2005 PPP factor is 7.64. The factor is taken from the World Develop-
ment Indicators, http://data.worldbank.org/indicator/PA.NUS.PRVT.PP.

6. Lopez-Calva and Ortiz-Juarez determine the $10 lower bound based on the
probability of falling into poverty in three countries: Chile, Mexico, and Peru. In
the case of Mexico, nonpoor individuals with a 10 percent probability of falling
into poverty have a daily income level of $9.70 (2005 PPP). In a similar exercise
only for entrepreneurs, which Ortiz-Juarez provided to the authors, the lower
threshold is equal to $10.63 (2005 PPP). However, this estimation is based on a
limited number of observations.

7. In addition to wealth, the literature analyzes social mobility with regard to
several other dimensions. Measures of income mobility are the most common, as
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are years of schooling, because accumulating human capital through education is
considered one of the main vehicles for ascending the social ladder. Social class is
studied in the sociological literature. Torche (2009) argues that this approach can
capture the value of several market assets, such as specific skills, job occupation,
sector of economic activity in which individuals work, and education. The most
commonly used classification for social mobility and stratification studies is the
Comparative Analysis of Social Mobility in Industrialized Nations (CASMIN), a
social class grouping defined by Erikson and Goldthorpe (1992). Social mobility
can also be measured through social perception. Huerta (2010) affirms that self-
perception or the perception of others about an individual’s traits and intentions is
a main determinant of individuals’ well-being.

8. The most studied relationship in the literature for measuring intergenera-
tional social mobility relates the earnings of parents to those of children (Behrman
and Taubman 1990; Solon 1992). Because the MSMS-2006 contains information
on income only for the respondents’ generation, it is not possible to estimate inter-
generational earning elasticities.

9. This requires selecting a set of weights to obtain an index of the form,
Aj=y1ai+ ... + Yk aix, where A; is the asset index, a;x are the specific assets, and
vs are the weights. The weights were estimated through the principal components
analysis method. Then correlations between the indexes of parents and children
were estimated. This was done for the entire sample and also for the samples of
entrepreneurs, employees, and self-employed. The principal components analysis
technique is used to reduce the dimension of a set of variables by constructing fewer
new variables that capture the variation in the original set. The new variables are
linear combinations of the original variables. The first principal component is the
combination that explains the largest amount of variation, the second principal
component is the combination that best explains the remaining variability, and so
on. In this investigation, the asset index is the first principal component.

10. Following the notation in Filmer and Pritchett (2001), the formula of the
aji— bt a,N — an ;

$1 SN

where f; is the weight in the linear combination for asset 7; a;; is the value assigned
to asset i; and @, and s; are the mean and standard deviation, respectively, of the ith
asset variable over all households.

11. Most of the variables are binary. The value 1 represents ownership or
access, and 0 represents lack of the asset. Therefore, a move of the variable from 0

index for each household Aj can be written as A; = f; -

to 1 results in a discrete change ofﬁ in the index.

Si

12. As in Filmer and Pritchett (2001), the internal coherence of the asset index
is tested by comparing the average asset ownership across households with differ-
ent levels of wealth.

13. Respondents were asked about the number of workers in their firm. The
options were 1 person, 2-4, 5-9, 10-100, and more than 100. Given these options,
it is not possible to define firms with 10-50 employees as small and those with
51-250 employees as medium. Therefore, SMEs are defined as enterprises with
10-100 workers, without distinguishing between small and medium enterprises.

14. The number of years of schooling increases by class. Lower-class entrepre-
neurs have an average of 5.6 years of education, middle-class entrepreneurs have
8.1 years, and upper-class entrepreneurs have 12.6 years.

15. This does not mean that education is not an important determinant of suc-
cess for entrepreneurs. When returns to school are estimated using a Mincer earnings
model, the coefficient of years of education is 0.08 (with a standard error of 0.011).

16. The impact on income for entrepreneurs is obtained in the following way:
E(A|T=1) = E(Y1=YolX,T = 1) = E(Y41X,T = 1) = E(YolX,T = 0), where X denotes
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a set of conditioning variables, T = 1 if an individual is an entrepreneur (treated),
and T = 0 if an individual is not an entrepreneur (nontreated). The first expec-
tation, E(Y1IX,T = 1), can be estimated, but the data for the second expecta-
tion, E(YolX,T = 0), are missing. Matching estimators are used to impute that
expectation.

17. Matching on many variables could generate the problem that, for some
combinations of characteristics of treated individuals, no nontreated pairs are
available. To reduce the “high dimensionality problem” that arises when Z is
large, the propensity score theorem of Rosenbaum and Rubin (1983) was applied.
It states that when matching on Pr(T = 11Z) is valid, then matching on the pro-
pensity score is also valid. This is the conditional probability of becoming an
entrepreneur.

18. The mean effect of entrepreneurship on income was calculated using the

estimator: AY = iz Y, —lZY, , where N is the number of entrepreneurs
N ieN ] je]
and | is the number of propensity score matched non-entrepreneurs.

19. Only the estimates using a neighborhood radius of 0.002 are reported. It is
important to point out that the simple mean difference in incomes is higher than
the estimated propensity score matching effect for every group of entrepreneurs,
except for the first quintile. This suggests that, in general, the simple difference in
means overestimates the size of the effects.

20. To assess the quality of the matching, a statistical test for the difference of
population means was performed. It consists of comparing the average values of
the covariates used to estimate the probability of being an entrepreneur (propensity
score model) between treated and nontreated groups. With p-values greater than
0.05, the null cannot be rejected at 5 percent. In this case, for every variable, the
possibility that the means are the same after the matching is performed cannot be
rejected.

21. As for entrepreneurs, a statistical test for the difference of population
means was performed to assess the quality of the matching for the self-employed.
Also in this case, for every variable, the possibility that the means are the same after
the matching was performed cannot be ruled out.
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Entrepreneurship, Entrepreneurial
Values, and Public Policy in
Argentina

José Anchorena and Lucas Ronconi

An entrepreneurial spirit has long been viewed as a positive factor for
economic growth (Schumpeter [1911, 1934] 1989; Schmitz 1989; King and
Levine 1993; Wennekers and Thurik 1999). A large middle class has been
considered to be the cradle of entrepreneurship (Landes 1998; Maddison
2007). The usual argument posits that middle-class individuals have the
resources and values to postpone gratification and reap the long-term ben-
efits of innovation. Linking these two perspectives together suggests that
a large middle class promotes economic growth through a more dynamic
entrepreneurial environment.

Within this context, Argentina is particularly puzzling. It has long been
described as having a large middle class (Altimir 1986). Since the early
twentieth century, Argentina and Uruguay have had the largest middle
classes in Latin America (Torrado 1992). According to the literature, this
attribute should have translated into high economic growth in subsequent
decades. However, Argentina performed poorly in the second half of the
twentieth century. Questioning why the link between a large middle class
and economic growth broke down, this chapter tentatively proposes that
public policy in the second half of the twentieth century made a difference
and that, if a large middle class is a necessary condition for economic
catch-up, it is not sufficient. Public policy incentives are such that too few
within the Argentine middle class become productive entrepreneurs.

Argentina is home to many entrepreneurs, as documented by Ardagna
and Lusardi (2008), among others. The type of entrepreneurship that
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dominates the landscape, however, is not conducive to economic growth.
As Ardagna and Lusardi put it, there are many “necessity” entrepreneurs,
but few “opportunity” entrepreneurs. “Necessity” entrepreneurs choose
entrepreneurship because they lack a decent salaried alternative, not
because they see a business opportunity. As we show in this chapter, many
entrepreneurs (considering as such business owners and the self-employed)
work in low-productivity, informal occupations and engage in rent seeking.
Thus it is important to characterize entrepreneurship by both its quantity
and its quality. Taking a long-term perspective, Baumol (1990) distinguishes
between productive, unproductive, and destructive entrepreneurship.! Only
the first type is conducive to economic growth, according to the theories of
Schumpeter ([1911, 1934] 1989) and Aghion and Howitt (1992).

What kind of public policies pushed middle-class individuals out of
productive entrepreneurship? First, the broken link between the mid-
dle classes and entrepreneurship is partly due to a disastrous monetary
and financial policy, which keeps the financial sector high