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Abstract

Entrepreneurial activity is vital for economic growth. Policy-makers and communi-
ty development leaders recognize this fact and often pursue various active policies to
encourage entrepreneurship and small business. These active government policies
often involve tax breaks, subsidies or other incentives to entice particular businesses
to locate in a certain area. We argue in this report, however, that passive policies can
achieve much greater gains in entrepreneurship. Passive policies require little or no
direct government intervention into the entrepreneurial process and instead promote
an entrepreneur-friendly policy environment. Such policies include general reduc-
tions in regulation and taxes rather than targeted regulations or tax breaks. We show
that these passive policies have an economically and statistically significant effect on
rates of entrepreneurship across U.S. states.

The report is organized into several sections. The first section stresses the impor-
tance of entrepreneurship for economic growth and argues that, because entrepre-
neurial success is derived from individuals’ entrepreneurial spirit, government policy
should be minimally intrusive into the decisions of entrepreneurs. Section 2 of the re-
port discusses in detail the roles of several passive policies in encouraging entrepre-
neurship. The third section consists of an empirical analysis that provides evidence
on the importance of passive government policies on rates of entrepreneurship across
U.S. states. In section 4 of the report, we use estimates from our empirical model to
provide a comparison of the effects of passive policies on entrepreneurship in states
of the Eighth Federal Reserve District. We show that small differences in passive
policies across these states result in significant differences in entrepreneurship. The

states are Missouri, Illinois, Indiana, Kentucky, Mississippi, Tennessee and Arkansas.






|. Introduction

Entrepreneurship is a catalyst for
economic growth. Through innova-
tion, hard work and a willingness to
accept financial risk, the entrepre-
neur takes advantage of previously
undiscovered opportunities for ar-
bitrage and profit.! This quest for
profit and the possibility of personal
and financial failure ensure that an
economy'’s resources are used ef-
ficiently. Successful entrepreneurs
provide employment opportunities
to others, generate innovation and
spur economic growth. Given these
benefits generated by entrepreneur-
ship, this report explores the fac-
tors that influence entrepreneurship
and the conditions under which it
prospers. As will be seen, a general
policy environment that is entrepre-
neur-friendly can contribute greatly
to entrepreneurship. Differences in
the rate of entrepreneurship across
the United States can be explained,
in part, by the presence of entrepre-
neur-friendly policies.?

Entrepreneurial Spirit
in the United States

There is little doubt that the fa-
vorable view of entrepreneurship in
the United States relative to other
countries has contributed to this
country's remarkable growth over

its relatively short history. Several
studies have found that while eco-
nomic and institutional factors are
important in explaining some of the
difference in rates of entrepreneur-
ship across countries, a large com-
ponent of cross-country differences
cannot be explained by these fac-
tors. This unexplained difference
in entrepreneurship, commonly re-
ferred to as “entrepreneurial spirit,”
is attributed to a set of attitudes and
beliefs that are independent of eco-
nomics or institutions.®

The results of several studies con-
firm the relatively high degree of
entrepreneurial spirit in the United
States. For example, one recent
study reveals that while more than
70 percent of Americans would
prefer being an entrepreneur rath-
er than working for someone else,
only 46 percent of adults in Western
Europe and 58 percent of adults in
Canada felt the same way.* Not only
do Americans favor entrepreneur-
ship, but they are also more likely
to pursue entrepreneurial activities.
One study provides cross-country
evidence on entrepreneurial activity
for 2002, finding that entrepreneur-
ial activity in the United States is
in the top third of the 36 countries
studied and that the United States
is the entrepreneurial leader when
compared to Western Europe, Japan
and Canada.®

Active vs. Passive Policies
to Foster Entrepreneurship

Given the importance of entrepre-
neurship toward fostering economic
growth and the high degree of entre-
preneurial spirit in the United States,
appropriate government policies
must be in place to allow entrepre-
neurship to thrive. Any discussion
of the role of government in the en-
trepreneurial process must recognize
the relative abundance of entrepre-
neurial spirit in the United States.

When devising policies, govern-
ments can implement policies that
are either passive or active toward
entrepreneurship. Passive policies
reduce the transactions costs of
running a business, regardless of
whether this business can be classi-
fled as entrepreneurial or not. These
are practical policies because it is
impossible for any government or
development leaders to know which
businesses are or are not entrepre-
neurial.

Active policies, on the other hand,
consist of targeted tax breaks, subsi-
dies and so forth that move resources
into particular business activities.
These policies require direct in-
tervention by state and local gov-
ernments into the entrepreneurial
process. Given the entrepreneurial
energy in the United States, we ar-
gue that active policies do relatively



little to foster entrepreneurship. The
focus of government and economic
development officials should be to
ensure that the proper passive poli-
cies exist to allow the entrepreneur-
ial spirit to thrive. Entrepreneurship
cannot be planned or managed cen-
trally, as is the presumption with the
enactment of active policies. Rather,
basic institutions should be in place
to facilitate business transactions,
along with minimal interference in
the actual operation of businesses.
Unnecessary costs, be they regulato-
ry or financial, can hinder the entre-
preneurial spirit in the United States.

1. Passive Policies to
Encourage Entrepreneurship

A particular advantage of pas-
sive policies is that entrepreneurs
themselves pick the most promis-
ing areas of innovation to pursue.
In contrast, active policies involve
the efforts of government officials
to select specific businesses or in-
dividuals eligible for tax breaks or
other financial incentives. Special
interests, of course, try to influence
government decisions either by
seeking subsidies and tax breaks or
by trying to place competitors at a
disadvantage.

Experience indicates that gov-
ernments have a poor track record

in identifying promising new tech-
nologies. Consequently, subsidies
often prove wasteful, as they direct
resources toward ultimately unpro-
ductive ventures. At the same time,
taxes imposed to support the subsi-
dies create disincentives to entrepre-
neurs in general. In addition, active
policies do not necessarily result in
net economic growth. Targeted tax

Entrepreneurship is an activity
that requires investment, consump-
tion and income generation to be
successful. A sales tax reduces
personal consumption, personal in-
come taxes reduce the incentive
to work, corporate income taxes
reduce the incentive to start or ex-
pand a business, and capital gains
taxes reduce the incentive to invest.

breaks or subsidies result in a trans- A recent study has provided esti-

fer of income from one group (taxpay-
ers) to the business. Incentives given
by local government officials to have
a particular business relocate to their
area may not result in net economic
growth because the business and
its resulting jobs are simply trans-
ferred from one location to another.
Passive policies, on the other hand,
promote new markets, innovation
and risk-taking—elements that are
all vital to economic growth and
progress.

Passive Tax Policy

Some minimal level of taxation is
required to have a functioning gov-
ernment. While few people would
disagree with this statement, dis-
agreement does arise over what
constitutes minimal. Regardless,
one economic fact is clear—a tax
on any activity increases the cost of
the activity, thereby discouraging
the activity.

mates on the effect of taxes on eco-
nomic growth in the United States.®
Using data for U.S. states covering
the period 1977 to 1992, the authors
of the study found a negative and
statistically significant relationship
between state per capita personal
income growth and tax collections
(and the size of government relative
to personal income).

Various tax policies, both active
and passive, are in place across U.S.
states to foster entrepreneurship.”
In response to a recent survey from
the Kauffman Center for Entrepre-
neurial Leadership, many states say
they focus on lowering the overall
tax burden by reducing tax rates or
expanding exemptions in order to
promote entrepreneurship. About
10 states have more active tax poli-
cies, such as capital requirements
and targeted tax credits for busi-
ness location and research and de-
velopment. Several states also have



reduced or eliminated their capital
gains taxes and inheritance taxes.

Policy-makers concerned with en-
trepreneurship should understand
that a trade-off exists between en-
trepreneurial growth and taxes. The
benefits of additional government
programs funded through taxation
must be weighed with the costs of
reduced economic growth and en-
trepreneurial activities. Also, be-
cause targeted tax breaks foster only
certain types of businesses or busi-
nesses in certain locations, a more
passive tax reduction policy will be
less restrictive in terms of the type
of entrepreneurial activities that
may occur and where these activi-
ties occur.

Regulation

Labor market and business regu-
lations can be costly for entrepre-
neurs. However, when compared to
European countries, regulations in
the United States are much less re-
strictive.®! For example, many Euro-
pean countries place restrictions on
the number of hours a business may
be open or how late into the evening
the business may be open. French
laws, for another example, restrict
the maximum length of the work
week to 3b hours. There are also
more restrictions on the ability of
businesses to hire and fire workers

in Europe than in the United States.

A less-regulated labor market
serves the American entrepre-
neur well. There are several areas
in which states have reduced the
costs of regulation on U.S. entrepre-
neurs, as reported by the Kauffman
Center survey. First, nearly all of
the states responding to the survey
said that reducing the compliance
costs of regulation is a goal to help
entrepreneurs. This is done through
paperwork reduction, service cen-
ters, electronic filing and storage,
and uniform reporting across states.
Many states recognize that while
these improvements may not be
large cost-reducers, they have an
effect on where a new entrepreneur
will locate a business.

Reducing regulation outright is
another means of fostering entre-
preneurship. The Kauffman Center
survey reports that five states have
reduced their regulatory burden in
hopes of fostering entrepreneurship.
States also have reduced the cost of
doing business through regulatory
reform, such as utility deregulation,
tort reform and worker compensa-
tion adjustments. While some regu-
lation is probably necessary to pro-
tect workers and businesses, states
should evaluate their regulations
to ensure their relevancy—many
regulations are created in a political

environment, and thus may be the
result of special-interest lobbying
rather than a general desire to help
the public or businesses.

Startup Costs
and Capital Access

The cost of starting a business is
certainly a factor one considers be-
fore embarking on any entrepreneur-
ial activity. Startup costs include the
number of procedures and days it
takes to form a business entity, the
fees required to establish a business
and a minimum level of required
capital. According to the World Bank
and reported in a recent study, start-
up costs in the United States and
European countries are quite differ-
ent.® For example, whereas there are
no startup fees in Denmark, startup
fees are $210 in the United States,
$4,565 in Italy and $8,115 in Greece.
Capital requirements as a percent
of per capita income vary from zero
percent in the United States and
United Kingdom to 145.3 percent in
Greece. The average length of time
to form a business entity ranges from
four days in Denmark and the United
States to 115 days in Spain. Given
the large startup costs in some coun-
tries, one should not be surprised at
the level of entrepreneurship in the
United States.

Entrepreneurs cannot operate or



expand their ventures without ac-
cess to capital markets. Unfettered
access to adequate capital markets
will provide the greatest opportuni-
ties for entrepreneurial operation
and expansion. Many states have
implemented policies to ensure ac-
cess to capital. The Kauffman Cen-
ter survey reports that most states
implement active policies to pro-
vide entrepreneurs with adequate
capital through loans. These loans
usually have modest interest rates
and reasonable repayment periods.
However, although adequate capital
resources appear to be available to
entrepreneurs through state gov-
ernments, little is done in the way
of planning and management of this
capital. So, once entrepreneurs ac-
quire their needed capital, they may
not have the experience or education
necessary to properly manage it.

Legal Protection,
Property Rights and
Economic Freedom

No entrepreneur can succeed in
a society lacking respect for indi-
vidual property rights and a legal
system that protects these property
rights. Property rights are defined
as the right to control, use and ob-
tain the benefits from a good or ser-
vice. While this sounds reasonable,
think of how little entrepreneurship

would occur if individuals did not
have the right to their property and
the profits that they acquire from
using this property in the most val-
ued way. Without property rights,
there would be little incentive to in-
vest, expand or create because any
gains from such endeavors would
be transferred to the state. And
granting individual property rights
without enforcing them through a
well-established legal system would
be pointless. One of the most signif-
icant and fundamental reasons cen-
tralized economies are much poorer
than the United States is their lack
of individual property rights and
a legal system that advocates for
these rights.

Property rights and legal protec-
tion of these rights are part of a
passive policy environment that
promotes entrepreneurship. Other
policies, such as moderate taxa-
tion and regulation, also contribute
to the entrepreneurial environment.
Economists at the Fraser Institute
have quantified a country’'s active
and passive policies through a mea-
sure called the Economic Freedom of
the World (EFW) Index. This index,
ranging between 0 and 10, evaluates
countries based on five general cri-
teria: size and scope of government;
legal structure and property rights;
access to sound money; freedom to
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exchange goods and services; and
the regulation of credit, labor and
businesses.’® Not surprisingly, recent
research has found that countries
with a higher EFW index, such as
the United States (8.2), Canada (7.9)
and the United Kingdom (8.2), have
higher rates of entrepreneurship and
growth than countries with more
centralized economies, such as
Russia (5.0), Ukraine (5.3) and Indo-
nesia (.8).1

While the EFW Index only allows
cross-country comparisons, it does
provide lessons for state and local
governments here in the United
States. Specifically, the relationship
between a country's growth and
EFW Index suggests that states
with greater economic freedom will
have higher rates of growth.

Passive Policy Summary

Government can conduct both
active and passive policies to en-
courage entrepreneurship. Although
active policies, such as targeted tax
breaks and subsidies, are the most
commonly discussed, it is passive
policy that is important for generat-
ing an entrepreneurial friendly en-
vironment. One point should be
clear—institutions matter. Institu-
tions that lower the cost of doing
business—either through tax policy,
startup costs or regulation—will



encourage entrepreneurship. More
broadly, a complete respect for private
property rights and a well-functioning
legal system that recognizes and pro-
tects these rights is vital. States and
countries that respect and enforce
these institutions will encourage en-
trepreneurship and be rewarded with
greater economic growth.

The next section of the report
provides an empirical analysis of
the effect of passive policies on
rates of entrepreneurship across
U.S. states. Specific policies that
were studied include income tax
rates, minimum wage legislation
and bankruptcy laws. As will be
seen, many of these policies have
significant effects on the rates of
entrepreneurship across states.

III. Passive Policies and
Entrepreneurship across the
States—Empirical Analysis

Previous research on entrepre-
neurship has examined the roles of
various demographic, human capi-
tal and financial considerations in
the decision to become an entrepre-
neur. Several authors have stressed
the importance of the earnings dif-
ferential between entrepreneurship
and paid employment, while others
have focused on the relationship be-

tween liquidity constraints and en-
trepreneurship.’? Personal and job
satisfaction differentials between
entrepreneurship and paid employ-
ment have also been addressed.’
In addition, other authors have ex-
amined the importance of social
factors, or latent entrepreneurship,
in explaining differences in entre-
preneurship across countries and
regions, respectively.’

This section of the report exam-
ines the influence of government
policy on rates of entrepreneurship
across U.S. states, a topic that has
received significant attention only
recently. Past research has explored
the influence of several state-level
policies on entrepreneurship, such
as personal income tax rates, bank
deregulation and bankruptcy laws.
Other policies also are considered
here, such as corporate income
tax rates and state minimum wag-
es. We obtained estimates of the
effects of government policies on
entrepreneurship by exploiting the
differences in entrepreneurship and
policies across the 50 states during
the period 1992 to 1998. Through-
out the report, entrepreneurship is
defined as the share of the working
age population (ages 16 to 64) who
are proprietors. There were sub-
stantial differences in state rates of
entrepreneurship at the beginning
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and the end of the period (Table 1,
see Page 12). For example, in 1990,
there were two states, Mississippi
and South Carolina, whose rates of
entrepreneurship were less than half
that of Alaska and Wyoming, the two
most entrepreneurial states. The de-
cade saw significant upward move-
ment in entrepreneurship: The aver-
age of state rates of entrepreneurship
went from 13.5 percent in 1990 to
15.8 percent in 2000 and all but two
states saw higher rates of entrepre-

neurship in 2000 than in 1990.
Figures 1 and 2 (see Page 13) il-
lustrate the regional pattern of en-
trepreneurship. In both years, New
England and the West were the
most entrepreneurial regions, with
the South and Great Lakes regions
lagging. The geographic pattern of
changes in entrepreneurship is less
clear than the difference in the lev-
els of entrepreneurship (Figure 3).
Although some of the already entre-
preneurial states in New kEngland
and the West saw the largest in-
creases in entrepreneurship, some
of the lagging states, particularly in
the South, also saw large increases.
The four policy variables consid-
ered in the following analysis are
bankruptcy laws, personal income
tax rates, corporate income tax rates
and the minimum wage. A descrip-
Continued on Page 14



State 1990 2000 Change|] State 1990 2000 Change
Alabama 10.0 12.6 2.6 New Hampshire 15.9 18.7 2.7
Alaska 19.4 18.8 -0.b New Jersey 11.8 13.0 1.2
Arizona 134 17.6 41 New Mexico 13.0 15.6 2.6
Arkansas 121 161 3.0 New York 10.5 13.1 2.6
California 147 17.5 2.9 North Carolina 11.7 147 3.0
Colorado 17.8 21.7 3.9 North Dakota 14.4 17.9 3.5
Connecticut 14.0 16.8 2.8 Ohio 10.7 13.1 2.3
Delaware 11.1 13.7 2.6 Oklahoma 168 17.1 1.2
Florida 12.6 15.2 2.7 Oregon 15.9 17.6 1.7
Georgia 10.5 13.9 34 Pennsylvania 12.0 13.1 1.1
Hawaii 14.2 165 1.2 Rhode Island 11.2 13.1 1.9
Idaho 17.6 19.7 2.2 South Carolina 9.7 11.9 2.3
Illinois 11.6 13.8 2.2 South Dakota 16.5 19.6 3.1
Indiana 11.3 13.1 1.8 Tennessee 12.5 16.0 3.5
Iowa 14.3 16.6 2.3 Texas 161 16.7 1.7
Kansas 164 16.6 1.2 Utah 16.0 19.2 3.1
Kentucky 10.5 12.4 1.9 Vermont 18.3 21.4 3.1
Louisiana 10.3 12.6 2.2 Virginia 11.2 12.7 14
Maine 16.2 201 3.8 Washington 15.1 15.1 0.0
Maryland 12.4 14.2 1.8 West Virginia 10.2 114 1.2
Massachusetts 12.4 16.3 3.9 Wisconsin 11.6 13.2 1.6
Michigan 10.8 12.7 1.9 Wyoming 18.8 19.9 11
Minnesota 14.1 16.1 2.1

Mississippi 9.7 124 2.7

Missouri 12.9 156.3 24

Montana 18.3 21.4 3.2 Mean 13.5 15.8 2.3
Nebraska 153 17.0 1.8 Standard 2.7 2.8 1.0
Nevada 12.8 17.7 49 desation




Figure 1. Rates of Entrepreneurship, 1990
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tion of the empirical model is pro-
vided in the Appendix, and data
sources and descriptive statistics
for each policy variable are listed in
Appendix Table 1A and Appendix
Table 2A. (See Pages 27 and 28.)
An overview of each policy variable
and the hypothesized relationship
between each policy and the rate
of entrepreneurship across states is
discussed below.

Bankruptcy Law—
The Homestead Exemption

State bankruptcy laws allow those
fiing for personal bankruptcy to
exempt some of their assets and
income from creditors. The exemp-
tions can include some or all of the
value of the person’s home, pension
and a host of other assets. An en-
trepreneur’s home is likely to be his
or her most valuable asset. As a re-
sult, recent studies have examined
the possibility of a link between the
homestead exemption and levels of
entrepreneurship.’®* These studies
have posited two opposing effects
on rates of entrepreneurship. The
first effect arises because a potential
entrepreneur views the level of the
homestead exemption as insurance
against the failure of an entrepre-
neurial venture. If one’s home is not
subject to distribution to creditors,

a potential entrepreneur is more
likely to take on the increased risk
of being an entrepreneur instead of
being a wage-and-salary employee.
However, in addition to this wealth-
insurance effect that suggests a
positive relationship between the
homestead exemption and entrepre-
neurship, the homestead exemption
may also create a credit-access ef-
fect. Banks and other creditors are
aware of bankruptcy exemptions
and adjust the availability of credit
accordingly. Thus, by making credit
more difficult to come by, the home-
stead exemption might reduce the
number of entrepreneurs.

The homestead exemption is
quite different across the states.
Cross-state differences in the home-
stead exemption are summarized
in the first data column of Table 2.
These differences are significant: In
1997, six states did not allow for any
amount of the value of a person’s
home to be exempt from distribu-
tion to creditors, but eight other
states placed no limit on the amount
that could be exempted. Note also
that many states allow those filing
for bankruptcy to choose the fed-
eral exemption rather than the state
exemption.'®

We construct a homestead ex-
emption rate and use this variable
in the empirical model. The home-
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stead exemption rate is constructed
to allow for the fact that some states
permit filers to use the federal ex-
emption level and that some states
allow married filers to double the ex-
emption level."”

Personal Income Tax Rate

Of the policy variables that we
consider, the personal income tax is
the one that has received the most
attention in the literature. For the
most part, the effect of personal in-
come tax rates on entrepreneurship
has been expected to be negative
because of a labor-supply -effect.
The idea is that an increase in in-
come tax rates increases the price
of working (or reduces the price of
leisure); so, individuals will be less
likely to enter the labor market or
work as many hours. However, most
studies have found a positive rela-
tionship between personal income
tax rates and entrepreneurship.’
The usual explanation for this un-
expected result is a tax-avoidance
effect arising from the observation
that being an entrepreneur affords
greater opportunity for tax avoid-
ance than does wage-and-salary
employment. Authors have allowed
for a nonlinear relationship between
personal income tax rates and entre-

Continued on Page 16



Table 2. State Policy Environments, 1997

Homestead Max. marginal

Maximum

Minimum

exemption personal income corporate income wage relative

(dollars)

tax rate

tax rate

to productivity

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada

5,000
54,000
100,000
no limit
7,500
20,000
0
0
no limit
5,000
30,000
30,000
7,500
7,500
no limit
no limit
5,000
15,000
7,500
0
100,000
3,500
no limit
30,000
8,000
40,000
10,000
90,000

New Hampshire 5,000

New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

0
20,000
10,000

7,500
80,000
5,000
no limit
15,000
0
0
5,000
no limit
5,000
no limit
8,000
30,000
5,000
30,000
7,500
40,000
10,000

3.12

9.78
5.36

3.4
6.36
6.45

3.75
8.b

5.95
4.4
8.86
4.85

6.83

6.37
8.4
6.8b
8.08
525
7.2
6.0

2.8
9.66
7.3

5.72
8.8b
5.75

6.5
6.93

3.75
9.3

11.25

1.15
9.8

6.25
6.75
6.7

~J

6.2

7.75

=
~J
ol

— O
O-(D(D\'I

»

~J
OLO

0.23
0.16
0.21
0.25
0.18
0.21
0.16
0.15
0.21
0.20
0.20
0.25
0.18
0.22
0.23
0.24
0.22
0.1¢)
0.25
0.19
0.18
0.20
0.21
0.25
0.22
0.29
0.24
0.19
0.20
0.15
0.20
0.15
0.22
0.28
0.21
0.25
0.21
0.20
0.20
0.23
0.26
0.22
0.19
0.24
0.25
0.20
0.20
0.23
0.23
0.18
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preneurship and find that the labor
supply effect dominates at low tax
rates while the tax-avoidance effect
dominates at higher tax rates.’®

As the second column of Table 2 il-
lustrates, states differ a great deal in
their tendency to use income taxes
to generate revenue. Nine states
had no income tax in 1997, while
eight states had their highest statu-
tory marginal tax rate set at 8 percent
or higher. The personal income tax
variable used here is the maximum
marginal tax rate (state plus federal)
as generated by the National Bureau
of Economic Research’'s TAXSIM
model. Although few people actu-
ally face the maximum marginal tax
rate, it should be strongly correlated
with the marginal tax rate that the
average person faces.

Corporate Income Tax Rate

A corporation is a separate legal
entity that is distinct from the entre-
preneur. Unlike an unincorporated
entrepreneur who is personally li-
able for the assets and liabilities of
running a business, an incorporated
entrepreneur’'s liability is limited
to the assets of the corporation. In
addition, because potential buyers
will also have limited liability for the
actions of the seller, incorporation
might increase the market value
of a business. Incorporation might

make it easier for an entrepreneur to
raise investment capital, primarily
because it allows an entrepreneur to
issue shares of stock.

Higher corporate income tax rates
mean that some entrepreneurs will
choose to not incorporate. For some
entrepreneurial ventures, however,
incorporation might be the only vi-
able choice, perhaps because they
require relatively large amounts of
capital or the ventures are relatively
risky. These ventures might not be
started if corporate income tax rates
are too high. Even the number of
unincorporated entrepreneurs can
be affected by the rate of corporate
income tax because future incorpo-
ration might be in the plans when
an entrepreneurial venture grows.
High corporate income tax rates re-
duce future profitability and might
dissuade some potential entrepre-
neurs from becoming unincorporat-
ed entrepreneurs.

In addition to the negative effects
outlined above, higher corporate in-
come tax rates may have a positive ef-
fect on the number of entrepreneurs.
Because the corporate income tax is
levied on all corporations, whether
they are run by entrepreneurs or not,
the suppressing effect of corporate
taxes might reduce wage-and-sal-
ary employment at corporations. In
this way, high corporate income tax
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rates may have the effect of pushing
people out of their wage-and-salary
jobs and into entrepreneurial activi-
ties. However, one should keep in
mind that this effect, while increas-
ing the number of entrepreneurs, re-
flects the overall deleterious effects of
overly high tax rates.

The rates at which states tax the
income of corporations are very dif-
ferent (Table 2). Five states, none
of which taxed personal income in
1997, had no tax on corporate in-
come. For 11 states, however, the
top corporate income tax rate was 9
percent or higher. The corporate in-
come tax variable used in this analy-
sis is the maximum statutory state
corporate income tax rate.

Minimum Wage

Businesses run by entrepreneurs
are relatively more likely to see their
hiring decisions affected by the
minimum wage. Large shares of
entrepreneurs are in industries that
rely on low-wage workers: Four of
the top five industry categories in
terms of the percentages of workers
earning the minimum wage or be-
low account for about one-third of
self-employed men and about one-
half of self-employed women.?® For
such businesses, an increase in the
minimum wage would make it more
difficult for some portion of them



to remain profitable. The fact that
the federal minimum wage is set at
the same level for all states makes
it more problematic for entrepre-
neurs in low-productivity states.”
Because of this, the minimum wage
variable considered here is the stat-
utory minimum wage relative to the
average productivity of labor in the
state, as measured by per employee
Gross State Product (GSP) per hour.

Empirical Results—
Passive Policies Matter

The empirical results reveal that
most of the passive policy vari-
ables are important determinants
of the level of entrepreneurship
across the states. The estimated
coefficients on the homestead ex-
emption rate, corporate income
tax rate and the relative minimum
wage rate are all statistically dif-
ferent from zero (Appendix Table
3A, see Page 29).2 The estimated
effects of the four policy variables
on rates of entrepreneurship are
illustrated by Figures 4 through 7.
As these figures show, in addition to
being statistically significant, these
policies also tend to be economically
significant.

Homestead Exemption Rate

The decision to become an entre-
preneur is related to the homestead

Figure 4. Homestead Exemptions
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Figure 6. Corporate Income Taxes
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exemption rate. For homestead ex-
emption rates between 0 and 22, the
credit-access effect dominates the
wealth-insurance effect, meaning
that an increase in the homestead
exemption should lead to a decrease
in entrepreneurship. An increase in
the homestead exemption rate from
0 to 22 will lead to a decrease in the
rate of entrepreneurship of just over
0.9 percentage points. This is quite
a large effect given that the mean
entrepreneurship rate in the sample
is 14.6 percent.

Beyond a homestead exemption
rate of 22 until a rate of about 62, the
wealth-insurance effect dominates
the credit-access effect and an in-
crease in the homestead exemption
should lead to an increase in entre-
preneurship. An increase from 22 to
62 will lead to a 0.7 percentage point
increase in the rate of entrepreneur-
ship. Beyond a homestead exemp-
tion rate of 62, further increases in
the homestead exemption would
tend to reduce the number of entre-
preneurs.

The highest rates of entrepre-
neurship are attained when the
homestead exemption rate (and the
homestead exemption) is zero. This
is in contrast to previous research,
which found that an increase in the
homestead exemption would lead to
an increase in entrepreneurship for



all starting levels. We find that this
is true only within some ranges of
the homestead exemption.

Personal Income Tax Rate

Although the maximum personal
income tax variable is not statisti-
cally significant, our point estimates
do suggest a U-shaped relationship
between it and the rate of entrepre-
neurship. At lower tax rates, the
labor-supply effect dominates; but,
at higher tax rates, the tax-avoid-
ance effect dominates (Figure 5). It
is clear from the vertical scale of the
figure, however, that even if these
effects were statistically significant,
they would have very little economic
significance. The highest and low-
est rates of entrepreneurship along
the curve differ by only about 0.08
percentage points.

Corporate Income Tax Rate

Unlike the personal income tax
rate, the corporate income tax rate
appears to have very large effects on
entrepreneurship (Figure 6). Up to
the highest rate in our sample (12.25
percent), an increase in the maxi-
mum corporate income tax rate will
push more people out of entrepre-
neurship than it will push into it by
reducing wage-and-salary employ-
ment at corporations. The effect

of the corporate income tax rate
can be substantial. All else equal,
a state that does not levy a tax on
corporate income will tend to have
a rate of entrepreneurship that is
about 0.9 percentage points higher
than a state that levies a maximum
corporate income tax rate of 12.25
percent.?

Minimum Wage

Our final policy variable, the mini-
mum wage relative to productivity,
is negatively related to the rate of
entrepreneurship (Figure 7). All
else equal, a state with a relative
minimum wage of 0.29 will have
a rate of entrepreneurship that is
0.8 percentage points lower than a
state that has a relative minimum
wage of 0.14. These results sug-
gest that a reduction in the federal
minimum wage would increase en-
trepreneurship across states. They
also point out how the federal mini-
mum wage hits poorer states espe-
cially hard. Entrepreneurs in these
states, where productivity is lowest,
are required to pay the same level
of minimum wage as in the richest
states, even though workers with
the corresponding level of produc-
tivity to warrant being paid the
minimum wage are more difficult to
find. Consequently, all else equal, in
the relatively poor states, the federal
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minimum wage results in fewer en-
trepreneurs and fewer of the benefits
that entrepreneurship can bring.

V. Quantifying the Effect of
the Policy Environment for

Eighth District Stafes

We have found that corporate in-
come tax rates, bankruptcy law and
minimum wage legislation have
statistically and economically sig-
nificant effects on rates of entrepre-
neurship across U.S. states. These
results show that great gains in en-
trepreneurship are possible when
government-imposed burdens on
entrepreneurs and other businesses
are reduced. These gains in entre-
preneurship likely dwarf those that
can be attained by direct interven-
tion (i.e., subsidies or tax breaks)
aimed at entrepreneurs.

To highlight further the effects of
the policy environment on entrepre-
neurship, this section of the report
focuses on the states in the Eighth
Federal Reserve District. Table 3
summarizes the levels of entrepre-
neurship and the policy environ-
ment for each of the seven District
states for the last year of our data
set. At that time, all seven states
had rates of entrepreneurship that



Minimum
wage relative to
productivity, 1997

Rate of Homestead Maximum
entrepreneurship exemption rate corporate income

1998 1997 tax rate, 1997
Arkansas 145 66.7 3.75
Illinois 13.2 7.7 43
Indiana 12.9 12.1 34
Kentucky 12.0 8.6 6.13
Mississippi 114 73.7 4
Missouri 148 7.6 6.25
Tennessee 161 4.6 6
50-state average 15.4 29.2 6.06

0.25
0.18
0.22
0.22
0.2b
0.22
0.22

0.21

No homestead No corporate No productivity bias
exemption income tax in minimum wage Total
(percent change) (percent change) (percent change)  (percent change)
Arkansas 1.8 3.1 3.8 8.6
Illinois 4.3 41 1.3 9.7
Indiana 59 3.2 3.0 12.1
Kentucky 5.2 b4 B3 13.9
Mississippi 4.2 41 4.7 131
Missouri 3.8 45 2.7 11.0
Tennessee 2.8 4.2 2.7 9.4
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were below the average across all
states. Missouri, Tennessee and
Arkansas were the most entrepre-
neurial states, each with a rate of
entrepreneurship above 14.5 per-
cent. Mississippi and Kentucky
were easily the least entrepreneur-
ial, with rates of entrepreneurship
of 11.4 percent and 12 percent, re-
spectively.

There was a great deal of varia-
tion across District states in the
three policies that we have found
to have significant effects on entre-
preneurship.

Homestead exemption rates in
Arkansas and Mississippi were
more than twice the national av-
erage and were by far the highest
among District states, while the
five other states had homestead
exemption rates lower than half
the national average. As with
their homestead exemption rates,
District states can be put into
two groups in terms of the rates
at which they taxed corporate in-
come. Three states—Kentucky,
Missouri and Tennessee—taxed
corporate income roughly at or
slightly above the national aver-
age, whereas the other four states
had maximum corporate income
rates well below the national aver-
age. Finally, because of differences
in productivity, minimum wages



relative to productivity spanned a
wide range. Illinois, with the high-
est average productivity, had by far
the lowest relative minimum wages,
whereas Arkansas and Mississippi,
the two states with the lowest av-
erage productivity, had the highest
relative minimum wages.

We performed a series of counter-
factual exercises to determine the
levels of entrepreneurship that would
have occurred in District states had
they had different policies in place.
Specifically, for each state, we cal-
culated the difference in the num-
ber of entrepreneurs if there had
been (1) no homestead exemption,
(2) no corporate income tax and (3)
a state minimum wage set at a level
to eliminate the productivity bias.®
The results of our counterfactuals
are provided in Table 4. Note that
the homestead exemption and the
corporate income tax are policies
directly under the control of states,
but that the relative minimum wage
is, for most states, only under indi-
rect control. Because none of the
District states set their minimum
wage above the federally mandated
level, state governments can affect
their relative minimum wage by (1)
convincing the federal government
to eliminate the minimum wage (or
to let states choose their own mini-
mum wage), or (2) increasing the

average productivity of their state's
work force through education and
other means.

Of the seven District states, it was
Arkansas’ policy environment that
had the smallest total effect on its
level of entrepreneurship. Even so,
different policies would have meant
a very different level of entrepreneur-
ship: If Arkansas had no homestead
exemption, no corporate income tax
and there was no productivity bias in
the minimum wage, the state would
have had 8.6 percent more entrepre-
neurs than it did. Nearly half of these
entrepreneurs were kept out by the
productivity bias of the minimum
wage, while over one-third were kept
out by the corporate income tax. Ar-
kansas' homestead exemption rate,
despite being relatively high, had a
much smaller effect on the number of
entrepreneurs than did the other pol-
icies. This is because its homestead
exemption was high enough for the
positive influence of the wealth-in-
surance effect to largely compen-
sate for the negative influence of the
credit-access effect.

The policy environment in Illinois
was somewhat more important in
affecting entrepreneurs than it was
for Arkansas. Illinois’ relatively low
homestead exemption rate was
along the steepest portion of Figure
4 where the credit-access effect is
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most severe. As a result, elimina-
tion of even Illinois’ modest home-
stead exemption would have meant
4.3 percent more entrepreneurs. A
similar effect on entrepreneurship
was due to the corporate income
taxes, without which Illinois would
have had 4.1 percent more entrepre-
neurs. Because it had the highest
average productivity among District
states, Illinois was relatively less af-
fected by the productivity bias of the
minimum wage. Still, elimination of
the bias would have meant 1.3 per-
cent more entrepreneurs. The total
effect of these policy variables was a
9.7 percent decrease in the number
of entrepreneurs.

For Indiana, the levels of three pol-
icy variables meant that there were
12.1 percent fewer entrepreneurs
than there would have been other-
wise. Even the relatively moderate
productivity bias in the minimum
wage meant 3.0 percent fewer entre-
preneurs. An even larger decrease
in the number of entrepreneurs,
5.9 percent, was due to the state’s
homestead exemption, which was at
a level where the credit-access effect
was most dominant. Finally, Indi-
ana's corporate income taxes, which
were the lowest in the District, nev-
ertheless meant that there were 3.2
percent fewer entrepreneurs.

Of the seven District states, it was



the policy environment of Kentucky
that was most harmful to entrepre-
neurship. In total, the levels of three
policy variables in Kentucky meant
that there were 13.9 percent fewer
entrepreneurs. Kentucky's home-
stead exemption rate, while low, was
in the range where the credit-ac-
cess effect is largest and meant 5.2
percent fewer entrepreneurs. The
state’s relatively high corporate tax
rates contributed to a further loss of
5.4 percent in the number of entre-
preneurs. The remaining 3.3 percent
reduction in the number of entrepre-
neurs was due to the productivity
bias of the minimum wage.
Mississippi, which had the lowest
rate of entrepreneurship within the
District, had the second most harm-
ful policy environment for entre-
preneurs. Because of Mississippi's
status as the state with the lowest
average productivity, the minimum
wage was especially deleterious,
leading to 4.7 percent fewer entre-
preneurs. The state’s relatively high
homestead exemption rate meant
that there were 4.2 percent fewer
entrepreneurs, while its below-aver-
age corporate income tax burden led
to a further 4.1 percent decrease. In
total, the levels at which these three
policy variables were set meant that
Mississippi had over 13 percent few-
er entrepreneurs than if there were

no homestead exemption rate, no
corporate income tax and no produc-
tivity bias in the minimum wage.

For Missouri, its above-average
corporate income tax was the larg-
est contributor to the reduction in
entrepreneurship. If Missouri did
not tax corporate income, it would
have had 4.5 percent more entre-
preneurs. In common with several
other District states, Missouri's
homestead exemption, although rel-
atively low, had a large (3.8 percent)
negative effect on entrepreneurship.
Including the 2.7 percent reduction
in the number of entrepreneurs due
to the productivity bias of the mini-
mum wage, Missouri's policy en-
vironment meant 11 percent fewer
entrepreneurs.

The policy environment of Tennes-
see had an overall smaller effect on
the number of entrepreneurs than
for all District states except Arkan-
sas. But because Tennessee’s poli-
cy environment differed a great deal
from that of Arkansas, Tennessee's
entrepreneurship was suppressed
for quite different policy-related
reasons. For example, because av-
erage productivity is higher in Ten-
nessee, the productivity bias of the
minimum wage had less of an ef-
fect on entrepreneurs than it did in
Arkansas, although the 2.7 percent
decrease in the number of entrepre-
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neurs is still large in absolute terms.
For Tennessee, it was its relatively
high corporate income taxes that
had the largest effect on entrepre-
neurs (a 4.5 percent reduction). In
addition, although Tennessee's
homestead exemption rate was fair-
ly low, it is at the very steep portion
of the relationship illustrated by Fig-
ure 4, where the credit-access effect
is dominant. As a result, even Ten-
nessee’'s modest homestead exemp-
tion rate meant 2.5 percent fewer
entrepreneurs.

V. Summary and Conclusions

Governments can conduct both
active and passive policies to en-
courage entrepreneurship. Although
active policies, such as targeted
tax breaks and subsidies, are the
most common policies pursued, we
argue that passive policies create
an entrepreneur-friendly environ-
ment that will generate higher rates
of entrepreneurship. The passive
policies discussed in this report in-
clude an overall reduction in corpo-
rate and income tax rates, reduced
regulation on business operation, a
reduction in business startup costs
(filing fees, regulations, etc.) and fre-
er access to capital. In addition, at-
tention was given to the importance
of private property rights and a legal



system that protects these rights
as essential ingredients to business
and economic growth.

The importance of passive policies
toward fostering entrepreneurship
was confirmed through an empirical
analysis on rates of entrepreneur-
ship across the U.S. states. The em-
pirical results revealed that states
having lower corporate income tax
rates are rewarded with higher rates
of entrepreneurship. We also found
evidence that homestead exemp-
tions influence rates of entrepre-
neurship—states having no home-
stead exemptions are predicted to
have higher rates of entrepreneur-
ship. This result suggests that the
credit-access effect—namely that
banks and other creditors are aware
of bankruptcy exemptions and ad-
just the availability of credit accord-
ingly—is an important determinant
of entrepreneurship. Finally, our
models also reveal a negative rela-
tionship between entrepreneurship
and the minimum wage relative to
productivity. This result has two
interpretations, namely that (1) in-
creases in productivity, holding the
minimum wage constant, will result
in higher rates of entrepreneurship,
and (2) increases in the minimum
wage, holding productivity constant,
will result in lower rates of entrepre-
neurship.

We also used our empirical results
to explore how changes in passive
policies would affect rates of entre-
preneurship in states of the Eighth
Federal Reserve District. Specific-
ally, we predicted what the rate of
entrepreneurship would be in each
state if each state eliminated its cor-
porate income tax and homestead
exemption and had higher levels of
productivity (or a lower minimum
wage). The individual effects from
each resulting passive policy were
presented along with the cumula-
tive effect from implementing all
three policies. On average, the rate
of entrepreneurship would increase
by 11.1 percent in District states
as a result of implementing all poli-
cies. However, because each state
has different corporate income tax
rates, homestead exemption levels
and productivity, there was consid-
erable variation in the gains in en-
trepreneurship across the states.

Although our analysis focused on
state-level policies, the results here
also have implications for county-
and city-level entrepreneurship. For
example, it is likely that local sales
tax rates, property tax rates, zoning
regulations and startup costs also
influence rates of entrepreneurship.
The availability of appropriate data
on which to test this hypothesis sta-
tistically remains a challenge. How-

ever, the results of this study reveal
that passive policies, regardless of
which level of government imposes
them, are likely to result in high-
er rates of entrepreneurship. As
shown here, gains in entrepreneur-
ship from implementing passive
policies can be quite large and are
likely to be larger than those gains
from targeted policies.
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The empirical model is:
E, =0, +7, +ﬁ|Xit +0'Z,+7'G, +¢,

In the equation, the dependent
variable E, is the rate of entrepre-
neurship in state i during year ft,
where E; is measured as the pro-
portion of the nonfarm employment
that is classified as proprietors.®
The parameter a;denotes state fixed
effects and 7, denotes fixed year ef-
fects. The vector Xi measures av-
erage demographic characteristics
whereas the vector Z; measures
business conditions. The error term
is represented by &

The passive policy variables are
included in the vector Gi. The four
variables in Gi are the homestead
exemption rates, personal income
tax rates, corporate income tax
rates and the minimum wage rela-
tive to productivity. We also include
the square of the first three variables
and the cube of the homestead ex-
emption to allow for a nonlinear re-
lationship between each policy vari-
able and rates of entrepreneurship.
(See the main text for a theoretical
discussion of each variable.) Data
sources and summary statistics for
all variables used in the estimation
are provided in Appendix Tables 1A
and 2A. (See Pages 27 and 28.)

We cannot estimate the effect of
the policy environment on entre-

Appendix

preneurship without controlling for
demographic and economic condi-
tions across the states. The demo-
graphic variables in Xy measure the
age, sex and racial compositions of
state employment, categories across
which rates of self-employment dif-
fer a great deal.?’” For example, men
are nearly twice as likely as women
to be self-employed, and blacks are
less than one-third as likely to be
self-employed as whites or Asians.
Our vector of business conditions,
Z;, includes the state's unemploy-
ment rate, per capita real income,
industry employment shares, real
proprietor’s wage, per capita real
wealth (as proxied by dividends, in-
terest and rent), and the real median
house price weighted by the rate of
home ownership. These last two
variables control for differences in
the levels of assets that the average
person has to support an entrepre-
neurial venture.

Care needs to be taken when in-
terpreting the estimated coefficients
for the variables in X and Z;. These
variables might simultaneously
measure differences across states
in the supply of entrepreneurs and
the demand for the products that
are more likely to be produced by
entrepreneurs.” Therefore, because
supply and demand cannot be sepa-
rated by the variables in Xi and Zi,
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we include these variables only as
controls and do not interpret their
coefficients.

We can interpret the coefficient
on the unemployment rate, howev-
er. A low unemployment rate sug-
gests relatively low risks and high
returns for entrepreneurial ventures,
thereby pulling a higher share of the
population into entrepreneurship.
However, a high unemployment rate
indicates the number of people with
limited opportunities for wage-and-
salary employment who might, out
of necessity, be pushed into self-em-
ployment.” Thus, the sign of the co-
efficient on the unemployment rate
has been interpreted as a measure
of the relative strengths of the pull
and push effects of the unemploy-
ment rate.

We estimated our model with
Feasible Generalized Least Squares
(FGLS) and controlled for state-spe-
cific autocorrelation and heteroske-
dasticity. Although the magnitudes
of the estimated coefficients using
FGLS do not differ substantially
from those estimates ordinary least
squares would provide, the richer
error structure allowed for by FGLS
makes it superior for estimating
state panels of entrepreneurship.
To avoid issues of simultaneity and
to capture the lag between the de-
cision to become an entrepreneur



and its realization, we used lagged
values of all of our independent vari-
ables. The reference variables are
the adult share of the population
aged 18 to 24, the white share of
the population, government share
of employment, and the year 1992.
Data from the 50 states for the pe-
riod 1992 to 1998 were used. The
empirical results are shown in
Appendix Table 3A. (See Page 29.)
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Appendix Table TA: Data Sources

Data series Source

Nonfarm proprietors’ employment, total  Regional Economic Information System, Bureau of Economic

nonfarm employment Analysis, Table CA25
Unemployment rate Household Survey, Bureau of Labor Statistics
Dividends, interest and rent Regional Economic Information System, Bureau of Economic

Analysis, Table CAO0S
Per capita gross state product Bureau of Economic Analysis
Average nonfarm proprietors’ income, Regional Economic Information System, Bureau of Economic

average wage and salary disbursements Analysis, Table CA30

Industry employment shares; age, race Establishment Survey, Bureau of Labor Statistics
and sex employment shares

Maximum marginal tax rates TAXSIM, National Bureau of Economic Research

Maximum corporate tax rate Council of State Governments, The Book of the States, various
editions

Minimum wage “State Labor Legislation Enacted in 199X,” Monthly Labor

Review, various issues, 1990-98

Homestead bankruptcy exemptions Eliag, S.; Renaur A.; and Leonard R., How to File for Chapter 11
Bankruptcy, various editions, Berkeley, Calif: Nolo Press

Median house price Derived using median house price from 1990 census and the
Home Price Index from the Office of Federal Housing Enter-
prise Oversight

Home ownership rate, median house Census Bureau
price, metro population, total population

Share of households with householder Census Bureau, derived from 1990 and 2000 census assuming
and spouse constant state-level rates of change
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Standard
Deviation Maximum Minimum

Rate of entrepreneurship 14.61 291 21.56 9.66
Homestead exemption rate 28.67 2472 75.40 0.00
Max. personal income tax rate 38.37 4.07 44 87 28.00
Max. corporate income tax rate 6.09 2.85 12.25 0.00
Minimum wage relative to productivity 0.20 0.03 0.29 0.14
Unemployment rate 576 154 11.40 2.50
Real income per capita 21.25 3.68 35.95 13.38
Relative proprietor’s wage 0.74 011 1.05 0.51
Real wealth per capita 413 0.84 6.99 2.30
Real median house price 59.93 21.40 14759 31.37
Ag. services, forestry, fishing 1.50 0.73 574 0.70
Mining 6.68 1.06 10.04 4.49
Construction 8.39 1.70 14.94 564
Manufacturing 15.21 556 2743 3.51
Transportation and public utilities 112 1.70 1010 0.03
Wholesale trade 20.98 1.72 24.98 16.61
Retail trade 35.00 3.94 50.62 26.84
Finance, insurance and real estate 5.87 1.13 10.49 3.56
Services 5.34 0.89 7.75 3.44
Share of population in metro areas 67.63 20.35 100.00 29.62.
Adult share aged 45 to 65 26.73 1.51 31.49 22.36
Adult share aged 65+ 1716 2.55 2431 6.23
Female share of employment 46.16 1.31 49.25 41.63
Black share of employment 9.93 9.36 36.37 0.31
Native American share of employment 1.66 2.94 16.05 0.13
Asian share of employment 3.15 8.73 63.30 0.44
Hispanic share of employment 5.98 7.92 39.95 0.47

Number of observations = 350
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Appendix Table 3A: Regression Results

Coefficient Std. Error I-statistic
Policy environment
Homestead exemption rate -0.096* 0.022 -4.33
Homestead exemption rate squared 0.003* 0.001 3.81
Homestead exemption rate cubed -0.00002* 0.00001 -3.65
Max. personal income tax rate -0.037 0.054 -0.70
Max. personal income tax rate squared 0.001 0.001 0.79
Max. corporate income tax rate -0.138* 0.082 -1.68
Max. corporate income tax rate squared  0.005 0.006 0.90
Min. wage relative to productivity -5.661* 2.091 -2.71
Business environment
Unemployment rate 0.120* 0.022 5.53
Real income per capita -0.162* 0.091 -1.77
Relative proprietor's wage 0.163 0.380 0.43
Real wealth per capita 0.150 0.243 0.62
Real median house price 0.027* 0.008 3.44
Industry shares yes
Demographics
Share of population in metro areas -0.174* 0.063 -2.77
Adult share aged 45 to 65 0.102* 0.049 2.06
Adult share aged 65+ 0.318* 0.097 3.26
Female share of employment 0.052* 0.019 2.72
Black share of employment 0.063 0.098 0.64
Native American share of employment -0.142* 0.309 -0.46
Asian share of employment -0.104 0.193 -0.64
Hispanic share of employment 0.040 0.067 0.60
Year Effects
1993 0.088 0.073 1.21
1994 0.352* 0.103 3.41
1995 0.701* 0.134 5.24
1996 1.139* 0.162 7.03
1997 1.374* 0.191 7.19
1998 1.631* 0.224 7.29
State Fixed Effects yes

* Indicates significance at the 10 percent level or higher.

Note: The Feasible Generalized Least Squares estimation corrects for state-specific heteroskedasticity and autocorrelation. Number of
observations = 350. The dependent variable is the rate of entrepreneurship, defined as the ratio of nonfarm employment to working age
population. Sample is 1992 to 1998.
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