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Abstract

This paper examines new firm performance in two countries, Britain and Spain, with radicaly
different regulatory environments. Britain is the fifth leest regulated out of 85 countries, whereas
Spain is in fifty fifth place. We compare factors which influence start-up size and those that influence
subsequent employment change of new businesses over five years. Data was collected by face-to-
face interviews with 231 English and 182 Spanish firm founders using the same questionnaire in the
two countries. In order to provide a full explanation of dart-up sze and employment change,
explanatory variables are based on conditions observable at the pre-, at- and post-start stages. First, a
multiple regresson andlyss is edimaed to identify the determinants of initid Sze of the firm.
Second, four groups of firms are subsequently identified in terms of their employment change in both
countries. The determinants of these four groups are then andysed usng an ordered probit modd.
The key finding is that new firms appear to be dmog identical in both economies, both in terms of
numbers and post dat up peformance. This raises questions over the economic merits of public
policies intended to ease the process of new venture start up.
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DO MORE HEAVILY REGULATED ECONOMIESHAVE POORER PERFORMING NEW
FIRMS? EVIDENCE FROM BRITAIN AND SPAIN

1. INTRODUCTION

Countries vay makedly in the way in which they regulae and provide an environment for
enterprise.  Djankov et d. (2002) document the stark differences between, for example, Italy and
Canada. In the former an individua wishing to dat a five employee busness has to follow 16
different procedures, pay the equivaent of nearly $4,000 US and wait 62 days for the necessary
permits. In Canada, the procedures can be completed in two days by paying $280 US.

Djankov e d’s concluson was that these types of regulation were not in the public interest. They
found that countries where regulations were most burdensome were less likey to be democrdtic,
more characterised by officid corruption, had larger unofficia economies and lower levels of wedlth.

Smilarly, in the case of a sngle country, Bertrand and Kramarz (2002) find the entry redtrictions
imposed by regiond zoning boards in France lead to dower retail employment growth. The case for

lowering the barriers to establishing new businesses seems clear.

But regulation may affect not only the starting of busnesses. It may dso influence therr subsequent
survival and growth. For example, business owners may choose not to grow their business beyond a
given sze threshold for fear of triggering digibility for employee rights or other forms of legidation
(Pryor, 2000). Support for the impact of such legidation on the growth of new firms is provided by
the highly influentiad work of Scarpetta et d. (2002). They showed that “burdensome regulations’ on
entrepreneuria  activity explaned why, in the US entrant firms dated smdler than those in
European Union countries, but those which survived grew faster and quickly surpassed them in sze.
The European Green Pgper on Entrepreneurship (European Union, 2002) embraced this finding with
enthusasm. The EU now uses this ressarch to drive forward its efforts to reduce “bureaucratic
burdens’ on firms as one dement in its efforts to close the productivity gap between Europe and the
United States.

However, neither the academic nor the policy literature has yet sought to model the mechanism by
which the regulaory environment influences the formation and growth of new and smdl firms
(NSF9), in order to address the question: what differences would we expect to see in NSFs in a

heavily regulated (HR) economy, compared with alightly regulated (LR) economy?



This paper does address this question using data from Britain — or more accurately England — and
Spain. These countries are chosen to reflect clear differences in their regulatory regimes. According
to the Djankov et d. index, Great Britain can be consdered to be the fifth least regulated economy in
the world for NFS. In contrast, Spain is a much more heavily regulated economy, occupying postion
55 out of the 85 countries. Other reviews of overal regulatory approaches adopted by countries, by
Nicoletti and Scarpetta (2003) and by Kaufman et a (1999), dso point to wide differences between
GB and Spain®.

Given these sharp differences in the regulatory gpproaches of the two countries it might be expected
that there would be equally stark differences between the characterigtics of their NSFs. The paper
reports the results of a pardld survey of new firms in the two countries using, in so far as possble,
identical research approaches.

Perhaps surprisingly, new firms in the two countries show much greater amilarities than differences.
In both countries the firms were, on average, between four and five years old. The initid dat up
gze of the firms was not dgnificantly different in the two countries and neither was their current
gze. Furthermore, the pattern of employment growth was dso drikingly amilar, as were the factors
that ‘explaned’ this growth. In both countries initid Sat up Sze exerted a negdive influence on
growth, whereas training, planning and owner management skills were associated with faster growth.

The paper concludes by speculating on the reasons why these results differ so markedly from the
theory and empirical findings of some economigts. It concludes that the focus of prior work has been
on new “regigered” or officid businesses, whereas the current work includes a high proportion of
new firms that are beow the sze threshold a which internationdly comparable ddidics are
collected. The fact that such firms begin, and often remain, below the radar screens of officiddom
mean they are more likdy to be influenced by loca conditions and attitudes rather than by the
officid regulaiory regime. This cdls into quesion recent EU moves seeking to generate more
dynamic, growth-orientated smaler enterprises through reducing regulaions. Instead, our findings
ae compatible with an explanation that sees the regulatory framework as a ‘second divison’
influence upon the peformance of new and smdl firms Of greater dgnificance are the
characterigics of new and smdl firm owners. Ther skills and determination gppear to transcend
nationa boundaries and, by implication, regulatory regimes.

4 However itis important to note that, since 2002, a number of large high income countries, most notably France, have

sought to reduce the time and cost of business start up. Nevertheless the most recent World Bank data on Doing Business
in 2005 indicates that, whilst it takes 18 daysto start abusinessin the UK it takes 108 in Spain. Equally the cost of
starting abusinessin the UK is0.9% of Gross National income per capitain the UK, compared with 16.5% for Spain.
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The paper is organised as follows. Section 2 examines previous empirical research on NSFs growth.
Section 3 sets out the procedures used for data collection. Section 4 presents models and variables
and describes samples. Section 5 shows the empiricd results and the implications of the findings are
considered in Section 6.

2. LITERATURE REVIEW

A unique theoreticd modd that explains initid Sze and subsequent growth of new firms does not
exig. In order to explan and compare the determinants of dart-up sSze and employment change,
Storey’s (1994b) andytical framework is used in this paper. Storey (1994b) proposes a framework
with three main factors that can be consdered as a variety of different dements. These are the
darting resources of the entrepreneur, the firm and strategy. The entrepreneur’s background and the
firm characteridics are likdy to explan dat-up size (Mata, 1996). Employment growth will depend
not only on these factors, but dso on the dtrategies employed by the businesses after the dart-up
(Romandli, 1989). Storey (1994b) points out that al three components need to combine
gopropriately in order the firm achieve rapid growth. The three components may be consdered as
overlgpping or intersecting circles and they cannot be consdered as wholly independent influences.
This paper divides these three factors into pre-start factors, such as human cepitd, a-the-start factors,
such as incorporation and sector, and post-start factors, such as strategy.

The characterigtics of the entrepreneur and hisher access to resources can be identifiable prior to the
dat of the budness. Evidence suggests tha new firm sze increases with entrepreneurs  human
capital. Mata (1996) found that start-up Size increases with the age of the entrepreneurs, athough at
decreasing rates, and that education aso increases the sze of the new venture. Human capita is aso
an important factor that determines the speed of growth. The human capita endowment of the
founder contributes to the explanation of fast growth (Almus, 2002). There looks to be some support
for the view that the age of the entrepreneur when the business is establised is an influence on the
growth rate of that business. Age® of the founder has been found to have a negative effect on growth
(Bruderl and Preisendorfer, 2000). A podtive effect of education on firm survivd and growth has
been extensvely reported (Cooper et a., 1994; Gimeno et a., 1997; Burke et a., 2000). Prior
experience has been shown to influence firm growth too. Entrepreneurs with some managerid
experience (normaly in their previous job) tend to form firms, which grow faster than individuds
without such experience (Storey, 1994b). If the founder is unemployed prior to dtarting a business,
that firm is unlikdy to grow as rgpidy as where the founder is employed (Red and Smith, 2000).



Other factors prior to set up the business may postively nfluence growth, such as the use of externd
advice (Robson and Bennett, 2000).

‘At-the-gtart’ factors can be congdered dements reating to the firm itsdf, such as sector and legd
form, and reflect decisons observable immediatdy the busness dats to trade. Studies have
consstently shown that limited companies experience more rgpid growth than sole propiertorships
(Storey, 1994a, Almus, 2002; Davidsson et a., 2002). The sector in which the firm operates is dso a
very important factor for congderaion when examining initid dze and firm growth. Industry
characteritics matter for the scale of entry. Evidence shows that larger firms are crested in larger
indudtries and in those with high minimum efficent scde (Maa and Machado, 1996; Gorg € 4d.,
2000). Many dsudies report indudry as a dgnificant varigble when examining firm growth (eg.
Almus and Nerlinger, 1999; Brixy and Kohault, 1999; Davidsson et a., 2002). Size and age are other
edements that refer explicitly to the characteristics of the firm and ae not related to either the
entrepreneur or the drategy. The dze of the firm is the most studied factor as a determinant of
growth. Although Gibrat's law theorizes that both smdl and large firms will on average have the
same rates of growth (Gibrat, 1931), empiricd evidence has not confirmed this theory (Evans, 1987,
Wagner, 1992; Audrestch et d., 1999; Almus and Nerlinger, 2000). The generd pattern observed in
previous research is that smaler firms grow more rapidly than faster (Storey, 1994b). Age of firm is
a0 widdy used as an independent variable to explain firm growth. Evidence suggests that younger
firms grow more rapidly than older firms (e.g. Almus and Nerlinger, 1999, Davidsson et ., 2002).

‘Post-gtart factors are related to the drategy of the firm. ‘Strategic' variables are considered actions
taking by the busness owner once in busness, such as new product introduction, forma planning,
workforce traning and extend equity. Firs, an important eement to be consdered is the
introduction of new products. Evidence shows that the more rapidly growing firms are more likely to
have made new product introductions (Bruderl and Preisendorfer, 2000). Second, dthough forma
planning procedures appears to be more characteristic of larger busnesses, Reid and Smith (2000)
found that forward planning appears to enhance new firm peformance. Dedmar and Shane (2003)
provide empiricd evidence tha busness planing enhances new venture surviva, product
devdlopment and organisng activity in new ventures. Growing firms might aso be expected actively
to encourage workforce training to a greater extent than dow-growth or no-growth firms. Evidence
adso suggests that entrepreneurs who are prepared to invest in training their employees are better
equipped to compete in the market (Basu and Goswami, 1999). Findly, the sources used for
financing a business are likely to be an influence upon its growth (Storey, 1994b).



From an extensive review of fourteen multivariate studies conducted in many countries we conclude
that pre- and at-the-start variables have been more employed by researchers than post-start factors to
explan new firm growth. Thus vey few dudies have incorporated informeation on al three
components together (the background of the entrepreneur, firm characteristics and Strategy).

3. DATA AND METHODOLOGY

Data for this sudy were obtained from two surveys of wholly new independent firms conducted
separately in sdected areas of Spain and England. Spain will be taken as the HR economy and Great
Britain, and specificaly England, is taken as an LR economy®. A key purpose is to select not only
new firms that appear in officid datidtics, but dso to include those which are bedow the minimum
gze threshold and hence are omitted from officid dHatistics. It is aso to sdect geographical areas
within the countries that can be regarded as broadly representative of those countries.

The GB survey was conducted in 2001 in three English counties, Buckinghamshire, Shropshire and
Tees Vdley (the former county of Clevdand plus Darlington). The three counties were specificdly
chosen to reflect high, medium and low firm entry rates, by the standards of officid statistics®. [For
more details see Greene et d. (2004) and Mole et a. (2004)]. This survey used the identical approach
of two previous studies on new firms founded in the county of Cleveland, one undertaken in 1980
and one in 1991 (Storey, 1982; Storey and Strange, 1993). One key benefit of the approach was its
success in surveying new firms that were not registered for VAT and hence never gppeared in any
UK official statistics.

The UK sudy was replicated in 2003 in Spain. A geographicd and adminidrative area (comarca)
cdled Vdles Occidentd (adjacent to Barcdond) with comparable economic characteristics to the
English counties by naiond sandards was sdected. In paticular Vales Occidenta exhibits a firm
density which is similar to the Spanish nationa level (63.1 firms per 1,000 inhabitants)®.

® Although Djankov et al (2002) refer to Great Britain, their data are derived for London, the capital city of England.
Great Britain comprises England, Wales and Scotland, but not Northern Ireland.

6 Using the measure of new VAT Registrations per 10,000 popul ation the rates for Tees Valley, Shropshire and
Buckinghamshirein 2001 were 18, 32 and 52 respectively. The English average was 33. Equally importantly, as shown

by Mole et a (2004), whilst formation rates do vary with the economic cycle, Tees Valley isawayslow, Shropshireis
always average and Buckinghamshire is always high, over the period 1980-2001.

" Storey and Strange (1993) found that only 50% of the new firms were registered for VAT. Of the unregistered 50% of
firms, 16% had sales below the VAT threshold and so were not required to register. 4% had sales above the limit, and the
remaining 30% refused to disclose their sales!



The populaion of the sdected areas in both countries is dso quite Smilar. The population of Vales
Occidentd was approximately 740,000 in 2001. The number of inhabitants in Tees Vdley was
640,000 in the same year. Buckinghamshire had 480,000 inhabitants. In Shropshire this figure was
440,000. Vales Occidentd has a lower GDP per head than the three English areas’, reflecting
nationd differences’®. The unemployment rate is higher in the Spanish area than in the English
counties (7.1 in Vdles Occidentd, 5.4 in Tees Vdley, 1.9 in Shropshire and 1.4 in Buckinghamshire,
al in year 2001). This broadly reflects unemployment rates in each country (5.1 in the UK and 10.5
in Spain for the year 2001).

Nether Britan nor Span has a sngle comprehnensve and publidy avaldble lig of new firms
Exiding ligs of limited companies which are publidy avalable, exclude numerous smdl Sart-ups
and s0 are of no vaue in this context. The VAT data is not publicly avalable but even this excludes
firms with sdes of less than £56,000. Our reservations about private data bases for Great Britain is
their greater focus on firms seeking credit than on other starts means they risk being a biased sample.
For Spain these data bases are recogni sed to be even more imperfect.

Databases, appropriate for the purpose, were therefore constructed by the researchers in each
country. The English study compiles a lig of new firms in the same way as in the two previous
Clevdand gudies. A lig of new firms was derived through comparisons of BT telephone directories
for 2000 with those from 1995. Those firms in the directories for 2000, but not present in 1995, were
condgdered to be potentia new firms to the area. In the Spanish area an initid ligt of new firms was
derived usng three sources of information in order to incdude both limited and non limited
companies. A lig of new firms based on locd tax payments, the Chambers of Commerce and
Industry directory and a commercid database based on the Officia Register of Enterprises was
compiled. A careful analysis of these lists was made and overlaps between the three databases were
detected. From this cross-checking process, a list of potentiad new firms, which were defined as those
founded between 1998 and 2000, was obtained.

Having then derived a list of potentid new firms, identical procedures were used in England and
Spain to produce ligts of new firms. Researchers contacted businesses by phone in order to determine
whether they were wholly new independent firms. The study excluded firms thet were ‘in-moves to

the area, subsdiaries, affiliates and firms created for reducing tax burdens. Face-to-face interviews

8 Unfortunately start-up rates are available in Spain only at national level. Firm density is therefore used as the best
measure of entrepreneurial activity at regional and county levels.

° The GDP per head is higher in Buckinghamshire than in Shropshire and Tees Valley.

19'1n 2001 the Spanish GDP per head was $20,155 compared with $25,479 in the UK.
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were then conducted with new firm founders, on the grounds that the researcher was certain these
were “red” busnesses. The questionnaire was initidly desgned in English and was trandaed for the
Spanish dudy. The Spanish questionnaire was tested through a series of extended interviews. During
this process it became clear that some questions were not gpplicable in the Spanish context, and these
were eiminated. In addition some questions were asked only of the Spanish firms, but the vast
mgority of questions were common to both countries. The questionnaire took around an hour to

complete and was administered at the normal place of work of the respondent.

The find sample conssts of 624 new firms in England™* and 182 in Spain. However only 231
English firms provided data on employment at sart up, whereas this was provided by dl Spanish
firms, and it is these responses that are used in this paper.*?

4. MODELSAND VARIABLES

The firg modd to be tested is a multiple linear regresson andysis for dart-up sze. The number of
jobs a the start was not used in this modd because this variable has a non-normd didribution that
maekes it unsdtifactory as a dependent variable in multiple regresson andyss. The logarithm
transformation of the initial number of jobsis therefore used as a dependent variable.

Table 1 provides means, standard deviations and the range (min, max) for employment variables in
each sample. The table clearly shows tha the firms examined are smdl. They had three jobs on
average a the dart-up. At the time when surveys were carried out, the firm sze was around Sx in
both samples. Although mean employment change vaues ae not dgnificantly different in the two
samples, sandard deviaions are higher in the English sample than in the Spanish one for both dart-

up and ‘current’ sSize.

1 Gjven the multi-stage processes necessary to identify this group of new firms, thereis no single statistic which isan
ideal measure of “responserate”. The Tees Valley resultsillustrate theissue. A total of 2490 “new firms” were identified
from the Telephone Directory., and contact was attempted with 2112. Of these, 791 were ineligible on grounds of age,
ownership or sector. 278 had ceased trading or moved outside the area, implying an eligible population of 1043. In total
320 firms were interviewed. One estimate of response rate is therefore 320/1043, implying a response rate of 32%.
However atotal of 336 telephone lines were either disconnected or re-allocated which islikely to be a powerful sign that
the business has ceased. If these are also assumed to be “dead” businesses, and the denominator only includes businesses
known to be eligible at the time of the Survey, then the response is 320/707 or arate of 45%. Our, highly subjective,
judgement is that the real response rate islikely to be around 40% for Tees Valley. For Buckinghamshire the response
rate, comparable to the Tees Valley figure of 45% is 69%, and for Shropshire the comparable figure is 75%. For the

Valles Occidental (the Spanish area), the comparabl e estimation of the response is 182/404, implying arate of 43%.

12 The reason for this discrepancy is the English survey asked about employment one, three and five years prior to the
interview, but did not ask a specific question about start up. Where the available data corresponded with the year of start
up this datawas used, but clearly it was not appropriate to useit for all cases. There were no significant differences



Table 1. Employment variables

English counties Spanish area
Variable N Mean Std.Dev. Min. Max. N Mean Std. Dev. Min. Max.
Start-up size 231 3.39 437 1 44 182 3.26 265 1 16
Ln (start-up size) 231 .86 .76 0 378 182 40 31 0 120
‘Current’ size 231 6.11 10.00 1 109 182 587 516 1 A
Absolute change 231 272 8.03 -8 91 182 261 4.16 -6 26

The second model condders the factors that influence the probability of a firm having postive,

neutra and negative employment change. The ordered probit modd provides a method of estimating

this probability. In order to look at the different patterns of employment change a categoricd variable

with ordina outcomes was congructed. Absolute change was preferred to use for defining the

categories ingead of relaive change because of the very smal sze of the businesses in both data

sets. Within the group of businesses with job gains, a conscious decision was made to separate the

fagt-growing firms from the firms with a dow employment growth. A duger anadyss was employed

to explore the cut point between dow and fast growers. Results showed that fast-growing firms were

those with more than four jobs crested since the start. This classfication is congsent with previous

dudies trying to isolate rapidly growing firms from the rest of new busnesses (eg. Almus, 2002).

Therefore, a categorical dependent variable with four outcomes according to the absolute

employment changeis used in the second mode. The four groups of firms are as follows:

1. Dediners. Firmswith negative employment changei.e. firmswith job losses

2. Statics. Firmswith no change in the number of jobs.

3. Sow growers. Firms which experience a postive employment growth but only with a smdl gan
of jobs.

4. Fast growers. Firmswhich have created a least five additiona jobs over time.

Table 2 presents descriptive datistics for these four categories of employment change. Perhaps
surprisngly, the proportion of firms losng jobs (i.e. decliners) is exactly the same in the two samples
(8.2 per cent). The group of fast growing firms represents about 16 per cent in the English sample
and about 19 per cent in the Spanish one. The group of datics has the biggest number of firms in the
English dataset, whereas dow growers conditute the category with more observations in the Spanish
cae. Significant differences are found between the four groups of new firms regarding ther
employment change, as shown in table 2. We will turn to the characteridtics of the four groups and
especidly to ther patterns of change over time in the results section.

between the 624 and 231 cases in terms of sector, age or geography. For Spain a specific question on number of
employees at start-up was used.
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Table 2: Categoriesfor employment change

English counties® Spanish area”
Category N % Mean  Std. Min.  Max. N % Mean  Std. Min.  Max.
Dev. Dev.
Decliners 19 82 -200 205 -8 -1 15 82 213 177 -6 -1
Statics ] 429 .00 .00 0 0 50 275 .00 .00 0 0
Slow growers 75 325 2.06 108 1 4 83 456 224 116 1 4
Fast growers 38 164 1342 1571 5 91 A 187 947 457 5 26
Total 231 1000 271 8.03 -8 91 182 1000 261 4.16 -6 26

aAnovaF = 45.088 *** ® AnovaF = 160.702***

According to the theoretica framework presented in the second section, regressors used in the two
estimations can be separated into four main categories, as follows:
Pre-dat variables. Foundation age and age squared of the entrepreneur and three dummy
vaiddles for forma qudifications, previous managerid experience and unemployment prior to
st up the business give us an indght into the human capitd of the new firm founder. Moreover,
dummies for usng externd advice and having a formad business plan before the dart-up as well
as sources of capitd areincluded as pre-start independent variables.
At-the-gtart variables. To condder the legd form of the busness, we use a dummy for limited
companies. In this paper there are nine industrial dummies that correspond to SIC sections (the
omitted variable is other socid and persond services). As three geographicd areas were included
in the English survey, we employ two dummies for the counties of Shropshire and
Buckinghamshire,
Post-gart varidbless We employ dummies for the introduction of new products, workforce
traning and formd planning. The ‘current’ sources of finance and the use of externd advice
during the first year of operation are aso included as dummy variables in the estimation. We use
avaiable that is a sdf-reported measure of the owner managerid kills on afive-point scae.
To control for the different ages of the firmsin the databases we introduce age of the firm.

Table 3 provides definitions of dl explanatory variables employed in the empiricd andyss as wel
as mean vaues of these variables in the two samples. In terms of generd features of the databases,
the firms examined are not only amdl, but aso young: about five years in the Spanish sample and
four years in the English one. The full range of sectors by SIC is represented at main section level.
The best represented indudtries in both samples are wholesde and retall trade, manufacturing and
business activities.
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Table 3: Variable definition and characteristics of the samples

Variable English counties Spanish area
Pre-start

Male =1if mae Oif femde 76 .69
Age of founder = age of founder in years when started the business 39.14 38.24
Age? of founder = (age of founder in years when started the business)? 1629.51 1555.18
Formal qualification = 1if founder hasformal qualifications; O otherwise .89 72
Manager = 1if founder was a manager prior to the business starting; 0 otherwise .65 40
Unemployed = 1if founder was unemployed prior to the business starting; O otherwise 22 .24
Support = 1if founder used external advice before start-up; O otherwise .85 .70
Business plan = 1if founder had aformal written business plan prior to the business starting; 0 otherwise .58 43
Start-up persona savings = 1if firm used personal savingsto establish the firm at start-up; O otherwise .80 .78
Start-up clearing bank loan = 1if firm used loans or overdrafts to establish the firm at start-up; 0 otherwise .27 .36
Start-up friends or relations = 1if firm used loans from friends/relations to establish the firm at start-up; 0 otherwise .20 .09
Start-up public organisations = 1if firm had finance from public organisations to establish the firm at start-up; 0 otherwise A2 .02
At-the-start

Limited co = 1if firmisalimited company; O otherwise .38 a7
Manufacturing = 1if firmisin manufacturing; O otherwise 19 21
Construction =1if firmisin construction; O otherwise .08 .10
Trade =1if firmisin wholesae and retail trade; O otherwise A7 .26
Hotels and restaurants =1if firmisin hotels and restaurants; O otherwise .10 .03
Transport = 1if firmisin transport and communication; O otherwise .02 .04
Financia intermediation =1if firmisin financial intermediation; O otherwise .02 .02
Business activities =1if firmisin renting, real state or business activities; O otherwise .25 .18
Education =1if firmisin education; O otherwise .02 .03
Health =1if firmisin health and social work; O otherwise .03 .03
Shropshire = 1if firmisin the county of Shropshire; O otherwise 30.7

Buckinghamshire =1if firmisin the county of Buckinghamshire; O otherwise 238

Age

Firm age = number of years the firm has been trading 3.77 4.88
Post-start

New products = 1if firm hasintroduced new products since founding; O otherwise .64 54
Formal plan now = 1if firm has aformal written business plan; 0 otherwise .38 37
Formal training for workers = 1if firm conducts formal training for employees; 0 otherwise .55 43
1st year support = 1if firm has used external advice during first year of operation; 0 otherwise .68 .20
Lower prices = from 1 (much worse than competition) to 5 (much better than competition) 333 2.99
Owner manageria skills = from 1 (much worse than competition) to 5 (much better than competition) 4.09 3.18
Persona savings = 1if firm uses personal savingsasa‘current’ source of finance; 0 otherwise .19 A7
Clearing bank loan = 1if firm uses bank loans or overdrafts as a‘ current’ source of finance; 0 otherwise .29 43
Friends or relations = 1if firm uses loans from friends/relations as a ‘ current’ source of finance; 0 otherwise .07 .01
Public organisations = 1if firm uses finance from public organisations as a ‘ current’ source of finance; 0 otherwise .04 .02
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Sgnificant differences between the two samples are found with regard to certain characteristics of
the entrepreneur. There are more entrepreneurs with forma qudifications in the English sample. In
addition, English surveyed entrepreneurs have a higher managerid experience than ther Spanish
counterparts. The use of externa advice both before and after the start-up is dso higher in new firms
located in the three English counties. The proportion of limited companies is dgnificantly higher in
the Vadles Occidentd data set than in the English one. Strategic variables such as introduction of new
products and forma workforce training are dso found to be different. Findly, it is observed that new
firms in the Vales Occidentd sample use more bank loans or overdrafts in financing the business
then in the English counties.

The firg two sets of variadbles (i.e. pree and a-dat) are used as explanatory variables in the
regresson anayss for dart-up size. The drategic factors are introduced in the ordered probit for
employment change. It is important to note that firm dze a the foundation is dso included as
independent varidble in the probit estimation in order to capture the potentia effect of dart-up sze
on subsequent growth. Initid Sze is measured as the logarithm transformation of the initid number
of jobs as it was in the firs equation. The econometric method followed in the estimations is that of
a generd-to-goecific gpproach. This means tha the fird modd is a very generd one including dl
possble variadles. Then the inggnificant variables are gradudly diminaied in dages in order to
obtan a dmpler mode. In addition, given the interest in the internationa comparison, separate
estimation results by country are reported.

5. RESULTS

Reaults of the regressons for start-up sze are shown in table 4. The explanatory power of the models
is rather strong, especidly in the regresson andyss using the Spanish data Different human capitd
vaiadles explan dart-up sze in the two samples. Perhgps surprisingly, entrepreneurs without forma
qudifications are more likdy to edablish larger firms a the dat in the English sample. However,
prior managerid experience has a pogtive effect on the initid sze of the firm. Gender is sgnificant
in the Vadles Occidentd equation, indicating that firms crested by femade entrepreneurs are larger.
Start-up Szeis negatively influenced by unemployment.
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Table4: Multipleregression analysisfor start-up sze

English Counties® Spanish area

Variable General model Specific model General model Specific model

Coef. t Coef. t Coef. t Coef.
(Constant) -.140 -0.16 .997 5.99%** .248 .750 114 1.505
Male .080 0.63 -.118 -2.333** -.109 -2.538**
Foundation age .038 0.96 -.003 -174
Foundation age2d -.000 -0.81 .000 .042
Qudlification -.363 -2.83*** -.392 -3.19*** .029 .265
Manager 112 1.25 .186 2.07** .010 .198
Unemployed -.010 -0.19 -. 099 -1.836* -124 -2.635%**
Support 122 0.93 -.031 -.565
Formal written business plan .007 0.08 120 2.482+* 133 3.347***
Start-up persona savings 130 1.00 -.051 -.998
Start-up clearing bank 222 1.98** .043 .853
Start-up friends or relatives 115 0.92 -.023 -.302
Start-up public organisations -.130 -0.75 105 .673
Shropshire -.241 -1.97* -.253 -1.94*
Buckinghamshire =311 -2.54** -.319 -2.71%**
Incorporated new firm .294 2.30** 372 3.10%** .267 4.404%** .263 5.438***
Manufacturing 277 1.45 312 1.67* 275 3.304*** 279 3.712%**
Construction .083 0.39 .068 0.34 222 2.289** .220 2.577%*
Trade -.250 -1.40 -.246 -1.65 .081 1.002 .093 1.278
Hotels & restaurants .508 2.28** .547 2.69*** .354 2.335%* .282 2.156**
Transport -.250 -0.93 =175 -0.61 .098 797 116 1.020
Financia intermediation -.484 -2.21%* -.381 -2.07%* .022 145 .033 233
Business activities .054 0.28 .025 0.14 .014 A71 .017 219
Education -.443 -1.61 -.487 -1.88* .082 577 147 1.208
Health .641 155 1.001 2.36%* .185 .1.340 .165 1.270
R? 252 252 376 369
Adjusted R? na na 280 321
F 4,00%** 5.89%** 3.93*** 7.57%**
Ramsey RESET test: F 0.40 194 1.26 51
Cook-Weisberg test: chi2(1) 3.32* 7.49%** 1.65 1.07
Number of cases 214 218 174 182

*Note: Regression with robust standard errors.
Significance levels: *p<0.10, **p<0.05, ***p<0.01.
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Consgent results across the two samples are found regarding the effect of legd form on Sart-up
gze. As expected, firms founded with a limited ligdility legd form dat bigger than the remaning
firms do. Industry sectors also gopear to play a sgnificant role in determining sart-up size in the two
samples. Regressors for manufacturing and for hotels and restaurants have a podtive and sgnificant
influence on dat-up sze of both English and Spanish firms It may reflect the need to reach a
minimum efficient d9ze in these indudries a entry. Other specific dgnificant indudrid effects are
found in each sample. In the English counties the dummy varigble for the hedth sector is postively
rdated to initid dze while financid intermediation and education sectors are negatively rdated to
start-up sze. Larger firms are dso more likely to be created in constructionin the Spanish area.

Other specific variables are dgnificant in explaning dart-up Sze. Location matters for the scde of
entry in the English case firms in Tees Vdley are more likely to sart bigger than in Shropshire and
Buckinghamshire. It is observed that having a busness plan prior to darting the business increases
the sze of the surveyed Spanish firms.

In sum, the sze of new firms depends on industry characteristics as suggested in previous studies
(Mata and Machado, 1996; Gorg et al., 2000), but dso depends on entrepreneurs  attributes, lega
form and other specific additiond variables. Once we have andysed the determinants of initid Sze
of new businesses, now we turn into the patterns of subsequent change in Sze and ther determinants.

The firg five rows of table 5 present employment variables of the groups of businesses which were
defined according to the change in the number of jobs between the dart-up and the time of the

survey.

Results show the same paterns of employment change in both English and Spanish new firms.
Surprigngly, the largest firms a dart-up congtitute the group of decliners. They have decreased from
seven to five jobs in the Spanish case and from six to four in the English one. Thus, these firms have
lost on average two jobs. They represent about 8 per cent of tota sample in both countries. Decliners
converge over time with the group of dow growers. These firms have grown from three to five jobs
over time. They are the biggest group of busnesses in Vales Occidentd (46 per cent). Neutra
employment change is obsarved in a group of very smdl busnesses These firms have on average
about three jobs in the English sample and about two persons employed in the Spanish one. This
group of datics is composed of 43 per cent of the busnesses in the English sample, while they are
about 32 per cent in the Spanish one. Findly, a specific group of fast-growing firms is dso identified
in both samples, representing between 19 per cent and 16 per cent. These firms garted with less than
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five jobs and have about eighteen jobs over four years in the three English counties and fourteen over
five yearsin the Vdles Occidentd.

To sum up, figure 1 presents the path of each group of new firms congdering the number of jobs at
the start-up and at the time of the survey, on average. The figure clearly shows that the four patterns
of employment change are very dmilar in both samples of English and Spanish surveyed new firms
Many busnesses dat smdl and day smdl over time Others firms dedine in sze which may
indicate that they were overly optimidic a the stat. Employment growth is very dow for a
sgnificant number of new firms and only asmall proportion of new firms grow fag.

Figure 1. Four groupsof new firms accor ding to employment change over time

Spanish area English counties
Number of jobs Numter of jobs

A A

154 154

10 104

' t t
t=0 > t=0 T

y=0: Decliners  y=1: Statics  y=2: Slow growers  y=3: Fast growers

Table 5 dso shows the characteristics of each group of new firms in terms of the pre-, at- and post-
dat factors, classfied by employment change rank. Variables representing characterisics of the
entrepreneur are found to be very dmilar, on average, between the four groups. There are no
significant differences regarding human capitd varidbles in the English sample and week dgnificant
differences are observed in the Spanish one with regard to age of the founder and unemployment.

Turning to the a-the-start variables, lega form gppears to be highly sgnificant. Statics are the group
with less proportion of limited companies, both in England and Spain. In other words, this group has
a mgority of sole owners and partnerships. No sectord differences are found in the three English

counties.
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Table 5: Characteristics of the four groups of firms accor ding to employment change

English counties Spanish area

Variadle Decliners Statics Slow Fast F-test Decliners Statics Slow Fast F-test
growers growers growers growers

N (%) 19(8.2) 99 (42.9) 75(32.5) 38(16.4) 15(8.2) 50(27.5) 83 (45.6) 34(18.7)
Employment variables
Start-up size 6.16 271 303 453 4.568%** 7.33 192 2.89 4.32 26.232%**
Ln (start-up size) 158 71 73 116 10.991%** 82 19 .38 57 29.532x**
‘Current’ size 4.16 271 5.09 17.95 30.572x** 5.20 192 513 1379 94.685***
Absolute change -2.00 .00 206 1342 45,088*** -2.13 .00 224 9.47 160.702%**
Pre-gtart variables
Male 74 73 75 87 1.039 53 68 73 68 848
Foundage 40.42 3948 33.88 33811 299 3347 39.52 39.16 36.26 2.286*
Foundage2d 173547 1660.86 1613.78 1525.05 373 117053 1636.80 1624.16 1438.50 2004
Formal qualification .89 .89 .88 .89 024 73 64 74 .79 917
Manager 50 61 67 81 1931 33 29 43 53 1721
Unemployed 37 17 35 42 1154 27 .36 19 15 .083*
Support .78 .86 .85 .86 285 1.00 62 .65 82 3.984***
Business plan 42 63 57 53 .896 73 28 46 44 3.636**
Start-up personal savings .79 .78 83 82 234 67 ! 8l 82 .768
Start-up clearing bank 21 22 29 37 1.189 40 24 42 .35 1544
Start-up friends/relatives 21 23 15 24 751 20 02 12 .09 1.996
Start-up public organisations A1 10 15 13 .302 .07 .00 02 .03 .867
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Table5 (cont.): Characteristics of the four groups of firms accor ding to employment change

English counties Spanish area

Variables Decliners Statics Slow Fast F-test Decliners Statics Slow Fast F-test
growers growers growers growers

At-the-start variables
Limited co .58 24 40 63 7.702%** 87 52 81 1.00 11.326***
Manufacturing 37 .18 .16 .16 1578 33 12 .18 35 2.895**
Construction .05 07 .09 1 .258 A3 J4 .05 .18 1.851
Trade .16 .18 a7 A3 A71 27 24 32 12 1.866
Hotels and restaurants .05 12 .07 A3 .769 .07 .00 04 .03 479
Transport .00 02 01 .03 891 .00 o4 .05 .03 831
Financial intermediation .00 .02 .03 .00 474 .00 .06 .00 .03 131
Business activities 21 22 25 32 477 .07 .20 24 .06 2.328*
Education .05 01 01 .03 643 .07 .06 .02 .00 .390
Health and social work .00 .03 .03 .08 1.033 .00 .00 01 12 4 535%**
Other services A1 A3 a7 .03 1.698 07 14 .08 .09 .719
TeesValley 53 41 51 45 1821
Shropshire .26 .36 21 37 AT72
Buckinghamshire 21 23 .28 .18 742
Age
Firm age 358 333 397 4.60 3.768** 513 4.70 5.05 462 578
Post-start variables
New products A7 .60 67 .76 1.952 A7 .36 59 71 3.985*%**
Formal plan now 32 30 41 55 2016 20 18 45 56 6.023***
Workforcetraining .39 35 .68 .79 11.001*** A7 .08 53 71 16.142%**
1st year support 71 .62 .69 .79 1.080 A3 14 22 .26 .858
Lower prices 329 3.28 343 3.26 .363 273 3.18 3.02 2.76 721
Owners manageria skills 361 4.03 419 4.26 2.418* 273 2.94 322 364 3.483**
Personal savings .26 24 A1 18 1.952 .00 22 19 .09 2.018
Clearing bank 37 22 .28 45 2.498* .60 .26 45 59 3.885**
Friends or relations .05 .10 .00 A3 3.245** .07 .00 .00 .03 2.309*
Public organisations .05 .05 .03 .05 245 .07 .00 02 .00 1.345

Note: table shows mean values for each variable.
Significance levels: *p<0.10, **p<0.05, ***p<0.01.
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However, manufacturers represent 37 per cent of firms in the group of decliners, while they are
between 16 and 18 per cent in the other three groups. Spanish firms in the hedth sector are mainly
found in the group of fast growers.

Severa post-dat vaiadles gppear to be dgnificantly different between the four groups. In the
English sample dedlings and datics provide less traning to their workforce than dow and fast
growers. Smilarly, only a low proportion of the datic firms provides such training in the Spanish
sample. In both samples, it is found that the greater the employment growth, the greater the sdf
reported measures of owner managerid skills and the grester the introduction of new products since
founding. Moreover, the proportion of firms with forma planning is higher in growing firms than in
the rest of busnesses. In both samples the two financid variables that are dgnificantly different

between the four clusters are loans or overdrafts from bank and loans from friends or relations.

We have identified four petterns of employment change since founding and we have presented the
characteristics of each group of new firms. Now we turn into the factors that determine negetive,

neutral, dow and fast growth of new firms.

Tables 6a and 6b show margind effects for our preferred specification of the ordered probit
esdimation in each sample. Reaults indicate that dmog dl sgns of the Sgnificant vaiables ae the
same for decliners and detics, while opposite sgns are found in the edtimations of the two remaining
groups (dow and fast growers). Therefore, these results suggest a basc split between the
determinants of new firms with job gans and those of new firms with neutrd or negative
employment change.

In both samples same results are observed regarding a number of variables. First of dl, sart-up sze
is highly ggnificat in explaning employment change, thus providing evidence on the previoudy
discussed paiterns of change over time. For firms with negetive or no change in employment, initia
dze has a podtive effect and a negative and dgnificant effect is found for growing firms. These
results agree with other researchers findings regarding the influence of size on business growth.

Turning to the drategic variables, the second same result in both samples is observed in the human
resource drategy vaiable reaing to workforce training. This variadle is dgnificant with a high
coefficent and is pogtively associated to a podtive change in employment. This may indicate that
firms who invest in training their employees are better prepared to grow or that training is a Sgnd of
growth.
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Table 6a: Ordered probit model, marginal effects. English Counties

Varigble Decliners(y = 0) Statics (y = 1) Slow growers (y = 2) Fast growers (y = 3)
dy/dx z dy/dx z dy/dx z dy/dx z

Male? -.043 -143 -.108 -1.83* 078 14 073 191*
Manager -.036 -1.99** -113 -2.10** .065 2.05** .083 2.19*%*
Formal written business plan 035 1.98** 110 2.15%* -.055 -179 -.078 -2.17**
Shropshire -.002 -0.12 -.008 -0.12 .005 0.12 .006 0.12
Buckinghamshire .028 104 076 123 -.052 -1.08 -.052 -1.27
Incorporated new firm -013 -0.72 -043 -0.72 016 52 031 071
Manufacturing® -028 -1.22 -.108 -1.05 051 161 .085 0.95
Construction® -.027 -1.26 -115 -0.98 052 2.80%** .093 0.86
Trade® -.018 -0.73 -.066 -0.65 051 178 .050 061
Hotels & restaurants® -025 -1.15 -101 0% 041 125 .080 0.84
Transport?® -.047 -3.24*** -375 -5.10%** -.145 -.79 567 2.21**
Financial intermediation® -.037 -1.88* -.209 -112 .001 01 204 0.80
Business activities? -011 -042 -.038 -0.39 .040 1.00 028 0.38
Education® 033 034 .078 0.46 -.001 -01 -051 -0.49
Health? -.044 -3.00*** -.278 -2.46%* 034 .62 307 156
Training® -.093 -3.28%** -.246 -4.67%** 136 3.51%** 183 4.49%**
New products® -036 -1.66¢ -101 -1.96* 054 155 .070 1.99**
Plan now -031 -1.85* -.100 -1.97* 04 1.80* 071 1.98**
Owner manageria skills -.019 -2.00** -.062 -2.12%* 030 1.79* 044 2.14**
Firm age -.009 -2.05** -.029 -2.23+* 017 2.17%* .020 2.24**
Start-up size 034 2.52+* 109 2.75%** -.066 -2.56** -.077 -2.79%**

& dy/dx isfor discrete change of dummy variablefrom 0to 1
Significance levels: *p<0.10, **p<0.05, ***p<0.01.
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Table6b

: Ordered probit model, marginal effects. Spanish area

Varigble Decliners (y = 0) Statics (y = 1) Slow growers (y = 2) Fast growers (y = 3)
dy/dx z dy/dx z dy/dx z dy/dx z
Support? 036 2.41%* 142 2.68*** -04 -2.19** -124 -2.32%*
Incorporated new firm? -151 -2.70%** -261 -4.78*** 255 3.35%** 157 4.65***
Manufacturing® -.028 -1.50 -116 -1.39 041 1.90* 103 116
Construction® -.018 -093 -075 -0.81 028 134 .065 0.69
Trade® 022 0.69 067 0.79 -043 -0.69 -.046 -0.84
Hotels & restaurants® -.032 -2.20%* -174 -1.72* -.013 -012 219 101
Transport?® -.010 -0.32 -037 -0.28 017 0.36 .030 0.26
Financial intermediation® .093 0.73 169 141 -173 -0.86 -.090 -1.83*
Business activities® 064 122 151 1.81* -123 -1.33 -.091 -2.09**
Education® 175 114 217 3.82%** -.281 -1.61 -111 -3.54***
Health® -.040 -2.86%** -273 -6.98*** -.365 -1.69* 678 2.97***
1% year support? -027 -2.01** -113 -1.97%* 039 2.01** 102 1.65*
Training® -.058 -2.66%** -.196 -3.55%** 092 2.56** 161 3.23***
Plan now? -.036 -2.20** -131 -2.48** 059 2.21** 108 2.22%*
Owner managerid skills -.020 -2.49** -.070 -2.92%** 039 2.35%* 052 2.92%**
Public organisations® 352 125 196 181* -427 -2.40** -121 -4.48%**
Firm age -.002 -0.47 -.005 -0.47 .003 047 004 047
Start-up size 102 2.73*** 049 3.75*** -193 -2.47+* -259 -3.28***

& dy/dx isfor discrete change of dummy variable from Oto 1
Significance levels: *p<0.10, **p<0.05, ***p<0.01.
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Third, foomd planning has a podtive and dgnificant margind  effect on employment  growth.
Moreover, new firms with busness plan are more likdy to be decliners in the English sample. As
suggested in previous research, merely writing a busness plan hes little implication for growth and
what countsis how you use that plan to ook ahead (Reid and Smith, 2000).

Fourth, the varidble measuring owner managerid <kills is dso pogtively and sgnificantly rdaed to
growth. This result may indicate that an entrepreneur's skills and competencies are an important
form of expet power tha facilitates the implementation of the entrepreneur’s vison and drategy
(Baum et d., 2001). In generd, these entrepreneurid skills may serve as sources of competitive
advantage that rivasfind difficult to identify and imitate.

Results show that there are sector-relaed differences for the probability of having negative, neutra
and pogtive growth. Strong Sgnificant effects are observed in a number of indudtries in each sample.
However, different industries are found to have a dgnificant effect. Condruction firms are more
likedy to be dow growers, while busnesses in trangport and business activities are less likely to be
decliners in the English counties. Hedlth sector has a podtive effect and education sector a negative
effect in the specification for fast growing firmsin the Vales Occidentd.

Reaults dso indicate that severd ggnificant variables in the ordered probit estimations are country-
gpecific. Turning to the starting resources of the entrepreneur and pre-start factors, results show that
employment growth is postively corrdated with previous managerid experience of the founder only
in the English Counties. Mde ertrepreneurs are more likely to create fast-growing businesses and
less likdy to become ddics, but the effect of this variable is only a a 90 per cent levd of
confidence. Founder-specific characteristics don’t gppear in the specific modd for Vales Occidentd.

In the English case there is no dgnificant reaionship between employment change and the use of
externd advice, as previous findings in the UK indicate (Westhead and Birley, 1995). On the
contrary, those Spanish founders establishing either a fast or dow growing busness (i.e. pogtive
employment change) are more likely to use externa advice once the firm operates in the market,

while decliners and statics are more likely to use advice prior to sart-up.

We find that new firms introducing new products more often advance to fast flying businesses in the
English sample. Interestingly, location is not Sgnificant for employment change (i.e. dummies for
the English counties are not sgnificant), while this varidble has appeared in the dart-up size modd.

No effects are found with regard to sources of finance.
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As expected, firms with limited ligbility redise higher growth than firms in which the founder is
lidble with their private fortune. This result is observed only in the Spanish sample of new firms
Findly, findings of specid interest for public inditutions are found in the Spanish case regarding
sources of finance used by new firms. Those firms which ‘currently’ use finance from public
organisations are more likely to be statics and less likely to become fast growers.

To sum up, results of the ordered probit have shown that start-up size, sector and three strategic
factors are highly relevant for employment change in both samples. Other factors, pre-, at- and post-
dart, gppear to influence growth only in one of the two countries.

6. CONCLUDING REMARKS

This study has focused on the determinants of initid Sze and employment change of new businesses
in Britain and Spain. These countries were sdlected on the grounds that the former could be viewed
as a dear lightly regulated (LR) economy, whereas Span was a cear heavily regulated (HR)
economy. In a world “league table’, Britan was in fifth place and Span in fifty-fifth place, out of
eghty-five countries. The paper argued that the effect of these differences in regulatory framework
would influence the characterigics of those founding new businesses, and s0 dso influence ther
subsequent growth.

The key findings of the paper, however, point to sSmilarities rather than differences in new firms
edablished in LR and HR economies. Not only are the firms of amilar Sze at start up, and after four
to five years of life, but the factors that explain initid Sze and subsequent growth are aso broadly
gmilar. These findings may be explaned by the fact that the current study includes a high proportion
of new firms that do not gppear in officid datistics for Spain and Britain, whereas prior work has

focused on new “registered” or officid businesses.

Our reslts show that initid dSze is drongly influenced by human cepitd vaiadles In both
economies the background and darting resources of the entrepreneur are very important in
determining dart-up dze. A paticulaly interesting result is that limited ligbility legd form hes a
dgnificant and podtive effect on start-up Sze in both countries, yet it is this legd form which might
be expected to deter entrepreneursin a HR economy.

Results on growth in new firms aso show driking smilarities between the LR and HR economies of
England and Spain. The proportion of new firms that become growers, statics and decliners is very
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amilar. It is dso the case that patterns of growth are very smilar, as are the factors explaining that
growth. Pogtive effects found with regard to the sdf-reported measure of skills suggest that firm
growth may depend on the entrepreneur's ability to acquire skills through learning-by-doing.
Conddering that management <kills are key dements for employment growth, public policy should
try to enhance entrepreneuria vitaity by equipping entrepreneurs with the necessary kills.

There are, of course, some differences between the LR and HR economies. For example, founder-
specific characterigtics, some industrid sectors and the use of external advice and sources of finance
differ between the countries. We find that finance from public organisations is a ggnificant variable
explaning employment change in the Spain. The use of externd advice by the Spanish businesses,
which is provided manly by public agencies is dso podtivey and dgnificantly reaed to
employment change. This contrasts with the English firms where it is non significant.

Our ovedl judgement therefore is that the smpligic view that a HR economy produces smdler,
dower growing firms in comparison with a LR economy is not supported by the evidence in this
paper. It does not imply that regulation is irrdevant to the formation and growth of SMEs, but
perhaps suggests that for developed democratic economies such as Spain and England the dfferences
appear less than might have been expected.

This not-proven verdict points to the need in future research, as a minimum, to extend the range and
number of countries included. It is aso necessary to monitor the performance of the firms, rather
than conduct sngpshots. But, given the importance of the topic to those currently formulating public
policy, our view is that the not-proven verdict should be a cause for policy makers in the European
Union to look again at the red impact that regulation has on smal and new firms.
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