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Abstract: Both change and persistence matter in economics. Change ultimately leads to persistence. In economics, marginal analysis, disequilibrium, and market entry and exit highlight the importance of change.  Persistence, on the other hand, can be seen in equilibrium—the assumption of zero (i.e., normal) profits is an example.  Entrepreneurs are agents of change. Yet, on-going competitive firms must learn to survive in the long run setting of normal returns. If entrepreneurs bring both change and manage to persist, then there is no reason to read further. If they do not, then how does the transition from change to persistence occur? 
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From Entrepreneur to Manager:

A Brief Consideration of Economic Transition
1. Introduction

Both change and persistence matter in economics. The introduction of change ultimately leads to persistence. The use of marginal analysis, disequilibrium conditions, market entry and exit are things that bring home the importance of change. Persistence, on the other hand, can be seen in equilibrium.  The inevitable state of normal profit is an appropriate example.


In the context of this brief note, entrepreneurs are seen as agents of change. Yet, on going competitive firms must learn to survive in the long run setting of normal returns. If entrepreneurs bring both change and manage to persistence, then there is no reason to read further. If they do not, then how does the transition from change to persistence occur? In this note, we briefly consider this question and if answering it matters.

2. The Point to be Considered 

Economists are wont to emphasize the role of decentralized markets and prices in conveying information about scarcity.  However, business firms are internally organized and controlled by direction and authority, rather than by relative prices (Coase 1937), since arranging them hierarchically reduces transaction costs and uncertainty.

When such a centralized business approach is used in place of a market-based approach though, other sources of information must be used in decision-making because company executives and managers do not have clear information about market prices to guide their decisions.  As Coase explains, a firm is “a system of relationships which comes into existence when the direction of resources is dependent on an entrepreneur” and, in general, a firm is viewed as a nexus of contracts characterized by administrative decision-making (Coase 1937, p. 393; Jensen and Meckling 1976).
 


From the perspectives of Coase (1937) and Schumpeter (1936), an entrepreneur provides new information concerning place and purpose.  The entrepreneur identifies a market niche and tries to fill the niche by creating a marketable product.  What is not addressed by economists, however, is whether the entrepreneur continues to provide or even should provide information and direction to the firm after the initial “organizational innovation” (Williamson 1983) has occurred.  Once the entrepreneurial information of place and purpose has been identified, should the entrepreneur continue to provide the organization with managerial information?  In other words, should entrepreneurs also be day-to-day managers? Should the introduce change and then lead to persistence?


In this paper, we place the transition from entrepreneurial to managerial information into a simple model of a firm. Is there an optimal duration to entrepreneurship?  How much entrepreneurial information should be supplied to any one firm?  When should a firm shift their focus from an entrepreneurial to a managerial focus?  Over time, business value depends, in part, on the use of information provided by entrepreneurs and manager.

3. The Priors in the Literature

A direct discussion of whether or not entrepreneurs should also be managers of the companies they create has not been fully developed in the literature.  Baumol (1993, pp 2-5) separates managerial responsibilities from entrepreneurship, but the distinction he draws is not incorporated into his analysis of entrepreneurship.
  Elsewhere, Holmes and Schmitz (1990) model a specialized “entrepreneurial task” but assume homogeneity in management skills across all individuals; that is, they assume all people are equally skilled managers.
  More importantly, Holmes and Schmitz do not distinguish between the entrepreneurial and managerial tasks; nor do they discuss the optimal mix of managerial and entrepreneurial know-how over a firm’s life cycle.  Since the informational interplay between entrepreneurial and managerial information is a significant determinant of business value, more attention should be paid to the value managers and entrepreneurs add to firms.  

Entrepreneurial knowledge is unlike managerial knowledge.  According to Kirzner (1973), entrepreneurship is the act of discovering an unexploited profit opportunity.  Entrepreneurs look at the existing allocation of production processes and figure out a way to redirect or reallocate these processes to satisfy consumer demands.  For Kirzner, entrepreneurs are operating outside of the normal production process.  They create (i.e., production functions) what managers manipulate.  Managers, meanwhile, take an existing production function as given and try to figure out the profit-maximizing combination of capital, labor, and land.  As Holcombe (2007, p. 30) puts it, “Good management means doing what one is doing as efficiently as possible.  Entrepreneurship means implementing something new.”  

4. A General Schematic

Distinguishing between managerial information, which is the information necessary to operate a viable, on-going business, and entrepreneurial information, which is concerned with the identification of market opportunities, is necessary for at least two reasons.
  First, the characteristics (skills, traits, knowledge, propensities, etc.) successful entrepreneurs bring to an activity are not the same as the characteristics brought by competent managers.  Entrepreneurs are often thought to be creative, independent, risk-takers, while managers are relatively conservative, inflexible, risk-averse, and have the skills that can minimize average costs over the long run.

Since there is little overlap between the skills needed to be a good entrepreneur and the skills needed to be a good manager,
 there is some degree of specialization in the knowledge, talents, and information offered by entrepreneurs and by managers.  The fact that the entrepreneurial and managerial tasks are highly specialized means that a proper allocation of these two talents is crucial to firm survival.  

Second, a firm’s long-run survival, as well as its market value, depend, in part, on the use of managerial information and not entrepreneurial information.  Therefore, the information required by directed resources (i.e., the Coasian firm) is specialized in time, changes over time, and reflects changes in personnel or organizational emphasis or both.
  The importance of matching required information with the appropriate supplier of information is amplified further because actual decision-making in business, especially in small firms, is often characterized by simplicity or inertia.  Even when consumer demands change or competition intensifies, firms often get stuck in patterns where decisions are based on what worked well in the past (Miller 1993; Lumpkin and Dees 1995).  


As we will explain in the next two subsections, both entrepreneurial and managerial information are crucial for a firm’s survival and success.  The allocation of this talent should be understood as a flow, rather than a stock.  That is, at each point in time, firms face different internal needs.  Sometimes firms need to be “shaken up” and broken out of their old ways of doing things; other times, firms need to be stabilized by good managers.  

4a. A Start-Up Firm

It may be useful to think of the information required by a start-up firm.  Diagram 1 is relevant to all firms because they were all “start-ups” at some point in time.  .

Diagram 1
    
((place and purpose((((           ((((((process(((((((((
1. potential firm(((((((((2. realized firm(((((((((((3. continuing firm

    
(((((entrepreneur(((((            ((((((manager((((((((
As shown, a firm progresses through three basic stages.  Early on, while an entrepreneur tries to identify “arbitrage opportunities” (Evans and Jovanovic 1989), the firm exists only in a potential state.  Here, the entrepreneur sees a link between a product and a market niche through “organizational innovation.”  As argued by Coase (1937), the entrepreneur controls the firm’s direction and makes key business decisions to create a realized or stable firm early on because he or she has the specialized knowledge of the product and the latent consumer demand for this product.  This initial stage, which Holmes and Schmitz (1993) describe as the “entrepreneurial task,” requires the skills and knowledge of the entrepreneur.  The act of entrepreneurship is clearly unique and “…entails the use of imagination, boldness, ingenuity, leadership, persistence, and determination in the pursuit of wealth, power, and position…” (Baumol 1993, p. 8).


Once the firm is realized, the product is sold in the niches discovered during the potential firm stage.  The realized stage occurs when a product begins to be offered to the market.  The entrepreneurial or “start-up” stage was the stage when potential market demands were discovered.  This “realized stage” of production is when firms figure out a way to meet these demands while, at the same time, avoiding economic losses.  The entrepreneur is still playing an active role in the business during this stage of the firm’s evolution, but near the end of this stage products are becoming commoditized, repetitive processes introduced, and the main problems for the firm are managerial ones. In some sense, in this stage there is a call for bureaucracy.


Next, a realized firm must become capable of sustaining itself over time.  The information necessary to maintain—or continue—a firm, however, is different from the information needed to create a firm.  Increased attention must be given to control and coordination, to the creation of procedural guidelines, and to the delegation of decision-making.  In general, the “continuing firm” stage is associated with the creation of repetitive systems, which are required of a firm trying to minimize average costs over time in a competitive market.  The manager works to minimize costs within an established firm, and he   

...oversees the ongoing efficiency of continuing processes.  It is the manager’s task to see that available processes and techniques are combined in proportions appropriate for current output levels and for the future outputs…  The manager sees to it that inputs are not wasted, that schedules and contracts are met…  In sum, the manager takes charge of the activities and decisions encompassed in the traditional models of the firm. (Baumol 1993, p. 3) 

In contrast to the entrepreneur, then, the manager is more of a problem solver and less of a creator.  He/she is the purveyor of process.

As the life of a business evolves, there are convergent pressures between an entrepreneurial focus and a managerial focus.  The owners of the firm must decide which focus or combination of focuses should be employed at each stage of development, and, depending on the focus chosen, the firm will enjoy a steady stream of profits or suffer immediate economic losses.  When owners place a significant emphasis on entrepreneurial talent within a firm, they are choosing to forgo additional managerial talent.  Likewise, the opportunity cost of a managerial focus within the firm is less of an entrepreneurial culture.  As a result, some information, which could have produced benefits to the firm, is foregone.  In order to maximize profits, the residual claimants of the firm must try to determine the point at which the firm’s focus should be switched from entrepreneurial to managerial.  


As stated, benefits accrue to a firm whenever appropriate information is supplied to its management personnel.  In economics and management literature, an entrepreneurial focus is observed in the start-up stage of a firm.  Here, entrepreneurial know-how produces significant benefits.  One might expect the benefits to increase as additional entrepreneurial information is supplied, but the marginal benefits from an entrepreneurial focus begin to fall as the organization evolves and moves into a realized form.  As such, while the total benefits from an entrepreneurial focus in the initial stage of development increase, they do so at a decreasing rate.  In other words, there are diminishing returns to the information entrepreneurs provide.  


There are also costs to an entrepreneurial focus.  As a firm evolves, different information is required.  Areas in which others types of information might be needed are neglected by an entrepreneurial focus (Holt 1992; Churchill 1983).  The entrepreneurial focus is costly because it sometimes crowds out managerial information within a firm.  The longer an entrepreneurial focus is maintained, the more benefits of a managerial focus are being forgone.  

4b. An On-Going Firm

The evolution depicted in the diagram above may also occur within existing firms as they identify new niches.  The literature on “intrapreneurship” (Pinchot 1985) describes the entrepreneurship occurring within existing firms as shifts in market demand create new entrepreneurial opportunities.  In some established firms, intrapreneurship is exhibited by a department or an individual charged with finding new niches, while overall continuing operations are left to others.  An extreme version of intrapreneurship is “market based management” (Cowen and Parker 1997; Koch 2007), where workers and managers within a firm are residual claimants.  Hierarchy is discouraged and knowledge is decentralized and dispersed.  By making all workers entrepreneurs, the knowledge problems described by Hayek (1945) and Coase (1937) can be better managed.    

Once a firm decides to adopt an intrapreneurial idea, the firm may restructure in order to utilize new production technologies.  Restructuring occurs when new sets of repetitive arrangements of resources offer greater profitability.  The managers gather the requisite information and apply the new production technology.  Thus, even if entrepreneurship is occurring within firms in the form of intrapreneurship, an entrepreneurial focus can only hold for so long; at some point, the firm’s approach must shift once again to a more managerial one.  

5. Suggestive Evidence and an Econometric Approach

Overall, the rewards to entrepreneurship are found in the conversion of business ideas and plans into reality.  Successful entrepreneurs produce products that enjoy high levels of market demand and deliver economic profits.  By contrast, the returns of management are internal to the firm and occur when actions are taken to lower average total costs.  If organizational emphasis is not placed on the management task once a firm is fully realized, the value of the firm to others will fall.  When entrepreneurial information is applied to an environment in which local, managerial knowledge is more useful, information gaps are created, and this information gap between entrepreneurial and managerial knowledge will ultimately reduce a business’s value.  Successful businesses respond to the informational inflection point by transitioning activities from entrepreneurial to managerial; firms unable to shift focus fail.  


While previous research on business transfers offers some insight into the informational transition described above, data limitations prevent a typical econometric analysis.  Sources of individual firm data do not offer the details about internal business structure and personnel changes needed for careful econometric analysis.
  In addition, many firms are not publicly held or traded and, as such, are not subject to typical disclosure requirements.

Afriat (1967), Varian (1990), and Ley and Steele (1996) address deviations from optimizing behavior, and their work could be tested econometrically.  According to this literature, a firm moves away from optimizing behavior if an entrepreneurial emphasis is maintained for too long a period. By identifying indicators of entrepreneurial/managerial transition, one could estimate movements away from an efficiency frontier described by a firm’s objective function.


Initial evidence suggestive of an optimal duration to entrepreneurship is found in Holmes and Schmitz’s (1995, pp. 1035-1037) analysis of business turnover.  Using the 1982 Characteristics of Business Owners,
 Holmes and Schmitz found businesses (proprietorships and S-type corporations) five years of age and older to be more likely to be of “good quality” when owned by non-founders relative to firms still owned by their founders.  On the other hand, when compared to similar businesses owned by non-founders, younger founder-owned businesses (those aged zero to two years) were more likely to be of “good quality.”  For the moment, if one assumes the founder/non-founder distinction is similar to the entrepreneur/manager distinction, business values suffer if the entrepreneur remains as the manager over an extended period of time.

6. Conclusion

We have discussed the importance of the transition from entrepreneurial information to managerial information.  Both entrepreneurs and managers have specialized sets of information.  Firms require each type of information at different stages of their existence. The failure to obtain the required type of information at the appropriate stage of business development can result in a decline in business value, possibly mitigating the benefits of previous entrepreneurial activities.   

Even though managers require different information than entrepreneurs, and even though firms require different mixes of entrepreneurial and managerial talent at different points in their evolution, economists tend to sidestep this dynamic interplay.  Given the central role of the entrepreneur in Schumpeter’s (1936) model of growth and innovation, a more precise understanding of the evolution of firms and the decision-makers within firms is needed.  
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� Baumol (1993) and Holmes and Schmitz (1990) stress the importance of the entrepreneur in a market economy, but their analysis does not offer a definition of the entrepreneur.  Others have discussed the lack of a generally accepted definition of an entrepreneur (Demsetz 1983; Rosen 1983; Baumol 1993).  On a formal level, Holmes and Schmitz (1990) developed a rigorous, theoretical model of entrepreneurship.





� Evans and Jovanovic (1989) revisited the entrepreneur/capitalist distinction.





� Holmes and Schmitz (1990, p. 283) relax the homogeneity assumption in footnote 13, but their general results are not appreciably altered.





� Our principal interest is in the change from an entrepreneurial focus to a managerial focus. Clearly, our information dichotomy oversimplifies the complexity of the informational margins a firm is trying to clear.  In our analysis, the entrepreneurial event comes first in a firm’s life. Complexity may be added by seeing Miller (1993) and Lumpkin and Dees (1995), as well as many others.





� See Churchill (1983), Smith and Milner (1983), Carland, Hoy, Boulton, and Carland (1984), and Shaver and Scott (1991). Ronen (1983) offers an economic analysis of entrepreneurs. Whether or not entrepreneurship can be taught is still being discussed in the literature. See Shapero (1975) and Block and Strumpf (1992).





� The entrepreneur can sell out, hire a manager, or create new divisions. Holmes and Schmitz (1990, 1995) address the issues associated with business transfers and the turnover of managers.





� See Holmes and Schmitz (1990, 1995) for a discussion of the limitations of business census data. 





� U.S. Census Bureau (U.S. Department of Commerce), 1987.





� The authors do not mean to excessively abuse ceteris paribus conditions.





