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Executive summary

The European Union aims to restore innovative, inclusive and sustainable economic growth to the
Union and its Member States. To achieve that goal, it is imperative that the economies of the European
Union become more entrepreneurial. To date the EU has launched many initiatives and formulated
strategies to bring about the transition to an Entrepreneurial Society. Inspired by successes in the
United States these strategies often involve deregulation, (financial) support for new ventures and
entrepreneurship education. We argue, however, that such reforms only go skin deep. To really
nurture an Entrepreneurial Society in Europe, a more fundamental reform agenda is needed. Here we
propose reforms that relate to (i) the rule of law and the protection of property rights; (ii) the tax
system; (iii) regulations governing savings, capital and finance; (iv) the organisation of labour markets
and social insurance systems; (v) regulations governing goods and service markets; (vi) regulations
governing firm failure; (vii) R&D, commercialisation and knowledge spillovers; (viii) human capital
investments; and (ix) informal institutions. Overall, the proposed institutional changes move in a
liberalising direction; however, one-size-fits-all policy reforms are not likely to be successful in Europe’s
varied, historically deeply rooted and interacting institutional complexes. Instead, successful reform
strategies must consider history and local conditions that affect the viability of reform without
abandoning the long-term goal of institutional liberalisation to promote a more entrepreneurial
society.




1. Introduction

In the FIRES-project we aim to analyse the broader contexts of smart, inclusive and sustainable
growth in Europe to support implementation of the Commission’s 'Europe 2020' growth strategy and
to restore Europe’s ability to innovate, grow and create jobs over the coming decades. In our proposal
we argued that entrepreneurshipl must play a central role in that effort. 'Entrepreneurship' tends to
make people think of the US and its model of high growth and high-tech start-ups in Silicon Valley. We
argue, however, that a European growth agenda requires a focus on European entrepreneurship. US
recipes and models will not always fit the European context and do not necessarily deliver the results
that Europeans want. Our project's objective was to thoroughly analyse European institutional
arrangements and their current (in)ability to mobilise Europe’s human, financial and knowledge
resources for entrepreneurial activity. This will help us formulate an effective reform strategy to
reinvigorate European economies. The current diversity of institutional arrangements in Europe has
long historical roots that first should be recognized and understood (WP2). Based on common global
trends in technology and competition, our project also established the urgency and desirability for
making the transition to a more entrepreneurial economy throughout Europe (WP3).2 Meanwhile our
project further developed tools for policy makers to assess the quality of national and regional
entrepreneurial ecosystems and to identify the main strengths and weaknesses regarding making the
transition (WP4). Based on a wealth of literature and the more direct assessment our tools allow, we
can now formulate specific proposals to enhance the allocation of talent, finance and knowledge to
new venturing and value creation in Europe. After having discussed and debated these proposals over
most of 2017 and the spring of 2018, we concluded our project by specifically tailoring our reform
agenda to the institutional contexts of Italy, the United Kingdom and Germany (WP5) and provide a
legal analysis to see where competencies currently lie and what action could be taken (WP6).

The aim of this report is to deliver and discuss the FIRES approach to formulating an effective
institutional reform agenda. Parts of this report and the attached policy briefs were presented and
discussed in a series of policy round tables and at our concluding consortium meeting in Brussels in
May of 2018. There our approach was discussed intensively with policy makers at different levels in
the European Union. This report is the capstone to our project and sets the stage for a more
entrepreneurial Europe.

The remainder of the report is structured as follows. In chapter 2, we set the stage and present and
motivate the structure in which our reform proposals are presented. Here we largely copied the
structure proposed and motivation published earlier in Elert et al. (2017). Chapter 3 then presents
reform proposals that together make up a menu of possible interventions. This menu was largely
compiled out of three sources. First it contains reform proposals that were drawn directly from the
policy briefs produced during the FIRES-project. Second, it contains the results of an open brainstorm
the FIRES-consortium had in November 2016. There a longlist of reform proposals was first formed,
based on consortium members’ prior research and preliminary results from the FIRES-sponsored
deliverables under development. We invited practitioners representing vested interest parties as well

1 We will define our key concepts more precisely below. Entrepreneurship here refers to introducing change into the economy by
organisations (new and old) creating and engaging in new value creation propositions.

2 We will use the terms entrepreneurial society and entrepreneurial economy interchangeably, although strictly speaking the latter should
be considered a part of the former more encompassing concept.




as stakeholders in the entrepreneurial ecosystem.3 The conclusion of these discussions was that
stakeholders generally agreed or were open to discuss the proposed reforms and even agreed that
most of what we had labelled “wild ideas” were worth considering and thinking through.

This longlist was then extended and amended with proposals that were based on extensive literature
search and were developed in FIRES-report D2.1 and Elert et al. (2017). The resulting longlist was
further discussed in the consortium during 2017 in Athens. From where we developed our proposals
and reduced the longlist to our final policy interventions menu, presented in chapter 3. In chapter 4,
we provide a summary of the arguments and present our conclusions for part I.

The discussion in this first part of the strategy is one on general principles. When implementing a
reform strategy in any specific institutional context, however, due attention will have to be given to
how our general proposals fit the local context best. These problems of implementation are addressed
in more detail in Part Il of this report. Part Il outlines how these reform proposals can be implemented
in three specific member states, roughly representing three institutional families in the VoC literature:
the United Kingdom, Germany and Italy. Tailoring a reform strategy for a more Entrepreneurial Society
following the FIRES-approach consists of three steps. First, we present a brief historical scan to identify
country and regional historical specificities that form the foundations upon which the reforms are to
be built. The next step is to perform a strengths and weaknesses analysis using the Global
Entrepreneurship Index (GEI) and Regional Entrepreneurship and Development Index (REDI) presented
and developed in WP4. We can link our menu of policy interventions to the 14 pillars that make up
these indices.* That link allows one to connect the results of the country and regional GEI-REDI-scans
to the menu of reform proposals presented in Part | and draw inspiration to formulate a tailored reform
strategy at the appropriate levels of policy intervention. Part Il of the report presents the results of
such an exercise for Italy, Germany and the UK, respectively. The resulting reform strategies were
developed in this report, summarized in three policy briefs and discussed in policy round tables held
in the spring of 2018 in Rome (March 5), Berlin (April 24) and London (April 26). The policy briefs
attached to this deliverable were the input to these round tables and the reports on these discussions
are attached as annexes to this deliverable.

3 These stakeholders were predominantly invited from the Netherlands for practical reasons. See FIRES D1.3 for the full report on the
consortium meeting in Utrecht at http://www.projectfires.eu/wp-content/uploads/2018/02/1st-Annual-conference-Utrecht-Oct-16.pdf

4 All interventions in this report are organized into the nine domains discussed above and used in D2.1 and D6.2. A spreadsheet, attached to
this deliverable, contains all interventions described here and a correspondence along the 14 pillars that make up the GEI/REDI in WP4.
Obviously, the correspondence is not perfect, but overlap is significant.




2. Setting the stage: Europe’s innovation emergency

The European Union suffers from an acknowledged lack of entrepreneurship. A flagship initiative of
the Union’s well-known 2020 strategy was the so-called “Innovation Union”, launched in 2015 with a
tone of urgency: “We need to do much better at turning our research into new and better services and
products if we are to remain competitive in the global marketplace and improve the quality of life in
Europe. We are facing a situation of ‘innovation emergency’” (European Commission 2015b).°
Despite this urgent tone, little has been accomplished in the intervening years. The Union’s own
composite innovation index, measured by the European Innovation Scoreboard, has only increased
modestly since the strategy was formulated in 2010 (European Union 2016; see also Figure A1l in the
Appendix).

2.1 Fostering an Entrepreneurial Society

Increasing innovation therefore remains an imperative, but the way to achieve it is a complex issue.
Current emphasis to increase R&D spending exposes an overly mechanistic view of how the economy
functions. New knowledge and inventions are only the first steps in the innovation and
commercialization process. For increased R&D to translate into economic growth, entrepreneurs must
be allowed and enabled to exploit the new knowledge and inventions by introducing new methods of
production or new products into the marketplace (Bhidé 2008). It is a mistake to focus policies
exclusively on creating new knowledge and to take entrepreneurship for granted. We are pushing a
cart with a rope.

To turn invention into innovation, entrepreneurs must be able, willing and supported in mobilizing
resources, knowledge and people and allocating them to inherently risky and uncertain ventures
(Michelacci 2003; Acs and Sanders 2012). To recognize and engage opportunities, but also to quickly
fail and abandon them if they prove unviable, is the essence of an entrepreneurial economy. Hence, if
Europeans are to benefit from innovation and investment in knowledge and capital to the greatest
extent possible, their economies must become more entrepreneurial (Acs et al. 2009; Baumol 2010).
We argue that an Entrepreneurial Society (Audretsch 2007) can be seen as the economic equivalent of
Karl Popper’s (1945) Open Society. As in Popper’s Open Society, in the Entrepreneurial Society the
status quo must, can and will always be challenged. In the battle of ideas that ensues in the global
market place, the best ideas survive until they themselves become challenged by even better ones.
This dynamic process makes progress possible through what Schumpeter (1911) dubbed the “gales of
creative destruction”. And it is such entrepreneurship that keeps the wheels of capitalist economies
turning.

But there are more than materialist reasons to promote an Entrepreneurial Society. Having the
opportunity to challenge incumbents and the status quo is, as Friedman (1962) and Hayek (1944)
would argue, also the core of economic freedom and liberty. And like Popper, Schumpeter’s biggest
worry was the seemingly inevitable closing of the system. Because vested interests, often disguised
and speaking for the public interest, will try to limit access to knowledge and resources for challengers
of the status quo (van Bavel 2016). When challenges are no longer feasible, progress stops and
inevitably decay sets in. The challenge, therefore, is to maintain an open system that allows for
challengers and encourages more entrepreneurship in Europe.

5 See http://ec.europa.eu/research/innovation-union/index_en.cfm?pg=why.
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At first glance, the means of achieving this goal are clear from an economist’s perspective. Homo
economicus responds to incentives. So, incentivise people to be entrepreneurs and the miracle will
come about. But that, unfortunately, is not how it works. And entrepreneurship scholars are keenly
aware of this. At least since Baumol (1990), there has been a recognition that entrepreneurship and
innovation are shaped by a society’s rules of the game - its institutional environment (Aldrich 2011;
Estrin et al. 2013). Entrepreneurs and other actors in the so-called entrepreneurial ecosystem are
crucially dependent on their institutional environment. More importantly, the institutional framework
also largely determines the quality of the entrepreneurial venturing it enables (Stenholm et al. 2016;
Autio and Acs 2010; Bowen and DeClerq 2008; Estrin et al. 2013). In this report, we present multiple
proposals on how Europe’s institutional framework conditions could be made more supportive of
productive, high impact entrepreneurship and innovation, and outline a reform strategy to achieve
this objective.

2.2 Institutional reform strategies

If political and economic institutions are structured to reward productive entrepreneurial activities
(such as starting new and reorganising existing firms to provide new and better goods and services
that people want) at the expense of non-productive and even destructive activities (such as rent
seeking, exploitation of market power and lobbying), then many economists would argue that more
innovation and economic growth will occur (Mueller and Thomas 2000; Hwang and Powell 2005; Acs
et al. 2008; Urbano and Alvarez 2014). Here we add the caveat that it is often the combination of
institutions that supports their function and one cannot expect specific institutions and reforms to
work in the same way in different contexts. Still, if the complex of interlocking institutions can be
reformed to increase the flow of resources, talent and knowledge to productive entrepreneurship, an
economy at the global technology frontier will benefit. Thus, we will focus on economic institutions
that have previously been identified as particularly relevant for enabling productive entrepreneurship
(Hall and Jones 1999; Béchard and Grégoire 2005; Henrekson and Johansson 2009; Bjgrnskov and Foss
2013) and discuss how their functions could be enhanced in a European context. In summary, we
propose institutional reforms pertaining to nine broad areas:

(/) The rule of law and protection of property rights. These are the most fundamental rules of the
economic system, and all member states must ensure that they are stable and secure. But more is not
always better. Regarding intellectual property rights, an important balance must be struck between
the interests of inventors, investors and the need for knowledge diffusion.

(ii) Taxation. Taxation flows back as public goods and facilities that benefit entrepreneurs, that should
contribute their fair share. But some taxes are more distorting than others and many types of taxes
affect entrepreneurial decisions and activity. Tax rates should generally be low or moderate on a broad
tax base and policy makers should strive for simplicity rather than (targeted) concessions. Specifically,
we argue for a high degree of tax neutrality across owner categories, sources of finance and different
types of economic activities.

(iii) Savings, capital and finance. Institutions governing the allocation of investable resources are
central to any economy. To promote more small scale entrepreneurial experimentation, they should
be reformed to support increased private wealth formation and the creation of a dynamic venture




capital industry. As a large share of savings currently ends up in pension funds, it would be helpful to
allow at least part of these assets to be invested in entrepreneurial firms and not just in real estate,
publicly traded stocks and bonds. Moreover, as entrepreneurial venturing is all about managing
uncertainty (as opposed to risk), the current strong bias towards debt finance through banking and
institutional investors, allocates financial resources towards investing in the status quo. Europe has a
bank-based financial system with long historical roots and widespread institutional complementarities.
We deem some rather fundamental reforms essential before banks can take the role they should play
in an Entrepreneurial Society. That is, to act as the arbiter among competing projects and reallocate
resources to those with the best risk-return profiles on behalf of their depositors.

(iv) Labour markets and social security. Institutions governing the allocation of labour resources should
facilitate the recruitment of competent employees by new ventures in existing and new firms. Reforms
should therefore remove onerous labour market regulations. Furthermore, incentives are best served
by government income insurance systems that encourage activation, mobility and risk-taking. Social
security institutions should enable the portability of tenure rights and pension plans as well as a full
decoupling of health insurance from the current employer. To leave tenured employment positions to
pursue entrepreneurial projects should be a viable career option without punishment. One step
further down this road of decoupling social insurance and income security from specific jobs, would
be to move towards forms of basic income or work entitlements. Although it sounds counterintuitive
to combine deregulation and flexibility with more and basic income security, that would fit Europeans’
low tolerance for income uncertainty, inequality and poverty with the need to enable entrepreneurs
to hire the team they need. Moreover, a vibrant entrepreneurial economy is likely to provide more
opportunities and a fair competitive position for marginal groups in formal labour markets. Reforms
motivated by and aligned with equity objectives can therefore strengthen entrepreneurship when we
choose to reduce privileged positions instead of creating equally exclusive privileges for disadvantaged
groups.

(v) Regulation of goods and service markets. Preventing market-leading incumbents from unduly
exploiting dominant market positions is essential. Lowered entry barriers are key to this reform area,
as is the opening of those parts of the economy that are almost invariably closed to private production,
such as healthcare and education. Within a well-designed system of public financing, sizeable private
production and contestability should be encouraged. We do not argue for a blind privatisation and
deregulation in these domains. There can be good reasons to organise things collectively. But in an
open, entrepreneurial society, all positions of power should be contestable, also, and perhaps
especially, in the exclusive domains of the State.

(vi) Regulation of firm failure. Entrepreneurial failure provides valuable information to other economic
actors. Failed ventures must be discontinued to redirect their resources to more productive uses. And
the knowledge, also of failed ventures, should be diffused in the general interest. Bankruptcy law and
insolvency regulation should therefore be relatively generous and allow for a “second chance”.
However, a delicate balance must be struck. Filing for bankruptcy should not be too easy, as it
encourages undue exploitation and destructive entrepreneurship, harming creditors and the rest of
society. Reforms could imply a more generous bankruptcy law for those that financed their ventures
with a lot of equity. Entrepreneurs with more “skin in the game” deserve more consideration than
those that leverage their ventures with debt to maximise social and minimise private losses. A redress




of the imbalance in the fiscal treatment of debt and equity finance would complement reforms in this
area.

(vii) R&D, commercialisation and knowledge spillovers. For R&D spending to translate into economic
growth, entrepreneurs must exploit the inventions and created knowledge by introducing new
methods of production or new products into the marketplace. Therefore, instead of focusing on
guantitative spending goals and targeted R&D support, policy should more generally make it easier to
start and grow businesses. This complements the reforms in intellectual property protection we
proposed under (i). Knowledge has become key in developing new products and services at the global
technology frontier. The externalities involved in knowledge creation and diffusion warrant rethinking
current trends in IPR in light of a more open, entrepreneurial society.

(viii) Incentives for human capital investment. Entrepreneurial venturing needs access to knowledge,
but also to labour that can absorb such knowledge. Policy should thus create positive incentives for
individuals to acquire knowledge and skills, whether through formal or through workplace education.
Incentives must also be developed by the education system itself to supply such opportunities. In this
respect, the US university system seems more responsive to the economic needs of society than
European university systems. There are long historical and institutional roots for this that cannot easily
be emulated in a European context. Still, the US system could be an important role model, if due
attention is paid to European concerns regarding academic autonomy and equal access.

(ix) Informal institutions. Informal institutions affect the workings of formal institutions but may also
be important in their own right for fostering entrepreneurship. Norms and habits that facilitate
cooperation and impersonal exchange must be strengthened, particularly with regard to trust. High-
trust environments have been found to nurture market entry, enterprise growth and productive
entrepreneurship. The extent to which policy can influence this development is of course doubtful. To
build trust is a complicated and daunting challenge and trust is easier destroyed than rebuilt. Not to
destroy emerging trust with well-intended but ill-conceived regulation is perhaps as important, as
trying to design trust enhancing policies. Government intervention and market competition can both
destroy exiting social structures and arrangements that foster societal trust. A general revaluation of
informal organisation can be instrumental and complementary with Europe’s corporatist roots.

Our overall message is that policymakers in member states and at the centralised EU level should
cultivate entrepreneurship-friendly institutions by smart liberalisation. The original intent of the
European Union project, the promotion of the so-called four freedoms of its single market (of goods,
workers, services and capital), is aligned with the aim to make Europe more entrepreneurial.
Convincing arguments have also been put forth that the Union’s procedural logic will inherently push
the institutional setups of member states in a liberalising direction (Scharpf 2010).6 However, the way
countries effectuate such reforms is fundamentally important.

6 As explained at length by Scharpf (2010) a substantial asymmetry exists between the scope of the rulings of the European Court of Justice
(ECJ) - automatically binding throughout the entire EU - and the high consensus requirements of political action at the European level. It is
very difficult for member states to protect a national regulation or policy that allegedly impedes any of the four freedoms.




2.3 Local varieties of reform

A best-practice reform approach would be to identify a country (whether a member or non-member)
that appears to be performing well in an institutional dimension and to promote and adopt this
institution in other countries (Rodrik 2008). Indeed, this type of approach has been extensively
promoted by organisations such as the World Bank and the IMF, especially in developing countries.
This is problematic for several reasons.

First, first-order economic principles — such as the protection of property and contract enforcement —
do not map onto unique policy packages; there is no unique correspondence between well-functioning
institutions and the form that such institutions take (Berkowitz et al. 2003; Djankov et al. 2003; Evans
2004; Mukand and Rodrik 2005; Dixit 2007; Rodrik 2007). Therefore, reformers must creatively
package basic preconditions into institutional designs that are sensitive to local constraints and take
advantage of local opportunities.

Second, not all institutions that affect entrepreneurial activity can be influenced through policy
measures even in the long run. This is true for many informal institutions, such as trust and reputation
(Greif 2005) or the way people speak of businessmen and entrepreneurs (McCloskey 2016). Affecting
these institutions by means of policy may only be possible through indirect means, as these institutions
often only change incrementally over time and/or through bottom-up processes that may be rapid but
difficult to anticipate and engineer. To not act when societal processes unfold and perhaps even face
some growing pains and problems that feed a call for policy intervention, may then be the best
approach.

The sharp difference in the initial conditions for member states (and the various regions inside them),
is a third reason why the first-best universalist approach to institutional reform will become
problematic. Countries around the world obviously differ greatly in their capacity to achieve high
standards of living for their citizens. This is no different in the European Union. Each of the Union’s 28
member countries has evolved its bundle of institutions, many of which are complementary to one
another. According to the varieties of capitalism (VoC) perspective (Hall and Soskice 2001) institutional
complementarities mean that one cannot simply adopt institutions that work well in another country
and expect them to work in the same way in a different institutional context. Instead, a prudent and
viable reform approach must acknowledge these complexities, or change might become unpredictable
or even detrimental to entrepreneurship and economic development.

The use of the VoC perspective also allows us to highlight the limitations of our analysis. For example,
institutional complementarities are not necessarily confined by the borders of national polities, but
can work across borders (as in the case of the EU itself) as well as within them. Concerning the latter,
institutions at the local level are certainly important. Granted, they commonly evolve and operate
against the backdrop of the national institutional framework, particularly in non-federal states, but
local initiatives and policies have plenty of room to influence the local entrepreneurial climate in any
country.7 The focus in our reform strategy will be on what the Union and Member States can do, but
the local level is not to be ignored.8

Europe needs an institutional climate that is more conducive to entrepreneurship, catalysed by smart
liberalisation as a long-term goal for the promotion of entrepreneurship and innovation in Europe. The

7 This pertains to both formal institutions, such as taxes (e.g., Haughwout et al. 2004) and regulations (Tannenwald 1997), and to informal
institutions, such as the attitudes and social legitimacy derived from entrepreneurship (Elert 2014).

8 Regarding local institutions that foster local entrepreneurship the reader is referred to Andersson and Henrekson (2015), Stam and Bosma
(2015) and Bruns et al. (2017).




reform journeys that countries should undertake may look very different — more or less bumpy, long
and winding — even though they ought to lead in the same basic direction (if not to the same endpoint).
Itis clearly beyond the scope of this report to develop a detailed reform roadmap for each EU country,
let alone account for regional differences within these countries. Therefore, in the next chapter, we
seek to identify the general direction that should be taken while emphasising those differences
between the EU countries that must be reckoned with by those assigned to suggest or implement
specific reform packages. The second part of the report will then illustrate how these general ideas
might be usefully implemented in the specific contexts of the UK, Germany and Italy.




3. Promoting entrepreneurship in the European Union—
building an institutional reform agenda

In this chapter, we discuss the nine institutional areas that the previous literature identifies as the most
relevant for nurturing the activities of entrepreneurs and other actors in the ecosystem. Previous
research suggests that (innovation-based and high-impact) entrepreneurship has numerous important
prerequisites, such as an educated workforce (Béchard and Grégoire 2005; Kuratko 2005); a well-
functioning labour market (Poschke 2013); and a tax system that favours work, investment and
entrepreneurial effort (Cullen and Gordon 2007). Giving a complete overview of the large empirical
literature that identifies the effect of various institutions and policies on the rate of entrepreneurial
activity is clearly beyond the scope of this report. A lot of the empirical research, however, is of the
variety that estimates the sign of the correlation between institutional variables and policies and
entrepreneurial outcomes. This perspective has rightfully been criticized as too simplistic (Rodrik
2008). The underlying assumption that the effects are separable and we can expect institutions and
policies to have the same effect in different contexts will inevitably lead to disappointment and may
even backfire. McCloskey (2016) quipped that such an approach essentially amounts to “add
institutions and stir”. Hence, we recognize the need to complement it with insights offered by the
Experimentally Organised Economy (EOE) and the Variety of Capitalism (VoC) perspectives discussed
in Elert et al. 2017 (chapter 2) and the work underlying the Global Entrepreneurship Index (Acs et al.
2014a; 2014b, Acs et al. 2017) that builds the complex interplay between institutions and productive
entrepreneurial activity into a composite index at the national and regional level.

In the sections that follow, we list in italics the proposed policy interventions and institutional reforms
that have been discussed with our stakeholders. Note that the proposals presented here cover a wide
range of issues and that the views on these proposals differ significantly between the members of the
consortium. In this document, we present a comprehensive overview of the issues discussed and a
broad menu of reform proposals considered.

3.1. The rule of law and protection of property rights
3.1.1 Preamble

The legal principle that a polity should not be governed by arbitrary decisions made by autocratic rulers
or government officials is central to any country striving for inclusive prosperity. Likewise, private
property rights—the existence of legal titles to hold property and the protection thereof—is arguably
the most fundamental of all economic institutions (North and Weingast 1989; Libecap 1993; Acemoglu
et al. 2001; Baumol 2002; Rodrik et al. 2004; Acemoglu and Johnson 2005; Besley and Ghatak 2010)
and relevant for all actors in the ecosystem.9 Secure property rights ensure that physical objects can
be turned into capital (de Soto 2000), a transformation that requires judgment, imagination, and
innovation. Without control over assets and their returns, a potential entrepreneur will lack the
incentive to innovate. What matters is de facto control; formal property rights which do not offer
control rights in practice are useless, while the absence of formal property rights need not be
prohibitive if control rights are sufficiently strong (Rodrik 2007). However, entrepreneurs in countries
with weak property rights are generally discouraged from (re)investing (retained) earnings in their

9 One could emphasize in this debate the establishment of legal titles to property (Northand Weingast 1989) or the enforcement of property
rights (Acemoglu et al. 2001), once in place. We take both together here as one without the other seems hard to concieve.




ventures; see Johnson et al. (2002). If the protection of property rights is too weak, destructive
entrepreneurship, such as raiding, extortion and corruption, is likely to flourish (Acs et al. 2013;
Sanders and Weitzel 2013). Organized crime syndicates such as the mafia are often innovative in their
response to shortcomings in the legal enforcement framework and pursue entrepreneurship as a
substitute for absent or maladaptive public institutions.*?

What holds for property rights in general, however, does not necessarily apply to intellectual property
rights (IPR). Most modern theories of endogenous growth assume high levels of IPR-protection and
the monopoly rents associated with these rights are what motivates knowledge creation and growth
in these models. Also, the widespread use of patents as an empirical proxy for innovation and their
framing as “property rights” has led many to support strong patent protection as a useful tool to
support innovation (Kahn 1962; Gilbert and Shapiro 1990). Jaffe and Lerner (2004, 2011), Cohen (2005)
and Gans and Persson (2013), among others, argued in contrast that too much IPR-protection may
result in strategic (ab)use of IPR and may have a negative effect on innovation beyond a certain level.
We will therefore discuss this specific area of property rights protection separately.

3.1.2 The rule of law

Although no country in the world can pride itself on having perfected the rule of law, cross-country
differences are substantial. As presented in column 1 of Table 1, this is also true among EU countries.
The former Soviet-bloc countries score especially low on the rule of law, but this is also true for Greece
and Italy and, to a slightly lesser extent, for Spain and Portugal. The top countries are the Nordic, Anglo-
Saxon and Benelux nations, with Germany and France in close pursuit. These are also the wealthiest
EU countries. The second column of the table reveals large differences in terms of the security of
property rights as well, and the order of countries is quite like the order for the rule of law. For citizens
and economic agents to reap the full benefits of the rule of law, the laws and regulations in question
must be of high quality, and the government must be sufficiently effective in maintaining the rule of
law. The third and fourth indicators in Table 1 show that the differences across EU countries are large
in these respects as well. However, it is noteworthy that the quality of the laws and regulations in the
laggard countries tend to be higher than the government’s effectiveness at enforcing compliance. This
is not surprising. Adopting the right laws is easier than enforcing them effectively. Furthermore, EU
law compels countries to do the former but has far less clout to enforce or ensure the latter. A strong
role of law is necessary condition to promote Entrepreneurship.

Proposal 1: We propose to further strengthen the current rule of law
monitoring and enforcement mechanisms to ratchet up the performance of all
Member States on issues related to rule of law, government effectiveness and
protection of property rights.

Deficiencies in these factors negatively impact all agents in the entrepreneurial ecosystem and induce
people to conduct activities and keep their capital in the shadow economy. Even the poorest EU
member countries are higher medium-income countries, and neither the VoC literature nor arguments
a la Rodrik (2008) provide any support for the view that these countries can compensate for these
deficiencies through other institutional measures. Given a properly functioning Rule of Law and system

10 The Sicilian Mafia and criminal organizations in Japan illustrate that these activities are not necessarily negative for the economy, given
the context within which they are conducted (Milhaupt and West 2000; Bandiera 2003; Douhan and Henrekson 2010). Nevertheless, the
weaker the property rights, the more predatory the entrepreneurial activities are likely to be.




of property rights, it is also important to consider the width, breadth and extent of property rights in

general and intellectual property rights in particular.

Table 1:The rule of law and the quality of government: four indicators for the EU member countries and the United States

Country Rule of
law

Security of
property rights

8.98
7.83
7.82
8.07
8.07
8.52
8.70
7.73
8.12
7.25
7.41
7.57
6.97
6.74
5.01
6.41
5.55
5.30
5.54
5.41
5.99
5.54
4.56
4.74
4.84
5.02
4.65
4.93
4.11

Government
effectiveness

95.1
89.2
88.8
89.9
82.6
85.0
84.0
87.2
83.5
79.5
77.9
78.0
68.1
67.6
67.5
67.1
70.6
67.1
71.1
66.7
66.1
62.0
53.9
63.3
50.0
49.5
58.3
39.0
41.6

Regulatory
quality
91.9
87.3
89.4
88.8
81.7
85.6
90.1
86.7
88.2
76.3
73.8
71.6
86.2
72.1
70.1
63.8
71.9
61.2
64.0
74.5
73.7
71.0
63.7
67.0
53.3
61.1
54.7
59.5
59.0

Note: Rule of law captures perceptions of the extent to which agents have confidence in and abide by the rules of society, in particular the

quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence. Security of property

rights captures the extent to which individuals have secure rights to property, including the fruits of their labour. Government effectiveness
captures perceptions of the quality of public and civil services and the degree of their independence from political pressures, the quality of
policy formulation and implementation, and the credibility of the government’s commitment to such policies. Regulatory quality captures
perceptions of the ability of the government to formulate and implement sound policies and regulations that permit and promote private-

sector development. All scores are standardized from 0 to 100, where the value 100 is assigned to the leading country. Singapore is the

leading country for the 37 and 4th measure.

Source: World Bank, World Governance Indicators 2015, and Gwartney et al. (2015) for security of property rights.




3.1.3 Patents and intellectual property

Although the protection of private property is generally considered an important precondition for a
functional economy, the protection of intellectual property rights (IPR) merits further discussion. A
vast literature on IPR exists and it is beyond the scope of this report to review it in any detail.*! For our
purpose, Acs and Sanders (2012) usefully conceptualized the system of IPR-protection (at an
admittedly high level of abstraction) as shifting the balance of bargaining power between the
inventor/scientist and the innovator/entrepreneur. Stronger IPR-protection gives the inventor more
bargaining power over the rents of innovation, taking away such rents from the
entrepreneur/innovator who is the residual claimant to venture profits. From that perspective, it
seems inefficient to finance and motivate knowledge generation in a way that reduces the incentives
and rewards for the diffusion and commercialization of that knowledge. As both activities have positive
externalities, we are one instrument short to achieve a first best outcome.? In practice, one must
therefore strike a difficult balance within the intellectual property rights system. On the one hand, if
protection is too weak or can be circumvented too easily, there is no way to recover the costs of
knowledge generation and early diffusion in the first place (Merrill et al. 2004; Acs and Szerb 2007,
Baumol et al. 2007; Kauffman Foundation 2007). On the other hand, if protection is overly strong—if
its time frame is too long or if it is too easy to obtain protection even for bits and pieces of potentially
useful knowledge and inventions that are not truly novel—the inventor (or his delegate) will be able
to extract excessive rents from the entrepreneur ex post, inhibiting the free flow of knowledge,
reducing incentives to commercialize and leaving the economy less competitive and less innovative.
Of course, one could then publicly subsidize the (sub)licencing costs of patents deemed particularly
valuable for society (i.e. important new drugs). In that way, the positive externalities connected to
knowledge generation and disclosure would be internalised without creating negative externalities in
knowledge diffusion to finance the internalisation. This is a policy that can be implemented within the
current system and involves no fundamental institutional reforms. But it does require public funds and
a legitimized system for deciding what licence fees to subsidize. Moreover, if patent holders can fully
anticipate and internalize the proposed subsidies, such a system would be ineffective and like most
other current practices serve the interests of large, incumbent firms more than those of young,
innovative SMEs, also in Europe. Costs of patenting are high and patent rights do not really protect
against infringements by large firms with deep pockets and strong legal departments. Strong(er)
patent protection is then not the solution, but the problem and more fundamental reforms to the
patent system itself would be called for to promote the diffusion and use of knowledge:

Proposal 2: To promote the use of knowledge, one could think about the right
to infringe upon patents that are not actually commercialized

11 See e.g. MacAleer and Oxley (2007) for a broad overview of the issues.
12 To address the issue David (1993) distinguished the three Ps: Property Rights, Patronage and Procurement. Universities and publicly
funded R&D are examples of the latter two and discussed below.




And more generally,

Proposal 3: We propose to advocate the possibility to limit the breadth, width
and span of patent protection to cover working prototypes and market ready
innovations only for a short period of time.

Of course, the European union is party to international treaties, such as the WTO TRIPS Agreement,
that sets minimum requirements to IPR. We do not propose the European Union violate or disregard
these treaties, but encourage the Union to use its influence in the governing bodies to get them
reformed to accommodate our proposals. These limitations of patent rights would still fall well within
the institutional structure in place, but would significantly reduce the risk entrepreneurs face of being
sued for infringements on patents they did not even know existed (Jaffe and Lerner 2004, 2011).
Alternatively:

Proposal 4: We propose to explore the possibility to require patent applicants
to set the price for the license ex ante instead of allowing them to negotiate
the terms of a licence contract ex post when the potential for commercial
application is known.

With patent registration and holding fees depending on this pre-set licence fee, inventors can charge
a fair reward to recover the costs of generating knowledge, while innovators need not worry about
unexpected claims on their profits. After paying a fair price for the invention, the residual rents to
innovation then accrue to the entrepreneur for coming up with a commercial application of the idea.
Eliminating the uncertainty for entrepreneurs considering a venture that uses protected knowledge,
was generally perceived as useful. Taking a more extreme position on the issue, some have argued
that IPR is simply not the right tool to mobilize resources for knowledge generation and allocation in a
knowledge intensive, entrepreneurial economy. Some (e.g. Boldrin and Levine 2013, Lobel 2013) have
even gone as far as to suggest we abandon the system of patent protection and intellectual property
altogether, as it simply fails to deliver the desired results. Patent protection historically emerged in
Medieval Italy and only gradually evolved into the instrument for incentivising knowledge creation for
commercial purposes it is perceived to be today. Consequently: “What one is faced with is the mixture
or intended and unintended consequences of an undirected historical process on which the varied
interests of different parties (some widely separated in time and space) have left an enduring mark.”
(David 1993, p. 21). Boldrin and Levine (2013) present empirical evidence to support their case,
showing strong patent protection is not promoting innovation. In the absence of patents, knowledge
generation could alternatively be funded through patronage or procurement (David 1993) and
commercialization would be motivated by profit but not by legally enforceable monopoly rents. Such
drastic reforms, however, would involve the EU backing out of complex and encompassing treaties and
implies withdrawing for example from the WTO altogether. Obviously, such drastic steps would cause
large collateral damage. Moreover, due to historical co-evolution and complementarities among
interacting institutions, radical institutional reform inevitably spills over in other domains. Patents, and
IPR in general are for example also deemed important for entrepreneurs as signals of quality and
potential financiers look for IPR in new ventures (e.g. Hsu and Ziedonis, 2008) as patents serve as a
proxy for innovativeness, quality and gives some collateral, where uncertainty reigns. The patent
registry serves as a repository of knowledge that tracks the origin of ideas and can be consulted for
commercial and policy purposes. And finally, the role of and therefore total abolishment of patent




protection would work out very differently in different sectors. In some there is no problem achieving
the same results with trade secrets (e.g. software), whereas in others (e.g. medicines), mandatory and
highly uncertain certification procedures make it difficult to conceive of efficient alternatives. The
functions of patenting can perhaps be fulfilled more efficiently in other ways and certainly do not
require allowing inventors to monopolize and thereby limit the profitable use of the knowledge they
have generated. But given the legal complexities and institutional complementarities we propose a
cautious approach of experiments that retain the system’s benefits while increasing the free flow of
knowledge. Boettinger and Burke (2004) for example proposed open source patents to retain the
functions of knowledge repository and verification, while improving the access to knowledge also for
commercial use. In our stakeholder consultations, the Hellenic Industrial Property Organisation
indicated they are setting up such a registry as a pilot and we support such experiments:

Proposal 5: Support experiments and pilots currently developed with open
source patent registration.

We would claim that the monopoly rents that patent holders can now extract ex post reduce the ex
ante private incentives to commercialise and serve as a tax on consumers. Because everybody, not
only the buyers of the patented good or service, benefits from the knowledge spillovers that widely
diffused knowledge generates, it is more efficient to incentivise and finance knowledge generation
(and documentation) out of general tax revenue.® We would agree with Verspagen (2007) who argued
that policy makers in this area must be entrepreneurs themselves. Ready to implement reforms in this
general direction, take the risk of failure and learn from their mistakes when that happens. Important
dimensions over which these experiments could find very different results, include the geographical
and sectoral dimensions.

3.1.4 Conclusion on the rule of law and protection of property rights

This section has argued that the rule of law and secure property rights are a condition sine qua non for
any modern economy. Unfortunately, these conditions are not prevalent in all European Union
Member States even today. As problems are typically not in the formal but rather the informal
institutions being less supportive, implementing reforms in this area is a long run and tedious process.
But given the fundamental importance of these very basic foundations of an entrepreneurial society,
this should be pursued relentlessly, even if only small steps can be taken at a time. As for Intellectual
Property Rights (IPR), we propose the European Union and its member states carefully reconsider the
case for strict, broad and extensive IPR enforcement. Property rights are never absolute or natural and
it is society that establishes and can also reform these rights if use and abuse prevent them from
achieving their intended purpose. In the case of IPR, this serves the dual purpose of giving due credit
and just reward to the originator, keeping track of useful knowledge that is available and disclosing it
to the public for further development. The proposals made in the above, summarized in Table I-1
below, together and individually aim to create more access to and flowing of useful knowledge, while
maintaining a good public register of accumulated knowledge in society.

13 Of course, the latter needs to be collected in an efficient manner, without creating welfare decreasing distortions. We discuss tax reforms
below.
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3.2. Taxation
3.2.1 Preamble

The extent and design of the tax system affects the net (relative) returns to entrepreneurial venturing
both directly and indirectly; it also affects the prevalence and activities of the other actors in the
ecosystem. The tax system determines a potential entrepreneur’s risk-reward profile and,
consequently, his or her incentives for undertaking entrepreneurial activities. The literature has
consistently found that the self-employed are more responsive to tax incentives than employees (e.g.,
Carroll et al. 2000; Rosen 2005; Heim 2010; Chetty et al. 2011; Harju and Kosonen 2013; Alstadsaeter
et al. 2014; Kleven and Schultz 2014). The elasticity of taxable income is far higher for the self-
employed than for employees, which implies that higher taxes reduce the supply of taxable income
due to a combination of real effects and tax reporting. However, the effects are often complex and
sometimes counterintuitive. Here we will focus on two main ways in which the tax system affects
entrepreneurial activity.14

The first is an absolute effect that influences the supply and effort of potential entrepreneurs in the
economy, as an absolute increase in the taxation of entrepreneurs lowers the (expected) after-tax
reward. It also makes expansion financed by retained earnings more difficult and negatively affects the
liquidity position of entrepreneurs. In sum, the absolute effect serves to frustrate entrepreneurial
activities and impedes the emergence of new start-ups and the expansion of firms.

The second is a relative effect that influences an individual’s choice of occupation and organizational
form by altering the relative returns for different activities if the tax favours one form of economic
activity over another; thus, a higher tax rate may encourage income shifting and may positively
influence (some forms of) entrepreneurship in the economy. A relative effect also occurs if the tax
system favours certain forms of savings and investments. To the extent that the optimal financing and
ownership structures differ across industries, firm type and firm age, such non-neutralities affect
incentives for entrepreneurship.15

Entrepreneurial income is taxed in several different forms, notably as labour income, business income,
current capital income (dividends and interest), or capital gains. A thorough analysis of the effects of
taxation on entrepreneurship must disentangle these carefully and we do so by enumerating and
discussing what we deem to be the key characteristics of a tax system favouring innovative
entrepreneurship and the ecosystem supporting it.

3.2.2 Taxation in general

Our contention is that the tax system should strive for as much simplicity as possible rather than
addressing shortcomings by granting exceptions and tax breaks for specific ownership types or
industries. Tax breaks are often instituted for good reasons, and they may very well appear justified

14 See Henrekson and Sanandaji (2016b) and the references contained therein for a further discussion.

15 Two additional effects are of less importance for the discussion at hand: an evasion effect influencing the willingness to become an
entrepreneur to exploit opportunities to decrease the tax burden, which arises if evading taxes on entrepreneurial income, either illegally or
legally, is easier than it would be for wage income. Self-employed entrepreneurs may be able to underreport income by neglecting to register
cash sales, overstating costs by recording private expenses as business costs, or using informal agreements that are difficult for the tax
authority to verify. Higher taxes may therefore encourage self-employment, but tax avoidance opportunities become more difficult to exploit
as a business expands. Lastly, there is an insurance effect in the case of both proportional and progressive taxation having a full loss offset,
as such a scheme functions as insurance that stimulates risk taking (Domar and Musgrave 1944). With respect to entrepreneurship, increased
taxation of the net return with a full loss offset will reduce the after-tax variance of profits and therefore the risk associated with the business.
If potential entrepreneurs are risk averse, this risk reduction may stimulate entrepreneurship. By contrast, a progressive tax system with an
imperfect loss offset will deter entrepreneurial business entry since entrepreneurial income is more variable than salaried income, which
means that the average tax will be higher for entrepreneurs in a progressive tax system (Gentry and Hubbard 2000).




when analysed in isolation. However, they create complexities with numerous drawbacks. First, they
are vulnerable to tax-driven business models that are legal but not in line with the spirit of the
concession in question. Moreover, highly complex systems lack in salience. For example, if economic
actors can realize a lower effective taxation than the statutory one, it becomes more difficult to achieve
the behavioural effects that policymakers would like to see (Chetty et al. 2009).

Proposal 6: In general, we propose tax rates should be low, transparent, simple
and neutral and the effective tax rates remain close to statutory rates.

We should emphasize here that important complementarities exist between different tax rates.
Overall, to calculate the total effect of taxation, one must consider the specific rules for depreciation
and valuation in corporate taxation and the taxation of interest income, dividends, capital gains, and
wealth. The effective total tax rate also depends on the ownership category. In many developed
countries, business ownership stakes that are directly held by individuals and families have been taxed
more heavily than other ownership stakes. The wave of tax reforms that swept the OECD in the 1980s
reduced many of these differences, but those that remain provoke an endogenous response in the
ownership structure of the business sector to the tax-favoured owner categories (Rydqvist et al. 2014).
If individual stock holdings are disfavoured relative to institutional holdings and if institutional
investors are less willing to invest in small and new entrepreneurial projects, such tax biases will
discourage entrepreneurial activity. Hence the proposed aim for neutrality, simplicity and
transparency.

3.2.3 Taxation of labour income

The level and progressivity of labour taxation (including mandatory social security contributions)
affects employees directly by determining the incentives for work effort, labour supply (on the
extensive and intensive margin), occupational choice, career aspirations, and the propensity to
upgrade and learn new skills (Rosen 1983). Most obviously, high and progressive labour taxes lower
the rate of return on highly productive skills, and are therefore likely to impair the supply of skilled
workers.1® They also slow restructuring and the reallocation of people across firms since it becomes
costlier to achieve the net wage differential necessary to induce a person to leave their current
employment. Hence, high taxation of labour income affects several of the categories in the labour
force, especially competent employees and intrapreneurs.17 An adequate, competent and flexible
labour force obviously benefits an Entrepreneurial Society and therefore taxation of such labour
should preferably be kept low, especially at the margin.

As shown in the first column of Table 2, the highest marginal tax rates differ greatly across the
European Union—spanning from 16 percent in Hungary to 57 percent in Sweden. However, the highest
marginal tax rate is not necessarily the most relevant measure. One should also examine the total
marginal tax wedge, which is defined as the share of total labour cost at the margin and consists of the
sum of mandatory social security contributions paid by the employer and/or the employee and the
marginal income tax rate. This is performed for different relevant family constellations in columns 2—
4 of Table 2.

16 Although it is difficult to find direct evidence of such an effect, there is highly plausible indirect evidence in the form of high estimates of
the elasticity of taxable income at high income levels (Gruber and Saez 2000; Saez et al. 2012).
17 This issue is discussed at some length in Henrekson and Rosenberg (2001).




Table 2: Top marginal tax rate on labour income, and marginal rate of income tax plus employee and employer
contributions less cash benefits (tax wedge), 2015.

Country Top marginal Single no  Single, no Married, 2
tax rate on child, child, 167% children, 100—
labour income 100% AW AW 67% AW
50.0 60.5 42.2 60.5
45.3 66.3 68.5 65.5
20.1 48.6 48.6 48.6
55.8 42.0 55.8 42.0
19.7 41.2 41.2 41.2
49.1 55.5 58.5 56.2
54.0 59.3 59.8 56.4
47.5 60.2 44.3 57.7
50.0 47.6 54.8 47.6
16.0 49.0 49.0 49.0
47.0 55.8 55.8 37.7
48.8 56.0 63.3 56.6
43.6 55.5 55.5 53.0
49.2 46.7 52.1 46.7
20.9 37.2 37.2 37.2
50.3 53.9 60.8 51.1
21.7 46.5 46.5 46.5
39.0 51.0 60.4 43.6
46.0 49.9 38.0 49.9
57.0 48.3 67.3 48.3
45.0 40.2 49.0 40.2
46.3 43.6 43.6 343

Note: AW = average wage. The marginal tax wedge refers to the principal earner with an income of 100% of AW in the rightmost column.
Source: OECD, Taxing Wages 2014-2015.

In a country like Belgium, as much as two-thirds of total labour cost consists of income taxes and social
security contributions, while the share in Poland is only about half as large. The importance of the
latter effect becomes obvious when comparing the third and fourth columns in Table 2 for Belgium
and Sweden.

In fact, Sweden has the highest employment rate in the entire EU, but this does not mean that its high
taxation of high incomes is costless. In fact, a reform to remove taxations of the highest income levels
in Sweden would probably more than finance itself (Sgrensen 2010). As it stands, these taxes can be
expected to have deleterious effects, particularly in the most advanced parts of the economy. In all
likelihood, Sweden is successful in employment terms despite rather than because of its high labour
taxes, which can only be borne because of the overall quality of the institutional environment.
Countries with poorer institutional quality should therefore not see Sweden as a role model in this
respect. Any poor country that would like to increase their taxes must begin by improving the quality
of their basic institutions.

Labour income is taxed at low rates in most Eastern European countries. Nonetheless, these countries
have large underground economies, while the employment rate is low, as is the rate of improvement-
driven opportunity entrepreneurship. This strongly suggests that factors other than high taxes on




labour are binding constraints for this cluster of countries. The situation is different for several of the
Mediterranean countries, which also suffer from low employment and entrepreneurship, whereas the
underground economy tends to be large. In these countries, as well as in Belgium and France, high
labour taxation is a clear impediment.

Proposal 7: It is preferred to reduce high tax burdens on labour over making
subsidies, pension rights and social benefits more conditional on employment
status.

We propose countries with high marginal labour tax rates rather not follow the Swedish model, but
reduce their marginal labour tax rates where possible, because conditionality always benefits well-
defined, existing forms of employment and tries to solve the problems of high taxation by introducing
a new set of problems and layers of complexity.

3.2.4 Taxation of corporate income

Regarding corporate taxation, a high tax rate on business profits discourages equity financing and
encourages debt financing if interest costs are tax-deductible (Desai et al. 2003; Huizinga et al. 2008).
Given that debt financing is less costly and more readily available to larger firms, high corporate tax
rates coupled with tax-deductible interest payments disadvantage smaller, younger firms and
potential entrepreneurs (Davis and Henrekson 1999). Taxing corporate profits also reduces the
retained earnings that can be used to expand young ventures. Consequently, taxing profits in small
firms often leads to lower growth rates (Michaelas et al. 1999). It should also be noted that corporate
taxation in the end is paid by consumers anyway and is biased in favour of large, incumbent firms also
as they have the clout to negotiate special deals and set up international tax constructions that reduce
their effective corporate tax rate. In general, we would therefore propose in line with proposal 6
above, to simplify the tax code and reduce corporate taxes for all firms to level that playing field.

Figure 1: The statutory corporate tax rate in EU countries and the US, 2016.
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As shown in Figure 1, there are large differences across EU countries in the statutory corporate tax
rate, ranging from 34 percent in France to 12.5 percent in Ireland. Such differences give rise to tax
evasion and arbitrage. The European Union has limited competences to strive for convergence across
EU countries, but in this case healthy institutional competition among member countries can also do
the trick. A “race to the bottom” in this respect, is not particularly worrying, as we believe corporate
taxation will benefit small and young firms most if it is low or even zero.

There is, however, an important role for the European Union in the meantime. The Union must be
adamant about ending blatant institutional arbitrage and sweetheart deals negotiated between
national governments and large multinational corporations.

Proposal 8: The Union should strive to reduce and ideally remove the
discrepancies in member countries between statutory and effective corporate
income tax rates, which may result from tax-reducing depreciation rules,
inventory valuation rules or other more ad hoc country- or industry-specific tax
reductions.

Their removal would create transparency and contribute to levelling the playing field for all firms
regardless of their size, age, industry or nationality. Competition among member states is good, but it
should be competition on corporate tax rates and not on complex, opaque fiscal deals and schemes.
Moreover, when it comes to corporate taxation, member states should treat all firms equally.

We do believe under those conditions, one could support entrepreneurship with lower corporate
taxation. A simple way to channel more financial resources to entrepreneurial ventures is to not take
away their scarce financial resources in the first place. Therefore:

Proposal 9: We propose a complete tax exemption for start-ups up to their 3™
year.

Instead of trying to channel funds to the right entrepreneurial ventures, one then simply allows the
market to allocate these funds. Those ventures that turn a profit can reinvest these funds, whereas
those ventures that fail to break even, will vanish. This is not to say that personal incomes earned from
start-ups should be tax exempt (see below), as this may cause unproductive tax arbitrage and promote
solo-self-employment (Liebregts, 2016). This reform makes it easier and more attractive to make and
reinvest profits, but at the same time creates a tough selection environment for firms and does not
create the problem for policy makers and program managers to have to come up with (transparent,
democratic and accountable) criteria for public support. The most efficient way to support new
venturing is not to take from the successful ones and try to improve on the market’s allocation of
funds. In the extreme case, entrepreneurial profits could be made fully tax exempt. Such a policy would
only really be effective, however, when statutory corporate tax rates are also effective corporate tax
rates.

3.2.5 Taxation of dividends and capital gains

The returns to entrepreneurial venturing typically accrue in the form of dividends and capital gains
from ownership stakes in the firm. A high tax rate on dividends encourages a reliance on retained
earnings and debt to finance expansion. New ventures typically have little access to either. Therefore,




a high tax rate on dividends will lock capital with a relatively high risk appetite, up in incumbent
ventures (Chetty and Saez 2005). Most of the financial return from successful high-impact
entrepreneurial firms, however, accrues to owners in the form of a dramatically increased value of
their shares, not as dividend payments to the owners. Thus, the taxation of capital gains on stock
holdings possibly affects the incentives of potential high-impact entrepreneurs and their (equity)
financiers more directly than dividend taxation (Cumming 2005; Da Rin et al. 2006). We would argue
that both tax bases give rise to fiscal arbitrage and should be low and neutral wherever possible.

The standard tax rates on dividends and capital gains among EU countries and the United States are
given in Appendix Table A1 and reveal major differences. More importantly, there are country-specific,
highly idiosyncratic divergences from these standard rates. These divergences depend on factors such
as the holding period, the size of the firm, whether the firm is private or public (i.e., traded on a stock
exchange), whether a person is an active or passive owner, whether the firm and/or the investor
qualifies for inclusion in a tax-favoured scheme (e.g., a scheme geared towards encouraging innovative
start-up activity), and the tax status of the body (a physical or a juridical person, etc.) receiving the
capital income.

As exemplified by Thornton (2016), such differences can be huge and vary substantially across
countries. In Sweden, the dividend and capital gains tax rates can vary between 20 and 60 percent for
physical persons depending on circumstances, whereas the Irish dividend tax rate varies between 20
and 40 percent and the Irish capital gains tax rate can be reduced from 33 percent to zero under certain
conditions.'® On the other hand, the variation is small in the Netherlands, Poland, and Estonia; in the
latter country, dividends are taxed at O percent and capital gains at 20 percent.

Proposal 10: Complexities should be removed when possible. Instead, countries
should aim for dividend and capital gains tax rates with few exceptions and few
(opaque) concessionary schemes.

Here, the Eastern European countries, such as Poland and Estonia, have exemplary models in which
the tax rates are at reasonable levels and the effective tax rate is largely independent of other
circumstances. Arguably, the reason for this clarity is that the design of these systems date back no

further than 1989. A radical redesign from the ground up is probably not feasible in older member
states, but they should nevertheless strive for similar improvements to simplicity and transparency.
Specifically, grounding on the analysis in Europe performed by Grilli et al. (2018) for venture capital
equity investments, the capital gains tax could then be reduced, possibly even to 0, to give incentives
to invest in new ventures while keeping the possibilities to offload the risks onto the public sector low.
If such reforms are considered, it is essential to prevent such measures from fuelling fiscally driven
arbitrage and speculation in leveraged buy-outs and mergers and acquisitions.

3.2.6 Taxation of private wealth

For small, young and experimental SMEs (large) banks have little to offer. Small, experimental ventures
do not require complicated financial products and services, represent too small accounts to justify
specialized tailored services while their opacity implies standardized products are unsuitable. Bhidé
(1992, 1994) has shown that the entrepreneurial process simply does not fit the preference of formal
investors for plans and planning: “Investors prefer solid plans, well-defined markets, and track records.

18 See OECD (2015a) for details regarding the taxation of income from SMEs.




Entrepreneurs are heavy on energy and enthusiasm but may be short on credentials.” (Bhidé 1992, pp.
109). Entrepreneurs require financiers that can shoulder some of the inherent risk and are willing to
bank on trust rather than collateral.

Therefore, we see “triple-F” finance take an important role in the early stages of many ventures. When
an entrepreneur has exhausted his own resources, typically friends, family and fools step in (Mitter
and Kraus 2011). Kotha and George (2012) show that entrepreneurs distribute ownership rights to
informal investors and their investments early in the start-up process, suggesting triple-F financiers are
not mere charities. And Burke et al. (2014) show that the supply of triple-F informal entrepreneurial
finance typically follows demand closely and that amounts invested are typically in the same order of
magnitude as those committed by angel investors discussed below (in the 0000s). That is,
entrepreneurs mobilize significant funds from their personal networks and these funds help them
develop their venture in its earliest stages. It is possible that more supply of informal finance would
thus enable or even cause more entrepreneurial venturing.

Proposal 11: We therefore propose to increase the wealth available for
informal entrepreneurial finance by reducing taxes on private wealth, private
wealth transfers and inheritance.

There is evidence to suggest that an inheritance increases the probability of starting a firm
(Blanchflower and Oswald 1998). The naive policy implication one could draw from that, would be to
eliminate inheritance taxes to maximize the chances that new ventures arise. Such proposals are,
however, debatable, as that also has significant impacts on the (re)distribution and taxation of wealth
in society. The consortium, as well as our stakeholders in the discussion, were far from unanimous on
this point and we all realize this discussion will touch on deeply rooted cultural attitudes towards
fairness and justice. Work by some in the consortium (Acs 2013; Acs and Phillips 2002; Acs and Dana
2001) has proposed that all Varieties of Capitalism require a complex of institutions to ensure the
reconstitution of wealth and opportunities to new generations. Low or absent inheritance taxes are
then compatible with an Entrepreneurial Society only if the social contract somehow forces those that
accumulate private wealth to (re)invest that wealth in creating opportunities for future generations.
Here the history of Europe (e.g. Piketty 2014; van Bavel 2016) may explain why Europeans have
become somewhat sceptical of their rich. Wealth accumulation all too often resulted in the building of
dynasties and the limiting of access to positions of economic and political power. In Europe, much
more than in the United States or China, the welfare state was the institutional complex that created
equal opportunity by appropriating private wealth through taxation and creating opportunities by
publicly investing in infrastructures, and access to education and health for all.

Given such sensitivities, one can observe some agreement on the issue that owning and transferring
private wealth should not be taxed heavily (except perhaps in the form of a Tobin tax or FTT to prevent
unproductive financial transactions). The incomes that were used to build up private wealth have
already been taxed. Leaving such private wealth un(productively )invested, however, should carry a
penalty. We will return to the taxation of assets below, but to mobilize private wealth for
entrepreneurial venturing, a preferential treatment of equity investments in young SMEs could be
considered. Finally, regarding inheritance taxation, a balance must be struck between on the one
extreme, the need to prevent the build-up of exclusive and unproductive dynasties, and on the other
to provide incentives to accumulate wealth (through productive investment).




3.2.7 Tax neutral treatment of equity and debt

It is well understood that problems of asymmetric information cause adverse selection and moral
hazard, causing markets for entrepreneurial finance to remain thin or even non-existent (Berger and
Udell, 1998; Hall and Lerner, 2010; Kerr and Nanda, 2009). The problems of information asymmetry
can be resolved by aligning investee and investor interests, often by allowing the investor to take an
equity stake with some controlling rights in the venture (Mitter and Krause 2011). In Europe, this
typically takes the form of common stock equity investments, whereas in the US convertible preferred
stock are more common in VC (Kaplan et al. 2007). Equity investments can handle higher levels of
uncertainty and ambiguity, because they make the investor an owner and thereby entitle him or her
to a share in the residual rents of innovation. In the absence of a legal obligation to repay the principle,
equity investments can never lead to liquidity problems or drive the venture into insolvency.

As a corollary to the above innovative entrepreneurs have very limited or no access to bank credit and
other forms of tradable debt obligations. They may borrow from friends, family and fools or through
peer-to-peer lending, but the allocation decisions there make this type of debt rather equity-like in the
way it is allocated. Innovative start-ups face large disadvantages in attracting more formal debt
finance.® Tax structures that benefit debt over equity therefore implicitly and often unintendedly, will
bias the flow of financial resources away from innovative entrepreneurship. Following this discussion
one could propose three reforms in increasing order of radicalness.

Proposal 12: A quick win would be to make equity investments in start-ups
entirely tax exempt. A more involved proposal is to start a program to achieve
tax neutrality between debt and equity finance. And one step beyond achieving
tax neutrality would be to make equity investments preferred.

Making equity investments in start-ups tax exempt is not a radical idea as the tax liability on returns
on equity investments in start-ups are low or absent in most European member states already. It would
simply help entrepreneurs finding investors if this was made explicit. Neutrality between debt and
equity is much more involved. Currently, debt is cheap. It is subsidized because interest payments are
deductible as operating costs while dividends are considered income and taxed at relatively high rates.
Moreover, strong legal creditor protection reduces risks for creditors that would otherwise justify a
higher risk premium on debt finance. These fiscal and institutional arrangements bias the supply of
finance towards the debt channel, in which innovative entrepreneurs face strong disadvantages. Debt
finance channels society’s available savings into reproduction of the existing capital stock, whereas
only equity type investments finance innovation and progress beyond the status quo (Polzin et al.
2017). Achieving neutrality can come about in two ways. One could reduce the tax incentives and
advantages for debt finance or alternatively, seek to give similar advantages to equity. The first route
is the first best, but political feasibility may force policy makers down the second route. And that may
well lead to an overshoot that in this case may not be undesirable.

In an Entrepreneurial Society, it is equity investments that enable innovative entrepreneurial venturing
and thereby generate useful knowledge about products, services and business models that work and
fail. This useful knowledge constitutes a positive externality that could justify a tax preferential

1% They face similar problems in highly institutionalized and regulated equity markets, such as publicly traded stock. Investors there also
allocate capital more like debt and hold stock as an investment yielding a financial return, not as an ownership stake. Such debt-like equity
does not provide an affordable alternative for young start-ups.




treatment of equity investments over debt.?% In short, we feel that fiscal advantages for debt should
be eliminated and there is a good case to be made for making equity investments tax preferred. This
could be achieved by making dividend payments tax deductible and treat them as costs of capital like
interest payments.

On the income side the personal tax code should not distinguish between wealth income in the form
of interest, dividends or capital gains. As we argued above, the best approach here is to simplify such
that one single rate applies to all sources of wealth income or to simply abandon wealth taxation
altogether. Achieving equity preference in the tax code would then imply for example allowing for
deferral of tax liabilities on capital gains and dividend income.

As member states retain full control over their national tax codes, however, achieving this aim requires
careful tailoring of the proposal to national fiscal peculiarities and systems. At the very least, even if
these reforms do not increase the flow of funds to experimental entrepreneurial ventures, they will
push the highly leveraged European financial system to make the transition to a more robust, equity
funded steady state. Standard economic theory has us believe that the composition of corporate and
financial firms’ balance sheets does not matter for the real economy. Money is neutral and total
savings will be allocated to total investment one way or another. But even if that were true, the
financial crisis and a pile of empirical evidence collected since suggests that more equity and less debt
is a no-regret. Given that innovative entrepreneurs are most severely affected by asymmetric
information problems in financial markets, a more equity based economy will tilt the playing field in
their favour and restore financial intermediaries to the important function Schumpeter (1934)
envisioned for them.

3.2.8 Taxation of stock options

Employee stock options are the equivalent of promises of future ownership stakes in the firm, which
will be realized if the firm develops according to plan and manages to achieve the prescribed objectives
for value creation. Granting stock options can be substituted for high wages to moderate out of pocket
costs at the beginning of the lifecycle (Gompers and Lerner 2001; Bengtsson and Hand 2013). Stock
options can thus be used to encourage and reward individuals who supply key competencies to a
firm—the competent employees in the ecosystem.

Proposal 13: We should lower the tax on capital gains specifically on stock
options and underlying stock in start-ups. Moreover, these should only be taxed
when exercised and/or sold, so when gains are realised.

Observations from the history of the American VC sector indicates that stock options are widely used
when they are advantageous from a tax perspective. The contractual design of financial instruments
constitutes a good fit for the issues facing the VC-funded entrepreneurial sector. Therefore, the
effective tax treatment of option contracts may be a major determinant to the size of the VC-funded
entrepreneurial sector. Henrekson and Sanandaji (2016a) calculate the effective tax rate on stock
options in various countries given a typical scenario. The tax rates for the EU countries included in their
study as well as those for the United States and Hong Kong are presented in Table 3, revealing a large

20 The same logic also suggests banks and other investors should be encouraged to disclose information on loan applications they accept and
refuse. Of course, the traditional banking business model relies in part on exclusive access to financial information on clients. As European
banks abandoned their traditional relationship banking model, the justification for such exclusive access is much diminished. Alternative
finance through platforms is exploring ways to effectively collect and disseminate such information.




variation in effective marginal tax rates. The VC sector is extremely small in most countries where the
tax rate is high, as will become clear in the next section (see Table 3, in particular), while the low-tax
countries (Hong Kong and the United States) have a large and highly dynamic VC sector. Of course,
correlation is not causation and the tax code needs to be considered in its national context, but as tax
codes are typically rather superficial institutions and reverse causality is hard to imagine in this case,
we propose lowered taxation of gains on employee stock options in the start-up sector is likely to be
effective in many countries

Table 2: Effective tax rate on stock options in selected European countries, the US, and Hong Kong, 2012.

Country Tax rate, % Country Tax rate, %

7.4 Finland 51.3
15.0 Switzerland 51.5
15.0 Spain 52.0
25.0 Sweden 54.3
29.9 Denmark 55.3
28.0 Portugal 56.5
47.5 Italy 72.2
50.8

Source: Henrekson and Sanandaji (2016a).

This will both lure talented people away from traditional careers in incumbent firms and channel more
institutional capital into the entrepreneurial sector, which should be mediated by a professional VC
sector. The policy should narrowly target employee held options in the entrepreneurial sector rather
than entail broad tax cuts (Gilson and Schizer 2003), to prevent a fiscally driven financial bonanza.
When designed to apply only to employees in start-ups receiving VC-funding, a small but strategic
sector of the economy, the risks of such abuse are minimal. The policy lowers the effective taxation of
start-ups that are screened by venture capitalists willing to invest their own funds in equity, again
without requiring governments to determine which firms are entrepreneurial. Innovative start-ups can
then be favoured without needing broad capital gains tax cuts.?! A tax break that targets this segment
would promote innovative entrepreneurship without the high fiscal cost of broad capital gains tax cuts.
Moreover, broad-based capital gains tax cuts do not shift capital from passive investments to private
equity, unlike tax breaks on stock options and other instruments used by the VC sector.

3.2.9 Conclusions on taxation

In this section we have discussed the many ways in which taxation affects the Entrepreneurial Society.
Taxation directly affects the availability and flow of financial resources into entrepreneurial venturing
and has important incentive effects for the supply of (trained) labour and the trade-offs the labour
force faces in choosing between solo-self-employment, employing people and being employed. In
general, taxation should not distort the allocation of talent across alternative labour market statuses
and maintain a level playing field among these active participation options. Moreover, taxation should
not favour financing options or drive the preferred capital structure of firms. Eliminating or reforming
such fiscal structures, however, is typically an exclusive competence of the Member States and the

21 A mere 0.1 to 0.2 percent of all firms in the US receive early-stage financing from specialized venture capitalists (Puri and Zarutskie 2012),
but they constitute the majority of firms that are sufficiently successful to go public (Kaplan and Lerner 2010).




European Union can only hope to inform, coordinate and support reform efforts. The proposals in this
section, summarized in Table /-2 below, are all geared towards reducing such distortions and
strengthen the competitive position of entrepreneurial ventures in the competition for financial and
human resources. It should be noted, however, that there is quite some heterogeneity in the fiscal
systems across Europe. Statutory and effective tax rates differ substantially and to complicate matters,
Member States have implemented a myriad of tax deduction and credit rules that obscure the true
structure and impact of taxation. Before any proposals are to be considered, a more detailed analysis
of the local situation is warranted and our proposals are to be understood as signalling the general
principles of transparent, simple and non-distortionary taxation. Taxation on the rewards to
entrepreneurial venturing, that typically come in the form of capital gains on equity for owners and
their financiers and in the form of (rather insecure) wages for employees, should typically be low(ered)
to promote more entrepreneurial venturing.




Table I-2: Proposals Section 3.2

Number Section Title Proposal Explanation
Taxation in In general, we propose tax rates should Our contention is that the tax system should strive for as much simplicity as possible rather
General be low, transparent, simple and neutral than addressing shortcomings by granting exceptions and tax breaks for specific ownership

types or industries. Tax breaks are often instituted for good reasons, and they may very well
appear justified when analysed in isolation. However, they create complexities with
numerous drawbacks. First, they are vulnerable to tax-driven business models that are legal
but not in line with the spirit of the concession in question.

322 and the effective tax rates remain close
to statutory rates.

Taxation of It is preferred to reduce high tax burdens We propose countries with high marginal labour tax rates rather not follow the Swedish
Labour Income  on labour over making subsidies, pension model, but reduce their marginal labour tax rates where possible, because conditionality
always benefits well-defined, existing forms of employment and tries to solve the problems of

3.2.3 rights and social benefits more
high taxation by introducing a new set of problems and layers of complexity.

conditional on employment status.

Taxation of The Union should strive to reduce and Their removal would create transparency and contribute to levelling the playing field for all
Corporate ideally remove the discrepancies in firms regardless of their size, age, industry or nationality. Competition among member states
is good, but it should be competition on corporate tax rates and not on complex, opaque
fiscal deals and schemes. Moreover, when it comes to corporate taxation, member states
should treat all firms equally.

324  |ncome member countries between statutory and
effective corporate income tax rates.

Taxation of We propose a complete tax exemption Instead of trying to channel funds to the right entrepreneurial ventures, one then simply
Corporate for start-ups up to their 3rd year. allows the market to allocate these funds. Those ventures that turn a profit can reinvest these
funds, whereas those ventures that fail to break even, will vanish. This is not to say that
personal incomes earned from start-ups should be tax exempt (see below), as this may cause
unproductive tax arbitrage and promote solo-self-employment (Liebregts, 2016).

3.2.4 Income

Taxation of Complexities should be removed when Here, the Eastern European countries, such as Poland and Estonia, have exemplary models in
Dividends and possible. Instead, countries should aim which the tax rates are at reasonable levels and the effective tax rate is largely independent of
other circumstances. Arguably, the reason for this clarity is that the design of these systems
date back no further than 1989. A radical redesign from the ground up is probably not feasible
in older member states, but they should nevertheless strive for similar improvements to
simplicity and transparency.

325 Capital Gains for dividend and capital gains tax rates
with few exceptions and few (opaque)
concessionary schemes.

Taxation of We therefore propose to increase the Kotha and George (2012) show that entrepreneurs distribute ownership rights to informal
Private Wealth  wealth available for informal investors and their investments early in the start-up process, suggesting triple-F financiers are
not mere charities. And Burke et al. (2014) show that the supply of triple-F informal
entrepreneurial finance typically follows demand closely and that amounts invested are
typically in the same order of magnitude as those committed by angel investors discussed
below (in the 0000s). That is, entrepreneurs mobilize significant funds from their personal
networks and these funds help them develop their venture in its earliest stages. It is possible
that more supply of informal finance would thus enable or even cause more entrepreneurial
venturing.

entrepreneurial finance by reducing taxes
on private wealth, private wealth

3.2.6 transfers and inheritance.




Table I-2: Proposals Section 3.2 (Continued)

Number Section Title Proposal

Tax Neutral
Treatment of
Equity and Debt

A quick win would be to make equity
investments in start-ups entirely tax
exempt. A more involved proposal is to
start a program to achieve tax neutrality
between debt and equity finance. And
one step beyond achieving tax neutrality
would be to make equity investments
preferred. And one step beyond
achieving tax neutrality would be to make
equity investments preferred.

3.2.7

Taxation of
Stock Options

We should lower the tax on capital gains
specifically on stock options and
underlying stock in start-ups. Moreover,
these should only be taxed when
exercised and/or sold, so when gains are
realised.

3.2.8

Explanation

Making equity investments in start-ups tax exempt is not a radical idea as the tax liability on
returns on equity investments in start-ups are low or absent in most European member
states already. It would simply help entrepreneurs finding investors if this was made explicit.
Neutrality between debt and equity is much more involved. Currently, debt is cheap. It is
subsidized because interest payments are deductible as operating costs while dividends are
considered income and taxed at relatively high rates. Moreover, strong legal creditor
protection reduces risks for creditors that would otherwise justify a higher risk premium on
debt finance. These fiscal and institutional arrangements bias the supply of finance towards
the debt channel, in which innovative entrepreneurs face strong disadvantages. Debt finance
channels society’s available savings into reproduction of the existing capital stock, whereas
only equity type investments finance innovation and progress beyond the status quo (Polzin
et al. 2017).

In ideal circumstances, stock options provide incentives that closely mimic direct ownership,
but their productivity greatly depends on the tax code. If gains on stock options are taxed as
wage income, some of the incentive effect is lost—particularly if the gains are subject to
(uncapped) social security contributions and the marginal tax rate on wage income is high.
The situation changes dramatically if an employee with stock options can defer the tax
liability until the options are exercised and the stocks are eventually sold. The effectiveness
of these stock options is further reinforced if the employee suffers no tax consequences from
the granting or exercise of the option, and if the employee is taxed at a low capital gains rate
when the acquired stock is sold (Gilson and Schizer 2003).




3.3. Institutions governing savings, capital and finance
3.3.1 Preamble

A high savings rate in a country does not guarantee the availability of financing for innovative and
growth-oriented entrepreneurship, especially not in the early, precarious phase of a firm’s lifecycle. In
fact, some of the countries with the highest savings rates are the least entrepreneurial, whereas the
United States has a notoriously low savings rate and boasts a vibrant entrepreneurial sector. The
channels through which the available savings flow to real economic activity are clearly more important
than the volume of available financial resources. Different rules and decision heuristics apply in
different channels and as such financial institutions govern the allocation of financial resources.
There are different, traditional and new, intermediation channels we can distinguish. Already
Schumpeter (1943) extensively discussed the banking channel. In theory, banks, on behalf of the
depositors/investors, select and monitor the entrepreneurs they lend to and thus enable to develop
their ideas and test their innovations in the global market place. Competition among bankers then
ensures that the best projects get the cheapest funding. And through diversification and prudent
management, bankers can recover their costs and pay a competitive interest rate to their depositors.
If banks perform this role in the economy, there is a strong case to allow them to create credit on
fractional reserve to finance new ventures. That is, to allow them to create the financial resources that
new ventures need, when retained profits and own resources do not suffice to finance growth, out of
nothing. In this role, bankers would be instrumental in keeping capitalist dynamics going.

Banks, however, no longer perform the functions Schumpeter (1943) had foreseen for them (Bezemer
2014). Consolidation, economies of scale, high leverage, complicated risk modelling, modern portfolio
management techniques and more recently financial regulation, have limited the ability and
willingness of banks to lend to small and medium sized firms. Due to asymmetric information problems
and high uncertainty, young, innovative firms and start-ups face difficulties gaining access to bank
finance.? Consequently, numerous studies reveal that a lack of access to capital is the most significant
obstacle for growth in many business ventures (e.g., van Auken 1999 and Parker 2009). And in the bank
dominated EU, entrepreneurs and SMEs rank financing as their second most important concern after
administrative burdens (European Commission 2008).

At the same time, advances in ICT have reduced minimum capital requirements in many markets
(Baumol et al. 2007, p. 236) and many start-ups now do not require much capital. Financial constraints
are therefore not of a quantitative nature (Hurst and Lusardi 2004; Shane 2008, p. 79). Notably, the
success of a start-up relies on its access to equity financing, a reliance which increases (relative to debt)
with the degree of uncertainty. Therefore, entrepreneurial start-ups usually struggle to raise funds
from banks and large financial institutions and are forced to rely on insider and internal funding in their
infancy.

Meanwhile, banks do still dominate Europe’s financial system and, together with institutional investors
like pension funds and insurance companies, allocate the clear majority of Europe’s abundant savings.
The European bank based financial system has deep historical roots and involves many complicated
institutional complementarities. This leaves us with two complementary approaches to reform. On the
one hand, one can try to enable banks and institutional investors to engage more in entrepreneurial

2 That is not to say that bank credit is not an important source of finance for new ventures. These loans and credit, however, is typically
taken out privately and are secured by private wealth and recourse. Also, historically, when banks operated with much higher levels of equity
and therefore had more “skin in the game”, they could justify and afford to take on more risk and uncertainty based on long term
relationships, trust and local knowledge (see e.g. Westerhuis, 2016). Bank finance does become relevant later in the life cycle, even for new
technology based firms. See Colombo and Grilli (2007).




and small and medium sized firm lending, whereas on the other hand, one could aim to strengthen
alternative channels for capital allocation. In both, it is important to match supply and demand
qualitatively as quantitatively small changes can already have large effects. We need to move from
debt to equity, from large to small tickets and from backward looking transaction based to forward
looking relationship based finance. To achieve this, reforms throughout the financial sector are
advised. The basic underlying philosophy in all our proposals is, once more, to restore contestability
and to open the system up for experimentation and fair and open competition while in this case also
securing its public functions. This will create a more level playing field for entrepreneurs and SMEs
seeking to finance their ventures but also gives more autonomy to European citizens willing and able
to invest and bear risk.

3.3.2 Private Wealth

Family members are often assumed to be the most relevant providers of financial resources (so called
“love money”’) because financial capital from family members likely has important advantages such
as lower transaction costs , favourable interest and payback requirements, and availability when other
sources are not available. Consequently, the literature tends to assume implicitly that the more money
from the family is available, the more likely there are to be entrepreneurial intentions (Siegar and
Minola 2017). A handful of studies provided evidence that a large variation exists between countries
in terms of the share of family financing in new business ventures. In FIRES-Deliverable 2.2 (Dilli and
Westerhuis 2018) it was shown that these cross-national differences in family financing are result of
the differences in extent to which individuals feel socially obliged towards their family members,
shaped by the strength of family ties. These family ties are result of the historical family arrangements.
As a result, the share of family financing is expected to be much higher in regions where traditionally
the family group has priority over the individual (strong family ties), common in the Eastern European
and the Mediterranean countries context compared to the North Western European countries where
the individual and individual values have priority over family (weak family ties).

Proposal 14: Our proposal is that in regions where family ties are strong, there
should be institutional arrangements that would promote lending from private
funds especially from the family to ventures.

As a long-term solution, the best way to ensure the financing of entrepreneurial firms is likely to be
the pursuit of policies that encourage private wealth accumulation in forms that do not preclude the
assets from being used as equity in entrepreneurial ventures.? First, research strongly suggests that
incentives and opportunities for individual wealth accumulation would likely increase entrepreneurial
activity (Nykvist 2008; Parker 2009). Wealth-constrained would-be entrepreneurs are unable to
credibly signal their project’s worth to outside investors by means of making sizeable equity infusions
of their own. More private as opposed to institutionalized wealth would lessen the inherent problem
caused by such asymmetric information, and, if needed, enable entrepreneurs to fully finance their
ventures until organic growth based on retained earnings is possible.24

23 pelikan (1988) provides forceful arguments supporting this view. See also the discussion on wealth taxation and the tax treatment of equity
and debt on pages 29-30 above.

2|t should be noted that availability does not yet imply the wealth is then also made available for venturing. Informal institutions for example
will play a big role in where the wealthy will invest their money. If private wealth is invested less in new ventures than institutionalized
savings, this proposal would even backfire. Careful evaluation and small scale experimentation are required to establish a firm evidence base
before large scale implementation should be considered.




Proposal 15: Allow more wealth to accumulate/remain in private hands and
make it (fiscally) attractive to invest such wealth in entrepreneurial ventures.

This can be done by reforming taxation in line with Proposal 12 above and by channelling less
(mandatory) savings into institutional investment. Of course, one could also address the issue by
making our institutionalized savings (more) accessible for entrepreneurial venturing. This implies, we
should also consider changing the rules for institutional investors and banks.

3.3.3 Institutional investors

In many European countries, institutional investors, notably pension funds and insurance companies,
manage large amounts of assets on behalf of others. Indeed, a progressively larger share of savings
goes into pension funds.?® There is a growing need for at least part of these assets to be invested in
entrepreneurial firms and not just in real estate, public stocks and high-rated bonds.2® Aggregate
pension fund assets as a share of GDP are especially large in the United Kingdom and the Netherlands,
but they are also high in Ireland, Finland and Denmark, while they are small but rising in the Eastern
European countries and in Germany, France and Italy (OECD 2015b). The problem with these investors
is that they are not free to invest the assets entrusted to them as they will. The funds have been
accumulated for a purpose and it is not smart to allow people to just play around with other people’s
money (Kay 2015). Pension funds and insurance companies are therefore subject to strict and detailed
supervision. But this implies that a growing share of society’s aggregate savings is unavailable for new
venturing. Instead it is invested in what Schumpeter (1934) would refer to as the second wave of
unproductive investments (Bezemer 2014). Pension funds and insurance companies are forced by their
constituencies and mandates and by regulation and supervision to invest the assets under
management in safe and marketable securities.

A first best option for institutional reform, consistent with our discussion above, is therefore to reduce
the share of institutionalized savings. We feel this is a no-regret as it will reduce leverage in the private
sector overall and simply netting out financial assets (pension claims) and liabilities (mortgage debt) in
the private sector can go a long way in many EU-countries. If less of Europe’s wealth were tied up in
highly formalized and compartmentalized institutional investments, this could potentially increase the
flow of finance into entrepreneurial ven’curing.27 One should realize that institutions have evolved
historically and are not changed overnight. As the transition to a more entrepreneurial Europe is
urgent, we believe it is also useful to think about how to channel more of the existing institutional
savings to entrepreneurial venturing.

New legislation in the US in 1979 allowed pension funds to invest in high-risk securities that were
issued by small or new companies and VC funds (Misher 1984; Fenn et al. 1995) and Europe could
consider similar steps. This would have to be part of a package, though as the modern VC industry in
the US would not have evolved unless the tax system was also changed in key respects. Sharp
reductions in the capital gains tax and legislation pertaining to stock options around 1980 allowed the

%5 See Ebbinghaus (2011) and PensionsEurope (2017) regarding the trend away from pay-as-you-go and towards the privatization of pension
systems in Europe.

26 pensionsEurope (2017) reports for its members (covering 110 million people and 4 trillion in pension fund assets) in 2017 the shares of
assets invested in these categories are 30%, 46%, 8%, 3% and 13% for equities, bonds, real estate, cash and other investments, respectively.
Only the latter category contains some venture capital.

27 By reducing the aggregate saving rates in the EU-member states with the highest surpluses on their internal and external balance of
payments, this reform strategy may even address some of the macro imbalances that continue to trouble the Monetary Union. If the thus
released savings find their way into consumption or informally allocated equity investments, imbalances will be corrected and the
Entrepreneurial Society is also likely to benefit.




tax liability to be deferred until stocks were sold rather than when the options were exercised and
were instrumental in promoting the VC sector. Therefore, we have also proposed these reforms
above.

As the risk profile of entrepreneurial ventures is different from the risk profile such investors are used
to handle, however, allowing institutional investors to engage in VC funds needs to be done carefully
and on small scales before any significant reforms can be implemented.

Proposal 16: On an experimental basis, we propose that pension funds and other institutional investors
be allowed to invest more in equity in general and in venture capital specifically.

However, most institutional investors currently lack the expertise to manage their own portfolio and
rely on professional asset managers to invest their funds. The challenge is therefore not only to allow
these funds to engage in more risky asset classes, but to help them write the contracts and draft up
the incentive schemes that will push the actual (delegated) decision makers to channel more funds
towards entrepreneurial ventures. As asset management is expensive and characterised by strong
economies of scale, there is a natural tendency for asset managers to invest in large tickets and
marketable assets.

Proposal 17: To effectively enable institutional investors to channel responsible shares of their
portfolios into portfolios of new ventures, it may be useful to build funds-of-funds(-of-funds) to achieve
the required scale and diversification.

The European Investment Bank could play a key role also in developing such a super VC fund with
sufficient geographical and sectoral diversity. Achieving such scale and diversification would be
essential in enabling Europe’s institutional investors to really engage. Policy makers can then easily
add-on any public guarantees or subsidies they would be willing to consider, although moral hazard
problems should be prevented.

3.3.4 Banking

Europe’s financial system can still be characterised as predominantly bank based. SMEs rely for over
80% of their finance on bank loans (Mitter and Krause 2014) and bank credit, accounting for about
100% of GDP up until the early 90s, has risen dramatically in the entire EU. At the start of the crisis in
2007 the total balance sheet of the European banking sector amounted to 350% of EU GDP, which is
large by absolute and relative standards (Liikanen 2012). With ECB lax monetary policies and
guantitative easing, these numbers have risen even further.

Table 3: Size of EU, US and Japanese banking sectors (2010)

42,9 8,6 7,1
349% 78% 174%
15,0 4,8 3,7
122% 44% 91%

Notes: Top 6 banks for Japan
Source: European Banking Federation (Liikanen 2012, Table 2.3.1)




Figure 2: Size of bank balance sheets in the EU (Liikanen, 2012, Chart 2.3.3)

Chart 2.3.3: Total assets of MFls in the EU, by country (in % of national GDP)
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The average hides quite substantial variation with the EU, where the size of the banking sector varies
from staggering 800-2400% of GDP in countries like Luxembourg, Ireland and Malta, to more modest
70-120% for most of the Eastern Member States. Still, even in these countries, the dominant form of
financial intermediation is through bank credit.

From the perspective of the entrepreneurial society, the absolute size of the banking system itself is
not necessarily a problem. What is much more important for the flow of funds to new venturing is the
way in which these banks allocate their credit. And here Europe’s banking system is showing some
worrying trends. These are regulation, consolidation and leveraging. Westerhuis (2016) shows that
these trends have long historical roots and originate in the nineteenth century. Still, we believe they
are certainly not irreversible and the recent financial crisis could be used to implement some structural
reforms.

At the root of the problem lies the fact that Europe’s universal bank based system mixes inherently
public (payments system) and private (allocation of capital) functions. At the same time, Europe’s fiscal
and social security systems create strong biases towards managed assets and debt-based finance (Kay
2015). In addition, tighter regulatory (e.g. EC 2010) control, motivated exclusively to safeguard the
public functions, reduces the risk of a single bank or intermediary collapsing but creates large systemic
risks as all banks become alike (Haldane and May 2011). Consequently, financial markets in Europe are
currently highly concentrated, largely debt and bank based and homogenous (OECD 1992, Klein 1995,
Lilkanen 2012). Even policy initiatives that explicitly promote a more diverse financial system, such as
the Capital Markets Union (EC 2015), risk falling victim to the logic of harmonized regulation and
securing the survival of existing business models (and worse, organizations).

The trend towards a more and more regulated banking sector is closely tied to the development of our
monetary system. From a largely cash based system in which the national central bank controlled the
monetary aggregates, modern Western economies have evolved into fractional reserve systems where
payments among citizens are settled using demand deposits at commercial banks. This development
was only possible because central banks and governments regulated commercial banks tightly and set
up a lender-in-last-resort facility to ensure liquidity of chartered banks and a deposit insurance scheme
to collectivize default risk for a large number of deposit holders. With private liquidity and default risks




eliminated, demand deposits at commercial banks were perfect substitutes for cash and could start to
circulate as medium of exchange in our economies. The digitalization of banking now adds additional
benefits and comfort and the electronic payment system is safer, more convenient and efficient than
the cash it replaced. This digital banking system has great benefits for entrepreneurs also, as
transaction costs have dropped and online services heavily rely on electronic banking.

The problem with this system, however, is that new bank credit is no longer channeled to new
ventures. On the one hand, the large and growing demand for liquid assets created a push for banks
to create new money by giving credit even if no projects could be found. On the other, regulation
forced or incentivised them to hold reserves and invest in assets that risk management models can
handle. That is, traded, collateralized, debt-based assets with known stochastic characteristics or at
least a formal rating. To still make double digit returns on equity with such low yielding asset portfolios,
banks were forced to increase their leverage and the sector consolidated heavily to reap economies of
scale. As bank debt serves as medium of exchange, the market gladly accepted this high leverage.
These trends ended with the financial crisis, but by then banks, who had never been active in early
stage venture finance, had also more or less given up on SME-lending and channeled most available
and new bank credit into the FIRE-sector. As Schumpeter (1934) describes, such secondary credit
markets are speculative in nature and allocating more credit to financial assets has the self-fulfilling
property of causing price increases and generating capital gains that justify a second round and easily
develop into asset bubbles. Afraid to cause a further clamp down on credit to entrepreneurs and SMEs,
policy makers are reluctant to intervene and often add insult to injury by supplying more new liquidity
to fuel the bubble.

To break this vicious circle, policy makers should be keenly aware that not all credit is good (Bezemer
2014) and not all credit benefits entrepreneurship. In fact, under the current institutional
arrangements, bank credit in Europe cannot play the role it should. An option to shift the flow of bank
credit back to where it belongs, is to set up a system of loan guarantees for entrepreneurs and SMEs.
In several member states such schemes are already in place and they work well to channel financial
resources into productive investments. The European Union already has instruments in place to
strengthen these national systems.28 It is interesting the Union has put a legal right to feedback on the
credit decision in place: “You have a right to get feedback from credit institutions on their credit
decision. This can help you understand your financial position and improve your chances to obtain
financing in the future. Use your right and refer to Article 431 of the EU Capital Requirements
Regulation.” We believe that indeed the credit decision provides valuable information. We would even
argue this information is valuable to other entrepreneurs as well.

Proposal 18: In the system of bank loan guarantees for start-ups, ensure that
(appropriately anonimized) credit decision information is made available
publicly.

Such public guarantees can be motivated from the fact that entrepreneurial venturing creates
knowledge spillovers and positive externalities that banks and entrepreneurs do not consider in their
private decisions. This information, however, should then be disclosed (for example via the proposed
Entrepreneurship Observatories in Proposal 45 below). In addition, rebalancing the portfolio of banks
by increasing the share of SME-loans, also reduces the risks of systemic financial crises. SME-loans are
perhaps more risky, but their risk is also less correlated in times of crisis (Dietsch and Petey 2002).

28 https://europa.eu/youreurope/business/funding-grants/access-to-finance/index_en.htm




A proposal that would also benefit entrepreneurship in Europe, is to increase banks’ mandatory equity
ratio’s. These ratio’s currently stand at 3-4%, which is sufficient to perhaps absorb the risks on current
bank balance sheets. But if we want banks to take on more micro-risk by increasing their lending to
(young) SMEs, they need to have larger buffers to do so.

Proposal 19: Increase the mandatory equity ratio in banking gradually to 10-
15% to have more skin in the game and allow banks to take on more risk
responsibly in their lending portfolios.

Given that European banks operated profitably at much higher equity ratios in the past whereas non-
European banks continue to do so (Kalemi-Ozcan et al., 2012; IMF, 2017) this proposal only requires a
sound implementation and transition strategy. Gradually building up the equity buffer while at the
same time accumulating more publicly guaranteed SME-loans in the portfolio is a balanced approach.
Higher required equity buffers will increase the price of credit and some might argue that this will
reduce credit and investment in the aggregate. We feel, however, that such price increases will only
drive out the marginal investment projects and most of these are currently found in the secondary,
speculative investments that Bezemer (2014) deems unproductive. If banks stop fueling the financial
asset and real estate bubbles in Europe, they do less harm and may even support its Entrepreneurial
Society.

For the long run one might consider reforming the current monetary system, that has commercial,
private banks issue debt obligations serving as the public medium of exchange. As long as private debt
circulates as money in society, that debt on the liability side of the banks’ balance sheets is subsidized.
Banks can thus finance their activities too cheap. To tackle the ensuing moral hazard problem,
regulators are forced to monitor and interfere heavily in the capital allocation decisions banks make
on the asset side of their balance sheet. And this regulation, by prioritizing security and limiting
downside risk, works against a more Entrepreneurial Society.

Proposal 20: A long run transition to a system of full reserve banking (Friedman
1962) could be considered as it will force commercial banks to return to their
traditional intermediation role. A more modern way to achieve the same result
is to introduce central bank digital currency to replace the claim on commercial
banks as medium of exchange.

There are many ways in which such a transition can be shaped (Laina 2015) and the debate in the
academic literature is still ongoing (Fontana and Sawyer (2016); Dyson et al. (2016)). The FIRES-project
did not research this option in great detail, but the appealing feature of such a system is that the money
in circulation again becomes a claim on the central bank, whereas commercial banks only intermediate
the savings they attract before they can be invested. In the modern economy, however, banks will also
be competing against alternative intermediation mechanisms we discuss below. To survive that
competition, banks will probably have to return to building long term relationships in specialised
niches. A more diverse landscape of such smaller, better capitalized and more specialized banks is likely
to cater better to the heterogeneous needs of the Entrepreneurial Society (DeYoung et al. 2015). At
the same time as a system it is more resilient to exteral and internal financial shocks. More diversity in
the banking sector should then be coupled with more diversity in the financial system at large.

By clearly separating public from private functions, we believe banks can take a bigger role in financing
new ventures and SMEs, as they have in the past. The financial crisis has shown the devastating effects




of the toxic mix of public guarantees, failing regulation and strong private profit motives. By requiring
more own equity in banking and investing, we can responsibly allow traditional financial intermediaries
to take on more risk and uncertainty, without having to fear they will offload such risks onto tax payers
in case things turn bad.

3.3.5 Angel and venture capital

“Angels are often perceived as the second round of financing a start-up goes through, after the
entrepreneur has exhausted all his family and friends’ money, but before he approaches formal VC
partnerships” [Prowse (1998) p.786]. Research shows that the presence of these informal investors is
crucial in overcoming liquidity constraints (Ho and Wong 2007). The United Kingdom has already
successfully used tax relief and generous deductions to encourage business angel investments; see,
e.g., Boyns et al. (2003) and Mason (2006) to stimulate the development of such less institutionalized
sources of finance. Like private individuals, business angels can allocate capital using different decision
making heuristics than highly institutionalized intermediaries. And after angels come venture
capitalists that often take larger stakes and engage in a more invasive manner with the venture.
Venture capital is important as a follow-up for high-performing and high-growth entrepreneurial firms
(Cumming 2012). Although the importance of the VC industry has increased over time, its presence is
still rather modest in the EU (Bygrave and Hunt 2004; Lerner and Tag 2013) with many entrepreneurial
firms being too small for VC funding. It is often superior to bank finance since it comes with key
expertise and access to networks that are important to entrepreneurial high-risk firms (Keuschnigg and
Nielsen 2004a; Ho and Wong 2007). In this respect, it is troubling that the VC industry is less developed
in Europe than in the US (Bottazzi and Da Rin 2002; Da Rin et al. 2006; Grilli 2014). It has been argued
this is perhaps as much a demand as it is a supply problem, because European business owners are
less prone to accept a loss of control, which is a normal consequence of venture capital support (OECD
1998). It may be for this reason that US firms grow faster than their European counterparts (Scarpetta
et al. 2002; Henrekson and Sanandaji 2016a).

There is a huge academic literature on and policy interest in Venture Capital. In fact, both are much
larger than its share in actual entrepreneurial finance (about 1%, Moskovitz and Vissing-Jorgenson
2002) would justify. The availability of good data and the high-profile of VC investors in Silicon Valley
and the fact that many of the top-listed firms in i.e. the NASDAQ received VC funding early on can help
explain this strong focus on this form of entrepreneurial finance. It seems that VC is therefore more
important qualitatively than quantitatively. Barry et al. (1990) show that VC finance is successful in
selecting and guiding the firms and ventures that go on to grow into global, publicly traded firms and
it is well known from the literature that the positive impacts of entrepreneurship on growth, job
creation and innovation must be attributed to that same small number of gazelles and unicorns that
VCinvestors are after (Henrekson and Johansson, 2010). So, while it is true that VC investment finances
only a small fraction of entrepreneurial venturing, it does seem to finance a highly significant fraction.
As revealed in the first column of Table 5,29 the differences in VC investments are substantial across
Europe, with Denmark and Luxembourg clearly leading, whereas the Eastern European and the
Mediterranean countries are found at the bottom. Regarding VC, policymakers could be inspired by
the US experience of the 1970s and 1980s, and adopt a broad-based policy approach: an encouraging
legal framework that combines tax cuts in capital gains with legislation allowing e.g. banks, pension

2 Hong Kong and Norway are not included in Table 5 below. According to Lerner and Tag (2013), the sizes of their VC sectors were 0.23 and
0.053 percent of GDP, respectively.




funds and insurance companies to invest in high-risk securities issued by small and new firms as well
as VC funds (Gompers and Lerner 1999; cf. Keuschnigg and Nielsen 2004a, 2004b). Additionally, as
discussed above, effective tax treatments of options contracts are necessary to enable VC firms and
other actors in the entrepreneurial ecosystem to design the appropriate incentive contracts for
founders and other key personnel needed to build innovative firms (Henrekson and Rosenberg 2001).
Without such preconditions in place, a sizeable and efficient VC sector is unlikely to develop.

Table 4: Venture capital investments as a share of GDP, and the ease of getting credit in EU countries and the US, 2015.

Country VC investment, Ease of getting credit
% of GDP Score (0-100)
0.333 95.0

0.109 70.0
Luxembourg 0.079 15.0
0.047 65.0
0.041 70.0
0.039 45.0
0.034 50.0
0.034 55.0
Netherlands 0.033 50.0
0.032 75.0
Germany 0.025 70.0
0.023* 70.0
Latvia 0.023* 75.0
Lithuania 0.023* 70.0
Hungary 0.022 75.0
Belgium 0.015 45.0
0.010 60.0
0.008 60.0
Poland 0.007 75.0
Bulgaria 0.002 70.0
Czech Republic 0.002 70.0
Italy 0.002 45.0
Romania 0.001 85.0
0.000 50.0
n/a 55.0
n/a 65.0
n/a 10.0
n/a 65.0
n/a 35.0

Note: *For VC-investments, values for Estonia, Latvia and Lithuania are a Baltic average. The ranking of economies on the ease of getting
credit is determined by sorting their distance to frontier scores for getting credit. These scores are the distance to frontier score for the sum
of the strength of legal rights index (range 0-10); and the depth of credit information index (range 0—8). New Zealand is the leading country.
Source: Invest Europe (2016, p. 43) for venture capital and World Bank, Doing Business 2016 for ease of getting credit.




A comparison of the first and second column of Table 5 reveals that many of the countries with low
scores on the size of external equity investment activity rank highly regarding the ease of getting credit
(e.g., Romania, Hungary and Bulgaria). While some economies have traditionally been characterized
as bank-centred—Germany being the archetypical case—banking itself has changed profoundly over
the last two decades (Westerhuis, 2016). Bank lending or corporate bond markets are no longer a
viable option for financing high-risk innovative entrepreneurship that does not occur on the balance
sheet of large firms. Thus, bank reforms must be complemented with institutional reform that pave
the way for external equity investment. Moreover, it is important to recognize that venture capitalists
and other early-phase equity investors only are ownership specialists up to a certain point in the
entrepreneurial ecosystem, since a highly successful entrepreneurial firm will reach a point at which it
may be appropriate to sell the firm.

There are three principal ways in which an entrepreneurial exit can be done. The first is through a trade
sale, i.e., being acquired by an incumbent firm that wants to gain access to new technologies and
innovation (or just eliminate a future competitor), which is quite common in countries such as the
Netherlands. The second way is by going public through an IPO, which is possible if there is a sizeable
public stock market. The third way is by turning to buyout firms (the secondary market equivalent of
VC firms). This option is contingent on the existence of a buyout sector through which pension savings
can be channelled to the business sector in the form of equity investment. The existence of a viable
market for exits matters for early-stage entrepreneurs, since this market affects the expected future
value of embarking on an entrepreneurial venture (Norback and Persson 2009, 2012).

As shown in Table 6, there are large cross-country differences in the size of public stock markets and
buyout sectors. These sectors are generally small in countries with small VC sectors and vice versa.
Hence, they are quite large in the Anglo-Saxon countries, the Nordic countries, and the Netherlands,
but small in Eastern Europe and the Mediterranean countries. This hints at strong complementarities
between the early- and late-stage vehicles for corporate control and prompts us to look for underlying
causes of the absence of these markets.

This also implies that naive policy approaches to promote VC are not likely to be effective. Channelling
more funds into VC when exit markets remain underdeveloped will not provide incentives to improve
the searching and selection process, which is inherently difficult to scale up (Grilli and Murtinu 2014).
It is for that reason that consortium members with expertise on the issue have suggested to stop
‘hands-on’ policy making at the supply side (Grilli et al. 2018). That is, promoting VC in Europe by
directing more public f