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Abstract 

 

In order for entrepreneurship to take hold in developing countries opportunities must be 

created for entrepreneurs to learn from the experiences of others with new firm creation, 

managing firms through their life cycles and even closing down failed firms.  This report 

analyzes the need for policymakers in developing countries to focus on failure and 

demonstration externalities and adopt policies that ease the process of “market entry” so 

that entrepreneurs have greater freedom to act, learn and, hopefully, provide benefits to 

themselves and society as a whole. 

 

Demonstration externalities, sometimes referred to as “failure and demonstration 

externalities”, include the benefits that entrepreneurs realize from their own experiences, 

and those of other entrepreneurs (i.e., “learning by watching”)
2
, with new firm creation, 

managing firms through their life cycles and even closing down failed firms.
3
  In order 

for these benefits to be accessible, scholars such as Kirzner argue that countries must 

focus on “market entry”, a goal that he emphasized when he wrote that “[t]o induce 

dynamic entrepreneurial competition we require the fulfillment of only one condition: 

guaranteeing free entrepreneurial entry into any market where profit opportunities may be 
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perceived to exist”.
4
  Acs and Virgill pointed out that “[t]he relatively small numbers of 

successful entrepreneurship renders demonstration and failure externalities extremely 

important in developing countries”.
5
 They further explained that “[p]otential 

entrepreneurs observe the strategies and business operations of existing entrepreneurs and 

gather information about potential markets, input suppliers and production techniques”.
6
 

 

Acs and Virgill explained that demonstration externalities are affected by the societal 

culture and associated values and norms that prevail in the particular country and cited 

Lavoie and Chamlee-Wright for the proposition that “one cannot study economic 

development without exploring culture”.
7
  One area of inquiry is whether potential 

entrepreneurs in the country possess the so-called “universal” traits thought to exist 

among all entrepreneurs across all cultures.  Perhaps more important, however, is 

whether changes in local cultural traits will be needed in order for entrepreneurship to 

grow and flourish.  For example, Acs and Virgill described the findings of Dana that the 

“combination of social structure and cultural values has constrained entrepreneurship in 

India”
8
 and noted that Zapalalska and Edwards had found evidence that while some 

cultural traits in China were conducive to entrepreneurship other traits were changing and 

evolving to accommodate market reforms
9
.  In addition, Acs and Virgill cautioned that 

“sociocultural rigidities persist” in many countries and cited various potential barriers to 

entrepreneurship such as “custom and tradition, low status given to businessmen [and] 

the high risks involved in enterprise”.
10
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Another factor that influences market entry is “a country’s acceptance and tolerance of 

‘outsiders’ and its levels of inclusiveness”.
11

  These factors are related to the concept of 

“social capital” and impact the degree to which entrepreneurial firms can rely on the 

advantages of trust, cooperation and coordination, all of which reduce transactions costs 

and ease the burdens of the path that new firms must follow in order to become 

established and stable.
12

  Acs and Virgill referred to the findings of Elkan that there was a 

“distrust of outsiders” in Africa and that this has often limited the growth of African 

firms.
13

  For example, the traditional boundaries of trust in Africa and other developing 

countries extend only to “kinship relations” and Acs and Virgill pointed out that “this 

close control of business operations can negatively impact business success, as outside 

managerial and technical talent is often excluded”.
14

 In developing countries where ethnic 

minorities are excluded from participation in mainstream economic activities 

entrepreneurship may be one of the few ways for persons from these groups to survive 

and, in fact, Acs and Virgill speculate that “[e]thnic minorities which are relatively 

isolated from the indigenous population would be more likely to engage in high rates of 

entrepreneurial activity”.
15

  Of course, they activities may be fortuitous for the society as 

a whole; however, opportunities for developing countries to benefit from the 

demonstration externalities associated with these businesses may be undercut if 

“’restrictions’ . . . [are] . . . placed on ethnic minority and non-indigenous local 

entrepreneurs in many developing countries when they are perceived as being too 

entrepreneurial”.
16
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Economic freedom also has a strong influence on demonstration externalities both in 

terms of ease of “market entry” and the scope of activities that are available in the 

economy for private entrepreneurs.
17

  Acs and Virgill emphasize that governments in 

developing countries must be willing to accede greater autonomy to the private sector to 

engage in activities that would promote development and this requires both removing 

restrictions on the private sector and “divestiture of activities from the public sector—

privatization”.  In other words, entrepreneurs must be free to lawfully pursue the 

opportunities that they identify.
18

  Acs and Virgill make several diverse and interesting 

points with regard to the potential damage caused by excessive government involvement 

in the marketplace.  First, they note that “[w]here government activity is pervasive, a 

managerial type of business culture is likely to prevail rather than one which supports 

innovative entrepreneurship”.
19

  Second, they argue that the mobility of entrepreneurs is 

obstructed and attempts to gather knowledge from interaction with foreign consultants 

are delayed, and often blocked, by the need to obtain the approval of senior officials for 

inbound investments.
20

  Acs and Virgill observed that strong government involvement in 

economic activities eventually leads to the emergence of an informal sector, as has been 

the case in Africa and in many of the former Soviet countries, that serves as the 

foundation for an expansion of the private sector as time goes by and pointed to studies 

that provide support for the prediction that privatization, and the accompanying creation 

of new markets, will expand entrepreneurship by “generating new demonstration and 

failure externalities”.
21

 

 

While there is an indication that large-scale privatization, such as what occurred in many 

of the socialist countries after the disintegration of the Soviet Union, was followed by 

high rates of new business formation
22

 the ultimate success of those firms was 
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undermined by the lack of formal institutions.
23

  A menu of institutions though to be 

essential for development has already been presented and explored elsewhere in this 

chapter; however, Acs and Virgill specifically emphasized contracting laws that allow 

entrepreneurs to “take on anonymous dealings”, financial regulations that facilitate bank 

lending and raising capital from outside investors, property rights, supervision of market 

activities (i.e., competition laws), dispute resolution mechanisms and financial and 

accounting systems.
24

  They also noted that “[t]he inadequacy, in terms of both quantity 

and quality, of infrastructure in developing countries is another important factor which 

limits successful business entry and growth and thus demonstration externalities”.
25

  

Areas of concern would include the availability of electricity and other utilities, the lack 

of land improvement systems (i.e., irrigation) and poor transportation and 

communications systems.  Finally, they pointed out that the ability of the government to 

improve overall macroeconomic performance influences the types of entrepreneurial 

activities and the motivations of entrepreneurs since entrepreneurs operating in countries 

where economic times are hard are more likely to be engaged in “necessity 

entrepreneurship” as opposed to innovation-based “opportunity entrepreneurship”.
26

   

 

Acs and Virgill closed their discussion of demonstration externalities with several 

overriding policy recommendations.
27

  First, they called for assessing which cultural 

traits within a country are barriers to entrepreneurship or to groups of potential 

entrepreneurs.  They noted, for example, that countries often have culturally-based biases 

against certain members of society engaging specified activities, such as women wishing 

to work outside of the home and establish their own businesses, and pointed out that 

cultural change is possible, albeit slow, as incentives and conditions in the country 
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change.
28

 They also pointed out that scholars such as Hoselitz had advocated “that 

countries need to create a climate which allows entrepreneurs to pursue opportunities, 

while also encouraging the personality traits which leads to entrepreneurial activities”.
29

  

Second, a determination must be made as to whether the country has the institutions in 

place that will be able to support arm’s length transactions and reduce information and 

transaction costs.  Third, inquiry must be made as to whether the country’s business and 

regulatory environment acts as a barrier to entrepreneurial activities. In other words, are 

entrepreneurs “free to act”?  Finally, policymakers need to focus on whether the 

country’s macro-economy, infrastructure and financial markets support entrepreneurship.  

Acs and Virgill felt strongly that the evidence is clear that “entrepreneurs need good 

infrastructure and functioning financial markets” and that policies regarding promotion of 

entrepreneurship must be coordinated with broader efforts to reduce poverty and promote 

growth.
30
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