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Abstract 

 

This paper considers three themes central to the survival of small business enterprise.  

Firstly, the incentive for entrepreneurship, which is discussed within a theoretical 

framework that draws on cooperative market games analysis, and finds a rationale for 

entrepreneurship in facilitating coalition formation.  Secondly, the determinants of 

survival of a small firm, which is discussed within a statistical framework, providing 

estimates for the influence of key factors like gearing and product range on survival 

over a three year period.  Thirdly, the political economy of enterprise stimulation, 

which looks at enabling institutions for fostering the inception and growth of small 

firms (like the Scottish Development Agency and Scottish Enterprise), considered 

from the standpoint of comparative institutional analysis.  The treatment is informal, 

being based on an Inaugural Lecture, and is designed to be accessible to the non-

specialist. 
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The Survival of Small Business Enterprise 

 

By 

 

Gavin C Reid 

 

 
 

I Introduction 

Why should we be interested in enterprise? The matter was best put, in my estimation, 

by John Maynard Keynes in 1930 when, still very much the Classical Economist, he 

said in his Treatise on Money (1930, p.149): ‘When Enterprise is afoot, wealth 

accumulates … if Enterprise is asleep, wealth decays’.  We are interested in 

enterprise, then, because it makes us better off, in that it fosters an accumulation of 

wealth.  So stated, enterprise is a characteristic of a growing economy.  More 

prosaically, we are interested in small business enterprise, the vehicle through which 

enterprise is delivered, because the small business enterprise is the typical firm type. 

[Table 1 near here] 

   Recent work by Daly and McCann (1992) indicates that at the end of 1989 (the most 

recent year for which comprehensive figures are available) there were 3-million small 

firms in the UK.  In their work, a small firm was described as any self-employed 

person whether or not he or she has any employees.  Over 90% of all these firms 

employed fewer than 20 people.  Between 1979 and 1989, the overall number of 

businesses rose by 2/3, amounting to about 500 additional firms per day.  Small firms 

are often defined as firms employing fewer than 200 persons and micro firms as 

employing fewer than 10 people.
1
  Table 1 uses rather different definitions but the 

conclusion is still the same: the small firm is the typical or modal firm.
2
  A 

distribution of firm sizes is strongly positively skewed, and has a reverse J-shape, 

with the smallest firms (1-2 persons) being the most numerous (67.8%), the next 
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smallest (3-5 persons) being the next most numerous (19.9%), and so on.  Thus we are 

interested in the survival of small business enterprise, because we are thereby 

interested in the survival of enterprise itself, and by implication, in the creation of 

wealth.   

 

Table 1: The population of small firms 

Small Firms: 98% of enterprises employ less than 50 people 

Micro Firms: 87% of enterprises employ less than 5 people 

(Source: M Daly and A McCann, Employment Gazette, 1992) 

 

 

   Wilkie Nisbet (1929, p.238), writing at about the same time as Keynes, envisaged 

the growth associated with successful enterprise leading to ‘an advance towards living 

which is simple without being sordid, progressive without being destructive, and 

attractive without being extravagant’.  These modest and conservatively expressed 

aims would be achieved by ‘the sublimation of egoistic impulses … which in their 

harmony, not pre-established, but painfully achieved, bring genuine satisfaction to the 

individual and the race’.  He quoted with approval what he called ‘the immortal 

Athenian motto’ of ‘beauty with frugality and culture without luxury’, arguing that if 

enterprise were to be valuable, it should assist us in moving towards these goals. 

   Today, these modest goals seem more achievable, and more worth achieving, than 

the over-sold ambitions of those seeking rich pickings in an enterprise culture’ with a 

capital ‘K’.
3
  Beauty and culture (with a small ‘c’) occupy centre stage, and luxury is 

subordinated to frugality.  In arguing for the merits of enterprise, as I shall be doing 

largely here, I would not want to exceed those claims for it made by Professor 
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Nisbet.
4
  Those claims are modest, but achievable, and my concern will be with how 

they may indeed be achieved. 

   I wish to structure this paper around three key themes: theoretical economics, 

empirical economics, and political economy.  Under the theoretical heading, I shall 

look at the rationale for the small firm.  I shall identify the entrepreneur as the central 

figure in a coalitional market game.
5
  Under the empirical heading, I shall look at 

statistical determinants of small firm survival.  It will prove possible to provide simple 

and useful practical guidance on survival for the small firm in its early stages of 

existence.  Finally, under the political economy heading, I shall look at bureaucratic 

arrangements for stimulating and nurturing small business enterprise.  Here my 

concern will be with the innovative institutional forms that have been used in the 

Scottish context: the Scottish Development Agency, Scottish Enterprise and so on. 

 

II Coalitional Firms in the Market Game 

I have so far freely used the concept of the firm, notably the small firm, taking for 

granted that we share a vocabulary in which ‘the firm’ is a commonly understood 

term.  It is sometimes suggested, not always in jest, that the function of economic 

theory is to take a commonly understood term and to render it incomprehensible.  It is 

therefore with some trepidation that I take the notion of the firm as a point of 

departure for economic theory.  But one of the purposes of economic theory is to 

make very precise commonly used notions that in every day life are often employed 

ambiguously.  These concepts are then used in a process of what economists call 

‘model building’, both to improve our understanding of the relevant economic world 

(e.g. the world of small firms) and to enable us to make, and to test, predictions about 
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it (e.g. is the asset value of a small firm a positive influence on the probability of the 

survival over a specific time period?). 

   Traditional ways of constructing models of the firm (like monopoly) still have a 

great influence on new ways of modelling the small firm as a distinct entity.  

Typically one puts the production process at the centre of such an analysis (what 

economists call ‘the production function’) and enquires little, or not at all, into how 

the small firm is formed.
6
  As an analyst, for nearly a decade now, of small firm 

inception and growth – what one might call the early stage of the small firms’ life 

cycle – I find this standard method of analysis deeply unsatisfactory.  It provides no 

theoretical account of how a small firm, viewed as a coalition of resources with a 

productive goal within a market process, may be formed.  Thus, there is no account of 

what Shapero (1984) has tellingly described as ‘the entrepreneurial event’ of small 

firm inception.  Indeed, the entrepreneur is typically ignored in even the most modern 

theories of the small firm or, if the term is used at all, it is actually mis-used, treating 

the entrepreneur, quite wrongly, as simply a manager of the firm’s resources. 

   What one requires is a theory which puts the entrepreneur at centre stage and locates 

his activity within a market process.  In my Theories of Industrial Organization 

(1986, Ch.6) I first broached the problem of constructing such a theory in my 

discussion of a band of literature known as ‘Austrian Economics’.  Its roots lie in the 

work of Austrian economists from Carl Menger, through to Wieser, Böhm-Bawerk 

and Schumpeter, taking us to contemporary figures like Kirzner and Rothbard.  This 

work is very much in the rapidly vanishing literary tradition of economics, and largely 

eschews mathematical, statistical and econometric methods.  Good for the Austrians, 

one might say, and so much the worse for modern economic methods! 
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   However, my view would be that a reluctance to use formal tools of analysis by this 

school of economists has been an impediment to the wider acceptance and utilization 

within economics of some of their central ideas (e.g. the market process).  A little 

appreciated aspect of the intellectual history of this school is that it did indeed have a 

chance to develop a fully fledged mathematical theory of its core ideas, squarely 

based on the writings of its founders like Menger, and Böhm-Bawerk.  It arose when 

John von Neumann and Oskar Morgenstern published The Theory of Games and 

Economic Behaviour (1944).  For those who may have struggled with this long and 

immensely difficult book, there will be no doubt about the clarity with which the 

relationship between Austrian theory (in an economic sense) and the theory of games 

(in a mathematical sense) is established, most especially as it relates to the work of 

Böhm-Bawerk.  Alas, clear as this connection is, the insight has certainly been 

underdeveloped, to the extent, indeed, of its being almost entirely neglected. 

   In my own current work, I am returning to this fundamental insight, and trying to 

draw out its implications, in a modern sense.  Using the now extensively developed 

theory of cooperative n-person games in characteristic function form (to give it its 

grand academic label),
7
 I would suggest it is fruitful to view the small firm as a type 

of coalition.  This has exciting implications.  It enables one to develop a rigorous 

mathematical account of firm formation in a market process, it precisely locates the 

role of the entrepreneur in this process, and it enables one to test in a novel way the 

validity of this theory, using methods akin to those employed by experimental 

psychologists.
8
 The theoretical formulation of this model of the small firm, and its 

experimental testing, are matters of some mathematical complexity which I am 

currently pursuing with a colleague in the Economics Department here at St Andrews 

University, Dr Jonathan Seaton.  However, eschewing a formal treatment, I hope to 
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convey to you here the sense of how we are proceeding by reference to some simple 

numerical examples. 

[Table 2 near here] 

   Consider by reference to Table 2 potential coalitions of small firms A, B and C 

which have the capability of generating certain values in the market place.  It is 

convenient to treat these values as pounds sterling, and it might help to treat the 

figures displayed as being expressed in units of (say) £10,000.  A coalition achieves 

its value against the competitive pressure of other players in the market games.
9
 In its 

simplest form, one may think of coalitions of firms A, B and C as being sole 

proprietorships.  Each coalition is unique, being a reflection, in terms of its value 

creating potential, of the abilities of its members.  Under the column ‘Current Value’ I 

have indicated the values generated by coalitional firms A, B and C if they act 

autonomously in the market place.  Next, let us consider what value might be created 

if the coalitional firms A, B and C acted together, and formed a new larger coalitional 

firm, Firm D.  Those with a management background will have come across the 

notion of ‘synergy’, this being used to denote the way in which teams within an 

organization can create a joint output which is greater than the sum of the outputs they 

can create by acting independently.
10
  Game theorists have a similar idea, which they 

call, rather grandly, super-additivity.
11
 

   Table 2 displays the property of super-additivity.  Coalitional Firms A, B and C 

create values on their own of 7, 4 and 5, respectively, making a value of 16 in all, but 

acting together as coalitional Firm D, they create a larger value, of 30. Coalitional 

formation is thus super-additive: 7+7+5 = 16 is less than 30.  Next we must ask, why 

should coalitional Firm D be formed?  Players in this market game are assumed to be 

self-seeking, and each individual’s reward, at conclusion of the game, is called a pay- 
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Table 2:  The small firm coalition 

Coalition Current Value Pay-off in Coalition D 

A 7 8 

B 4 5 

C 5 7 

 16 20 

The firm D is the combined firm (i.e. the union of) A, B, C 

The value of D is 30 

 

 

off.  The pay-offs to A, B and C, should they join coalitional D, are given in the third 

column.  Notice that for each coalitional firm, the pay-off from being in the combined 

firm is greater than the pay-off from acting as an independent firm.  Thus, each of 

coalitional Firms A, B and C has an incentive to join the new (enlarged) coalitional 

Firm D.  One might therefore assume that Firm D will indeed be formed.  However, 

this argument neglects to consider how this firm formation is facilitated. 

[Table 3 near here] 

   It will be observed that the sum of the pay-offs which are adequate to induce A, B 

and C to join D is 20, whereas the value of D itself is 30.  The coalitional Firm D is 

said therefore to enjoy an excess.
12
  This excess is defined as the difference between 

the value of Firm D and the pay-offs that need to go to A, B and C to keep them in 

coalition D.  The difference here is 30-(8+5+7) = 10, as indicated in Table 3.  It 

creates an incentive for a new player in the game to say ‘let’s form a coalition’.  I 

wish to identify this payer as the entrepreneur.  Thus the excess of a coalition creates 

an incentive for entrepreneurship.  The reward arises purely from the entrepreneur’s 

recognition of the potential for super-additivity (‘Synergy’), should A, B and C be 

willing to be joined together as D.  The activity of entrepreneurship involves 
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‘clinching the deal’ by getting agreement from A, B and C to indeed become a new 

entity, Firm D.  Table 3 illustrates how this is driven by individual incentives.  

Following a hint from the writings of Littlechild (1979), one can consider players in 

the market game as being active or passive.  Active players are the entrepreneurs who 

seek to form coalitional firms.  The way to do this is to get signatures (i.e. contractual 

commitments) from passive players, who are waiting for favourable offers.  Once 

offers have been made and accepted, active and passive players are bound together in 

new coalitional firms.  Provided an excess remains, there is an incentive for 

entrepreneurship.  An equilibrium is established when the excesses of all coalitions 

have been captured by each and every coalitional firm which has been formed by an 

active player in the market game taking on an entrepreneurial role. 

 

Table 3: Capturing entrepreneurial return 

Firm D enjoys an EXCESS 

i.e. Excess = value of D – (pay-offs to A, B, C) 

This excess of 10 creates an incentive for entrepreneurship 

In equilibrium the excess is captured by entrepreneurial activity 

 

   Moving from the theoretical structure of this game to empirical takes one – 

unusually for economics – into the laboratory.  The experimental version of the game 

is currently being designed within CRIEFF, a newly founded research centre within 

the Economics Department here.
13
  It proceeds by having human subjects attempt to 

form, or join, coalitional firms according to their best interests.  Subjects will be 

guaranteed a certain rate per hour for participating in the game, and may do better 

than this if they are successful in forming, or joining, a valuable coalition.  The 

experimental method, as applied to economic theory, was particularly fostered by 
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Vernon Smith (1962), at a time when it seemed something of an academic oddity.  

Today, as reflected in the work of people like Alvin Roth (1987) and John Hay 

(1991), this approach is taken very seriously, and indeed often provides the only 

sound method for testing game theoretic hypotheses [Binmore (1987)].  For the first 

time in my life as an academic economist I now find myself looking forward at a later 

date to the results from a laboratory, having hitherto been through an acculturation 

which regarded economics as a non-experimental science. Without having the 

entrepreneur, the small firm will not survive, simply because it will not be born. What 

experimental work would help us to achieve is a better understanding of the 

‘entrepreneurial event’ itself. 

   Having established, in some detail, a theoretical basis for the small firm and, briefly, 

ways of empirically testing such a theory using experimental methods, I wish to turn 

now to the more standard non-experimental methods of the economist.  My interest 

will be in the period not long after the inception of the firm.  Specifically, I shall look 

at the determinants of survival of small business enterprises over a three year period. 

 

III Determinants of Small Firm Survival 

Because of the importance of small firms to innovation, employment and flexibility in 

the modern market economy, analysts are interested in what determines their survival.  

However, small firms’ statistics fall outside of many official data gathering exercises.  

Thus economists and policy makers are surprisingly ignorant about what makes small 

firms tick.  To dispel this ignorance, one has to gather primary source data by direct 

interviews with owner managers.  Using the data so gathered, it is possible to consider 

the survival of small firms by means of models constructed on these data.  Here, I 

shall report upon one such modelling exercise, using data on Scottish small firms.  
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The sampling frame was based on small firms’ clients of the Enterprise Trusts.  The 

sample itself consisted of seventy-three micro-firms, which were analysed over a 

three year time period. 

   The key variable to consider in an analysis of small firm survival over a period of 

year is net profit.  This is defined by subtracting all operational costs from gross 

profits and, furthermore, exist costs.  By exit costs, I mean the costs of closing down a 

business and leaving the market.  The requirement for staying in business over a 

period of time (say, three years) is that net profit should not fall below zero.  It may be 

positive, in which case the firm might perhaps have some prospect for growth, or it 

might be zero, in which case it is just breaking even. But it cannot be negative over a 

period of years without inviting failure, and exit from the market.  Thus one might 

express the technical requirement for staying in business as: net profit should be non-

negative.  This is the long-run survival criterion (see Table 4). 

[Table 4 near here] 

   This established, economic theory further requires that we have an explanation of 

the determinants of net profit.  Broadly speaking, net profit depends on the actions 

taken by firms (e.g. their pricing and advertising) and I have found it convenient in 

my own work Reid (1991)] to distinguish three broad determinants of net profit: 

market variables, financial variables and life cycle variables (see Table 4).  These 

might be described as systematic determinants of net profit, to distinguish them from 

a multitude of other non-systematic or random determinants of net profit.  Then the 

argument would run that having identified the determinants of net profit, one can 

identify the level of net profit itself, and then by testing whether it is non-negative one 

can discover whether a small firm will survive. 
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Table 4: Survival estimates for small firms 

 

LONG-RUN SURVIVAL CRITERION 

 PROFIT (net of exit and other costs) 

 MUST BE NON-NEGATIVE 

 

BROAD DETERMINANTS OF SURVIVAL 

� THE MARKET 

� FINANCIAL STRUCTURE 

� LIFE CYCLE EFFECTS 

 

 

 

   This general approach to small firm survival or exit is consistent with recent work 

on entrepreneurship which views the choice of staying in business or exiting as an 

aspect of the advanced division of labour in a market economy [Holmes and Schmidt 

(1990)].  Adam Smith did not develop his analysis of the division of labour to 

recognise entrepreneurship, but it is possible to do so as a natural extension of his 

work [Reid (1989)].  The entrepreneur can be regarded as specialising in 

coordination.  Coordination operates by the seeking of new products to exploit 

unharvested economic niches.  It might require ‘market repositioning’ of the small 

firm, which involves changing the balance of product lines.  This repositioning might 

go so far that a point is reached at which the small firm is taken into a new niche.  

Then the old firm is wound up, and a new one is started.  In this process of renewal 

the activity of entrepreneurship is at its most evident. 

   In my own empirical work on small firms, I had at my disposal a very large number 

of possible determinants of net profits, in excess of two hundred per firm.  By appeal 

to economic theory and empirical relevance, one can reduce these possible 



 13 

determinants to more manageable proportions.  In doing so, one is engaging in a so-

called ‘modelling process’ in which, by reference to what philosophers call Occam’s 

Razor, one does not compound hypotheses unnecessarily.  It proved possible to 

narrow down the key determinants of net profit to something like a dozen key 

variables, like the product range, the intensity of competition, the use of personal 

finance and of debt, and the age and size of the firm (see Table 5), which themselves 

can be grouped under market, financial and life cycle headings. 

[Table 5 near here] 

   Every single one of these variables has a theoretical rationale, so a full treatment is 

not possible here, but let me take one example from each category and show what 

economic theory has to say.  (1) Firstly, I look under the heading of The Market. The 

number of product groups a small firm has both increases its flexibility [Acs, 

Audretsch and Carlsson (1990)] and its ability to adjust to fluctuating demands for 

individual products by diversification [Ungern-Sternberg (1990)].  Flexibility and 

diversification can both be expected to raise the probability (‘the odds’) of survival.  

(2) Secondly, I look under the heading of Financial Structure.  Economic theory 

provides guidance on the consequences of different debt/equity ratios (the so-called 

‘gearing’ ratios).  For small firms gearing is typically measured as debt (i.e. 

borrowing) divided by the owner manager’ injection of equity (i.e. personal financial 

injections).  The theory of Leland and Pyle (1977) suggests that the value of a small 

firm will increase along with the size of the owner manager’s equity stake. The idea is 

that the owner manager has private knowledge of the projects being undertaken within 

his firm.  A willingness on his part to extend his equity stake is therefore a signal of 

the worth of his firm.  This theory therefore implies that the greater is gearing, the 

lesser is the probability of survival, because the lesser is the worth of the firm. (3)  
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Table 5: Detailed determinants of the survival of small firms 

 

MARKET 

Degree of product differentiation 

Intensity of competition 

Advertising 

Product range 

Sales etc 

      LIFE CYCLE 

Time from inception 

Size 

etc 

FINANCIAL 

Assets 

Debt 

Cash flow 

Equity 

Gearing (i.e. Debt/Equity) 

etc 

 

 

 

Thirdly, I look under the heading of Life Cycle Effects.  Entrepreneurs learn about 

their own ability by experience in the marketplace [Jovanovic (1982), Frank (1988)].  

This implies that firms will start on a small scale and then if performance merits it, 

will expand by growing or merging. Their learning can be accelerated by investing in 

R&D. One does therefore expect a life-cycle effect in a firm’s profitability and 

growth.  In particular one expects smaller micro-firms to grow faster and to be more 

profitable than larger micro-firms.  Further, older micro-firms should have better 

survival chances than younger micro-firms. 

[Table 6 near here] 
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Table 6: Key determinants of survival: their quantitative significance 

 

MARKET 

Product group: a one per cent increase in the product groups range raises the 

probability of staying in business by 0.39% 

 

FINANCIAL 

Equity gearing:  a one per cent decrease in the equity gearing raises the 

probability of staying in business by 0.17% 

 

 

   Hopefully, these three references to economic theory provide something of the 

flavour of how one appeals to theoretical constructs in the prosecution of empirical 

work.  The empirical side itself involved providing estimates of the influence of key 

variables on the probability of survival over a three year period.  I found that 

surprisingly few variables had a major quantitative effect on the survival of micro-

firms, and that, of these few, just two are of overwhelming important: the product 

range, and the ratio of debt to equity (the ‘gearing’ ratio referred to above) (see Table 

6). 

   It is now possible to turn to what is revealed by these estimates of the key 

determinants of survival probabilities.  One is not simply interested in whether a 

variable has an effect on survival probability; one wants to know what kind of 

leverage a variable has.  Economists have a word for this: elasticity.  One uses 

elasticities as follows: for a proportional change in a determinant of profit one wants 

to know what the proportional change in the survival probability will be, other things 

being equal. We discover that a one per cent increase in the product group range 

would raise the probability of staying in business by 0.39% and a one per cent 

decrease in gearing would raise this probability by 0.17%.  These figures are by no 
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means trivial.  For example, in practice gearing ratios can often be varied flexibly 

over quite short periods of time.  For the average small firm a ten per cent reduction in 

the gearing ratio might be a reasonable goal.  This would raise the survival probability 

by nearly two per cent.  A ten per cent increase in the product group range would raise 

the survival probability by nearly four per cent.  Both these variables are very much 

under the control of the owner-manager, and each provides a realistic means of 

enhancing the prospects of his firm’s survival.  Strictly speaking, the model only 

holds true for an average small firm, subject to ‘small’ variations in its key variables, 

and changes of more than ten per cent are probably outwith its validity.  However, 

within this constraint, it presents an explicitly quantitative framework which avoids 

the vagueness of slogans like ‘go for growth’.  Perhaps its main use is to small firms 

analysts in both the public and private sectors who are confronted with making 

evaluative decisions about small firms in a long client list. It provides a quick check 

on that most important attribute of the small firm: its survival prospects. 

 

IV Institutions for Stimulating Enterprise 

One must look beyond the individual small firm for solutions to systemic problems of 

entrepreneurial failure, as manifested in low birth rates of new firms etc.  A role for 

government arises in determining the overall framework within which enterprise takes 

place.  In this, my concluding analytical section, I wish to take an economist’s view of 

the emerging institutions which are intended to stimulate enterprise in Scotland, and 

thus to promote the survival of small business enterprises. 

   From a rational, rather than ideological, standpoint the proper extent and form of 

government involvement is far from obvious.  Indeed, it requires detailed analysis.  

This involves a subtle balancing of costs and benefits in a comparative institutional 
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framework.  Such an approach admits that both full market efficiency and full 

bureaucratic efficiency are welfare ‘ideals’ – in a pejorative sense i.e. they are not 

typically realisable or feasible ideals. Any realistic analysis recognises that market 

failure and bureaucratic failure are ubiquitous.  Thus to assume that if specialist small 

firms, such as private business consultancies, fail to provide a sufficiently full and 

varied flow of enterprise services to meet some ideal level and mix of provision, any 

bureaucracy would do better (or vice versa) is simplistic.  Further, it invites an 

alignment with ideology which is unscientific. 

   My argument, in brief, is that the enterprise system is a public good, in the same 

way as James Buchanan (1989) has recently argued that the work ethic is a public 

good.  As such, it is subject to the usual problems of provision by private voluntary 

action.  The provision of this system of enterprise, in terms of its extent and quality, is 

determined by the design of institutions, or market and non-market forms, which are 

the delivery mechanisms of enterprise.  A proper treatment of this viewpoint would be 

lengthy and complex, but I hope to convey to you, with just three simple examples, 

the key issues at stake.  At a later date I intend to provide an extensive treatment in 

published form.  For now, I want to focus on three institutional alternatives: an 

indicative planning system; a mixed indicative planning and market-driven system; 

and a largely market-driven system. I shall develop the ideas largely within the 

context of enterprise stimulation within the Scottish economy.  To set the scene I 

should like to consider the emergence and development of three bureaucratic 

organisations: the Scottish Development Agency (SDA), the Enterprise Trusts (ETs); 

and Scottish Enterprise (SE). 

   The SDA was established through  public (rather than private) sector initiative, as 

embodied in the Scottish Development Agency Act of 1975.  Its form had origins in 
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earlier smaller, but relatively successful, institutions for stimulating enterprise like the 

Scottish Council and the Small Industries Council and also, arguably, in earlier 

attempts at indicative planning by development boards and corporations.  In this 

sense, the SDA was of an evolutionary institutional design, in that its form bore the 

unmistakable imprint of earlier institutional forms.  By contrast, Enterprise Trusts 

(ETs) were established through a private sector initiative, and provide an example of 

conscious institutional design, with evolutionary features absent.  ETs were first 

established in Scotland in 1982, as part of an initiative by Scottish Business in the 

Community (ScotBIC now called SBC).  This aimed to foster a partnership between 

the public and private sector (e.g. between corporations and local authorities).  Whilst 

an earlier institution for attending to the needs of small firms had existed in the shape 

of the Small Industries Council [for Rural Areas in Scotland] (SICRAS), this 

Council’s functions had been taken over by the Small Business Division of the SDA, 

which then extended its function to urban areas, and greatly modified its form.  Again, 

the SDA’s development in this respect was evolutionary.  But rather than follow these 

institutional models, the ETs were designed by ScotBIC as alternatives to what were 

perceived to be the failures of existing institutions (e.g. in terms of remoteness from 

clients and slowness of response), especially at the local level.  We have, therefore, a 

public initiative leading to an institutional design which was conscious.  The synthesis 

of these influences is indicated in the centre of Table 7: it is Scottish Enterprise. 

[Table 7 near here] 

   Institutionally speaking, the roots of Scottish Enterprise lies in two White Papers of 

1988: Employment for the 1990s; and Scottish Enterprise: a new approach to training 

and enterprise creation.
14
  However, the genesis of Scottish Enterprise was much 

more personal, and arose from the crusade of a Falkirk businessman, Bill Hughes.  
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Table 7: The emergence of Scottish Enterprise 

 

 

 

Working outside of conventional channels, he took his scheme to the newspapers 

directly.  He bypassed the SDA without consultation and gained a direct audience 

with the (then) Prime Minister, Margaret Thatcher.  He was subsequently invited to a 

meeting at Chequers, where (amongst others) he met Norman Fowler, the (then) 

Secretary of State for Employment.  Fowler had already been influenced by the 

Director of Employment and Training Policy in Massachusetts, USA.  This man 

(Stratton) introduced Whitehall in general (and Fowler in particular) to the US 

concept of Private Industry Councils (PICs).  These PICs allowed the business 

community to take an active role in spending training funds of the US Federal 

Government.  Business could play a role in enterprise stimulation, which included the 

design of training schemes and even extended to influence over school curricula.  

These PICs were moderately successful in cities like Atlanta, New York and Boston.  

In the last names case, the so-called Boston Compact was particularly influential.  The 

SE 

SDA 

ETs 

Private 
initiative 

Public 
initiative 

Conscious 
design 

Evolutionary 
design 

SDA  Scottish Development Agency 
ETs   Enterprise Trusts 
SE   Scottish Enterprise 
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‘Hughes Initiative’, as it became known, was influenced by PICs but was not, in itself, 

a fully worked out plan.  Nevertheless, it gained considerable political momentum 

[see Moore (1989)].  A new institutional arrangement was proposed, with two 

features: (1) it allowed the private sector a greater leadership role than previously, 

rather than being dominated by the SDA; and (2) it facilitated training at the local 

level in a way which was felt to be superior to the more centralised management of 

the old Manpower Services Commission (MSC).
15
 

[Table 8 near here] 

   Having set the scene with these three key institutions (SDA, SE, ET), let me now 

turn to the evolving institutional forms.  Firstly consider the centralised, indicative 

planning model displayed in schematic form in Table 8.  At the centre is the Scottish 

Development Agency (SDA).  As a type of indicative planning body, the SDA 

adopted a strategic sectoral approach.  Good sectors for this, in view of their 

development potential, were thought to be microelectronics, biotechnology, food 

processing, advanced engineering, textiles and fashion.  The centre (the SDA) 

encouraged exploitation of high value-added niches.  Whilst the centre has an 

advantage in terms of its large scale of involvement (e.g. in encouraging foreign direct 

investment by large multinational firms through Locate in Scotland), it is necessarily 

remote from local conditions. 

   Recognition of this in policy circles in the 1980s led to an increased commitment to 

the development of new (especially small) firms, and to the fostering of 

entrepreneurship.  There was thus a transition from an indicative planning orientation 

to a market orientation.  This commitment was still expressed in a sectoral form, with 

the emphasis being put on targeted activities, like electronics and offshore  
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Table 8: Indicative planning 

 

 

 

engineering.  Evolving out of the Small Industries Council [for Rural Areas in 

Scotland] was the Small Business Division (SBD).  The SBD were on to set up 

various small business advisory services.  At the same time the Enterprise Trusts 

sprung up, under the ScotBIC umbrella, and partially independently of the SBD 

(though funded 50% by it).  The transition of public policy to a market orientation, 

and the attendant institutional reconfiguration are displayed in Table 9. 

[Table 9 near here] 

   The SDA as the centre remained dominant, and the Small Business Division’s local 

offices flourished.  This regional involvement by the SBD was ‘interlaced’ with the 

activities of the ETs.  Unfortunately, the brief of the SBD was unsatisfactory, if not 

contradictory.  It was enjoined to apply commercial criteria for projects, but not to 

involve itself in projects that might in any case attract private sector support.  Lending  

SCOTTISH 
DEVELOPMENT 

AGENCY 

Centre 

Sectoral 
level 

Sectoral Planning 



 22 

Table 9: Transition to market orientation 

 

 

and equity investment were to be subject to commercial disciplines.  Not surprisingly, 

those projects which were ‘selected against’ by the private sector ended up on the 

SBD’s doorstep.  Loan losses were of high incidence, and over the period 1980-85 the 

overall rate of return on the SBD’s own investments was negative. 

   The genesis and development of the Enterprise Trusts (ETs) was happier.
16
  The 

Enterprise Trust (ET) movement has quickly proved to be remarkably successful in 

promoting and supporting the growth of new small firms.  Enterprise Trusts, local 

examples of which include GET and NEFET, provide information which is 

independent, and predominantly free of charge, to any existing or potential small firm.  

The ET is a small local organisation manned by personnel with some technical 

SCOTTISH 
DEVELOPMENT 

AGENCY 

Small 
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Division 

Centre 
(dominant) 

(regional 
involvement) 

Local  
level 

Enterprise Trusts 
(quasi-independent) 
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expertise and considerable business experience.  Since the inauguration of the first ET 

in Scotland, the Ardrossan-Saltcoats-Stevenson Enterprise Trust (ASSET), in 1982, 

more than forty further ETs have been established.  To judge by their successful 

proliferation in such a short space of time, ETs have successfully discovered 

appropriate niches, as types of small firms themselves.  Apart from the funding 

involvement of the SDA in sponsoring ETs, vertical control (i.e. control from above 

by the SDA) was slight.  The ETs were largely ‘horizontally’ controlled by the 

mission of ScotBIC (viz. need for active involvement of industry and commerce in 

local communities). 

   By contrast, the role of the SDA, like that of its offshoot, the Small Business 

Division, was less than happy.  Whilst the sectoral strategy had worked in special 

cases, for example, woollen textiles and oil and gas, it had not worked in electronics 

and health care, and in general did not work with indigenous high technology 

industries.  For the successful cases which were regarded as sectoral, it was clear that 

they could as easily have been interpreted as regional: the Borders for textiles; and 

Aberdeenshire for oil and gas.  Sectoral strategy appears to have been to strongly 

driven by trends in demand to the neglect of the supply side.  A fundamental 

weakness of the sectoral approach is that it lacks meaning at the company level.  

Supply side effects which particularly impinge on companies include skills, property 

and finance, and these tend to be cross-sectoral in incidence. 

[Table 10 near here] 

   To conclude this story, one returns to the Hughes Initiative.  Borrowing much from 

the Massachusetts ‘growth coalition’ idea,
17
 Hughes initially proposed a system much 

more decentralised than even the Enterprise Trust movement. It would have involved 

some seventy local enterprise units based on small travel-to-work areas.  The  
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 Table 10: Market driven institutions 

 

 

 

conception was bold and deliberately intended to be the polar opposite of the 

indicative planning model.  The successful experience of the Enterprise Trusts was 

drawn upon, but the Trusts were not themselves explicitly involved [indeed hardly 

anyone was explicitly involved, including the Chief Executive of the SDA].  Direct 

contact was made with the Scottish Office and, through the IDS, a White Paper was 

drawn up which started the formal implementation of Scottish Enterprise in 1988.  It 

abandoned the very local travel-to-work areas and aimed to keep intact the Enterprise 

Trusts at the local level.  A middle or second tier of Local Enterprise Companies was 

SCOTTISH 
ENTERPRISE 
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(attenuated
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Local  
level 

Regional level 
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level 
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created (see Table 9).  A local example is provided by Scottish Enterprise Tayside 

(chaired by William Low).  The main aim was to achieve 80% delegation to the 

regions.  Thus the centre would become attenuated, and the Regional Level 

predominant.  Within each region, local enterprise companies (LECs) were to be 

created.  SDA and Training Agency functions would be combined and then devolved, 

with training occurring at the LEC level.  Enterprise Trusts played a significant role in 

forming the boards of the LECs, often working with the Chambers of Commerce.  

They were an umbrella organisation that acted as a catalyst for Scottish Enterprise.  In 

the new arrangements they are more fully integrated into the enterprise network than 

previously (compare Table 8 with Table 9). Technically, the Local Enterprise 

Companies are their paymasters, but they remain as strongly coordinated in a 

horizontal sense as previously.  The LECs themselves are partially horizontally 

coordinated (by the Handbook prepared by the IDS), and a main worry at the 

inception of Scottish Enterprise was that the LECs might drift out of line with the 

handbook’s declared policy.  The activities of LECs take place within broadly defined 

categories (viz. enterprise, environment, youth training, adult training, and enterprise 

and business training) but are deliberately not specific in a detailed sense.  They are 

monitored by a monthly invoice, and receive their contract on the basis of a business 

plan.  This plan is typically quite individual as the LEC is encouraged to make what 

emphasis it wishes, as appropriate to its local circumstances.  The contractual form is 

loose, to avoid constraining a LEC in a way which might limit its flexibility to adapt 

to local conditions.
18
 

   One now has in place a new system which, as compared to its predecessor, is much 

more decentralised, more responsive to local needs, and better represents the interests 

of business.  It is especially through the composition of representation on the boards 
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of LECs that this has been brought about.  Boards must have two-thirds membership 

from the private sector, and a one-third membership from the public sector.  By a 

clever series of political manoeuvres, the form of enterprise stimulation has been 

transformed from an indicative planning system to a market system of regionally 

based enterprise companies, under which is a further layer of very local Enterprise 

Trusts. 

 

V Conclusion 

Let me summarise.  Firstly, I developed a rationale for the small firm, and found it in 

the theoretical analysis of coalitions.  Secondly, I looked at the determinants of 

survival of individual small firms, and found that gearing and product range were 

particularly influential.  Thirdly, I looked at what is probably the most important 

factor of all for ensuring the survival of small business enterprise itself: the 

framework within which it functions.  The new system analysed is only recently in 

place, and is already subject to rapid change.  There have been budgetary stresses and 

conflicts of personnel.  However, its decentralisation and business orientation surely 

are well directed at its primary goal viz. assisting the survival of small business 

enterprise. 

   Finally, the focus of all I have been saying is enterprise, which is of course 

expressed in the marketplace. However, market mediated activity is only a small part 

of all human activity, and perhaps not even the most important.  It certainly cannot 

bring about universal happiness.  It may be fitting to conclude with Adam Smith’s 

(1759, p.237) own words, putting man and his capabilities in proper perspective: “The 

care of the universal happiness of all rational and sensible beings is the business of 

God and not of man.  To man is allotted a much humbler department, but one much 
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more suitable to the weakness of his powers and to the narrowness of his 

comprehension; the care of his own happiness, of that of his family, his friends, his 

country”. 

 

Footnotes 

*  Inaugural lecture of Professor Gavin Clydesdale Reid, Department of Economics, 

University of St Andrews, and Director of the Centre for Research into Industry, 

Enterprise, Finance and the Firm (CRIEFF).  Delivered 1
st
 December 1992, in 

Lower College Hall, Quadrangle, St Salvator’s College, North Street, 5.15pm – 

6.15pm.  What appears here is an edited version of the lecture.  This material is 

largely directed at a general audience. 

 
1
  On the latter usage, see the recent use of this terminology in the study The State of 

British Enterprise (1992) by the Small Business Research Centre, University of 

Cambridge. 

2
  More formally, we can think of firm sizes as represented by a frequency function.  

That value of firm size at which this function achieves a maximum is known as the 

mode. 

3
  There are positive and negative views on the enterprise culture.  See the even-

handed selection of readings in Keat and Abercrombie (eds) (1991).  The modern 

origins of the term date from a public lecture by Nigel Lawson at the City 

University in 1984 entitled The British Experience.  It was Lawson’s analysis that 

constituted Lord Young’s brief when he was appointed to run the newly 

established Enterprise Unit in October 1984.  This has led to Lord Young being 

described as ‘The Architect of the Enterprise Culture’ by Paul Morris in Keat and 

Abercrombie (eds) (1991, Ch.1). 

4
  A man who for so long was identified with economics at St Andrews.  See the 

appreciation of his life and work by McDowall (1974). 

5
  Here, I use the terms ‘coalition’ and ‘game’ in the modern technical sense of game 

theory, as will become clear shortly. 

6
  Typical of this production function approach, as applied to small firms, are the 

theories of Kihlstrom and Laffont (emphasising risk-bearing), Lucas (emphasising 

managerial ability) and Oi (emphasising coordination and monitoring).  For a 

critique of these, see Reid and Jacobsen (1988, Ch.2).  A wider-ranging treatment 

of these and other theories (e.g. of innovation and growth) is contained in the 

working paper of You (1992). 

7
  See Shubik (1984) for an introduction to cooperative games analysis. 

8
  See the work by Komorita and Chertkoff (1973). 

9
  In that sense the relevant value of a coalition is the ‘maximin’ value i.e. the best of 

the worse consequences of being subject to implacable competition. 

10
  The classical treatment of this is Ansoff’s (1965) book Corporate Strategy. 
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11
  See the treatment in Thomas (1986, Ch.4). 

12
  Further analysis of the excess of a coalition in these terms is in Reid (1986, Ch.6).  

For a formal analysis see, for example, Thomas (1986, Ch.4). 

13
  The Centre for Research into Industry, Enterprise, Finance and the Firm (CRIEFF) 

was established in October 1992, under the Directorship of the author, with its 

principal aim being to foster rigorous research in industrial economics.  The launch 

of CRIEFF took place some three months after this Inaugural Lecture on March 

4
th
, 1993 with a public lecture by Professor John Kay (of London Economics and 

the London business School) on ‘Economics and Business’. 

14
  Command 540, HMSO, Dec 1988 and Command 534, HMSO, Dec 1988 (IDS), 

respectively.  For a (generally negative) critique of these White Papers see Hayton 

(1989). His suspicion that Enterprise Trusts (ETs) and Local Enterprise Companies 

(LECs) could not co-exist has been ill-founded. 

15
  For a critical account of these new developments, voicing fears about losses 

associated with these new institutional developments (e.g. of momentum, of 

strategic planning, of democracy etc) see Danson et al (1990). 

16
  See the report by Enterprise Dynamics (1987) Small Firms: survival and job 

creation, the contribution of enterprise agencies. 

17
  The growth coalition concept is attributed to Molotch (1976).  For an early 

example of its application in a Scottish context (specifically, to Aberdeen) see the 

critique of Lloyd and Newlands (1988). 

18
  For a critique of local authorities as a vehicle for promoting local economic 

development, and an argument favouring LECs as the delivery mechanism for 

enterprise, see Barnes and Campbell (1989, p.27) who state: ‘the basic idea behind 

enterprise boards is to divorce economic development from the ‘civil service’ 

mentality prevalent in local government, and also to try and attract professional 

people with skills and salaries not normally associated with local authority work’. 

 

 

 



 29 

References 

Acs, ZJ, DB Audretsch and B Carlsson (1990) Flexibility, plant size and restructuring, 

in ZJ Acs and DB Audretsch (eds) The Economics of Small Firms: the European 

challenge (pp.141-54), Kluwer; Dordrecht. 

Ansoff, HI (1965) Corporate Strategy, Penguin; London. 

Barnes, I and J Campbell (1989) From planners to entrepreneurs: the privatization of 

local economic assistance, Public Policy and Administration 313, 24-8. 

Binmore, K (1987) Experimental economics, European Economic Review 24, 257-64. 

Buchanan, J (1989) Economic interdependence and the work ethic, mimeo, George 

Mason University. 

Daly, M and A McCann (992) How many small firms? Employment Gazette 100(2), 

47-51. 

Danson, M, J Fairley, MG Lloyd and D Newlands (1990) Scottish Enterprise: an 

evolving approach to integrating economic development in Scotland, in A Brown 

and R Parry (eds) The Scottish Government Yearbook (pp.168-94), Edinburgh 

University Press; Edinburgh 

Frank, MZ (1988) An intertemporal model of industrial exit, Quarterly Journal of 

Economics 103, 333-44. 

Hay, JD (1991) Experiments in Economics, Basil Blackwell; oxford. 

Hayton, K (1989) Employment for the 1990s and Scottish Enterprise: their impact 

upon local economic development, Local Government Policy Making 16, 15-21. 

Holmes, TJ and JA Schmitz (1990) A theory of entrepreneurship and its application to 

the study of business transfers, Journal of Political Economy 98, 265-94. 

Jovanovic, B (1982) Selection and evolution of industry, Econometrica 50, 649-70. 

Keat, R and N Abercrombie (eds) (1991) Enterprise Culture, Routledge; London. 

Keynes, JM (1930) A Treatise on Money, Macmillan; London. 

Komorita, SS and JM Chertkoff (1975) A bargaining theory of coalition formation, 

Psychological Review 80, 149-62. 

Leland, H and D Pyle (1977) Informational asymmetries, financial structure and 

financial intermediation, Journal of Finance 32, 371-88. 

Lloyd, G and D Newlands (1988) The ‘growth coalition’ and urban economic 

development, Local Economy 3, 31-40. 

McDowall, S (1974) Obituary: Emeritus Professor James Wilkie Nisbet, Scottish 

Journal of Political Economics 21, 31-40. 

Molotch, H (1976) The city as a growth machine: toward a political economy of a 

place, American Journal of Sociology 82, 309-32. 

Moore, C (1989) The Hughes Initiative: the blueprint for enterprise? Local Economy 

3, 237-43. 

Neumann, J von and O Morgenstern (1944) The Theory of Games and Economic 

Behaviour, Princeton University; Princeton. 

Nisbet, JW (1929) A Case for Laissez-Faire, King & Son; London. 



 30 

Reid, GC (1987) Theories of Industrial Organization, Basil Blackwell; Oxford. 

Reid, GC (1989) Classical Economic Growth, Basil Blackwell; Oxford. 

Reid, GC (1991) Staying in business, International Journal of Industrial 

Organization 9, 545-56. 

Reid, GC and LR Jacobsen (1988) The Small Entrepreneurial Firm, Aberdeen 

University Press; Aberdeen. 

Roth, AE (1987) Laboratory experimentation in economics, in TF Bewley (ed) (1987) 

Advances in Economic Theory: fifth world congress of the econometric society, 

Cambridge University Press; Cambridge. 

Shapero, A (1984) The entrepreneurial event, in CA Kent (ed) The Environment for 

Entrepreneurship, Ch.2, DC Heath; Lexington. 

Shubik, M (1984) Game Theory in the Social Sciences, MIT Press, Cambridge; Mass. 

Small Firms: survival and job creation, the contribution of enterprise agencies 

(1987), Business in the Community by Enterprise Dynamics; London. 

Smith, A (1759) The Theory of Moral Sentiments, Glasgow Edition (1976) edited by 

AL Macfied and DD Raphael, Oxford University Press; Oxford. 

Smith, VL (1962) An experimental study of competitive market behaviour, journal of 

Political Economy 70, 111-37. 

The State of British Enterprise: growth, innovation and competitive advantage in 

small and medium-sized firms (1992), Small business Research Centre, University 

of Cambridge; Cambridge. 

Thomas, LC (1986) Games, Theory and Applications, Ellis Horwood; Chichester. 

Ungern-Sternberg, T von (1990) The flexibility to switch between different products, 

Economica 57, 355-69. 

You, J (1992) Small firms in economic theory: a survey. Working Paper no. 17, Small 

Business Research Centre, University of Cambridge. 


