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INTRODUCTION

This report on "Strengthening Entrepreneurship and Economic Development in East Germany:
Lessons from Local Approaches" is the result of a-y@ar work programme on the challenges and
opportunities for entrepreneurship development in East Germany undertaken by the Organisation for
Economic Ceoperation and Development, through its Local Economic and Employment
Development Programme (LEED), in collaboration with the Federal Ministry of Transpddingu
and Urban Affairs (BMVBS)Angelegenheiten der Neuen Landiepartment. Over the period 2006
2007, a series of project meetings, study visits and workshops to selected localities astoss E
Germany hee been conducted.

Six geographic areas have been proposed by thieipating six East Germabander[States]
ministries for local case studies: the districts of Mittweida (Saxony) and Altenburger Land
(Thuringia); the districts of Uckermark (Brandenburg) and Parchim (Meckleiwasgern
Pomerania); the university and raseh cente in the city of Halle/Saale; and the Berlin city borough
of MarzahnHellersdorf. To each of the local case study areas a study visit has been organised with
interviews and discussions about the barriers and challenges to entrepreneurshiprestntatives
of local organisations active in entrepreneurship support as well as with selected entrepreneurs. In
subsequent regional workshops, preliminary findings and draft policy recommendations have been
discussed with local stakeholders and reprasers from the Federal ah@nd[State] ministries. In
addition, the introduction of international good practice examples of policy initiatives as illustrations
of key policy recommendations offered workshop participants an opportunity to engage in an
interactive learning process around policy innovation and new local approaches to foster
entrepreneurship. For each of theal case study areaslscussion paper was prepared.

These four discussion papers provide an external perspestivdocal entreprezurship
environments, including both opportunities and challenges. The papers aim to facilitate the
identification of further policy changes to strengthen entrepreneurship. Key messages, in terms of
suggested policy actions and initiatives, were summariisediction Plans that should stimulate
discussionof a possible implementation of these policy recommendations at the local level.
Throughout the project, both thdscussionof strengths and weaknesses, and the presentation of
policy recommendations wermt meant to provide an exhaustive picture of the local scenario or to
lead to immediate policy actions. The aim was, rather, to stimulate and catalyse a process, whereby
regions, cities and districts in East Germany can stand back and reflect on thairapteons, needs
and priorities, by facilitating an information exchange on innovations and good practices from a range
of OECD member countries.

The local case study areas have been selected with -foltivoationale. Firstly, the project
activities amed at facilitating the engagement of these localities in an international exchange about
innovative local policies and approaches on entrepreneurship and economic development. Secondly,
the local case study findings were meant to contribute to a widdalgssessment of challenges and
opportunities for entrepreneurship development in East Germany. Hence, the ambition was to bring
together the local findings from the four local case study areas (and the six participating localities),
and to embed thesmto a wider discussion of what policy can do to foster and strengthen
entrepreneurship and how local tailoring of policies and local actions cantdéfgrease the
effectiveness of policy.



The global assessment exercise produced two documents:-lame ccompendium of policy
recommendations and this report, "Strengthening Entrepreneurship and Economic Development in
East Germany: Lessons from Local Approaches". Both documents are built around six thematic areas
to further policy intervention and locat&ons, which have been identified as relevant in initiating new
and/or enhancing and geographically expanding existing policy support activities. These themes are:

e Entrepreneurial culture and attitudes;
e Financing entrepreneurship;

e Modernising and diveriing SMES;

e University and entrepreneurship;

e Rural entrepreneurship;

e Entrepreneurship policy delivery.

Areas for policy intervention, which are not mentioned in the above list, are not excluded from
discussion. Each listed theme, rather, brings togethermnaber of suldhemes. Important areas for
policy intervention, such as SMEs' innovation and internationalisation activities, are not listed as
single themes, but are discussed both under modernising and diversifying existing SMEs, and
university entrepregurship. The theme of rural entrepreneurship, for example, includes a discussion of
ways to foster entrepreneurial activities in rural areas gioabeyond activities in the primary
economic sector. Certain aspects of entrepreneurship such as entreprendturie and attitudes,
financing, modernising, and diversifying entrepreneurship are discussed with regaed ¢omtexts.

The online compendium wWww.oecd.org/cfe/leed/entrepremship/compendium has been
developed as a practical instrument to browse through policy recommendations and implementation
methods developed around the six thematic themes. The compendium anosidie access to a
broad German and international audierargd, in turn, to allow it to make use of project findings and
policy recommendations for local approaches to strengthen entrepreneurship. International learning
models that illustrate policy recommendations and provide inspiration for policy innoaiibgood
practice examples in East Germany, selected and presented by the governments of East German
Lander,can also be explored.

This report highlights both theoretical and practical aspects of policy action in the above listed
themes with reference tBast Germany as a whole. Brief overviews of each theme present policy
issues and challenges discussed in literature with references to the East German context. These
linkages allow readers to draw upon the theoretical debate around the role of publicwiwit
developing new policies and strategies to foster entrepreneurship and SME development. A synthesis
of identified challenges and good practice initiatives in entrepreneurship and enterprise development
from local case study areas accompanies a dienu®f appropriate policy responses in selected
OECD countries that points out relevance to East Germany. Fhreocompendium can be read as
an online accessible annex to this report.

The report is structured in three parts. In part I, current clygierand opportunities for
entrepreneurship and SME development in East Germany are presented and discussed. Part Il is
structured in six thematic chapters. Each chapter starts with a summary of main findings from the local
case study areas by the OECD. Thkowing chapterhighlights both the theoretical and practical
aspects of policy action with regard to the development of new policy approaches and options. Finally,
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OECD policy recommendations, resul ti nkgl idkmgom | oc
with a selection of international learning models and good practice examples in East Germany. Part llI
concludes the report with key overall policy recommendations that address challenges to
entrepreneurship develoemt in East Germany as a al.






PART |

CURRENT CHALLENGES A ND OPPORTUNITIES FOR ENTREPRENEURSHIP AND SME
DEVELOPMENT IN EAST GERMANY

Part | of this report presents and discusses current challenges and opportumities fo
entrepreneurship and SME development in East Germany. The first section presents an|analysis
of the impact of existing regional differences, resulting from diverging geographic factors and
inherited economic infrastructure, on entrepreneurship and SMElogenent. In particular,
demographic changes and the-migiration of young and qualified people pose a demangding
agenda for policy. The second section presents an overview of the existing policy framework for
entrepreneurship and SME development, inclgdemerging trends in business stgit and
development in East Germany with a focus on the local case study areas.
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PROSPECTS FOR REGIONAL DEVELOPMENT AND E NTREPRENEURSHIP
IN EAST GERMANY

Joachim Ragnitz, Germany

Introduction

Seventeen years afterGetmg 6 s uni fication, the different r .
so differently that they can be said to have drifted apart. Saxony and Thuringia are seen as particularly
dynamic and economically strong f edehrraele sotLatnedse
(including Berlin) are generally viewed as lagging behind in the convergence process. However, this
sweeping image oversimplifies: a more discri mi

both strong and weak regions in each of theame of the federal states proves to be so homogeneous
that a global perspective does justice to the specific stat®loiems of the various regions.

The regional differences on the relatively local level result primarily from regionally divergent
site @nditions, on the one hand, and from historically grown economic structures, on the other. These
divergent conditions have survived to this day, not least as a result of the privatisation policy of the
0Treuhandanstalté ( priisi@as$tomigrdte asmplagareleic thiy: Wheee o p |
a dearth of economic activity means jobs are scarce, people tend to leave, a trend reinforcing the
spatial disparities. So it can be expected that the spatial patterns becoming apparent today will also
quite likely determine the picture over the coming decades. In this sense the situation resembles that in
western Germany, where loggtablished spatial structural patterns have survived until now.

Economic policy has set the goal of preventing such spatfatehces from growing too large
and of ensuring "the equalization of living conditions" in all -sedfions of the Federal Republic.
Apart from the provision of general public services (e.g. access to educational and infrastructural
facilities), this alsoincludes the creation of adequate job offers for the resident population. With
special regard to eastern Germany, this also implies reducing income disparities. To this purpose,
business companies are offered incentives to settle, on the one hand, dhd, ather, support
programmes are provided to boost new businessigiarwithin the specific region. This OECD
research project is studying in detail the extent to which these efforts have been successful. Beyond
that, economic policy has establishedide range of instruments to support companies even after the
startup period proper, in particular in terms of investment, as well as research and development.

The subsequent sectiovill show what regional differences are relevant to current dynamics of
and prospects for growth in eastern Germany. As
strongly affected by demographic influences, a specific section is devoted to the implications of
population shrinkage and ageing. The likely effects of agaphic change on business stgrt
activities i6n atrhee noonreew afldrmmstidebligweds blythedaist sattiognwhich
presents economjoolitical conclusions for further regional business promotn measur es i n
Lander 6.
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Regimal differences in theEastern Germanfederal states

Analysesofhe si tuati on 6 nmotshtel yo nreewf eLr®2 ntdoeran aggreg
itfarrr eaching conclusions about the convergence p
Lanker 6 have generally been catching up only ver
chosen is the evolution of the real gross domestic product (average growth rate in eastern Germany:
1.25%; in western Germany: 0.8%). The picture turns somewhat fagourable when population
decline is taken into account . Then, eastern Ge
proves to have risen by 2.0%-y6ar average), which is markedly faster than in was@ermany
(1.4%).

However, the analystsalie not taken into consideration that the situation in the eastern German
regions has increasingly differentiated over the past years. Even tod&apiter income and
productivity in the eastern German Lander lag considerably behind those in westernmyGamdahis
finding holds true on the regional l evel as wi
meanwhile been able to catch up with the weakest districts in the West as regards productivity; others
still show a big gap (see also Figure 1).view of this situation it hardly appears proper to treat all
regions in eastern Germany equally; a regionally differentiated analysis proves appropriate.

High regional productivity levels are attained primarily in locations where subsidiary companies
of internationally engaged large corporations have settled, for example, in the-F&tomg district
(branch enterprises of Daimi@hrysler, BMW), in the city of Dresden (branch companies of Infineon
and AMD, on the one hand, and of VW, on the other)iardisenach (branch enterprise of General
Motors). Furthermore, the sectoral structure plays a great role in the region. It explains, for example,
why the districts of Mersebw@Querfurt and Uckermark (both locations of crude oil processing)
exhibit a praluctivity level well above the average, although Uckermark is generally regarded as the
very epitome of a lost region. It is also quite conspicuous that especially the districts grouping around
Berlin reach high levels of productivity, clearly a conseqeeot new business settlements in the
environs of the German capital. A factor favouring this trend has also been the link to the motorway
network, because it facilitates accessibility to the economic clusters in western Germany and the
adjacent countrieslhis factor does not suffice by any means: good traffic connections alone do not
guarantee the settlement of higlowth companies when other site conditions are not appropriate.
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Figure 1. Productivity level in districts and district-free cities - GDP/employment person in Euros

80000 v

70000 +

60000 H

° o West
= East

Productivity

50000 -

40000 A

30000 T T T
0 200 400 600

Inhabitants

Source: L2nderé Working Grédopoantbda{VEGRal theomethorédés computations.

At the bottom of the scale above are found all peripheral districts located on the Polish and Czech
borders. Their geographical situation alone already makes them unattractive to investors. Other, rural
districtsalso mostly fall into this category. It is thereby noticeable that a number of districts in Saxony
and Thuringia are among the economically weakest regions. The positive image these two federal
states have among the general public is inaccurate in mealtiks. The two Lander profit from the
attractiveness and economic strength of their centres. However, a closer look reveals that many eastern
German centres of agglomeration have not yet been able to fulfil the attributed function of a "growth
pole" (mae details on this are found below).

Taking the unemployment rate as an alternative indicator for the description of regional
differences also reveals considerable variation between the individual districts. Conspicuously, no
close relationship with regiah productivity was found to exist (correlation coefficiet:05). The
lowest unemployment rates are found in the districts located on the formeiGemaan border, a
consequence of the ease of BA&st commuting here. Likewise, districts surroundauger cities
have belowaverage unemployment rates because of the job opportunities available in the core urban
centres. By contrast, precisely districts of high productivity often face ab@mmge unemployment.

The reason for this lies in the aforemened strong impact of individual enterprises on the
productivity coefficient. These are either very capiténsive companies with a correspondingly low
effect on the number of persons employed, or manufacturing premises in regions chadaaydow
economic strength. Thus, the expected spifir effects of such new business settlements have quite
obviously not yet been produced in the region, which at least casts doubt on the sense of settling new
companies in the open countryside.

15



As already notedhe eastern German agglomeration centres have not yet fulfilled the function of
growth poles generally ascribed to them because of their factors of potential (population density,
existence of universities and research institutions, accessibility, ecostroniture, etc.). There are
indeed a few larger cities (Dresden; in part also Jena) that can boast of both a high productivity level
and strong productivity growth, but most of the cities show only average or even-daoage
levels. This in turn also eans that potential spitlver effects into the surrounding areas are slight.
This is mainly because, precisely in the eastern German towns and cities, the needs for adjustment
after the transformation have proved and are partly still particularly 1a8geoversized industrial
structures that were difficult to privatise dominated in urban areas in eastern Germany. Moreover,
unsettled property relations used to prevent the settlement of new companies there. Lastly, many
eastern German towns unmistakablggant unfavourable "soft" site conditions (lack of recreational
facilities, deficiencies in urban development) and therefore do not always prove attractive to skilled,
educated individuals. Ultimately this has often induced companies to settle in thendimgs rather
than in the urban core centres.

An additional factor is also involved here: In eastern Germany, there are few larger cities. Only
Berlin, Leipzig and Dresden number more than 500,000 inhabitants. Compared with western
Germany, most of theastern German agglomeration centres must be considered resdadrtowns,
which even in the 060l dé feder al stat es-glowtlv e onl
companies that are able to contribute substantially to economic growth.

Finally, a look at the site factors growtblevant on a regional scale shows timany regions in
t he Onedv 4 tinidire pah amareasing disadvantages in this area. Accessibility to the
nearest upper centres and agglomeration zones proves to k@ poothe whole than in western
Germany, with the motorway network less dense and population déreityndication of economic
agglomeration advantagésmar kedl y | ower than in the 6ol d Lé?
structure has a comparatively highare of productive branches that are-iotgnsity in human
capital, due to the specific branch structure and the specialisation within the various branches of the
economyThis renders the &édnew L 2-oridnéed Business steupsroma ct i v e
company settlements because these often depend on regional network partners with similar
manufacturing patterns. Though the education and training methods in the former East Germany still
means that the level of qualification of employed peopleie ast er n Ger many i s bef
L2 nder 0,/ undev maakdtagnditionsa large part of these qualifications are only limitedly
utilisable. It can also be shown that the human capital endowment of eastern German regions is
tending to deeriorate because young people are not adequately striving for education and training and
because they are leaving the region.

Figure 2 shows the result of a cluster analysis in which the individual districts in Germany have
been classified according thet character of their site conditionsdluding human capital intensity in
production; population density; accessibility). It can be seen that the problem regions (reddish colour)
in the eastern German o6éL2nder é& havfavoughleositen i n
conditions (bluish colour) tend to be concentrated in the West. This does not mean, however, that
investors willing to settle would not find favourable business locations in eastern Germany as well.
But these are less abundant, one reagmoy only a few regions, above all in the southern part of the
6new L&nder 6, attract compani es {German aradbaroana d . I

1 See DIW/IAB/IfW/IWH/ZEW (2002).
2 See Ragnitz (2006).
% See Schneider (2005); Brandenburg (2006).
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Leipzig and Halle has favourable site conditions. In a certain way this can be explained byttied fa
this was already a core industrial region of Germany inyanetimes.

Figure 2. Clustering of regions according to site factors

Source: Federal Office of Statistics; the authord6s computations.

Prospects forfurther economicdevelopment

One might now be inclined to regard the regi
phenomenon of transition that printarreflecsuns ol ved probl ems of t he
unification and that will sooner or later solve themselves. In fact, however, experience gained from
structurally weak regions in western Germany, as well as theoretical considerations, spagissut
this viewpoint. Few regions even in the o060l d L
convergence process. The peripheral regions in Bayrischer Wald, on the North Sea coast or even in the
southwestern Palatinate have so far been un@blevercome their structural weakness, and this
despite in part massive funding support. Adjustment crises in previously dominant and now hardly
competitive branches (textiles and footwear industries) have exacerbated unfavourable site conditions.
Likewise, the area adjacent to the former boundary with eastern Germany lyat mainaged to lose
the aura of a structurally weak region although the unification of Germany had made its location more
attractive. That these regions have at least partly beencakéep pace with the growth processes in
Germany was caused to a considerable degree by migration processes. Population decline has
contributed to increasing peapita incomes even with poor economic performance. Implicit
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compensation mechanisms opargtunder the tax and transfer systems have also prevented regional
disparities from becoming excessively lage.

That is exactly where theoretical considerations focus. Although thelassical growth theory
has arrived at the conclusion that the diveggmarginal productivities of capital make processes of
convergence possible and likely, the underlying assumptions of constant (or declining) returns on scale
and of a lack of mobility are not fulfilled in reality. But if increasing returns to scaleddugtion
leads to faster rates of the diffusion of technological progress or of a greater availability of skilled
manpower, thereby making marginal productivity in the prospering centres higher than in the
structurally weak regions, then the result will digergence rather than convergence. In such a case,
the centres will grow more strongly than the peripheral areas. There is much to suggest that this
description reflects the situation in many eastern German regions better than the simple convergence
modd.

e Foll owing uni ficati on, eastern Ger manyo6s i
industries have meanwhile embarked upon a dynamic path of growth, their share in the
countryos net domestic product genermti on
Germany (24%). Furthermore, manufacturing industries in quite a number of districts
account for less than 10% of net domestic product. This applies not only to flietict
towns, but also and particularly to rural districts in northern Saxarhalt, in Mecklenburg
Western Pomerania and parts of Brandenburg. The manufacturing industries largely
determine productivity advances in the overall economy as a result of the pressure of
national competition and larger potentials of technological progress;shesiic factors of
the sector structure therefore impair the convergence process.

e The reindustrialisation process starting after 1994 was borne, above all, by subsidiary
companies of western German or foreign corporations. They have established yprimaril
subordinate production premises intheew L& nder 6, -waluédlcenipany he h
functions remained at the traditional company headquarters. This circumstance lowers the
chances for swift productivity increases (which are often linked to the deweldpand
application of new products and processes). In addition, employment opportunities for
persons from certain groups of professions are declining in eastern Germany because the
existing production units require mostly manufacturing staff.

e Tothedegee that the restoration of eastern Ger
the privatisation measures of theeuhandanstditthe regional economic courses set by the
former East Germany ("principle of decentralised concentration") was contibuneldr
market conditions, these sites often proved competitive to a limited degree only. Due to poor
networking within the regionirfcluding because of the lack of suitable partners), -spidér
effects are not sufficiently produced.

e Right after unificatio and again during the 20@D04 period, a great many people moved
away from eastern Germany. This migration movement affected, above all, the peripheral
regions with high unemployment. Because it is especially younger anehwedified
persons who tendtleave thehew Landed (whilst migration into these regions is mostly
limited to older, returning persons), the regidhaman capital endowment is consequently
being depleted. Further, it is typically precisely those population groups who are active and
willing to work to an abov@average degree that venture the step into the unknown. This

4 See L&mann, H. et al2005).
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negative selection process reduces the number of potential business founders in the region
subject to oumigration. This additionally dampens the possibilities fentaable economic
development.

Although since the late 1990s per capita GDP growth has been stronger in eastern Germany as a
whole than in western Germany, quite a number of regions have not experienced any convergence
with the western German average betw 1999 and 2004 (more recent figures are not available) (see
Fig. 3). Apart from some rurally structured regions in northeastern Germany, this applies to a number
of core cities such as Berlin, Rostock, Schwerin and Erfurt and their environs. A fewsregen
have had to sustain an absolute decrease Hgpéta income. By contrast, a higher qapita GDP
growth was reached in the districts of Sommerda, MerseQugegfurt and Teltowrlaming, as well as
the districtfree cities of Eisenach and Dresdali known as locations of successfully operating major
companies.

Figure 3. Convergence process in the Eastern German regions 1999 to 2004
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Source: Lander Working Group on National Income Accounts (VGR); the author® calculations.

The foreseeable demographic development is the greatest challenge for further economic
development in thénew Lande@d Of course, demographic projections covering a period of several
years do pose a problem, because migration movements in particular are very hard to predict. What is
more, these are known to depend considerably on the economic success of a region @@nththus
availability of jobs), so they are not exogenously determined. Nonetheless it must be assumed that
eastern Germany will suffer considerable further population shrinkage over the next 10 to 15 years,
associated with a heavy increase in the averagefthe population as a whole and of those able to
work. The findings of the Tlcoordinated demographic projection are that the population in eastern
Germany will go down by somewhat over 10% between 2005 and 2020, with the average age rising by
more tlan 4 years from currently 44.2 to 48.6 years. Developments in the wagengopulation
taken alone will be even more dramatic: here the decrease will amount to over 20%, and the average
age of this group is expected to rise from 40.4 to 44.1 years.
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The uncertainties of a demographic projection on a local scale are even greater, because here the
migration movements may have an even stronger impact on demographic development. The available
estimates likewise suggest that particularly the peripheral regibrastern Germany will sustain
quite substantial losses in population, whilst the eastern German conurbations are likely rather to
experience stagnation or slightly decreasing population numbers.

The change in population size will then influence the enva development of a region in
multiple ways’

Taken by itself, the population decrease reduces demand for goods in the region. To the
degree that this demand is for "mmadable goods" (e.g. services, products with high
transport costs), this will loweproduction, with correspondingly unfavourable effects on
labour demand, as well. The demand for the production of "tradable" goods, on the other
hand, is largely independent of the demographic development in the region.

A reduction in the number of pers® of working age may result in a diminished supply of
labour unless previously unused potentials (unemployed persons; women; older employees)
are fully utilised. Therefore, enterprises are expected to face growing difficulties in meeting
their labour demad. This situation, in turn, may lead either directly to lowered production or

to rising labour costs due the shortage of workers. However, this effect will be dampened if
declining demand leads to cuts in production anyway.

The ageing of the pool of empgfable persons (and hence of the number of those actually
working), which is linked to the demographic change, may slow the increase in productivity.
Here, a possible decline of the physical capabilities of manpower due to ageing is less
relevant than a detiorating endowment with "modern” human capital. As the share of older
persons in company staffs rises, the diffusion rate for new knowledge will slow down, unless
the companies invest increasingly in advantathing activities. This is particularly
problematic in technologypriented sectors, because grasping new technological-koew
presupposes corresponding previous knowledge. Thus, innovation activities can also decline
in a shrinking and ageing society.

Older persons tend to be less mobile thamgeu ones. This holds true for spatial, sectoral,
professional and enterpriselated changes. The reasons for this are the higher individual
costs of a shift from former societal and company environments. Thus, in an ageing society,
structural change cabe slowed, which in turn will have an unfavourable impact on
productivity growth, especially since older societies tend to be less attractive for new
companies to settle in (except for those that want to sell products and services specifically
targeted ablder people living in the region).

Finally i and this is especially important in relation to this projettte shrinkage and ageing
of populations can have a negative impact on the number of businesgstarta region.
This aspect will be more clogetovered in the following section of tisbapter

Additional changes in the structure of consumer goods demand are to be expstiéd
towards "oldagespecific" goods though a number of available studies (Lehmann (2004) show that,
on the whole, tase are likely to be of little importance. Nonetheless, these effects may have quite
notable effects for individual, highly specialised branches.

® For more details, see Ragnitz et al. (2007).
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This short survey of possible impacts indicates that the demographic development in eastern
Germany and its gons will very likely have unfavourable repercussions on further economic
development. In fact, a number of studies deal explicitly with the consequences of population
shrinkage and ageing for the future economic growth in eastern Germany. They goegsiistic
assessments. For example, Ragnitz et al. (2007) came to the conclusion that, under certain assumptions
about the development of productivity and the employment rate, the shrinking potential of employable
persons will lead to a low growth in tegoss domestic product of just 1.38%r annunthrough 2020.

As a result of the parallel decrease in the total number of inhabitants, the GDP per inhabitant would
grow by 2%, but the convergence processaviss the West would further slow down. In a quuted
projection based on a growétcounting approach, Deutsch et al. (2004) have found that the per capita
GDP, currently twethirds of the western German 2002 level, would go down by 2020 to less than
60% as a result of demographic development. It idonls that these negative trends in regions with
particularly marked population decrease will be much more pronounced. This finding also suggests
that, under regionally differentiated scrutiny, the convergence process i fature make little
progres.

Consequences alemographic developmenton business startup activities

As already mentioned in the preceding section, the demographic development is very likely to
negatively impact the number of future business-sfast Here, several channels ofi@stmust be
distinguished. On the one hand, it is to be expected that ageing and shrinkage of the potential
workforce will directly result in a reduced number of individuals willing and able to start a business,
because a business stapt typically takegplace at the beginning of a working life. On the other hand,
demographic trends also modify the economic framework conditions under which new businesses are
started. This section will empirically investigate these direct and indirect relatiofiships.

Although business foundation research no longer focuses primarily on the individual involved
with the actual business stam, the individual features of business founders are still attributed
considerable influence. In particular, the important characterigtlevant in the demographic context,

i.e. age and gender, but also marital status, have repeatedly been identified as significant factors of
influence (KfW (2004). An evaluation of the 2002 mi@@nsus has revealed that, especially in the
generation othe 25 to 39yearolds, the likelihood of business foundation is above average. In the
older cohorts aged 54 plus, business stpgt do not occur in noteworthy numbers (see Figure 4).
Regression estimates further show that, aside from age, a numbeditodnadl individual factors
(gender, nationality, marital status), the business fouddessel of qualification and social
environment parameters (community size, quota ofesaffloyed persons in the respective federal
state) play a substantial role (Ritg et al (2007) p. 83ff). A shaped course of business foundation
tendency can be derived from the regression estimates, with the highest probability of foundation at
32.6 years. Beyond the age of 45, this tendency was found to fall again below 2@ateai-olds.

The founders of businesses of the secondary sector have proved to be markedly older than those of
servicerendering firms.

% The results presented in the following chapter are based on preliminary work done in a study conducted for the Federal
Ministry of Economics and Technology. See Ragnitz et. al. (2007

21



Figure 4. Age-specific retes of business foundation - grouped according to kind of self-employment
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There are several intuitive explanations for the decregsgensity to business foundation with
increasing age. Certainly an essential aspect is individual life style, i.e. the choice between self
employed and employed occupation, whose basic features have to be decided near the beginning of a
persoids working Ife. Furthermore, growing age and social ties tend to diminish both spatial and
professional mobility, making it harder for individuals to leave a professional career once chosen. In
addition to psychological factors, economic reasons play a role heresbepassible seniority
components in payment increase the opportunity costs of business foundation for older employees.
The devaluation of the human capital may play another decisive role. On average, the vocational or
professional education of older pemsadates back quite long time so that businessigtarare more
unlikely, especially in knowledgmtensive sectors. Also, the proportion of specific knowledge in
individual human capital increases with growing age; this knowledge would be devaluetl liy pa
changing profession, i.e. also after a business-garfhis also increases the opportunity costs of
founding a business. Finally, the willingness of older persons to take risks tends to decrease because
the time available to build up a riglearirg fortune in a business stanp falls in proportion the
foundeis rising age. What is more: Young people becoming-esaffloyed face fewer credit
restrictions because the cash value of their future income and hence of their attachablecassess is
paribus higher than with older persons.

Assuming that the staup rates found in the mictoensus will remain unchanged over the next
few yearsi which implies that demographic development does not modify the framework conditions
for business statipsi a shift-share analysis could be used to estimate the number of future business
foundations. This calculation makes it possible to estimate how the number of business foundations
will change solely due to demographic influence (varying magnitude of charipe isizes of the
individual age cohorts). As shown in Fig. 5, after the year 2020 the number of nesmpédiyed
persons will go down by 25% in the eastern part of Germany. This trend will particularly affect
Brandenburg and Mecklenbukifestern Pomeraaj whilst Berlin would sustain only a slight decrease
in business foundations.

" As already mentioned, it cannot be ruled out that the propensity to found businesses in the population as a whole also
decreases because the willingness to migrate is higher among potential business founders. However, no empirical results
are availal# on this particular aspect.
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Figure 5. Evolution of business start-up numbers through 2020 - Results of a shift-share analysis
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A breakdown of individual demographic effects shows that most of the decline in business
foundation numbers through 2020 is iatitable to population shrinkage in eastern Germany. This
factor alone accounts for 17% of the decrease ingpartumbers. Ageing, i.e. shifts in age structure,
will cause only about 8% of the decline.

The decision to become samployed, however, doesot depend entirely on the individual
characteristics of the potential business founder. Essentially, the decision is also governed by the
respective regional conditions of supply and demand. Consequently, demographic development may
directly influence tk startup activity not only via the supply of suitable founding individuals, but also
via the demographically conditioned changes in economic framework conditions.

Because a shrinking population also causes a régidemand for goods to decline, the
corditions are likely to deteriorate for business foundations in sectors producing primarily non
tradable goods. This will affect specifically the (househeldted) service sector, as well as locally
orientated skilled trades. For the production of tradgueds, on the other hand, it is rather the
conditions on the supply side and hence the availability of manpower, human capital addoknow
that would prove relevant. A good human capital endowment should have as beneficial an impact on
business statipsas do moderate wage levels. But these factors will also tend to deteriorate due to
demographic development.

Econometric estimates confirm these considerations. In addition to population density, the
amount of disposable income in a region, particularlgastern Germany, has a significant influence
on the number of business staps, especially locally focused small firms. Furthermore, the
accessibility of a region has proved to greatly influence the number of business foundations.
Peripheral regions siwv significantly lower business foundation rates. This is in agreement with the
generally accepted idea that a privileged location and-stfcectural linkage constitute major site
factors enhancing stamps.
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All in all, it is quite likely that starup activities will sensibly decline specifically in regions
affected very heavily by demographic change. But it cannot be ruled out thatiaclaged structural
change might lead to a stagp impetus in certain branches (e.g. headtte andecreational ervices).

A decreasing number of business foundations can trigger negative impulses for further economic
development in thethew Lande@i Business statips are important firstly for securing the
entrepreneurial stock because, for age reasons aloneaquitaber of firms will have to close down
in future. The big wave of business foundings in eastern Germany dates back to thi89®D9eriod.

Under the assumption that the great majority of the business founders of that time will retire over the
coming years, the lower number of potentially sethployed persons will result in considerable
business succession problems (see Berlemann et al., 2007). Secondly, busingss atartital for

the renewal of the technological basis of a national economy amlgefamplementation of innovative

ideas. If for demographic reasons the number of business foundations declines, the technological basis
for increased economic growth will also slow down. Both considerations suggest that much attention
must be given to pizies to improve the framework conditions for mess startips also in future.

Areasfor policy intervention

The question arises whether and how economic policy should respond to the dampened prospects
of convergence for the eastern German economyHliygapecific measures. The "whether" is by no
means trivial here; there are in Europe and the world over many examples of economic policy
practicesthat have accepted or even actively fostered the emptying and thus economic weakening of
fairly extensive eeas of a territory. Apart from that, there are examples of traditionally industrialised
regions where after several years or even decades endogenous potentials have denelgpthas
contributing to rising prosperity again. Precisely because thendesebetween the peripheral regions
in eastern Germany and the economic centres itnthe Landedthemselves and in western Germany
and the neighbouring countries are not very great, relinquishing a balancing regional policy might
place only small adjustent burdens on the affected population.

However, the idea of an "equadtion of living conditions" that characterises German (and
increasingly also European) regional policies speaks in favour of puobdégrs taking regional
political measures also intlure with the aim of balancing out regional divergences. Thus, the question
"whether" to implement regional balancingt policies is a rather academic one. It would be better to
consider which measures would be best designed to enhance a more proevisiogndent above all
in the peripheral regions.

The strategy pursued so far in regional policies (in addition to supplementary steps in social
policies) focused primarily on investment assistance for enterprises, as well as on support for regional
investmet activities. There is now an increasing shift of priorities in favour of innovation support.
Indeed, this has much to recommend it, because the capital stock in existing companies has meanwhile
been largely modernised and brought into line with the wesd®rman capital intensities. It is only
with a view to creating additional jobs that investment supports are still justified. This is also the
reason why Germafy federal government and most eastern German Lander have meanwhile linked
the granting of imestment supports and allowances to the condition that new jobs are created.
Innovation support, on the other hand, is targeted directly at boosting the competitiveness of existing
companies. In this way, it can contribute, more strongly than pure invgstso@port, to the
stabilisation of the existing entrepreneurial basis. When used as a regional economic instrument
innovation support can be increasingly applied broadly, i.e. not remain restricted to only certain
technology sectors. This has helped ewbkannovation activities also in sectors other than the typical
high-tech sphere and thus strengthened the regional economic structure. This is particularly reflected
in support programmes funded by the Federal Ministry of Education and Research (BMEBR), wh
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under the heading "Enterprise Region", have chosen an explicitly regional approach for their various
programme priorities, largely irrespective of technological considerations. In line with this, innovative
schemes for the service and tourism sectfos,example, are likewise regarded as eligible for
subsidies.

The stronger emphasis placed on innovation support (whilst maintaining selected investment
support programmes) may likewise be seen as a mean to stabilise already existing companies.
Although n a market economy it has to be accepted that uncompetitive enterprises disappear from the
market; but irthe view of the companies with a frequently still insufficient equity capital base and due
to imperfections of the credit markets, especially for Vation financing, the State, too, can
justifiably practice a kind of "stock maintenance". But this must not lead to the prevention of
inevitable clearance processes. This can be furthered by allotting more funds in the form of loans (in
place of lost gras).

The basic orientation of the support policies for thew Landed outlined here should be
maintained also in future. In principle, however, a more stringent selectivity should be practised, both
technologically and regionally. Support funds shoultere possible, be concentrated on those of a
regiorts branches that are capable of development in order to attain sustainable effects for further
economic development. In particular, actual and potential growth poles should be kept in mind.

Whether this Wl suffice to prevent the likely erosioof the economic basis precisely in the
peripheral regions, is uncertain. Rather, there is much to be said for exerting effort on settling existing
outside enterprises and founding new enterprises. But since itrgjipesry to induce internationally
active big corporations to opt for a business location in these regions by granting settlement supports,
it will be necessary to rely on strengthening endogenousugigobtentials. Settlement suppoits
which do haveheir justificationi should rather be concentrated, above all, on agglomeration areas,
with a view to allowing them to turn into genuine "growth poles" with correspondingosgitl
effects.

As elucidated in section 4, the expansion of the entreprahdasis through business staps is
hampered by the expected demographic development. It does not appear to be reasonable to counteract
this trend by taking measures in population policies. To the degree that these would be geared to
change reproductivieehaviour by means of incentives, they are likely to have-teng effects only.
To the degree that they aim to improve social living conditions in regions affected-bygvation,
this approach fails to perceive the usually decisive cause for miggatiovements, namely the lack
of jobs and thus of opportunities and prospects in the region. A stabilisation of the economic
development is therefore urgently needed, also bearing in mind the demographic development.

Nonetheless, the unfavourable influeraf population shrinkage can and should be counteracted
in various ways among the younger cohorts with regard to businesspstactivities in individual
regions, this being, in principle, applicable to the whole of Germany. Firstlyemsglioyment agsn
alternative to employed occupation needs to be encouraged to a greater degree. This should
presumably be started in the schools, since many teachestably in eastern Germariytend to
convey to their pupils a negatively distorted image of the amfneprr. At universities, too, self
employment should be promoted and taught by imparting the respective notions, and not only in
courses in business administration. A second approach would be to reduce the risks of business
foundation especially for oldgversons. This could, for example, include a state insurance option
under which business founders would be allowed to acquire unemployment benefit claims by paying
low (or incomerelated ) contributions. Beyond that, it seems important especially for mlderess
founders to have access to appropriate counselling offers; if necessary, these should be gevernment
subsidised.
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Finally, it is certainly necessary to continue using the existing instruments efifstineincing.
In doing so, care should be tak#rat the house bank principle is not abused to demand excessive
conditions of credit worthiness or proven sustainability of a-gf@rventure. In such cases, loans
(from revolving funds) should be increasingly granted. In terms of incentive (repaymigattiobk)
and equity capital substituting (improved credit worthiness) effects, these are better than business
promotion by means of "lost grants". Such a practice would also counteract the foreseeable reduction
of the available volume of support funds.

A potential hitherto inadequately utilised for founding enterprise lies in hoffsg(spinoffs)
from universities and research institutions, on the one hand, and big corporations engaged in research,
on the other. Typically, these are not located ingéapheral regions, but an increased number of
hiving-offs could help overcome the structural weakness of the eastern German agglomeration areas
and contribute, in the medium or longer term, to the @tfeinction as growth poles spilling over into
the peripheral area. In addition to the aforementioned incentives for a stronger shift to self
employment, facilitating career moves from research institutions to business companies and vice versa
could be helpful.

Despite all this, of course, it must be borime mind that, under conditions of shrinking
populations, the founding of enterprises will be able to make strong contributions to regional
development only if they are not primarily targeted at local demand but designed to access supra
regional markets. Irthis case, dependence on local demand, which is only weakly increasing in
eastern Germany, becomes irrelevant because incomes can be attracted from outside. Measures to
support business staups should bear in mind this structural effect by applyingegtadipport rates.

In view of the demographically caused lack of skilled labour, it still seems reasonable to increase
investments in the education system. Currently a disproportionate number of pupils leave school
without any certificate. This is due nonhlg to the relatively large number of people in tmew
Landebwho are not interested in education, but also to a lack of individual fostering for pupils with
learning problems. In addition, the inclination of young people in eastern Germany to pashen t
university is markedly lower than in western Germany. Correspondingly, policies are required that
would improve all levels of the education system. This would include lowering the average age of the
teaching staff at schools, a revision of the cutd@nd the creation of attractive conditions at schools.
Nor should the further education of employed persons be neglected; in comparison to the other
European countries, Germany as a whole reveals relatively low fedloeation ratios, especially in
persons of 50 years and over. Polimakers are gradually becoming aware of the need for change, but
the need for action is especially urgent in eastern Germany.

All'in all, it is necessary to involve the regional actors in the elaboration of regional plezib
strategies, particularly in the peripheral regions with a communist East Germany legacy, where a basic
attitude of passivity often predominates and people often rely on impulses "from above". Precisely in
places where committed segments of the pdiomaave meanwhile emigrated, this mental obstacle
hindering the improvement of the economic situation should not be underestimated. It can only be
overcome by enlightening the public and fostering civic commitment. To this effect, all relevant
stakeholdes at the regional level have to be involved, i.e. the local community administration, the
regiorts entrepreneurship and civil society institutions. It might be helpful if additional freedom for
entrepreneurial engagement can be created at the regicgldbydifting centrally imposed standards.

In this context, it should be emphsei that networking among local actors is often still
insufficiently developed in the peripheral regions. Where initiatives of this kind do not emerge from
local impetus, theghould be also fostered by federal or federal state measures, for example by means
of temporarily funding paid network managers. The use of "business angels" may be helpful.
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Even if these policy measures are implemented, it is unrealistic to assunfeetbahsequences
of the regionally differentiated demographic development and the divergence of regional site
conditions can be completely overcome, i.e. that an overall balanced economic development can be
achieved. Rather, it must be expected that a nuwibeastern German regions will lag behind for a
long time. As public monies dwindle, no attempt should be made to counteract this trend by providing
more support funds. Should individual regions lastingly empty out, this can even be seen as an
ecologicaly beneficial development. It therefore appears time {otexpret the principle of "equality
of living conditions" and to shape regionally differentiated minimum standards of general public
services.

References

Berlemann, M. et al. (2007YjUnternehmensachfolge im s&chsischen Mittelsténdfo Dresden
berichtet Vol. 1/2007, p. 15-28.

Brandenburg, B. (2006) fAWachsende Heterogenitat in der Humankapitalausstattung der
Bundeslandér Wirtschaft im Wandellssue 8/2006|nstitut fur Wirtschaftsforschungialle,
Halle, pp. 228235.

Deutsch, K. et al(2004) fiPerspektiven Ostdeutdainds - 15 Jahre danachf, Deutsche Bank
ResearchNr. 306, November 2004, DB Research, Frankfurt am Main.

DIW/IAB/IfW/IWH/ZEW  (2002), fFortschritte beim Aufbau Ost, Fortschigesicht
wirtschaftswissenschaftlicher Institute Uber die wirtschaftliche Entwickluysnt d e ut,s c h |l an
IWH-Sonderheft3/2002 Halle (Saale).

KfW Bankengruppe (2004)Grindungsmonitor 2004Jahrliche Analyse von Struktur und Dynamik
des Grindungsgeschats in DeutschlanKfwW Bankengruppe, Frankfurt am Main.

Lehmann, H.(2004) AAuswirkungen demografischer Veranderungen auf Niveau und Struktur des
Privaten Verbrauchs eine Prognose fiir Deutschland bis 209Diskussionspapier&r. 195
September 2004 #titut fir Wirtschaftsforschungalle, Halle.

Lehmann, H.;U. Ludwig, and J.Ragnitz(2005) fiOriginare Wirtschaftskraft der neuen Lander noch
schwacher als bislang angenomi@eWirtschaft im Wandel Issue 5/2005, Institut flr
Wirtschaftsforschungalle, Hdle pp. 134145.

Ragnitz, J. (2006)jExplaining the East German Productivity Gaphe Role of Human CapitalKiel
Working Paperd.31Q Kiel Institute for World Economiciel.

Ragnitz, J., eal. (2007) fiDie demographische Entwicklung in OstdeutsctigButachten im Auftrag
des Bundesministeriums f cifo Dr@¢den tSwidietNa #1t,ifound T
Institut fur Wirtschaftsforschundpresden.

Schneider, L. (2005) fOstWestBinnenwanderung: Gravierender Verlust an Humankapital
Wirtschaft m Wandel Issue 10/20059nstitut fur Wirtschaftsforschunélalle, Halle, pp. 308
314

Sternberg, R.J. Wagner, (2002)iiThe Role of the Regional Milieu for the Decision to Start a New

Firm: Empirical Evidence for GermaaylZA Discussion PapeiNo. 494 Institute for the Study
of Labor, Bonn.

27






FOSTERING ENTREPRENEURSHIP IN EAST GERMA NY:
MULTI -LEVEL GOVERNANCE IN A TRANSITIONAL ECONO MY

Heike Grimm, Germany
Introduction

The key to promoting a gte is a comprehensive knowledge and understanding of policies and
strategies which successfully contribute to economic development. Whereas the story of economic
development has often been the story of a natiate, the unit of analysis has shifted e sub
nati onal | ocal l evel during recent year s. Succ
studied extensively, and national policy prescriptions and recommendations have been drawn up for
less successful nations (i.e., Reynolds et al 200)etleless, it is mostly a matter of specific regions
lagging behind the rest of a nation and a matter of specific regions within a nation developing
successfully. In this context, it is also the matter of a specific policy mix, which is appropriate to
promoting a regiob sconomic development. This leads to one of the core question of spatial
economic development: Why do some regions take the lead while others lag behind? This question has
not been answered yet due to a lack of regional case studies atulatuabsence of understanding
and analyses of which policies and strategies contribute to economic development at the local level.
There is still an increased risk that existent strategies favourable to-st#ies are interchangeably
used at the natiml and local levels, and that the meaning and differences that lie behind them are not
understood thoroughly. In addition, there is a rising tendency to transfer policies across nations and
subnational economies that seem to contribute to economic gewelt at one place but may not
have any impaabn another place due to historical, cultural and institutional peculiarities which might
differ greatly from one another. Clearly, there is no-sizefits-all-solution. Each place a nation,
region or city- has to develop an optimal policy mix based on individual historical, cultural, social,
economic and political experiences. I n this c
Strengthening Entrepreneur shinp i n E dides anGer man
programmes which have been designed and implemented in the East German regions to promote
economic development and entrepreneurship. The study focuses on six regional cases and the specific
policy delivery arrangements within them. It focuses emtrepreneurship policy which has been
acknowledged as one major force for economic development and job creationdeynimsaand
policy-makers alike.

The Europeathevel policy and strategy making is relevant to entrepreneurship development in
member stas, both at a national and sadtional level. During the 2088006 EU programme period,
various cohesion policy instrumentgrimarily the Structural Fundswere created to implement the
so-called Lisbon Strategy (Audretsch & Grimm 200®%)ith the Lisba Strategy and mandate, the
European Commission committed itself to promote entrepreneurship as a major driver of innovation,
competitiveness and growth from 2000 onwavsisned with this new European policy mandate and
approach for generating economic \gth and job creation, the Lisbon European Council devised a
comprehensive strategy to increase the competit
and to achieve sustainable growitth2000, the Lisbon European Council set a clear strategidgoal
the European Union fAto become t h-basedecwriomydrotmp et i t
worl d capable of sustainable economic growth wi
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(European Council 2000pAlong with the European integrah process, a new framework for pohlcy
making has been developed by the European Commission from the year 2000 onwards including a
new encompassing strategy to spur entrepreneurship across European nations and regions. This
contributed to the design andchplementation of entrepreneurship policies and programmes at the
national and local levels. All those frameworks which have been developed in Europe with the start of
the new millennium have one goal in common: to improve the environmental conditions for
entrepreneurs. Against this background, it is important to shed light on the evolution of the new
European growth strategy as formulated by the Lisbon European Council to better understand how the
new European growth policy became translated into a develapstrategy with a central role of
entrepreneurship. The central role of entrepreneurship policy as a strategy for economic development
is certainly consistent with the European growth policy. The broad sweep of the Lisbon mandate to
reinvigorate Europeangrowth by creating an entrepreneurial Europe must involve local
implementation.

Along with the unification process, six new federal states (in the following referred_tmdser)
were integrated into the jurisdiction of the Federal Republic of GermEmg.federal government
budgeted for a huge financial transfer tthe former East Germany in order to achieve equal living
standards and similar public services within the five new federal states. Due to this transfer and
process, the role of the fedegdvernment greatly increased, as did its centralist tendencies. These
centralist developments within Germany took place contrary to a regionalisation process within
Europe that was accelerated the European integration (Burgess and Gagnon 1993). Economic
transformation and entrepreneurship development in the East Gésnaer was made possible
because of the aboweentioned financial transfers, which have been supplemented by the European
Union. Over the period 2062006, EUR 226 billion were investedtime secalled Objective 1 regions
across Germany, including the East Gerrhander. Within six years, Germany received EUR 32.2
billion primarily targeted to transform the East Germasinder Socio-economic and political
transformation became reality dum such impressive financial transfer as well as new
(entrepreneurship) policies designed and implementedratand local levels in East Germany. It has
to be kept in mind that the former socialist states in transition have different developmenttiagoals
other German creative hubs such as Munich (Bavaria) or Stuttgart (Baden Wuerttemberg) as well as
different environmental conditions. The developmental goal is rather to establish the fundamentals for
a future sustainable development than to compdtehwi t he fgi ant s6. The maj or
the abovementioned regions can be paraphrased as achieving an economic and sustainable basis for
competing in a global market economy while facing considerable challenges likeigoation
resul tionmgpuhncamfieti tive disadvantageo (Camagni

It is interesting to observe that all German governments elected since 2002, have intensified the
implementation of s@alled new entrepreneurship policies to induce economic growth in the new and
old Geman Lander With a wide range of new programmes and initiatives, pohekers aim at
improving the entrepreneurial environment for stggs and small and mediusized enterprises
(SMEs). Numerous public programmes for the promotion of-afstwere degned and initiated after
evidence had accumulated suggesting that national, regional, and local growth is strongly correlated
with a significant yearly increase in the number of new companies, and a significant turnover rate of
old and new firms (Audretscand Fritsch 1992; Sternberg, Otten and Tamasy 2000; Sternberg and
Bergmann 2002; Reynolds et al 2001; Reynolds and Storey 1994). In other words, all German political
parties have more or less widely accepted the view that economic growth is interddpendent
correlated with a favourable entrepreneurial environment and see it as a major task to implement new
policies to promote statips and entrepreneurs. Undoubtedly, these federal initiatives are a step in the
right direction. According to recent reseatfifidings and data, we know that local policies for the
promotion of new firms are important growth issues. They are universally important (although the
design and focus of such promotional policies might differ substantially across regions and nations),
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and they are assumed to be contributors to regional economic development (Audretsch 2002; Lall and
Yilmaz 2001). In Germany, thednder[states], districts and municipalities have successfully worked

out regional and local imagempaigns, strategies and ipis for the promotion of statps and for

new firms to compete inteegionally and, in a global context, with places and metropolitan areas
around the worl d. The support of il ocal her oes:
and sefempbyed individuals, has become an important growth issue. Local heroes have successfully
created jobs, occupied innovative niches and adapted flexibly to a constantly changing, global
environment (Audretsch, Grimm and Wessner 2005).

There has also been sificant activity at the local level to improve the entrepreneurial
framework. Local policies become more and more important in a global world in which cities and
regions compete for i nvestor s, on the one han
management of placesd (Audretsch 200 3makeis@ho i s b
need to strongly promote their region or city. Local pohegkers know best how to promote their
locality in an optimal fashion. Federal policies offer an imparrtand useful framework for the
promotion of starups and SMEs, but the main impetus for the promotion of economic giiowth
which has been proven to be regional prodess expected to derive from local policies (Feldman
2001; Bonser and Audretsch 20@hmae 1995; Taylor 2002). Although the role of local and regional
policies for the promotion of a smlled entrepreneurially friendly environment has increased, the
capacity of local policymakers to shape the entrepreneurial environment with new eateapship
policies has decreased during recent years. According to criticism expressed by researchers and
policy-makers alike, a gradual weakening of the German federal states has taken place during the last
15 years, mainly due to European integration e German reinification process (Beyme 1993;

Sturm 1997; Wagner 2004). Both processes have created several trends which hardly existed prior to
1990. Most importantly, they fostered the trend toward centralisation by allocating more and more
fiscal andeconomic responsibility to Brussels (European level) and the federal government (national
level), thereby diminishing the capacity to act politically and economically at the local level. It is
important to understand the entrepreneurship delivery framevadrkederal antland levels to find

out whether the different frameworksratlti-levels provide a fruitful and comprehensive framework

for local heroes to compete at the local level. In the following, the entrepreneurship policy delivery
framework of thee new Germahander- Thuringia, Saxony, and Saxo#nhalt - as well as three
municipalities within these three states will be elaborated upon with the goal of pinpointing the
entrepreneurship policies which have been transferred, integrated and deuel®pedngia, Saxony

and SaxomAnhalt after the declaration of the Lisbon Agenda to improve existing environmental
conditions.

Thischapteri s structured as foll ows. I n section 2
economyo i s di s bettes andaistaridiog oflvehy entreprpneurship policy became so
important throughout the last decade for promoting economic development and how European and
other developed economies have changed over the last decade from a managed to an entrepreneurial
economy. Section 3 looks closer at the different levels of governance involved in entrepreneurship
development, the rise of entrepreneurship as the critical force in driving industrialised economies, and
in section 4, overall conclusions and policy recomdagions are presented.

What is an entrepreneurial economy?

The United Stateso present g r o wierfforcementt of pr os p
entrepreneurship and innovatiénboth themes of the American economy. In recent decades, this
meant a transon away from a managed economy and into an entrepreneurial economy (Audretsch
2007) . Such a finewd entrepreneuri al economy i s
innovation resulting in a high degree of turbulence, measured by an increase erftfies and exits,

31



as well as diversity (Audretsch, Keilbach & Lehmann 2006). Both higher turbulence and diversity
have been coming along with the transformati on
(Kauffman Foundation 2007) in the Urdté&tates generated by a huge shift to-selployment, an
increased contracting behaviour of large and established enterprises (primarily with the goal to reduce
costs) and a rising demand for consulting. It is driven by agents of change who continaatdty s

create and implement new products, product quality, methods of production, methods of organisation
and management (Schumpeter 1946; 1952). The entrepreneurial economy of' tbent2ity is

demand and markedriven on a global scale and, therefadlependent on a continuous innovation
process which, in turn, generates jobs, new knowledge and new competence. Entrepreneurial activity
and innovation became the key drivers for a national, highly industrialised economy to grow.

If economic growth requeis continued entrepreneurial activity and innovatioand this is
common sense in academipolicy-makers have the task of setting the basic conditions for innovative
production and creative behaviour. These conditienan intellectual framework and cuiral
environment for creative work, low barriers to business registration (the cost and time to formally
register a business), flexible labour markets or patent laws which promote the commercialisation of
innovative ideas differ fundamentally from theanditions we are familiar with from the 20th century.

In Germany, the soalled Ordnungspolitikpromoted the active involvement of the state in economic

and market affairs. The ordoliberal foundations of the Social Market Economy which chsedcteri
Germay 6s economy i n t h"centirg cwene developed by the &conprhist Alf2d
Mdaller-Armack in 1947 (MilletArmack 1948). His plan refers to an economic and political order
based on a market economy but strengthened with institusedadol complements (to limit the
negative consequences of a free market economy), and with legislative instruments (to fight economic
concentration and the misuse of power) (Broyer
School 06 (Ri e193). and Schmol z

The ordoliberal foundations of the Social Market Economy contributed successfully to a
regulatory and policy framework which supported primarily large companies which dominated the
German economy from the 1950s through the 1980s. Since researcindven that neither large
companies (as was supposed in the-p@stperiod), nor small companies are mainly responsible for
job creation, but instead most jobs come from new and innovative companies, regardless of their size,
entrepreneurship policiesy&been on the rise (Birch 1981; 1987; Acs & Audretsch 1992; Reynolds
& Storey 1994; Audretsch, Grimm & Wessner 2005). Hence, policy makers and government
administrators should aim to create a regulatory framework conducive to creative, independent start
ups and innovative minds.

Therefore, we should first answer the questidiat is an entrepreneurial econom$&cond, we
must understand how an entrepreneurial economy differs fronpretneéously described managed
society in order to better assess whepiwicy makers have developed the right framework to support
development of an entrepreneurial society in Germany. It is worth considering American economic
hi story to answer this question, -lowng peopkeasarmer i ¢
old as the United States of America itself. The attraction of entrepreneurial minds to America is based
on extraordinary microand macresocial conditions for entrepreneurial activity (Audretsch & Grimm
2005; Grimm 2005) . T h e inty ofiexceptiopad feople with ia ppiangeeing,s p e a |
innovative drive. US economic policy is characediby classic economic liberalisintheoretically
discussed by its most prominent proponent, Adam Smith. This economic policy plays a crucial role in
Americaneveryday life and applies a simple regulatory scheme: it requires individual responsibility
and initiative, and market freedom and voluntary restraint by the state. Statutory regulations must not
hinder the individual from improving his financial situatioBocial welfare may not paralyse his
motivation and business activities. The tasks of the government are restricted to law and order, and
protecting society from outside enemies. There is hardly any other country in the world where this
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message fell on sh fertile ground as in the US, and this message contributed greatly to the smooth
transformation from a managed economy to a highly entrepreneurial economy in the late 1980s and
1990s.

This leads us to the question: what is an entrepreneurial econoing Beginning of the 21
century? Why and to what extent does it differ from the economies of previous decades and centuries?

The children of the new entrepreneurial economy live in a world that has changed drastically
(Audretsch & Thurik 2000; Audretseta Thurik 2002; Uhlaner & Thurik 2004). The-emergence of
entrepreneurship and the shift from a market economy to an entrepreneurial economy accelerated
during the last twenty years due to a globalisation process which differs greatly from globalisation
processes of the past. The term figlobalisati ond¢
integration, which puts national economies under pressure to take action and compels them to adapt.
The renaissance of the term globalisation since thel@80s can be traced back to at least two radical
events and trends, which led to a qualitative leap in the internationalisation of economic affairs:

First, the dramatic development of computers and information technology enabled a new style of
globally interlinked production, engineering, logistics, and worldwide financial transactions,
completed in a matter of seconds, and instant price comparisons, creating intensified price
competition.

Second, the collapse of socialism in East Germany, Central atdriz&urope, acccompanied
by the transition from a predominantly politicathgfined competition between systems (market
economy and socialism) to a predominantly economialned locatiorrelated competition
bet ween nearl y al [IAImoshimmediately] tlisccempetitiom also gnippedsregions
and cities around the world, which were competing more intensely than ever before for mobile capital
and innovative, highhgualified workers.

These technological and political changes were accaengbdny increasing pressure on locational
politics. Research shows that the external environment is crucial for encouraging entrepreneurship that
leads to growth and development. There is a high demand for modern, competitive ideas for national,
regional ad local public policies, which not only differ from each other substantially but which may
even compete with each other (Porter 2000; P&t&tern2 0 0 1) . The fAstrategic
pl acesd (Audretsch 2005: 20) ilegels, twhekebynagpartigdlaa ¢ e o
challenge lies in meeting the global challenges with local measures tailored to regions. Innovation and
growth processes, as Feldman and Audretsch demonstrate in their remeaisbdetermined locally
(Audretsch & Feldmad 9 9 6 ) . In his |l atest publication, Davi
not flato as Thomas Friedman states (Friedman 2
take initiative and responsibility (Audretsch 2007). He refers to thetiat places all around the
world need to develop their own concepts and compete for the establishment of new businesses and
creative minds. Since locations are characterised by differing profiles, histories and stages of
development, policy makers canrfatl back on a onasizefits-all-regions strategy, but must instead
develop locallydriven strategies in order to make their locality attractive and competitive (Grimm
2005).

According to Richard Florida, the development of places is primarily a questticecruiting
highly-qualified, creative human capital: in the more highly developed countries it is less a question of
attracting investment capital than of creating attractive living conditions for innovative and creative
human capital. For Florida, ttee cr et reci pe for the promotion of
doing business nor low reabtate prices. Technology, tolerance and talent are the drivers of
innovative places which are optimally characterised of for creative minds, for difi@nentike
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minded people, and for the innovative elite from America and abroad (Florida 2002). According to
Florida, economically assessable variables such as low tax rates, low work costs, and little regulation
are of decreasing importance for the attremtess of places.

There are further characteristics of a fruitful environment which supports entrepreneurial activity.
Above all, there must be acceptance for people who are willing to realise visions, dreams and ideas
and to strive for the apparently utznable. The courage to take risks and a high degree of personal
responsibility is held in high esteem by the American public (Leipold 2000: 32; Grimm & Herz 2004).
The opportunity to take risks is extremely important in an innovativeckasiging ecoomy. This
implies that failure rather than success might be the outcome of an entrepreneurial endeavour.
Tolerance for failing and providing opportunities to turn failures into successes therefore play a crucial
role when it comes to designing a policym@work for entrepreneurs. John Haltiwanger provides
fresh data showi ng irheaning d&high tiradver rate of ceavsbtit alsoaying o n o
firms which is one characteristic of an entrepreneurial ecorioisyconducive to economic growth
(Haltiwanger 2006). Using the tabulations of a few longitudinal data sets, Haltiwanger shows that job
creation in the United States is mainly generated by new and young firms. He emphasizes that, at the
same time, these jedreating young firms are very volatiéad often tend to fail. In other words, the
idea that new young businesses create many new jobs is valid, but the jobs@aananent; in other
words, job security is not guarantedthis again shows the differences between the market economy
and the etrepreneurial economy. The idea that everyone can have stability in theiii livbich
dominated attitudes during the post World War Il period until the 19708s longer works. Post
modern globalisation has accelerated at high speed.

In Germany, we caabserve a fixation of the reform discussions on the labour market as the basis
of all evil and the cause of meagre economic growth, and it needs to be questioned whether these
discussions result in the right response to globalisation. Many countries su&érmany but also
France or ltaly fail to address the real problem, according to economists such as the Nobel Prize
nominee Paul Romer and other prominent colleagues such as Robert Lucas, David Audretsch and
Richard Florida, who number among the exponefitae new growth theory. In their opinion, the key
to quick and lasting growth lies in the discovery of new ideas: the new knowledge created by an
economic enti towegesmer dtnesotrhsepi IwWlor ds, it boost s
entiies (Lucas 1988; Romer 1986). With the emerging role of economic knowledge as the source of
competitive advantage, Germany seemed to be-pusitioned as a global leader in investments in
new knowledge, such as research and development (R&D) and hunit@h ¢kgwever in what has
become referred to as the Swedish or European Paradox, it became clear that investments in
knowledge may be necessary but they are not sufficient to guarantee economic growth and
employment generation (Audretsch, Keilbach & Lehma2006). Instead, the existence of a
knowledge filter impeded the commercialisation and smélr of investments in new knowledge. This
missing link between investments in knowledge and the -gpillr and commercialisation of that
knowledge is entreprenehip (Audretsch & Keilbach 2004).

By pinpointing the most crucial variables it becomes evident that raising the spirit of
entrepreneurship to release individuality, creativity and the talent of human individuals is of major
importance for the competitivess of places in a global economy. Consequently policy makers and
government administrators face the task of developing a policy framework which suppetd&ingk
entrepreneurs and can finally lead to dynamic economic, social and cultural change ¢A20%31
5-6).
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