Figure 11.1

Attributes of Entrepreneurs: Evidence on their Wealth, Savings, and Diversification

Researchers have examined the wealth attributes of entrepreneurs, along with their savings behavior and propensity to hold under-diversified portfolios. The research supports two propositions central to this chapter: 1) wealthy individuals can more easily justify becoming entrepreneurs because they are better able to diversify, and 2) entrepreneurs tend to invest little in riskless assets. In these studies, entrepreneurs generally are defined as those who report that they own one or more active businesses or those who report self-employment income. Hence, the numbers reflect both replicative and innovative entrepreneurs—ranging from someone who partners with a college friend to open an insurance agency to an inventor who holds a patent to a long-lasting battery and is seeking VC. Below, we report some “stylized facts” that have emerged from this literature. All findings are relative to non-entrepreneurs, and are based on assets other than human capital:

Wealth: 

• Concentration of wealth (under-diversification) increases at higher levels of wealth and income (Gentry and Hubbard, 2004).

• Inheritance increases the probability of becoming an entrepreneur and remaining one (Hurst and Lusard, 2004; Holtz-Eakin, Joulfaian, and Rosen, 1994a, b).

• Inability to attract outside funding creates a positive relationship between personal wealth and the choice to be an entrepreneur (Heaton and Lucas, 2000).

Savings and Investment Behavior:

• Entrepreneurs have higher savings rates across age, income, and wealth groups (Gentry and Hubbard, 2004).

• Wealth-to-income ratios and saving-to-income ratios are higher for entrepreneurs (Gentry and Hubbard, 2004).

• Saving and investment decisions are interdependent (Evans and Javonovic, 1989; Gentry and Hubbard, 2004; and Holtz-Eakin, Joulfaian, and Rosen, 1994a, b).

• The reasons for reliance on the entrepreneur’s own wealth include asymmetric information about the value of the venture and moral hazard problems in financing (Evans and Javonovic, 1989).

Portfolio Diversification:

• Entrepreneurs’ portfolios are less well diversified than those of non-entrepreneurs: They hold less wealth in liquid assets, bonds, public equity, and housing. They hold more wealth in business assets and nonresidential real estate. (Gentry and Hubbard, 2004; and Heaton and Lucas, 2000)

• Entrepreneurial investment is extremely concentrated: About 75 percent of all private equity is owned by households for whom it constitutes at least half of their net worth excluding human capital. (Moskowitz and Vissing-Jorgensen, 2002).

• Portfolios of entrepreneurs become less diversified over time (Gentry and Hubbard, 2004).

• Wealthy entrepreneurs choose to hold portfolios that are undiversified, with the bulk of their assets held within active businesses. Entrepreneurs borrow more heavily than non-entrepreneurs (Gentry and Hubbard, 2004).

• Entrepreneurs can benefit “by issuing risky debt and using the proceeds to reduce their equity stake in the firm.” (Heaton and Lucas, 2000).
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