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ABSTRACT

This theoretical study inquires why entrepreneurs choose to create a new venture as a
mode of organizing. This study consider entrepreneurial spin-off as a new venture creation
by an employed individual. We argue that an entrepreneurial spin-off is an efficient
mode choice, regarding innovation, uncertainty, and opportunity. Based on the major
entrepreneurship theoretical foundations of K. H. Knight, J. A. Schumpeter, and 1. M.
Kirzner, we propose that innovation, uncertainty, and opportunity motivate an employed
individual chooses an entrepreneurial spin-off. Beyond the prior company experience, we
further propose that social capital facilitates the decision taking into action when the
individual to proceed an entrepreneurial spin-off. An entrepreneurial spin-off tends to
occur when an entrepreneur chooses to maximize team production output with one’s
specific know-how, to fully bear uncertainty for his or her optimistic judgment of future
fortunes based on one’s talent, to utilize opportunities beyond the current company’s
businesses based on information flow and knowledge creation, and these interactive effects
might exist. Furthermore, the entrepreneurial spin-off is facilitated when social capital
resources support. This study makes theoretical contributions of explaining entrepreneurial

spin-off decision with a new venture organizing mode of choice.

Keywords: Entrepreneur, Spin-off, New Venture Creation, Mode Choice

1. Introduction

This paper inquires what determines an entrepreneur deciding to start up a new
company based on know-how and ties from the previous company via a choice of spin-off
entry. Past studies mainly explored when and why entrepreneurship occurs in the various
empirical contexts from the perspectives of cognitive intentions (Carter, Gartner, &
Reynolds, 1996 ; Kolvereid & Isaksen, 2006 ; Krueger Jr, Reilly, & Carsrud, 2000),
personalities (Brandstitter, 1997 ; Gatewood, Shaver, & Gartner, 1995 ; Hansemark, 2003),
and career choices (Carter, Gartner, Shaver, & Gatewood, 2003), but results have shown
inconclusive findings with various supports for entrepreneurial start-up motivations. In
fact, entrepreneurship demands a theory to explain and predict the process in response to

opportunities (Shane, 2012). Although entrepreneurship is not equal to firm formation
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(Shane & Venkataraman, 2000), this paper aims to theorize the motivation of a new venture
creation via spin-off entry, when there is no formal transfer of ownership rights and when
an entrepreneur leaves his previous employment to start a firm of his own (Parhankangas &
Arenius, 2003).

Transaction cost economists argue how to determine a firm boundary with the
consideration of efficient organizing mode (Coase, 1937 ; Williamson, 1979). We treat a
decision of an entrepreneurial spin-off entry as a choice of mode: A new venture creation, a
new organization separated from the parent company. More importantly, it is individual
initiative without formal connection with the parent company. Such a mode choice is more
efficient than alternatives, such as corporate entreprencurship within the parent company

or via alliances with other companies, and corporate strategic spin-offs.

An entrepreneurial spin-off is one among different kinds of spin-offs, which is
“driven by one or more individuals to exploit an unused potential based on their key
experience acquired within the parent company (Tibke, Saavedra, & Gonzalez, 2004, p.
266)”. Schumpeterian entrepreneurship emphasizes innovations in terms of “new
combinations”, “doing things differently” (Schumpeter, 1934, p. 65). An entrepreneur can
be defined as a person who creates a new way of doing business, either within a firm or by
starting a new company. This paper only focuses on entrepreneurial spin-off entry, an
entrepreneur who leaves a prior company and starts up a new company of his or her own.
And such a start is one which is in the same business as a competitor of the founder’s prior

company, or as a supplier or customer of his prior company.

It’s a brave decision for an employee to leave a current company and start up his or
her own venture. An entrepreneurial spin-off entry for an individual is a decision to totally
change one’s career in some way. Going from an employee to an owner, he or she takes
uncertainties and responsibilities on all operational details in every aspect of the business
and environment in order to get profits or losses by running a new venture. Then compared
with staying inside the parent company, why does he or she choose to establish a new
company? There must be something which can compensate for all costs and uncertainties

arising from a spin-off entry.

Entrepreneurship literatures emphasize availability of asymmetric information (Burt,
1992 ; Casson, 2000). Based on such information, innovative ideas or new business
opportunities are exploited. However, this is not enough for a choice of spin-off entry. If

there is no other motivational trigger, and if it is not efficient to establish a new venture, a
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spin-off would hardly happen. Instead, entrepreneurship inside corporations is common.
Schumpeterian entrepreneurship on shifting production curves by innovations can happen
anywhere so that creating a new venture is not always necessary. For example, why does an
old employee who through the years has gained a sense of ownership through his or her
service to the company boss not start up his own business? In many Taiwanese
family-owned companies (no matter the size), such kind of old employees make full efforts
on helping a family founder and their successors (in most cases, they are still family
members). Deeply involved various businesses and operations, an old employee is
supposedly a person knows best. Following Kirzner’s (1973) argument, he or she has
monopolist power in the process of competing for information on market opportunities.
Thus, why does he or she still work under a family boss? Very likely, the most he or she
could earn would be a salary without profit sharing. Why does he or she not start up a new
company to earn a profit himself by exploiting opportunities? To an old employee, staying
with the boss is more efficient than other alternatives. “The entrepreneur is
overwhelmingly perceived to be different in important ways from the nonentrepreneur
(Gartner, 1985, p. 699)”. There must be something under-explored within entrepreneurial
spin-off literature, which characterizes entrepreneurs compared with non-entrepreneurs
(managers) as people who own information, bear uncertainties, and sell innovations. These
can be necessary features for a potential entrepreneur, but not sufficient for becoming an
entrepreneur running a new company. A decision of choosing an efficient mode by creating

a new venture creation is the key inquiry here.

Entrepreneurship is recognized as an important interdisciplinary field of research
(Shane & Venkataraman, 2000). Unfortunately, entrepreneurship studies have not progressed
as a coherent, explanatory, predictive or normative theory (Amit, Glosten, & Muller, 1993 ;
Zahra & Dess, 2001). Busenitz, West, Shepherd, Nelson, Chandler, and Zacharakis (2003)
surveyed 97 entrepreneurial articles published in top management journals and found them
to focus on opportunities, individuals and teams, mode of organizing, and environmental
contexts. Scheutz (1986) categorized spin-offs into supplementary, divergent, and
competitive types, which were influenced by external factors, qualities of entrepreneurs,
and their parent firms. Other studies also find linkages between entrepreneurs and their
prior companies (Chen, 2005 Christensen, 1997 Jones & Butler, 1992 ; Klepper & Sleeper,
2002). There can be hundreds of underlying factors for spin-off entries, but a predictive
theory is still in short. When and why would an employee decide to leave a company for a

new start up? Why would he or she not choose another organizing mode for a new venture?
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Is there any existing theory which can predict an entrepreneurial spin-off entry? Can we
link successful rates, durations, and financial outcomes of spin-offs based on a predictive
model? It is our attempt to provide a theoretical model to predict an entrepreneurial
spin-off entry as a choice of mode. And normatively, it may provide managerial
implications for entrepreneurial initiatives, which fit in our predictive model to link with
spin-off outcomes. Our study also responds to the call of Busenitz et al. (2003) by focusing
research efforts on entrepreneurs’ modes of organizing, i.e., new venture creation in this
research. We intend to make contributions in theorizing the entrepreneurial venture
creation from a firm boundary decision when spin-off might occur in addition to past

empirical investigations from various theoretical perspectives.

We study only entrepreneurial spin-offs, which is not a part of corporate strategy of
the prior company. Hence, corporate spin-offs are excluded. The plan of this paper follows.
We begin by reviewing two major lines of literature: Entreprencurship and choice of mode.

Theories and propositions come after that. Then the conclusion will be given.

2. Entrepreneurship

An entrepreneur is an innovator, an uncertainty-taker, an opportunity-finder and an
exploitator, who creates value and earns entrepreneurial profit instead of managerial salary.
Most entrepreneurial studies and theories come from economics. Classic entrepreneurship
literature includes Risk, Uncertainty, and Profit (1921) by Knight, The Theory of
Economic Development (1934); Business Cycles (1939); Capitalism, Socialism and
Democracy (1942) by Schumpeter, and Competition and Entreprencurship (1973) and
Discovery and the Capitalist Process (1985) by Kirzner. We review them as the foundations
for our argument of entrepreneurial spin-offs. In addition, contemporary entrepreneurship

articles are also included.

The three major literature of Knight (1921), Schumpeter (1934, 1939, 1942), and
Kirzner (1973, 1985) used in this study have been the classic entrepreneurship foundations
in the past century. To examine their theories, we find that they argued entrepreneurship
from distinct angles, particularly Knight from the angle of uncertainty, Schumpeter from
the angle of innovation, and Kirzner from angle opportunity. All of these three foundations
have strong and complete arguments from the specific perspectives they engaged. However,

rare research tried to take an integrative and comprehensive view on them at one time to
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explore why entrepreneurship occurs. This study makes an effort on taking the three major
entrepreneurship foundations as integrative and comprehensive motivations for the entry of

entrepreneurial spin-off as a new organizing mode of choices.

2.1 Knight: Uncertainty and Residual

Knight (1921) viewed an entrepreneur as an organizer of uncertainties. Uncertainty
exists because of our incomplete knowledge and finite intelligence towards an unknown
future. “It is a world of change in which we live, and a world of uncertainty. We live only
by knowing something about the future; while the problems of life, or of conduct at least,
arise from the fact that we know so little (p. 199)”. Risk and uncertainty are two distinctive
concepts, where the former is measurable by probability of possible states but the latter is
immeasurable. Nevertheless, uncertainty is the source of entrepreneurial profit, but the
compensation for risk is determined. Bearing risk brings a competitive return in proportion.
“The presence of true profit, therefore, depends on an absolute uncertainty in the estimation
of the value of judgment, or on the absence of the requisite organization for combining a

sufficient number of instances to secure certainty through consolidation (p. 285)”.

Entreprencurial profit cannot be “determined”. It is a residual after other costs being
determined. Because uncertainty exists, there is room for a residual based upon the
confidence of a foresighted entrepreneur who trusts his or her own judgment. Optimism
and self-confidence make up entrepreneurship, and it is dependent on the rashness or
timidity under uncertainty (Casson, 2005). The entrepreneur receives income, or more
accurately, profit via “the uncertainty of all life and conduct which call for the exercise of
judgment in business, the economy of division of labor which compels men to work in
groups and to delegate the function of control as other functions are specialized, the facts
of human nature which make it necessary for one who directs the activities of others to
assume responsibility for the results of the operations, and finally the competitive situation
which pits the judgment of each entrepreneur against that of the extant business world in
adjusting the contractual incomes which he must pay before he gets anything for himself.
(Ibid., p. 277)” An entrepreneur bears high uncertainty and thus takes the chance of
investing in expectation of whatever is left after he or she pays “contractual incomes” to
other productive factors. The brave choices an entrepreneur makes in a world of

uncertainty lead to future profitability or loss.
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2.2 Schumpeter: Innovation and Profit

Schumpeterian entrepreneurship is highly associated with innovations, by doing
things in new ways, or by arranging things in new combinations. “The carrying out of new
combinations we call ‘enterprise’; the individuals whose function it is to carry them out we
call ‘entrepreneurs’ (Schumpeter, 1934, p. 74)”. Schumpeter (1942) defined entrepreneurs

by functions:

113

the function of entrepreneurs is to reform or revolutionize the pattern of
production by exploiting an invention or, more generally, an untried technological
possibility for producing a new commodity or producing an old one in a new way, by
opening up a new source of supply of material or a new outlet for products, by

revolutionizing an industry and so on.” (p. 132)

The entrepreneur is the one who carries out innovation. Entrepreneurship is associated
with the process of “creative destruction” for innovative competitions on new products,
services, or under new organizing ways. The entrepreneur functions as a creator of
innovation. It is not necessary to build up a new venture. Moreover, entrepreneur
leadership is viewed as one of the important production factors, in which entrepreneurs
contribute their values to productive activities. But, entrepreneurship can hardly be
replaced by other input factors. It is similar to a “scarce resource” according to the
resource-based view (Barney, 1991), or “specific asset” via the transaction cost
theoretical lens (Williamson, 1975). However, it is not the same, because Schumpeterian
entrepreneurship disappears whenever innovation is not ongoing but business becomes
regular and routine activity. As entrepreneur is defined by function, an entrepreneur per se
can hardly last forever under the condition of carrying out “new combinations” in an
ongoing process. “Being an entrepreneur is not a profession and as a rule not a
lasting condition (Schumpeter, 1934, p. 78)”. The super normal profit vanishes
when entrepreneurship does not exist via process of creative destruction. Even a founder
of a firm, when his or her firm is well-established on a normal routine process of doing
business, is no more an entrepreneur, and his or her company cannot get super normal
profit any more. An entrepreneur functions on carrying out innovations. Via a creative
destruction process, an entrepreneur earns a super normal profit. This state disappears at
the end of competition and adaptation via market mechanisms, and at that time,

entrepreneurship and innovation does not exist.
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2.3 Kirzner: Process and Opportunity

Entrepreneurship is about competing for opportunities along the market process
towards equilibrium. Opportunities exist everywhere. The key to capitalism is an ongoing
competitive ‘“creative discovery” process. “Entreprenecurial discoveries are the steps
through which any possible tendency toward market equilibrium must proceed.
So...entrepreneurial activities make up, in my view, the process of mutual discovery by
which alone we can imagine equilibrium ever to be approached (Kirzner, 1985, p. 11-12)”.
At market disequilibrium, Kirzner (1973) saw an entrepreneur who caught an opportunity

to resolve market disequilibrium by arbitrage.

“In equilibrium there is no room for the entreprenecur. When the decisions of all
market participants dovetail completely, so that each plan correctly assumes the
corresponding plans of the other participants and no possibility exists for any altered plans
that would be simultaneously preferred by the relevant participants, there is nothing left for
the entrepreneur to do.” (Kirzner, 1973, p. 26-27)

An entrepreneur is aware of market opportunities, and he or she takes action on
recognized opportunities. The entreprencur actually brings into mutual adjustment those
opportunities ignored by the prior market. This competitive process depends “entirely on
the freedom of those with better ideas or with greater willingness to serve the market to
offer better opportunities (1973, p. 98)”. Different from Schumpeterian innovation, “the
entrepreneur consists not of shifting the curves of cost or of revenues which face him, but
of noticing that they have in fact shifted (1973, p. 81)”. Entreprencurship is viewed as a

responding process rather than a creative innovator.

Entrepreneurship exists when the market is away from equilibrium. Via monopolist
competitions on opportunity discovery, the entrepreneur creates profit. Entrepreneurial
profit thus depends on an entrepreneur’s capability and luck. It is generated precisely from
deliberate exploitation of perceived opportunities in the market. Regardless of Knightian
uncertainty, “profits are not seen as compensation for shouldering this uncertainty; they are
seen as uncertainty-bred differences between the anticipated value of resource services and
their actual value. The profits won by any particular entrepreneur depend on his own
ability and good luck as well as upon the general level of initiative and ability in the
market (1973, p. 82)”.
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Kirzner’s argument based on the process towards market equilibrium is in fact aligned
with what Schumpeter (1934) argues. He argues that entrepreneurship is a temporary
function and entrepreneurial profit is challenged by its sustainability. “The profit is usually
temporary when an entrepreneur creates new combinations, or innovations. After more and
more competitors enter of course the market supply and demand law says thus to reach an
equilibrium), the profit (super normal profit) will decrease to zero (p. 132)”. “It will vanish
in the subsequent process of competition and adaptation (Schumpeter, 1939, p. 104)”.
When there is no more creative discovery of new opportunities, based on Schumpeter’s
argument, or no appearance of new combinations, the function of the entrepreneur no
longer exists. Thus entrepreneurial profit does not exist at market equilibrium according
to Kirzner’s point of view. Kirzner’s view of opportunity discovery is actually quite
similar with later economists, such as Casson (2000, 2005), who argues
entrepreneurship is a judgmental decision-making about information, and sociologist
such as Burt (1992) who argues entrepreneur is a structural agent in accessing and

controlling two or more social networks.

Entrepreneurship can happen in different forms. Spin-off entry is only one of them
(Table 1). Spin-off is defined as “a new firm formed by individuals leaving an existing firm
in the same industry (Garvin, 1983, p. 3)”, which includes the following three categories:
“New companies that compete directly (in same market segment) with the firms their
founders have left, new companies that compete indirectly (in same general industry, but
different market segments) with the firms their founders have left, and new companies that
supply products to the firms their founders have left (Ibid., p. 16)”. Thus, the spin-off
entrepreneur does not necessarily get resources or supports from the prior firm he or she
worked with, and might even face pressure or resistance against his or her intended action
(Tibke et al., 2004). We argue that an entrepreneur “chooses” to spin off from a prior
company and create a new venture of his or her own because such choice is the efficient

mode of among entrepreneurship forms.

2.4 Intra-preneurship and Spin-off

Intra-preneurship, or corporate entrepreneurship, is viewed as a multidimensional
concept (Jennings & Lumpkin, 1989) that incorporates a firm’s activities directed at
product and technological innovation, risk taking, and proactive initiatives (Miller, 1983).
Nielsen, Peters, and Hisrich (1985) defined intra-preneurship as “the development within a

large organization of internal markets and relatively small and independent units designed
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Entrepreneurship Forms of Entry

Acquisition of Horizontal merger

Established firm  Vertical merger

Conglomerate

merger

The acquired and acquiring firms are based in the same industry.
The acquired firm is in an industry that either supplies or purchases
from the industry of the acquiring firm.

The acquired and the acquiring firms are based in unrelated industries.

New Division or  Pure (unrelated)
Subsidiary diversification
Related

diversification

The established firm is based in a completely unrelated industry.

The established firm is based in a different but related industry.

Creation of New  Voluntary
Firm divestiture

Inexperienced entry

Talent buy-in

Spin-off

An established firm creates a new division or subsidiary and then
divests itself of that organization, allowing it to operate autonomously.
A new firm is established and none of the founding principals have
previously worked in the industry being entered.

A new firm is established by a third party and some of the new firms
principals have previously worked in the industry being entered, but
the impetus for starting the new firm did not originate with these
principals.

A new firm is created by one or more individuals who have previously
worked in the industry being entered, and the impetus for starting the

new firm originates with these individuals.

Source: Garvin (1983, p. 5)

to create, internally test-market, and expand improved and/or innovative staff services,

technologies or methods within the organization (p. 181)”. Ito and Rose (1994) found that

the spin-off from corporate entrepreneurship may benefit the parent firm by decreasing the

administrative burden, releasing funds for the development of core businesses, and serving

as a means for exploring new, revolutionary ideas at arm’s length from main stream

businesses. Parhankangas and Arenius (2003) argued that in an entrepreneurial spin-off,

there is usually no formal transfer of ownership rights. An entrepreneurial spin-off occurs

when an entrepreneur leaves his previous employment to start a firm of his own. However,

the linkage between intra-preneurship and spin-off becomes a choice of mode, whether to
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keep within the parent firm or involving a new venture formation based on the business

ideas developed within the parent firm being taken into a self-standing firm.

3. Mode Choice

Transaction cost scholars argue that the firm boundary decision is a choice towards
the comparative institutional efficiency (Coase, 1937 ; Williamson, 1979). International
business studies of mode choices are mostly investigated in foreign market entry (Agarwal
& Ramaswami, 1992 ; Brouthers & Nakos, 2004 ; Gatignon & Anderson, 1988 ; Hennart &
Park, 1993 ; Kim & Hwang, 1992). Mode choice of an organizing form is predicted by an

efficient entry of comparatively low transaction costs among alternative forms.

An entrepreneur choosing a spin-off entry by creating a new venture is thus an
efficient form of organizing one’s entrepreneurial actions. Moreover, the efficient choice of
mode might align with the entrepreneur’s own interests in innovation, uncertainty, and
opportunity. From the perspective of agency theory, diverse interests and asymmetric
information exist between agent and principal. Shane (1996a) argued that the choice of
hybrid form reduces monitoring costs on agency problems. Shane provided evidence that
entrepreneurs expand their businesses quickly via franchising because residual claimancy
provides incentives on minimizing shirking. Firms with better monitoring capabilities tend
to choose a contractual mode of international entry (Shane, 1996b). Based on agency
theory, Rhoades and Rechner (1997) argued that managers tend to make less risky
decisions on behalf of owners. They found that managers prefer to choose a less high-risk
control mode of international entry. In these cases, managers would not like to take risks of
uncertainty, and would like to maximize potential expansion opportunities simply because

there might not be enough incentives to motivate them to make a fair choice of mode.

In addition to economic rationales of transaction costs and agency concerns, however,
social capital is viewed as a complementary mechanism to reduce transaction cost (Poppo
& Zenger, 2002). Social network with enhanced trust can effectively mitigate the moral
hazards of contracting and thus reduce coordination costs (Gulati, Nohria, & Zaheer, 2000).
Trust often exists among social network members who possess prior interactive
experiences and maintain relationships. Gulati and Singh (1998) argued that trust-based
organizations could reduce both coordination costs and appropriation concerns and thus

minimize hierarchical controls. They compared choices of joint ventures, minority
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investment, and contractual alliances and found that trust reduces the tendency to choose
an equity-based high control mode, while reconfirming that specific assets push partners to
choose more equity controls. Therefore, social network could perform as a negative
facilitator for an entrepreneurial spin-off entry upon those determinants on an efficient
organizing form if social network resources are fully bound by the existing firm and
affiliated actors. This might explain why an old employee never pursues an entrepreneurial
spin-off even with abundant information of potential business opportunities and regardless

of whether a new venture creation is an efficient form of entrepreneurial organizing.

3.1 Entrepreneurship and Organizing Mode

An inquiry of efficient organization form of entrepreneurship is an interesting yet
under-researched topic of study (Busenitz et al., 2003). “The choice between firm, market,
and network may be analyzed using the principle that the most efficient arrangement will
survive and less efficient arrangements will not (Casson, 1997, p. 812).” A new venture
creation by entrepreneurial spin-off is one form of organizing, which can be seen as a
process of externalization from the prior company towards a process of internalization of

the entrepreneur’s own new venture.

Entrepreneurs internalize their various advantages. Casson (2000) viewed an
entrepreneur as a coordinator of information, arguing that an entrepreneur internalizes the
market for ideas of business opportunities based on “secrets” because of asset specificity
and high transaction cost. Mosakowski (1998) examined the link between individual or
team entrepreneurial resources and their efficient organization form, arguing that an
efficient organization is one in which the managerial, entrepreneurial, and risk-bearing
roles are all played by the entrepreneur based on “high intensive intensity” in transaction
cost term (Williamson, 1985), or “high incentive intensity” in agency theory term (Jensen
& Meckling, 1976). Alvarez and Barney (2004) argued that entrepreneurs make decisions
on how to simultaneously and efficiently exploit those opportunities for both
rent-generation and rent-appropriation processes under market imperfections. Organizing
choices depend primarily on the relative importance of explicit and tacit knowledge in
generating the economic rents associated with a market opportunity. And hierarchical
governance is a protector of explicit knowledge from market inefficiency and potential

competitions.
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3.2 Entrepreneurial Spin-off Entry

The mode-choosing problem in this paper is the decision of whether an entrepreneur
chooses to stay at the company as a hired employee or to choose to leave the company to
start his or her own in the same industry or even in the same business. Existing theories
applied to explain entreprencurship include decision and prospect theories, start-up factors
of production, information processing, network theory, and temporal dynamics. We
propose a model of entrepreneurial spin-off entry as a choice of mode based on economic
efficiencies. Entrepreneurship is an outcome of function of an entrepreneur. An
entrepreneur, as defined by functions, takes advantage of opportunities, bears uncertainties,
and carries out innovations. An entrepreneur chooses a mode of organizing these activities,
and a new venture creation is one of various modes. We assume that an entrepreneur
chooses an efficient mode for organizing entrepreneurial activities. It is a choice of
“externalization” from the prior company by spinning off, then of “internalization” in the

new company by creating a new venture.

3.2.1 Innovation and Know-how

Alchian and Demsetz (1972) argued that the emergence of the firm is a result of the
efficiency of team productions in taking advantage of cooperative specialization through
different kinds of resources. To avoid shirking incentives in a team production, a manager
acts as a residual claimant who monitors the team members. In other words, this is an
individual with ownership. And the cost of managing resources is justified in comparison
with allocating resources via market transactions. Following Alchian and Demsetz’s
argument, then who initiates the team production, or who creates the firm? Or in their

terms, where does a “central agent (firm’s employer)” come from?

An entrepreneur may have brilliant ideas on exploiting information and opportunities
that he or she uniquely possesses. The question is with which team he or she shall choose
to work. By the definitions of Knight, Schumpeter, or Kirzner, an entrepreneur and a firm
founder are not equal. An individual has to choose which team one needs to work with in
order to produce an optimal team output by utilizing one’s own resources and know-how.
When an employed individual who is, by definition, an entrepreneur (an uncertainty-bearer,
an innovator, or an opportunity finder), owns specific resources and know-how, the
individual stays in the same company if he or she believes that the combination of his or

her resources with those of the existing team can produce superior outputs. On the contrary,
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if the entrepreneur evaluates that working with the current team is not a good condition to
fully utilize his or her resources and know-how, he or she will choose to leave the current
company. After leaving the current company, he or she could choose to join another team
production in another company. If there is no ideal team in the market, the entrepreneur

thus might consider to create a new team, or in another words, a new firm.

A new firm is tailor-made to best suit an entreprencur’s unique resources and
know-how. However, there are a lot of organizing costs in creating a new team. If
productions with a tailor-made team can justify those costs, the entrepreneur will choose
to found a new firm. Campell (1992) provided a decision model based on utility
maximization for an employed person who is considered to act as an entrepreneur, meaning
that the expected net gain from entrepreneurship depends both on average income from
successful entrepreneurship weighted by the probability of success and the average income

from wage labor weighted by the probability of employment.

In fact, an individual chooses to work with the current company based on his or her
specific resources and know-how when there is something “new” of his or her resources or
know-how, or in entrepreneurship terms, there is an innovation or a new discovery, so the
individual then has an option whether to stay or to leave the current company. Practically,
contextual factors in a company provide possibilities for entrepreneurship. Entrepreneurship
is viewed as reconciling opportunities and actions co-evolving with the surrounding
context (Bratnicki, 2005). Dobrev and Barnett (2005) found that current organizations
play an important role for potential entrepreneurs in establishing new firms. They thought
that entrepreneurs were highly influenced by their socio-demographic make-up and human
and social capital, which were dependent on their previous organizational roles, job

properties, and labor market experiences.

Practically, it is observed that some industries have high probabilities of new venture
creation than others. Schumpeter (1939) made two observations on innovations:
“Innovations do not remain isolated events, and are not evenly distributed in time, but that
on the contrary they tend to cluster, to come about in bunches, simply because first some,
and then most, firms follow in the wake of successful innovation”, and “innovations
are not at any time distributed over the whole economic system at random, but tend to
concentrate in certain sectors and their surroundings (p. 100)”. He thought that

entrepreneurship usually comes from an internal factor of change inside a company. Thus,
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working at a knowledge-intensive firm may expose many chances for innovations or

opportunity discoveries. Hence,

Proposition 1: A greater know-how of tacit knowledge gained from the prior company, there
is more a greater tendency for an individual to create an entrepreneurial

spin-oft.

3.2.2 Uncertainty and Reward

Ownership and management are mostly separated in modern corporations.
Owner-managed firms still exist. They are either small-scale or the owner-manager holds
partial ownership. Fama (1980) argued that management and risk bear (the same concept as
Knightian uncertainty bear) were two separate production factors in the modern
corporation. Risk bearers take the team residual and are protected by the capital market. If
they are unsatisfied with the performance of the firm, they can sell a stake. On the other
hand, managers coordinate team production and are protected internally and by the labor
market. He argued that top managers, who were main decision makers and directly
controlled the firm, were responsible for firm performance. And performance is judged and

monitored by the labor and mergers and acquisitions market.

The human capital of managers is thus marketable. A company hires an individual to
buy his or her talent with a contracting wage. To minimize agency costs raised by
conflicting interests between the principal and agent (Jensen & Meckling, 1976), a
performance-link package may be applied in the modern corporation. An employed
individual will choose to leave the current company if his or her talent is under-priced. In
an efficient labor market, he or she could find a satisfied paid job in another company
without difficulties. What if there is no other company a leaving individual can find to

justify his or her human capital?

Agency problems arise when it is difficult or expensive for one party to evaluate the
performance of the other, and when the motives of the parties to an exchange may be
different, such that each has an incentive to act in a different or incompatible way. Then
agent-entrepreneurs can be frustrated when their contributions cannot be well recognized
or rewarded (Jones & Butler, 1992). Agency costs are combined costs of the monitoring
costs incurred by the principal, bonding costs incurred by the agent, and residual loss
incurred because the cost of fully enforcing contracts exceeds the benefits (Jensen &

Meckling, 1976). These costs can be reduced via a mix-type contracting payment for
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managers by transferring some ownership to managers with performance-linked rewards.
This can minimize agency costs. Through this mix-type payment, interests of managers and
owners can be aligned as managers themselves are partial owners. From Fama’s point of

view, managers are also risk bearers.

But before they become risk bearers, who decide their employment contracts? What
percentage of capital gains can they gain if they do perform as the contract specifies? What
if they out-perform those expectations? Or in other words, what if their performance-linked
package is far under-evaluated, ex ante, based on the ex post outcome? If an individual
foresees that his or her talent can make a fortune, will he or she still work for an existing
company by someone who decides his or her contracting price with very limited capital
gain in the company’s future success? The factors that make it difficult or expensive to
evaluate the performance of the other party are due to the existence of uncertainty in
environmental, organizational, or task conditions (Jones & Butler, 1992). Thus, it is
uncertain whether he or she will succeed or not at the moment of contracting. As Casson
(2005) argued, “when an entrepreneur takes a decision based on information that is not
available to other people, the other people may perceive the decision to be risky. The
entrepreneur perceives the risk as much lower, however, because of the information in his
possession (p. 330)”. As his or her judgment about future outcomes based on the talent is
more optimistic than the one based on others deciding his or her contracting package, very

likely he or she will create a new venture.

The reward for a risk bearer, or an entrepreneur, is profit for undertaking uncertainty
(Knight, 1921), when he or she foresees that his or her contributions for the firm may very
well exceed the reward from his or her hired contract with an existing company.
Mosakowski (1998) argued that entrepreneurs who exit the labor market for a product
market suggests that Knightian confidence in the entrepreneur’s judgment plays as the
above mechanism. When self-confidence is higher than others’, an entrepreneur may exit
the labor market. If management and risk bearing are two ends of a spectrum upon the
percentage of profit taking, companies with different reward policies can influence the
possibility of entrepreneurial spin-off. At one end, there is an owner-manager, who is
responsible for every performance result of the company. In this case, there is no spin-off.
At the other end, there is the employed-manager who has owns a fixed salary; he or she is
very likely to leave the company if his or her talent is under-priced by the contract with the

company. Furthermore, he or she might be forced to create a new venture if there is no other
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company willing to offer him or her a reasonable deal, a reasonable deal that is based on

his or her own judgment of potential “profitability” in the future. Hence,

Proposition 2: If there is lower profit-sharing in the prior company, there is a greater

tendency for an individual to create an entrepreneurial spin-off.

3.2.3 Opportunity and Connection

The value of an entrepreneur is to, as Kirzner argues, a creative discovery process
upon meeting an opportunity. Social capital offers entrepreneurs opportunities to take
advantage of information if the timing is right (Carolis, Litzky, & Eddleston, 2009 ; Greve
& Salaff, 2003 ; Webb, Kistruck, Ireland, & Ketchen, 2010). Entrepreneurs are found to use
the help available within their local networks during the period prior to start-up and
approach formal sources when elements in the firm are set (Birley, 1985). Shane and Stuart
(2002) argued that founders’ social capital was a major determinant of new venture success.
They found that relationship with investors was vital in order to get funding and the
possibility of IPO. Moreover, the problem of information asymmetry between
entrepreneurs and investors can be resolved through social connection, which influences a

new venture’s success (Shane & Cable, 2002).

More than important, for the entrepreneurial discovery process, the connection with
the network in the company offers great opportunities for arbitrage and gap-filling. In
addition, it could bridge the structural holes in resources and in information gaps, which
could even create opportunities (Jack & Anderson, 2002). Contextual resources existing in
current organizations and the surrounding environment thus mostly determine the
possibility of entrepreneurial discovery of profitable opportunities. Dobrev and Barnett
(2005) found that current organizations play an important role for potential entrepreneurs
who found new firms. They thought that entrepreneurs were highly influenced by their
sociodemographic make-up and human and social capital, which were dependent on their
previous organizational roles, job properties, and labor market experiences. Through
in-depth case studies, Shane (2000) found that entrepreneurs discover opportunities related
to the information that they already possess. So how individuals discover a specific opportunity

and how they organize entrepreneurial activities depends on their different experiences.

When entrepreneurs inside existing firms feel unsatisfied upon the firm failing to act
on available opportunities, an entrepreneurial spin-off may become their best choice.

“There is a strong incentive for an entrepreneur to internalize the exploitation of the
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commercial information upon which his superior judgment is based. It is the
internalization of commercial information that leads the entrepreneur to acquire control of
assets, and hence links the entreprencur to the management of a firm (Casson, 1982, p.
201).” Hence,

Proposition 3: If there is more access to information and opportunities in the prior
company, there is a greater tendency for an individual to create an

entrepreneurial spin-off.

3.2.4 Interactive Effect

Theoretical foundations argued that entrepreneurship occurs upon innovation (Schumpeter,
1934, 1939, 1942), uncertainty (Knight, 1921), and opportunity (Kirzner, 1973, 1985).
Based on the main effects independently on entrepreneurship spin-off as we suggest above,
the interactive effects between each pairs demand a further look because there is the
possibility when any two of the three conditions might happen simultaneously. Firstly,
innovation might provide incentives for further exploitation beyond the prior company
scope. Particularly when the reward system is not fully satisfied or align with uncertainty,
the one carried know-how of tacit knowledge would consider a new organization mode of

choice via entrepreneurial spin-off with even more motivations. Hence,

Proposition 4a: When there is a greater know-how of tacit knowledge gained from the
prior company and lower profit-sharing in the prior company, the

probability to create an entrepreneurial spin-off will increase.

Secondly, as the discovery process of opportunity and connection provides motivations to
internalize the commercial information via entrepreneurial spin-off mode of choice, if the
one possesses a good know-how of tacit knowledge, it is more possible that the external
opportunity further facilitates the entrepreneurial spin-off with the previously internal
resource of tacit knowledge to be exploited by using an new venture organizing of

entrepreneurial spin-off. Hence,

Proposition 4b: When there is a greater know-how of tacit knowledge gained from the
prior company and more access to information and opportunities in the
prior company, the probability to create an entrepreneurial spin-off will

increase.
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Thirdly, as the opportunity and connection facilitates the entrepreneurial spin-off,
when there is uncertainty upon the prior company regarding the reward compensation, the
external opportunity might drive a stronger motivations for the one who would like to
explore both opportunity of business ventures and opportunity of newly defined reward
scheme. Particularly when utilizing the opportunity via an organizing mode of entrepreneurial
spin-off, the new venture might consider alternatives for reward and incentive scheme in

accordance with the level of uncertainty whoever may undertake. Hence,

Proposition 4c: When there is lower profit-sharing in the prior company and more access
to information and opportunities in the prior company, the probability to

create an entrepreneurial spin-off will increase.

3.2.5 Social Capital

Witt (2004) demonstrated that socially embedded ties allowed entreprencurs to get
cheaper than market resources or even free resources or those not available at market such
as reputation and special customer relationships. Social capital, a long-lived asset, is both
appropriable and convertible, is either a substitute or a complement to other resources,
needs maintenance, is a public goods, exists in relations with other actors (Adler & Kwon,
2002). Coleman (1988) identified that social capital, acting as resources for organizations
and individuals, exists in the structure of relations between and among actors. Burt (1992)
argues that an entrepreneur is a structural agent with connections across two or more social
networks. He emphasized that the value of an agent is in spanning the structural hole, to
access and control of information flows and business opportunities within and across
various network groups. He argues that the most important person is one who occupies the
position between non-redundant sources of information. This key individual is capable of
creating a competitive advantage by utilizing the information and power benefits from the
different access to circulations of information flows. This is true regardless of flows

through strong or weak ties.

Social networks provide channels and conduits for the transmission of information
and knowledge among regionally agglomerated organizations. Firms as well as individuals
embedded in an environment full of resources have better opportunities to benefit from
externality. Geographical as well as relational proximity offer major opportunities based on
social capital. For example, the success of high-tech industries in Silicon Valley could be

attributed to the atmosphere of community in which information can be shared via informal
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communication channels. In contrast to the fall of Route 128, the leading technologies,
industrial dynamics and booming entrepreneurship in Silicon Valley have been relying on
those complicated social connections based on local universities, research institutes and
firms (Saxenian, 1994). It is common in a social network that people share experiences,
discuss technological development, and exchange new business ideas with friends, old

colleagues, suppliers and customers — even with their competitors.

Social capital can be viewed as pipes and prisms (Podolny, 2001) that allow people to
access information and opportunities through network ties. Industrial economists believe
that knowledge spillovers occur in a geographically bounded region where there is a
concentration of firm productions within an industry (Glaeser, Kallal, Scheinkamn, &
Shleifer, 1992) or between industries (Jacobs, 1969). Firms and individuals benefit from
knowledge and information spillovers because of social capital and network embeddedness.
Spatial-relational theorists contend that innovative creativity and collective learning take
place in limited geographical areas via collective learning —“a dynamic and cumulative
process of knowledge production, transfer and appropriation, taking place thanks to the
interactive mechanisms which are typical of an area where a strong sense of belonging and
strong relational synergies take place (Capello, 2002, p. 181)”. The territorial relationships
of communities provide opportunities for sharing of knowledge and values as a result of
trust and a sense of belonging (Capello, 2002). In addition, learning from suppliers and
clients is also an important way to gain further knowledge collectively in a network sense.
Such information and knowledge spillovers occur in association with social relationships
within a geographic boundary where similar economic conditions, socio-cultural

backgrounds, and cooperation projects facilitate inter-personal and inter-firm interactions.

Casson (2005) argued, “Entrepreneurial organizations are located at nodes on social
information networks. Information from diverse sources converges on these nodes, and it is
there, in the headquarters of entrepreneurial firms, that the information is synthesized prior
to investment decisions being made (p. 335)”. Han, Chao, and Chuang (2012) also found
social capital as major external resources for entrepreneurial firms to survive well. Thus,
social capital triggers the timing for entrepreneurial spin-off taking into actions as
preconditions of innovation and know-how, uncertainty and reward, and opportunity and
connection are sufficiently support the boundary condition of new venture as organizing

forms. Hence,
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Proposition 5: If there are more sources of social capital, there is a greater tendency to
trigger an individual who owns know-how of tacit knowledge gained from
the prior company, whose prior company has lower profit-sharing , and/or
who access more information and opportunities in the prior company, to

create an entrepreneurial spin-off.

4. Conclusion

This paper argues that entrepreneurs choose to create a new venture as a mode of
organizing. We build up a predictive model of when an employed individual is likely to
choose a new venture creation as the mode of organizing his or her entreprencurship. We
argue that an entreprencurial spin-off by creating a new venture is an efficiency
consideration by an entrepreneur, who owns innovation, bears uncertainty, and captures
opportunity. We develop three central arguments. First, we argue that an entrepreneur
chooses to establish a new firm for maximizing team production output with his or her
specific know-how. Furthermore, instead of accepting a hiring contract, an entrepreneur
chooses to fully bear uncertainty for his or her optimistic judgment of future fortunes
based on his or her talent. Finally, an entrepreneur chooses to utilize opportunities beyond
the current company’s businesses based on information flows and knowledge connections
in the environment of prior company settings. Above all, the three main effects might
interact with each other to provide stronger motivations on increasing the probability of the
entrepreneurial spin-off. In addition, the access to social capital can further facilitate the

above three motivations taking into actions.

However, this study has limitations by only considering entrepreneurial spin-off as an
organizing mode of choice. In addition to the main effects on entrepreneurial spin-offs, the
interactive effects are also proposed. However, future research is suggested to explore how
pairs of the interactive effects between innovation and know-how, uncertainty and reward,
and opportunity and connection might provide the strongest effects on entrepreneurial
spin-offs. By more empirical investigations in the future, comparisons between main
effects and interactive effects shall be interesting and provide further implications on the
phenomena of entrepreneurial spin-offs when considering such organizing form as a mode
of choice. Furthermore, entrepreneurship orientation, personal characteristics of

individual entrepreneurs, and personal motivations for entrepreneurial spin-offs can
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also be simultaneously considered towards comprehensive theoretical contributions for
entrepreneurial spin-off decision. In addition, empirical studies by using questionnaire
survey to compare intra-preneurship with entrepreneurial spin-off will further provide
evidences for our propositions. This study makes theoretical contributions to entrepreneur
initiatives by extending an entrepreneurial spin-off as a mode of choice within members in
an existing company. Our theoretical propositions also provide managerial implications for
practitioners in the following two perspectives. Firstly, entrepreneurship within the current
company should be carefully managed in order to keep its potential value under the current
organizational leadership. Secondly, new venture creation through the entreprenecurial
spin-off should be viewed as an organizational mode of choice while organizing problems

are normally less considered by many entrepreneurs.
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