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This study examines how formal and informal institutions shape
opportunity-driven versus necessity-driven entrepreneurship across
different stages of economic development. Using panel data from 85
countries over 2010-2023 and employing fixed-effects and system
GMM estimators, we find that in innovation-driven economies,
strengthening formal institutions particularly business freedom and
rule of law, significantly stimulates opportunity entrepreneurship. In
contrast, in factor-driven economies, weak formal institutions allow
informal institutions such as social networks to play a compensatory
and dominant role in sustaining necessity entrepreneurship. Our core
contribution reveals the concept of “institutional asymmetry":
misalignment between formal rules and informal norms weakens the
effectiveness of supportive policies and amplifies informal,
subsistence entrepreneurship. The results also show that fear of
failure discourages opportunity entrepreneurship while positively
correlating with necessity entrepreneurship. These findings
underscore that institutional reforms must be aligned with cultural
and social contexts to be effective.
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1. Introduction

Entrepreneurship is widely recognized as a fundamental driver of economic growth,
innovation, and employment. However, not all entrepreneurial activity contributes
equally to development. A critical distinction exists between opportunity
entrepreneurship (voluntary, innovation-driven, and growth-oriented) and necessity
entrepreneurship (reactive, survival-based, and often informal). While institutions
shape these entrepreneurial behaviors, most existing studies treat institutions
statically or examine formal and informal institutions in isolation. Furthermore, the
interaction between institutional layers across different stages of economic
development remains underexplored.

This study addresses three core research questions: (1) how do formal and informal
institutions differentially affect opportunity versus necessity entrepreneurship? (2)
Do these effects vary across factor-driven, efficiency-driven, and innovation-driven
economies? (3) How does institutional asymmetry —the misalignment between
formal rules and informal norms — moderate entrepreneurial outcomes? Using panel
data from 85 countries over 2010-2023, this paper provides a systematic empirical
analysis of institutional dynamics, moving beyond one-size-fits-all policy
recommendations.

The theoretical foundation is North’s institutional theory (1990), which distinguishes
between formal institutions (laws, property rights, regulations) and informal
institutions (norms, trust, and social networks). Baumol (1990) adds that institutions
determine whether entrepreneurship is productive, unproductive, or destructive.
Recent studies show that formal institutions generally promote opportunity
entrepreneurship, while weak formal institutions push individuals toward necessity
or informal entrepreneurship (Fuentelsaz et al., 2015; Udimal et al., 2020). However,
informal institutions can both complement and substitute for formal ones. Social
networks may compensate for weak legal systems but can also trap entrepreneurs in
informality (Eesley et al., 2018; Urban, 2011).

Despite these insights, the literature suffers from several gaps: formal and informal
institutions are rarely analyzed simultaneously; the role of development stages is
often ignored; and the concept of institutional asymmetry remains empirically
underexplored. This study contributes by offering a multi-country, multi-level
empirical analysis that integrates formal and informal institutions, stages of
development, and interaction effects, with a novel quantification of institutional
asymmetry using GMM residual diagnostics.

2. Methodology

Data and sample: The study uses balanced panel data from 85 countries over 2010
2023. Countries are classified into three stages following the World Economic
Forum: factor-driven (25 countries), efficiency-driven (30 countries), and
innovation-driven (30 countries).

Variables: Dependent variables are opportunity entrepreneurship (TEA_Opp) and
necessity entrepreneurship (TEA Nec) from the Global Entrepreneurship Monitor
(GEM). Independent variables include formal institutions: Rule of Law (World Bank
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WGI), Business Freedom (Heritage Foundation), and Property Rights
(Heritage/WEF); and informal institutions: Fear of Failure and Social Networks
(both from GEM). Control variables include GDP per capita (log), inflation, and
population growth (World Bank WDI).

Econometric strategy: A three-stage approach is employed. First, fixed-effects
panel regression is used to estimate net institutional effects, controlling for country
and time fixed effects. Second, interaction models test how institutional effects differ
across development stages. Third, system GMM dynamic panel models address
endogeneity, reverse causality, and persistence in entrepreneurial behavior. Pre-
estimation checks confirm stationarity (most variables 1(0)), no serious
multicollinearity (mean VIF = 3.2), and cross-sectional dependence (addressed via
clustered robust standard errors).

3. Results & Discussion

Descriptive findings: A clear pattern emerges: as countries move from factor-driven
to innovation-driven stages, opportunity entrepreneurship increases from 24.5% to
45.2%, while necessity entrepreneurship declines from 28.4% to 15.8%. Factor-
driven economies show the highest fear of failure (42.6%) and reliance on social
networks (58.5%), indicating that informal institutions act as substitutes for weak
formal institutions.

Baseline fixed-effects results (Table 3): Business freedom has a strong positive
effect on opportunity entrepreneurship (coef. 0.215%), but no significant effect on
necessity entrepreneurship. Rule of law negatively affects necessity
entrepreneurship (coef. -0.014), implying legal certainty reduces survival-driven
entrepreneurship. Fear of failure exhibits a paradoxical dual effect: negative on
opportunity entrepreneurship (coef. -0.145*) but positive on necessity
entrepreneurship (coef. 0.256). Necessity entrepreneurs act despite fear, not because
of its absence. Social networks positively affect both types, but the effect is much
stronger for necessity entrepreneurship (0.155** vs. 0.095*), highlighting their
compensatory role.

Interaction effects (Table 4): In factor-driven economies, business freedom alone
does not significantly boost opportunity entrepreneurship (coef. 0.085, not
significant), warning against blind institutional copying. In innovation-driven
economies, the effect of business freedom becomes large and significant (interaction
coef. 0.145). Social networks exhibit institutional substitution: their positive effect
is strongest in factor-driven economies (0.160%*) but weakens in innovation-driven
ones (interaction coef. -0.100**), where formal institutions take over.

Dynamic GMM results (Table 5): The lagged dependent variable is positive and
significant (coef. 0.45-0.52), confirming inertia in entrepreneurial behavior. All
institutional coefficients remain robust after controlling for endogeneity. The Hansen
J-test and AR(2) test confirm instrument validity and no second-order serial
correlation. A novel residual analysis reveals that in countries with high business
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freedom but high corruption, the model overpredicts opportunity entrepreneurship
— direct evidence of institutional asymmetry. Formal rules are neutralized by
misaligned informal norms.

This study makes several theoretical and empirical contributions. First, it
distinguishes between the compensatory and substitutive roles of social networks. In
factor-driven economies, social networks act as a powerful substitute for weak
formal institutions (coef. 0.160), but this reliance can become an institutional
trap that hinders formalization and long-term growth, as the coefficient drops to 0.06
in innovation-driven economies.

Second, the paradoxical role of fear of failure is clarified. Fear is not uniformly
detrimental: it deters opportunity entrepreneurship but coexists with necessity
entrepreneurship. This challenges linear models of entrepreneurial motivation and
implies that policies aimed at reducing fear (e.g., easy bankruptcy laws) may have
asymmetric effects across entrepreneurial types.

Third, the study empirically quantifies institutional asymmetry. When legal reforms
are implemented without changing corrupt or tax-evading norms, formal
improvements become ineffective or even counterproductive, fueling the shadow
economy rather than productive entrepreneurship. This finding aligns with Eesley et
al. (2018) and Bilan & Apostoaie (2025) but provides novel quantitative evidence
through GMM residual diagnostics.

Fourth, development-stage contingency is confirmed. The same institutional variable
has different effects depending on a country’s stage of development, implying that
institutional reforms must be sequenced and context-sensitive.

4. Conclusion and Policy Implications

This study concludes that the transition from necessity-driven to opportunity-driven
entrepreneurship is not automatic with economic growth. It requires a coordinated
institutional transition where formal and informal institutions evolve together. Key
findings are: formal institutions are necessary but not sufficient for opportunity
entrepreneurship in developing countries; informal institutions play a vital
compensatory role but can become growth traps; institutional asymmetry
undermines policy effectiveness; and fear of failure has a dual role that must be
addressed differently across entrepreneurial motives.

Policy recommendations: (1) Factor-driven countries should avoid institutional
copying — directly adopting laws from innovation-driven economies without local
cultural adaptation is ineffective. (2) Legal reforms must be accompanied by cultural
change, including anti-corruption measures, tax transparency, and trust-building, to
reduce institutional asymmetry. (3) Instead of suppressing social networks, policies
should transform them into formal bridges (e.g., registered cooperatives or trade
associations) to ease the transition from necessity to opportunity entrepreneurship.
(4) Education systems should go beyond technical skills to build institutional
literacy, helping entrepreneurs navigate bureaucracy and strategically use
institutional gaps.
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