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Chapterr 5 

Humann Capital of Small-Scale Business Owners and Business Success: A 
Longitudinall  Study on Moderators and Mediators4 

Humann capital of small business owners is important for business success but it does not 

havee an elaborated theory on the mechanisms and contingencies that lead to success. One 

mechanismm is that human capital increases business owner's productivity, which results in 

higherr profits. Moreover, human capital is particularly important in difficult tasks and 

difficul tt situations. 119 German small-scale enterprises participated in a longitudinal study. 

Goalss and plans as action related cognitions mediated the relationship between human capital 

andd success. Moreover, the effect of human capital on business success is moderated by 

environmentall  hostility, focused strategies, and growth orientation. 

Introduction n 

Humann capital of small business owners constitutes an important factor of small-scale 

businesss success (cf Cooper & Gimeno-Gascon, 1992; Rauch & Frese, 2000). However, 

studiess seldom address the mechanisms and contingencies of the effects of human capital of 

businesss founders on success. Knowledge about these mechanisms is important for theoretical 

andd practical reasons. Theoretically, it is necessary to answer the question in which way 

humann capital leads to success to be able to have a full theory of human capital. We want to 

arguee that human capital is a resource to plan and to set goals better and that it is this mediator 

thatt leads to success. Additionally, we need to know under which circumstances a relationship 

holdss and this is the question of moderators. Practically, interventions, such as training, 

requiree to know the intervention points. Frequently, the mediators are useful intervention 

points.. If specific ways to set goals and to develop plans of actions are mediators leading to 

effectivee performance, one can teach these skills specifically rather than investing money to 

increasee human capital in general. 

Figuree 1 describes our mediator/moderator model of human capital and success. 

Mediatorss are the quality of action goals and action plans and growth orientation, which are 

causedd by human capital and in turn influence business success. Action goals are desired 

44 This chapter is based on: Rauch, A. & Frese, M. Human Capital of Small Scale Business Owners and Business 

Success.. A longitudinal study on moderators and mediators. Submitted for publication. 
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endstates;; plans control the order in which a sequence of actions is to be performed (Miller, 

Galanter,, & Pribram, 1960). A growth-oriented firm is characterized by innovative behavior 

andd focuses on profit and growth goals (Carland, Hoy, Boulton, & Carland, 1984). Moreover, 

humann capital may turn out to be unnecessary or misplaced when performing certain tasks in 

certainn environments. In the following, we explain these relationships in more detail. 

Figuree 1 

AA Psychological Model of the Effect of Human Capital on Business Success 

Actionn goals, 
actionn plans 

Humann capital of 
businesss owners 

/

Focused d 
strategies s 

w w 
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Environment t 
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i i i i 

Humann Capital of Business Owners 

Humann capital of business founders consists of knowledge and skills that help in the 

taskss to run a business and to learn more about it. Becker (1975) differentiated between 

generall  human capital and specific human capital. General human capital is not directly 

relatedd to a certain job, and includes years of schooling and years of work experience. 

Specificc human capital is specific to the domain of a small-scale business. Indicators of 

specificc human capital are industry specific experience, prior self-employment experience, 

leadershipp experience and having self-employed parents (Bruederl, Preisendoerfer, & Ziegler, 

1992).. Specific human capital consists of knowledge about profitable niches and increasing 

productivityy and should, therefore, help to organize a business successfully. Prior self-

employmentt experience is important because knowledge generated by prior self-employment 

helpss to run the current enterprise. Prior leadership/ management experience helps in 

managingg and directing employees. Finally, children of self-employed parents often have 
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accesss to knowledge and skills related to being a business owner and therefore, they were able 

too accumulate a high degree of specific entrepreneurship knowledge. 

Theree is a positive relationship between business owner's human capital and business 

successs but this relationship is not high enough to make human capital the decisive factor for 

success.. Rauch and Frese (2000) analyzed seven studies and found an average correlation of 

.099 between human capital and small business success in the studies by Chandler & Hanks 

(1996),, Chandler & Jansen (1992), Chandler & Hanks (1994), Duchesnau & Gartner (1990), 

Goebell  & Frese (1999), Lorrain (1988), and Lussier, (1995). While this coefficient was small, 

itt was significantly positive, which indicates some support for the human capital hypothesis. 

Inn addition, Bruederl et al. (1992) and Cooper, Gimeno-Gascon and Woo (1994) found that 

yearss of schooling, of work experience, and of industry specific experience were associated 

withh a higher chance for survival. Even studies that did not show significant relationships 

suchh as Frese (2000) actually produced relationships similar in size as the ones reported in the 

quantitativee analysis by Rauch and Frese (2000). Therefore, we hypothesize: 

Hypothesiss 1. Human capital of small-scale business owners has a small positive 

effectt on business success. 

Iff  a phenomenon produces consistently small and positive results, it is useful to look for 

mediatorss and moderators. First, we take a closer look at the processes by which human 

capitall  functions. It is difficult to observe human capital directly. Therefore, it is necessary to 

lookk at action processes that are an outgrowth of skills and knowledge. This may contribute to 

aa higher degree of explained variance. Second, we look at moderator effects since moderators 

mayy explain why in some situations, there is a low relationship and in some other situations, 

theree is a high relationship between human capital and success. 

Actionn Goals and Action Plans as Mediators 

Actionn goals are desired endstates and plans control the order in which a sequence of 

actionss is to be performed (Miller et al., 1960). Consistent with action theory, we posit that 

knowledgee and skills help to develop good goals and plans and that good goals and plans are 

successfull  (Hacker, 1992; Frese & Zapf, 1994). Knowledge and skills are embodied in human 

capitall  and therefore, this should be a factor for developing good goals/plans. 

Theree is a large literature of what constitutes good goals and plans. The literature on goal 

settingg is of particular importance here as it suggests that high and specific goals affect task 
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performancee by directing attentions and actions, by mobilizing effort, increasing persistence, 

andd by motivating individuals to develop relevant strategies for goal attainment (Locke, 

Shaw,, Saari & Latham, 1981, pp. 145). Thus, goal difficulty and specificity help to increase 

performancee (Locke & Latham, 1990). Difficul t goals produce higher performance than easy 

goalss because people are more motivated and work harder (Locke et al., 1981). A specific 

goall  is frequently expressed in quantitative terms and helps the actor to concentrate on what is 

importantt (Locke et al., 1981). Performance should also be high and specific in entrepreneurs. 

Twoo types of goals are of particular importance for entrepreneurs: Long term visions for 

thee company and specific yearly targets. Visions are emotionally laden long term and high 

goalss that go beyond the direct benefits that come from entrepreneurial activities. Examples 

aree to become a dominant enterprise in one market segment or to help reduce ecological 

problemss by producing wind energy to replace fossil energy use. Visions are core components 

off  charismatic leadership theories (Bass, 1990; House, 1977) and have been found to affect 

performancee (Howell & Forst, 1989; Kirkpatrick & Locke, 1996). One study has also 

empiricallyy shown the positive function of visions for success in small-scale businesses 

(Baum,, Locke, & Kirkpatrick, 1998). Visions are not usually specific, but they imply a high 

andd long-term goal. To complement high visions, one also needs specific yearly goals that 

shouldd be related to the vision. A yearly target is often a quantitative goal, for example, 

gettingg a specific number of additional customers, doubling one's sales. 

Ann important aspect of action plans is the detailedness of plans (Rauch & Frese, 1998, 

Fresee & Zapf, 1994). Detailed planning implies a proactive approach using sub-plans (Frese, 

vann Gelderen, & Ombach, 2000). The advantages of detailed planning are that one is actively 

structuringg one's situation, accumulating information by scanning the environment, and thus, 

developingg better knowledge of business issues. A plan bridges thought and action (Miller, 

1960).. Thus, planning always implies some kind of action; it is closely related to action 

implementationn and therefore, related to business success. 

Hypothesiss 2. The quality of action goals and action plans leads to small-scale 

businesss success. 

Hypothesiss 3. Action goals and plans are mediating the effect of human capital on 

success. . 
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Growthh Orientation as Mediator 

Thee growth orientation of the firm is a specific goal related to human capital and success 

(seee Figure 1). The distinction between growth-oriented firms and not-growth-oriented firm 

hass been suggested by several authors (cf. Smith & Miner, 1983; Miner, 1996; Woo, 

Dunkelberg,, & Cooper, 1988; Carland, Hoy, Boulton, & Carland, 1984). However, different 

studiess used different attributes to categorize these two types of firms. Some authors 

introducedd business owner's experience and knowledge to distinguish between the two types 

off  firms (cf. Smith & Miner, 1983; Woo et al., 1988). Carland et al (1984) described growth-

orientedd firms as being more likely to become dominant in its industry; they frequently 

employy innovative strategies and strategic management practices. Enterprises that are not 

growthh oriented do not engage in new marketing or innovative practices. Davidsson (1991) 

showedd that education and experience has a small positive effect on growth motivation. Thus, 

businesss owners with high human capital choose higher growth goals than business owners 

withh low human capital. Moreover, growth goals are related to growth expectations 

(Davidsson,, 1989) as well as to business growth (Baum, 1995). Thus, growth orientation is 

relatedd to business success. We assume that growth orientation is one of the processes through 

whichh human capital has effects on business success. Therefore, growth orientation should 

mediatee the effect of human capital on business success. Thus, we predict: 

Hypothesiss 4. Human capital of business owners leads to more growth orientation, 

whichh in turn leads to business success. 

Moderatorr Effects 

Wee want to argue that human capital has a stronger effect in a difficult environment or 

whenn using difficult strategies. Human capital becomes important when there is a highly 

hostilee environment. Environmental hostility reduces resources, decreases profit margins and 

handicapss maneuverability (Miller & Friesen, 1983). Thus, to do business becomes more 

difficul tt and complex. Human capital helps to deal with these environmental threats, because 

itt helps to anticipate decreasing resources and profits, it helps to develop plans and actions to 

counterr the threats, and it helps to increase maneuverability. Thus, human capital should be 

stronglyy and positively related to success when there is high environmental hostility. A non-

hostilee environment is easier and less complex than a hostile environment. Thus, in a non-

hostilee environment high human capital is not so necessary to run an enterprise successfully. 

Therefore,, human capital should not be related to success in non-hostile environments. 
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Withh regard to strategies, we assume that human capital has stronger effects on success 

whenn using a focused strategy rather than a broad strategy. Porter (1980) suggested that a 

focusedd strategy has some competitive advantages because one avoids heavy competition by 

focusingg resources on a specific market segment. This premise was not supported empirically 

(Baumford,, Dean, & McDougall, 1997; Sandberg & Hofer, 1987; Kean, Niemeyer & Miller, 

1996,, McNamee 1989). We think however, given enough knowledge and skills, it is possible 

too use a focused strategy. More precisely, a highly focused strategy should only be successful 

iff  the owner show a high degree of knowledge and skills. A high degree of precise knowledge 

andd good skills are presuppose of a good analysis of demands and resources. Thus, the effect 

off  human capital should be moderated by focused strategy. 

Finally,, we assume that human capital has higher effects on business success in growth 

orientedd firms than in non-growth oriented firms. Thus, the variable growth orientation has 

bothh mediator and moderator status in our theory (Baron & Kenny, 1986). In growth oriented 

firmss good skills and knowledge are required to introduce the right strategies necessary for 

growth,, for example employing the right strategic management practices and introducing 

powerfull  innovations. If growth orientation is low, a status quo is to be maintained. Skills and 

knowledgee are not so critical for success under these circumstances. Therefore, growth 

orientationn is moderating the effect of human capital on success. Thus, we predict: 

Hypothesiss 5. The effect of human capital on business success is moderated by 

environmentall  hostility, focused strategy, and growth orientation. 

Methods s 

Sample e 

Thee sample was drawn from Jena in East Germany and from Giessen in West Germany. 

Bothh cities have structural similarities; they are university cities with around 75.000 

inhabitants.. The participants were randomly chosen from lists, provided by the local chambers 

off  commerce (registration is mandatory in Germany). 

Thee participants were selected by using four criteria: First, the enterprise had to have 

betweenn one and fifty employees. This corresponds to the European Union definition of 

small-scalee firms. Second, since self-employment was hardly possible in the former East 

Germany,, the enterprises had to be founded after the German reunification. Thus, enterprises 

hadd to be founded between 1990 and 1992. Third, the participant had to be the founder and 
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ownerr of the enterprise and fourth, the enterprise had to be a stand-alone or a franchise 

business. . 

Wee did the first wave in 1993 with 201 business owners providing data. The response 

ratee was 58%. In 1997 - the second wave- 58 enterprises could not be identified 

(experimentall  mortality 29%). They may have moved, may have changed companies' name 

orr may have gone bankrupt. 24 enterprises rejected to participate in wave two (response rate 

wass 83%). Thus, the second wave of the longitudinal study consisted of 119 enterprises. 

Measures s 

Thee business owners participated in a one hour standardized interview. Interview 

measuress were rated by two independent raters and their mean rating was used for further 

calculations.. Inter-rater reliabilities were estimated using the intra-class coefficient (Shrout & 

Fleiss,, 1979). In addition, business owners were asked to fill  in a questionnaire. Reliabilities 

aree displayed in the diagonal of Table I. 

Humann capital was measured in wave one as an index consisting of seven measures. 

Theree were four measures of general human capital: School degree and degree of vocational 

trainingg was measured in the questionnaire. Prior management experience and degree of 

vocationall  training of father were interview measures. Specific human capital was measured 

inn the interview. Indicators of specific human capital were prior self-employment experience, 

priorr self-employment in the same type of industry, and self- employed father. These 

measuress are causal indicators of human capital, which need not to be internally consistent 

(Bollenn & Lennox, 1991). For example, the relationship between having a high school degree 

andd experience in prior self-employment is not necessarily high. Nevertheless, high values on 

thee index reflect more knowledge and experiences, and therefore, high human capital. 

Too measure business owner's action goals and plans we developed an action process 

intervieww schedule for the purpose of the study. As a starting point, the business owner was 

askedd for the most important targets for the next year. The answers were rated according to 

thee number of different targets and the specificity of the targets. Then, we asked for plans to 

implementt these targets. The amount of planning and the detailedness of plans were rated. 

Next,, the business owners were asked for actions already done to reach the targets. The 

numberr of actions and the quality of these actions were rated. Finally, the business owners 

weree asked about their visions. The answers were rated on a 4-point-scale, a one was for no 

visionn at all, a 4 was given for high long term visions, for example bringing the enterprises 

intoo a dominant market position. Since action goals and plans were highly interrelated we 
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combinedd them into one scale, which is referred to as action goals/ action plans. Action goals/ 

actionn plans were measured in wave one and in wave two. Cronbach's alphas were .81 in 

wavee one and .80 in wave two. 

Environmentall  hostility and focused strategy were measured in wave one. 

Environmentall  hostility was a seven-item measure on the degree of competition (Rauch & 

Frese,, 1998). Cronbach's alphas were .70 in wave one and .68 in wave two. Focused strategy 

wass a rating of interview responses. The business owners were asked whether they focused on 

aa specific market segment. This specific market segment could be related to a service, a 

productt or a process. Growth orientation (Mattews & Scott, 1995) was measured only in wave 

twoo with one item based on the description of the Carland et al.'s (1984) typology of 

entrepreneuriall  and small business ventures. Participants were presented two general business 

descriptions;; one described growing enterprises with a potential to become dominant in its 

field.. The other description referred to an enterprise that acts independently, but that is not 

growingg and that is not becoming dominant in its field. The participants were asked to 

indicatee which of the two descriptions most closely fit  their company. 

Wee used two measures of business success, in both waves: Business success and 

satisfactionn with work. Business success consisted of growth of enterprise and number of 

employees.. Growth of enterprise was the average growth of employees during the last three 

years.. Since number of employees was highly related to growth of enterprise (r=.74, p<.01 in 

wavee one; r=.42, p<.01 in wave two) we combined them into one measure. Business owners' 

satisfactionn with their work was a single 7-point-item in the questionnaire. 

Wee had an inter-industry design and therefore, we controlled for type of industry. Type 

off  industry was dummy coded into manufacturing, craft, trade, and service. There is evidence, 

thatt newly founded enterprises have a higher risk of failure than long established ones 

(Bruederll  et al., 1992). Although our design controlled for company age, we additionally 

controlledd for it statistically. 

Inter-correlationss of success measures. One problem of entrepreneurship research is 

relatedd to the dependent variable success. To get additional validity data, we added four 

successs measures in wave two (Lyles, Baird, Orris, & Kuratko, 1995; Barkham, 1994, 

ChandlerChandler & Hanks, 1994; Bruederl & Preisendoerfer, 1998). They can be used to study their 

relationshipss with our success measures that we have available in both waves. Table 1 shows 

thatt the two measures used for the longitudinal analyses were well correlated with sales and 

saless growth but littl e correlated with profit and profit growth. We did not expect a close 

relationshipp between the size and the growth measure on the one hand and profit measures on 
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thee other hand. For example, a business owner may very well increase profits by reducing the 

numberr of employees. Similar, one can reduce sales while increasing the profits of an 

enterprise,, for example by focusing on the most profitable customers. Moreover, profit is a 

figuree that good business people keep as low as possible to reduce taxes. Thus, our success 

measuress reflect sales and employee figures rather than profit figures. 

Tablee 1 

Correlationss of our Success Measures with other Success Variables (all of them t2 measures). 
!!  2 3 4 5 6__ 

11 Size of enterprise 

22 Growth of enterprises .42** 

33 Profit .12 .12 

44 Profit growth .14 .13 .31* 

55 Sales .60**  .28**  -.20 .07 

66 Sales growth .45**  .55**  .17 .08 .43** 

Note.. *p<.05. **p<.01. 

Results s 

Tablee 2 describes the inter-correlations of the variables. Human capital of business 

founderss was positively related to business success in both waves. Similarly, business owner's 

actionn goals/ plans were positively related to business success in both waves. Human capital 

off  business founders was positively related to actions goals/action plans in wave one, but it 

wass not related to actions goals/ action plans in wave two. Thus, there were positive 

relationshipss between human capital, action goals/ action plans and business success in cross 

sectionall  analyses. Neither human capital nor action goals/ action plans were correlated with 

satisfaction.. Similarly, satisfaction was not correlated with business success. Thus, even 

thoughh satisfaction is a frequently used and recommended variable in entrepreneurship 

researchh (Cooper & Artz, 1995), our data suggest that satisfaction is a variable in its own 

right. . 

Ourr hypotheses were tested by using hierarchical regression analyses (Cohen & Cohen, 

1975).. Prior success was controlled in the first step. Control variables were included in the 

secondd step. In step three the independent variables were included into the equation. In 
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accordancee with our first and second hypotheses, business owner's human capital and high 

actionn goals/ action plans led to an increase in business success (Table 3) with an increment of 

explainedd variance of 7%. Neither human capital nor actions had an effect on satisfaction with 

work. . 

Tablee 3 

Hierarchicall  Regression Analysis for Human Capital and Action Sequence Predicting 

Changess in Business Success (t2) 

Stenn and nredictor 
1.. Control 
Successs tl 

2.. Control variables 
Industryy type: craft tl 
Industryy type: trade tl 
Industryy type: manufacturing tl 
Agee of enterprise 11 

3.. Predictors 
Humann capital tl 
Highh action goals/ action plans tl 

R2 2 

Adjustedd R" 
AR2 2 

1 1 

57** * 

.33** * 

.31 1 

.33** * 

2 2 

.53** * 

-.02 2 
.03 3 
.28** * 
-.05 5 

.40** * 

.37 7 

.08* * 

3 3 

.47** * 

.01 1 

.02 2 

.23* * 
-.04 4 

.20* * 

.16* * 

.47** * 

.43 3 

.07** * 
Note.. Displayed coefficients are standardized beta weights. *p<.05. **p<.01 

Bivariatee relationships between mediator, independent variable, and dependent variable 

aree necessary but not sufficient conditions for the validity of a mediator (James & Brett, 

1984).. Action goals/ action plans and growth orientation satisfied the necessary conditions of 

aa mediator testing. We used hierarchical multiple regression analyses to test our mediator 

hypothesess (Cohen & Cohen, 1975). Business success in t2 was the dependent variable. 

Successs in tl was controlled in the first step of the equation. Control variables were included 

inn the second step. The mediator was included in the third step and human capital was 

includedd in the last step of the equation. The most interesting result is the increment of 

explainedd variance of the last step because the effect of the mediator was controlled here. In 

regressionn analysis 1 of Table 4 the effect of the mediators was not controlled. Human capital 

hadd an R~ increment of .05 predicting business success. Human capital had an R" increment of 

.033 when the effect of the mediators was controlled (regression analysis 2)- a reduction of 

explainedd variance by 40%. This supports hypotheses 3 and 4 that action goals and growth 

orientationn mediate the effect of human capital on success. However, the mediation was not 

perfectt since the effect of human capital on business success was still significant after 
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controllingg for mediators (Baron & Kenny, 1986). This result indicates that there are 

additionall  mediating factors. 

Tablee 4 

Mediatorr Analysis: Predicting Business Success from Action Goals/ Action Plans, Growth 

Orientation,, and Human Capital (Hierarchical Regression Analyses, Standardized Regression 

Coefficients) ) 

Businesss success t2 
Regression n 
too test mediator 

.47** * 

.33 3 
45.66** * 

.01 1 

.02 2 

.21** * 
-.04 4 
.08 8 
3.05* * 

.15 5 

.09 9 

.05 5 
4.09* * 

.18* * 

.03 3 
4.25* * 
.48 8 
.43 3 

Note.. *p< .05. **p<.01 

Wee used moderated regression analysis to test moderating effects of human capital on 

businesss success (Cohen & Cohen, 1975). The dependent variable was business success in 

wavee two. Success in wave one was controlled in the first step of the equation, control 

variabless in the second step. The third step of the equation consisted of moderator and 

independentt variables. Finally, the interaction terms were included into the equation. The 

resultss are displayed in Table 5. The fourth hypothesis was supported. Interaction terms of 

humann capital and hostility, human capital and focused strategy, and human capital and 

growthh orientation were all significant. Increased explained variance of Step 4 was 20 percent. 

Control l 
Businesss success tl 

AR2 2 

FF for AR2 

Controls s 
Industryy type: Craft tl 
IndustryIndustry type: Trade tl 
Industryy type: Manufacturing 
Agee of enterprise 

AR2 2 

FF for AR2 

Mediatorr variables 
Actionn goals/ action plans tl 
Growthh orientation t2 

AR2 2 

FF for AR2 

Independentt variable 
Humann capital tl 

AR2 2 

FforAR2 2 

R2 2 

Adjustedd R2 

Reeression n 
withoutt mediator 

.50** * 

.33 3 
49.03** * 

.04 4 

.03 3 
tll  .25** 

-.03 3 
.08 8 
3.28* * 

.23** * 

.05 5 
8.18** * 
.45 5 
.42 2 
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Tablee 5 

Hierarchicall  Regression Analysis for Human Capital and Moderator Variables Predicting 

Changess in Business Success 

Stenn and nredictor 
1.. Control 
Successs tl 

2.. Control Variables 
Industryy type: craft 
Industryy type: trade 
Industryy type: manufacturing 
Agee of enterprise 

3.. Main effects 
Humann capital tl 
Environmentall  hostility tl 
Focusedd strategy tl 
Growthh orientation t2 

4.. Interaction effects 
Humann capital * hostility tl 
Humann capital * focused strategy tl 
Humann capital * growth orientation t2 

R2 2 
Adjustedd R2 
AR? ? 

1 1 

.57** * 

.33** * 

.32 2 
33** * 

2 2 

.53** * 

-.02 2 
.03 3 
.28** * 
-.05 5 

40** * 
.40 0 
.08* * 

3 3 

.50** * 

.04 4 

.04 4 

.23** * 
-.04 4 

.20* * 
-.01 1 
.10 0 
.04 4 

.46** * 

.40 0 

.06* * 

4 4 

.43** * 

-.02 2 
.02 2 
.19* * 
.02 2 

-1.77** * 
-.08 8 
-.03 3 
.15 5 

39** * 
93** * 
1.17** * 
.66** * 
.61 1 
.20** * 

Note.. Displayed coefficients are standardized beta weights. *p<.05. **p<.01. 

Too understand the meaning of the interaction effects we generated a series of simple 

regressionn equations at specific values of the moderator (Aiken & West, 1991). As Figure 2 

indicates,, human capital had stronger effects on business success when there was high 

environmentall  hostility. In contrast, human capital did not affect success when there was low 

environmentall  hostility. Figure 3 displays the direction of the interaction effect of human 

capitall  and growth orientation. Human capital had positive effects on business success in high 

growthh oriented firms. However, in non-growth oriented firms high human capital had 

negativee effects on business success. Similarly, human capital had higher effects on success 

whenn using focused strategies (Figure 4). Human capital was negatively related to success, 

whenn broad strategies were used. 

Figuree 2: Hostility moderating the 
effectt of human capital on business 
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Figuree 3: Growth orientation moderating 
thee effect of human capital on business 
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Figuree 4 Focused strategy 
moderatingg the effect of human 

capitall on business success 
Businesss i1 
successs ^ focused strategy 

broadd strategy 

low w 
humann capital 

high h 

Discussion n 

Ourr model displayed in Table 1 was supported; human capital- affected small-scale 

businesss success. Our study confirms other findings consistently reported about human capital 

off  small business owners (see review Rauch & Frese, 2000). This study also provides insight 

intoo how human capital has positive effects. First, human capital affects success through 

certainn mediating processes. Growth orientation and action goals/action plans were mediating 

thee effect of human capital on success. Second, the study supports a contingency view; human 

capitall  is particularly important for success in hostile environments, when using focused 

businesss strategies, and when having a high growth orientation. 

Humann capital had effects on business success when prior success was controlled. This 

impliess that human capital has effects on changes in success. Since we used only proxy 

measuress of knowledge and skills the effects shown for human capital are sizeable. One 

study,, for example found that cognitive ability measures produced higher correlations with 
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economicc success than did human capital (Frese, Krauss. &Friedrich 2000). Possibly, more 

specificspecific measures of knowledge and skills will produce higher effects on success, than those 

usedd in our study. 

Ourr mediation hypotheses were supported. The effect of human capital on business 

successs is in part due to its influence on action goals/ action plans and growth orientation. The 

mediationn model leads us to two conclusions. First, there are effects of human capital on 

businesss success. However, these effects are not direct (Herron & Robinson, 1993b) but 

appearr because human capital has effects on developing action goals/ action plans. Action 

goals/actionn plans predicted changes in business success. More specifically, difficult and 

specificc goals, detailed planning, plan implementation and visions affected business success. 

Highh and difficult goals influence performance because they motivate people to work hard to 

achievee the goal (Locke et al., 1981). Planning helps to work smart because it structures one's 

situation,, it helps to accumulate information and to analyze the environment. Second, our 

resultss suggest that the inclusion of psychological process variables increases the predictive 

powerr of small business success (Frese, Krauss, & Friedrich, 2000). The advantage is that 

measuress of action goals/action plans are conceptionally nearer to behaviors of business 

owners.. Gartner (1988) argued that behavior approaches would be a productive perspective 

forr research in entrepreneurship. 

Thee identification of such mediators helps to understand the link between human capital 

andd success. However, the effects of the mediators were not complete; some of the effect of 

humann capital on business success remained unaccounted for. One reason might be the 

presencee of multiple mediators (Baron & Kenny, 1986). Thus, there are other potential 

mechanismss through which human capital leads to success. One mediator not studied here 

couldd be personal initiative (Krauss, Frese, & Friedrich, 2000). Another effect of human 

capitall  may be due to selection. Business owners with a high amount of human capital may 

sett up firms with high chances of survival. While our study did not address this mechanism, 

Bruederll  et al. (1992) confirmed this hypothesis: Business owners with a high stock of human 

capitall  made more capital investments, were registered, and had more employees when 

startingg the company. In accordance with the liability of smallness hypothesis, the bigger 

enterprisess had a higher chance to survive. In our study, we found a positive correlation 

betweenn human capital and the number of employees in wave one. There might be an other 

routee of explaining the effect of human capital: Higher cognitive ability leads to more 

learningg and to more human capital. Cognitive ability and human capital are highly related to 

eachh other and Frese, Krauss, and Friedrich (2000) showed that both are correlated with small 
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businesss success. Such a hypothesis also suggests that general human capital may be more 

importantt than specific human capital. In our study, the strongest predictors of success were 

schooll  degree and degree of vocational training. A similar result was found by Bruederl et al. 

(1992).. Human capital theory can not sufficiently explain these findings, because specific 

competenciess are seen as important as general competencies. Further research should address 

thiss question. 

Thee study provides evidence that the effects of business owners human capital on 

successs are contingent on environmental hostility, focused strategy and growth orientation. 

Humann capital is important in hostile environments because it helps to anticipate scarce 

resourcess and decreasing profits and to increase business maneuverability. Herron and 

Robinsonn (1993b) found that skills of business owners become more important when it is 

difficul tt to enter new markets and when the industry structure was heterogeneous. Thus, high 

humann capital is important when business owners have to perform in difficult environments. 

Humann capital is important when using a focused strategy because one needs knowledge and 

skillss to develop such a strategy successfully. Similarly, human capital is required for growth 

orientationn because it helps to use the right strategies for growth. Thus, human capital is 

importantt when business owners have to perform difficult tasks or work in difficult situations. 

Furtherr additional comments need to be made. Our model proposed in Figure 1 did well 

forr the prediction of business success; business owner's satisfaction was not predicted well by 

thee model. However, the latter variable is probably influenced by what owners want to 

achieve.. Successful business owners may very well be dissatisfied for example, because they 

expectedd much higher profits. Owners that do not want to achieve high growth may well be 

satisfiedd with a stagnating enterprise and still believe to be successful. Therefore, satisfaction 

iss an important variable on its own (Cooper & Arts, 1995). A limitation concerning the 

dependentt variable is an over-sampling of successful enterprises, since enterprises were still 

existingg at the time of wave one. Therefore, business owners with low human capital might 

alreadyy have closed down the company when we started sampling our study. However, this 

biass works against out hypotheses because there is reduces variance in human capital. 

Therefore,, the results are a conservative representation of the human capital- success 

relationship. . 

AA strength of our study is its longitudinal design, which allowed to hold prior levels of 

successs constant. This is a conservative way of looking at relationships between variables and 

itt implies that our predictors can explain changes in success. 
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Thee study has important implications. Human capital is important for small-scale 

businesss success. A long-term political intervention implies to invest in education and 

vocationall  training because these attributes are important for business success. Growth goals 

andd action goals/ action plans are potential intervention points for short-term interventions 

becausee they are easier to train than human capital. Therefore, our study suggests that future 

researchh should include psychological action concepts for predicting firm success While 

humann capital of business owners is important for business success, it is not the decisive 

factor.. Human capital is important when performing difficult tasks and situations. However, 

businesss owners with low human capital may very well be successful when using broad 

strategiess or when not focusing on growth targets. This must be considered by banks and 

businesss advisors. When performing difficult strategies or situations business owners should 

improvee their knowledge and experience. 
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