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I. Introduction
The explosion of research on entrepreneurship over the last decade has uncovered several new avenues for research inquiry, but also left many of the most basic questions unanswered. For example, while numerous academic studies have focused on venture capital financing of new ventures, almost none have examined the role of credit cards as a financing tool for entrepreneurs. Since a very small percentage of entrepreneurs receive venture capital, most entrepreneurs finance their businesses through other means. Often before tapping “friends, families, and fools” or after being turned down for a bank loan, incipient entrepreneurs utilize credit cards to “bootstrap” their new venture. In fact, a recent study by MasterCard reported that 57% of small business owners used credit cards to finance their companies (Cole, Lahm Jr., Little Jr., and Seipel, 2005; de Paula, 2003). The entrepreneurship practitioner community is well aware of this phenomenon as well, as explained by Eric Rosenfeld, President of Adaptive Consulting Partners, who said “…I just discovered that credit cards have become today’s start-up business financing tool.”
  However, academics have yet to rigorously investigate the role of credit cards in the entrepreneurial process. We suggest that this inattention to short term methods of financing may also contribute to mixed results in an important body of work on liquidity constraints and entrepreneurship.
In this paper, we evaluate the impact of variation in credit card interest rates on entrepreneurship in the United States. In particular, we use the Marquette decision, a 1978 Supreme Court ruling that eliminated state caps on credit card interest rates. Prior to Marquette, there was significant variation in credit card interest rates across states. After the decision, rates began to converge, allowing credit card companies in states with previously low interest rates to charge much higher rates and extend credit to different populations. Using this decision as a natural experiment, we are able to test the impact of rate changes on levels of entrepreneurship. Our preliminary results are mixed.  Credit card interest rate caps do not seem to affect self employment rates.  Female and African-American workers appear to be more likely to enter self-employment as interest rate caps rise, but this finding is not robust to state level clustered standard errors.  In the next section, we review the extant literature and discuss the Marquette decision. We then proceed to discuss our methods and data, results, and the implications from our analysis.
II. Literature Review and Theoretical Development
The role of liquidity constraints in entrepreneurship has presented a persistent puzzle for scholars. While many prior academic studies have focused on the importance of liquidity constraints to entrepreneurs, they yield contradictory results. For example, Blanchflower and Oswald (1998), Fairlie (1999) and Lindh and Ohlsson (1996) all demonstrate that lack of a wealth constraint correlates with higher levels of entrepreneurship. Alternatively, Hurst and Lusardi (2004) and Petersen and Rajan (2002) find that there does not exist a wealth constraint to entrepreneurship. It is possible that these contradictory results may be related to inattention to the relative importance of different types of financing. Entrepreneurs need start up capital to invest in their projects as well as operating capital to finance everyday expenses.  Presumably, individuals with very high levels of wealth should have enough finances to cover both these capital needs.  However, individuals with moderate amounts of wealth may have enough finances to cover the start up capital needs, but lack the necessary finances to cover operating capital needs.  
The ability to access capital for short term needs is important for small businesses and entrepreneurs. Entrepreneurs face regular cash outflows such as rent and utility bills, vendor bills, and salaries for employees. Yet entrepreneurs often face uncertain cash inflows - for example they typically have few customers and if one or more of these customers delays payment the entrepreneur can face a funding shortfall. In order to cover these funding shortfalls, entrepreneurs are willing to pay higher rates on borrowed capital. The importance of the availability of this type of capital to meet immediate needs is addressed in a recent study by the National Federation of Independent Business (NFIB). The NFIB asks small business owners to rank their most severe problems. Cash flow is ranked number seven, whereas obtaining long (5 years) and short ( 12 months) term business loans is ranked 68 and 70 respectively (see Barth, Yago and Zeidman (2005) for additional information). 
Despite the apparent importance of access to short term credit, no previous study to our knowledge has empirically analyzed the role of credit cards on entrepreneurship. If entrepreneurs rely on credit cards for short term financing, the availability of such credit should impact entrepreneurship rates. This is because when credit card interest rates are allowed to increase, credit card companies will extend credit to more people.  Hence, we expect increases in state interest rate caps to be positively correlated with increases in self employment.  The effect should be more pronounced on individuals that have difficulty obtaining credit through banks or other lending channels, and on individuals who are perceived as being higher risk than other individuals.  Blanchflower, Levine and Zimmerman (2003) find that black-owned small businesses are more than twice as likely to be denied bank credit.  They also show that 21% of black owned small businesses in 1993 expected to face credit availability problems, compared to 6% of white owned small businesses.  Building on this and similar studies, we expect that increases in credit card interest rates should have a positive effect on entrepreneurship for black individuals.  Similarly, research has found that female entrepreneurs face more challenging capital raising requirements than male entrepreneurs.  Coleman (2000) finds evidence that suggests female entrepreneurs are charged higher interest rates and are required to have higher levels of collateral.  Thus, we expect that increases in credit card interest rates should have a positive effect on entrepreneurship for females.
In the next section we describe our data and empirical approach, utilizing an exogenous shock to credit card interest rates.
III. Data and Empirical Strategy 
Drawing from the insights of the NFIB study mentioned above, we hypothesize that access to high cost of capital financing is an important determinant of entrepreneurial activity. Our prediction is that higher credit card interest rates will lead to increased entrepreneurship. We are able to test this idea with a quasi-natural experiment. In the 1970s and early 1980s, maximum allowable credit card rates varied across states and across time (see Figure 1). For example, the maximum rate in Alabama in 1977 was 18% whereas in Minnesota it was 12%.  In 1982, these rates were 21% and 18% respectively.  Rate changes occurred because of growing concern about consumer credit protection and in response to the1978 US Supreme Court Marquette decision which changed rules governing credit card marketing.  Prior to the Marquette decision, lenders based in a high rate state such as Alabama were allowed to market credit cards to consumers in a low rate state such as Minnesota, but were prohibited from offering cards at rates higher than the prevailing maximum in the low rate state. Following the Marquette decision, lenders could use the maximum rate in their home state or the state to which they marketed their products. For example, in 1982, lenders based in South Dakota were able to market credit cards in Minnesota with rates up to 21% (the maximum allowable rate in South Dakota).  Two effects of the Marquette decision were that a number of states changed their maximum allowable interest rate and credit card companies moved to high rate states with low costs (such as South Dakota).
We treat these changes in credit card interest rates as exogenous and use them to proxy for changes in the availability of high cost of capital financing. We then check to see if these changes in credit card interest rates are statistically correlated with changes in levels and rates of entrepreneurial activity.  In future analyses we aim to use the shock of the Marquette decision more directly to model the decision of states to raise interest rate caps.  In our current study, we proxy for entrepreneurial activity using self employment data from the US Census Bureau’s Census Population Survey (CPS). Self employment has been used as a proxy for entrepreneurship in many other studies including Blanchflower and Oswald (1998) and Fairlie (1999). In addition, the CPS data provides demographic information such as age, gender, race and education that we use to control for demographic factors that may influence entrepreneurship.  We have collected information on maximum allowable interest rates at the state level back to 1971, and have collected the relevant CPS data. To obtain the interest rate levels for each state during our sample period, we have hand collected the data from annual volumes of the Cost of Personal Borrowing in the United States. To give an idea of the change in rates over time and across states, we report the state rates for 1971, 1977, and 1982 in Table 3. Unfortunately, from 1971-1976, the CPS data from many states is assigned to a region (e.g.: “New England” as opposed to “Maine”), so we are unable to use data prior to 1976 since we cannot assign a state level interest rate cap to the individual observation.  In addition, there is evidence that credit card companies acted collusively in the 1980s (Knittel and Stango, 2003), so we do not want to include too many observations from the 1980s.  As a result, for our analyses we focus on years 1977 to 1983.  The effect of credit card company collusion on rates of entrepreneurship is something that we hope to more fully investigate and control in future work.  Future work may also utilize a different data set that will allow us to use more of the 1970s interest rate data.  
IV. Results and Conclusion
We present summary statistics in Table 1 and a correlation matrix in Table 2.  State interest rate caps for selected years are presented in Table 3.  In Table 4, we report the results of fixed effects regressions with a dummy variable for self employment as our dependent variable. The explanatory variables are basic demographic information, interest rate, and interactions between these variables. Columns 1 – 3 explore the relationship between state interest rate caps and self employment.  In the first two columns, the coefficient on interest rate cap is negative and significant, which is the opposite of our expectation.  However, this result disappears in Column 3 when we include fixed effects at the metropolitan-state level. Of particular interest are the interaction terms between race and interest rate cap and gender and interest rate cap which we explore in Columns 4 – 5. As discussed above, when interest rates rise, we expect that women and African-Americans are more likely to be extended credit and thus more likely to become entrepreneurs. We find this interaction to be positive and significant in Column 4, controlling for metropolitan-state and year fixed effects. That is, the coefficients on female*rate and black*rate are positive and significant in Column 4, implying that higher interest rates are associated with higher levels of entrepreneurship for women and African-Americans. However, when we cluster our standard errors at the state level in Column 5, the coefficients are no longer statistically significant at conventional levels
. Taken together, the results presented in Table 4 suggest that in general, credit cards are not an important determinant of self employment, but may be important for women and African-American workers.  However, other institutional variables at the state level may be more important (which would explain the drop in significance resulting from clustering standard errors at the state level). Indeed, Fan and White (2003) show that state variation in personal bankruptcy protection laws are significantly correlated with levels of entrepreneurial activity.
As we refine this analysis, we expect to update these results and assess whether the effects we are observing are indeed robust.  Future steps include filling in gaps in state level interest rate caps, obtaining information on state level bankruptcy exemption laws, and investigating the availability of other data sets that go further back in time.  
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Table 1: Summary Statistics
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Table 2: Correlation Matrix
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Table 3: Interest Rates for Sample Years
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Table 4: Regression Results (Dependent Variable: Self Employed)


Figure 1: Interest Rate Cap Changes across Time
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� The coefficient on black*rate is significant at the 15% level.
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