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Abstract. 
This thesis explores theoretical models that explain how small businesses and 
entrepreneurship contribute to poverty reduction. It analyzes the neoclassical, endogenous 
growth, Schumpeterian innovation, livelihood, and institutional theories, each highlighting 
different pathways to economic empowerment. The study shows that entrepreneurship 
generates employment, promotes innovation, builds resilience, and fosters inclusive growth, 
particularly in developing contexts. Special attention is given to gender dynamics, informal 
economies, and institutional support structures. The research emphasizes that poverty 
alleviation through entrepreneurship requires an enabling environment and context-specific 
interventions informed by a blend of these theoretical perspectives. 
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The relationship between small businesses, entrepreneurship, and poverty reduction has 
garnered increasing attention in recent decades, particularly in the context of developing 
economies and the global effort to meet the United Nations Sustainable Development Goals. 
Small businesses and entrepreneurial activity are seen as engines of economic growth, 
capable of generating employment, enhancing incomes, and stimulating innovation. However, 
to fully understand their impact on poverty, it is essential to examine the theoretical frameworks 
that underpin this relationship. These models provide insight into the mechanisms through 
which entrepreneurial initiatives and small-scale enterprises contribute to economic and social 
transformation. While real-world applications often vary due to regional and contextual 
differences, several key theories help explain how entrepreneurship and small business 
development influence poverty dynamics. These include the neoclassical economic model, 
endogenous growth theory, the Schumpeterian innovation model, the livelihood approach, and 
the institutional theory of development. 
The neoclassical economic model provides a foundational perspective on the role of small 
businesses and entrepreneurship in resource allocation and market efficiency. In this 
framework, markets are viewed as mechanisms for optimal allocation of resources, assuming 
perfect competition and rational decision-making. Entrepreneurs, as agents of economic 
activity, respond to price signals, seek profit maximization, and contribute to employment 
through the establishment of firms. According to neoclassical theory, reducing barriers to entry 
and allowing market forces to operate freely can enhance productivity and growth, thereby 
reducing poverty over time. Small businesses, by operating in various sectors, especially 
informal and underserved markets, increase employment opportunities for the poor and help 
absorb surplus labor that might otherwise remain unemployed. While this theory provides a 
broad justification for encouraging entrepreneurship as a strategy for poverty alleviation, it has 
limitations in addressing market imperfections, information asymmetries, and access to 
capital—barriers that disproportionately affect the poor. 
The endogenous growth theory offers a more nuanced understanding of how entrepreneurship 
contributes to long-term economic development and poverty reduction. This model, developed 
by economists such as Paul Romer and Robert Lucas, emphasizes the role of knowledge, 
human capital, and innovation in driving economic growth. Unlike the neoclassical view, which 
treats technological progress as an exogenous factor, the endogenous model incorporates it 
as an internal component of the economy. Entrepreneurship, within this framework, is central 
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to innovation and knowledge dissemination. Small businesses are often more agile and 
responsive to local needs than large corporations, making them vital vehicles for introducing 
new products, services, and business models that can uplift underserved communities. For 
instance, microenterprises in rural areas might introduce affordable solar lighting solutions or 
mobile payment systems that drastically improve quality of life and economic participation for 
the poor. In this model, investing in education, skills development, and entrepreneurial training 
is seen as a long-term strategy for sustainable poverty reduction. 
The Schumpeterian innovation model, named after economist Joseph Schumpeter, places the 
entrepreneur at the center of economic transformation. In this view, entrepreneurs are not 
merely profit seekers but are innovators who disrupt existing markets through "creative 
destruction." They introduce new technologies, methods of production, and organizational 
forms that replace outdated systems, drive competition, and foster progress. This dynamic 
process creates new industries and opportunities, which can have profound implications for 
poverty reduction. For example, the rise of digital platforms has enabled countless micro-
entrepreneurs in developing countries to access global markets, sell handmade goods, or offer 
services like translation and tutoring. Schumpeterian theory highlights that true entrepreneurial 
impact lies not only in creating jobs but also in transforming economies to be more inclusive, 
efficient, and opportunity-rich. However, it also acknowledges that creative destruction can 
displace existing workers and businesses, thus requiring targeted policy support to ensure that 
the poor are not left behind in the process of innovation. 
A more socially grounded framework is the sustainable livelihood approach, which looks 
beyond macroeconomic indicators to focus on the capabilities, assets, and activities required 
for a means of living. This model is particularly relevant in rural and informal economies, where 
small-scale entrepreneurship is often a survival strategy rather than a growth-driven enterprise. 
The livelihood approach considers five types of capital—human, social, physical, financial, and 
natural—that individuals draw upon to sustain their well-being. Small businesses and self-
employment ventures are understood as adaptive responses to economic and environmental 
shocks. For instance, a farming family might diversify into poultry rearing or handicrafts to 
supplement seasonal income and ensure resilience. In this model, poverty is multidimensional, 
involving not just lack of income but also vulnerability, powerlessness, and exclusion. 
Entrepreneurship becomes a tool for empowerment when it enables individuals to build assets, 
reduce dependency, and exert control over their economic future. Unlike purely economic 
theories, the livelihood model integrates social and cultural factors, making it highly applicable 
in community-based development programs. 
Another significant perspective comes from institutional theory, which emphasizes the role of 
formal and informal institutions—such as legal systems, property rights, financial regulations, 
and cultural norms—in shaping entrepreneurial activity and its impact on poverty. Institutions 
determine the rules of the game and influence who can participate in the economy and under 
what conditions. In contexts where property rights are unclear, corruption is rampant, or access 
to credit is restricted, entrepreneurship may be stifled, and small businesses may operate 
informally, limiting their growth potential and capacity to alleviate poverty. Conversely, strong 
institutions that support entrepreneurship—through microfinance, business training, legal 
reforms, and infrastructure development—can create enabling environments where small 
enterprises thrive and generate substantial social benefits. The institutional theory highlights 
the importance of policy design and governance in amplifying or constraining the poverty-
reducing potential of entrepreneurship. It also underscores the need for tailored interventions 
that reflect the unique institutional realities of each society. 
These theoretical models, while distinct in focus, collectively emphasize the multidimensional 
nature of entrepreneurship’s impact on poverty. At the individual level, entrepreneurship can 
empower the poor by offering them income-generating opportunities, fostering self-reliance, 
and providing a pathway out of unemployment. At the community level, small businesses can 
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stimulate local economies, increase demand for goods and services, and create a sense of 
shared prosperity. At the national level, a thriving small enterprise sector contributes to GDP 
growth, diversification, and resilience. However, translating theory into practice requires a 
careful understanding of context. For example, in regions with high illiteracy rates or limited 
infrastructure, the promotion of high-tech startups may be less effective than supporting 
traditional crafts or agribusiness ventures. Similarly, in post-conflict settings, entrepreneurship 
programs must address psychological trauma, trust deficits, and community rebuilding as part 
of their design. 
The role of gender in entrepreneurship is also critical from a theoretical perspective. Feminist 
economic theories argue that empowering women through entrepreneurship can have 
disproportionately positive effects on poverty reduction. Women tend to reinvest more of their 
income into their families and communities, leading to better education, health, and nutrition 
outcomes. However, gender-based barriers such as lack of access to capital, discriminatory 
laws, and domestic responsibilities often hinder female entrepreneurs. Therefore, theoretical 
models must account for these gender dynamics and advocate for inclusive policies that 
address structural inequalities. Integrating gender-sensitive approaches into entrepreneurship 
development not only enhances fairness but also maximizes impact. 
In conclusion, the theoretical models that examine the impact of small business and 
entrepreneurship on poverty offer a rich and diverse set of insights. From the resource 
allocation emphasis of neoclassical economics to the transformative potential of 
Schumpeterian innovation, and from the human-centric focus of the livelihood approach to the 
regulatory emphasis of institutional theory, each framework highlights different pathways 
through which entrepreneurial activity can drive poverty alleviation. The effectiveness of small 
businesses and entrepreneurship in reducing poverty ultimately depends on the interaction 
between these theoretical elements and the practical realities of economic, social, and 
institutional environments. Policymakers, development practitioners, and scholars must draw 
upon these models to design evidence-based, context-sensitive interventions that support 
small enterprise development as a means to achieve sustainable and inclusive economic 
growth. As global challenges such as climate change, pandemics, and digital disruption 
reshape the world economy, a robust theoretical understanding of entrepreneurship's role in 
poverty reduction remains more crucial than ever. 
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